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O trabalho discute os determinantes do desempenbo do
comércio exterior brasileiro nos anos 80 com énfase nos efejtos
da instabilidade macroecndmica, nas politicas relativas 4as
importacgdes, e na dindmica das exportagbes e do investimento
direto estrangeiro. Diante desse quadro o trabatho procura
aprofundar a discussio dc tcmas rclacionados 4 reforma da
palitica comercial nos anos 90.

abstiract

The paper discusses the determinats of Brazilian trade
performance in the 1980s with an emphasis on the effects of
macroeconomic instability, on imports policies and on the
dinanmics of exports and foriegn direct investment. 1n light of
this, the paper discusses themes related to the ceform of
commercial policies to be advanced in the 1990s.
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Trade policy issues in Brazil in the 1990s

Part one: The determinants of trace performance in the 1980s

1.1) The record of trade performance: an overview
12) Macroeconomic instability and its impact on the trade regime
1.3) The import control and industrial promotion schemes
1.4) Tho sources of export growth in manufacturing
1.5)The role of foreign direct investment
Part two: The emerging issues in trade and industrial policies
2.1) New issues in trade reform
2.2) The 1990 trade policy reform
2.3) Problems in the design and implementation of reforms
2.4) Recent trends in FD] and the regulstory framevork

' A report prepared for UNCTAD and presented in the conference “Trade Policies for
Developing Countries in the 1990s” in Antalya, Turkey, May 27-31, 1991. The suthors
wish to thank Manue] Agosin, as veel as the other participaats in the conference for
coments and suggestions on aa earlier draft of this paper.
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CAX

SUDAM

SUDENE

Glossary of acreayms
Comissio pars s Concessio de Beneficios Fiscals ¢ Programas
%cms) de Exportaco (Special Program of Fiscal lnceantives for
rtos

Banco Nacional de Desenvolvimento Econdmico s Social (National
Economic and Sociai Development Bank)

Cu'm;n de Comércio Exterior (Foreign Trade Department, Bank of

Conselho de Desenvolvimento Industrisl (1ndustrisi Development
Council)

g:innl)ho Interministerial de Precos (Interministry Council of
(=]

Comissiio de Politica Adusneirs (Tariff Policy Commision)

Agtacis Especial de Financiamento Industrial (Special Agency
for Industris! Financing)

Fundo de Financiamento s Exportacio (Export Finsacing Fund)
Gross Domestic Product

Instituto Nacional de Propriedade Industrial (Nationa! Industrial
Property Institute)

Imposto sobre Operagdes Finaaceirss (Tax on Financial
Operations)

Import substitution industrialization
Muftinational Corporation

Programas de Deseavolvimento Tecnolégico Industrial (Industrial
Technology Development Programs)

Public Sector Enterprise
Programas Setoriais Integrados (Integrated Sectoral Programs)

Secretaria Especial de Informatica (Special Secretariy of
Informatics)

Superitendéncia Deseavolvimento da Amazbnis
(Superintendency for the Development of the Amazon Region)

Superitendéncia do  Desenvolvimento do Nordeste
(Superintendency for the Northeast Region)
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Zons France de Mansus (Manaus Free Zone)



Trade pelicy isswes in Brazil in the 19%0s
VWinston Fritech & Gustavo H. B. Fraaco

latreduction

The sim of this study is to discuss the causes of observed sicuctural
changes in Brazilian trade in manufactures experienced during the past
decade, and address the emerging issues in the ongoing debate on the reform
of the trade policy and trade-related industrial policy instruments in Brazil
The study is divided inlo two parts, besides this introduction.

Part one, dealing with past events, is basically descriptive and
analitically positive. The first two sections provide [actual backgroung
information. Section 1.1 very briefly describes the record of trade
performance in the eighties whose outstanding [leatures were the
reinforcement of past trends towards imporl compression and (ast export
growth and diversification. Section 1.2 shows how the unstable
macroeconomic environment influenced the design ol measures shaping the
trade regime over the past decade. Next the main determinants of the
behavioc of imports and expocts are sequeatially discussed. First we describe
the evolution of the vast arcay of trade and industrial policy instruments
which made up Brazil’s restrictive structure of import protection in the
eighties (section 1.3). Second, we review the evidence stemming from the
debate on the sources of Brazil's increasing competitiveness in manufactures
(section 1.4), and the related debate on the role of foreign direct investment
(FD1) in this process (section 1.5).

Part two, on the other hand, is essentially forward looking and
analitically normative. Therefore, it begins in section 2.1 by squarelly
addressing the issues emerging in the ongoing debate on the reform of trade
and industrial policies. As the reader will notice the main focus of criticism
was nol placed on the static allocative inefficiencies generated by the
established policy regime, a point at which most of orthodox attack on
import substitution (1S) policies was levelled!. Instead, lollowing the logic of
the design of the Brazilian trade and industrial policy reforms, the main

' By an entensive list of authors starting by Bergsman (1970) in the Brazilisa case
stedy in the pioneering 1970 OECD projecton trade policies in developing countries.
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focus of discontent had to do with the handicaps the policy regime imposes
to the attainment of dynamic efficiency gains by stiffling the competitive
environment facing domestic producers. It then goes on to describe (section
2.2) the ongoing trade and industrial policy reforms launched by the Collor
government. Section 2.3 addresses issues related 1o the design of the reforms
given the peculiarities of the Brazilian trade regime, the macroeconomic
constraints and implications of the reforms as far as industrial targeling is
concerned. In section 2.4 the prospects of FDI and the debate on the reform
of the regulatory framework affecting FD! are discussed.



Part ene: The determinants of trade performance in the 1980s



1.1) The recerd of trads peclormaace: aa sverviaw

Brazilian totat expocts, defined in quantum terms, grew 5.5% annually
between 1980 and 1989 with manulactured and semi- manufactured expocts
growing somewhat [aster - 9.5% and 7.5% per year respectively. This rather
sound performance, whose determinants will be discussed in great detail in
section 1.4, compares favourably (o that of Latin America, and even with
world trade growth, although it was markedly iaferior to Brazilian past
performance - 17.9% accomplished in 1966-80 - and aiso o that of many
Asian NiCs in the eighties. lmports, on the other hand, declined significantly
over the 1980s. Total impocts fell by 2.3% annually, with the non-fuet groups
coatributing to the decline more heavily in the early part of the decade. In
the later part, with the weakening of oil prices and the advance of domestic
oil production, non-{uel imports recovered though withoul increasing overall
imports. As a result of these influences Brazil underwenl an impressive
trade balance adjustment, (rom a small surplus of US§780 million and a
current account deficit of US$ 16.3 billion in 1982 to a trade surplus of US$
13.1 billion and a slightly positive current accouat surplus of US$44 million
in 1984 :

However, there were impocrtant changes both in the importance of
international trade foc Brazil's manufacturing sector as well as in the
composition of maaufactured exports which ceinforced lrends already
© perceived since the seventies!. On the one hand, the long term compression

of impocts as a proportion of tolal domestic consumption of manufactures,
which accompanied Brazil's post-war industrialization and was oaly
tempocarily reversed between the mid-sixties and the [first oil shock,
proceeded to reach impressively low levels. As can be seen in Table 1,
_impoct penetration ratios fell Lo levels near self sufliciency.

[

| For a detuiled analysis of Brazil's trade performance in th 1970-1985 period, see
Fritsch & Franco (193%).
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Table |
Import penetrstion and export propensity retios in manufecturing, 1980-1989

1980 1981 1982 1981 1984 1989 1986 1987 1988 1989

dollars
(1) Gutput 1766 1847 1998 1387 1496 1713 1946 2088 2302 2968
(2) Exports 170 198 170 190 239 221 196 231 301 336
(3)Imports 124 103 83 63 62 63 93 99 102 158
Export propensities=(2) /(1) (%)

969 107 831 137 160 129 101 111 131 120
- 1mport penetration = (3/1(1-2)«(3)) (%)
720 .9 :

. 91 439 337 473 43 439 439 4M ST,
Sour:‘::AGI and IBGE. Wo thank Leda Hanh for her kind help in processing the
nv

On the other hand, manuf: actured exporta grew as a proportion of total
demand of domestic manufacturing, and diversified towards higher value
added products. The increased “tradeability” of Brazilian manufacturing can
be clearly seen by the rising export propensities shown in Table 1, though

"the shrinkage of manufactured imports conveys the. opposite impression,
thus reinforcing the ambiguities usuaily found as regards the proper
characterization of outward orientation!. Nevertheless, it is generally agreed
that Brazil at the end of the eighties is, according to a recent World Bank

~ report, “relatively underinvolved in the international division of labour2, an
impression shared by a recent and widely distributed document of the
influential The Federation of Industries of the State of S0 Paulo - FIESP3.
The changes in the composition of manufactured exports can be seen
in Table 2, where exports are classified according to the presumed source of
competitiveness following a methodology developed in OECD (1987). The
classification into the five groups in the table is somewhat arbitrary, but
certainly informative. Table 2 shows the changing composition of exports
towards manufactured products and, and within it, away from resource
based industries and towards scale intensive (heavy industry) and the high-
tech groups. The most significant gain was in the heavy industry groups

1 For an extended discussion of such ambiguities see Helleiner (1991).
2The Vorld Bank (1989, p.6).
3 FIESP (1990, pp. 50-36).
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whore chemicals, papor and pulp, plastice, elool and trensport matorial
(excluding aerospace) have all experienced very signilicant increases in their
shares of manufactured exports. The continuation of the export upgrade
initiated in the late sixties is clearly perceived, though it is interesting to
note that the profile of Brazilian manufactured exports is rather similar 1o
the one of "non-core” OECD countries - the OBCD® group in the table - i e. the
Scandinavian countries plus Australia, Belgium and The Netheriands.

Table 2

Composition of Brazitian Exports, 1970-1938.
(% sheres)
__1970' 1977-7% -
Beazll OCDE OODE*

s natural fesource based 54 434 361 135 333 288
= jsbor intensive 9.1 157 146 98 83 135
s scale intensive (heavy industry) 93 243 33.0 338 412 398
« differentiated products 36 124 108 273 79 115
s science based 39 55 1585 44 64
Memo: manufacturinges 3 of total 3§ o 460 90 - - 700

! sbares for 1970 are not strictly comparable. In the “natural resource based” group only the food
industry (ISIC 31) is considered. Within “fabor intensive” caly ISIC groups 32 and 33 {textiles,
aparel. wood and furniture). In “heavy industry” groups ISIC 34-37 are assembied, and the share for
diferentiated products” encompasses all ISIC 38 industries. For later periods the classification is
slightly different. inciuding more brancbes in resource based industries (taken from the scale
intensive group) and in labor intenaive. ISIC group 38 Is divided into diferentined and science
bazed groups. For 1984-83 fourth and fifth columns ebow sbares of OCDE and “non-core OCDE.
marked as OCDE ®, a group compesed by Australia, Beigiva, Finland, The Netheriands, Norway and
Sweden.

Sources: Fritsch & Franco (1939, p. 44) and CN1 {(1989).

The forces underlying these changes are manifold. On the whole,
however, they result f[rom a combination of two broad set of causes. The first.
are the stimuli given to producers of tradable goods by macroeconomic
policies aimed at external- adjustment from the beginning of the balance of
payments difficulties which culminated into the debt crisis. Sharp
devaluations and cyclical contractions of domestic demand are among
macroconomic influences in trade performance discussed at length in section
1.4.1. Besides, a [lundamental deter minant of the behavior of importi was the
further tightening of already highly repressive import policies regulated by
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a vast array of trade and industrial policy instruments following the second
oll shock. Likewise, as far as export behavior is concerned, as important
factor was certainly the maintenance of a battery of export incentives built
from the second half of the the sixties, while explain fluctuations around the
growth trend. Section 1.3 reviews the changes undergone in the trade regime
through the 1980s,

The second set of causes - especially important in explaining long term
trends in the growth and composition of exports - is the host of structural
factors underlying the patterns of competitiveness in Brazilian
manufacturing since the late sixties. These factors range from dynamic
. economies generated during the process of industrial maturation to
exogenous influences shaping the integration of the most dynamic industrial
firms with global industry, a process to which local affiliates of MNCs have
played an important role. This is the object of sections 1.42 and 1.5. It is

now apt to give the reader a bird-eye’s view of the evolution of the unstable
macrocconomic environment in which these transfor mations took place.

1.2) The uastable macreocensmic eavireamont

Macroeconomic instabitity has been an outstanding feature of 1980s
not only in Brazil but in Latin America more generally. Growth performance
has been dismal in Latin America- annual rates of 1.1% for 1980-89 and per
capita income falling by 0.7% yearly. Brazil has done much better,
maintaining income per capita more or less constant through the eighties,
but her performance contrasts quite unfavourably with that of past decades
- 9.6% per year in 1966-80. High inflation was also a distinguished feature of
the 1980s in Latin America, and Brazil is among the five cases of
hyperinfiation registered in the late 19803'.1there being, therefore, as many
such cases in Latin America as in Central Europe in the troubled 1920s.

! That aiso include Bolivis, Peru, Argentins, and Nicaragus. In fact, considering the
monthly average rate of the last six months of the thirteen knovn hyperinfiation

cases, Brazil's early nineties' rates classifies as the 7th worst hyperinflstion in history.
Cf.Franco (1990s).
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The origine of macrocconomic instadility in Latin Amorica, and
certainly in Brazil, are connected, like Central Europe in the 19203, to a
perverse combination of outstanding economic challenges posed by external
shocks and increased indebtedness with the governments’ loss of decision
capacity on economic issues. It is interesting to note, regarding the Brazilian
experience, that while the external transfer - i e. , the generation of trade
surpluses in the magnitude needed to accomodate debt payments - was
mostly accomplished in the early eighties thanks to real devaluations and
recessions, the same cannot be said with respect to the internal transfer - i
e. , the fiscal burden of debt transfers, which was substantially increased
. through the 1980s as governments assumed the responsibility for debt

servicing - which implied a marked deterioration of fiscal acoounts. The lack
of resolution of the internal transfer within the realm of the public budget,
that is, the incapacity to find a domestic distribution of the burdens through
‘the tax system, is key to the [iscal crisis that Brazil experienced during the
Sarney presidency (1985-1990).

