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Foreword 

Beginning with the present issue, the papers published in 
Brazilian Economic Studies refer not only to research conducted at 
IPEA, but also to work carricd out by scholars at other institutions 
in Brazil . ln this way, we hope to achicve a better balance between 
studies made within government institutes and those conducted at 
the universities. Accordingly, the two opening papers in this col
lection are signecl by economists associated with academic centers: 
Dionísio Carneiro Netto, the author of the first article, is now at the 
Catholic University of Rio de Janeiro, and João Sayad, author of 
the second, is at the State Uni\'ersity of São Paulo. Likewise, although 
David Goodman has worked at IPEA severa] times in the recent 
past, he is currently at the London School of Economics, and the 
paper he wrote in collaboration with Daniel Oliveira is not based 
on IPEA research . The other contributors - Hamilton Tolosa, 
Marcelo Abreu and Gervásio Resende - are ali members of the 
Research lnstitute of IPEA. 

The contents of this volume are quite varied, reflecting a di
versity which is in accord with the au thors' respective affiliations . 
The issues coverecl range from a broad analysis of the recent 
behavior of the Brazilian economy and the effects of macroeconomic 
policy (Carneiro Netto) to a case study of employment problems 
in a specific agricultura! region - the cacao zone of Bahia (Resen
de). Employment problems are also dealt with in two other articles 
(Tolosa and Goodman), but with emphasis on urban areas, given 

the relevance of this issue to the Brazilian economy at present. An 
analysis of the financial market (Sayad) and an evaluation of the 
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public foreign debt policy in the period 1931-1943 (Abreu) complete 
the set of papers in this collection. Following the norm adopted in 
BES n.0 2, a book review o[ a recent Eoreign work on Brazil is 
included at the end of the volume. 

HAMILTON CARVALHO TOLOSA 
Dírector o[ INPES 

FERNANDO REZENDE 
Deputy Director 



Brazilian economic 
mid-seventies * 

policy 

Dionísio Dias Camefro Netto ••

1 - Introduction 

. 

ID the 

To the analyst of the Brazilian economy at present times, there seem 
to be two major approaches to understanding the problems of 
rampant inflation, the recalcitrant deficit in the current trade 
account, and the yet uncertain changes in the growth pattern in the 
seconcl half the seventies. The first approach stresses the role of 
the price increases imposed by the OPEC countries in October 
1973. According to sponsors of this view, the steady growth enjoyed 
by the Brazilian economy since 1967 was abruptly, but tem
porarily, interrupted by a sudden adverse change in the price of a 
hard-to-substitute import. The resulting deficit in the trade balance, 
at a time of unfavorable developments in the international economy, 
imposed new difficulties relative to reproducing the record real
output growth rates of the previous years. Thus, short-run adjust
ments were required in orcler to restore externai equilibrium and 
allow for a peaceful 1·eturn to the ante-crisis growth path. 

The second approach seeks in the recent rapid expansion the 
reasons for the collapse in the trade account after 1974, and em
phasizes structural imbalances in the pattern of industrialization as 
important to explaining both the renewed inflationary pressures after 
1973 and the extraordinary 100%-plus increase in imports in 
1974. A variant of this line of investigation also looks for endo-

• The author is grateíul to Rogério F. Wcrncck and Lúcia Amado Snijders 
for valuable commcnts on carly vcrsions of this paper. Lúcia Snijden prepared 
1he 1ables and charu. 

• • Of 1hc Dcpartment of Economics, Pontifícia Universidade Católica do Rio 
de Janeiro. 



genous phenomena that could account for the renewed inflationary 
pressures, relying heavily on estimates of potential GNP or pro
ductive capacity in the manuEacturing industries. Proponents o[ 
this view generally conduct their arguments in aggregate terms, not 
necessarily probing into "structural" data. However, since some of 
them do consider imbalances in the composition of industrial output 
to underlie the exhaustion o[ aggregate productive capacily, their 
argument cannot be easily separated from that o[ the critics of the 
pattern oE industrialization observed during the 1968-1973 boom. 
ln either case, the Arabs are given a supporting role rather than a 
main part. 1 

Lest we be misunderstood in our claims, we should point out 
that this note is more in the direction of trying to ask the right 
questions than of pretending to offer the right answers. For the sake 
oE brevity, we therefore rely on others' contributions and calcula
tions whenever possible, stating beforehand a preference for integra
tion o[ arguments rather than thoroughness in the probing of evi
dence. At Ieast in part, the objective of the paper is to bríefly 
review some of the aspects of the economic difficulties experienced 
by the Brazilian economy in che past four years and to suggest issues 
for an up-to-date research agenda. 2 

2 - Prologue to the crisis: odds and ends on 
industrialization and trade policies 

ln the mitl-sixties, the prospects of the Brazilian economy were 
rather unfavorable. Throughout the economy, the problems of stag
nation and inflation reHected a crisis of major consequences to 

1 For a sample of contributions to lhe analysis of lhe problems faced by lhe 
Brazil ian economy in the past four 10 five yeal"3, see: E. L. Ilacha, '"Issues and 
Evidcnce on Rccent Brazilian Economic Growth," World Developme11I 5 (Jan
uary-February 1977): 47-67; R. Bonclli and P. S. Malan, '"Os Limites do Possl
vel: Notas sobre Balanço de Pagamentos e Indústria nos Anos 70," Pesquisa e 
Planejamento Económico G (August 1976): 333-406; P. S. Malan and L. A. Luz, 
"O Dcsequillbrio do Balanço de Pagamentos: Retrospecto e Perspectivas," in 
Brasil: Dilemas de Polltica Económica, ed. D. D. Carneiro Neuo (Rio de Ja
neiro: Editora Campus, 1977); D. D. Carneiro and C. L. Haddad, '"Industrial
iz:ition, the lnternational Crisis and the Brazilian Tr:tde Balance," presented 
at thc Scminar on the New ln1emational Economic Order and UNCTAD IV, 
October 1975 (Mimeographed): C. R. Contador, '"Pleno Emprego, Inflaç!o e 
Polltica Econômica no Brasil," prcscnted at the IV Encontro de Economistas 
da ANPEC, Guaruj:1, 1976 (Mimeographcd); W. Suzig:m et ai., Crescimento 
Industrial no BraJil: Desempenho Recente, Coleção Relatórios de Pesquisa, 
n.0 26 (Rio de Janeiro: IPEA/INPES, 1974). 

!! ln this sense, 1he paper is a stcp towards upda1ing the agenda proposed by 
\V. Baer in "The Recent Developmcnt of tbe Brazilian Economy: An Inter
pretation," Drazilia11 Economic Studies 1 (1975): 7-!7. 
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the industrialization process. Economic development policy was 
realized to be more than mere provision of adequate stimuli to 
import-substitution industrialization, and attempts to stop inflation 
contributed to, if not aggravated, the Jack of dynamism. The swarm 
of institutional reforms, having been made at a time when anti
inflationary efforts were mainly directed to controlling the federal 
budget, took a few years to mature . ln the meantime, idle capaci ty 
was increasing in the industrial sector .a H the recession of the 
mid-sixties was not sufficient to eradicate inflation, it was strong 
enough to take care of the trade deficit. 

The government which took over in 1967 decided to take a 
different course of action on severa! fronts. To begin with, it 
inherited an economy with substantial idle capacity in practically 
every branch of industry. According to Bacha, the GNP gap in 1967 
(the trough of the recession) was about 17 .5% of potential GNP. 

Other estimates are higher still. Partly thanks to relief measures 
taken by the previous government, manufacturing output already 
showed some mild signs of recovery in 1966; however, it took an 
upward trend only after 1968. 4 

Nonetheless, despi te the moderate recovery as of l 966, it was 
clearly impossible to adhere to the introverted model of indus
trial growth, at least without resorting to radical changes in the 
composition of industrial output, if not in economic structure, the 
risk of which was not contemplated by Brazilian policy-makers. 
Alter recognizing the anti-export bias built into the Brazilian tax
structure and exchange-policy tradition, the authorities decided to 
abandon import contrai and adopted an aggressive export-promotion 
policy. The latter ranged from thorough revision of exchange-rate 
policy, via adoption of the so-called "mini-devaluations", to a 
complex system of fiscal incentives to exporters. 5 

The success of export promotion is undeniable. The growth of 
Brazilian exports averaged 25% per year between 1967 and 1973, 
in comparison with an annual rate of l .16% in the previous 17 
years. Yet, a significant fact overlooked by almost every analyst 
of the phenomenon of export growth during the post-1967 recovery 
is that international trade conditions were exceptionally favorable 
to the policy of export promotion. As Malan and Bonelli O observe, 

3 For a description of major changC!I carried out by lhe post-1964 regime, sec 
Ilai,r. 

4 Sce Suzigan t:1 ai. 

;; On this issui,, see C. von Doi,Ilinger t:l ai., A Polilica BrtJJilt:ira dt: Comérdo 
Exterior t: St:w Eft:ilos, 1967 /7J, Coleção Rela1órios de Pesquisa, n.0 22 (Rio 
de Janeiro: IPEA/INPES, 1974). 

o Ilonelli and Malan, pp. 24 ff. Also see Malan and Luz. 



the evolution of the international situation from the mid-sixties to 
the early seventies was propitious to the opening of the economy, 
since the boom experienced by the developed countries was charac
terized by a substantial increase in botli. trade and capital flows . 
ln fact, world exports were rising an average 18% per year, while 
international reserves were mounting at the annual rate of 24% 
compared to 2. 7% in the preceding 20 years. 

The stimulus from international trade was decisive first to 
the recovery of industrial growth and then to the new phase of the 
industrialization process. ln the first years, the growth of exports 
which followed the attack on the anti-export bias allowed for a 
substantial pumping of global demand into a system showing pre
cocious signs of stagnation after the end of the import-substitution 
phase of the fifties. Subsequently, it became possible for the 
Brazilian economy to engage in the increasing international division 
of labor: the extraorclinary growth in exports createcl conditions 
for the importation of capital goods anel raw materiais which. 
renclered feasible a vigorous expansion of the industrial sector (at 
the sarne time encouraging foreign indebteclness by offering good 
prospects to imernational creclitors). Thus, in an economy with 
an incipient technological base, the growth of import capacity scems 
to be important for the opening of the channels of international 
trade, the major route by which technological progress may be 
made available, especially that pertaining to product technology. 

Once the initial stimuli derived from exchange-rate, fiscal .and 
credit incentives to exporters were exhausted, export-promotion 
measures were directed to increasing the weight of manufactures 
on the export list. ln this phase, which began amund 1972, the 
government decided to take advantage of the relative abunclance of 
foreign investment capital to create special conditions for the in
stallation of industries whose scale, and thus economic feasibility, 
depended on the possibility of exporting a considerable portion of 
their output. This decision opened new possibilitics for industrial 
growth, but introduced new constraints for industrialization anel 
trade policies. ln the previous import-substitution phase, the market 
pre-existed and was guaranteed by protcctive walls which created 
market reserves. Under the new industrializa tion scheme, the 
expansion of the manufacturing sector became dependent on the 
dynamism of international trade. Since most of the new plants 
belong to multinational corporations, they are integrated into the 
regional division of labor planned by these enterprises. ln addition, 
since the economic feasibility of the new scales in operation rests 
on sales abroad, internai production costs have to be aligned with 
international prices. It is therefore natural that import tariffs on 
components and basic inputs be progressively removed. This policy 
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has been implemented through the industrial development council 
(Conselho de Desenvolvimento Industrial - CDI) and a council in 

charge of graming special fiscal benefits to industries that pledge 
to export (Benefícios Fiscais às Exportações - BEFIEX). 7 

The vigorous expansion of the Brazilian economy during the 
late sixties and early seventies may have had profounder consequences 
than at first apparent. ln fastening the economy to a protracted 
upswing in international traclc, the policymakers took advantage 
of severa) conditions which were extremely favorable �o fostering 
export growth and to attracting considerable foreign investment. 
This policy, though successful, imposed severe limitations on 
domestic policies once the intcrnational boom carne to an end. 
More important, by further linking the growth of domestic industry 
to the development of international trade, the policymakers bet on 
continued trade expansion preciscly when the Bretton Woods 
.arrangement was being disrupted and the signs of a new international 
economic order were at best uncertain. 

These facts certainly pose new difficulties in trying to appraise 
the prospects for the future. Before saying more on the issuc, 
however, we need to briefly analyze certain aspects of domestic 
stabilization policies during the sarne period, with special emphasis 
on some peculiar features of the Brazilian experience with inflation 
contrai. 

3 - Controlled inflation 

One of the outstanding features of the Brazilian economy in the 
years prior to the 1974 crisis was the behavior of in flation. By 
1966, after a three-year period of orthodox management of monetary 
variables coupled with a severe wage squeeze, the annual rate of 
inflation had been reduced to 45%, about half the rate prevailing 
in 1964. This apparent success in controlling inflationary pressures 
was, nonctheless, somewhat frustrating to policymakers, due to the 
high absolute levei of inflation and the depressive effect it had 
upon the economy, especially on the side of industrial growth. ln 
fact, according to the objectives expressed in the government plan 
known as PAEG (Programa de Ação Econômica do Governo), the 
target for inflation was l0% in 1966, and that year was expected 
to be one of recovery of economic activity. The recovery, however, 
would only come in the following years, after the government had 
announced a thorough i-e-examination of priorities and redesignecl 

7 Scc A. L. llaumgarlcn, Jr. anel L. R. Cunha, "A Polftica Industrial e o De
sempenho do Setor na última Década (1967-77)," in Brasil: Dilemas do Politico 
Econômico, ecl. Carneiro Neuo. 
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some important aspects of the anti-inflationary policy. 8 The year 
1967 was indeed propitious for the change in outlook: the 
new government could capitalize on abundant crops for the major 
agricultura} products and the past effect of wage restrictions, to 
say nothing of the important work in the domain of fiscal policy 
clone by their predecessors. With the money supply relieved from 
the pressures it had been suffering from the government deficit, 
and with the industrial sector still under the strains of a tight 
credit policy, there was ample room for granting credit facilities 
to selected industries. Simultaneously, the government opted for a 
thorough redefinition of the price-control policy . 

The first period of stabilization policy was thus characterized 
by rather dassical measures, such as control of the public deficit, 
which was then the major source of monetary growth. The federal 
deficit alone was reduced from 4. 3% of GDP to l. I % between 1963 
and 1966, while the annual rate of growth of the money supply 
was cut from a record 85. 9% in 1964 to 15 % in 1966. 

At the sarne time, the government implemented a series of im
portant institutional reforms such as the creation of Lhe central 
bank and the new regulations concerning the capital market, thc 
most significant of which was the adoption of "monetary correc
Lion" of debts . Indexing would add important characteristics to 
Brazilian inflation in the following years, drawing much attenl.ion 
from analysts of inflationary experienccs. 0 The main motivation 
for the introduction of monetary correction on certain debts was 
to attract savings back to the incipient financial markets, which 
had been upset by the previous inflationary upsurge. 10 There was a 
necd to create a market for long-term governmcnt bonds and to 
redesign the mortgage system in order to reorganize government 
financial capability, to make open-market opcrations feasible, and to 
allow for the establishment of a long-term • financial scheme for 
thc housing market. There is little doubt that monetary correction 
made significant contributions toward achieving these goals by 
providing noninflationary sources of finance for governmental 
activity, as well as by establishing a booming busincss of savings 

8 Sce A. Fishlow, "Some Reflcctions on Post-1964 Brazili:m Economic Policy," 
in Aull,oritarian Drazil, cd. A. Stepan (Ncw Haven: Yale Univcrsity Press, 
197ll), pp. 69-118. 

o l'or a discussion of lhe Brazilian experience, see A. Fishlow, "lndexing Bra
zilian Stylc: lnflation Without Tears?" Brooking.s Paper.s on Economic Activity 
1 (1974): 261-80. 
10 Cf. l\f. H. Simonscn, "lnflation and the Money and Capital Markets in 
Brazil," in Tlu Economy o/ Dra;;il, cd. H. S. Ellis (Berkeley: Unh·cnity of Cal
ifornia Press, 1969), pp. lllll-61. 
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deposits directed to long-term financing of housing an<l construc
tion. The latter served as a vigorous stimulus to the construction 
industry. 11 

From 1967 to 1972 inflation <lecreased moclerately but steadily 
from 25% to 15%, though the rate of growth of money supply was 
always sufficient to warrant a continuous increase in real cash 
balances. The most important (eature displayed by Brazilian 
inflation in this period, however, was that it was kept at relatively 
moderate rates thanks to a system of direct controls ranging from a 
cost-based rule for industrial who!esale prices to a complicated 
scheme of retail monitoring. This scheme, aclministerecl by the 
economic staff of the ministry of finance, kept track of the behavior 
of leading items in the cost of living in thc major urban centers, 
especially of agricultura) products and other items in the buclget 
of the working anel middle classes. This system worked in synchrony 
with the contrai of urban wages, and made feasible (without the 
Iosses in real incomc that the lower classes had suffered in previous 
ycars) a policy of slowly decelerating inflation. 

One major innovation in economic policy during thesc years was 
permitted by the public deficit being relieved from pressure due 
to notable improvements in tax-collection activities: tax rates, 
especially on industrial products, could be used as incentive and 
compensation instruments whenever price controls provcd inconsis
tent with the aims of industrial policy. Temporary relief from tax 
payments was often granted to avoid undesirablc effects on profit
ability of price controls directccl towards keeping the rate of in
flation decelerating. One positive result of the coordination . of 
contrais was a substantial reduction in the fluctuations in the rate 
of inflation. An illustration of the phenomenon may be seen in 
chart 1. The solid line shows the maximum monthly rate of infla
tion observed each year, anel the broken Iine the corresponding 
minimum. The vertical discance between the two lines indicates the 
range of variation. 12 

The outcome of this process of inflation control cum general
ized indexation was that virtually every aspect of short-nm policy 
was subject to the goal of maintaining inflationary equilibrium. 
Thus, the widespread use of price controls and inclexation allowed 

l1 Scc D. F. F. ,verneck, ",\s Estatísticas sobre Emprego na Indústria de 
Construção," Pesquisa e Pla,ujamento Econdmico 5 (Dccember 1975): 577-92. 

12 Chart 2 shows thc s3mc phcnomcnon in terms of rates of iníl3tion for the 
p3st 12 months. Thc ma,dmum and minimum rates observed for each �·e:ir are 
plotted in a similar manner. 
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,1 - The impact of the crisis and the pattern of adjustment 

Since 1974, debates over economic problems in Brazil have centered 
arouncl two major issues: the externai sector disequilibrium and 
inflation. After a long period of record output growth rates, sta
bilized inflation and a favorable balance of payments, the problems 
historically poscd to the managers o( economic policy returned 
to menace the continuity of the performance of the economy in the 
previous ycars. The world crisis of l 974-1975 touchecl the Brazilian 
economy at a particularly delicate moment due to internai develop
ments which made it peculiarly sensitive to major changes in the 
in ternational scenario. 

The tapering clown o( growth rates in industrial countrics in 
1973 did not have any major impact on the world demand for 
Brazilian cxports in Lhe following two years. Indeed, the volume of 
exports increased substantially cluring 1973 anel 1974 by 55. 3% anel 
38. 5%, respectively (table 1) . Although import prices climbecl
steadily throughout 197 3, the sim ultaneous rise in cxport prices
was more than commensurate un til a t least the end o( the year,
resulting in a 10% improvcment in the terms o( trade. Moreovcr,
while the total bili for imports o( crude oil anel derivatives in
creased almost fourfold in 1974, its share in total imports less than
doubled, going from an :l.\'erage o[ 11.5% in 1973 to 22% in I974. 1

j 

Therefore, the aggravation of the trade deficit aíter 1974 has 
to be explainecl in terms of the strong increase in non-oil imports 
in that ycar. The phcnomenon has becn given severa! interprcta
tions, among which the speculative behavior o( importers and loose 
creclit policy in the presence o( full capacity utilization in severa) 
industries have scored high. The fact is that the extraorclinary 
increase observed in nonferrous metais, plastics, rubber products 
anel chemicals, as well as machinery and equipment (see table 2), 
agrees with the hypothesis, advanced in section 2 above, that 
industrialization and trade policies during the boom led to further 
depenclence on the importation of such items. 

If the doubling o( imports in 197'1 anel the high price of oil 
were something to worry about, there were also clear signals that 
the economy had been overheated with excess demand in the prececl
ing years. Accorcling to evaluations made by severa] economists at 
the time, appropriate measures to contrai aggregate expenditures 
were bound to take care not only of inflationary pressures, but 
also of the explosive behavior of imports. In the first eight months 
of 1975, total exports increased by 28. 8%; anel the ,•alues o( 

Jj For more detJils, see CJrneiro Jnd HJddJd. 
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Tablc I 

Brazil: Beliavior o/ Major Exports, 1973-1976

(FOB) 

(Values in US$ Million) 

l!li3 1974 1975 ]!}70 

ProducL 

V alue % o( Ynlue % o( Yaluc % oi Valuc % oi 
Totnl Totnl Tolnl Tolnl 

Correc (Soluble and Bean�) 1 344. 2 21. 7 !l80.3 12.3 !)32.0 10.8 2 3!l8.2 23.7 

Sugar 552.7 8.!l 261.6 15.!l !174.2 ll.3 400.5 3.0 

Cott.on 218.1 3.5 !)Q,!) 1.1 !l7.8 1.1 6.9 O.O

Cocon Beans 88.5 1.4 210.0 2.6 220.4 2.5 218.8 2.2 

Iron Ore 362.8 5.!l 571. 2 7.2 !lOS.8 10.5 !1!15.5 !l.8 

8oy (Beans, C:ike nnd Brnu) !117.8 14.8 S89.3 11.2 1 15!l.8 I:1.4 1 581.!l 15.6 

Other Primary Products 743.4 12.0 !123.1 11.6 1 003.2 11.6 1 001. 7 !l.!l 

Industrialized Product� 1 810. 5 29.2 2 780.3 35.0 :J 150.4 36.4 :J 235.1 � 
Semi-Processed 476.2 i.7 633.6 8.0 644.!l 7.5 789.5 i.8

Manufactured 334.3 21.5 2 140.i 27.0 2 505.5 2S.!l 2 445.6 2-1.2 

Special Transact ion� 161.2 2.6 194.6 2.4 208.6 2.4 381.1 3.8 

Tot.al G 19!1.2 100.0 i !)51.0 100.0 S 655.2 100.0 10 125.7 100.0 

.... 
Sourco: Raw data providcd by Banco do Bl'118il, Cnrteim de Comércio Exterior (BB/CACEX).-



- Tablc 2 1,:) 

Brazil: Bchnvior o/ Major Jmporls, 197)-1976 

(FOB) 

(V:ilues in USS Million) 

l!li3 l0i4 1075 
J!liG 

Product 
'7o or % oí % or Valuc 

% or 
Vo.luo Total \'nlue Total 

Ynluc Total Total 

l\lachinory and Equipmcnt 2 142.5 34.6 3 109. l 24.7 3 931. 9 32.3 3 518.5 28.9 

Fuel and Lubricant.s 769.4 12.4 2 961.\J 23.4 3 073.5 25.3 3 826.9 31.2 

Fertilizera 138.5 2.2 405.3 3.2 303.9 2.5 201.6 !. li 

Orgnnic Chemicnl Products 340.5 5.5 636.3 5.0 529.4 4.4 713.5 5.8 

Grnins 3-l9.9 5.7 486. l 3.8 3i2.S 3.1 532.1 4.3 

Cnst Iron and Stecl 493.4 S.O 536.0 4.2 l 263.1 10.4 610.4 5.0 

Nonferrous Metais 287.8 4.6 592.8 4. 7 370.0 3.0 413.1 3.3 

Inorganic Chemical Pro-
ducts 99.0 1.6 236.0 l.9 2-18.9 2.0 240.0 2.0 

Plostics 95.6 1.5 300.0 2.4 147.0 J ·> 211.7 1.1 
·-

llubber 63.1 1.0 122.0 1. o 105.3 .!J 88.3 .7 

Paper and Paper Products 82.0 1.3 191. 2 1.5 121.S 1.0 197.1 1.6 

Optical I nst rumen t.s and 
Electrical Equipment 185.3 3.0 241.8 UI 282.8 2.3 288.0 2.3 

Others 1 145.2 18.5 l 812.8 14.3 l 418 .4 11.6 1 435.!I 11.6 

Total Exccpt Item 2 5 422.8 78.6 9 679.4 76.0 9 095.3 7-l.7 8 450.6 68.8 

Total Exccpt Items 1
o.nd 2 3 280.3 53.0 O 560.3 51.9 5 163 .4 42.4 4 936. l 40.2 

Total 6 102 .2 100.0 12 641.3 100.0 12 16S.8 100. O 12 2i7.4 100.0 

Sourcc: Sarne ns tnble l. 



primary products climbed substantially relative to the sarne period 
in 1974 (except for coffee, which rase a moderate 6,9%)- ln the 
second semester, however, there was a brusk deceleration in 
exports, resulting in a total increase of less than 9% for the year. 
ln tcrms of the options for policymaking, this cooling off of 
export growth occurred at a levei too short of that of imports. 
The reduction in the trade deficit was not sufficient to offset the 
growth of service expenditures, now overcharged with interest 
payments on the foreign debt. Thus, the curren t-account deficit 
increased, and the authorities finally had to resort to drastic import 
contrais in the form of a requirement that importers deposit in 
cruzeiros at the Banco do Brasil an amount equal to 100% of 
their import expenditures; these deposits were to be held for one 
year and neither interest nor monetary correction to be paid on 
them. lmport tariffs were raised wherever possible, but the exchange
rate system was modified in no way . 10

ln practice, the new system of import contrais represented a 
return to tariff barriers which coulcl be circumvented whenever 
a project was consiclered of high priority. It also mcant stricter 
contrai over competitive imports, and generated a wave of argu
men ts about the industrialization model to be followed in the 
future . 17 Since then, there has bcen widespread debate on the 
possibilities of a new phase of import substitution, notably in the 
capital-goods sector, together with a reviva! of arguments about 
the role of domestic versus international markets in the future 
design of the industrial profile . 

Since l 973 the Brazilian international debt has increased con
siderably, 18 and given the uncertain prospects for export growth, 
there are limits to what foreign creditors consider a colerable levei 
of indebtcdness. Moreover, uncertainty as to the pattern of inter
national recovery recommends serious consideration of the size and 
time allocation of future resource commitments . Under the present 
circumstances, therefore, the Brazilian policymakers have to subject 
their growth plans to another constraint: the need to generate a 
progressively increasing trade surplus in arder to compensate for 
at least the growth of the service deficit. 

10 Some cconomists havc argued in favor or a strong devaluation. Sec A. C. 
Pastore, J. R. M. Barros anel D. Kadota, "A Teoria da Paridade do Poder de 
Compra, Minidcsvalorizaçõcs e o Equilfbrio da Balança Comercial Brasileira," 
P�.squisa � Pla11�;am�n to Eco11ômico 6 (August 1976): 287-!112. 

17 Cf. comments in scction 2 abovc. 

18 From 197!1 to 1976, the gross debt (public and private, including reserves) 
wcnt from USS 12 570 million to USS 28 400 million. Thc levei of foreign re
serves dcclined írom USS 6 416 million to US$ 4 041 million between 197!1 and 
1975. but returncd to virtually thc former valuc in 1976. 



ln the meantime, the Brazilian economy experienced two out
bursts of inílation. The first, whose prolegomena were described 
in the last section, resulted from the excess of expenditures over 
productive capacity brought about by the continuously expansionary 
policies from late 1972 to the beginning of 1974. ln the first four 
months of 1974, the wholesale price index rose at an average monthly 
rate of 3. 9%, in contrast to an average of less than 1. 5% in 
the previous six -years. The reversa} in the monetary and credi t 
polic-y adopted by the new government significantly reduced infla
tionary pressures on the demand side: from May to December, the 
monthly rate of inflation (again measured by WPl) averaged 1.4%. 
However, this deflationary impact of monetary policy was, as usual, 
accompanied by a strong depressive effect on output. 

ln fact, the annual growth rate of real cash balances declined 
steadily from over 30% in the last quarter of 1973 to I. 6% in July 
1974, and had become negative by March of the following year. ln 
real terms, however, this contraction of the moncy supply is only 
partly attributable to deliberate efforts of the Banco Central, 
since the task was made considerably easier by the loss of foreign 
reserves (which implied a net deflationary impact of over CrS two 
billion on the monetary base) and a CrS four billion federal budget 
surplus. 

Table 3 

Brazil: Monthly Rate o/ lnflation, 197)-1976 

(%) 

Month 1973 1974 1975 1976 

1 1.8 2.6 2.1 2.6 

2 1.2 2.7 2.4 3.7 

3 1.4 4.6 1.1 3.7 

4 1.1 5.8 1. 6 3.G 

5 .8 3.9 1.9 3.0 

6 1.1 1. 7 2.6 2.7 

7 1.1 .8 2.0 4.4 

8 1.1 1.2 2.8 4.8 

9 1.1 1.6 2.6 3.5 

10 1. 6 1.8 2.7 2.2 

11 1.0 1.6 2.1 1. 7

12 1.3 2.3 2.2 2.4

Mean 1.20 2.55 2. 17 3.19 

Standard Deviation .26 1.44 .47 .88 

Coefficient of Variation .22 .56 .22 .28 

Source: Basic data from Fundação Gettl.lio Vargas (FGV), Conjuntura Econô
mica, various issues. 
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Table 4 

Brazil: Monthly Changes in Money Supply anel Moneta,y Da.se, 
197)-1976 

(%) 

1973 1974 1975 1970 

Period 
Money l\lonetary l\loney Monetary Money i\lonetary Money Monetary 
Supply Bnse Supply Base Supply Base Supply Bnse 

1 -5.1 -4.0 -1.15 -7.2 - 8.73 -6.4 -7.3

2 3.7 3.48 4.5 4.6 .O - 1. 18 1.6 -2.8

3 3.0 - .25 3.3 .95 4.0 3.68 1.3 .6

4 5.3 6.11 1.2 4.00 2.1 .94 2.5 4.3

5 4.3 4.35 1. 7 2.87 5.1 2.69 3.!J 4.3

6 7.6 5.64 4.2 1.53 6.3 4.77 !) .1 10.9

7 - .1 2.42 -2.0 -.74 - .7 1.28 - .6 3.5

8 2.4 .60 5.2 3.10 6.7 5.46 .O .4 

9 5.7 2.41 - .z -4.28 2.1 1.90 2.6 6.4 

10 3.0 7.01 2.5 4.79 1.5 - .51 4.4 4.5 

11 3.9 2.65 7.4 9.37 8.2 9. 12 4.7 7.0 
12 6.1 7.63 5.9 4.43 8.9 13.70 9.8 10.9 

Mean 3.32 3.32 2.47 2.46 3.08 2.76 2.74 3.56 

Standard Deviation 3.17 2.19 3.19 3.37 4.30 5.50 4.05 5.06 

Coeíficient of Variation .96 .66 1.29 1.37 1.40 1.99 1.48 1.42 

-

Sourcea: Buic data from FGV, ConjtmJura Econamíca; and Bnnco Central do Brasil, Boletim. UI 



By the end of 1974, there were clear signs of recession: Lhe 
12-month rate of growth of electric-power consumption in the states
oE Rio de Janeiro and São Paulo, a widely used indicator of the
level of acLivity in the industrial sector, had dropped sharply from
a high of 20% in May to virtually zero in December, and practically
no growth was recorded up to the first quarter of the following
)'ear.

However, a recessive trend in industrial output, compounded 
with adverse expectations of a prolonged phase of contraction in 
the world economy, led the monetary authorities Lo retreat. With 
monthly rates of inílation back at what seemed to be politically 
acceptable levels, the governmen t reacted to a 7. 2% decrease in 
the money supply in January 1975 with the announcement of severa} 
measures to raise liquidity: (l) reduction in required reserves 
Eor commercial banks, (2) expansion of Banco do Brasil Ioans, (3) 
fast liberation of credit to the treasury, (4) expansionist open
market operations, and (5) the so-called "refinanciamento compen
satório", a device for increasing the free reserves of commercial 
banks at 6% nominal interest so as to provide more credit to the 
priva te sector. As no clear signs of output recovery appeared at 
once, the government kept pumping credit into Lhe system in an 
attempt to offset the cleflationary impact of the loss of foreign re
serves. Thus, at least until the encl of the third quarter, a loose 
credit policy tried to compensate for the recessive effects of the 
lack of a clearly defined industrial policy. 

ln mid-1975, however, inflation rates once again began to 
accelerate following autonomous cost pressures stemming from higher 
import costs, more pennissive wage increases due to a change in 
the wage-control formula, and the news of crop failures owing to 
frosts in the South, a prolonged drought in the Northeast, and floocls 
in other parts of the country. 

At this point, expectations of higher inflation rates substan
tially increased the demand for indexed bonds. As the cash balances 
turned idle from the postponements of firms' capital expenditures 
or made available through cheap bank credit were directed to the 
short-term market for public and private bonds, a speculative wave 
arose in the financial sector. When, in the last quarter, the 
government announced that "accidental factors" woulcl be "ex
purgated" from the wholesale price index (used as the basis of 
monetary correction), a substantial portion of the financial sys
tem was caught with its portfolio heavily burdened with indexed 
bonds. The resulting fall in the market value of such boncls gener
ated a crisis of major proportions which led to a series of capital 
lasses that shook the whole financial system. ln order to break the 
chain of bankruptcies, the Banco Central clecided to give rescue 
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money to brokers and other financial companies, but at the cost ot a 
sharp increase in the money supply in November and December of 
1975. 

The true causes underlying the acceleration of inflation after 
mid-1975 remained untouched, however, and were in fact aggravated 
by the import-control measures adopted as of December. The new 
inflationary upsurge, now fueled by the demand impacts of the 
money supply, finally kd to the second major change in policy 
since 1974. ln the midst of the inflationary wave provoked by the 
composition of demand and the cost pressures described above, the 
government announced a general cut in public-investment projects, 
a ceiling on wage increases, anel, most important of ali, accepted 
Iower target rates of GDP growth for the rest of the decade. ln 
spite of the general expectations that 1976 would repeat the mediocre 
growth record of the previous year, preliminary data showed a rate 
of 8. 8% in real output - a high rate indeed for what was expected 
to be a recession year. 

ln the first semester of 1977, the major developments were the 
persistence of high rates of inflation (above 40% per year) and a 
reduction in the trade deficit, essentially due to an extraordinary 
increase in coffee prices that Ied to a vigorous ex pansion of exports. 

Relieved from the political pressures to reduce the trade deficit, 
the government decided to concentrate its efforts on controlling 
the second outburst of inflation since 1975. The main changes 
were in the direction of giving to the ministry of finance more 
power to contrai credit expansion, to set Iimits on the rise in 
"criticai" prices such as those of gasoline and public services, and 
especially to subject the agricultura! price-support policy to the 
objective of decelerating the rate oE inflation. The principal novelty 
in the policy measures to contrai inflation in the first semester 
of 1977 was the implicit official acceptance of four orders of factors 
which have been pointed out by critics of the present administration: 
the need for more cen tralized command of decisions related to 
anti-inflation policy, the importance of the so-called structural 
component of inflationary pressures represented by changes in relative 
prices, the interdependence of stabilization policies and industrial 
and trade policies, and finally, the difficulties posed by the presence 
of indexation when rates of inflation go out of hand. 

At the present stage, the government apparently recognizes 
that, in the presence of a strong structural component, restrictive 
measures to contrai global clemand alone tend to provoke more 
recession than deflation. If the rate of inflation is to be reduced 
and the recessive effect on output minimized, a price-control policy 
which pays due attention to the logic of relative price changes is 
required. Also, the peculiarities of a highly indexed economy have 
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to be taken into explicit consideration in the delicate task of 
bringing inflation back to politically acceptable leveis without 
causing turbulence in the financial markets by frequent changes in 
the rules of indexation . One major difficulty ahead will be to 
determine to what extent the government can confine cost pressures 
via decelerating wage increases without at the sarne time controlling 
interest rates, given the present pattern of firms' indebtedness. 

5 - Summary and conclusions 

It may be useful, at the end of this note, to summarize some of 
the issues and ideas involvecl in our analysis of the impact of the 
international crisis on the Brazilian economy . VI/e also wish to 
present some final comments on the nature of the tasks posed to 
economic policy in the process of adjusting to the new externa! 
constrain ts . 

First of ali, we distinguished three major phenomena that 
concur to explain the post-1973 developments: (a) Expenditures 
exceeded domestic productive capacity due to optimistic expectations 
as to potential output growth after I 972, as well as the future course 
of the international economy; this contributed to widening the 
trade gap and to generating inflationary pressures. (b) Rises in the 
prices of oil and other imported items increased the domestic cost 
of foreign exchange. (The short-run effect will be either a reduction 
in productive capacity or an increase in foreign indebtedness, or 
possibly a combination of thc two. ln a longer perspective, move
ments in the direction of substituting domestic production for 
imports, including via the exploration of alternative sources of 
energy, are in arder.) (c) The industrial policy of the early seventies 
was conceived and implemented under exceptionally favorable in
ternational conditions that may not recur in the present world 
recovery. (Due to changes in the international scenario, the struc
tural imbalances embodied in the former growth pattcrn will havc 
to be corrected; otherwise, the existing bottlenecks in industrial 
productive capacity will generate inflationary components at every 
attempt to pursue higher growth rates). 

With regard to dcsigning policy instruments to cape with the 
forementioned situation, it is necessary to reduce real expenditures 
to deal with both (a) and (b) . Furthermore, it is necessary to 
change the composition of expenditures, especially investments, to 
deal with (b) and (c) . Finally, relative prices will have to be altered 
to induce essential modifications in consumption and production 
pattcrns. These rela tive changes must be of two kincls: (1) in favor 
of tradeables, and (2) between tradeables, in the direction of import 
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subslitution if the prospects for export growth are unfavorable in 
the face of the rising protectionist wave observed in the indus
trialized nations. 

Perhaps the most important Jesson we may draw from the 
above (admittedly incomplete) analysis is the importance of re
cognizing the changes occurring in the international economy in 
order to define the possible targets for domestic economic policy.
Given the dependence of the Brazilian economy on imported
technology and on foreign capital, no growth strategy can be designed
without explicit ev:lluation of the prospects of international trade
and capital flows.
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Real estate investn1ents and 

financial markets 

João Sayad • 

It may be that in certain historie environments the 
possession of land has been characterized by a high 
liquidity-premium in the mineis of owners of wealth; and 
since land resembles money in that its elasticities of 
production and substitution may be very low, it is con
ceivable that there have been occasions in history in 
which the desfre lo hold land has played lhe sarne role in 
keeping up tlze ,·ate of inlerest at too higlz a levei whiclz 
moncy has played in ,·ccent times . ... Thc high rates of 
interest from mortgages on land, often exceeding the 
probable net yield fmm cultivating the land, have beer1 
a familiar Jeature of many agrirnltural economies. Umry 
laws haue been directed primarily against e11rnmbrances 
of this characler . .. And rightly so ... 

That the world after severa! millennia of steady indivi
dual saving, is so poor as it is in accumufated capital
assets, is to be explained, in my opinion, neither by the 
improvident propensities of mankind nor even by the 
destruction of war, but by thc high liquidity-premiums 
formerly attaching Lo the ownership of land and now 
attaching to money. 

- J. l\-L Keynes

l - lntroduction

ln the period 1967-1973, Lhe Brazilian economy witncssecl a rapid 
succession of speculative processes in different markets. As of 1969 
the stock market experienced a sharp upswing, followed by a rapicl 

• Instituto tlc Pesquisas Econô1nicas da Universidade de São Paulo (IPE/USP). 

21 



decline in 1971. Soon thereafter began the swift appreciation of 
real estate, both urban and rmal, which has continued to the present 
(closely seconded only by the market for art). Finally, in the second 
semester of 1975, an abrupt rise in interest rates on money and 
government bonds signaled a boom for investors, but a crash for 
the majority of the financial institutions that deal in such assets. 

This series of booms can be attributed to the cuphoria that 
governed the investment community at a time the economy was 
growing at a rapid pace. However, it also introduces questions as 
to the role and performance of the financial market. Despite the 
rapid expansion of the market, frequent complaints on the part 
of Brazilian firms with respect to the shonage of credit at reason• 
able costs and terms indicatc that it may not be satisfactorily attend
ing to productive activities. 

It is our contention that the weak performance of the financial 
sector can be ascribed to two factors: the preference of investors for 
real-estate investments, and speculation. ,-ve further suggest that 
Lhe financial institutions will be better able to serve the productive 
scctors of the cconomy only after real-estate investmcnts have become 
less profitable and when there are few opportunities for speculative 
gains. 

Our major conclusion is that, in Brazil, private wealth is mainly 
invested in real estale, which performs the role of "outside money" 
in neoclassical growth models. This conclusion suggests the introduc
tion of a tax on capital gains and any other policy that increases 
the transaction costs in the markets for stores of value. 

The next section traces thc principal themes to be discussed in 
the paper, and contains a modcl in which nonproductive invest
ments in land and productive investments in capital are considered 
alternative stores of value. 

2 - Real estate as a store of value 

The model presented in the following paragraphs is not new, 1 and 
serves only to bring together the ideas debated in the subsequent 
sections. Since we are concerned with nonproductive investments, 

1 �e J. Tobin, "'Money and Economic Growth," Econometrica 11! (Octobcr 
1965): 671-84; and idem, "Notes on Optimal Monctary Growth," Journal o/ 
Political Economy 76 (.July-Auguu 1968): 811!-!9. On land :u a storc of valuc, 
scc D. A. Nichols, "Land and Economic Growth," Amcricnn Economic Rcvicw 
60 (.June 1970): 11112-40. 
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land will be considered a store of value and not a factor of pro
duction. ln those cases in which it is a factor of production (e. g. 
the settlement of new land or the construction of new housing), we 
assume it is included in capital. 

Our results will depend on the characteristics of the stores of 
value examined and on the nature of the market where these stores 
are traded. Thus, if the only alternative open to savers were a set 
of financial assets that financed the purchase of new capital, and i( 
there were no chance for speculative gain, the result would be a 
conventional neoclassical model. Future prices of capital goods 
woulcl not be speculated upon, anel the rate of growth of capital 
would be determined by the rate of private saving. Furthermore, if 
the latter depended on the interest accrued to the savers, the 
outcome would be a classical model in which interest rates were 
established by the preference of consumers and the productivity of 
capital. 

The choice of other stores of value, and other hypotheses re
garding the market on which they are traded, will yield different 
results. We could assume, for example, that money is a store of 
value. If thc rate of return demanded from capital were related to 
that received on money, both the growth rate of the stock of capital 
and the capital/output ratio for the economy would rest on saven· 
expectations as to future price changes. These expectations would 
affect interest rates and the capital/output ratio even in the long 
run. 

Generally spea king, nonproductive real-esta te investments are 
not held to exert a significam influence on the rate of growth uf 
productive capital. The reason is sim pie: if the total stock of land 
is constant, such investments comprise mere transfers within thc 
private sector, and could not change total savings and capital accumu
lation. 

However, speculative investments in real estale can influence 
the rate of capital accumulation through at least two effects: the 
wealth effect and the rate-of-return effect. Assuming that private 
wealth includes real estate (p. T) and capital (K), 

W = K + p.t ()) 

lncreases in the price of real estate (dp) wiIJ raise the overall wealth 
of the private sector by an amount which depends on the share of 
p. T in total wealth. Moreover, if private incarne is defined as money
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incarne plus capital gains from real estate, and if the marginal
propensity to save is constant, 2 one has 

S = dW = s (y + dp. T) (2) 

It is important to note that this rate of savings is not the 
difference between incarne anel the production of consumer goods, 
but rather the desired change in the volume of private wealth. Thus, 
since speculative investments in land do not generate "withdrawals" 
from the incarne nows, they do not reduce the aggregate demand 
placed on firms. Even so, such investments may affect the rate of 
savings. Private consumption is given by 

y - S + dp. T = y (1 - s) + (1 - S) dp. T 

which shows that consumer demand rises with capital gains derived 
from land ownership. Consequently, changes in real-estale prices 
can alter the wealth of the private sector and thereby decrease the 
volume of savings directed towards capital accumulation. Equating 
the expressions for the change in wealth and the rate of savings, 
we obtain 

where t 

dK Y 
7

- s K + (s

p.T

1) dp 
p .t (3) 

This reveals that tl1e clemand for capital will grow at a slower rate 
in the presence of real-estate speculation. If equation (3) is taken 
to represem the share of productive investments financed by private 

2 lf capilal gains are excludcd from current incarne, lhe rcsul1 will bc slightly 
differcnt. The saving! func1ion will bc 

S = dW = sy 

Consumption expenclitures will be givcn by 

y - S = y (1 - s) + dp. T 

And the rate of capital formation will be 

(2a) 

:For real estale to have lhe above-rucntioned effccts, savings must contribule 
to the formation o( wcalth (i.c., S = dW), and capital gaim must be included 
in total wealth. 
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savings, speculation on land prices may explain the limited partici
pation of domestic savings relative to government savings anel 
savings from abroael. 

ln addition to tl1e wealth effect, if real estate is a store of value 
alternative to capital, savers will elemanel a rate of return on capital 
relateel to the capital gains eleriveel from !anel ownership. If savers 
expect a rate of return a on !anel, and if capital anel !anel are perfect 
substitutes, the rate of return on capital will be given by changes 
in the price of !anel. The demand for productive capital will be the 
discounted flow of future incarne from capital, a being the eliscount 

rate. Thus Kd = J_ or in terms of production function y = aKd. 
a' 

Capitalists will behave as if they worked with a fixeel coefficient 
production function, a being the requireel rate of return anel the 
Cixeel output/capital ratio. 

Assuming that the growth rate of the economy is eletermineel 
by exogenous factors such as tlie balance-of-payments position, fiscal 
anel monetary policy, political stabi!ity, etc., the demanel for capital 
will be 

llk< dy" 

-V
=

y• 

Solving for the rate of change in the price of land, 
dp 1 

p
= 

t(l-s) 
(sa - dy0) 

Yº 

The above equation shows that when output grows at rates 
lower than sa, given a constant rate of savings, private investors 
will elemand more real estate and land prices will rise. On the other 
hand, when the growth rate is higher than sa, private savings may 
be elirected to capital; in this case the elemancl for real estate, anel 
consequently its price, will fali. As a store of value, real estate 
therefore serves as a protection against possible decreases in the 
profitability of capital during periods of depression or slower 
growth rates. 

\,Vhen the economy grows at rates equal to sa, real-estale prices 
will neither rise nor fall. Land prices will grow at the expected 
rate a only when the economy expands at rates: as (1 + t) - t 
Iess than a when s <1 and t >0. The higher t and a, the lower 
the rate of capital accumulation. 

The basic characteristic of the model is that the demand for 
capital or the growth of the capital stock financed by private 
savings is a function of expected returns on real estate. Hence, it 
is important to analyze the formation of these expectations anel 
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the organization of the real-estate market. Since land is also a factor 
of production, the gains expected are unquestionably related to 
production values. Thus, an increase in the prices of farm commod
ities can lead to reassessment of a and further land speculation. 
Likewise, the rapid growth of large urban centers may foster I"eap
praisal of expected gains from urban property, and slow down the 
growth of private savings directed toward capital accumulation. 

IE the private sector is highly optimistic as to the relation
ship between the growth oE income and the returns on real estate, 
there are two paths open to the government for raising the growth 
rate oE the stock of capital. The first alternative is to allow the real
estate market (or markets for other stores oE value) to operate freely, 
setting the minimum interest rates on capital and fostering the 
purchase of productive capital via interest-rate control, tr:i.de protec
tion, fiscal incentives, etc. The second alternative is to reorganize 
the store-of-value markets (the real-estate market in the case of this 
model) by taxing capital gains, levying charges on the nonproduc
tive capital held, etc. It should be noted that this alternative may 
lead to the appearance of other stores of value, such as foreign 
currency, gold, and works of art. Since such a policy would lower 
the returns on priva te savings, the rate of priva te savings m ight 
decrease. 

Expectations concerning capital gains from land or other assets 
depend on 01her economic factors and generate considerable insta
bility. 3 1n periods marked by rapid growth of income, the private 
sector may raise the value of a and initiate speculation in stores 
of value, concomitantly demanding higher rates of return. However, 
any unexpected event in the real-estate market, such as a sudden 
fali in the agricultura! terms of trade or a cut in mortgage loans for 
the purchase of urban property, may lower the rates of return on 
nonproductive assets and consequently hasten the expansion of the 
stock of productive capital, even if the economy is not growing more 
rapidly. The basic conclusion to be drawn from the model is that 

the rate of return on capital can be arbitrarily set by the private 
sector. 

Most important is the fact that the private sector can choose 
a nonproductive asset such as real estale as a store of value, and 
that this asset can come to determine the rate of growth of the stock 
of productive capital. Moreover, stores of value are passed on to 
future generations tbat cannot be called upon to give their opinions 
as to fair prices. For this reason, price formation and speculative 
processes are fundamental in explaining the rates of return on 
stores of value. 

3 Sce Nichols, p. S3B. 
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The sections that follow concern some of the issues introducecl 
hy the preceding model. In section 3, it is suggested that the 
Brazilian government has chosen a strategy to expanel the stock of 
productive capital baseel on a free store-of-value market anel con
trolleel financial interest rates. Also presenteel is evidence of thc 
influence of real-estate relurns on the demanel for capital. Section 4 
focuses on speculation anel the formation of prices on store-of-value 
markets, while section 5 considers why real estate was chosen as a 
store of value. Policy measures anel the role of the financial sector 
are eliscussed in the Iast section. 

3 - The performance of the financial market 

Before the passage of the ca pital-market reform in l 965 (Lei da 
Reforma do Mercado de Capitais), industrial investments benefited 
from substantial incentives. Exchange contrais anel tariff protection 
were complementeel by subsidized interest rates on commercial loans. 
Agricultura! investments, despite being penalizeel by exchange-rate 
policy, also profited from the incentive provided by the usury Iaw 
(Lei da Usura) . vVith the rate of inflation often higher than the 
12% interest ceilings set by this law, the banking system clearly 
{urnisheel considerable incentives to proeluctive investments . Even 
though it is known that there were various ways to bypass the legal 
Iimits, 4 the Iact that the government sought to provide incentives 
to inelustry anel agriculture by controlling interest rates raises an im
portant question: Why should such a large volume of incentives be 
required to promote productive activities? The answer is not simple. 
Nonetheless, rif productive investmerus had to be subsidized, either (1) 
other activities ar assets (including real estate) yielded higher profits 
to the private sector, ar (2) the volume of private wealth and/or 
consumer preferences were such that therc was no incentive to 
borrow ar invest in proeluctive activities at higher rates of interest. 