Brarilian macroeconomic performance in the 1980s had indeed two

distinct moments: up to the second semester of 1984, macroeconomic, as well
- &s trade and industrial policies, were heavily influenced by the process of
exteraal adjustment to cummulative impact of the second oil shock, the
explosive increase in dollar interest rates and the collapse of commodity
prices whose costs were exacerbated by the sudden drying up of financial
flows from foreign banks from 1982. Afterwards, with the end of the
military cycle, locally developed fiscal imbalances emerged with a growing
severity during the Sarney ad ministration, in connection with the domestic
macroeconomic disequilibria stemming from difficulties in solving the
demestic transfer problem, and siowly became the key macroeconomic issue
as the 1980s wore out.

The economy's impressive external adjustment record after 1982 -
which comprised the rapid transformation of a deficit in trade in goods and
non-factor services of nerly 8 % of GDP in 1982 into a small surplus in 1984
- involved a combination of measures such as devaluations with expenditure
reducing measures, as well as very aggressive export promotion policies and
restrictions to imports, as shown in detail in the next section. As the export
led recovery set forth in the second semester of 1984, seemed not to
endanger the trade surplus, attention shifted to domestic constraints to
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growth. On tho ono hand, tho oxpondituro switching moasurcs had tho offoot
of sharply raising inflation, and on the other, it was clear then that as long as
pet foreign capital inflows remained depressed in relation to pre-crisis levels
the recovery of domestic investment would have to be financed through an
increase in national savings, whose share in output had [allen continuously
since the beginning of the decade, a fact that could be almost entirely
atteibuted to a sharp fall in government savings.

Yet, during the Sarney's years, there was a continuous deteriocation of
the fiscal accounts. The first impact came from the erosion of government
revenues which fell from 24.7% of GDP in 1980-1983 to 19.9% in 1988,
- mostly by virtue of tax expenditures and laulty indexation of tax revenues
(the Otiveira-Tanzi effect). Since the costs of both domestic and external debt
had their impoctance reduced through the Sarney years!, and public
investment has suffered a slight decline, the generation of a fiscal deficit
(operational concept) estimated at about 9.1% of GDP at the beginning of the
Collor administration seems to derive from increases in curcent expendituce.

These developments stem from the undeveloped state of fiscal and
monetary institutions in Brazil, which are not designed to enhance discipline
especially in a regime of open political competition for public money, a
. weakness magnified during Sarney's tecm by virtue of his fragile political
basis and authority. Yet, paralle! to the uncontrolled multiplication of current
and tax expenditures during these years, one observes a marked
deterioration of the government's regulatory capabilities in trade and
industrial policies, reflecting the granting of public benefits - fiscal and
regulatory - much beyond the public sector's financial and administrative
capacity. Fiscal disarray, and its most dramatic expression - hyperinflation -
precluded the recuperation of the level of gross fizxed capital formation from
the depressed levels of the early 1980s deteriorating fong run growth
prospects of the Brazilian economy

The hyperinflation of 1989-90 represents indeed aa important
discontinuity in Brazilian economic life, a major economic dislocation causing
profund changes in economic modes of behavior and institutions. Brazil is

1 Mostly by the underindexing of the domestic debt, whose service claimed only 0.3% of
GDP in 1987. In 1989 it may have reached 1% given the special circumstances of that

year. Interest payments on the public externsl debt were reduced from 3.4% of GDP in
1984 o0 1.6% in 1989,
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entering the 1900s with & full agenda of reforms, which include a thorough
cedefinition of the public sector’s role in the economy, including the design of
institutions capable of enforcing fiscal and monetary discipline, a sweeping
deregulation of trade and industrial policies and the privatization of public
enterprises and services. These reforms should be seen as essential
preconditions for inflation stabilization, without which growth ressumption
on the basis of a recovery of private investment is not likely to obtain.
However, even if Brazil happens (0 overcome the difficulties in the
design and implementation of stabilization policies, and confidence and
investment are restored, there remains the equally dramatic problem of
" sustaining long term growth This process should iavolve the reversal of the
recent ecrosion in public sector savings, which along with an adequate
international economic environment, an adequate handling of debt
rescheduling process and outward looking policies to avoid foreign exchange
shortages, are the essential pre-conditions for restoring Brazil's high
historical growth rates in the future. The situation is further complicated,
however, by the fact that, although the Brazilian Model” delivered an
extraocdinarily high economic performance, standards of living and social
indicators are still appallingly low, a fact which is vividly perceived now by
a large spectrum of politically represented opinion as disfunctional for the
process of democratic institutional building the country is engaged since the
end of the military regime in 1985. Changing the present extreme rates of
inequality will require long-term distributive policies and an increase in the
supply of basic social services which, if not properly backed by a recovery of
savings, may prove incompatible with the imperative of restoring the
investment ratio to trend levels. The political feasibility of a sustained
recovery will, therefore, depend on political decisions regarding the classical
trade-off between growth and disteibution.

1.3. Tho evelution of the regsiatery lunmrk: an svorviow

This section describes the evolution of Brazilian trade and industrial
policy framework over the past decade. It is argued that parallel to the
increased stringency of the trade regime, its decentralization, increasingly
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discrotionary character and ite omphasis on oxcoptioas have produced a
symbiosis between trade and industrial policy that results in turning trade

reform much moce of & far reaching change with respect to past practices
than one could # priar7 expect.

1.3.1) The irade regime

Since the reforms of the mid-sixties, which cocrected the most glaring
distortions of the incentive structure of the heyday of the IS period, the
Brazilian trade regime displayed three basic features. First, despite tariff
cuts implemented in the late 60s a still very restrictive import regime based
on discretionary import licensing, which was used as a partial but crucial
element of industrial policies; second, very active export incentive schemes
including subsidies and import duty exemptions; last, but not least, a fairly
well managed crawling peg which avoided, except for very briel episodes,
the damaging exchange rate appreciations typical of the early post-war
years.

When looked at in a long run perspective, the genesis of these
distinguishing features of the Brazilian post-war trade regime can be said to
have been largely conditioned by constraints and opportunities opened by

~ developments in the world economy. Indeed, the basic characteristics of the
import regime can be traced to the early post-war external shocks affecting
the balance of payments position when, as in many other developing
countries, policy makers revealed a preference for quantitative restrictions
(QRs) and multiple exchange rates over tariffs and real devaluations. During
the sixties, however, the increasing awareness of the importance of explocring
the possibilities open by a fast expanding volume of wocld trade in
manufactures made for a move towards a more balanced structure of
incentives. This change was mostly based on the introduction of export
promotion schemes, exciange rate unification and the adoption of a crawling
peg and, (o a lesser extent, 1o impoct liberalization comprising the relaxing of
QRs and further tarifl cuts.

The move towards greater import liberalization, cautiously begun in
the mid-sixties, was cut short by the first oil shock, which restored the
traditionsl balance of payments rationale foc the maintenance of generalized
QRs. In addition to tariff surcharges raising the minimum tariff to over 100%x,



pege 15

moasures of rostriction included an interest-free, 180-day advance deposite
(at a time in which inflation was running at 30% anaually) for importers, the
creation of a list of banned imports and the registration of importers with
CACEX (the import licensing authority) and an increasing use of local content
provisions enforced by CACEX and by a host of other goverament agencies
such as development banks, state enterpcises, and regulatocy bodies.

This time, however, conlcary to the early post-war years, the concern
with manufactured export performance was reinforced by the threat of a
binding foreign exchange constraint. In fact, although the initial response to
. the 1974 shock was naturally defensive, leading to the tighteping of

" administered import restraints, the sustained recovery of world trade in
manufactures and the need to increase foreign exchance earnings gave a
renewed impetus to more outward oriented policies, almost exclusively
based on enhanced export incentives.

The second oil shock came when, by virtue of external and internal
political pressures, export subsidies and the advance deposit on imports
were about 1o be phased out, and Lhese movements were reversed. In
addition, in 1979 a war/devaluation marked the first significant departure
from the crawling peg regime since its inceplion in 1968. In the next year
two new instruments were created: the IOF (/mpasio sobre COperagdes
Financeiras, a 1 on financial operations) with a rate of 15% was applied to
imports and the Central Bank established a mininum maturity requirement
for external financing for imports without foreign exchange cover?. In 1981,
thanks 10 previous efforts of imporiers’ registration, CACEX staried to
require the submission of an annual import program on the part of all
registered importers. Thus, afier the second oil shock, the multiplicity of
instruments of administrative control over the import process given 0
CACEX considerably increased ils discretionary powers: it actually had
powers to suspend dnsa-euonmly the mum of imports licenses for all
imports2,

Another imporiant change in the nnwre of instruments of Brazilian
import policy during the 1970s and early 1980s was the marked

{ Excluding those effoctod as part of foreign investments into Brazil.

2 Except those under °special regimes” such as draw-beck arragements sad LAIA
agroements, imports for the Msasus Free Zone aad goverament purchsses, for
oxemple. A more dotailed discussion of “special” import regimes is made below.
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diversification and docontralization of sdministrative obstacks to imports.
The several instruments mentioned sbove, in addition to many sector
specific restrictions, were superimposed on these administered by CACEX
and managed often on an uncoordinated fashion by different goverament
agencies following sometimes conflicting criteria. Foreign exchange rationing,
evidently, pervased the actions of all, but industrial policy conceptions
governing the use of this wide array of discretionary instruments very often
conflicted, as it will be discussed below.
The stringency with which CACEX exercised its import control powers
“varied markedly with the balance of payments position, being very difficult
" to capture it quantitatively, particularly’ in view of the difficulties to
evaluate the extent of bureaucratic harassment. However, it is reasonably
sccurate to say that, aithough some relaxation could be observed on import
restrictions over the past few years, until 1990, when the current
libecalization experiment to be described in Part Two began, the coverage of
QRs, as aiready mentioned, remained at 100%. The stringency was certainly
increased in 1982 when negative lists and financing requirements were
considerably tightened, but in 1984, when the balance of payments position
exhibited a marked improvement, these same restrictions were relaxed. In
addition, import programs required by CACEX were deemed only “indicative”
and tariflf surcharges in effect since 1976 - in the range of 30% to 100% -
were replaced by increased tariff rates, with additions in the range of 10% to
30x. .

° An important consequence of the operation of these administrative
import controls was to make the relatively high Brazilian tariffs a secondary
line of defense within the Brazilian protectionist system. Consumer goods
- were compressed by the low priority ¢onferred to them in the issue of
import licenses, or faced outright prohibition, while intermediate and capital
goods had to jump the tough additional barrier of the so-called “law of
similars”. According to this unwritten law any imported product should be
subject to an exam (o assess the extent to which one could find “similar™
national products. If this can be proven in “similacity exams” carried out by
2 CACEX expert chosen in conjuction with the business associations involved,
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then the import is forbidenl. The "law of similars” is a arucial by-product of
the discretionary powers granted to CACEX, and one that turned out to
become a crucial domestic market shdring device. The threat to use o
procedure was ofien used to enforce schemes of import ceiling
( cwotingenciamenta with domestic producers and, when large scale projects
were under consideration, CACEX managed to negociate with importers and
business associations the so called “participation agreements”, through which
a "local content” level was agreed for the whole project. Very clearly, this is
an important instance of symbiosis between trade and industrial policy.
. By generaling an import siructure basically formed by non-
competitive goods, this sysiem created an important distributive distortion:
importing firms invariably applied for tarifl exemptions or reductions under
“special import regimes” for priority imports, which were granted by specific
legislations, or on an ad-docbasis by the Tariff Commission (CPA) as a fiscal
incentive wilhout facing opposilion from domestic suppliers. As & result,
nearly 67% of Brazilian imports entered the country in 1985 with tariff
reductions or exemptions, as shown in Table 3.

The nature of the “special regimes” is quile varied. It comprised 42
different types in 1989, the table showing only the most imporiant ones.
Quite clearly the two most important regimes, to judge from the value of
imports involved, are related to export promotion schemes (group 11) and
supply smoothing foodstuffs import (group 1V) which together respond for
nearly 41% of all imports in 1985. Among the former, besides the tradilional
draw-back schemes, we find the BEFIEX program, an important scheme
within which firms accept export commitments in exchange for gaining
access 10 imporied intermediate inputs and capital goods at international
prices, as described in more detail in section ]1.4.1 below. The importance of
this program can be gauged by the fact that nearly S0% of manufactured
exports were made under the program by lhe late 1980s, as shown in Table
6 in section 1.4.1 befow.

I Sometimes, whea & similer product is not manufsctured, the suthorities may “invite”
national firms (o preseal & prolotype of the product under coasiderstion. If the
prototype is deemod scceptable the import is forbiden. la the specific case of the
informatics law, to be comoated in detail below, ofien not even a prololype vas
necossary besides the intention of nationsl firms to maaufacture the potential import.



Table 3
Imports under special tax rogimes, 1933
(US$ miltions)'
1983
Special Regime Yalve  Share
1. International Agreements 3473 74
LAIA 3099 42
GATT 1898 26
Brazi)-Uruguay 475 05
11. Export Activities 18107 2435
Drawvbsack 12258 166
BEFIEX 568.0 77
Export Incentives 169 02
111 lavestmont Programs 3084 42
[~} 1119 13
SUDENE and SUDAM 293 04
Shipbuiding industry 652 09
Goods of “Economic laterest” FpY ) 10
Other %4 04
IV. FoodstufYs (Tariff Commission ) 12034 16.3
V.Gaverament and State Enterprises 2700 37
V1. Air Transportation 3240 44
VI1. Brosdcast & Movie Industry 356 03
YIIL Mangos Free Zone (ZFM) 4371 3.9

49263 667
! Share in total imparts exciuding eif. Source: Kume (1938, Table 3.3).

Among the other types of "special regimes”, which encompass nearly a
quarter of all non-oil imports, we may find a number of import regimes
adminisiered by sectoral (groups VI and VII, and the shipbuilding industry
imports in group I1I) or regional agencies (SUDAM, SUDENE, and the Manaos
Free Zone), government bodies (group V) and councils administering other
industrial policy instruments (CDI and “others” in group II1). In each special
regime the exemplions of restrictive provisions on importing is varied. In
the BEFIEX case, the crucial exemption, besides tariff reductions, is from the
“law of similars”, although decisions are still informally subject to approval
by the relevant business associations. In draw-back operations and in
purshases from LAIA countries, import programs, external financing
requirements and pegative lists were also waived. For the Manaos Free Zone
imports the same exemptions apply, except for the external financing
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requirement and the annusl foreign exchange quota for the region. In most
cases, the import authorization is used as a crucial mechanism for project
approval and negotiation of capacily increases, import content and other
regulatocry features of specific industrial activities.

Another interesting consequence of the proliferation of “special
regimes” for imports in force in the 1980s in Brazil was the large difference
between legal tarifTs and the ones efTectively practiced, L e, the “true” levels,
meaning the reveaues of import taxes as percentage of the value of .impocts,
shown in Table 4. Note that the comparison is even more striking regarding
effective rates of protection il we consider that the latter is undestimated
given the overwhelming presence of QRs. If eflective rates of protection
were computied on the basis of “equivalent” tacills, instead of using legal
tarifTs, its aumbers would be much larger.

Table ¢
Brazil: Legal and “true” rates of protection. 1934
: Nominatl Effective

Sector legal Trve . Legsl  True
All manufacturing 900 191 1636 MS
Light manufacturing 13053 101 246.1 332

Food 842 169 2123 a4

Textiles 176 9 33 268 4 1.1
Heavy lndustcy 719 239 1144 24

Paper 822 394 2129 1109

Chemicals M2 113 952 246

Non-metallic minerals 987 2935 182.1 413

Matallurgy 728 127 9.1 240
High tech 9.3 83 137.1 1«1

Machinery 812 149 1213 19.1

Traasport equipment 1139 29 2177 -96
Agricufture 373 26

633 287
Seurce: Fritech & Franco (1989a) using raw data from Braga &t st (1988, pp.
674-77). Wheigted using shares in total vatuve added.

One implication of this fact was to motivate a tarifl reform in 1988
with the purpose of approximating legal and true tarifls, along with the
elimination of a number of “special regimes”, with a view o reducing the
amount of tax expenditures implicitly involved in this policy regime. Thus,
tarifls were generally reduced accross the board but enforced to a larger
extent. It should be noted, however, that the aim of the 1988 reform was to
increase [iscal revenue, besides removing some “water™ from tarifls, and,
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given the existence of goneoraliztod sdministrative ocontrols and import
prohibitions, its impact on the level of protection was rather mild.

The peculiarity of this system is that import rationing is largely made
by measuces that do not seem to raise very significantly the cost of imports
that happen 1o cross the barrage of administrative controls. Yet, it is not #
prioci clear whether importers transfer into prices the “scarcity premium”
invoived in the cost of importing. In the case of consumer goods importers
may surely appropriate the reats created by the QR system pricing the

- import much higher than it would normally do. 1n the case of intermediate
and capital goods this may probably not happen because the effective import
cost is reduced by #a-2oc exemptions of duties (“true” tariffs are smatl) and
the scarcity premium on imports is irrelevant for cost accounting of firms. 1n
this case, the social cost of the QR system does not represent any
disbursement to importing firms! and for this reason the domestic prices of
impocted goods, especially in the case of intermediate and capital goods, are
much smaller than they would be in a system of tarifl equivalents of the QRs
in force. This fact would have 8 very important bearing on the debate
around the reform of the Brazilian structure of protection in the 1990s, as it
will be seen in detail in Part Two.

However, perhaps, the most impressive by-product of this import
policy of “exceptions as a rule” and administrative decentralization is the one
of the Brazilian informatics policy. The control over imports of loosely
delined “informatics goods™ by the Special Secretariat of Informatics (SE1)
has given such a leverage to the latter that, in addition to usual peactices
such as, for example, requirements for a very high local content, it has
introduced specilic procedures to the regulation of the computer industry
such as restrictions on technology transfer contracts and, most imporiantly,
to foreign ownership in some segments of the industry. This has represented
a major departure from Brazil's traditionally liberal stance towards FDI, and
has raised a huge amount of controversy. 1n the late 1980s the “informatics
policy” has been increasingly uander attack aad its on-going reform has
become one of the crucial issues [or the 1990s, to be discussed in Part Two.

U Except in the remote cese of direct “scquisition® of import licenses through
cerruption, in which case the scarcity rent is sppropristed by the buresucracy.



page 21

An interesting fonture of the Brarilian trade regime, to be discuseed in
more detail in the pext section, is that impoct resirictions create a
generalized anti-export bias, that is offset in specific indusiries by exporl
incentives that place such industries in 8 more or less neutral regime. This
situation - high protection as a rule and export subsidies as s glorified
exception for exporters - is in itself a distortion on the classic static sense
calling, according to the canonical formulae, for a devaluation cya removal
(or reduction) of export subsidies and tarifls. The obstacle to this
simplification of the trade regime is a traditional one: the inflationary
consequences of real devaluations, a concern that the experie_noe of the early
1980s could only reinforce. The sharp exchange rate devaluations in 1979
and 1983 have caused marked increases in inflation, and have increased
resistences, or at least awareness, on the part of domestic agents as (o
changes in relative prices!.

This mybeonedtheuusesdthedumusmmemwuhmemvlm
peg system in the second half of the 1980s. With the accellecation of
inflation towards hyperinflation levels exchange rale management has
become increasingly difficult, as the thin edge belween generating
appreciation and producing inflationary repercussions was a difficult one 1o
keep up. More (requent episodes of appreciation could be observed after
1986 and an increased variance of the real exchange rate is very clearly
observed in the 1980s: the coefficient of variation of the real exchange rate -
rose f[rom numbers between 2.4% and 3% in the period 1973-78, o numbers
between 6.7% and 8.2% in 1979-1987, and further to 13.2% in 1988-902.
New developments in exchange rate policy among the reforms of- 1990, such

as Lhe new (dirty) floating exdnoxe rate regime, could be directly traced to
such concerns.

1.3.2) I'he industrial promotion schemes

1 A discussion of the qmdwin impact of devaluation and tariff hikes is conducted in
Part Two.
2 Computed on the basis of monibly observations. Cf. Souza (1990, p. 197).
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" Up to the second half of the [ifiles the fundamental influence on the
- gectoral pattern of resource atlocation in industry came form the largely
unintended impact of impoct protection undertaken on balance of payments
- grounds. By that time, however, the growing dependence on imported
industriat inputs led to the introduction of several new instruments of
industcial promotion simed at building domestic capacity in large scale,
capital intensive intermediste goods. State intervention in indusirial
investment was conducted at two levels. In a few sectors, most notably in
" petrochemicals and steel, outright - partial or full - public ownership was
- pursed. In others, the government still played s crucial role through the
. administration of powerful instruments added to import protection -
- basically fiscal incentives and subsidised fong term credit.

" During this period, the classical interaction between inward looking
policies and small market size retative to best-practice optimum scales led to
high levels of concentration in almost all the new sectors from the outset!.
The creation of a relatively stable oligopolistic structure was ceinforced by
the combination of (i) 2 high level of multinational penetration in response to
- restrictive import barriers coupled with relatively little interference in the
FD1 process; (i) the creation of “national champions™ by the special
protection- cvar-domestic subsidies treatment given to domestic (irms in
some import substitution projects and stimulated by the concern with the
. creation of industrisl “enclaves” that could be formed by vertically

- integrated MNCs afilliates; (iii) state ownership in sectors requiring large
initial investment outlays, which created in fact monopolistic public
eaterprises2,

The basic features of the framework of incentives and regulations
were refined and consolidated during the very active policies followed from
the late 1960s and, especially, in the 1970s, as a respoase to the perceived
structural balance of payments problems created by the oil price rise, giving
an impressive boost to investment in heavy’ intermediate and capital goods
industries, and in the 1980s as a response to challenge of adjusiment to the
debt crisis. Among these features it is apt to emphasize: (i) the pervasiveness

of fiscal incentives granted in credits by the state development bank BNDES

! For a discussion of the dynamics of such & process, sce Merhav (1971).
2For & more detailed discussion see Fristch & Franco (1989).



page 23

and directly by some government bodies; (ii) regulation eahancing non-
contestability of markets, particularly the direct investment liceasing
limltations imposed by secloral or regional bodies or by the mechanism of
“sectoral agreements” coordinated by the price control authority (CIP-
Inter ministry Council of Prices)!; and (iii) most importantly, the imposition
of local content requirements (/adiass de nacioaslizacdo ) by BNDES -
delined as the ratio between local cost components and total cost of a given
product? - as a requiremeat for the accesss (o its FINAME line of subsidized
credits for acquisition of capital goods, and by other goverameant bodies (CD1)
and state enterprises especially in the context of public procurement
. concracts. A 1988 decree would actually turn local conteat requirements
enforceable in the production of all goods receiving any form of subsidy,
purshased by any public body or receiving any soct of financing from official
institutions3

Table 5 provides a rough picture of the incidence of these dispositions.

1 0n price control as a device to enforce entry barriers see Fritsch & Fraaco (1989).

2 |n some cases imports are considered at CIF values sometimes not, aad the ratios
sometimes are computed in terms of weight, depeading on the demanding agency.

3 Art 16, Decree 2433, Msy 19, 1988.
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Tadle
Regulation aad promotion schemes in Brazilian Manufacturing. 1989
secter/ satore of focal comtent  price oxtore of
mbsecter reenigtion _regwit,  comteels  incentives
Metal products B v L H (fiscal and credit)
(atead, reiled fiats) H(cop. licensing ... B B
Machinery H (access te Finame) H (Fisame,PSE) L H (fiscal nnd credit)
(made ts erder) H (accessto H (Finsme and L H (fiscal, credit
Finame wod PSE) particip. agrees.) and precurement)
Blectric equipment M B-M M-L B (fiscal and credit)
(telocomm. oquip) H(sccesstoPSE) H(PSE) L H (fiecal, eredit
and procurement)
(infermatics preducts) M (cap. licensing) H (SEI) L M
(conswmer eloctrenics) M (cap. licensing) L (SUFRAMA) N M (tiscat)
Transport equip.
(shipduilding) H (cap. licenstag  H-M (PSE) L H (fiscat, credit
snd aceess to PSE) and procorement)
(atreeat) Misccens e PSE) L L H (fiscal end
(cars, truxcks, boses) M (cenditionality H (CDI) H B (fiscal)
oo incentives)
(raitwny material) M (sccoss 0 PSE) ... L H (iscal, credit
and procurement)
Chemicals M (conditionatity H (CDI) B M (riscal and credit)
ea incontives)
(petrecbesicats) Hcup. licensing H(ODI) H M (riscal, credit and
and conditonality impart prices)
e Incentives)
(Camecari petrochemical
campiex) H (ivid) H (@) H M (idid. pios income
ax
Pharmaceuticals M{scesstogpot. M H H (fiscas and
market) iy procureseat)
Nop-metallicmin. L - B-M L
{comeant) H (conditionality L H B (tiscal)
ea incostives)
Paper products M (conditionatity M (CD1) M M (fiscal and credit)
an incentives)
! L L MH L

The qualifications B high, N medium and L fow, applies to the extent of goverament regulstion
(including barriers to entry, capagity limitations, conditionality on the access to incestives and
others); to the magnitnde of requirements of Jocal conteat {indication s provided on the seurce of
the requirapent); mmmdnbacnunh:dumnnitndad inceptive avaifable
(with aa indication of the nature of the incentive).

' Camprives wosd & furniture, rubber, jeatber and plestic products, perfumes and zosps, textiles
and cloathing, food sad boveragos., tobacco, printing and publishing a0d misceluneous. There are
exceptiens to qualilications reletive to regulation (wheat milling) and incentives (wheat milling
taxtiles and paper & printing)

Seurce: Sazed 0 The World Bank (1999, pp. 24-25).
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Note that regulation is generally light in traditional industries, oxcept
for peice controls in sensilive products and on specific segments. Wheat
milling, for exampile, is subject to capacity regulation enforced through the
rationing of imported wheat lIntecmediaries are largely subject to price
controls, given their weight in wholessale price indexes, there resulting high
enlry barriers and constant complaints as regard anti-competitive practices,
as In the archetypal case of the cement industry.

In many industries the key source of regulation as regards productive
capacity expansion and “adequate” levels of minimum domestic content was
the project evaluation activity carried out by (D1, which was created in 1969
" and extinct in 1988. The Council also played an important role in
" coordination the sction of other key bodies such as the BNDES, some large

industrial public enterprises and CPA, which decided about the concession of

-trade-related tay ezemptions on imported inputs. Although the amount of
resources discretionarily granted as bepefits under industrial promotion
schemes was substantial - amounting to between 0.5% to 0.8% of GDP in the
early 1980s! - the bulk of these investment incentives were concentrated in
a few 1srgeted capital intensive intermediaries: chemicals and
pharmaceuticais represented 43.1% of investments made under CDI, and
non-metallic goods including paper and cement, responded for 34.2%2. In
cansequence these sectors were subject, as shown in the table, to stringent
joca) content requirements. In segments such as heavy (made-to-order)
capital goods, electrical equipment and transport equipment procurement
rules on the part of public enterprises are the key source of local content
requirements. '

For capital goods mocre generally, the acess to FINAME credits -
available to buyers of such goods at BNDES - depends on having the product
registered in a FINAME listing with a pre-determined local content
requirement ranging between 70% and 85%. On the informatics industry
" flocal content requirements are imposed by: SEl at very high levels - over
90%. Interestingly, focal content requirements are enrorced on the consumer
electronics industry located at the Manaos Free Zone at substantially tower

I The Warid Bank (1990).

2 Though together these two groups represented only 37% of the projects spproved by
CD1. CT. The Vorid Bank (1990, p. 41).
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eatios - sround 308 - which was scceptod by tho indusiry as & guid-pro-guo
for the permission not to export more than 10% of their output. The
importance of local content requirement as import restriction device for
capital goods and parts cannot, therefore, be underestimated: the share in
manulactured value added of industries in the table subject to some degree
of tocal content requirement is slightly over 50%, an astonishing figure (the
more 30 as one notes (hat il corresponds to modern indusiries) that have
crucial implications as regards the conduct of trade policy and more
particularly as regards the process of liberalization to be implemented in the
19903, as discussed at length in Part Two.

’ Furthermore the non-contestability of the industrial market structure,
especially in the modern segments, emerges vecy clearly [com the table as a
result of extensive regulation with a clear pro-incumbent bias, reinforcing
- natural enlry barriers, preventing exit by distressed firms and crystallizing
market positions!. This very large degree of trade and industriat regulation
and government interference with the competitive process maintened for so
fong in Brazil seems to have had a fundamental negative impact on
enirepreneucial behaviour and indusicy efficiency, as it rewarded rent
seeking and inhibited managerial awareness of the strategic importance of
the scquisition of technological capability. This is particulacy dramatic at a
time when there are very rapid changes in the post-war technotogical
paradigm upon which Brazilian industrial capability was built, and when
continved manufactured export dynamism rests fundamentally on
technological upgrading. For this feason the reforms to be undertaken in
trade and industrial policies in the 1990s seem to place industcial
decegulation and competition policy in a privileged place.