In 1965-1967, immediately after the capital-market reforro anel 
cluring a period of marked stagnation, the financial market operated 
in the complete absence of interest-rate contrais. Then, in 1968, 
stepped-up economic growth led to new interest-rate contrais, but 
accompanied by the rapid expansion of selective credit (at subsidized 
rates of interest) to agriculture, exports, and other priority sectors 
:md regions. The justification for controlling the interest on financial 
operations was inflation: reductions in interest rates had not kept 

4 With rcgard 10 this point, sce A. 111. Silveira, ''Interest Rates and Rapid 
lnflation," Journal of Aloney, Credit and Banlting li (Au�ust 197�: 795-805; J. 
Sayad, "Con1rolc de Juros e Saldo� Mo!dios," Revista Brasileira de Economia ! 1 
(January-March 1977): 229-48. 
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pace with decreases in inflation. Thus, in the years 1967-197 3, the 
profitability oE financial assets was again subject to government 
contrai. Symptomatically, and in accord with the quotation from 
Keynes that opens this article, only the national housing system 
(Sistema Financeiro de Habitação) operated with interest rates, via 
monetary correction. Consequently, only the savings deposits designed 
to finance real-estale investments and the public debt enjoyed full 
monetary correction plus interest. 

\Vhen the rate of inflation began to climb in 1975, the govern
ment released financial interest rates. However, at the sarne time, 
it imposed contrais on monetary correction, indexing on the basis of 
a new formula which included a 15% expected rate of inflation, 
when the observed inflation was appreciably higher. 

Thus, during only two of the 11 years Iollowing the reform of 
the capital market did the financial sector operate relatively free o( 
interest controls. These two years were 1965-1967, a period in which 
the economy registerecl considerably recluced rates of growth . As of 
1975, interest rates ,,·ere releasecl, but the financial sector began to 
face clear signs of instability. ln addition, a significam share of the 
loans to the productive sector continued to be made through special 
credit programs. Loans were granted to export and agricultura! 
undertak.ings and to priority regions at maximum interest rates of 
15% per year, even after inflation passed the 20% leve! in 1973 . 
'While those conceded under the special credit lines of the Banco 
Nacional do Desenvolvimento Econômico (BNDE) and other 
development banks contained a monetary-correction clause, this was 
limited to 20% per annum. Only the national housing system, 
which financed the purchase of private residences and backed real
estate investments, charged high interest rates throughout the period. 

There is no doubt that the history of financial contrai since the 
capital-market reforro has been linked to the history of inflation 
contrai. However, it is also clear, especially with reference to the 
post-1971 period, that interest contrais on normal financial opera
tions and the use of selective credit to foster productive investments 
could also be explained by the presence of more profitable invest
ments, such as those in rural and urban real esta te. 

We have suggested that real-estate investments can affect the 
behavior of the financial market in two ways. ln the first place, 
like longer-term assets and other real assets of the private sector, 
they comprise a form in which wealth can be held. For this reason, 
the profitability of other assets is dependent on that of real esta te . 
ln the second place, an upward trend in real-estate prices can raise 
the total volume of private wealth, and consequently diminish the 
flow of savings towards other real assets and new financial assets. 
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The empirical eviclence available for analyzing the effects 
described in the preceding paragraph is scarce and indirect. None
theless, examination of the performance of the financial market in 
the period 1967-1975 can providc some interesting results. During 
the greater part of this period, the economy grew at an accelerated 
pace, presenting decreasing rates of inflation until 1973. Thus, it 
is only to be expected that the demand for stores of value, as well 
as the rate of private savings, should have risen rapidly. This is 
especially true given the fact that financial assets offered no disad
vantage with respcct to profitability, since both current and expected 
inflation werc clearly on the decline. 

As soon as Lhe Brazilian economy startcd to experience higher 
growth rates, the stock market experienced a significant upswing . 
Then, with the rapid decrease o( stock prices in 1971 carne an 
appreciation of both niral and urban real estate (table I and graph 1). 

Table I 

Farmland Pricesb and Stock Jndict!S,ª 1966-1975 

Year Pricc of Farmlnnd 
(CrS/Hectnre) 

1966 I 268 
1967 J 134 
1968 1 054 
1969 973 
1970 1 051 
1971 957 
1972 1 111 

1973 J 766 
1974 2 338 
1975 2 847 

Source: Conjuntura Económica 28 (J1me 1974). 
• ln 197 5 cruzeiroa.

IBY 
(Hl75 = 100) 

19.3 
18.9 
26.5 
72.3 

107.3 
263.0 
172.4 
116. 1
82.7 

100.0 

b For the Rio exchange only (fndice dn Bolsa de Vnlorcs do Rio de Ja
neiro). 

The data indica te that priva te investors considered real esta te 
anel stock as substitutes. It could be argued, ,vith reason, that 
fannland appreciated in response to an improvement in the agricul
tura! terms of trade. However, the increase in stock prices also began 
with a rise in the profitability o{ firms due to higher overall growth 
rates. Moreover, even after 1973, when the terms of trade were quite 
unfavorable for agriculture, farmland continued to appreciate. It 
is also known that the prices o( urban real estale turned sharply 
upward as of I 971 . ln this instance, if the fall in stock prices is 
rejected as a reason behind the urban property boom, one has to 
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rely on the publication of the 1970 census as the alternative expl:i
nation, since it provided the first official figures on urban growth 
rates. 

The real-estate and stock speculation observed in this periocl 
is by no means typical of the Brazilian economy. The crash of thc 
New York Stock Exchange was precedcd by intense speculation in 
Florida recreation areas, G and certain European countries witnessecl 
land and stock speculation at the turn of the century. 0 But in
Brazil, the decrease in stock prices in 197 I and the subsequent real-

J J. K. Galbraith, The Greal Crajh, 1929 (Boston: Houghton Mifflin Company, 
1954), chap. 2. 
o R. Hilíerding. El C11pil11lümo Financiero (Madrid: Editora T<'cno, 196!!), 
pp. J.f0-55. 
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cstate speculation hacl a different relationship. lVhereas the laricl 
speculation in the. United States was localized anel o(.�l�ort clui:;itiPJl. _ 
while that in Germany was simultaneous with the stock-market 
boom, the decreasing stock prices in Brazil signaled a re1urn to a 
more 1raclitional form of holding wealth, anel represented a more 
lasting process. 

The competition between real estate and capital can be indi
rectly analyzecl for a longer time span. Graph 2, which compares two 
índices, provides a clear illustration. The capacity-utilization 
index ob1ained by Contador 7 is assumed to measure the profitability 
of produc1ivc investments. Thc cost-of-construction index for Guana
bara (deflated by Conj1ml11rn Econômica index 2) is assumed to 
essentially reflect real-estale prices rather 1han construc1ion cost per 
se. The graph shows tha1 the cost-of-construction index registerecl 
real increases during years of capacity underutilization, anel parallels 
our findings for the periocl 1967-1971. 8 

It is intcresting to note thc change in the relationship between 
cons1ruction costs and ca pacity utilization in 1967-1975, years during 
which thc economy grew at an accelerated rate anel already had a 
well-developccl financial sector. Until J 971, t he growth process 
generatecl a substantial increase in stock prices. llut soon thereafter, 
with the decreasing stock prices anel the mortgage loans of the 
national housing bank (Banco Nacional da Habitação - BNH), 
construction costs began to climb together with activity leveis. 

After the fali in stock prices, the financial sector faileel to 
attract a significam share of long-term private resources. Tab)e 
3 shows the evolution of the financial assets hcld by the private 
sector (banks anel the public) as a percentage of GDP. 

Financial assels as a share; of incarne rase substantially. How
ever, certain observations are in arder. First, only in 1971 did total 
financial assets achieve values similar to those reached • in I 946, 
when the financial asseis available to the public were far more 
limited, no fiscal incentives exisi:ed,. anel accumulated privaie savings 
were probably much lower . Second, the values preseiued (as 
publisl)ed by the Banco Central) are those at which the asseis wcre 
issued, not 1h·ose at which they were tiaded. Iri the ·case of cash 

7 C. Contaclor, "Crescimento Econômico e Combate à Jnílaçllo," prcsented at 
lhe IV Encon1ro Nacion.il de Economia, Guaruj:I, 1976 (Mimeognphed), p. 10. 
11 Thc explanarion for the demand for real csratc ruight be sought in privatc 
cxpectations concerning inflation. Howcver, inflation rates and real-cstate -prices 
(as mcasured by the construction index for Guanabara) do not rcveal this 
correlation. As graph 2 shows, thc rate of inflarion dcclined :md the price of 
real estale rase in 1965-1971. But the opposite occurrcd in 1957-1964, and in 
1947-1956 the rate of inflation lluctuatccl wirh no clearly defined rrend, while 
real-e!late priccs varied considcr:ibly. 
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deposits and currency this obvious)y makes no difference; but since 
bilJs of exchange, government bonds, and stocks were offered at 
considerable discounts, lhe data presented overestimate their real 
value. 
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Table 2 

Share o/ Financial Assets in GDP, 1966-1975 

(%) 

Loans to Financial 
Financial Assets Asset.-i Held 

Year Stocks a.e % Financial by Financial Tot.nl 
(1) 

of GDP lnstitutions as Sector as 
% of GDP % of GDP 

Year % Year % (2) (3) (4) = (2) + (3) 

1946 40.5 1961 Zl.7 
1947 38.6 1962 Zl.8 

1948 34.6 1963 25.1 
1949 33.7 1964 24.0 
1950 35.4 1965 28.6 1965 3.4 
1951 38.4 1966 24.5 1966 8.4 . l 1.5 1.6 
1952 34.9 1967 29.1 1967 11.9 3.2 3.2 
1953 34.3 1968 32.5 1968 15 .1 1.3 2.8 4.1 
1954 30.9 1969 34.1 1969 18.2 1.4 4.2 5.6 
1955 28.1 1970 36.3 1970 26.5 1.4 4.4 5.8 
1956 26.2 1971 40.5 1971 29.9 2.7 5.4 8.1 
1957 Zl.6 1972 47.5 1972 29.6 3.8 5.7 9.5 
1958 Zl.9 1973 54.3 1973 32.0 4.5 5.2 9.7 
1959 28.0 1974 52.3 1974 34.7 7.6 5.2 12.8 
1960 Zl.5 1975 60.3 1975 34.1 10.0 5.9 15.9 

Notes by column: 
(1) Until 1947, includl'-'! only money and time deposits. As of 1958, also includl'-'! bilia of exchange; 1964, indexed trea

aury bonds (Obriga.çõl'-'! Reajustáveis do Tt>J1ouro Nacional - ORTN) in the bands of tbe public; 1966, aavings deposits;
1968, si.ate and municipal bonds; 1969, treasury bilia (Letras do Tesouro Nacionn.l - LTN).

(2) Index of los.os to financial inatitutions from the monetary autborities, commercial bank,, lhe Caixa Econõmica Fe
deral, the Banco Nacional do Desenvolvimento Econõmico (BNDE), and the program for tbe redistribution of ,vealth 

� (Programa de Integração Social - PIS). 
(3) Stocks and real-estate billa beld by commercial banks, invesl-ment banks, BNH, tbe Caixa Econõmica Federal, PIS,

the Caixa Econõmica :Estadual, savings and Joan associatiollll, real-l'Jltale credit companies, BNDE and si.ate devcl
opment banka, plus tbe bílis o( excbange beld by inveslment banks. 



Table !1 

S1,are o/ Differenl FiHa11cial Asseis• in the Total Growth Rate, 1970-1975

(%) 
Annunl 

Quarter Monet.nry Savings Time Dills o( Government St.ocks Tollll Rate 

Asseta Deposits Dcposit!l Exchango Bonds or Growthb 

1970 4 18.5 50.0 100.0 43.5 
5.5 9.8 5.6 12.1 

1971 1 19.7 7.8 9.8 5.3 50.6 100.0 33.2 

8.5 
100.0 35.2 

2 22.0 5.3 10.4 14.5 7.7 44.6 
35.3 

3 24.4 4.3 10.8 15.5 19.3 37.6 100.0 
41. 7 

4 20.8 4.5 15.8 18.2 14.0 32.9 100.0 

1972 1 17.9 4.2 14.4 13.6 40.9 100.0 47.4 
14.4 45.6 

2 16.9 5.4 13.2 12.8 17.3 40.1 100.0 
44.9 

15.7 6.9 13. 9 11.0 16.3 38.6 100.0 

4 21.7 7.2 12.1 9.0 26.5 20.9 100.0 46.5 

1973 1 30.1 9.3 17.5 16 .1 36.3 9.9 100.0 3l. l 

42.6 
2 29.4 7.5 14.9 11.5 2-L0 21.3 100.0 

49.9 
3 26.4 6.2 11.5 12.0 16.5 27.6 100.0 

4 30.9 6.8 7.6 13.8 9.3 35.2 100.0 49.1 

1974 1 28.4 7.9 7.1 13 .4 8.3 30.1 100.0 45.7 

2 25.1 9.4 5.4 11.8 9.6 30.4 100.0 37.7 

3 22.5 13.1 4.8 9.2 11.9 44.3 100.0 32.8 

4 18.8 17 .1 5.6 6.9 14.1 41.3 100.0 36.3 

1975 1 15.1 20.2 5.4 4.9 15.3 42.8 100.0 30.9 

2 17.7 19.1 8.3 4.8 19.0 38.3 100.0 42.5 

3 17.9 16.6 9.6 5.1 21.0 32.9 100.0 49.5 

4 19.6 12.7 8.7 4.8 19.4 30.3 100.0 53.0 

Source: Banco Central, Boletim, various issucs. 
• The íigures are not corrected for discount rat.es, and include transnctions bctwcen finnncial institutions • 
b Curnulative total o( issucs and shnrcs oHered to lhe public. 



Table 2 shows the financial assets held by the financial sector 
itself, together with interbank loans. The ratio obtained is presented 
as a percentage of GDP in arder to make it comparable to the ratio 
between financial assets and GDP . This ratio can be interpreted as 
a measure of the turnover of financial assets . As the table clearly 
reveals, this turnover picked up rapidly, which indicates that the 
average time that financial asseis were held by the public decreased 
over the periocl. 

With respect to the growth of total financial assets, table 3 
shows that short-term assets such as savings deposits and monetary 
assets made the largest contribution to the total growth rate, being 
surpassed only by government bonds. The latter, however, were 
absorbed by the financial market at high costs and steep discount 
rates. 

Table 4 sketches the structure of private wealth, excluding that 
held by the financial sector (commercial banks and other financial 
intermediaries) . Private wealth is defined as the stock of physical 

Table 4 

Share of Privale Weallh• zn GDP, 1966-19i5 

(%) 

Loans to Financial Capit.al/ 
Year Priva te Assot.s/GDP (2) - (1) Incarne Total 

Scctor/GDP Ratio 

(1) (2) (3) 

1966 13.3 22.9 + 9.6 201 210.6 

1967 16.6 25.9 + 9.3 204 213.3 

1968 21. 3 28.4 + 7.1 190 199.1 

1969 24.6 28.5 + 3.9 183 186.9 

1970 31.2 30.5 - .7 160 159.3 

1971 37.5 32.3 - 5.2 140- 144.8 

1972 43.2 38.0 - 5.2 130- 124.8

1973 51.0 44.6 - 6.4 120- 113.6 

1974 57.4 39.5 -17.9 120- 102.1

1975 65.0 44.4 -20.6 120• 99.4

Sources: Banco Central, Boletim; Fund�Ao Getúlio Vargas, Instituto Brasileiro 
de Economia, Centro de Estudos Agrícolas ( GV/IBRE/CEA). The 
capital/income ratios are from C. Langoni, C'auaaa do C'rescimenio Eco
n.,mico, p. 59, table 18, column (2).

• Excluding the financial sector.



capital possessed by the economy, plus aggregate financial assets and 
government bonds. The wealth/income ratio of the economy is 
assumed to lie between 4 and 3. 5, and the wealth invested in real 
estate is estimated by the difference. The real estate/income ratios 
were estimated using changes in prices of farmland and maintaining 
the amount of land constant. The net position of the private sector 
relative to the financial sector was calculated as Ioans issued by the 
latter in favor of the former less financial assets held by the private 
sector. That the private sector took a negative position relative to 
the financial sector as of 1970 is ex plained by the share of loans from 
the Banco do Brasil and abroad, as well as by the higher turnover 
of financial assets, which has doubtlessly contributed to the marked 
instability observed recently. 

Despite the fact that the original share of real estale in private 
wealth is not known, the rise in property values over the period 
almost cenainly made real estate an importam component (perhaps 
comparable to its pre-1964 weight) in the structure of private wealth. 
The question that remains is whether the financial market alone 
is capable of offering to the private sector long-term investments that 
can compete with real-esta te invesunents . To answer this question, 
it is necessary to analyze the nature of speculation, especially real
estate speculation. This is the purpose of the next section. 

Table 5 

Estimated Land/Income Ratios, 1967-1975 

Value of Land Vnlue of Lnnd 

Ye&r GDP GDP 

(Bnse "' 1.5) (Bnse - 1.0) 

1967 1.41 .94 

1968 1.25 .83 

1969 1.20 .79 

1970 1.25 .82 

1971 1.31 .86 

1972 1.32 .99 

1973 4.31 2.81 

1974 6.16 4.02 

1975 6.93 4.52 
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4 - The nature of speculation 

Speculation is an attempt to discover the future price of an asset 
or good. And since the financial market handles securities that 
represent purchasing power at different points in time, the specu
lator is usually involved in a financial transaction. 

If the price of good A is expected to rise, speculators should 
retain a positive volume thereof. ln a money economy, the amount 
of cash held should diminish as loans are contracted for the pur
chase of larger amounts of A. If investors are optimistic regarding 
the future of the economy, their joint expectations should Iead to 
an overall reduction in liquidity and the purchase of a greater 
volume of the goods and asseis that represent future buying power. 
Under these conditions, banks are likely to raise their loan/depasit 
ratios, while firms, together with the rest of the economy, should 
aim to reduce their cash positions and take more loans. At the 
aggregate levei, this is possible only if the financial asset turnover 
increases ar if there are foreign loans. The Ioan/deposit ratios for 
the Brazilian economy in the period 1960-1975 are shown in table 6. 

Table 6 

Commercial Banks: Loan/Deposit Ralios, 1960-1975 

Year 

1960 .959 

1961 .806 

1962 .822 

1963 .984 

1964 .824 

1965 .740 

1966 .908 

1967 .993 

1968 1 081 

1969 1 159 

1970 1 220 

1971 1 338 

1972 1 358 

1973 1 325 

1974 1 446 

1975 1 523 

Source: Banco Centrai, Bo/�lim, various issues. 
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The loan/deposit ratio climbed rapidly in the period 1967-1975. 
As Martone demonstrates, this may well have been due to the 
expansion of loans from the Banco do Brasil and from abroad. 0 But 
this result is also consistem with the prevailing euphoria andspecu
lation: decreasing levels of liquidity measured by the Joan /deposit 
ratio are in accord with optimism concerning the future. 

The relevance of these comments is to draw attention to the 
fact that the series of speculative activities observed could be wrongly 
interpreted as the outcome of an expansionist Joan policy alone. 
There is no doubt that such a loan policy, together with a larger 
money supply, is necessary to speculation. But, on the other hand, 
a certain amount of speculation can take place without an expan
sion of the money supply, via a simple increase in the turnover or 
decrease in the maturity o[ privatc financial assets. Thus, while 
monetary events may contribute to speculation, they can hardly be 
(ully responsible. 

Speculation immediately brings Frieclman's conclusion 10 to 
mind: destabilizing speculators lose and stabilizing speculators 
profit, so that in the long run only the latter remain. For this 
conclusion to hold true for the recent Brazilian economy, either thc 
destabilizing speculators are going through a painful Iearning pro
cess, or the fluctuating prices observed are the best that stabilizing 
speculators can manage. 

Moreover, Friedman's conclusion is subject to various qualifi
cations. For instance, at the sarne time destabilizing speculators 
lose, nonspeculators profit. Thus, unless speculators and nonspecu
lators are differentiated on a chronological basis, when prices are 
rising, it is difficult to determine whether the speculators are those 
who buy (and profit) or those who sell (and lose) . Given this 
problem, Johnson elaborated a general-equilibrium model which 
leads to the conclusion tl1at those who profit are the speculators 
who have a higher marginal preference for the good used as "numé
raire". 11 Other writers contend that prices are formed in such a 
way that both destabilizing and stabilizing speculators can profit. 12 

These models nullify Friedmansfs argument. 

o C. l\fartone, "Um Esquema para a Oforta de Moeda e Crédito," Revista Bra
Jileira de Economia �O (October-Deccmber 1976): 459-7·1. 

10 l\f. Friedman, "The Case for Flexiblc Exchangc Raies," in Essays i11 Positive 
Economics (Chicago: Univcrsity of Chicago l'rcss, 1966). 
li H. G. Johnson, "Destabilizing Spcculation: A General Equilibrium Approach," 
Journal o/ Política/ Eco11omy 114 (February 1976): 101-108. 

12 J. Williamson, "Anothcr Case o( Profilablc Dcstabilizing Spcculation," 
Journal o/ bitemational Economics ! (February 197!): 77-84 and rc(erenccs 
citcd. 



However, such discussions overlook a basic characteristic of the 
markets in which speculation is most common and lasting. As a 
rule, speculation involves stores of value such as currency, gold, 
real estate, stocks, paintings anel other works oE art. These are 
durablc items for which there exist well-organized markets for used 
goods. On these markets are traded not only current production, 
but the stock accumulated over time. The shares negotiated on 
today's stock exchangc, for example, have been issued at different 
points in time. And the buildings bought ;md sold on the real
estate market have been constructed over a long period. 

Since new proclucts account for a negligible share of total supply, 
the prices oE such goods are ultimately determined by demand. It 
is not the current cost of construction, for instance, that sets the 
price oE real estale. ln fact, the direction of causality may be 
precisely the opposite, with the cost of construction being estab
lished by the price of the buildings bought and sold. 

Over a sufficiently long periocl of time, the supply will clearly 
play an important role in detcrmining the price of the stock. But 
on the current market, the price is mainly established by demand. 
ln terms oE growth rates, the decision to buy depends on the rule 

L i, r=-+-
p p 

That is, the asset will be bought if the dividends, interest or rent 
that it yiclds (L/P) plus the expected changes in price (i,/p) are 
equal to an alternative rate oE interest. The clecision to buy therefore 
rests on two factors: the use value (L/P) and the exchange value 
(p/p) . If there were no organizecl market for used goods, decisions to 
buy would be based on the use value (L/P) alone. 

The next question concerns the operation of markets wherc 
prices are determined by demand alone and where the goods traded 
are stores of value. ln the case of securities, severa! writers have 
concludecl that the market is extremely efficient, but in a special 
sense: priccs wholly reflect existing information and follow a random 
walk. 13 Other authors point to the cxistence of third-degree guessing, 
in which buyers try to find out which shares other buyers will 
purchase, 14 knowing that those buyers are thinking thc sarne way. 
Stock prices in 1969-1971, as well as the real-estate prices o( today, 
suggest that the second analysis is more accurate, at least for the 
Brazilian case. 

1:1 Scc \V. J. Daumol, 1·1,e Slock i\la.-kel aml Eco110111ic E.fficiency (Ncw York: 
Fordham Univcrsity Prcss, 1965), chap. l!. 
14 J. 1\-I. Keynes, The General Theory o/ Employment, l11terest anel Mom:y 
(Ncw York: Harcourt, Ilracc and Company, 1967), p. 156. 
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Examination of who profits and who loses while speculation 
is under way may indicate why speculation is more common and 
lasting on these markets. Let us consider the stock market by way 
of example. When the prices of shares rise, ali the stockholders 
profit to a greater or Iesser extent. Furthermore, if these shares 
contribute to the overall wealth of the private sector, there will be 
no incentive to reverse the upward trend. Even the oHering of new 
shares will not lower prices, since the total volume traded will 
considerably exceed the additional supply. The sarne reasoning can 
be applied to real estale and other stores of value. No one gains 
from a halt in speculation, and even if a given group did, it coÚld 
not tum the trend because the supply of new products is negligible 
relative to the total amount traded. 

The market will be aHected, however, if one assumes that 
there is a futures market for the relevant period, that is a periocl 
so prolonged that the supply can significantly enlarge the total 
stock and thereby alter prices. Take, for example, the market for 
an agricultura! product. If there is no futures market for the 
commodity, the producers will not be able to affect current prices. 
Only the crop that has already been harvested will be tracled on the 
current market. If the commodity can be stored, its price will be set 
by demand alone, and those who hold the stocks will profit until 
the next harvest. If, on the other hand, there is a market for the 
next crop, a rise in future prices can be stopped by increasing 
supplies from producers. As the future supply increases, the specu
Iation in the current market will be brought to a halt. Thus, the 
rise in current prices will be necessary limited. 

Unlike fann commodities, stores of value have no clearly de
fined futures markets. For this reason, there is no way to profit 
from enlarging the supply, and an upwarcl trencl cannot be reversed 
by an increase in supply which Iowers prices at a !ater date. Moreover, 
an upward or downward trend may continue for a prolonged period. 

Let us now consider a speculative process in more detail. Imag
ine an economy which has begun to present high growth rates 
after a period of relative stagnation. Increases in stock prices are 
forecast due to the larger profits expected. If the stock market is 
well-organized, prices will begin to rise. Then, as the shareholders 
profit, there will be an even greater demand for stocks. Depending 
on the formation of expectation, the upward trend will either gain 
impetus or stabilize. For a given stock, the "right" price will be 
set by demand; it may be the current price, or double ar half. The 
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current reproduction cost is increasing, and the long-run reproduc
tion cost is such a remate figure, that any estimated value for 
current prices has to be considered plausible. 

At the sarne time, the prevailing optimism will lower the de
mand for liquid assets and raise that for loans. Indebtedness will 
therefore increase substantially. 