These issues were not considered in the 1988 decrees known as “The
New Industrial Policy”, that attempted (o create a system of joint planning
‘for vertically integrated sectors (industrial complexes) mansged by “sectoral
chambers™ uniting business associations and bureaucrats with powers to
establish investment plans (PS1- Programas Setoriais Integrados) that would
be liable to a number of fiscal and regulatory incentives. These proposed
reforms can be thought gs an attempt to advance the symbiosis between

1 As forcefully acgued in The Worid Bank (1990) acesiar . Hon-contestability is used
bere in the usual sense, namely, ss an attcibute of mackets in which incumbents sre
aot thresteasd by entry of potentist competitiors.
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bureaucracy and regulated firms! which would actually magnily distortions
deriving from spurious regulalion discussed above. lnterestingly, the
coordination difTiculties existing within sectoral chambers precluded the
constitution of any but one sectoral PSI (in the textile industry) up to 1990.
Fortunately, the 1988 reform was a failure bringing no significant changes in
prioc arcangements. '

1.4) The seurces of oxport grewth ia maaufactsriag

A crycizal feature of the evolution of competitiveness indices computed
for Brazil for the period 1970-852, and reafirmed more recently? is that the
improvement is uniformly observed throughout the period, the recessioa
and devaluations of the early 1980s having, therefore, only reinforced these
long term trends, marking no clear descontinuity with respect to the past.
Even so there have been concerns on whether export growth in the 1980s
has been due to “reversible” influences stemming from short term
macroeconomic management (recession and exchange rate undervaluation)
or from excessively generous expoct promotion programs, generating what
has been called “spurious” competitiveness4.

1t was aiso observed that the improvement in competitiveness is more
or less uniform across sectors. ln this connection, one may surely find
Heckscher-Ohlin inspired explanations for the successful export performance
in labour and natural resource intensive industries, but one may also
observe the development of (er-post ) comparative advantage in products
one should not expect a labour and natural resource abundant country to be
able to. When coasidering Brazilian successful performance in technologically
more inteasive industries one is led to explanations emphasizing [actors like
scale economies, product differentiation and learning-by-doing, along the
tines of the so called “new trade theories™, aé well as explanations related to
the sigaificant presence of MNCs in Brazilian trade and processes as the ones

1 This assessment emerged from e meeting of experts in 1988, see Matesco (1988, p. 14).
2 Fritseh & Franco (1939).

5 See Nanpemberg (1990)

4 By Fajnzylber (1983).
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desoribed In the next section. In this respoot, thore has boon work assossing
the exsct nature of the relation between market structure [features,
productivily growth and trade performance, and more precisely the extent
to which export performance is created by “exogenous” factors related to
foreign ownership or to “endogenous” factors connected to productivity
growth and the “maturation™ of once “infant™ national firms.

This section treats in two separate sub-sections macro aad
microecmnomic determinants of Brazilian competitiveness in manufacturing,
the operation of which is not mutually exclusive. The first subsection treats
macroeconomic influences on trade performance, devoting special attention
10 export incentives and mechanism to by-pass the very heavy structure of
protection in force. The mext sub-section considers determinants of
competitiveness associsted with market structure as well as with policies

and environmental conditions favouring learning and technological
innovation,

A 1983 survey! of the extensive econometric wock linking the
behavior of aggregate manufactured exports to macroeconomic variables
covering the 1960s and 1970s would reveal that, despite the richness of
methodological details, the essential elements of these exercises were very
similar: a guantum index for manufactured exports, or their value at
constant dollars, was regressed against variables such as real exchange rates
(adjusting for subsidies and tax incentives so as to interpret it as expocters’
returns), world demand, and cyclical influences usualty defined as deviations
from a productive capacity variable (often potencial output). The results for
price and world income. elasuaues have duplayed a great amount of
consistency: an unitary ela:uclty is eonsldered “reasonable” for the former
and a value between 2.0 and 3.0 are commonty lourid foc the tatter (p. 723).
Domestic demand was found to be an important negative influence on
Brazilian exports (a minus one elasticity), asserting a clear "vent-for-surplus”

! Brage & Markwald (1983).
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jogic in Braxilian exports, a result to be expected for a counlry with a large
domestic market and in which’export: represent a marginal activity for most
exporting lirmst. More recent wock employing supply and demand
specifications and a disequilibrium methodology mostly confirmed these
results2, ‘

The interpretation of these exercises’ involve some important issues.
The influence of capacity variables is not often made explicit as equations
generally coasider deviations from potencial output, or, al most, trend
variables, so that structural factors affecting export performance become
_ hidden in unexplained productive capacity increases in exporting industries.
A superficial reading of this literature would tend, therefore, 1o
overemphasize demand factors, and more especifically to convey the
impression of a contradiction between the export led and domestic market
led growth. According to this reading an export surge may be generated by a
domestic recession, creating a typical instance of “spurious”, or reversible,
competiliveness.

On the price side it is important to distinguish between the effects of
exchange rate policies and of expoct subsidies, and most arguments
emphasizing “aclificial” competitiveness underline the weight of the latter. In
this connection it was shown that the value of export inceatives in effect in
Beazil from the late 1970s on was very substantial A recent study repocts
that, for 1984, the aggcregate value of all expoct incentives reached 48.7% of
the FOB value of expocts, 35.5% refering o rebates and exemptions of
indirect taxes, 9.1% refering o benefits associated with draw-back
operations and the rest (4.1%) produced by subsidized credit and income tax
reductions3. Even considering that 2/3 of the indirect tax incentives are
common in foreign lrade operations (the exemption applies to avoid double
taxation of the same value added), and that these estimates were based on
the unrealistic assumption that in the absence of the incentives the same
amount of exports and ithports would have happened that is, that foreign
trade has no seasitivity to the presence of incentives, these values are high
and raised a number of concerns.

{ This latter feature would be less cloar in the later part of the 1980s.
2 Soo Rios (1987) and Zini Jr. (1989).
3 Neves & Moreirs (1987, p. 484).



page 30

The first and more obvious is that the fiscal coet of export promotion
was too high, but it was also commonly asserled thal its benefits were
distributed on a regressive fashion!, and that the weight of incentives
demoastrated the “srtificial” nature of Brazilian exports. Interestingly, it was
observed that “the ofTicial justification for the concession of such benefits has
been based on the argument of the necessity to offset the cost pressures
derived [rom the tarift structure™2. 1ndeed, for a country in which the rate of
effective protection is very high3, the anti export bias would be generally
very high if not offset by export promotion schemes attempting to place
exporters on a more or less peutral regime. Indeed, on average, one may
" observe a small positive anti-export bias for the Brazilian economy for as
late as 1980- 1981, with, however, a large dispersion, i. e. with sectors highly
inward oriented and others on a more or less neutrat stancet. 1nterestingly,
in this coanection, it has been found a positive and significant (rank)
correlation between effective rates of protection and rates of expoct
promotion - 0.626 for 1973 and 0.723 (oc 19773 - suggesting therefore that
export incentives are designed to peutralize the anti-export bias created by
the current structure of protection

An important instrument conceived to by-pass the structure of
protection was the BEFIEX program. It consisted basically in allowing tax
exremptions on imports and the full clearance of “similarity” examinations for
inputs and capital goods in exchange for export commitments assumed by
importers never below the double of the value of aliowed imports. The
comamitments are drawn in multi-year contracts that, initially, were mostly
signed by MNCs afilliates. Over the years the program has turned into a
“mechanism through which national firms seek to reduce import taxes on
capital goods imports and to circumvent “similarity” examinations™, i e. a
scheme through which exporting firms could get acocesss to imports without
_which competitiveness would not obtain and that would be otherwise

! Braga (1981) "
2 peves (1985, p. 66). .

3 For 1985 ERP would be 33.3% considering “implicit" protectioa. i. e. computiag “true”

mm‘gl’n direct price comparisons, sad 167.4% considering legal tariffs. Brags et
2 . 9. 47).

A Tyler (1983, p. 364).
3 Neves (1983, p. 67).
6 Matesco (19884, pp. 13-16).
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unrescheable. The program's effectiveness can be assessed by the fact that,
as scen Table 2, exports under the program increased more than tenfold
from 1974 10 1981, and fourfold during 1982-89. This resulted in a fourfold
increase in the trade balance under the program from 1978 to 1980, and
snother sevenfold increase from 1982 to 1989. The share of MNCs in the
program’s exports [ell significantly after the mid 1970s, and the program’s
share in manufactured exports increased from16% in 1975-79, to 23% in
1980-84 (aprozimately 3% of imports), reaching slightly over S0% in 1987,
where it remained sincel. The experience clearly suggests that a binding
. element in export ocriented projects is the very restrictive structure of
protection in operation.

Tedle 2
Exports and trade balsnce under Befiex and of foreiga [irms, 1972-83

peagram % of for. trude contrects anl. %
balance® tots! MN p

ANS

4

1972 2 100 -10 2 2

1973 Y, 100 -100 3 3 1434 49
1974 212 100 -2 3 2 2263 94
1975 335 100 63 4 3 2384 129
197% 36 %3 174 1 4 2776 164
197 633 %02 348 3 3 350 170
1973 863 834 2 10 S 5083 170
99 t.119 822 646 16 3 6546 168
1980 17293 743 1068 35 12 9928 179
1981 2381 773 1,188 » 4 11,884 217
1982 ns 103t P 5 10253 24
1933 2935 606 2110 23 7 11.276 243
1984 3872 380 23685 M 11 15.102 6.1
1933 4531 M2 3603 4 15 14,062 3335
1936 3.128 aa 4407 ea as 12386 414
1987 75629 aa 6912 aa as 14831 S14
1988 93573 as 8714 oa aa 13.902 4.1

an

Sevrces: Neves & Moceira (1987, tables 3.7 , and 8) and Gazeta Mercantil, Muy
2300, 1999. * the sample includes all exporting firms with foreign comoel. *
Wittions of dollars.

¥ Newes & Moreirs (1937, p.7) and Gazeta Mercantil, 23/5/90.



1.42) Stepctural isfluences

In addition to macroeconomic influences and export promotion
schemes, several other “structural” elements are important 1o explain the
evolution of competitiveness over time. Among these, the debate has
developed mostly over the relative importance of ‘endogeonous”
mechanisms related 10 Jearning-by-doing and scale economies to explain
productivity growth that accompanies the process of “maturation” of
predominantly national firms in manufacturing and “ezogenous” influences
mosuly affecting trade propensities of established MNCs affiliates through
" processes of globalization and racionalization of activities within MNCs
dextribed in detail in the next section. The importance usvally attached to
“endogenous” elements has been reinforced by the recent proeminence of
the so calied “new trade theories” which devote great emphasis 1o the roje of
industrial organization festures in crealing competitiveness. More
specifically, most models along these lines associate, though in a
doterministic fashion, increases in sirze, or in rents connected to industrial
. comcentration, or even 10 protection and “market reserves”, (0 greater
effidency either through scale economies, learning-by-doing or R & D
investment!. .

1t is important to have in mind, however, that the empirical evidence
supporting this peo-Shumpeterian connection between size and innovation
(efficiency), pn which these models mostly rely, is rather inconciusive?, The
same holds, however, for the’ more orthodoxr associgtion between
productivity growth and the trade regime3, indicating the complexity of the
issve. lnnovative activity is commonly related to perceived market
opportunitiest, which are often associated 10 market size and growth - aad,

| Examples are Krugman (1984) and Rodrik (forthcoming).
2 Far & recent survey see Scherer (1984).

3 “There is no clear cut canfirmation of the hypottiesis that countries with an external
oricntation benefit from gresier growth in technical efficiency in the component
sectars of manufacturing: combined with the relatively static costs of profection.
this finding leaves those with a predilection towards a peutral regime in a quandary”,
of. Pack {fortbcoming. p. 38). Indeed, the fact that the empirical arguments for
M; €xpart pramotion vir-4-viv import substitution on Lhe grounds of techaical
efficieacy are simply not there, vas even sdmilied by Bhagwati (1983, pp. 39-40). For a
mare recent discossiansreaflirming these results see Tybout (1990).

4 Soe Pavitt (1988).
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especially in developing countries, to firm ownership - and far less clearly to
other elements of the competitive eavironment, such as for example intra-
firm civalry and ease of entry and exit, as noted by Ergas (1984) ia the
contert of coatrasts in innovative activity in the OECD area, by Teitel (1984),
Katz (1984) and Dahiman et al (1987) in the context of a discussion of infant
industries and technology scquisition in the Third World and by Braga &
Willmore (1989) in the Brazilian context.

The empirical literature addressing the celation between export
performance and industrial ocganization features for the Brazilian case has
. devoted great altention to the coanection between export performance, ficm
size (or concentration), and foreign ownership. 1a either case, however, the
aethods used in coatrolling for other influences, or to purge multicolinearity
peoblems from cross-section regressions, are crucial to assert the existence of
any meaningful connection The lirst entries in this literature uses a 1978
income tax database including 15,122 reporting {irms from which Braga
(1981) sought to investigate the distribution of export incentives according
to firm size, ownership and regional location. It was found indeed that
incentives were appropriated mostly by larger firms, MNCs afillistes (whose
share of incentives was found to be larger than that of exports) and richer
cegions, but the multicolinearity problems involved were by no means
controlled.

_ This same data were used by CEPAL (1983) to assert the lack of
dilference in export propensities between national and foreign firms. both
directly and through a comparison using the matched pairs methodology.
The procedure was heavily criticized for it did not coatrol for firm size!, a
problem that was not present in Braga & Guimaries (1986), who used an
enlarged version of the same data set, 1o run cregressions of export
propeasities on variables like industrial concentration, scale economies,
capacity utilization, foreign ownership, tradeability (proxied by geographicat
dispersion of production within the country), capitsl intensity, export
incentives and R & D intensity. The study reaflirmed the celation found in
earlier studies of macroeconomic nature mentioned in the {ast sub-section
between export performance and incentives and domestic demand. The
study also confirmed the expected positive relation between export

! Willmore (I*S. p.620).
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porformance and lirm sizs variables - concentration, scals sconomics and R
& D intensity - but falled to identily = significant influence of foreign
ownecship on expoct performance. However, a serious shortooming in the
identification of foreign firms in the 1978 dala set resulted in a very
significant underestimation of their presence in Brazilian industry! turning,
evidently, the conclusions of the studies mentioned above, especially when
involving foreign owanership, quite questionable.

A more recent study - Willmore (1985) - using the same 1978 data
set, but properly identifying foreign firms, conducted an extensive
. comparison of national and foreign firms using the methodology of matched
pairs with results substantially dilferent from the ones of early studies.
Among seversal important dilferences between national and foreign lirms it
was found that the latter exported a much larger propoction of their output
than aational firms of the same size even Mhtheydommivel larger
share of export incentives.

Another study by the same author2 focusing on the influence of
industrial organization features on export performance used a sample of
17,053 firms in manufacturing for 19803, 652 of which foreiga. The main
oconclusions of the study were that protection and vertical integration have a
strong negative influence on export (and import) performance, and that
advertising intensity (an indication of product differentiation) and size have
a strong positive effect. Interestingly, however, the influence of size depends
on the values of other independent variables, the most plausible situation
being one in which no correlation could be found between expoct-output
ratios (and impoct-output ratios) and total output, except for exceptionally
large (a positive cocrelation) or exeepuonally small firms (a negative
correlation).

In addition, foceign ownership was found to have a stcong and
independent influence on‘expott performance and import propensities, the
latter being stronger. lndéed, for this 1980 /sample the export-import ratio
for loceign [irms was 1.13. much smaller than the ratio for domestic firms

(exporters) namely 2.04, a situation that was reversed in the mid 1980s,

{ Firms controlled by holdings established in Bewzil but controlled by foreign residents
were considered astionsl firms. See Willmore (1983, pp. 624-623).
2 Willmore (19870).

'3 Whose combined exports represented 74% of Brazilian manulactured exports.
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when the export-import ratio for foreign firms rose to values around 3.0
(for 1984-85) while the one for national ficms rose to 1.71. This amazing
improvement in the trade performance of foceign firms can be largely
credited to the fact that large intecnational firms possessing inhecent
competitive advantages in international markets (e. 8. marketing channels)
and superior managerial flexibility are generally believed 1o react strongly,
presumsbly moce than national firms of otherwise similar chacacteristics, to
changes in the trade policy environment, as discussed at length in the nerxt
section. Moreover, there is circumstantial evidence that, following the first
oil shock, the usual export requirements associated with socess to subsidies
" were complemented by informal but effective impoct limitation targets
imposed with special zeal on international firms by the impoct liceasing -
authocities. -

ln sum, the evidence seems to indicate that both size and foreign
ownership exhert a positive inflluence on export performance. The chaanels
through which “exogenous™ influences opecite through foreiga firms will be
extensively explored in the next section. As regards the precise nature of the
relation between size, and other firm characteristic or markel structure
leatures, and technoiogical strategies, and how the latter evolve into export
petformance, or more generally into peoductivity growth, the mechanisms
are much less clear. Between the rather general and exceedingly
deterministic nature of models of the “New Trade Theory™ type and the
rather specific nature of firm, case studies of successful technological
acquisition! there is vast unezplored territory for meaningful explanations.

1.3) The rele of forviga direct investment?

The contribution of MNCs to Brazilian manufactured exports, especially
in more technology intensive sectors, provides a plausible explanation for
the apparently puzrling fact that Brazil exhibits cothparstive advantage in
sectors ane should not expect a jabor and natural resource abundant country

{ Soo Xarz (1984) for & review.
2 This section dravs from Fritsch & Franco (forthcoming-e).
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to have, The growing importance of MNCs in Brazilian trade should be scen
as related (o the trading opportunities opened by the processes of global
vertical integration snd worldwide sourcing, in which MNCs have been
playing the leading role, and for which strategic planning by globally minded
MNCs operating in global oligopolistic structuces is crucial. This section seeks
to explore the nexus between FDI and outwardness in more general lerms
and then to assess MNCs Influence on Brazilian trade and Industriatization

Current orthodorxy in the nocmative analysis of industriatization and
trade patterns, by placing exclusive emphasis on the determining influence
ol domestic policies, has lost sight of the importance of “exogenous
developments affecting the behavior of international cocporations in shaping
obsecved manufactured export performance in developing countries. For
most Latin American economies, and for the larger ones in particular, the
presence of foreign capital has reached such a dimension that many
structural features of these economies, including trade ocientation, are
crucially affected by FDI. Yet, although bost country’'s trade palicies and
structural factors should in principle act on established affiliates in the same
way as en domestic firms of equal attributes, the “outward orientation™ of
MNCs afTiliates may dilfer from domestic firms’ insofar as globally minded
MNCs respond to a much broader environment than the ane shaping the
dedisions of domestic firms. It is interesting, in this connection that, several
studies searching for differences in trade orientation between MNCs affiliates
and domestic firms in Latin American countries in the sixties and early
seventies have found export propensity, i. e. exports as percentage of output,
d‘MNCaaﬂ“mnestobeverylowmd fower, or at most statistically no
difTerent than the ones for domestic firms!. In recent years this situation
has apparenuy changed, as the evidence seems o sugpest that foreign
onwership exhert a strang effect an both export performance and import

propensities of individual firms, as seen in detail for the Brazilian case in the
Sast section.

1 Se9 for ezemple Watke & Hewfarmer (1983)
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Bvidenoe has been solid on the growing outward orientation - of MNCs
sffiliates in the leading Latin American economies: export propensities of
majocity onwed US MNCs afTiliates in Latin America have increased from
6.2% in 1966 to 20.1% in 1986, while for Brazil the increase was from 3.0% to
17.4% and for Mexico from3.2% to 34.8%. The average export propensities of
afliliates located in all regions the increase was from 18.6% to 38.3%, this
meaning that Latin America, and Brazil certainly, is still below the average!.
This time pattern of expoct propensities appears to suggest that MNCs'
expoct orientation reinforced overall inward orientation in the earlier stages
of industriatization in Latin America and its growing “outwardness” in cecent
© years.

The difTerences in export propensities of MNCs in the 1960s and in the
19803 could be explained by the fact that they refer to different “vintages”
of fareign investment Indeed, the first major wave of international direct
invesiment in the 1950s and 1960s, dominated by US and Buropean firms
("the American Challenge” and the “Furopean Response”), has had its
determinants peatly described along Hymer-Kindleberger lines, or along the
lines of John Dumning's “eclectic theory™2. This “Hymerian™ wave of US FDI
was predominantly geared to domestic markets, as the very low export
propensities of foreign subsidiaries in Latin Americe up 1o the §1970s seems
to fllustrate.

Meanwhile, the extrsordinary woridwide extension of subsldiaries
petwocks have induced a change in outlook for MNCs, which seemingly
censed 1o be Tederations of autonomous subsidiaries™3 and engaged into
efforts of cationalization on a global scale with ample consequences as
regards trade orientation of individual afTiliates®. 1t is natural to expect, in
this connection, intra-firm trade to grow signiflicantly, which is indeed
obsecved in the sinies and seventies. Moreover, the growing

| Blamstrom (1987, p. 20 and 1988, tables Al, Bf and Cf).

2 Firms in possession of an uniquenset' m-pfomblebymsotexpomng from
the parest country (thus the need o jump trede barriers io Latis America and in
Eurepe), er by means of licensing (such markets were too' thin), choose to establish
affilistes in locations in which some stiractiveness is provided by market size and
growth praspects, labour costs, government incentives, and oiber possible Jocational
advantages. OT. Dunning (1979)

3 Parter (1986, p. 43).

4 See Vernon (1979) oa a recesting of the product cycle mode! pointing o this same
direction.
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internationalization of MNCs is at the root of the intensification of the long
tun process of worldwide industrisl redeployment, as an important part of
the transfer of industrial capacily to the South corresponds to the relocation
of industriat (exporting) capacity within MNCs!. These transfers have implied
important changes in patterns of trade and industrialization in NICs, among
which the incressing share of MNCs in manufactured exports [rom some
NICs, especially in Latin America. One may conclude, therefore, that the
specific trade orientation embodied. in the different waves of incoming
foreign investment would influence very significantly the outward
orientation of the industrialization drive in host developing countries?.

Two distinct phases, distinguished by the implied outward ocieatation,
can be identified in the Brazilian postwar industrialization experience: the
first, was mostly a response to incentives to domestic production created by

- foreign exchange shortages from the late forties, and corresponds to the
classic 1S pattern. During this period FDI sought protected sectors with a
view at exploring a large and rapidly growing domestic market otherwise
unreacheable through exports [rom the home country basis, and made 2
decisive contribution to import substitution and growth, especially in
modern segments of consumer durables, mechanical and electrical
equipment and a aumber of basic inputs and capital goods industries3.

This first wave of FDl in Brazil in the post-war period was
characteristically Hymerian: an authoritative 1962 survey among US firms

J See far cxample Lipsey & Kravis (1987).

2 The fact hat (he the Jarger Latin American economies experienced an important
industrisfization drive during the “Hymerian™ phase, while the Asian NICs, for
instance. had their “take-offs” in terms of production of relatively sophisticated goods a
Jittle later, ol & time when foreign investment was already more “outvard oriented”,
may belp o explain (he differences in industrial sectors’ tradesbility - and. especially
that of their internationalized segments - between the two aress. For & more detailed
discussion see Fritsch & Franco (farthcoming-s).

3 See Marley & Smith (1971) and Fritsch & France (forthcoming-b, chapter 2) for an
extended discussion .
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established in Brazill besides underlining the impoctance of “a large and
potentiafly rapidly growing markel” notes further that “in general,
preservation of an established irading position appears (0 be & more
power{ul motive for investment in.foreign manulacturing establishments
than careful catculations of short run prospects of profitability™ (p. 10) and
also that “the major single molive for undertaking manufacturing activities
abroad is the desire 1o secure or maintain a foothold in a geperally atiractive
markel where government policies Jeave no means of mmphsbmg this
objective other than by direct investment” (p. 148). :

These patterns seem 10 fit very much the classic Hymer-Kindieberger
description of the determinants of FDI which emphasizes a sequence of
decisians by firms in possession of “unique assets” unexploitable by means of
ficensing. They would rather serve foreign markets from home based
exparts, but if this possibility is blocked by trade restrictions, the alternative
Jef\ is tbe establishment of a subsidiary2. In fact ane can easily argue that
the "theary”™ was sctually no more than an er-past rationaliration of the
massive multinationalization of US firms towards Latin Americs and Europe
after 1947. This “inward oriented” internalization of oligopolistic structures
geared 1o domestic marketls of host countries was therefore typical the
beydsy of import substituting industrializstion in Brazil in the fifties.

During the later invesiment spurts following the recession in the early
1960s foreign firms advanced in all nan-traditional seciors, and, during the
sevepties, the presence of US firms was substantally reduced relative to
firms of Buropean and japanese origin whose (rade propensities were
significantly higher than the ones of the former. Jts is common, among
propanents of the “Japanese model” of foreign invesiment3, which was
initially conceived as a stralegy for relocating exports made uncompetitive
by real wage increases and natural resource shortages in Japan, to describe
the “US Model™ of FDI geared at domestic markets, that is, the Hymerian
paitern, as “anli trade oriented”. The contrast as regards trade propensities
Japanese and US FDI is evident as Japanese FD] was a strategy of adjusiment
1o rising factor prices carried out essentially by marginal firms in refatively

1 Gordon & Grommers (1952). The study is besed on extensive interviews made with 36
US lirms during 1960 and 1961.

2500 Dunaing (1979) for & description.
3 Most antably ojima (1973 aad 1973).



pege 40

technologically unsophisticated and non-concentrated seciors that relocated
abroad to serve both home and third country markets, thus the crucial
difterence in trade propensities!.

Aler a long period of contracting imports as propoction of GDP and
expoct stagnation, manufactured imports and exports began to grow by the
late sixties and, after the oil shocks, one observes an uncommon combination
of a further deepening of impoct substitution accompanied by a sound expoct
pecformance in the same sectors in which import substitution was taking
placel. It is also significant that there were important improvements in
compelitiveness and outward ocienlation in several established sectors not
benefitting from government incentives. Many elements other than those
acting through MNCs, acted to produce this notable change in the
competiliveness of Brazilian exports, as discussed at tength in the next
section. Nevertheless, its is apt to emphasize anyhow that, as far as foreign
(irms sre concerned, what seems to have ocurred in Brazil is that, after the
the formative years of Brazilian industrialization, a stable ownership
structure was established in which foreign firms were leaders in several
technaologically sophisticated domestic aligopolies, and Brazil's comparative
advantage in these seclors changed with the changing “outward arientation”
o the Brarilian perties of these firms. Thus, the roots of the growing
comparsiive advaniage which accompanied the “maturation™ of these now
dynamic fareign owned exporters in Brazil may lie in the global
developments affecting the trade orientation of MNCs as a worldwide
phenomenon, outlined above. Indeed the extent of intra-firm trade in this
technologically intensive sectors is disproportionally high as compared to
that of traditional sectors3. When specific characteristics of the process of FD1
peoetration in Brazilian industry are taken into account, there are grounds
for believing that the influence of these general trends upon the export
propensities of foreign [irms might have been strongly reinfocced by the
usual processes of learning and dynamic efliciency gains operating in
already established subsidiaries.

} Far a survey of Japanese FD in Brazil so¢ Osawa et al. (1976).
25 Franco (1983).