Such a process can continue indefinitely. No one Iases. Every
one profits. 1f the goods traded could be produced, firms might 
seek to profit from expanding supply, and thereby halt speculation. 
ln the case of stock and real estale, however, all profit together 
(except those who have no access to the stores of valuc). 

There exists, nonetheless, a limit to appreciation. At some point, 
exchange values become a large proportion of expected returns, and 
uncertainty may stop the demand. Since the whole economy is in 
debt and highly vulnerable, the possibility of a reversai or a halt 
in price increases presents a severe threat. One bankruptcy ar one 
unrenewed loan may generate a series of bankruptcies. The results 
may be a general panic and an overall decrease in prices. Ali !ase, 
and no one can pull prices up by withdrawing supply. 

Prices rise and fall in accordance with the type of goods traded. 
ln the case of homogeneous assets such as stocks, both upturns and 
downswings can be very rapid, for there is no need to seek a fair 
price since one share of firm X is equal to every other. Transactions 
can therefore be quickly concluded. ln the case of real estate, 
however, each piece of land and each building is different, and it takes 
time to set a fair price. Thus, a lowering of prices from the supply 
side does not immediately increase demand, and both upward 
and downward trends are not only slower, but at times imperceptible. 
A downward trend may be revealed by a rise in the share of property 
for sale rather than by a sudden drop in prices. 1� 

To the extent that buyers demand a premium on exchange 
value - that is, consider appreciation associated with higher risk -
the market becomes more stable. Stock analysis based on price/ 
earnings ratios, for instance, provides more stability to the market. 
The more im portant question, however, refers to the best pedagogic 
process for investors: Should buyers and sellers be left to a learning
by-doing method, or should a capital-gains tax be adopted to limit 
speculative gains? 

1:; D. A. Nichols, "Markct Clcaring for Hcterogcncous Capital Goods," in 
Microecsnomic Foundatio11s o/ Employmt!nt a11d lnflntion Tht!ory, ed. E. S. 
l'hclps et nl. (Ncw York: W. ·w. Norton anel Company, 1970), pp. 1194-410. 
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5 - Real estate as a store of value in Brazil 

Stores o[ value necessarily have low elasticities of supply (and 
f herefore well-organized markets for used goods) :md low elastici
ties of substitution. ic Real-estate investments clearly present these 
characteristics. Even so, why real cstate is the most important store 
of value in Brazil clcscrvcs analysis. ln examining this question we 
will not consiclcr inElation, though it unquestionably provides the 
major explanation for the preference for real estate (it must be 
noted at this point that inflation cannot account for the preference 
for real-estate over stock investments. 

From an historical perspectivc, it is easy to understand the 
choice oE !anel as a store o[ value. Stores of value are passed from 
generation to generation, and only in the last two or three genera
tions has the Brazilian economy lost its esscntially agricultura} 
nature. Tlms, the most importam reason for the preference of the 
private sector for land might be merc inerti:t. 

Indeed, a rccent survey of Brazilian investors reveals that real
estate is considcred high-profit, low-risk, anel not neccssarily Iess 
Iiquid than other types oE investments. The following tables show 
the results of this study. lt should bc borne in minei that i[ investors 
havc identical expectations about a specific asset, there is a great 
chance that these sarne expcctations will bc realized. 

On the other hancl, thcre are some specific aspccts of thc Bra
zilian cconomy, of the legal system, of the fiscal system anel of the 
financial sector itself, which can be used to explain the Brazilian 
preference for real-estale investments. ln the first place, the high 
rates of population growth, especially in urban centers, constitute 
a "focal point". This infonnation, shareel by ali investors, is a 
signal that land is becoming scarce anel that its profitability is 
rising. 17 The building shortage, especially before the housing 
program, has served to complement this cxpcctation. Paracloxically, 
the growth of the builcling inclustry in the major cities has raisecl 
construction costs anel encouraged speculation. 

ln the second place, the legal, fiscal and financial organization 
of the Brazilian economy has also contributecl to the preference for 
real estatc. Despite inflation, the courts are slow to act, anel sct 
penalties, fines anel indemnities at nominal values. With the rate 

10 Kc}'nes contcnds lhat the storc o( ,•alue should also bc thc unit of mcasurc: 
1hat is, lhe priccs o( 01hcr goods should hc nominally fixccl whcn measured hy 
lhe prices o( thc store o( valuc. 
17 T. C. Schelling. The Slrategy o/ Conflict (Cambridge: Harvard Univcrsily 
rrcss. 1 !J60), p. 54 rr.
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T:ible 7 

Ra11king o/ /llvestments Accordi11g to Risk, Rio ele Janeiro a11d São Paulo, 1975 

(%) 

Ri:ik 

Invc:,1 men t No Opinion No Hcply 

Iligh 

Mutual Funds 35.6 

Real-Estate Bílis 4.5 

Stocks 36.0 

Time Dcposi� 3.7 

Rental Property 8.3 

Otber Property (exccpl own homc) 4.1 

Bills of Exchange 4.7 

S11vings Deposits• 1.8 

Bonds 7.0 

ORTNh 2.4 

LTN• 2.4 

i\Iedium 

37.7 

31.3 

41.2 

23.7 

22.4 

20.3 

34.3 

13.6 

30.7 

15.7 

15.3 

Low 

15.4 

51.3 

20.1 

67.4 

66.1 

71. l

54.4 

i!J.!J 

30.0 

5!J.6 

61.7 

8.1 

!J. l 

1.3 

2.!I 

2.1 

3. l

4.4 

3.1 

22.4 

15.4 

14.1 

Sourcc: J. L. Mello, Perjil do Invealidor no !,/errado de Aç&s (Rio_ de J1rnciro: lBMEC, 
ª ln caderneta., de poupança. 
b Indexed treasury boncls . 
• Indexed lrea.sury bills.

3.2 

3.7 

1.3 

2.3 

1. l

1.5 

2.3 

l.G

!J.!J 

6.8 

6.5 

l!li6), p. 13!1. 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

Rio.de


... Table 8 ... 

Ranking of lnvestments According lo Profitability, Rio ele Janeiro a11d São Paulo, 1975

(%) 

loveslment 
Proíitability 

No Opinion No Reply 'fota! 

High Medium Low 

l\fotual Fund� 2.3 25.0 60.l 8.1 4.5 100.0 

Real-Estate Bills 7.1 57. l 21.4 10.4 3.9 100.0 

Stocks 23.5 40.l 32.3 2.4 1.6 100.0 

Time Deposits 6.7 61.0 26.3 4.0 1.9 100.0 

Rental Property 25.2 44.8 25.8 3.1 1.1 100.0 

Other Property (except own home) 37.3 40.9 16.4 3.6 1.8 100.0 

Bills of Excbange 8.4 64.l 20.3 5.0 2.1 100.0 

Snvin gs Deposita 22.1 56.7 17.0 2.9 1.3 100.0 

Bonds 2.9 41. 1 22.2 23.7 10. l 100.0 

ORTN 8.8 49.0 19.5 16.6 6.2 100.0 

LTN 9.3 47.4 21.6 15.6 6.2 100.0 

Source: Mello, p. 143.



Table 9 

Ranking o/ lnvestmenls According to Liquidity, Rio de Janeirn and São Paulo, 1975 

(%) 

Liquidity 
Inveslment No Opinion No Reply Total 

Higb Medium Low 

Mutual Funds 18.2 28.9 37.5 10.9 4.5 100.0 

Real-Estai.e Bills 24.0 41.!l 15.7 14.1 4.2 100.0 

Stocks 40.6 34.7 18.5 3.4 2.8 100.0 

Time Deposits 25.2 36.5 29.2 5,7 3.4 100.0 

Rent&l Property 23.5 32.5 39.0 3.4 1.6 100.0 

Otber Property (except own bome) 24.7 35.6 34.4 3.4 2.0 100.0 

Bills of Excbange 35.7 44.5 10.9 6.3 2.6 100.0 

Sa.vings Deposi Is 65.7 22.1 6.5 3.4 2.3 100.0 

Banda 9.4 33.4 20.1 26.5 10.6 100.0 

ORTN 35.9 29.7 8.8 18.7 7.0 100.0 

LTN 37.2 28.7 8.8 18.5 6.8 100.0 

� Source: Mello, p. 147 ...,, 



of inflation at 20 to 30% per year, lags render penalties ineffective. 
Thus, the legal system may tum bankruptcies and agreements highly 
profitable and investments in financial assets quite risky . 

. Ultimately, the financial market itself is affected by the 
sluggishness of the legal system. ln order to provide long-term 
assets that are secure and profitable, the financial market must 
be stable, solid and capable of covering lasses rapidly. ln spitc 
of government guarantees, however, the fact that the market is 
relatively ncw makes it difficult for it to attract funds via thc 
offering of long-term assets. ln addition, the bankruptcies anel 
insolvencies observed in the sector reinforce the position of real 
esta te as a preferred asset . 18 

Furthermore, the financial market itself requires real (i. e. 
nonfinancial) guarantees for its operations. ln the case of subsidized 
crcdit, the collateral required is even higher and substitutes higher 
interest rates. Graph 3 shows the índex for the price of farmland 
in Brazil, together with the subsidies implicit in the rural credil 
programs. These subsidies were calculated as total rural credit 
multiplied by the difference between the rate of interest on this type 
of loan (I 7%) and the rate of inflation. The figure clearly reveals 
that the rise in the price of farmland is associated not only with 
the improvement in the agricultura! terms of trade and th� deo·ease 
in stock prices, but also with the availabili ty of subsidized credit. 

As to urban property, the recent appreciation is linked to the 
housing program and urban fiscal policy. Since I 964, accelerated 
urban growth and tax reforms have allowed the municípios to make 
Iarge urban investments. Given the fact that urban taxes are rela
tively unimportant, the private sector can internalize the benefits 
derived from urban expenditures by investing in urban property. 
Since bettennent taxes are administratively complex, it is clifficult 
to conceive of a Lax system capable of altering this situation. 
Nonetheless, a general increase in urban taxes might lower the 
profitability of real-esta te investmen ts. 

Lastly, it is interesting to reconsider the effect of inertia, this 
time viewed from a political standpoint. Since 1964 the financial 
system has been significantly modified. Limits wcre set on interest 
rates on loans, and !ater on interest rates on assets. The regulations 
concerning monetary coriection were changed by means of simple 
resolutions or directives of the Banco Centrai. Moreover, ali these 
changes were made with little política! conflict and no marked 
redistribution of wealth. This strongly indicates that private wealth 
is still concentrated in nonfinancial assets, and that financial assets 
are not riskless in the long run, because of changes in the "rules of 
the game". 

18 See the series of articles published in O Estado de SIio Paulo, !1-6 M:nch 1977. 
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PRICES ANO SUBSIDIZED RURAL CREDIT 
( 1973 = 100 ) 
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10 
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40 
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20 75 

On the other hand, agrarian reforro has been under discussion 
for a1most 20 years, and no concensus has been reached. The impor
tance of Iand in the wealth of the privatc sector is probably one 
of the reasons behind this conflict, and at the same time a guarantee 
that land will continue to be the safest store of value, at least for 
the time being. 

It might be asked whether urban and rural property values are 
realistic. On the one hand, the government alleges that apartment 
prices in Rio de Janeiro are comparable to those in the better 
sections of New York and Paris. On the other hand, urban property 
prices have risen at a rate 10% higher than the rate of inflation. 
ln the Iong run, this means that rents should increase roughly 10% 
over depreciation. However, unless Brazil becomes a nation of 
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"rentiers", this hypothesis is far from realistic. Another argument 
is that the rise in prices is realistic since construction costs are 
climbing 10% per year. ln fact, the problem is that replacement 
costs are rising at this rate beca use propeny prices are increasing. 
If real-estate speculation diminished, the pace of construction would 
slow down and builcling costs would rise at lower rates. This type of 
analysis reveals the difficulty of analyzing prices when there is a 
market for used goods. 

The most reliable procedure would be to calculate a price/ 
earnings ratio for real estate similar to those estimated for stocks. 
As these ratios rise, so does the share of exchange value in total 
returns . Investors should eventually reach the conclusion that price 
changes have a limit, but there is no way Lo determine which 
price/earnings ratio will lead them to this conclusion. 

Table 10 gives a price/earnings index for farmland, computed 
as rent divided by the value of cultivable !anel. Although rural 
rent is an imprecise measure o( agricultura! profit, it serves our 
purposes since we are interested in the evolution of the index over 
time. As there have been no basic changes in rent contracts, the 
índex is a rough measure of the price/earnings ratio for land. 

As of 1972, the P /E for farmland rase substantially. There re
mains doubt, however, as Lo the levei considered high by investors. 
Whereas the P /E for Banco do Brasil shares reached 20 in 1971, 

Table 10 

Farm/and: Price/Renl Ratios, 1966-1975ª 

Year 

19GG 7.22 

1967 6.44 

1968 6.08 

1969 5.2G 

19i0 4.80 

1971 4.22 

1072 4.38 

1973 5.83 

1974 7.72 

1975 !l.97 

Source: FGV/IBRE/CEA. 
. Second semestcr of each yenr . 
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that for farmland was 10 in 1975. Obviously, it is impossible to 
compare these indices owing to the different nature of the two 
assets. 

ln urban areas, monthly rent is usually equal to 1% of the 
property valuc. The standard P /E is thercfore 8. 33 (or 1 / 12)·. 
According to a BNH study, rental prices of five-room apartments 
increased 22% from 1973 to 1974, whilc the value of real estate in 
zone I in São Paulo rase an average 48% per square meter. Thus, at 
least in this period, the P /E of urban property decreased approxi
mately 26%. 

6 - Policy altematives and the role of the financial market 

ln the preceding sections we argued that the greater part of private 
wealth is still retained in real estate despite the rapid development 
of the financial market. ,ve attributed this to the nature of stores 
of value anel the markets on which they are traded, as well as to 
specific characteristics of the Brazilian economy (i. e. its agricultura!, 
legal and tax structure). 

Our major conclusion is that the financial sector cannot com
pete with assets whose returns are set by the market and often 
surpass the most optimistic forecasts. Competition with market 
interest rates can only occasion periodic instability within the 
financial sector i tself. As a consequence, the terms, profitability 
and Jiquidity of the financial assets to be issued can only be 
established following a reduction in the returns, ]iquidity and 
attractiveness of real-estate investments. At present, only savings 
deposits (cadernetas de poupança) are in a position to compete 
against real estatc; and these deposits are only able to pay the 
interest stipulated via investments in real estate or government 
bonds - the only assets that yield sufficient returns. 

Returns on property investments might be reduced via capital
gains taxation. However, in the Brazilian economy, with its marked 
aspirations for rapid growth of incarne and private wealth, a capital
gains tax limited to real estate could have the effect of merely 
transferring speculation to other markets where it would be equally 
undesirable. For this reason, taxation of capital gains should be 
extended to other assets, though it might take different forms 
depending on the nature of each. 

If the Brazilian cconomy is less euphoric than in preceding 
years, the time is opportune to introcluce a capital-gains tax. Since 
slower growth should limit speculative gains, the ta." would be 
felt less. Looking aheacl, it -would preclude a repetition o( the 
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series of speculative acuvmes observed in 1967-1973. Moreover, 
controlling speculation relative to stores of value would contribute 
to the stability of the financial market. 

Complementary measures should include: {I) higher municipal 
taxes so as to keep the benefits of urban improvements from simply 
reverting to those who invest in urban property; (2) legal reforms: 
and {3) elimination of selective credit as the principal instrument 
of government planning, since such credit makes it impossible for 
the financial sector to invest its funds profitably. 

Finally, in an inflationary economy, financial assets must be 
adequately protected if they are to compete against other forms of 
wealth. One might argue today that savings deposits with full 
monetary correction constitute the most attractive financial asset, 
be it from the standpoint of liquidity, returns or risk. If the 
profitability of real-estale investments were Jowered, certain charac, 
teristics -0f savings deposits might be modified - liquidity, for 
example. But monetary correction could not be abolished without 
the risk of the private sector diminishing its savings or seeking an 
alternative store of value that offers protection against inflation. 

7 - The functions of the financial market 

lt is only appropriate to conclude this article with some observa
tions on the role of the financial market in the Brazilian economy. 
ln separa te studies, McKinnon and Shaw 10 present similar arguments 
for developing economies. They contend that in these economies the 
Jack o( integration, the low rate of savings and the poor allocation 
of savings are explained by low loan/income and money /incarne 
ratios. They further maintain that the limited financial interme
diation observed is due to the high rates of inflation characteristic 
of these economies and to the set of contrais which they call 
"financial repression" {e. g. usury laws and other legal provisions). 
This analysis accurately portrays the Brazilian situation prior to 
the capital-market reform. 

According to these authors, liberalization of financial controls 
would contribute to improving the overall performance of the 
economy by Ieading to better allocation of scarce savings and to 
integration of the various financial markets. Higher returns on 
financial assets would promote savings, and hence reduce depen
dence on foreign loans. Finally, higher interest rates would make 
inflation contrai more effective and easier to bear. 

10 R. 1. McKinnon, Money 1md Capilal in Economic Develofm1e>1t (Washington, 
D. C.: The Brookings lnstitution, 1973); E. S. Shaw, Financial Deepening in 
Economic Development (New York: Oxford Univer5ity Press, 197!1).
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Such optimism regarding the role of the financial sector is 
subject to qualification. ln the first place, liberalization of financial 
markets does not necessarily narrow the difference in interest rates 
between regions and sectors. It might even aggravate the disparities 
in the cost of capital within the economy . ln addition, it may 
generate a redistribution of incarne in favor of the financial centers, 
the major borrowers, and large firms. :io 

ln the second place, the financial system allocates funds in 
accordance with market prices. Thus, in an economy in which the 
government wishes to significantly change the relative price 
structure and carries out its plans via selective credit, the financial 
market can become a hindrance. ln other 1yprds, a developed 
financial sector may turn programs based on selective credit to 
chosen areas and activities extremely costly, if not ineffective. !!l 

. ln addition to being decentralized, the financial market differs 
from other forms of financing in that it attracts savings voluntarily, 
and, unlike inflation or taxation, yields returns to the investors. 
However, in Brazil, the development of the financial market has 
been fostered by substantial fiscal incentives and based on a large 
amount of forced savings. This indicates that mere increases in 
returns on financial assets are not sufficient to generate the funds 
needed by the economy. 

Lastly, the financial market, being conservative by nature, 
distributes loans in relation to the current distribution of wealth. 
The latter, in turn, largely determines the future distribution of 
wealth. And in Brazil this may be considered undesirable. It is 
true that higher interest rates may affect the loan/wealth 
relationship by making the financial sector more willing to accept 
greater risks. ln this context, the relevant question refers to whether 
the financial market is more or less conservative than a government 
planning agency or an official development bank. The answer 
might favor private financial intermediaries. 

Thus, it seems that the Brazilian financial sector has a rela
tively limited role, since it operates on the basis of market prices, 
while the government is striving to modify the relative price struc
ture. Moreover, it has an undesirable impact on the distribution 
of private wealth, and will not necessarily diminish the price and 
profitability differentials observed in the economy. 

Even so, the financial market might have an important task to 
perform: to modify the savings habits of the priva te sector. ln an 

�o J. Sayad, "Bancos Unit:lrios, Bancos com Agências: Um Critério de Decisão," 
Pt!squisa t! Planejamento Econdmico 6 (December 1976): 683-700. 
:!1 J. Sayad, "Planejamento, Crédito e Distribuição de Riquezas," Revista de 
Estudos Econômicos 7 (April 1977): 9-34, 
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inflationary economy that was essentially agdcultural until three 
or four decades ago, it is natural that the more important store 
of value should have been a real asset such as land. Only a clear 
preference for investments in nonproductive assets such as real 
estate (or considerable superfiuous consumption) can explain why 
severa! decades of industrial deveiopment and a highly concentrated 
incarne distribution have been characterized by a low share of 
priva te domestic savings in financing this development. 

The major function of the Brazilian financial market should 
therefore be to alter the pattern of holding wealth by shifting 
private investments away from real esta te and other non productive 
assets and directing them toward the financing of productive acti
vities. The recent development of the financial market, even after 
the capital-market reforro, indicates that certain changes will have 
to be made in other parts of the economy if the sector is to fulfill 
its. function. Outstanding among these changes is the need to 
Iimit the chance for speculative gains from real estate. 
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Dualism in the urban labor market * 

Hamilton C. Tolosa 

I - Introduction 

Employment is the great challenge in the developing countries . 
After some years of accelerated expansion, severa! of these economies 
are now faced with the distortions caused by overemphasis on 
economic growth and its negative impact on social welfare. Unfor
tunately, awareness of these problems remains limited, and in many 
countries it is still held that growth automatically brings redis
tribution. 

A few figures serve to illustrate the magnitude of the problem. 
According to the International Labor Organization, the growth rate 
of the labor force in the developing countries will probably rise 
from 2.1% in the sixties to 2.3% in the seventies. ln Latin America, 
this rate is likely to increase from 2,3% to 2.6%, representing the 
entrance into the labor market of 25.5 million persons, or one-and
a-half times the number that entered in the sixties. 1 Moreover, 
since those that should enter the market in the seventies have 
already been born, the estimates for l 980 are not affected by possible 
changes in fertility rates. Even over longer periods, Iower fertility 

• The author is grateful for the comments o( \Vanderly J. M. de Almeida, 
Claudio R. Contador, 111:moel A. Costa, Anna Luiza O. de Almeida, Cláudio de 
l\foura Castro, Cláudio L. Saira, and Alberto de i\Iello e Souza, who are clcarly 
not responsiblc for any remaining crron. Thc article was first publishcd as 
"Dualismo no Mercado de Trabalho Urbano," Pt!1q11isa t! Plllt1t!jllmt!nlo Eco

nomico 5 Qune 1975): 1-�!í. 

1 Sce Intcrnational Labor Organization (ILO), The Worlà Employmt!ril Pro
gramme, International Labor Confercnce, 1971, seetion 56a. 
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rates will not substantially alter the size of the labor force in less 
than 20 to 30 years. 2 

When analyzing employment in developing countries, two 
aspects of the problem should be distinguished. On the one hand, 
many persons are frustrated due to the Jack of job opportunities. 
This group includes not only the unemployed, but also those who 
would like to work more . On the other hand, a large number of 
rural and urban workers do not earn enough to meet their personal 
needs and those of their dependents. The first case is directly relatecl 
to the underutilization of labor and to greater use of this potentially 
productive resource . The second is tied to poverty and income dis
tribution . Theoretically, the two are intert\vined, though providing 
job opportunities does not necessarily entail better income distri
bution. 

This article studies patterns of underutilization of labor in 
medium-size and Iarge cities, especially in metropolitan areas subject 
to high urban population growth rates and migratory pressures. 
The employment of unskilled workers is also emphasized. 

1n the metropolitan areas of Brazil, an appreciable contingent 
is engaged in low-productivity, low-wage activities. Furthermore, 
the size o{ the labor force employed in such activities seems to be 
closely related to population growth and the economic structure of 
the metropolitan area. How does this submarket operate? What 
are the preconditions to vertical mobility? The answers to these 
questions are of major relevance to employment policy, but can only 
be answered within the broader context of a model of the urban 
labor market as a whole. 

Ahhough the idea of a segmented or dualistic market has been 
criticized since Lewis formulated his model, 3 it is still the best 
approach to understanding the complexities of the labor market in 
an urban economy." The model presented in the sections that follow 
is in the Lewis-Fei-Ranis tradition. � However, it involves an im-

!! As a rulc, cfforts to lower {crtility rates producc rcsuils within 15 years. ln 
dc\·cloping countril'S, howcver, this period may extcnd up to S0 ycars. G. Myrdal, 
A..iian Drama (Ncw York: Panthcon, 1008), 2: chap. 28. 
3 W. A. Lewis, "Economic Development with Unlimitcd Supplics of Labor," 
The Manch1t.Sler Sc/1001 of Economic aml Social Sludies (May 19S4), reprinted 
in The Ecor1omit:l af Underdt:TJelopme11t, cd. A. N. Agarwal:t and S. P. Singh 
\XC'W York: Oxford Univcrsity Prcss, 1963), pp. 400-4-19. 
• Stt H. W. Singcr, "Dualism Revisite<!: A Ncw Approach to thc l'roblcms of 
�hc Dual Society in Dcvcloplng Co11ntrie1," T/1c Jauniol o/ Tkt1elap111c11t S111dies 
1 (Octob<!r 19i0): 60-7S. 
s Lewis; J. H. C. Fci :md G. Ranis, Dn•elaj1111c111 a/ tht1 l.nbor Surplus Ecau
om,• (Hom"""ood: lrn·in lnc., 1904). A 111rvcy o( thls trn<l lllon appcars in F. 
S. O'Bricn and C. L. Salrn, "Desemprego e Subemprego no nr:1sil," Rroista
Brllllilnra d� Enmamia 24 (Oc10IK."r•J>c:cc:mhcr 1970): 9,.1 I!,,



portant difference. Lewis focuses on rural-urban migration, and 
assumes excess rural labor and full urban employment. ln contrast, 
the model herein recognizes the existence of an urban labor surplus 
(especially supported by urban-urban migration) , and stresses trans
fers from the traditional to the modem sector. The latter approach 
is better suited to developing countries, wherc recent studies have 
revealed high rates of underemployment and unemployment in thc 
cities, and apparently smaller surpluses in agricultura! regions. 0 

While the model includes characteristics common to large urban 
centers in all developing countrics, it was constructed to reflect thc 
peculiarities of the metropolitan areas of Brazil. 

The next section briefly defines traditional versus modern 
employment. The third section presents the urban labor market 
model and the accompanying econometric tests. The fourth section 
is an empirical analysis of some of the principal aspects of the model, 
such as the relationship between labor underutilization and recent 
migrations, and the way workers transfer from the traditional to the 
modem sector. Finally, the fifth section brings together the major 
conclusions of the study with special reference to economic policy . 

2 - The traditional versus the modem sector 

Strictly speaking, the traditional and modern sectors should be 
distinguished on the basis of labor productivity. Low-productivity 
activities should be designated "traditional", and relatively high
productivity activities "modem". The modem sector is further 
characterized by higher capital/output ratios and higher average 
wages, as well as by technological innovations designed to raise the 
productivity of labor. The traditional and modern sectors also 
present importam differences in terms of labor-market organization. 
The traditional sector is characterized by free entry, high turnover, 
small establishmcnts, family enterprises, and limited capital invest
ment. ln contrast, entry into the modern sector is more difficult due 
to regulation . It is to this sector that the larger, more capital
intensive firms belong. 7 

n The hibliography on this subject is extcnsive. Thc rcadcr is rderred to two 
main sourccs: W. Galcnson (cd.), E.uays 011 Employme11t (Geneva: lntemational 
Labor Organization, 1971); and R. Jolly et a/. ·(eds.), _Tliird JVorld Emplo,•ment: 
Problems a11d Strategy (Dahimorc: Pcnguin Books, 1973). 

7 Scc T. W. Merrick and F. A. Brito, '"Informal Sector Employment in Brazil" 
(Belo Horizonte: Universidade Federal de Minas Gerais, CEDEPLAR, January 

1974) (l\fimeog,-aphed); idem, '"Migração. Absorção da Mão-de-Obra e Distri
buiçljo da Renda," Eltudos Eco11dmicos 4 Qanuary-May 1974): 75-119. 
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Recent literature on employment in developing countries has 
stressed the importance of labor legislation. Harberger, for example, 
differentiates the "protected" from the "nonprotected" sector. ln 
the first, wage rates are maintained above the market levei by 
minimum-wage Iegislation and collective bargaining. ln the second, 
wages are determined by supply and demand. 8 The protected 
market com prises the modern sector and that part of the traditional 
sector that is covered by social security (i. e. the "formal" traditional 
subsector). The rest of the urban labor force is in the nonprotected 
market, or the '"informal" traditional subsector . 

ln sum, the urban labor market can be divided into two main 
sectors: the modern, typified by high productivity and a relative 
shortage of labor, and the traditional, marked by low productivity 
and excess labor. Furthermore, given the importance of institutional 
factors such as labor legislation and social security, the latter may 
be divided into two subsectors: the formal-traditional, and the 
informal-traditional (or nonprotected) . On the practical levei, 
identification of these sectors is a complex task, due to frequently 
insufficient data on skill, income, activity, size of establishment, etc., 
and varies according to the author and the specific aim of his 
research. 0 

8 .A. Harberger, "On Mcasuring the Social Opportunity Cost of Labor," l111er
nalional Labor Revi�111 106 Uune 1971): 559-79. The import:mcc of social sc
curity to thc Brazilian odd-jobber is brought out by J. S. Oliveira and R. P.
Santos Prado in "O Di!cateiro como uma Categoria de Trabalho: Uma Análise 
Antropológica," in "Informação de Emprego" (Brasllia: IPLAN/IBGE/PREALC, 
Scptcmbcr 1974) (Mimeographed). 

8 A discussion of operating criteria is bcyond thc scope of this study. Severa! 
authors have attempted to relate economic, social and legal factors. Friedman 
and Sullivan, for example, distinguish thrcc broad secton according to thc typc 
and organiz:11ion of activities within each: (1) the individual-entcrprisc sector, 
(2) the family-entcrprisc sector, and (�) thc corporate sector. "Thc Absorption 

of Labor in thc Urban Economy: The Case of Developing Countrics," Economic 
D�elopme111 and Cultural Change 22 (April 1974): 389. 

Other writers prder to detail activities and occupations. Among thcsc is 
K. Hart, "Informal lncome Opportunitics and Urban Employment in Ghana," 
in T/1iTd World Employment, pp. 66-70. 

ln their study of the mctropolitan arca of Belo Horizonte, Merrick and 
Brito, p. 16, use a mixed critcrion. Thcy include in the formal sector ali thosc 
who make social-security contributions, persons in thc liberal profcssions, civil 
servants, and employcrs in cstablishmcnts with more than fivc workers. They 
place in the informal sector tho,c who makc no wcial-security contributions 
(cxcept for thc above-mentioned cmploycrs and civil scrvants) and domcstic 
workers. 
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3 - A dualistic rnodel of the urban labor rnarket 

ln the modern sector, labor is scarce, which means that the labor
su pply curve is inelastic, and at times perfecrly so. ln contrast, the 
principal characteristic of the traditional sector is that its supply 
curve is perfectly elastic to the prevailing wage rate. Moreover, 
within the traditional sector, two subsectors must be identified . The 
formal part of the sector embraces workers who are covered by labor 
legislation, while the informal part includes the residual, or thosc 
who are not protected by social security. 

3. I - The traditional sector at equilibrium

Figure 1 portrays the equilibrium conditions in the traditional 
sector. The numbcr of persons employed in the sector (LT) is mea
sured on the horizontal axis, and the wage rate (Wr) on the vertical 
axis. 

Figure 

THE TRADITIONAL. MARKET AT EQUILIBRIUM 
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Let us consider lhe formal-traditional subsector. ln this 
subsector, competition will lower wages to the legal minimum (W li) 
set for a given urban area. At W li, the amount of labor absorbed 
by this subsector will be determined by B, the point at which the 
supply curve AB meets the formal demand curve B'B. 

The demand curve B'B may be written 

which means that if the prices of the other factors o( production are 
sel, the demand in the formal subsector will be a function of the 
wage rate in this subsector and of the number of workers in the 
modem sector (L:u) of the urban economy. Including the latter 
variable in the demand equation implies that the extent to which 
the fonnal subsector absorbs labor will depend on the behavior oi 
the modero sector, which, in tum, is a function of supply Lll. It is 
generally assumed that the partial derivative DFL�,> O (i . e .  
the greater availability of LJ1) increases the output of the modern 
sector and, by means of backward linkages, shifts curve B'B to the 
right. Thus, for a given Lll, the formal subsector will be at equi
librium, at the minimum-wage levei, when 

(2) 

That is, the number of workers engaged in this subsector will be 
equal to LF. 

All the minimum-wage positions having been filled, a poten
tially unemployed labor surplus will remain. For the sake of survival, 
however, these persons will work for less than the legal minimum. 
Although they could go to smaller cities or even to the countryside, 
empírica! evidence shows that return migration is of little signif
icance. 

At this point, it is important to consider how decisions are made 
in a dualistic labor market. ln the modern sector, and even in the 
formal-traditional subsector, the marginal productivity of labor 
should be equal to the real wage. Thus, decisions are made in 
marginal terms, or with reference to the individual worker. However, 
when wages fali below a certain levei - the legal minimum, for 
example - decisions are no longer based on individual pay but on 
family incarne. ln other words, in the informal-traditional subsector, 
individuais try to maximize their average or per capita contributions 
to family incarne . 

This has salient implications for employment policy. First anel 
foremost, it is essential to identify the dependency relationship 
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between the individual and his family . ln the informal-traditional 
subsector, for instance, many heads of households are self-employed, 
and their dependents often contribute to the family incarne. The 
family production units in this subsector are small, and not listed in 
official sources. 

ln terms of figure I, the demand curve EE' will be distinct from 
that for the formal subsector. Furthermore, for severa! reasons, thc 
differences between the formal and the informal markets are greater 
than the figure indicates. First, the curve EE', which was arbitrarily 
placed below BB', could just as well have been placed above it. 1o 

Second, there is no guarantee that BE' is truly discontinuous. Thircl, 
and most important, the variables that determine demand are cliffer
ent in the formal and informal markets. 11 

Lct the demand curve for the informal subsector be expressed 
as 

D, = Dr (W T, G, S); wherc Dm· < O, D1a > O, D1s > O (3) 

where G and S are determined exogenously and represent, respec
tively, the degree of personal (or family) incarne inequality and 
the average size of the establishments in the modern sector in the 
city under study . Let it be further assumed that the greater the 
concentration of incarne, the greater the demand for informal em
ployment, mainly on the part of women who perform personal 
services . Per capita incarne may also explain much of Dr, especially 
when taken together with G. High per capita incarne in the context 
of marked incarne inequalities raises informal employment, and 
especially the rendering of personal services. 

Though for entirely different reasons, a slight differential 
between the minimum wage and the subsistence wage (W.) produces 
similar results . 12 ln this case, mor� dependents contribute to family 

10 Should E' be above B, part o( the informal labor force will eam more than 
the leg:il minimum. If therc is a small positive di((erential betwcen the infor, 
mal wage and lhe minimum wagc, 1he worker m:iy, for reasons o( uability, 
wish to transfcr to the protectcd sector. However, a Jargc positive differential 
will encouragc him to rcmain in thc informal sector. 
11 Although a horizontal measure is being uscd for the number of pcrsons 
cmployed in the formal and lhe informal scctors, it must be borne in mind that, 
in lhe lattcr, dccisions are madc with rcference to family income. It could bc 
argued that therc is no demand function in lhe informal sector, and that lhe 
number o( pcrsons cngagcd lherein simply dcpcnds on the supply. However, 
we prefer to assume that il is possible to define a production function for an 
informal sector characterized by low capital intensity, high labor intensily, and 
Jow productivi1y of labor. 
12 The minimum subsistence wage is exogcnous to the model. It is difficult 
to establish a valuc for W., ,vhich varies according to physiological and cultural 
standards. 
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incarne tlu·ough informal employment. If the head of lhe household 
is engaged in the formal subsector, tlie smaller the differential 
between vV m and J,Y,, the greater the number of dependents who 
will enter the labor market. 13 Thus, under these conditions, in the 
informal subsector there is an inverse relationship belween the 
urban activity rate and the wage rate. 

The effect of S is far more complex. ln small establishments 
(mainly industrial) in the modem sector, maintenance and repair 
services are initially performed within the establishment. Then, 
as plants expand, self-employed workers are called upon. However, 
once a certain production scale has been reached, it is advantageous 
for the plant to start its own maintenance and repair or to 
contract specialized firms. The effect of the size of the establishment 
011 the demand for informal labor will therefore take the shape 
of an inverted U, indicating that once a certain production scale 
has been reached, the variable S has a negative net impact on D1, 
due to the creation of activities that replace informal employment. 14 

Other services, mainly those provided by odd-jobbers with no 
clearly delineei field of activity, are not represented in the informal 
clemand function traced above. As a rule, the demand for such 
services is inversely correlated with the urban incarne levei. This 
means that the economic growth of the cities, and especially of the 
modem sector, eliminates an increasing number of informal 
activi ties. 

The demand function for the informal subsector having been 
defined, equilibrium occurs at point D, the subsistence-wage levei. 
Then 

Lr = D1 (W., G, S) (4) 

''<here (L1 - Lp) measures the volume of employment in the
informal subsector . 15

13 Anothcr pouibility is 1ha1 the hcad o[ the homehold and/or some of his 
dcpendcnts have severa! informal jobs, or onc job in the protcctcd sector and 
other (s) in the nonprotected sector. This possibility does not change the 
csscncc of the modcl. 

H Since specializcd service firms usually opcratc on cconomics of scale, tbey 
have a negative net effcct on the absorption of urban manpower. See K. 
Mardsen, "Progressivc Technologies for Dcvcloping Countrics," in Third World 
Emplaynu:nt, pp. IIB-40. 
Ili Thc informal wage may be de(ined as thc amount for which unskilled 
manpower is willing 10 work, i. e. as thc "voluntary mpply price". Harberger 
considers this the best }'ardstick for measuring lhe social opporrnnity cost of 
labor in urban projeccs. 
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Finally, there are those who do not manage to get jobs even 
though they are willing to work for a subsistence wage. lt is 
these individuais who comprise the mass of the urban unemployed. 
ln figure I, open unemployment is depicted by (L. - L1). ln Brazil, 
open unemployment is quite Iow at 3 to 7%. 1º Despite the high 
turnover rate in the informal subsector, workers move from one 
job to anothcr almost immediately. The sarne is not true in the 
protected sector (formal-traditional or modem), where a considerable 
amount o( time may pass before a worker fineis another job. 17 Should 
he be dismissed, the person who was originally in the protected 
sector has two choices: he may either remain unemployecl, or acccpt 
work in the informal subsector while waiting for an opening in 
the protected sector. His decision will clepend on his own 
qualifications and on the general state of the urban economy, 
especially in the city where he works. ln practice, the Jack o( unem
ployment insurance encourages individuais to accept temporary jobs, 
including in informal activities. Under these conclitions, what is 
held to be open unemployment may actually be frictional unemploy
ment, that is, the situation o( persons who are moving from one 
job to another, particularly in the protectecl sector. 18 

ln figure 1, the subsistence wage W, is defined with referencc 
to the individual. However, as seen above, in the informal subsector, 
employment decisions are often based on family incarne. lt is 
therefore likely that some pcrsons will be willing to work for 
less than JiV, as long as they can contribute to the incarne of the 
family . ln this case, employment will shift from D to G, and 
(L-

0 
- LF) stands for the absorption of informal labor.

From the standpoint of the model, the existence of point E 
implies relinquishing the info1mal demand curve; in other words, the 
volume of informal employment is entirely determined by the labor 

1e This rate includcs thc uncmploycd and 1hosc seeking jobs Cor the fint 
time; lhe lauer account for roughly 40% of total open unemploymcnt. The 
rates for dependents are higher than those for hcads of howcholds. 

17 ln fact, the notions of open uncmployment and 1urnovcr havc littlc mcaning 
in lhe informal sector, which is characterizcd by r:ipid job changcs and high 
occupational mobility. ln ccrlain activitics it is difficult to idcntify open un
cmploymcnt owing to widespread vertical mobility. Informal cmploymcnt is 
al.so markcd by horizontal mobility. Finally, it is impossible 10 compare util• 
izarion of manpower in 1erms of hours worked bccausc in rhe informal markct 
nego1ia1ing a rask oftcn takes longcr than actually pcrforming it.

18 Thc 1erm "frictional" is uscd in con1ras1 10 "chronic" or "structural" 
unemploymcnt. Harbergcr considers it usual for 6 to 7% of the urban labor 
farei! to bc frictionally uncmploycd in dcvcloping countrics. 
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supply. 10 It is also possible that heads of households are mainly 
situated on (L1 - L,), whereas dependents are distributed along 
(La - L1) due to their willingness to work below subsistence wage 
w.. Open (and/or frictional) unemployment is thereby further 
reduced to (Lu - La) . 

Even disregarding point E, there remains a question as to point 
F, where the supply curve turns upward. Let us assume that the 
equations of the model refer to time t. Then, in order to de
termine F on the supply curve, let M stand for the number of 
in-migrants who move to the city between t-1 and t. Next, suppose 
that these recent migrants find jobs only in the informal subsector 
or remain unem ployed. 20 Under these circumstances, 

M = Lu - L,, (5) 

Although point F can be determined on the basis of equation 
(5), the equation is too restrictive because of the assumption that 

ali the workers in the informal subsector are recent migrants. 21 

Quite to 1he contrary, the available data indicate that the informal 
subsector engages not only migrants, but nonmigrants as well. It 
should be pointed out, however, that among the migrants the 
recently arrived predominate, especially those in the 15-35 age group. 

111 Bhalla contends that a small proportion of tertiary employment is a function 
of lhe income-elas1ici1y of the demand for modem suviccs. The greater pari 
is of lhe informal type and has no observable relation to the effcc1ive demand 
for labor. ln the informal markel, lhe participants themselvcs are responsible 
for sharing a given volume of work. See A. S. Bhalla, "The Role of Services in 
Employrnent Expansion," in &5ayJ on Employment, p. 158: and idem, "A Dis
aggrcgative Approach to Employrnent in LDC's," ]ournal o/ Development 
Studiu 10 (Oclober 1975): 50-65. 

20 A recent migrant may fill a job either directly, or indirectly hy replacing 
a worker who has shifted from the informal to lhe prolccted sector. 

21 The equation therefore applies mainly to hcads of households and depen� 
dents of working age, and M should be restricted 10 migrants in thcsc groups. 
Tbis hypothesis is merely intcnded lo simplify lhe presentalion of the model. 
Equation (5) oould easily be relaxed 10 cover nonmigrants as wcll as migrants. 
The simples! alternative would be 10 adopt the equalion M ::::: L. - L,, and 
thereby place 1he nonmigrants on CD. Assuming 1hat point E exists, this im
plies that aome reoent migrants (L, - L1) receive less than lhe subsiuence 
wage, while othen (L. - L,) remain openly unemploycd. A sccond, more 
logical alternative would be lo considcr CFH a function of lhe choice bctwecn 
work and leisure; this would allow migrants to be placed at any point on the 
supply curve. It is important to remember lhat lhe abovc discussion refers only 
10 recenl migranlJ, and that old migrants are lumpcd with urban nonmigrants. 
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Given W m point H on the rising supply curve can be established 
using the following equation: 

(6) 
where 

Lrw > O 

That the supply curve turns upwarcl and to the right at point 
F means tha t this segmen t includes those persons who refuse to 
work for a subsistence wage, but would enter the market if the 
wage rate were higher. 22 Poin t H, in tum, covers all those who 
would work for an amount equal to or Iess than that paid by the 
modern sector (?YJ1) , but not for less than the subsistence wage. 
Following the sarne Iine of reasoning, a new variable may be 
introduced - Q or the amount of labor available for immediate 
transfer to the modern sector . 23 

where 

(La L;) - voluntary open unemployment at the minimum-
wage levei

(L; L
.,) - voluntary open unemployment at the subsistence-

wage levei

(L,. L1) involuntary op_en unemployment

(L1 L;) - informal employment

ln sum, the supply curve for the traditional market is repre
sented by the broken line ABCFH. The demand curve also has two 
sections, with BB' referring to the formal and EE' to the informal 

22 ln othcr words, thc "oluntary supply pricc would bc highcr than lhe sub-
1istencc wage. ln this case, the subsistence wage rcprcscnts a '"rciene price .. 
below which individuais choose to remain unemployed. 

23 Theoretically, some or ali of the workers in the formal-traditional subsector 
should also bc ready to transfer to the modem sector. The greater the differen
tial betwcen the wagcs in the two, the greater this possibility should be. ln 
actuality, however, the worker in the fonnal-traditional subsector, rclati"e to hi.s 
counterpart in the iníormal-traditional subsector, is subject to inertia due 10 
comparative job stability and the protection of labor lcgislation. Civcn bis 
ncutrality in 1erm1 of the model, let us therefore Iene aside the indi"idual who 
shifts from 1he formal-traditional subsector 10 the modem sector, and consider 
instead the situa1ion of the migrant. 
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subsector. The protected market will be at equilibrium at point B, 
while D and F define the leveis of informal employment and open 
unemployment. 

To complete the description of the traditional sector, ali that 
remains is to specify a behavioral equation for internai migrations. 
Theoretically, 

M 

where 

Mwr:1r, > O; MwTtElr > O; 

M., < O; Mu-L,iL.> < O 

(8) 

According to neoclassical theory, migratory flows are a function 
of rela tive wages. Rural-urban movements occur in direct proportion 
to the urban/rural wage differential (W T/ W,), and urban-urban 
movements in relation to the differential between the wages paid 
in a given city and the average wage in the urban system as a 
whole (EW). ln metropolitan areas, there tend to be appreciably 
more urban-urban than rural-urban migrants. The average rural and 
urban wages (W, and EW, respectively) are considered exogenous to 
the model, and it is assumed that EW is not significantly affected 
by wage variations in Lhe city under study. It is important to 
emphasize that, in defining relative prices, the wage used was that of 
the traditional sector (WT), since this is the first sector to employ 
recent migrants. This implies that the migrant, when calculating 
his expected income in his urban clestination center, takes as his 
point of reference the traditional-sector wage, ar, for reasons of 
stability, the formal-traditional wage . 2• 

The other independent variables in equation (8) are the 
rate of labor turnover in thc informal subsector (q) , and the 
share of this sarne labor in total traditional-sector employment 
(1 - LF/L.). 25 Generally speaking, the higher the rate of turn

over, the less atractive the city to migrants. Higher turnover means 
less security, especially if job oppartunities are limited to the informal 
subsector. 26 Furthermore, a high value for ( 1 - LF/ L,.) is indica tive 

24 Thc e><pcctalions of the migrant also depend on his cducational levei, as 
wcll as on his incomc and cultural environment in his rcgion of origin. 
2a Fricdman and Sullivan, p. �98, maintain 1i1at incrcases in urban cmploy• 
mcnt opportunit.ies lead to more than proportional migration to thc citics. 
Thus, relative to urban employment, the elasticity of migration is higher than 
one. 
2a With rcspect to the role of q in detcrmining wage rates, sec J. E. Stiglitz, 
uAltcrnative Theorics of Wage Determination and Uncmployment in LDC's: 
Thc Labor Turnovcr Modcl," Quart�rl:)I Journo.l o/ Economics 88 (May 1974): 
194-227. 
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of restricted intersectoral mobility, that is, of clifficulty in transfer
ring to the protected sector. Finally, if the probability of belonging 
to the informal subsector is positively correlated with the time thc 
migrant has participated in this market, an increase in this proba
bility will discourage internai migration. !!

7 

3. 2 - The modem sector at equilibrium

The labor-demand equation for the modem sector may be generically 
expressed as 

D.v (9) 

where 

D.11w_11 < O; D.11v > O; D.11,, 
< O

The assumptions underlying equation (9) are that demand in 
the modern sector depeneis on the overall levei of economic activity, 
represented by domestic product (Y), and on the economic structure 
of Lhe city under study (g) . Especially in metropolitan areas, a 
Iarge share of the output of the modem sector is for domestic con
sumption. A higher overall levei of economic activity will therefore 
shift the labor-demand curve to the right. As to the economic 
structure of the city, the effect of specialization (g) is less pre
dictable. 28 Wc will assume that urban centers with more diversified 
structures (lower values for g) generate more employment oppcrtu
nities in both quantitative and qualitative terms. Diversification 
favors division of labor among firms and scctors, raising the mui
ti plier of indirect employment. 

The labor supply in the modem sector is defined as the sum of 
employment in periocl 1 - 1 (LoJJ) plus ali the workers transferred 
from the traditional 10 the modern sector (N) between t - 1 and 1. 

L.11 = Lo.v + N (10) 

27 Todaro uses a similar measurc for the probability of a migrant finding 
work in his urban des1ina1ion center. The main difference is in lhe numera
tor. which in Toclaro"s measure is 1he volume of opcn uncmployment. The 
problem with 1his approach is 1ha1 it is weakcned when there is li1tle open 
unemployment, or when such employment is indlstinguishable from friclional 
unemployment. Scc M. P. Todaro, "",\ Model of Labor Migra1ion and Urban 
Unemployment in Less Developcd Counrries."' American Econornic Review 59 
(March 1969): 135-47. 

!!8 The coefficicnt of sp ecializalion measures lhe devia1ion of lhe s1ruc1ure 
of a givcn city from the na1ional averagc. Scc W. hard d ai., Methods o/ Re
gio,ia/ A,ia/ysis (Cambridge: MIT Prcss, 1960), chap. 7. 
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The equilibrium wage in the modem sector (W M) will be deter
mined by 

(11) 

The impact of the shifting of labor from the traditional to 
the modem market must be underlined. Equation (10) implies that 
any increase in employment in the modern sector occurs via such 
transfers. The labor-transfer equation (N) therefore transforms 
traditional manpower into modem manpower. This transformation 
clearly involves costs for the metropolitan economy, costs which fali 
on finns in the modem sector in the form of higher market wages. 
ln general tenns, N can be specified as . , 

N = N(Q, DM, h, e(Q)) (12) 

where 

N0 > o, NDJU > O; N,. < O; N. > o 

According to equation (12), the volume of the traditional
to-modern shift primarily rests on the availability of labor in the 
traditional sector (Q) and on the demand for labor in the modem 
sector (DJU) . ln addition, certain qualitative characteristics of Q 
and DJI encouragc or discourage intersectoral transfers. Equation 
(12) covers two of these characteristics: the cost of hiring and

training the workers so transferred (li), 10 and the previously ac
quired skills (or education) of these sarne workers (e) . As a ruk,
a rise in h will serve as a disincentive to intersectoral shifts. On th .! 

other hand, the higher the qualifications of the workers in the
traditional sector, the easier it will be to transfer them to the modero
sector. 30 The relative wages are also implicitly contained in equation
(12) in the variables Q and DM.

� These cosu raise the firm's labor expenses, and includc outlays on damaged 
equipmcnt and loss o( efficiency (f0tcgonc output). If ali thc manpowcr 
trans(erred had to be trained, if h were conslant per workcr, and q,, denoted 
the average rate of tumover in the modem sector, the total cost of la)lor 
would be 

W., [L0,. + N (1 + q., h)] 

ln regud to this point, see Stiglitz, pp. 197-99. ln practice, not ali tlie 
workers transferred i-equire training, since some bring previously acquircd 
skills to their new jobs. 
ao . Estimatcs based on equation (12) should point to multkolinearity between 
h and e (Q), since h = h (t:), wher,e h, < O. 
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Figure 2 depicts the modem market at equilibrium. Note that 
the volume of the shift is small enough to preclude the supply from 
extending along the broken line BA'. The supply curve is 
therefore ABC, with equilibrium occurring at point C. ln this case, 
the shift, and consequently the labor supply, will limit the modem 
sector. 