3Sce Belleiner & Laverne (1979).
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Part Twe: Thoe emorging isseos ia trado sad industrial peticios
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The end of the eighties wilnessed & growing concern with the existing
trade regime, and as a response 1o Lhis a sweeping reform was launched in
March 1990 by the newly elected Collor governmeant. Many new issues were
raised in the debate which preceded the reforms, and some other are still to
be sddressed in the near {uture. Section 2.1 below reviews the key elements
of the new environment within which the 1990 reform, discussed in section
22, bas been enforced. Section 2.3 discusses conceptual and practical
problems in the dezign and implementation of the trade policy reform. It is
divided into three sub-sections. The first describes and evaluates the “style”
of the reform, addressing Issves like whether to liberalize in one shol or
gradually (and, in this case, in what span of time), the inherent sectoral
biases in the elimination of QRs and their replacement by tariffs and the
nature of LarilT reforms 10 be implemented. The second subsection deals with
the crudal jssue of ooordipation between trade liberalization and
aacroeconomic stabilization. The last describes and evaluates the extent of
selectivity, or sectoral discrimination, embodied in the reform. The last
section discusses recent trends in FD1 and the themes to be addressed in an
updating of the regulatory environment affecting FD! in Brazit
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2.1) Bev issues in trade referm

The dismal economic performance of the eighties, described in sectioas
Ll and 1.2, has bred a [eeling that Brazil is lagging behind the more
dynamic semi-industrial developing countries in terms of investment
growth, which is likely to damage medium run prospects of growth and
technological updating. Afthought this poor record is seen as a result of
macroeconomic disequilibeia related to the adjustment 1o the shocks of the
" egrly eighties, there has been a growing perception that the trade and
industrial policy framework has become delrimental to the attainment of
dynamic efficiency and that Lhis handlcnp is more serious now than ever
before.

The reasons for this increased awareness of dynamic efficiency
considerations are manifold. However, three of them should be singled out
The first is the influence, in the normative analysis of trade and
industrislization, of the growing number of theoretical contributions
emphasising the importance of factors such as learning and economies of
scale as the basis for comparative advantage in manufacturing. The second
reason is hiswrical, as the perceived development challenges bhave definitely
changed. As Brazilian indusiry grew and matured, the meaning of
“industrialization™ became quite difTerent from what it was in the heyday of
IS and so did the pature of the questions asked about strategic chaices
regarding indusirialization. The paolicy problem today is po jonger how 0
save foreign exchange by protecting the establishment of industries 0
produce for the domestic market at nol 100 unreasonably large cost
difTferentials relative to world prices in the not too distant future. The great
challenge today is how 1o reform the palicy framework extensively discussed
in Part One - built 1o answer the former problem - so as to avercome its
cbvious inadequacies 10 generate the managerial dynamism required to
meet the challenges posed by the worjd's fast changing technological trends
and the continuous need of expart upgrading by middle inoome
manufactured exporters.

Last but not least, the oeed 10 overcome the macroeconomic
_ constraints on growth increased the concern with the attainment of efTicient
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industrialization. There is s growing consensus that the task of restoring
sustained growth after the painful contraction of investment levels in the
1980s requires, as argued in Parl One, lifting 2 potential foreign exchange
constraint imposed by the debt burden, restocing domestic savings [rom its
very depressed levels, and redressing government financial batance.
HRowever, this should be achieved in a context of rising demands foc greater
distributive equity and the provision of social overhead services given
Beazil's dismal social indicators. Now, the only way to simultaneously lift the
- foreign exchange and savings constraints on growth, and allow a rapid and
sustained rise in real weges and of government consumption expenditures
oa social secvices is to increase productivity growth, as it would prevent
both the erosion of manufactured expocts compelitiveness as well as the
shift in income distribution towards wages and a consequent fall in the
savings ratiol. -

These imperatives of macroeconomic policy had two concrele bearings
on the debate on trade and industrial policy in Brazil Ou the one hand, as
mentioned above, they placed the concern with efficiency considerations at
the centre of the stage. On the other, the impecative of restoring public
sector (inancial equilibrium and raising social expenditures sharpened
politicat pecceptions of the opportunity costs involved in allocating public
money and of the vaét network of rent creating government regulation
veviewed in Part One. This made quite explicit the very high costs (and the
very uncertain public beaefits) of the large subsidies and, especially, tax
expenditures, associaled with traditional - industrial aad exporl promotion
policies as well as the allocative distortions celated to the operation of public
enterprises. This slow move ol the opinion of local elites towards
decegulation - especially in the sphere of trade and industcial policy - was
also undoubtedty reinforced by the almost permanent pressuce from some
OBCD governments and multilateral organizations on Brazilian public
authorities for trade liberalization and industrial policy deregulation and,
eventually, led to the announcement of the sweeping reform of the
regutatory framework by the pewly elected Collor government.

The dissatisfaction with the trade and industrial policy framework
had, however, not led (o a consensus as far as the precise nature of policy

1 For an elisboration of the argument, see Fritsch & Franco (forthcoming-b)
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reforms are concerned. In fact, in the debate going oa for some time before
the March 1990°s measuces, there wer proflund divisions of opinion on at
least three key issues directly related to the reform of the trade and
industrial policy regime. First, the complezity and discretionary character of
the eristing regulatory environment affecting trade and industrial policies
have been often criticized by those favouring a less personal and market
based relationship between the bureaucracy and the private sector.
However, the weight of opposing views, particulacly withia the bureaucracy,
is very considerable Lo judge from the ambitious reforms attempted through
the 1988 “New Industrial Policy™ mentioned in sectioa 1.3.

Another key policy principle on which contrasting views were often
found celates to the issue of “automaticity™ of incentives, i e. incentives
cegulated oaly by discritionacily defined rutes of access to Lhe benefit but
not tied to performance requirements. The position of business associations
is that “aulomatic™ incentives given (0 certain activities issues unambiguous
signals to investors aad reduces the scope of government intecference.
Critics, of course, have argued that incentives without performance
requirements can be pure waste, a serious concera in times of fiscal crisis,
especizlly as businesses pressures over the years led (o the generalization of
fiscal incentives, thus magnifying its [iscal costs. Heavy conditionality oa
incentives is favoured by those concerned with a moce careful allocation of
public money aad regulation, though it amounts to a heavier use of credit
incentives, which are certainly not free of ideossincrasies in the project
approval procedures of official credit institutions!.

A third key point of dissent is the extent of market discipline domestic
firms should be subject to. On the one hand, criticism are levelled on the
non-compelitive nature of market structures and the loss it represeats in
terms of inducements towards technological dynamism. On the other, the
very contrary point of view is defended on grounds that factors as size and
concentration are significant determinants of competitiveness, slong lines
explained in section 1.4, and on grounds that aational firms should be
protected and estimulated, a point of view that assumed very specific
contours during the 1988 discussion within the Constitutional Assembly, on
the issue of criteria favouring national firms in public sector procurement.

| Soe The Worlkd Bank (1990) for en saalysis of lending prectices of BNDES.
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These issues were of crucial importance in shaping the “style” of trade
policy reform the oew government would favour. These issues were
discussed in the 1989 electloral campaiga in the context of the more general
debale on the relations between government and the private sector.
Corporatist and intervenctionist positions were opealy delended by the
orthodox left, and less openly by some business interests, while liberal
positioas, though in quite generical lecms, were championed both by social
democrats and by the dark hocse independent candidate Fernando Collor, the
eveatua! winner of the election. The 1990 reform, discussed in the next
section, reveal specific choices as regards the issues discussed above.

22) The 1990 trade policy reform

The sweeping reform of the Brazilian trade policy reform started in
March 1990 has to be understood in the context of the wider changes
concurrently introduced in the traditional principles, objectives and -
instrumeats of industrial policy, of which it is a crucial part. The core of this
eew industrial policy is the shift of emphasis to productivily growth as the
pcime objective of policy. The rationale (or such shift of emphasis, as
mentioned in the last section, was the need to garantee macroeconomic
consisteacy between the strategic objective of real wage increases and the
ocoastrainls on sustainable long term growth This, as the [irst government
document outlining the reforms state, “requires the radical reform of the
scope and of the traditional instruments of the country’s industrial policy in
which the concern with promoting efficiency gains was, at most secondary _
To overcome this defliciency requires defining a new style of industrial
policy geared atstimulating competition as the rule of the game and the
quest for competitiveness as the prime entrepreneurial objective™l.

To [ulfill these objectives, the new industrial policy would contemplate
two sels of dilTerent but complementary objectives and instruments. On the
one hand, 2 “competition policy™ creating “stable and transpareat rules for
industrial competition™ and chieflly based on import liberalization and the
enactmenl of an effective anti-trust policy for the the non-tradable sectors,

| Exposiciio de motives n® 43, Medida Provistris ot 158, March 16, 1990.
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apparently subscribing the idea that market discipline should be taken as
the basic inducement of technological efforts. On the other, 2
“competitiveness policy™, which would define “a set of instrumeats destined
to support the growih of competitiveness of national firms™. This would de
implemented through two sets of measures. The first, would coasist on @
thorough revision of the current mare of fiscal and credit. inceatives to
industrial production, investment agd exports, vith s view (o sarrowing
them down to a few selective incentives to investment. The other, would
concentrale on altacking market [ailures inhibiting technological efforts,
through the provision of fiscat subsidies or risk sharing in linancing of R & D
projects, aad crealing positive externalities through massive expenditures in
technical training. 1n both cases, performance requirements should be
enforced.

The implemeatation of trade liberalization was conceived to take place
in a phased way, following a rather conventional path. First, a rationalization
of the import regime would take place, whereby most “specisl regimes™
would be abolished. Then, the actual liberalization process would begin with
the abolition of QRs and its replacement by tarills, conceived to be “the only
instrument of import policy™!, and subsequently, tarifls would be
progressively brought dowa -

The [lirst step ia this sequence was made together with the vast array
of measures issved in the [irst day after the pew presideal’s inauguration,
mostly aimed at inftation (ighting, commoaly known in Brazil as the Collor
Plan. 1t proposed the end of some import duty exemptions under special
regimes (those within investment programs - group 11l in Table 3 above -
imporis of state enlerprises and by the broadcast and movie industry), a cut
in surtazes on [reight revenues earmarked to (inance shipper's purchases
{rom Brazilian shipyacds and investments in Braziliaa ports, the aullification
of the decree authorizing the formation of new export processing zones
(besides the eristing Manaos Free Zone), and the abolition of the fist of
fordidden imports2, established by CACEX aad known as Anero €

! Ministério ds Econamia(1990).
2 Atthough the previous goverameat hed began reducing the itens on the list under US

pressure, the list still comprisd over one thousend items out of the 13500 in the
Beazilisa tacill schedute.
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Although regional and sectoral lobbies succeded in making Congress to
softea the decision on export processing zones and oa subsidies to shippers
~ and shipbuilders, the rest was carried out quite rapidly. The abolition of the
Aaero C was in efledt in May, when new - and high - tarifls were created
for the previously peohibited products. 1n July, the long-standing
quantitative controls adainistered by CACEX were relaxed, as the
goverament announced that the issuance of import licenses by CACEX would
become automatic. Shortly after, the [inancing requiremeats were eliminated
aad important definilions were made regarding the extent and timing of the
future fall in tarilfs. 1t was decided that a new tarifl would be pul in force at
the beginaing of 1991, together with advance notification of the pattera of
fall up 10 1994, when tariflfs would average 20% within a cange from zero Lo
a mazimum of 40%. Moreover, in the same breath, the government
announced the beginning of the revision of the “markel reserve” policy for
“informatics goods™, which was eventually cacried out by the end of the year.
It was sgreed within the QONIN (The National Council of laformatics and
Automation) that the open-ended spectrum of “informatics goods™ was
reduced to a list of 47 products whose imports will continue to be prohibited
until the expiry of the laformatics Law in 1992, with the proviso that the
domestic price of any of these products shall not exceed 2.5 times its
- international price.

The new tarifl schedule, with the projected yearly variations uatil
1994, was announced oa January 1st, 1991 to be in force in February 15th.
Generally speaking, the methodology [ollowed by the Taciff Commission -
nov labelled Coardensadarie Técnice de Tardas - consisted in classifying the
13.500 items accocding to the following seven tarifl brackels: (i) Zero tarifl:
products with natural comparatlive advantages (mainly primary or seai-
processed (raditional exports), with aatural protection (due to high transport
costs), with a0 competitive domestic production and commodities with low
value added; (ii) 5% rate: products which already paid 5% in 1990; (iii) rates
between 10% and 15%: products using zero tarifll products as their main
input (such as the paper and pulp or cottoa chains); (iv) 20% cate: the bulk of
maaufactured products; (v) 30% rate: fine chemicals, wheat, wheat biscuits,
pasta, TV sets, record players, video casseltes and sound equipment; (vi) 35%
rate: autos, trucks and motocycies; and (vii) 40% rate: informatics goods.
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Having classified the products according to this general rule, the
pattera of lall was designed to follow a rule of concentrating the heavier
reductions during the [irst two years on intermediate and capital goods, thus
enhancing effective protection and competitiveness of consumer goods
sectors. The aggregate result of this exercise is shown in Table 7.

Table 7
The new Brezitisa tariff, 199194
1990 1991 1
sverage 2 53 a2 171 142
Mode @00 200 200 20 20

Staadanddevistion 196 = 174 142 107 19
Source: Coordenndoris Técnics de Tarifas , Ministério da Economia.

1t can be seen that the new tacilf falls rather gradually over time and
peotection becomes more homogeneous among goods, witness the fall in the
standard deviation of the rates. Nevertheless, if one takes into consideration
that the tarill in force after the 1990 round of abolition of QRs had a
marimum of 105X, the extent of the projected liberalization Jooks quite
impressive.

The reform of the trade regime also comprised changes in the
extensive gamut of export promotion instcuments. The (irst attack came in
March 1990, within the Colloc Pian. First, the fiscal incentives conceded as
‘income tax exemptions foc export earaings, were abolished together with
several other subsidies and tax expenditures as part of a comprehensive

fiscal package. Second, the BEFIEX programme was terminated but for the
contracts then in force.

The second turn came in the June guidelines ( Jiretrizes) document,
when the government announced a new export policy. According to the
stated aims of this policy. the mainstay of export incentives would be export
credit, and while the traditional Finex credit lines provided by the Seaco do
Brasi] were [cozen, it was announced that a new Beazilian Eximbank would
. be founded under private control However, there were non-negligible
difficulties with this private Eximbank initiative, mostly derived from the
tack of interest of the part of the private financial sector in providing export
finance in internationally competitive terms even with the public backing of
expoct guarantees. Thus, to reduce the plight of some segments of the capital
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goods sector hard hit by the collapse in domestic demand {ollowing the early
stabilization measures, the BNDES eventually stepped in creating an special
line for linaoce of equipment exports (Finamex).