Given the premises of the model, point B will rarely lie to the 
right of E; that is, the restriction imposed by N will seldom be 
redundant. However, should this happen, which is not very likely 
in a metropolitan economy, the restrictive element will be, as in the 
traditional sector, the demand for labor. Even so, it must be bome 
in mind that the traditional and modem markets are interdependent 
and forma system of simultaneous equations. 

Figure 3 is a diagram of the urban economy divided into its 
severa! sectors: modern, traditional, rural, and the rest of the urban 
system. The arrows denote the variables that link the sectors, and 
indicate whether these variables enter the respective equations 
exogenously or endogenously. Not only the importance, but also the 
similarity of M and N should be stressed, for the two are simply 
differen t stages in the intersectoral labor shift. Migration brings 
workers into the traditional urban sector, and N moves them into 
the modern sector. 

The static model presented above describes the urban labor 
market at equilibrium on the basis of 12 simultaneous equations 
involving four endogenous variables for the modem sector and eight 
for the traditional sector. 31 This model can easily be rendered 
dynamic through the redefinition of certain relationships. To begin 
with, let us assume that ali transactions in the traditional sector 
are instantaneous, and that the variables in the modern sector are 
definecl as follows: 

n:,.
1

_ potential demand for labor m the modem sector in 
period t 

D,,11 _ observed or current demand for labor in the modem sector 
in period t 

N1 transfers from the traditional to the modern sector in 
period t 

81 For lhe modern sector, the endogenous variables are L11, D11, w., N, and 
the exogenous variablcs Y, g, h, e, L.11• For lhe traditional sector, lhe endo
genous variables comprisc Dr, L,, D1, L., L,. M, Q. and lhe c:xogcnous 
variablCI W., W.,, W., EW, G, S, q. 
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Figure 2

THE MODERN MARKET AT EQUILIBRIUM 
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permanent wage in the modem sector 

pennanent rate of profit in the modern sector 

w• Jt and R • M denote the expected pattem of wage and profit 
rates, and are calculated using a distributed-lag or moving-average 
regression. Thus, 

(1 li) 

where 

ln equation (13), the signs of the partia] derivatives indicate 
that a temporary wage increase may lead to high labor costs, the 
adoption of labor-saving techniques, and a subsequent decrease in 
potential demand. On the other hancl, higher profits may signify 
Jarger investments and a resulting increase in the potential demand 
for labor. 

The volume of the transfer from the traditional to the modem 
sector is defined by 

N, = B [Dt,, - DJJ,-rl (14) 

where n is a response coefficient. Cunent supply and demand may 
be expressed, respectively, as 

and equilibrium as 

LM, = L.111-1 + N 

D.111 = D.111 (W,,11)

D,111 = L.v, 

(15) 

(16) 

(17) 

The response coefficient, B, may be endogenously determined 
as follows: 

B = B (Q, h, e) (18) 

where the variables Q. h, and e are defined as before, and Ba > O; 
BA > O; B. > o.
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When labor is scarce in the modern sec�or, the response coef
ficient should meet the conslraint O < B � 1. ln terms of figure 2, 
this means that B should lie to the left of E. ln the dynamic model, 
equations (9) to (12) are replaced by (13) to (18) . Under these 
circumstances, the endogenous variables for the modero sector 
include n•JJ, DJI, Lll, W.lt, B and N, it being necessary to set a prior 
condition for LJt , 

4 - Some empirical evidence on two hypotheses of the 
model 

Two aspects of the preceding model immediately stand out: the 
role of internai migration and the importance of intersectara} labor 
transfers. Is this section, empirical tests are made of the relationship 
bet\Yeen migration and informal employment, and of the mechanism 
through which workers are transferred from the traditional to the 
modern sector . 

4. 1 - Internai migration and informal employment

According to the model, recent migrants are either engaged in the 
informal sector or remain openly unemployed. The reason for sim
plifying the hypothesis to this point was to facilitate the presentation 
of the model . Even so, when applying the model, it is important to 
determine to what extent the informal sector is responsible for 
absorbing migrants, and to measure the share of migrants among the 
unem ployed. 

On the basis of a sample taken in the metropalitan area of 
Belo Horizonte in 1972, Merrick 32 estimates the percentage of the 
labor force engaged in informal activities by migrant status, sex, and 
age group. For recent migrants (less than five years of rcsidence), 
it was possible to tabulate only the information relating to head� 
of households, whether male or female. Although there was a higher 
proportion of recent migrants than of other migrants in the inform:il 
sector, there was no great difference between migrants and non
migrants. ln 1972, 22% of the recent male migrants and 54% 
of the recent female migrants were performing informal activities. 
The respective figures for other migrants were 16.5% and 56%, 
for nonmigrants 23 .4% and 50. 5%, and for the total labor force 
19% and 54%, Among the recent migrants, the highest rates of par
ticipation in the informal· market were at the tails of the age dis
tribution,_ that is, in the 15-19 and 50-and-over age groups.

12 Mcrrick and Brito, "Informal Sector Employmcnt in Brazil," pp. 17-21. 
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The activity that abscirbed • the most • male migrants was con
struction, followed by manufacturing and commerce . At the time of 
the survey, approximately 22 .1 % of the new migrants (less than 
one year of residence) and 22. 5% of the recent migrants (one to 
five years) were employcd by the construction industry. The com
parable percentages were 19.1% and 20.6% in manufacturing, and 
14.2% and 16.2% in commerce . 

Services (mainly personal) absorbed the greatest proportion of 
female migrants, accounting for 73. I % of the new migrants and 
66. 6% of the recent migrants. Generally speaking, there were more 
women than men in the informal subsector, and as a rule the fonner 
earned less than the latter. About 78. 3% of the new female mi

grants and 71. 5% of the recent female migrants were receiving less 
than the minimum wage prevailing in the metropolitan area. For 
the mal e migrants, the figures were, respectively, 32. 9% and _28. 5%-

Arguing from this empírica! evidence, Merrick concludes that 
the informal subsector plays an important role in assimilating mi
grants (especially recent migrants) in the metropolitan area of Belo 
Horizonte. 33

This conclusion can apparently be extended to other metropoli
tan areas and to smaller urban centers. ln I 97 3, surveys conducted 
in the marginal areas of four cities in the states of Ceará (Fortaleza, 
Sobral, Crato, and Juazeiro) 34 revealed a higher index of under
utilization among recent migrants than among other migrants and 
nonmigrants. ln Fortaleza, the índex was 32. 7% for recent migrants 
(less than eight years of residence) , compared to 23% for those 
with over--eight years of residence and 30 . 4% for nonmigrants. ln 
the other cities, the figures were 56.6% for recent migrants, and 
43. 6% and 45. 7%, respectively, for other migrants and nonmi

gran ts . The highest índex for recent migrants was found in Crato
( 61. 7%) , followed by Sobral (57. 9%) and Juazeiro (50. 9%) .

33 lbid., p. 18. 
34 Sec J. H. Gondim Silva, "Subu!ilização de Recurso, Humanos em Áreas 
Urbano-Marginais Selecionadas do Nordeste," prcsented at the second meeting 
of the A&Sociaçllo Nacional dos Centros de Pó,-Graduação em Economia, Belo 
Horizonte, Octobcr 1974 (Mimcographed). Tbis paper includcs lhe partia) 
rcsulrs of a broader survey covering 12 citics in four states in thc Northea.n. 
The índex of underutilization, calculatecl on the basis of foregone income, is 
dcflncd as 11 = 1 - wl&/rwh, whcre I, represcnu the index of underutilization 
of worker i, and w stands for thc hourly wagc, li for the number of houn 
actually workcd, and -;;; and 1i for the wagc :md number of houn considered 
"ideal" by i. The valucs of w and h are entirc:ly subjective. For the sake of 
consistcncy with the modcl presentcd in scction !I, it is assumed tbat the 
"ideal" wagc is always cqual to or higher tb:m lhe regional minimum. 
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According to the model of the traditional sector, some recent 
migrants remain unemployed. 3G The household surveys taken in 
1972 show the average rate of open unemployment in Brazilian cities 
to have been about 4.8%, The highest rates were in Minas Gerais 
and Espírito Santo (6%) , and the lowest in São Paulo (3. 5%) . 30 

ln the marginal areas of Fortaleza, open unemployment among 
migrants falis significantly after eight years of residencc. The re
sults of the 1970 census indicate that this pattern applies to other 
urban areas as well. 37 

ln Lhe developing countries, the rate of open urban unemploy
ment ranges from '1% to 20% of the labor force, and in some 
cases reaches 40% in the 15-24 age group.38 The rates of under
utilization (which include unemployment) are generally higher 
among young people with little formal education, women, and 
dependents. Turnham considers 15% a normal rate of unemployment 
in developing countries. zo However, Bairoch terms this levei "hyper
unemployment", defined as marked structural unemployment caused 
by an imbalance between the supply and demand for labor which 
leads to extensive rural-urban migration. 40 

Compared to the open unemployment rates in other developing 
countries, the Brazilian rates appear quite low. This reinforces the 
argument that these rates may be reflecting friccionai unemployment 
to a greater extent than open unemployment per se . One way to 
test this argument is through time spent looking for work. Under 
normal conditions, the frictionally unemployed spend less time 
looking for jobs than the openly unemployed. According to the 1972 

IB The number of years a migrant is classcd as º'recent" varies from study to 
study. The crituion used by Mcrrick and Brito and by M. Mata et. ai., Migra
,õt:s In ternas 110 Brasil: Aspectos Eco11ómicos t: Demográficos, Coleção Rela
tórios de Pesquisa, n.0 19 (Rio de Janeiro: IPEA/INPES, 1973) is five years, 
but that used by Gondim Silva is eight years. The lattcr, pp. 27-28, argucs 
that migrants require thc longcr period to adapt to the marginal arcas of 
Fortaleza. 
38 Instituto Brasileiro de Geografia e Estatística, Pt:sqt<isa Naciot1al por Amos
tragem de Domicilio>, October-Decembcr 1972. 
31 Thc rate of unemployment "ª" 3.6% among migrants with lcss than 10 
years of residencc, compared to 2.4% among migrants with more than 10 years 
of rcsidence and 3. S% for the urban labor force as a wholc. Sec Mata et al., 
p, 129. 
38 See P. Bairoch. EI Dt:sempleo Urbat10 t:11 los Países eu Desarrollo (Geneva: 
International Labor Organization. 197S), tablcs 15 and 16; D. Turnham, "Em
pirical Evidence of Open Unemploymem in Developing Countries," in Third 
Wor/d Employme11t, pp. 42-54: ILO, "La Subutilización de La Mano de Obra 
Urbana en Palses Subdesarrollado•." prescnted at thc Seminário sobre Sistemas 
de Infonnaç:io para Pollticas de Emprego, Brasília, Septcm!Jcr 1974 (Mim
eographcd) . 
311 Turnham, p. 49. 
�o Ilairoch, pp. 70-73. 
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household surveys, approximately 85 ,6% of the unemployed 41 had 
been seeking jobs for three months or less, and o( these 49. 5% 
had been looking for work for less than one month. The percen
tages vary somewhat with sex, to the slight disadvantage of women. 
Since the figure drops sharply to 14. 4% alter three months, this 
period may be considered the average uncmployment span in Brazil . 

Unfortunately, therc is little such data on other countries, and 
they are difficult to compare with the information on Brazil . ln 
the urban areas of India in 1961-1962, the periods of unemploymem 
were as follows: 21% - one month; 38% - one to nine months; 41% 
- more than nine months.4:i ln Assunción in 1973, they were: 25%
- one momh; 25% - one to three months; 50% - more than
three months.43 ln the marginal areas of Manágua in 1971, 54.5%
o( the unemployed spent up to threc months looking for work. 44 

Thus, while the empírica! evidence points to the unemployment
span being shorter in Brazil than in other developing countries,
more data are needed to prove the hypothesis. Likewise, the possi
bility of a statistical overlap between open unemployment and fric
tional unemployment is a topic for future research.46 

4. 2 - ln tersectoral mobility

ln 1973, about 66% of the urban labor force, ar just under 14 
million workers, was covered by social security. 48 These figures serve 
as rough indicators o( the size of the protected sector. The rest of 
thc urban labor force was engaged in informal activities. 

The difficulty of classifying labor by sector complicates analysis 
of in tersectoral transfers. With respect to such transfers, the most 
recent and most complete data refer to the metropolitan area of 

ti Sincc it was not possiblc to disaggrcga1c agricullural and non�gricullural 
activilies, this rate may includc some scasonal unemploymcnt in thc agricul
tura) sector. 

4� Turnham, p. 49. 
43 ILO, "La Subutilización de La l\fa110 de Obr:1 Urbana," tablc V-15. 
64 lbid., tablc 111-4. 
45 ln addiúon, as Salm contends, 1he tcrm "opcn uncmployment" is n1on: 
applicable 10 cmployccs rhan to cmploycrs, sclf-employcd workers, and unpaid 
family workers. Since 1he number of ,�age camers incrcases wirh developmen1, 
unemployment also rends 10 rise. &e C. Salm, "Evoluçllo do Mercado de Tra
balho, 1969-1972," Estudo, CEBRAP 8 (April-Junc 1974): 111. 
46 Thesc figures are undcrcsrimatcs, sincc some workcrs, e. g. civil servams, 
are covcrcd by special social-sccuriry programs. Sec E. L. Bacha e1 ai., Encargos 
Trabalhistas e Absorçllo de Mllo-de-Obra: Uma lnter,pretaçllo do Problema e 
seu Debate, Coleção Rclatórios de Pesquisa, n.0 12 (Rio de Janeiro: IPEA/ 
INPES, 1972), pp. 45-46. 
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Belo Horizonte. 47 These data, gathered in 1972, trace the employ
ment history of the labor force and allow for comparison of first 
and present jobs. The information was classified by criteria 
such as branch of activity, type of occupation, formal or informal 
subsector, etc . ln relative terms, all other activities lagged 
behind modem services. However, what is most striking is the Jack 
of mobility; the probability of an individual remaining in the 
activiLy in which he held his first job is always over 50%, 48 

The degree of mobility rises when the market is divided by 
employer-employee status or by size of firm. 40 There are general 
trends toward self-employment or employment in larger firms . Those 
employed by small firms tend to move to larger firms (37% proba
bility) or to become self-employed (18%). ln domestic services, the 

Table l 

Probability Matrix for lntersectoral Transfers in 
tlze Metropolita11 Area o/ Belo Horizonte 

First Job 

Protected 
(.33) 

Inlonnnl 
(.67) 

Protected 
(. 79) 

(.86) 

(. 76) 

Present Job 

Informal 
(. 21) 

(.14) 

(.24) 

Source: F. R. Brito, "Mobilidade Ocupacional e Distribuição da Renda", pre
sonted at the second mceting of tho Associa.çil.o dos Centros de Pós
Gradua.çil.o em Economia, Belo Horizonte, October 1974 (Mimeo
grnphed). 

Note: Tho protected market includos pcrsons who mako social-sccurity con
tributions, thosc in the liberal profossions, civil servants, o.nd workel'!I 
in establishments witb five or moro employees. Tho nonprotccted 
market comprises persons who do not make social-security contribu
tionR e.nd domestic workem. The numbors bct\veen pnrenthcseR indi
cate the sectoral distribution oi lirst and pre.'!Cnt jobs. The lines of 
tho matrix total 1. O. 

47 F. R. Brito, "Mobilidade Ocupacional e Distribuição de Renda," presented 
:at tbe sccond meeting of lhe AMociação dos Centro• de Pós-Graduaçifo em 
�conomia, Ilclo Horizonte. Octobcr 1974 (Mimcographed). 
48 Jbid., p . .f. The activities are brokcn down a, follow•: primary, manufac
turing, construction, commcrcial and financial 1ervicc1, traditional service• (do
m�tic:, cleaning, and repair), and modem services (lodging, food, etc). 

411 Jbid., table 111. 
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pattern is the opposite, with the probability of workers taking jobs 
in large firms being 19% and the chance of their becoming self
employed being 41 % . 

The sarne data can be aggregated into two separate markets -
the protected (including the formal-traditional and the modem 
sectors) and the informal - as in table 1 . Whereas 67% of the 
workers were originally employed in the informal market, only 21% 
were still in this market at the time of the survey. The probability 
of intersectoral mobility is therefore high at 76%. As Brito concludes, 
the informal market plays a dominant role in absorbing new labor . 
Unfortunately, it was not possible to determine the average time 
that individuais stay in the market. 

An important characteristic of the informal market is the large 
proportion of self-employed workers. Among these workers, turnover 
is high, incarne is irregular, and mobility is horizontal. ln 1970, 
self-em ployed workers accoun ted for about 20. 3% of the labor force 
in the tertiary sector and 13. 7% in the secondary sector. Within the 
tertiary sector, self-employed workers rendel'ed 21 .8% of the services 
and conducted 38. 7% of the commerce. 

The 1972 household surveys show the distribution of self
employed workers by activity. Table 2 reveals that the majority of 
these workers were in services and commerce, i .  e. in those branches 
that provide the greatest amount of informal employment. Although 
63. 3% of the self-employed were men, women predominated in
certain activities such as personal services. Special attention should
be paid to the far-right column, which gives the percentage of
workers in each region who would like to work full time for the 
minimum wage . What these figures truly indica te is how many self
employed workers would prefer to move to the protected sector
(formal-traditional ar modem) due to job dissatisfaction, questions

of security and stability, ar social-security benefits. Although some
of these individuais may be earning more than the legal minimum, no 
the fact that their incarne is uncertain and subject to fluctuations
may enhance thc attraction of the protected sector. i\foreover, social
security benefits, especially in the form of health and medical care,
may represent important increases in real incarne.

Note that the Northeast was the region with the greatest number 
of self-employed workers, and also the region in which the highest 
percentage would like to transfer to the protected sector. It was 
seconded by Minas Gerais and Espírito Santo, which have likewise 
traditionally been characterized by extensive informal employment. 

no ln 1erm1 of figure l, thil is the c.a,e when poinl E' i1 above B. 
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Cl Table 2 

Distribution of Self-Employed Nonagricultural Workers by Activity 

Anth•ity 

Number oi (%) 

Rqion 
Self-Emplo:yod 

l\'ork,n Social 
Menu- Coo- Penonnl Liberal Service.a (1 OOOJ 

fnaturina: 1truction Commrn:e 
Scn·icc■ Profe1111fone nnd Public 

Adminiatr.ation 

Guanabara. Rio do Janeiro 402.5 1. 7 
li.O) 

.6 23 9 67.6 3.0 1. 7 

S.lo Paulo 7811. 7 3.6 .6 '.!8.9 60.1 3.4 1.0 
21.5) 

P11n1n6, Santa Catarino, Rio 61511.7 4. 7 .4 24,0 48.2 2.0 .8 
Grande do Sul 15.3) 

M inu Gerai.d, Eoplrito Santo 487 ,9 6.8 
12.8) 

.3 !!!!.2 52.0 2.7 ,4 

Norlhoaath 1 406 .5 17.0 ,3 29.3 41.2 1.0 1.6 
( 38.8) 

Diatzito Federal 29.0 2.3 .3 2�. l 55.2 3.4 1.2 
.8) 

Bruil• 3.648.3 9.3 .3 28.8 47.0 2.2 1.3 
100.0) 

Source: lnatiluto Dr88ileiro de Goc1rofia e Eatatletica, Ptaqui,a, Na,ioncl por Amo,lrcocm de Domitllioe, Ootober-Doecmbor 1972. 
Note: Tbe numben in paronth .. ..,, 1!.ond for tbe ro1ional eborc oi lhe nalional total. 

• The pcn:enta1e oi lho aelf�plo>•od wbo would like lo work fui) timo for lho minimum w11110. 
b Northeut - Maranhão, Pioul, Cear.\, Jlio Grande do Norte, Parolba, Por114111buco, Alago .. , Sergipe, and Bahia. 

• The bnu.oebold aurve)'■ do not co,·er lha North ond tba Cenlor-W .. t. 

Otber TRª 

li. 7 34.6 

13, 7 17 .8 

18.4 34.3 

15,7 66.7 

8,8 80.8 

13.5 36.2 

12,7 42.8 



The percen tage of persons desiring to shift to the protected sector 
is inversely related to the per capita incarne of the region, and 
directly related to the proportion engaged in liberal professions. 

According to the model • of the dualistic labor market, as the 
modem sector grows, new job opportunities should arise in the 
traditional sector. At the sarne time, informal employment may be 
negatively affected, mainly due to the creation of capital-intensive 
specialized service establishments. However, ic is difficult to 
measure these effects given the Jack of statistical data. It is only 
known that the average size of industrial establishments has risen 
wi th developmen t, while the average size of commercial establish
ments (measured in terms of wage employment) rapidly fell from 
10. 4 in 1940 to 8. O in l 950 and l . 4 in l 960. By the sarne token,
in personal services the number of wage earners per establishment
dropped from 18.9 in 1940 to 2.0 in 1950 and 1 .5 in 1960. This 
may mean that, as the average size of tradicional service establish
ments has diminished (perhaps revealing the growing participation
of self-employed workers), the expanding industrial establishments
have set up their own repair and maintenance shops, and thereby
exerted a negative net impact on informal employment.

5 - Final observations 

The underutilization of labor is a growing urban problem. ln the 
metropolitan areas of the developing world, it is common to observe 
sizeable contingents performing temporary, low-pay ta.sks. This 
informal segment of the labor market has its own rules, which 
differ fundamentally from those of the wage-earning sector of the 
urban economy. ln formal employment is often associated with eco
nomic inefficiency and frequently has pejorative connotations. 
From a realistic standpoint, however, the informal worker is quite 
efficient. If the earnings of the members of the family equal the 
average product rather than the marginal product, it is reasonable 
to incorpora te as many persons as possible into the labor force. 
This holds true as long as each member contributes to raising the 
family incarne, even if the average incarne of each is below the 
subsistence levei. Under these conditions, the opportunity cost of 
each new worker is near zero. 

lt is therefore essential to distinguish the decision-making units 
in the protected and informal markets. ln the fonner, decisions refer 
to the individual, and the wage rate equals the marginal produc
tivity of each worker. ln the latter, decisions rcfer to the family 
and the goal is to maximize family income. 
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Another point that should be stressed is how labor transfers 
from the informal-traditional to the modem sector. A substantial 
share of the so-called modem sector is accounted for by industry. 
However, industrial employment is growing far more slowly than the 
labor force in the developing coun tries. ª1 The result is the swelling 
of the tertiary sector, mainly as informal employment in personal 
services and commerce. Two interrelated factors hinder the modern 
sector from generating more employment: (!) imported capital
intensive technologies, and (2) transfer costs, which include hiring 
and training ex penses. 

Employment policy must include both medium-range and long
range goals. The medium-range policy should be aimed at safeguard
ing the informal sector so as to attenuate the employment crisis. 
Govemments often strive for this aim by supporting handicrafts. 
This is not sufficient, however, and other farther-reacl1ing measures 
should be adopted. One such measure might be to provide incentives 
to raising urban-infrastructure employment. ª2 The long-range policy 
should be twofold. On the one hand, rural workers should be held 
to the land through the expansion of agroindustries and market 
activities. On the other hand, while it is clearly impossible to adopt 
labor-intensive techniques throughout the secondary sector, since 
this would jeopardize the rate of growth of the economy, certain 
industrial and service subsectors should be encouraged to absorb 
a greater amount of labor. 

11 Scc W. Bacr and M. E- Hcrvé, "Employment and Industrialization in De
vcloping Countrics," Quarlerly ]aumal of Economics 80 (Fcbruary 1966): 88-107; 
D. Morawctz, "Employment lmplications of lndustriali..zation in Developing 
Countrics: A Survcy," The Econamic ]ournal 84 (Scptember 1974): 491-542. 
12 I owe 1his suggestion to Fernando Rezcnde. Onc way 10 do this might be 
10 distribute federal resourccs among the munidpios in such a way as to fostcr 
employmcnt in urban sanitation, dty administration, and othcr public services. 
Tbe assumption tbat local development rcsts on capital investment alone is 
falsc, and can lead to scrious disequilibria bctwecn curn:nt and capital cxpcn
diturcs. Moreovcr, additional public-scrvicc employmcnt in -small and medium-siz,e 
citic1 implics the further benefit of rcducing migration to the large urban 
centen. 
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Urban unemployment in Brazil 

David E. Guodman and Daniel R. Oliveira •

1 - lntroduction 

One unchallenged ·tenet of public Policy and economic discourse in 
Brazil is that open unemployment can safely be ignored as a policy 
issue. The force of this conventional wisdom is such that Policy 
statements and economic-planning documents rarely distinguish 
between the active population and the labor force in employment. 
Rates of aggregate open unemployment indeed are low, particularly 
when the rural sector is included (table 1). With unemployment 
rates fluctuating around 3%, it is easy to dismiss unemployment as 
"frictional'' in order to concentrate upon the more fundamental 
condition of poverty and low-income employment. The inadequacy 
of incarne is certainly the criticai dimension of the employment 
problem in Brazil, as in other countries . 1 Nevertheless, there are 
cogent reasons why a comprehensive treatment of this problem 
should analyze open unemployment separately. Low unemployment 
rates divert attention away from the absolute magnitude of open 

• Lecturer in economics, University College, London, and doctornl candidate, 
London School of Economics and Political Science, respectively. The =rch 
was financcd undcr Ford Foundation grnnt n.0 729-02545B-D-ll and thiJ assi•t· 
ance is gratefully acknowledgcd.

1 On the case of Brazil, see H. Tolosa, "Dualismo do Mercado de Trabalho 
Urbano," PesquiJa e Planti;amt!nlo Económico 5 (Junc 1975): 1-35; C. Salm, 
"Evolução do Mercado de Trabalho, 1969-72," &tudos CEBRAP a (April-Junc 
1974); D. E. Goodman, "Tbc Brazilian Economic 'Miraclc' and Regfonal 
Policy: Some Evidence for the Urban Northeast," Joumal o/ Lalin ,fmerican 
Sludies 8 (May 1976): 1-27. More gencrally, stt D. Turnham ■nd l. Jaeger, 
The E.mploym,int Problem in Less Devt!loped Countrie, (Paris: OECD, 1971); 
J. Wceks, MDocs Uncmployrnent Matter?" in Third World Employment, ed. R. 
Jolly et ai. (London: Pcnguin Books, 1971), pp. 61 ·65. 
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unemployment, and the serious and specific social consequences 
arising from its differential incidence within the labor market are 
frequently ignored. ln Brazil, unemployment rates exceeding 3% 
imply that over one million individuais are out of work. 2 These 
include the poorest and most disadvantaged members of Brazilian 
society. Indeed, our results indica te that the incidence of urban open 
unemployment is significantly greater among young secondary family 
members, and particularly those from poor households - that is, 
families whose per capita incarne is less than half the official 
monthly minimum wage (this measure is widely interpreted in 
Brazil as the official poverty line or poverty threshold). Here, we 
examine relations between unemployment and the socio-demographic 
characteristics of secondary family members in arder to elucidate 
this striking feature of urban labor markets in Brazil. 

Table 1 

Aggregate Rates of Open Unemployment, 1968-1973ª 

(%) 

Total Nonagricul-
Year Labor hfales Femalcs turnl Lo.bar 

Force Force 

1963 2.3 2.2 2.5 3.5 
1969 2.3 2.3 2.3 3.5 
1971b 
1972 3.1 2.6 4.1 4.8 
1973 2.7 2.3 3.4 4.0 

Source: Instituto Bra,ileiro de Ge:igraíi!l e EstatlitÍC!l (IBGE), Peaquiaa Na

cional por Amastra de DomicLlios (PNAD), 4tb quarter o( each year. 

• ln 1963 and 1963, the labor force i� defined by PN AD as the active
pJpulation of 14 ye�I'!I and over. Aftcr 1969, this definition wo.s rc
vised to include the active p:ipuhtion oi 10 ye�I'!I and ovcr. 

h Tho PNAD surveys wcre discontinucd in 1970 and restricted to only 
th�ee rcgions in 1971. 

ln a subsequent paper, we hope to extend this analysis to fac
tors which determine access to these markets and hypotheses on 
labor-market segmentation. 

National household survey data provide a broad overview of 
open unemployment, but our empirical analysis focuses mainly on 

2 Although no1 considered herc, 1hcrc are markcd regional differentials in 
rates of urban unemploymenl in Drazil. An indicalion of 1hese differentials 
is given in table 3. 
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the city of Belo Horizonte, a rapidly growing industrial center in 
the Southeast region of Brazil . The national household surveys 
(PNAD) taken since 1967 give comprehensive geographica] coverage 
of employment, unemployment and earnings .a However, the 
published PNAD data adopt the state or region as standard units 
of observation, and these are far too aggregative to be taken as 
adequate representations of individual labor markets. This situation 
will improve in the near future with the publication of PNAD 
survey data for the country's nine metropolitan areas. Fortunately, 
in the case of Belo Horizonte, we have access to more complete 
socio-demographic data drawn from a household survey of the 
metropo]itan area, referred to below as the C-P survey. 4 

These two sources are used to assess arguments advanced to 
explain relationships between socio-demographic characteristics 
and urban unemployment . We give attention primarily to the 
unemployment of secondary family members and utilize C-P survey 
data in a logit analysis of this phenomenon in Belo Horizonte. 
Before proceeding, however, we must note severa] distinctive institu· 
tional aspects of urban labor markets in Brazil. 

At first glance, the definition and measurement of open 
unemployment in Brazil would appear to be straightfonvard. Thus, 
the unemployed in the PNAD survey are defined as individuais 
unemployed in the reference week who have made some positive 
effort to obtain work in the preceding two months. However, 
although this definition closely resembles those adopted in advanced 

3 Thc PNAD surv1ey, (Pesquisa Nacional por Amostra d<e Domicilies) w<ere 
instituted in th<e sccond quarter of 1967 and subscquently ,extend<ed to cover 
thc six m:ijor g1eographical r<egions of Brazil. The s<erics was discontinued after 
th<e first quart<er of 1970 but r<eintroduccd in lhe fourth quart<er of 1971. Another 
sourc,e of unemployment da1a is th<e dcmographic census of 1970, which uses 
a dcfini1ion of unemployment very similar to that adopled by PNAD. (Th<e 
1950 c<ensus uses a ddinition which cxclud<es thos<e looking for their firsl job. 
'Th<e un<employment data from th<e 1960 census hav<e not been published.) 

4 This survcy was conducted in Novemb<er 1972 by th,e c<enter for regional de
v1elopmen1 and planning (Centro de Desenvolvim<ento ., Planejam,enlo Regio
nal - CEDEPLAR) of thc federal university of Minas G<erais, in conjunction 
with PLAMilEL, th<e planning commission for the m<etropolitan arca of B<elo 
Horizont<e, Mc:thodology and sampling proc<edutts utilized in the survey are 
d<escribed in PLAMBEL, "Metodologia da Pesquisa Sócio-Econõmica" (Belo 
Horizonte: Fundação João Pinheiro, May 1974). Thes,e data hav,e been uscd 
by Merrick to cxamin1e informal urban labor markels and, mor,e recently, by 
Sant'Anna, Mcrrick and Mazumdar to analyze th,e effects of household structure 
and related <economic variables of urban poverty. Sec T. Merrick, "Employm<ent 
and Earnin� in a Dualistic Urban Economy: Thc Case of B<elo Horizonte, 
Brazil" (Belo Horizonte: CEDEPLAR, 1974): A. M. Sant'Anna, T. W. Merrick 
and D. Mazumdar, "lncom<e Distribution and th<e Economy of the Urban 
Household: The Case of Delo Horizonte." 
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industrial economies, institutional and structural differences seriously 
diston the comparison of measured open unemployment. Specifically, 
in the absence of a comprehensive unemployment-insurance system, 
family-income-maintenance programs and an elfective employment 
service, the costs of unemployment in Brazil fall principally upon 
the unemployed. The present unemployment compensation scheme, 
known as the time of service guarantee fund (FGTS), only covers 
workers employed in the formal, corporate sector of the urban 
economy. 6 This fund is financed by employer contributions, equal 
to 8% of the employee's earnings, which are deposited in indexed 
accounts in the name of the employee. Workers can draw on these 
deposits only in the event of dismissal and under certain other 
carefully defined circumstances. ° For an individual worker, the 
FGTS deposit represents personal wealth accumulated as forced 
saving. Withdrawals consequently reduce personal net worth and 
the financial reserves available to attenuate the income loss imposed 
by future periods of unemployment. 7 Moreover, the effectiveness of 
this scheme in meeting future contingencies depends crucially on 
whether ar not workers are fortunate enough to enjoy lengthy 
periods of stable and continuous employment during which 
subs1antial deposits can be accumula1ed. Less for1una1e workers 
in lhe formal sector, as well as approximately 40% of the urban 
labor force which is engaged in informal activities, have no alternative 
institutionalized source of unemployment assistance. There is thus 
a powerful incentive for urban workers in Brazil 10 avoid unemploy
ment and restrict its duration. 1n contrast to the unemployment 

li That is, employecs of lirms whích observe the provisions of the consolidated 
labor legislation (Consolidação das Leis do Trabalho - CL T) . This legislation 
gives workers such rights as lhe official minimum wagc, an cight-hour day, paid 
holidays, and membership in the FGTS scheme (Fundo de Garantia de Tempo 
de Serviço). Workers protected by lhe CLT are also guarantced access to the 
social-welfare programs administcrcd by the national social sccurity institutc 
(Instituto Nacional de Previdência Social - INPS), notably family health care, 
d�ability insurance and old-age pensiom. PNAD data for lhe fourth quarter 
of 1972 indicate that 60% oi ali employees engagcd in nonagricultural activities 
are covered by official labor legislation. For funher dctails, sec E. L. Bacha 
,:t ai., Encargos Trabalh�las t: Absorçllo dt: Mão-de-Obra: Uma lnlerp-rt:taç'ilo do 
Problema e Seu Debate, Coleçllo Relatórios de Pesquisa, n.0 12 (Rio de Janeiro: 
IPEA/INPES, 1972); D. Mahar and F. Rezende da Silva, Saúde e Prt!"llidincia 
Social: Uma A.ndlise Econdmica, Coleção Relatórios de Pesquisa, n.0 21 (Rio de 
Janeiro: lPEA/INPES, 1974). 
G These include retiremcnl, serious illncas, payment of wedding expenses, and 
the purchasc of a housc or small busineas. ln practice, workers can requesl to 

be dismissed in ordcr to gain access to thcir FGTS dcposits and subsequcntly 
return to the same job. Casual evidcncc and frcqucnt prcss rcports suggest 
tbat collusion of this kind is widespread. 
'f Dcpwiu are typic.ally withdrawn as a lump sum, and can thus be used for 
a variety of purposes othcr than linancing unemployment. 
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insurance systems commonly found in advanced countries, the 
pecuniary costs of unemployment and job search in Brazil are borne 
by the unemployed. 

These institutional features combine to depress open unemploy
ment rates since individuais actively seeking a job often exercise 
some form of economic activity as a provisional stop-gap measure. 
This may involve part-time work, perhaps of an intermittent nature, 
ar casual self-employment in the informal services and handicraft 
sectors of the urban economy. Such individuais, though actively 
engaged in job search for "satisfactory" employment in terms of 
pay, hours ar working conditions, will be enumerated among the 
employed population if conventional definitions of open unemploy
ment are applied. Married men, particularly those who are heads of 
households and the main source of support for their families, will 
be under strong pressure to find interim employment. These struc
tural characteristics of urban labor markets provide a necessary 
qualification to the statistically low rates of open unemployment 
found in Brazil and emphasize the hazards and limitations of in
ternational com pari sons. 

ln the following section, we review theoretical explanations 
of relations between urban unemployment and the socio-demographic 
attributes of the labor force. This discussion focuses on the variables 
used in the empirical analysis of unemployment among secondary 
family members. The results of this analysis are presented in section 
3 and some conclusions in section 4. 

2 - U nemployment and personal characteristics 

The probability of an individual being unemployed depends upon a 
variety of factors related to his labor-suppiy decisions, those of 
other suppliers, and demand conditions for lhe type of labor in 
question. As Metcalf notes, the unemployment rate is determined by 
the probability (i) of voluntary separation; (ii) of involuntary 
separation as the result of being laid off, dismissed or made re
dundant; (iii) of being offered a job; and (iv) of accepting a 
job. 8 These probabilities w:ill be determined inter alia by the 
personal characteristics of the labor force insofar as these influence 
labor supply and demand decisions. We shaJl now consider theoretical 
predictions of the effects on the unemployment rate of selected 

8 D. Metcalf, "Urban Unemploymenl in England," Tht: Economic Joumal 8!l 
(September 1975): 570-89. 
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socio-economic and demographic variables utilized in recent 
household surveys in Brazil. 

(a) Posilion in the household. Heads of household are likely
to have a lower probability of unemployment than other members of 
the family. This hypothesis derives from their role as the primary 
source of family incarne, as well as social conventions which impose 
high psychic costs of unemployment on this group. Heads of 
household are expected, celeris paribus, to have lower rates of 
job turnover due to voluntary separation and shorter periods of 
unemployment. ln LDCs lacking unemployment insurance, heads of 
household are more likely to accept temporary interim jobs which 
fali below their long-run expectations as an alternative to open 
unemployment and full-time job search. This hypothesis is supported 
on the demand side by postulating that employers prefer heads 
of household, as their lower voluntary turnover rates and more 
disciplined work patterns reduce hiring cosls. 

(b) Sex. Discrimination by employers against women, parti
cularly those of child-bearing age in order to limit labor turnover, 
will raise the probabiliLy of unemployment of female workers. This 
discrimina tion is frequently strongly rooted in social convention 
in LDCs. 

(c) Age. The standard hypothesis is that both young workers
and those past prime-age have higher unemployment rates. Young 
workers are inexperienced in job search and have limited access to 
informal information networks which play an important part in the 
labor-market clearing process. 0 Employment patterns of young 
workers are characterized by marked job instability 1

º due to relatively 
high rates of voluntary separation. This behavior may reflect young 
workers' more limited information and experience of different 
occupations, suggesting that job turnover performs a pedagogic 
íunction . 11 The high voluntary quit rates of young workers will 

g A. Rees, "lnformation Networks in Labor Markets," American Economic 
Rf:'Uiew 56 (May 1966): 559-66. 
10 R. Hall, "'Why Is Uncmploymcnt So High at Full Employment?" Brookings 
Pat,ers on Economic Activily, n.0 3 (1970). 

11 E. Kalachek, The You!/1 Labor Markel (Washington, D. C.: lnstitute of 
Labor Industrial Relations and thc National Manpower Policy Task Force, 
1969). 

A related hypothesú rcgarding youth uncmployment is that lhe marginal 
utility of income relative to leisure is lowcr for young workcrs than prime-age 
workcrs, particularly thosc adults who are heads of houschold. This difference 
woultl emerge not only in higher voluntary quit rates, but also in thc duration 
of unemployrnent anel the intcnsity of job scarch. The difficulty of distinguish
ing varying dcgrccs of intensity oi job scarch emphasizes thc 'limitations of 
standard mcasurcs of "involuntary" uncmploymcnt. 
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lead to discrimination by firms seeking to reduce fixed hiring coses. 
Furthermore, the young are less experienced and therefore less 
productive than adults. This difference will reinforce the preference 
for prime-age workers, particularly if labor legisla tion does not 
pennit firms to make wage payments which incorporate this pro
ductivity differential _ 12 Previous work experience per se also may 
be given weight by employers as one additional item of information 
which con tributes to lowering the risks involved in hiring new 
workers . Older workers are also expected to have higher unemploy
ment rates than prime-age adults. Despi te low turnover rates, old 
workers once unemployed have difficulty in finding new jobs, pos
sibly because firms have less time in which to recover hiring and 
training costs _ 

(d) Education. Alternative behavioral specifications of urban 
labor markets can be distinguished in the extensive literature on 
the relationship between education and unemployment in LDCs. 13 

Severa! specifications are adapted from labor-market models previous
ly advanced to explain the relative unemployment rates of skilled 
and unskilled workers in advanced industrial economies. The 
bumping-down-the-skill hierarchy model formulated by Reder 14 

predicts that skilled workers have a lower probability of unemploy
ment than the unskilled. Skilled workers can descend the skill 
hierarchy to perfonn the tasks of the unskilled, whereas the reverse 
is less likely to occur. With excess labor supply, firms are expected to 
support this behavior in arder to retain their skilled work force. 
The bumping-down model can readily be extended to LDCs and labor 
markets where the supply of educated workers exceeds the number of 
skilled jobs. One specification of this model makes the twin 
assumptions that employers prefer to hire the surplus educated 
rather than the uneducated for unskilled jobs and that the wage 
structure is rigid, with "the wage being set for the job and not 
according to the qualifications of the individual who fills the 
job" . 15 ln the event of unemployment in the skilled labor market, 

111 Labor lcgislalion in Ilrazil allows employcrs lo pay half lhe official mini
m1m1 wage lo 1hose workers in the 14-17 age bracice! who are classifi«I as 
apprcnticcs (aprt:ndizes). 
11 Sce Turnham and Jacger; M. Blaug t:l ai., Tht: Cawt:S o/ Graduatt: Unt:m
ploymt:nt in lrlditt (London: Allen Lane, 1969) . A more reccnt discussion is 
given by l\L Blaug. Educalian and tht: Ur1t:mployment Problt:m in Dcvt:loping 
Counlrit:s (Geneva: ILO, 1973). 

H R. Reder, ""The Thcory of Occ11pa1ianal Wage Differcntials," Tht: Amer
ica,1 Economic Rt:view 45 (Decembcr 1955): 833-52_ 

15 G. S. Ficlds, "The Privale Dem:md for Educatian in Rclation 10 Labour 
Market Conditions in Less Dcvclopcd Countries," Tht: Economic Journal 84 
(Decembcr 1974): 906-25-. 
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it is argued that the educated will seek unskilled jobs only iC 
the expected returns (allowing for the probability of finding a 
job) from employment in the skilled and unskilled labor rnarket 
are equal. This argument, which is consistent with high rates of 
educated unemployment, appears to afford a reasonable explanation 
of this phenomenon in those developing countries where government 
jobs represent a large proportion of educated employment opportun
ities. ln Brazil, however, where this proportion is relatively low, 
skilled labor markets are likely to be characterized by greater 
wage flexibility. We would expect an excess of educated labor 
to produce bumping-down behavior and, consequently, relatively 
higher rates of unemployment among uneducated workers. The 
specific-training hypothesis advanced by Oi 16 predicts a similar 
result if there are surplus educated workers. Employers will first 
dismiss the unskilled and semi-skilled since skilled workers receive 
more firm-specific training. 

Some supply-side arguments predict higher rates of unemploy
ment among the educated if the supply of educated workers exceeds 
that of skilled jobs. One argument suggests that the educated are 
socially and culturally alienated from manual blue-collar work and 
will only accept jobs considered commensurate with their skills 
and status aspirations, even if wage rates are below those prcvailing 
in unskilled occupations . 17 This behavioral assumption means that 
labor markets are stratified on the supply side, and is consistent 
with protracted or structural educated unemployment in the event 
of an excess supply of educated workers. Since we anticipate 
bumping-down behavior to be the major factor explaining the 
relation between unemployrnent and education in Brazil, an inverse 
relationship between these variables is expected. 

(e) Family income. The direction of the net effect of an
increase in this variable on unemployment is difficult to determine 
a priori. The relation between family incarne and unemployment 
is also complicated by simultaneity problems, as we emphasize in 
section !I below. Households with higher incarnes are better able to 
finance job search and periods of unemployment of family members. 
For this reason, workers from poor households will tend to have, 
celeris paribus, lower unemployment rates than those from higher
income households. Conversely, where employment opportunities 
depend strongly upon personal contacts and social influence, as 
appears to be the case in Brazil, poor workers may have higher 
unemployment rates. 

16 W. Y. Oi, "Labor as a Qua.sl-Fixcd Factor," ]oumal o/ Political Economy 
70 (Deccmbcr 1962): 5!8-55. 

11 G. M}'rdal, ,fsian Drama (Ncw York: Panthcon, 1968). 
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(f) Migrants. One argument suggests that migrants are less
inforrned about labor market conditions than nonmigrants and so 
have higher unemployment rates. However, it is possible that 
migrants rely on an extensive social network of relatives and friends 
to provide labor-market information about potential destinations 
before embarking on further migration. If, in addition, it is assumed 
that migrants are more highly motivated and ambitious to succeed, 
they can be expected to restrict the duration of unemployment 
and so have lower unemployment rates than nonmigrants . Migrants 
are also likely to have utilized family and personal savings during 
migration, which will reduce their ability to finance the costs of 
protracted job search after arrival in urban areas. This constraint 
may induce lower rates of voluntary separation and greater 

�illingness to accept inferior jobs including casual work, resulting
1Il lower unemployment among migrants. 

3 - Empirical estimates 

In this section, we review estimates of urban unemployment rates 
drawn from PNAD and C-P surveys and then present the results of a 
logit analysis of C-P data for Belo Horizonte. 

3.1 - The national household survey data 18 

Despite serious shortcomings for detailed urban-labor-market anal
ysis, the national coverage of the PNAD surveys provides an in
valuable background to the subsequent case study of Belo Horizonte. 
The PNAD data are broadly consistent with the a priori statements 
of relationships between unemployment and the socio-demographic 
attributes of the labor force discussed in section 2. Briefly, females 
have higher anel less stable unemployment rates than males, 
ranging from 2.3% to 4.1% between 1968 and 1973 (table I). The 
importance of family position and age can be inferred from the 
marked participation of secondary family members and young 
workers in total unemployment (table 2). Heads of household 
represent only 15% of the unemployed; dependent children account 
for 64%. Correspondingly, the unemployed are encountered 
primarily in the younger age groups, and 72% are workers of 24 

18 PNAD data for thc fourth quarter of 19?2 are prcscntcd to facilitate com
parison with the results of the CEDEPLAR-PLAMBEL survey taken in No
vcmber 1972. 
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years or less. The question of youth unemployment, and particularly 
of dependent family members, is clearly central to the unemploy
ment problem in Brazil. This point is emphasized by the fact that 
the rate of unemployment of workers under 20 years of age is two 
or three times that of the labor force as a whole and six times that 
of workers over 25 years (table 3). 

Table 2 

Strncture o/ Open Unemployment by Age and Family Position, 1972 

(%) 

New 

Age Group• Total Males Femo.les 
Entro.nts 

Only 
(Total) 

10 - 14 9.5 10.5 7.9 19.2 

15 - 19 35.9 35.7 36.1 51.9 

20 - 24 26.6 26.1 27.3 20.2 

25 and Over 28.0 27.6 28.7 8.7 

100.0 100.0 100.0 100.0 

Family Positionb 

He11ds of Household 14.8 20.6 5.8 

Dcpendents 82.8 76.9 90.7 

Spousc 7 .1 18.6 

Children 64.5 67.0 60.6 

Other Relations 10.5 9.9 11.5 

No Kinship 3.0 2.5 3.5 

100.0 100.0 100.0 

Source: IBGE, PNAD, 4th qu.o.rtcr of 1972. 
. Unemployed engngcd in nono.griculluro.l activities . 

Unemploycd in rural o.nd urbo.n o.rco.s combined. 
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Table !J 

Rales of Urban Open Unemploymenl by Age, 1972ª 

(%) 

Total 10-14 16-10 20-24 25 ■Dd 
Ovor 

Guanabara, Rio de Ja• 
neiro 4_g 18.7 16. l 7.U 2.3 

Guanabara. 3.5 7. l 12.3 8. 7 1. 7 
Rio de JaneU'o 6.5 20.3 17 .4 9.2 3.1 

lI Sffo Paulo 3.15 11.5 7.7 4 _g l. 8 
III Paran4, Santa Catnrina, 

Rio Grande do Sul 4.8 13.9 12. 7 8.3 1.0 

Para.nd. 2.9 8.3 7.8 4.0 l. l 
Rio Grande do Sul 15.7 17 .7 18.5 7.8 2.6 

IV Mina■ Gera.ia, E..plrito 
Santo e.o 18.1 14.2 8,7 2.2 

P.·linaa Gerai■ e.a 19.3 16.0 u.o 2.2 
V Nortbea.at 6.8 8.8 13.8 10. 7 2.6 

Pernambuco 7.4 13.0 15.8 13.3 3.8 
Bahia 5.8 li.O 13.3 11. l 2.6 

VI Diatrito Federal (Bra.aili■J 4.9 115.9 15.0 7.4 2.2 

Brar.il 4.8 12. 8 11.8 7.4 2.1 

Souroo: IBGE, PNAD, -lth quartor oi 1972. 
• Unemployment IL!I a. proportion oi tbe urban ■ative i,opu]ation in each ■1e sroup. Unem

ploymont includc■ now ent.raota to the labor forae \Yho aro aeekiD& employment for tha 
firat time. 

1, Tbo reaiolll are delintd in table 1. 

ln víew of the educational compos1t1on of the labor force, it 
is hardly surprísíng that workers with primary education form the 
largest group of unemployed 10 (table 4). Unemployment rates differ 
considerably by educational category, however, increasing to 7 .2% 
for workers who have reached the "middle school" (Primeiro ciclo) 
stage of secondary education and subsequently declining to 1. 8% 
for the group with higher education, On this evidence, the distri
bution of unemployment rates by educational levei describes an 
inverted U-shaped curve, with lower unemployment rates at the nvo 
tails. Unfortunately, use of the PNAD data to analyze relationshíps 
between unemployment and education is inhibited by the absence 
of cross-tabulations by age. 

111 A major difficulty of the PNAD survcys arises from the fact that uncmploy
mcnt data are prcscnted by the levei of cducation attaincd rathcr than the num
bcr of ycan of schooling or the educational qualification obtaincd. This prob
lcm is particularly troublcsomc whcn analyzing unemployment in the group 
wirh prlmary cducation, since there is no indica1ion whethcr the primary 
curriculum was comp!etcd successfully or not. The practicc of rcferring studcnts 
who fail to pass the examinations which dcmarcate stages within and between 
educa1ional catcgories also means 1ha1 thcrc is no simplc correspondcnce between 
cducational levei and number of yean of schooling, 
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Table 4 

Rates and Structure of Open Unemployment by Education o/ the 
Nonagricultural Labor Force, 1972 

(%) 

Educational Lonl Unemploymonl Slruoture or Unemployment Labor Forco 
RAie Compoaition 

Total Now Entran!AI 

nm""'t• 3.7 9.8 7.8 12.0 

Primai")"' 4.0 67.4 60.8 67.4 

Bccondary 8.2 30.9 31l. 1 24.8 

Middle Bobool 7.2 22.4 27 .3 16.4 

Hiab Scbool 4.6 8.6 11.8 0.2 

Bjaht:r Education 1.8 1.9 2 .6 6.1 

Total 4.8 100.0 100.0 100.0 

Soun:e: IBGE, PNAD. 4th quartu oi 1072. 

• Includü,1 p•nona witb incomplot,, primary oducatlon. 