2.3) Preblems ia the desiga and implementation of reforms

In Part One it was argued that the structure of protection was strict
and complex and the Brarilian economy was markedly underinvolved in
international trade. Yet, the reader may easily notice that the
implementation of trade liberalization in these conditions is likely to meet
many problems. The first, discussed at fength in subsection 23.1, is related
to sequencing issues in light of the peculiarities of trade barriers in Brazil
Nexl, macroeconomic obstacles are discussed with a view on the classic
argument against trade libecaliration under macroeconomic instability and
the somewhal paradorical wave of liberalizations in Latin America in the
tate eighties. Finally, sub-section 233 coasiders the targeted nature
liberaliration will most tikely assume during the transitional phase towards
an open trade regime, and the implied political economy.

23.1) Irade liberalization, Brarilian style

It is very clear from the analysis of the last section that the
liberalization program in Braril was conceived to be phased, though
somewhat tentative given the uncertainties on the effects of a greater
integration into the world industrial economy for a country so undecinvolved
in international trade {or so many years. This gradualism is perceived in the
hesilations in dismantelling some key NTBs, especially the vast network of
focal content requirements practiced throughout the economy, and aiso on
the schedule of tarifl reductions planned to be completed only in 1994,

The Brazilian program locosely follows the cannonical sequence that
starts with the removal and “tariffication” of NTBs, i e. their substitution foc
tacills near their “tarifl-equivalent” and it is followed by a phased reduction
of these tariffs. A real devaluation usually accompanies this process,
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especially when tarif{s sre reduced below “equivalent” lovels. It is indood
_observed that the real exchange rate depreciates significantly after March
1990 when it stars In a level about hall of the one cocresponding to the
average for 19835, and recovers this level in May 1991. Jt should be noted
that in March the government announced the demise of the crawvling peg
system and its replacement by a (dirty) floating exchange rate system. Since
he control aver fareign exchange transactions was maintained the foatng
rate was actually very much controlled by the Central Bank both through the
definition of rules of access 10 the market and through direct intervention. In
any event, the government jefi clear that a further devaluation would
naturally obtain under the floating exchange rae system ir import volumes
increase significantly in response 1o lower import barriers. Whether real
devaluations would take place, however, seems to depend on the coming:
debt agreement, as the liberalization did not give much impuise to imports,
which were also depressed by the recession in 1990.

Despite the apparently conveatinaal design, oae should oot loose sight
of the peculiarities of the Brazilian system of prolection Firstly, given the
decentralized, diversified and sectoc speciflic nature of NTBs in Brazil it is
clear that a sequential removal of NTBs necessarily confer a targeted
character to the Brazilian liberalization. lndeed, the elimination of the Agero
C liberalizes mostly consumer goods, while the maintenance of local content
requirements (only with a slight reduction in levels practiced by BNDES!), of
restrictions oa “informatics goods™ and, at least initially, of external financing
requirements, kept the large Brazilian capital goods and the informatics
industries in a quite protected regime. Moceover, with the suspension of new
BEF1EX contracts an important mechanism firms could use to gain access to
imported capilal goods was eliminated, so that the capital goods and parts
industry was evea more protecited than befoce.

The government's unwillingness to review the incidence of local
coatent requirements, is a crucial element in the Brazilian liberalization
experiment, since the these requirements affect most modern industrial

! Local coateat requiremeats were first reduced in the financing of the acquisition of
domsetically produced capital goods through the FIRAME program. and in February
1991 it was (urther reduced to & masimim of 60% . Hote, however, that & 1938 lav still in
force establishes that all firms ceceiving any kind of fiscal subsidy and finsacing from
official banks and invoived in government procurement sheuld be subject to s bocal -
contsnl requirement.
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scgments, as noted in section 1.3, representing possibly mocre than 50% of
manulacturing outpul. The prospects of a meaningful increase in imports of
producer goods in such coanditions are cerlainly not bright, except foc
consumer goods, whose imports increased by 25% in 1990. lndeed, no
increase could be observed in imports of intermediate goods since March,
which may certainly be due to the recession.

In addition, there was considerable hesitation in advancing ceforms in
he infarmatics policy, particularly as regards import ocontrol powers
exercised on “infarmatics goods”, mostly because the main body responsible
for this palicy, the CONIN, maintained its “sectoral chamber” structure, with a
Rhigh Jevel of politizaticn of decisions, which tends 10 minimize the scope for
refarms. It is uncear - except for political reasons - why a list of prohibited
guods cum a cap on price differentials was not simply replaced by a tarifl. It
is yel uncertain whelher when the informatics Jaw is bound 1o expire, a
meaningful change would take place in the very restriclive Brazilian
infarmatics palicy practiced since the early eighties. Expectations are that the
guvernment will announce general rules for infant indusiry protection in
high tech segments in the future.

This rather 0odd nature of the Brazitian liberalization program - biased
far cupsumer goods and against producer goods - is complemented by an
anli-expart atlitude visible in the suspension of new contracts in the BEFIEX
program, the eliminalion of some export incentives and financing
mechanisms and the slow speed, by the Central Bank, in reversing the
marked exchange rate apprecialion cbhserved during the last few months of
the Sarney adminisiration. Although the appredation wouid be reversed
some lime afler, that illusirates the lack of commitment with an aggressive
expart policy as far as the exchange rate is concerned. This orientation
stands at variance wilh the recent liberaliration experience of other Latlin
American countries, who very explicitly targeted exports liberalizing inputs
used therein either through impori-to-expart schemes or through export
prucessing 2ones!. The successful experience of the BEFIEX program, besides
Lhe experience of olher countries (South Korea, maost notably), would appear
1o indicate that Brazilian liberalization could proceed by extending and
generalizing this program, bul for reasons that may be related 1o the

1 See Fritsch & Freaco (1989e) and Leird & Nogués (1989).
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complex political economy of trade reform in Braxil, exporting was not
considered a priority.

The extent of the process of “tariffication” of NTBs is very much
affected by these developments. As far as consumer goods are concerned,
the outright prohibition was obviously replaced by tariffs lower than “tarift
equivalents” leading to a meaningful expansion of such imports. No major
import surge could yet be seen, but the potential expansion in the next years
may be very high. For capital goods and industrial inputs the pecmanence of
important NTBs places the discussion of the redefinition of tarill schedules in
a secondary place. 1n fact, the crucial motivation in changing tacill rates in
these goods during 1990 had lo do with the perceived importance of these.
imports in price formation of a number of industrial segmeats whose
products affect inflation rates. For many such goods, nolably in chemical
intermediates, capital goods and also in textiles, tarill rates were brought to
zZero on an #d-Aoc basis. Al least until focal content requirements are
eliminated, tariflTs will have but a function of definig the costs of imports
bat happen to by-pass the barrier created by these requirements.

23.2) Tcade fiberalization and macroeconomic instability

Another classical problem is that of implementing a major trade
fiberalization program in the context of a highly inflationary economy, that
is, the problem of the optimum timing between the stabilization and
liberalization programs. Until recently, the conseasus view on this issue
stressed the peed to stabilise, or more generally, to reduce macroeconomic
instability, before launching a major trade liberalization experiment!. The
basic rationale underlying this prescription is twolold. First, that the
steuctural adjustment costs during trade liberalization will be lessened by a
higher rate of investment, (oceign and domestic, which is ualikely to obtain
in the context of the contractionary demand management required by the
stabilization effort. Second, that the rise in imports due to the [all in their
velative price may place strains on the balance of payments feading to an

1 See Sachs (1988).
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actual or expected exchange rate devalustlion, with negative effecis oa
inflationary expectlations. Some recent contributions have disputed this
tradilional view by arguing that, as the greatest asset in & slabilization
peogram is credidility, commitment to a majoc liberalization effort may boost
public confidence in the economic policy authorities and thus help the
success of the program!. More disturbing to the traditional view is the fact
that, as already argued in sub-section 2.3.1, many Latin American and highly
indebted countries of other regions have liberalized their trade regimes
starting in the accute moments of the debt crisis. It was noted that in most
cases liberalization was targeted toward export indusiries and were
accompanied by devaluations, but even $o, if liberalization may have a
positive balance of payments effect, a power{ul case can be made against the
traditional view.

In the Brazilian case, the government strategy was designed according
(o the traditional view. While the stabilization program was taunched in the
day following President Collor's innauguration in March 1990, the decisive
phase of the trade liberalization program, as described above, was scheduled
fur Whe period 1991-94. The expectations at that time were that when tariffs
would begin to fall the worst phase of Lhe stabijlization program would
already be over. The fact that things did nol happen according Lo plan in the
stabifization frent - with inflation rates still rigidly stuck around 20% per
maunth by the beginning of 1991 - and tbhat the government has not made a
majar revision of it is trade liberalization limetable means that, in practice,
Braril is launching a liberalization program at a time when a major
stabilization effort is still needed. In fact, a new price freeze started in March
1991, and it is scheduled o last way through the second semester. This
puses some impartant difficulties for the management of exmomic policy
which, if nol properly addressed, may generate macroeconomic disequilibria

which will substantially increase the cosis of the trade liberalization
program.

Let us begin by analysing the likely impacts of trade liberalization on
inflation itself. It is interesting to notice that trade liberalization as
conducted in Brazil had two sequential effects on the domestic price level
The first happened during the first phase the program, comprising

| Tho most articulate step in this direction wes made by Rodeik (1990).
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dismantling of some “special impoct regimes”, was necessarily pro-
inflationary. Indeed, as “true” protection increases, the cost of importing is
increased generating an inflationary efTect of the same nature of an adverse
terms of trade shock. Simulations based on models of inflation would suggest
that a 30% increase in “true™ (nominal) protection would increase an annual
inflation rate of, for exemple, 500% Lo approximately 6553 and oae of 50% to
88.7%!. However, in spite of the abolition of many special import regimes,
some important ones have remained, like the on-going BEFIEX ocontracts,
international agreements, draw-back schemes, Manaos Free Zone imports, air
transpoctation and #d-foc foodstull imports, under which a substantisl
percentage of Brazilian impocts - perhaps hall - are made. For this reason
the increase in “lrue” protection is likely to be small in the first yeacs.

The relevant effect, however, is that to be [lelt along the
implementation of the tacifl culs to begin in early 1991, i e. that of the [all
in the height of the protection on domestic producers’ mark-ups. A naive
understaading of this effect - which is quite current within government
circles, judging from official discourse - leads to the view that liberalization
will provide an impoctant additional weapon to the stabilization program as
the fall in tarills will erode monopolistic margins eajoyed by an over-
protected industrial sector, thus imposing greater peice discipline at least in
the manufacturing sector. Alithough there is a lot to say about greater price
discipline generated by a mocre compelitive environment in the long run if
the liberalization program eventually happeas to meet is targels, il is rather
obvious that the relevant compelitive price to domestic producers depends
not only on the tariff but also crucially on the real exchange rate and, as
argued in subsection 2.3.1, on the prevalence of “markel reserves™ created
by tocal content requirements. Besides, one has to consider that foc imporls
to have a meaningful effect on sheltered domestic mackels, import
penetration ratios in manufacturing would have to reach values much higher
than to ones curently observed - as seen in Table 1 - which most likely will
not be [easible in the short run given balance of payments limitations.

Thus, there is a clear conflict of objectives in assiganing the exchange
rale in the context of a liberalization cuvz stablization program in an

| The simulation is bused on models accounting fot the direct effect of shocks on
in(lation and their feed-back effects through indexation. For details see Franco (1990b).



page 55

economy which still faces a severe threat of external disequilibrium on
acoount of its heavy dependence on oil imports and high contractual foreign
debt service. While maintaining external equilibrium would require
compensaling the effects of a fall in average tariffs by devaluing the
exchange rate to the same extent of the [all in the average tariff, using trade
" _liberalization as an aid 1o stabilization would require not allowing the
exchange cale (o fall to the [ull extent of the (all in the average tari(l.

A second crucial pcoblem is the effect that liberalization, if conducted
in the context of a drastic stabilization program, may have oa the level of
employment. A typical and dangerous policy mix in such a situation -
wilnessed, for instance, in the liberalization experiments undertaken in the
Southern Cone of Latin America during the seventies! - is that of tight
munelary polices and a sharp fall in protection of consumer goods. The
reasan is that, in the context of rapidly falling barriers to consumer goods
imparts, the high interest rates and shortening of lending terms produced by
the tightening of munetary policy tend o severely inhibit investment but
nul consumplion financing. This has important negative short - and lang -
run consequences on employment. In the shorter run, by stimulating fast
impart pepetration it increases the adjustment costs in the consumer goods
industries. In the Jonger run, high interest rates inhibit investment - thus
delaying the needed structural adjustment tuwards comparatively
advantaged industries - and expenditure diversion towards consumer goods
inhibils domestic private savings - thus reduding potential output and
empluyment.

Last but not teast there is the potential effect of trade liberalization on
balance of payments equilibrium, which has been the traditional argument
for peotectionist impoct substitution policies and against liberalization
erperiments in Beazil. The reasons here are, of course, related to fears of an
impoct surge caused by the fall in the final price of importables relative to
compelitive domestic production, resulting from the [all in the average tariff
on. Whether these fears are juslified is, however, an empirical question
Econometric estimates of import equations (or Brazil with significant

1 See Firench-Davis & Vial (1990) for & lucid account of the Chilean experience.
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coellicients (o the relative price term! are available only for intermediale
and capital goods which are? responsible for the bulk of manufactured
imports? and. thus, lheir reaction is very important to assess the early
cesponse in terms of the demand for fociegn exchange coming (rom the rise
in imports. Moreover, as the elliciency enhancing motivation for
tiberalization lend 1o favour liberalization of inputls, an import surge of
consumer goods which threatened external equilibrium is likely to be
ocouatecacted by tempocrary peohibitive surcharges.

The typical elasticities for the intermediate and capital goods sectors
are of the order of 1.0 for the income teram, 0.5 for the celative price term for
both sectors, and around 2.0 and 3.0, respectively, for capacity utitization.
Thus even if one allows that the widespread use of administrative restraints
oa trade in the past may resull in some undecestimation of the price
elasticities in these econometric exercises, the ligures show that the impact
of a fall in Lthe avegare tarills of around 40% to about 20%, as coatemplated
in Brazil, will result in a rise in the volume of impocts ol slightly more thaa
7%. This ligure does not look terribly large when compared to the possible
influence of patteras of fast recovery in outpul growth, givea the relevant
elasticities. The crucial policy instrument to countervail the threat of
external disequilibrium during the liberalization program is, however, the
exchange rate. In [act, an offsetting real devaluation of just 14.3%4 is all that
is needed (o completely neutralize the impact on impoct volumes of an
average tarill (all [rom 40% to 20%, as proposed in the Brazilian program.

On the other extreme, the balance of payments conceras raised by
tiberalization may be enhanced il one considers that, with the dismantelling

1 See for exemple Abreu (1937). The standard specification of import (excluding oif and
wheat) equations is of the form:

jogM~a.JogYeb logRP«c.loglU
where Y stands for domestic demand, RP for relative prices betveen importables and

damestic production - given by the product le(r) (J+1)] , where e(r) stands for the read . -

exchange rate and t for the average tarifT rate - and U for capacity vtilization.

2 Eeonametric estimales for consumer goods imparts are not seriously considered given
long standing non-price restriclions, such &s admipistrative cantrols and outright
prabihitions, which are difficuft o picture in statistical lerms.

3 In the tvelve months between mid- 1959 and mid-1990 they accounted for 83% of total
impaorts excluding ail and wheat. .

4To eeutralize the full elTect of the fall in tariffs on relative prices and thus on import
volumes - the exchange rate has o be devalued by de(r)/e(r) - @/(1:t) so that
dPR/PR-0. See [ootaote 2 in the previous page. )
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of non-border QRs (local content requirements), Brazil would tend to
approach levels of import penetration similar to those observed in countries
of 1 comparable level of development such as, for example, Mexico and
Turkey. In these two cases, one should expect manufactured imports to be
approrimately increased by a factoc of 3 and a factoc of §, respectively, most
fikely creating serious balance of paymeats constraints if an export surge is
oot simuttaneously produced!. ‘

The discussion above indicates that the implementation of a
liberalization program may create a conflict in the assignment of both long
term interest rales and the exchange rale. The reduction ol structural
adjustment costs will require assigning these instruments to the objectives of
trade liberalization. Thus, on the one hand, it will be important to decouple
the long term interest rale to the upward pressures placed upon the short
end of the term steucture of intecest rates by tight monetary policies. This is
oot difTicult as (ar as the present institutional arcangements in Brazil wock,
as long term lending is mostly provided by public development banks,
notably BNDES, whose (unding comes [rom special sources largely
independent from conditions prevailing in private capital markets. The
enlargement of the basis for industrial financing without tying more public
or publicly garanteed funds will, however, depend on criative financial
engineering and, above all, lasting suceess on the stabiliration {ront.

On the other hand, the authorities will have to chose to allocate the
exchange rate (o the objectives of trade policy. allowing some ceal
devaluation both to compensate (oc the loss in competiliveness of producers
ol import competing goods due to the planned fall in protection as well as
boosting export performance to avoid balance of payments stringencies to
appear. Of course, the limiog and erxtent of such devaluations will perforce
be subject to constraints imposed by the stabilization program.

1 For éetails see France (1990b, p. 17).
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Finally. it remains lo discuss to what exteat the new Brazilian trade
regime will retain elements of industrial targeting! which figure so
prominently in the design and administration of impocl protection over the
past decades. To put this question in perspective one has to bear in mind
that, as described above, the trade liberalization program is part of a broader
reform of trade and industrial policies which has as a prime objective to
coordinate the use of all - border and non-border - policy instruments
affecting the sectoral compostion of manulacturing iavestment. Thus,
according to the stated aims of the authorities, the structure of protection to
be designed as a partial instrument in industrial targeting. lts selectivity will
thus reflect the “strategic choices™ defined in the broader design of industrial

Unfortunately, at the time of writing, the government had not yet
defined these strategic choices. However, in the basic guidelines document
( Diretrizes Gerais) published in June 1990, it was announced that targeted
sectors would fall into one of each of the [ollowing two groups. The first were
segments of high tech industries - informatics, fine chemicals, precision .
mechanics, new materials and biotechnology - (o be selected for infant
industry promotion on a traditional import substitution basis. The second set
ol industries was an undefined group of segmenis which was expected o
atlain interaatioaal competitiveness through restructyring.

Broad as they ace, these guidelines quite clearly suggest that high
trade barriers will continue to be overtly used as a policy instrument for
industrial targeting in the [ormer, “new industries”, group. Indeed, the
documeanl puts forward quite expliciting that the mazimum 40% taciff tacget
for 1994 will not be binding for these sectors, as price differentials belween
domestic products and competing imports are much larger. This policy. choice
merits some comments. A first point to note is the fact that within this group
there are several inputs - such as automation instruments, computers, .
computer-aided machinery and so on - whose diffusion should clearly be
stimulated. However, the higher domestic prices produced by import

1 lodustria! targeting is defined here on the lines of Krugman (1987), es the offort o
chnnoe(hedbenmnorinmmmn;mduarmwum tnmrmresm
which the market is believed to underinvest.
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protection, besides increasing producers’ surplus, reduces the fevel of
" demand relatively to a freer trade regime. Thus, in this case, the optimum
policy would be to provide a direct subidy to producers, instead of erecting
high barriecs to trade. A second point is that, for a counlry so poocly
endowed with the basic elements for the [ast attainment of capability in
advanced technologies, it is very risky to embark upon targeted policies in
sectors where learning curves in the innovating centres are still very steep
and product life cycles very short due to technological obsolescence. ln these
cases, chances are that either domestic producers will never reach
international cost standards or reach them oo peac the date in which
production is discontinued in lhe innovaling centre, so as to make unlikely
the luffillment of the Mill-Bastable criteria (or infaat industry promotion!.
1n the second set of industries - L e. those “in need of restructuting”
to attain competitiveness - tarifl protection will be given, as defined in the
trade liberalization schedute, but no mention was made of dismantelling focal
oontent requirements sheliering many such sectors. In this case, it will fall 10
the other announced instruments of industrial poficy - such as subsidised
Jong-lerm credit, government procurement and 30 on - 10 try and increase
he Jevel of investment in each targeted industry. However, given Brazil's
institutional realities it is very difficult to believe that creating secloral oy
for the administration of discretionary instruments of policy will not lead 10
the mainienance of non-border measures 10 discriminate against imports in
the allocation of incentives, such as the current practice wich maximum
import content requirements on & mare or Jess generalized fashion. This may
be even woarsened by the government's intention, as stated in the june
guidelines, of enforcing a system of “consensual planning™ through what was
called GEPS ( Grupns Ereculivas de Politics Sefarial), an ouigrown of the past
experience of sectoral chambers under the 1988 decree. This is a dangerous
development as far as the idea of having a Jess personal and market based
rejationship between the government and the privale sector is concerned,

t The Mill- Bastable condition requires that the present value of Iosses incurred by
protecting. or subsidizing. sa "infant industry™ be at least equal to the discounted value
of gains produced after the infant matures and competitiveness is reached. For an

ellaboration of this arguments vith reference to the Brazilian experience, see Fritsch &
Franco (1989c).
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and denotes the bureaucracy’ resistence of deregulation in trade and
industrial policy making

2.4 Rxceal Lreads ia D] sad the reguistery ramewerk

Given the important contribution FDI has been providing in enriching
the links between Beazil and the world industrial economy discussed in Part
One, the prospects of FDI in the 1990s should be seen as an important
element in the redefinition of trade and industrial policy instruments. Ia this
connection two issues should be addressed. On the one hand, it should be ..
noted that a deteciocating macroeconomic “climate™ for investment activily
in general through the eighties has not contributed to a greater presence of
FOU in Brazil On the other, the prolifecation of new (orms of FD1 and the
increasing role played by transactions with intangible assets within the FDI -
process poses new challenges to the regulatory [ramework afftecting FDI in
Brazil

As regards the effects of macroeconomic instability, it may be seen in
Table § that the notable fall in FDI inflows after 1982 can be perceived not
only in net inflows and reinvestment but also in the increase in divideads
and repatriations. This was induced by the conjunction of a sharp recession,
the uyncertainty prevailing during the acute moments of the debt crisis and
the acceleration of iaflation. The economy would experience a recovery in
the second semestec of 1984 o last until the collapse of the Cruzado Plan
late in 1986. but FDI flows would not repain pre 1982 levels. The observed
increase in FDI flows after 1987 is somewhat surprising. and the more so
given the uncertainties that surrounded the treatment to be given 1o fareign
capital in the new Brazilian Constitution then being voted. Most of these
uncertainties had disapeared by the end of 1987, but the very: significant
recovery of FDI in 1988 was aimost entirely due to debt-to-equity
cyversions following the more Jiberal regime enforced in this year: while
ordinary FDI (not through conversions) and reinvesiments maintained jevels
comparable 1o the previous years, conversions rose to over US$ 2.0 billions
in 1933 .1t has been also ooled that the opportunity to effect debt
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. conversions may have induced substantial increases in dividends payments
and repatriations only to reenter the country through conversionss. A -
significant decrease is observed duriag 1989 afier the suspension of
ocoaversions, which reinfocced the impression that they may not have been .
important to induce /freshinvestment decisions, the sharp increase in FDI in
1988 being explained by investments postponed in the expectation of a more
favourable legislation which was also expected aol Lo last vecy long.

Table 8 -
Direct investmeat, reinvestiment and divideads, 1978-1988
(US$ Miltions)
() Glos INFLOWS 1682 99 2732 1.358 614
o axporns 9 39 8.1 39 24
@) mu DEBT CONVERSION 110 466 209 930 22
2 of greas inflows 63 470 76.7 65 3.1
{3) REPATRIATIONS 176 324 290 [Yp] 285
T teral atect® 19 32 9 2.0 ax
{4) DivIDENDS , 2 974 1539 2400 an
T tocal stack” 29 3.7 5.9 7.0
G)-0)-(2)-(3) - (9) 904 -773 -1.192 -2.447 -
" {6) REINVESTMENTS 881 555 714 as oa
T tatal stack’ 58 2.1 23 - -

, . 1S -218 478
* For the firs: aioe months. ° anoval avesages. Source: Adapled Irom Correa do
Lage (1988). Original figures Irom Banco Centra) do Brusil, and Gazeta Mesrcantil.

The warsening outlook for FDI in Brazil is related o the averall
investment dimate in the country that is now plagued by macroeconomic
instability. It is totally unreallistic to expect FDJ 1o regain past levels without
rebuilding the basic conditions necessary for a sustained recovery, that is, 1o
resajve the huge budgetary difficufties, 1o achieve a drastic reduction in
inflaticn - ip sum 10 “put the house in arder”. Basically, the factors currently
constraining FDI are the very same that constrain capital formation in

1n parallel, complaints has been increasingly voiced regarding the
regulatocy regime governing FDI, which has always been taken as exemplary

\ Difforonces in discounts observable in the secondary market for Beazilian debt sad
- sdopted by the Bruzilian Central Bank in freeing domestic curreacy counterparts of
‘Swap operalions crealed sveral opportunilies for profilable arbitrage ieading o s
blosomaing of debl swap opecations in the late 1930s.
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regarding operation of foreign subsidiaries in manufacturing. According to
the existing rules, dividends can only be remited at the official exchange rate
without progressive taxation if below 12% of registered capital Yet, the
Ceatral Bank allows the registration of foreign capital only to the proportion
of the fired investmeat in goods, machines and buildings. Intangible assets
cannot be registered, which artificially reduces the base upon which
dividends can be remiled in businesses for which such assets are important!.
These sectors are very obviously penalized the consequence of which is
creating a disincentive for FDI in such sectors, most notably services and
high technotogy industries. 1n paralle! Braril adopts & very restrictive and
highly discretionary stance towards technology traasfer coatracts, limiting
the possibilities of technological associations and franchising relationships to
the very minimum. 1n consequence, the country's expenditures in foreign
technology are maintained in very reduced levels: around US$ 150 million .
in 1988, one tenth of the Korean figure when normalized dy GDP2.

As a result of this regime, FDI presence in services, for example, is:
signilicantly inferioc to what is generally observed internationally. FDI in
services have represented a proportion between 53% and 57% of outward
FD1 flows [rom the US, the UK and Japan in 1981-83, and these years inward
FUl flows in secvices in Brazil have been only 18.4% of total inflows3. The
increasing share of services in global FDI possibly reflects the importance of
information technologies and associated intangible assets involved in
operations of international businesses. The fact that, in the first half of the
1980s, inward FD1 in services in Brazil responded to a much smaller
proportion of total inflows than the corresponding proportion of outward
(lows of majoc investor countries does indicate an tnadequacy of the
Bearilian cegulalocy regime, to which we may add a aumber of sectorial
restrictions on foreign owned firms in services' activities, that may become
serious as intangible assets form the bulk of assets transferable to foreign‘
locations through FDI and "new forms™ of relatioaship between MNCs and
host countries - joinl ventures, licensing, technical assistence, marketing

| Despite some exceptions graated on an afAoc basis. For detaits see Franco (1990¢).
2See Franco (1990c). Note, in addition, that the Brazilian statistics overestimate services
ss foreiga capital in holding compagies. no matter if they control manufacturing
businesees, are registered as in “finsacial services™.

3 Seuvant & Zimny (1988, p. 27) and Baaco Central do Brazil.
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agreements, etc. - tend o predominate. Indeed, with a rapidly moving
technological [rontier, and with an increasingly internationalized world,
there should be an increased role for “new [orms™ under which one could
legitimately expect, accocding to Dunning (1982, p. 370), “international business
to flourish [thoughl its character will change and its siructure will become a
ot moce diversified. The integrated MNE should remain a dominant force in
technology and infocmation intensive industicries, but probably will not be the
typical loreign investor of the future.™!

During thel950s,.the typical Hymerian period of FDI, Brazit offered a
landmark example of a regulatory regime in line of international trends to
the extent that investment in goods (machines) was atlowed (still is),
permiting whole factories to be transplanted and added to the [irm's
operational assets without any foreign exchange transaction, and dividends
could be remited on the basis of the presumed value of physical capital The
incentive proved very eflective, especially in the auto industry, as it was
especially adequate for rellocating manufacturing operations. Later, in the
“global reach™ phase, emphasis was given Lo joiat ventures and impori-lo-
export schemes {the BEFIEX program) and other mechaaisms seen as crucial
by MNCs foc their plans of worldwide rationalization of activities. Very
clearly the new challenges posed in a world in which FDI is intensive in
intangible assets are yet Lo be properly met, and in these conditions Brazil
might loose some of its weight as a host country.

{ Furthermorv, increasingly, one should expect MNCs to find it “more advantageous to
reduce the cost and the commercial risks associated with direct investment and to play a
role as inlermodiaries on the input side (techoological innovation) as well as on the
output side (controf over markets through marketing agreements)™. OECD (1988, p.76).
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