3.2 - The CEDEPLAR-PLAMBEL survey for Belo Horizonte 

Belo Horizonte is the third largest city in Brazil, with a metro
politan population of l. 7 million in I 972. The substantial influx 
of migrants, mainly from the depressed rural interior of Minas 
Gerais, sustained an annual compound rate of population growth 
of 6.5% in the period 1950-1970. The CEDEPLAR-PLAMBEL 
(C-P) survey provides information on the labor-market behavior 
and socio-demographic attributes of 3 600 households in this rapiclly 
growing m�tropolitan area. 

According to the C-P survey, open unemployment was 9. 8% in 
metropolitan Belo Horizonte in November 1972. 2º The compositional 
features of open unemployment are in broad agreement with those 
found at the national leve], with higher unemployment rates among 
females, young workers and individuais who completed primary and 
secondary education (tables 5 and 6). However, the inverted 
U-shaped curve is not observed in the case of secondary family
members. For this group, although the unemployment rate . is

20 Thc C-P ddinition of uncmploymcnt diffen from the PNAD mcaourc ln 
two ways. First, the labor force includcs individual! of 14 ycars and ovcr, whcreas 
the PNAD survey coven tho!c of 10 ycars or more. Secondly, no check i5 
made to verify whether the person took positive steps to find a job in the 
two previous months. 
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markedly lower at the university level, no clear pattern emerges 
in relation to the other educational categories. This strongly suggests 
that the inverted U-shaped curve arises primarily Iram the higher 
average age of heads of households vis-à-vis secondary family members. 
With the recent expansion of the education system, the educational 
lev1i!I of the young workers now entering the labor market exceeds 
the average attained by the labor force as a whole. This factor 
will distort analyses of unemployment and education unless age is 
explicitly taken into account . 

Table 5 

Structure of Open Unemployment and Personal Characteristics, 
Belo Horizonte, 1972

(%) 

Variable 
Ali FAmily Membu1 Becendary Fomlly M•mh•l'll 

Teta! Mal .. Fem■Ju Teta! Mal .. Fem.al .. 

Ses 

Maleo 112.1 lll.4 
F•maJ., 47.G 48.8 

Bauoebeld Pealtlen• 
Baada 4.11 e.2 3.8 
Wlv .. 4. 7 7 .7 
Other 110.4 113.8 88.7 

Education 
Ili Itero te 4.ll 4.0 li.O 4.15 4.3 4.7 
PrlmAry: lneamplde 10.11 Ili.li 13.8 H.7 18.8 12.8 
Primary: Complete 37.7 44. l 30.4 38.3 415.I 30.G 
S•eendary 311.9 32.0 48.7 41.ll 34.1 48.8 

Univerait.y 1.0 2.0 1.0 2:1 

A1e 
14 - 17 31.ll 38.ll 28.2 33.1 30.0 27.I 
18 - 24 4G.8 48.2 �0.8 111.4 ll0.4 112.2 
211 - 34 11.8 8.7 14.G 10.0 8.3 13.11 
35 and Over 7.3 0.8 8.2 li.li 4.3 8.8 

Ori� 

Non.mia;nnt■ llll. I 82.11 411.8 118.� 113.8 48.0 
Mi1r11nlo 44.n 37 .4 63.2 43.8 38.2 u.o

TetAI (E■eb V11rl11bl•l IDO.O 100.0 100.0 IDO.O 100.0 100.0 

8ouree: CEDEPLAR-PLAMBEL 1urv•y (C-P lile). 
. DomNlla aervant■ are ala.o■ilied ao beada or ■ln1le houabeld, . 
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Table 6 

Rates of Open Unemployment and Pe,·sonal Characteristics, 
Belo Horizonte, 1972 

(%) 

\'ariabl• 
Ali Family Mcmber11 Secondary Family Memben 

Total Molea Femalea Totol Males Femalea 

Hou1ehold Po■ition• 
Htad■ .9 .8 1.3 
WiYN 8.0 8.0 
Otber 21.9 20.8 23.2 

Education 
IUituate 8.3 5.7 8.8 22.2 30.0 17.41 
Primary: Jncomplete 8.8 8.3 7 .8 18.8 21.1 18.1 
Prim■ry: Complete 12.8 11.3 H.8 24.7 28.0 22.8 
Seeondary 12.0 8.41 17 .2 19 .8 18.2 20.8 
Univeuit.y 1.3 3.8 2.9 4.41 

A1e 
14 - 17 34.0 37.0 30.3 39.4 38.7 40.4 
18 - 24 17 .8 18. 7 18.5 22 .5 20.3 25.2 
25 - 34 4 .3 2 .8 7.7 8.5 5.9 10.9 
35 and Over 1.9 1.3 3.41 7 ., 18.0 5.3 

Oria:inll 
Nonmi,uanll 15.7 14.9 18.9 25 .1 27 .1 22.8 
Miaranta 8.7 4.8 10.3 15.8 15.0 18.5 

Total 9.8 8.1 12.8 20.0 21.0 18.9 

Source: C-P file. 
• Domeatic ■ervanta Are clauifíed a.a head1 of 1in,1le bou.11ebold1. 
b The data on oriain reter to life-time mi1ration. 

As at the national levei, the structure of unemployment in 
Belo Horizonte shows a high concentration by education and age 
group, with 55% of the unemployed in the two primary education 
categories and 81% in the 14-24 age group (table 5). The unemploy
ment rates of 34% and 18% in the 14-17 and 18-24 age groups 
provide a sharp con trast to the I . 9% rate for workers of 35 years 
or more. The importance of position in the household is striking, 
as can readily be seen from the . 9% unemployment rate for heads of
household and the 20% rate for secondary family members. 21 Indeed,
the phenomenon of open unemployment is restricted principally to 
secondary family members, suggesting that analyses which focus 
on aggregate unemployment rates for all family members are likely 
to produce misleading results. Accordingly, the remaining sections 

21 Among lhe secondary mcmbcrs o( lhe family, wivcs had a lower rate of 
uncmploymcnt (7 ,4%) than thc olher membcrs (21 ,9%), Unfortunately, 1hc 
sizc of thc sample does not allow disaggregation of uncmployment by personal 
charactcrislics for wives and olhcr (amily mcmbcrs scpara1cly. 
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of the paper are adclressed to the problem of opcn unemployment 
of seconclary family members alone. 

The gravity of the social problems posed by open unemployment 
in Belo Horizonte can be inferrccl from its pronouncccl inciclence 
among members o( poorer families. Gver 50% of uncmployecl sccon
dary family members are dependents in households whose total 
income is bclow CrS 537 per month, approximately USS 88 at 
November 1972 prices (table 7). This point is reinforcecl when 
unemployment rates for depenclents are cross-tabulatecl with per 
capita monthly family income, as shown in tablc s.�� 1n houschokls 
where this incarne is CrS 68 or less, that is, 25% of the regional 
monthly minimum wage officially established for Belo Horizonte, 
unemployment among secondary family members reaches the 
alarming rate of 48. 5%. The concentrntion of open unemployment 
in poorer households at the lower end of the urban-incomc 
distribution is again emphasizccl by evidcnce that over 70% of the 
unemployecl belong to families with a per capita monthly income 
of CrS 134, less than half the official monthly minimum wagc 
(table 7). The association between family income anel the probability 

of unemployment of seconclary family members is cxaminccl more 
rigorously below in the logit analysis of the C-P survey data. 

Table 7

Structure o/ Open Unemployment by Se:.: nll{l Family lncome, 
Belo Horizonte, 1972

(%) 

Vari&ble 
Ali Fornily l\lernbor, �,.�nnda.ry Fa.mih,· !\lcmbcn_ 

Total ltfnlc.11 F�ma.l� Total :.1a1 •• Femnl�s 

Total Fa.mily Jncomo 
CrS 288 or I.e11.,. l'i' .5 21. 5 13.2 15.2 !R.4 12.0 
CrS 260 - �36 34 .2 34 ,4 33.8 34.7 35.6 33.6 
CrS 1137 - 1 072 24.2 26, 7 21. O 26.� 28.0 22.4 

CrS 1 073 - 1 8711 15.2 10.2 20. 7 Ili. 7 10.9 21.0 
CrS 1 8i8 or ?.foro 8.9 7,.2 !O. 7 9.1 7 .1 11.2 

100.0 100.0 100.0 100.0 100.0 100.0 

Per Capita Family Incarne 

Cri 68 or J,cll!I 46.A 112.6 40.6 48.5 51.5 40.0 
CrS 60 - 134 26.0 20.1 28.0 27.0 20.3 27 ,9 
CrS 13� - 208 17 .8 16.5 18. 8 18 .li 17 .6 19.0 
CrS 209 - 1130 o .9 3.2 10.8 e .9 2.8 11.2 
CrS 537 or l',fora 1. 7 1.6 1. 7 1. 7 1. 7 1.8 

100.0 100.0 100.0 100.0 100.0 100.0 

Bource: C-1' lilo. 

2:? Although young childrcn and adults reccive thc samc weight, thc per capita 
mcasurc of family income is considercd adcquate for simplc descriptivc purposcs. 
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Table 8 

Rates of Unemployment by Sex and Family Income,0 

Belo Horizonte, 1972 

(%) 

Ali Family Membon Scco11dary Family McmboN 
Variablo 

Talai Malu Fcmalu Total Malca Fcmale.a 

Total Family Income 

Cri 268 ar L ... 11. A 22.0 6.6 63.3 61. ll 43.6 

Cri 269 - 636 Ili .4 11.6 24.0 37 .9 42.li 33.7 

Cri 637 - 1 072 a.e 7 .8 13.8 18.6 19. 7 17.4 

CrS 1 073 - 1 876 8 1 4.li 14.2 12.7 0.2 10 .1 

Cri 1 878 ar Moro 4 .3 2.7 7.1 7.4 6.ll 7.8 

Per Capita F1mily I11como 

Cri 68 or L ... 2�.3 22.8 30.8 48.6 64.0 42.8 

Cri 69 - 134 10.9 7.8 18.0 21.1 18.7 24.2 

Cri 136 - 268 7.4 li.li 10.8 13.8 13.4 14.0 

CrS 269 - 638 4 .1 ]. 7 7 .2 8.4 4.3 11.1 

Cri 637 ar Moro .9 .ll 1.0 2.8 3.0 2.2 

Total 9.8 8.1 12.6 20.0 21.0 18.9 

Sourco: C-P filo. 
• Tho ollicial minimum monthly waao for Belo Horizonte at tho timo oi tho PLAMBEL 

1urvey in Novomhor 1972 wu Cri 208. 

3. 3 - The CP employment data: a logit analysis

Logit analysis is a statistical technique which analyzes the effect 
that different explanatory variables have on the probability of 
some event. ln the present case, we have a dichotomous dependenl 
variable, Yi, that talc.es on the values zero or one if a person is 
employed or unemployed, respectively. If the probability of being 
unemployed, P (Yi = 1), is assumed to depend on a vector of 
explanatory variables, Xi, logit analysis can be used to estimate 
the model: P (Y, = 1) = F (X',�) , where the transformation F (.) , 
denotes the cumulative distribution function (cdf) of the standardized 
logistic distribution. That is, P (Yi = 1) = [1 - EXP(X',�)]- 1

• The 
logistic transformation, in addition to its algebraic simplicity, has 
a cdf that gives numerical results which are dose to the cdf of a 
normal distribution. 2s This model is estimated using maximum-

23 Thc difCcrcncc bctween thc normal and logistic cumulativc distribution fun�
tions is slight, cxccpt at the extremes. Sec, for examplc, W. D. Ashton, The Logal 
Transformation (Ncw York: Hafncr, 1972). A comprc:hcnsivc discussion of ap• 
plication1 of logistic analysi.s in thc social scienccs is givcn by M. Ncrlove and 
S. J. Prcss, UnivtJriale and Multiuariate Log Linear 12nd Logistic Models, R-1!106· 
EDA/NlH (Santa Manica: Thc Rand Corpor:ition, 197!1). For a rl!ccnt review, 
aee D. McFaddl!n, "Conditional Logit Analy1is of Qualiutivl! Choice Beh:iviour," 
in Frontiers of Econometric.s, cd. P. Zarcmbka (New York: Academic Press, 1974), 
pp. 105-42. 

94 



likelihood methods. Here we use logit analysis to investiga te re• 
lationships between selected socio-demographic variables and the 
probability of unemployment. 

Some brief comments on the statistical and definitional problems 
of the variables used in the analysis are necessary before we tum 
to the results. 

(a) Sex. Dummy variables with the value of one and zero for
males and females, respectively, are used. 

(b) Origin. The dummy variables for migrants and non
migrants have values of one and zero, respectively. 

(c) Education. Either the number of years of schooling 24 or 
a set of dummy variables is used to account for passible non
linearities or discontinuities in the function. Dummies are usee:l 
for incomplete primary, complete primary, secondary and university 
education. Since the dummy for illiteracy is the variable excluded, 
the coefficients of the education variables relate to the additional 
probability (over illiterates) associated with a given Ievel of 
schooling or educational attainment. 

(d) Age. This is measured by years of age. A quadratic of this 
variable is used in some estimates to allow for nonlinearities related 
to life-cycle expectations of unemployment. 

(e) Income. The use of total family income is precluded by its
dose correlation with the employment situation of family mem
bers. Even in the absence of any association between family social 
background and wealth and the probability of unemployment, 
we would still expect to find a strong correlation for the simple 
reason that families with unemployed members tend to have lower 
incarne, ceteris paribus. To avoid this problem, we measure income 
by the sum of earnings of other family members, i. e. by the 
family's non-wage income. This measure also presents simultaneity 
problems and clearly must be treated circumspectly . The unemploy
ment of one or more members will affect family income and so 
influence family labor-supply decisions, since the other family mem
bers are likely to attempt to compensate for the consequent loss of 
income. This incarne effect will give a bias towards a pasitive 

24 A! the infonnation in the C-P file is by coune rather than by ycan of 
schooling, we assigned valucs to each levei equivalcnt to the numbcr of ycan 
formally rcquired to rcach each onc. Thc values for cach levei are: illileracy 
(O), incomplctc primary (2). complete primary (4), incomplere sccondary, finl 
cyclc (6), complete secondary, firs1 cycle (8), incomplere secondary, sec:ond cyde 
(9.5), complete sccondary, second cycle (li), incomplele univenily (l!), com• 
plerc univcrs.i1y (15). 
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relationship between unemployment and the earnings of other family 
mcmbers. 25

(f) Family size. This variable is included for two reasons.
First, i( income is to serve as a measure of rela tive poverty, i t must 
be related to family size and, secondly, some conu·ol for "voluntary" 
unemployment is needed . Larger families with more children are 
likely to attach greater value to work in the home, and secondary 
family members can be expected to conduct job search less intensively 
and bc more selective in terms of market work schedules. 

3 . 4 - Results 

Estimatcs of logit functions for ali secondary family members, males, 
and females are shown in tables 9, 10 and 11, respectively. 

The estimated logit coefficients and respective t-ratios (based 
on asymptotic standard errors) are shown in the odd-numbered 
columns of each ta ble. 26 The effect of a uni t change ( calculated
at the mean) in each explanatory variable on the probability of 
unemploymcnt is prcsented in the even-numberecl columns. The like
lihood-ratio statistic for the test of the hypothesis Ho:Bj = O for 
ali j = 1, 2. . . (corresponding to ali explanatory variables) is also 
pi·esented.27 As these statistics are highly significant in ali equations, 
the hypothcsis Ho is rejected. Coefficients with a negative sign 
indicate an inverse relationship between the associated variables 
and the probability of unemployment, ceteris paribus. The four 
versions of the Iogit functions are distinguished by the inclusion 
of a quadratic term for age (colummns 3 and 7) and the use of dum
mies rather than number of years of schooling as the educational 
variables (columns 5 and 7). 

lf we turn first to the results for both sexes (table 9), the 
negative coefficiem of the dummy variable for males suggests that 
females do face discrimination in the labor market. The marginal 

2li This bias is likely to be of minor importance since the analysis of unem
pio) ment is concernecl with secondary family members alonc. :'.\lorcovcr, an 
earlier study of the C-P data indicatcs that the supply of labor of heads of 
household, the principal sourcc of family earnings, is relatively inclastic .. D.
Oliveira, "Estimating a Labour Supply Function, the Ca5e of Brazil," Workmg 
Papcr, Centre for thc Economia of Education, The London School of Economies 
and Political Science, 1975. 
20 Thc 1-ratios, which are shown in parentheses belm� thc cstimated logit 
coefíicients, have a normal distribution given the si2e of the samplc. 
�7 This statistic has a chi-souare distribution with as many dcgrccs o( frecdom 
as thc numbcr of exogcnous ·variablcs. 
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Table 9 

Logit Analysis: Probability o/ Unemplo-yment of Seconda!"J Family Mcmbers o/ Both Sexes 

A,·t!raae or Lo11it Ma111innl Logit Margin"I Lo11it J\farginal Loait Marginal 
Vorioble Proportion Coollieient E!foct• Coo!licicnt Ef!cct Coollioiont Ef!oct Coefliciont E!lecl 

(1) (2) (3) (4) (li) (6) (7) (8) 

Su (llfaleo - 1) .487 -.357i ... -.0501 -. 3.'i57'" -.0385 -. 2805'" -.0385 -.2R45' .. -.0343 
( 3.60) ( 3. li3) ( 2 .84) ( 2.85) 

Yonra oi Schooling 5.853 -.1175' .. -.0165 -.10-15 ... -.0113 
( 6.10) ( 5. 37) 

Primory: lnco1oi,loto .IH -1.05�8'" -.1456 - 0�81'" -. 1156 

Primary: Complete 
( 3.35) ( 3. 09) 

.317 -. 0781 ... -.13H -.8376'" -. 1010 

Sttoodary 
( 3 10) ( 2.70) 

.431 -1.1804"0 -.1622 -1.0247••· -. 1236 

Unh·l'rtiily .056 
( 3.82) 
-2, 7427 ... -.3708 

( 3.38) 
-2.4801· .. -.2001 

A!:<' 24. R54 
( 4. 50) ( 4 17) 

-.1oos•u -.0141 -.2-155•u -.0131 -.1031••· -.0142 - .2530''' -.OHO 

A10 S.1uared 
(li. 5.1) (10. 33) (11 .30) (10.62) 

0(125' .. .0026' .. 

Inronu� oi Otber l'nm· 
( 7. 26) ( 7 .58) 

ily Memb,111h 1. 104 -. J91o•n - 0208 -.1781' .. -.0193 -. 271•1 ... -.037!1 -.2·150' .. -.0207 

Family Sizc 
( 2,0,1) ( 2.80) 1 4.05) ( 3. 76) 7.0M .0310' .00�3 .0253 .0027 .0368'" .0551 .0297' .0030 

OriRio (Miarout 
( 1.1!0) ( 1.52) ( 2 24) { 1. 78) 

1) ,470 -.4101 ... -. 057 5 -.4107 ... ,0-144 -.:1824''' - 0525 - 384li ... -.04M 

Co1111tant Tcrm 
( 4. 10) ( 4.()0) ( 3.81) ( 3 78) 

1. gl},.qç••· a.781s••• 2.4509 ... 4. 2ono•n 

Likelil,ood Rotio T,.I(}.) 
( 0.YS) ( 0.33) ( 5 RI!) ( 8, 51) 
370.1 404 .4 �62 2 3!)9 .68 

Numbcr of OhM:-n•atione 
( 6.00) ( 7.00) ( 9.00) (10. ºº'

1900 1900 1900 1000 

. l!:,·aluatcd aL ■nrnple mea.na . 

lncom• liaurea in Cri 1 000. 
. 8igníriennt nt lhe 00% lcwcl. 

10 Sia:ni!k-ant ai lho 96% lovol. 
... Sisoi!iaenL ■t tbo 00% !ovei. 



<D 
Table 10 ()D 

Logit Analysis: Probability of Unemployment of Male Secondary Family Members 

Avrraae ar La1it Marainal Logil Ma111ina.l Lo1it Marainal Lo1it Mal'llinal 
Variable Proportion Coellioient Ellect Coellicieat Elleat Coelíicicnt Elloc,t Coellicieat Elloct 

(1) (2) (3) (4) (5) (6) (7) (8) 

Yu.n oi Schaolina: 6.3UI -. U30""' -.0106 -. )270•-- -.0159 
(4 .68) (4 .04) 

Prim.ary: Jacamplelo .186) -l, 1624"' -. 1721 -1.0324"' -.10211 
(2.29) 

Prlm.ary: Complete .381) - .8300' -,12�3 -. 6"180 -.1024 
(1. 70) (1.38) 

Seeondary 4.10 ) - 1.4638 ... -.2162 -1.2632· .. -. 1903 
(2.80) (2 .62) 

U.aivuaity 

A1e 22.434 -.1108 ... -.0152 -.2026• .. -.0181 -.1174'º -.0174 -.31021 .. -.0242 
( 22.37 ) (7. 32) (8.61) (7 .66) (8.73) 

A1e Squand 503.28 .0033 ... .0035 ... 
(600.44 J (7 .00) (7 .08) 

lncome oi 01bor Fam-
ily Memb.,. 1.054 -.2617'" -.0358 -.2627'"' -.0328 -.2sso•u -.Ol28 -.2783 ... -.0-136 

.978) (2.51) (2.82) (2.88) (2.63) 
Famib• Size 7.40S .0170 (.0024) .0138 ( .0017) .0151 ( .0022) .0008 .0015 7.49) ( .80) ( .04) ( .08) ( .42) 
Origi,i (llfi1rnnt - 1) . 423 -.6886 ... -2.0942 -.7096· .. -.0887 -.8638'" -.0983 -.6818'" -.1075 .421) (6.19) (5.20) (4. 00) (4.64) 
Co111tanl Term 2. 181''" 4 .3919º' 2.8072"' 5.0448'" 

(5.40) (7.S7) (4.41) (8. 70) 
Likelihood Ratio Teot (li) 178.7 207.1 160,2 191.4 

(6.00) (6.00) (7 .00) (8. 00) 
Number oi Qb.,n•ation.a 928 028 881 881 

Not .. : S... table 9. Tbe a,·eraa:;ea or proporti1J11• •l1<1·,·n in parenlheaea refor only lo lhe oubaample Ih nt ucludea tho!e witb univenity cducntion. 



Table l] 

Logit Arzalysis: Probability o/ Urzemployment o/ Female Secondary Family Members 

Avera«;e or Lo1it Marainal Lngit Marginal Logit llfar11inal L011it MaraiDal 
Variable Proportion CoollioioDt Ellect Codliolont Ellec,t Coelficient Ellect CoellieieDt Ell•ct 

(1) (2) (3) (4) (5) (6) (7) (S) 

Yean oi Bchooling 6.365 -.0973· .. -.0133 -.osso•u -.0119 
(3.91) (3.55) 

Primary: Incompleto .150 -. 8524 .. -.1127 -.872800 -.0999 
(2.26) (2 .14) 

Primary: Complete .271 -1.1364"' -.1503 -1.0662"' -.1220 
(2.84) (2. 70) 

Secondary .466 -. 8714 .. -.1153 -. 778400 -.0891 
(2.10) (1.08) 

Univenity .071 -2.1123000 -. 2704 -1.0318"' -.2211 
(3.26) (2.08) 

Age 27 .168 -.ooso••• -.0131 -.2001■-• -,0143 -.0902 ... -.0127 -.21158 ... -.0123 
(8.00) (8.07) (8 .47) (6.20) 

A11e 8Quared 1.270 .CKJ19•u .0020'" 
(3. 71) (3.08) 

Inoome oi Other Fam• 
ily Memben 1.270 -.1453' -.0108 -.1310 -.0716 -. 27,43■u -.0383 -.2490"' -.0285 

(1. 76) (1.60) (3 .OS) (2.83) 
Family s;.., 8.639 .052500 .0072 .0460' .0062 .0817· .. .008� .0535" .0061 

(2.18) (1.80) (�.58) (2. IS) 
Oriain (MIIIJ'&nl-1) .51� -.1210 -.0166 -.1101 -.0148 -.0803 -.0106 .0706 .0081 

( .86) ( .77) ( .58) ( .48) 
Can■lant Tonn 1.4217 2 .8804··· 1.861.f••· 3 .3812"' 

(3.79) (6 .00) (3.38) (4 .87) 
Llkelibood RAtio Teot (}.J 200.2 209,6 200.1 210.0 

(De1reeo oi Frefldom) (5. 00) (6.00) (8.00) (9.00) 
Number ofOboorvalion■ 972 072 972 072 

:@ Notai: 8ee lablo O. 



effect inclicates that males have a 3.4-5% lower probability of being 
unemployed than fcmales, other things being equal. 

As the high l-ratios clemonstrate, age is an extremely significant 
variable for ali three groups (tables 9-l l). Morcover, the quadratic 
term o[ Lhe age variablc is significam in all versions where it is 
used. The eUect of this term is more pronouncecl in the case of 
males, where its introcluction also raises the significance of the 
nonquadratic term. This result lencls support to the hypoLhesis that 
there is a nonmonownic relationship between age and the probability 
o[ unemploymelll. The respective signs o[ the quadratic anel 
nonquadraLic terms for age suggest that, although the probability of 
unemployment climinishes as age increases, a point is subsequently 
reached where this relation is reversecl.28 The marginal effect of 
age on unemployment is also slightly larger for males (l.5-2.4%) 
than females ( 1.2-l.4%), 

The eclucaLion variable, when defined as Lhe number of years of 
schooling, contributes significantly to all the functions estimatcd, 
anel the negative coefficients indicate that the probability of 
unemployment declines wiLh education. Differences between males 
anel females in thc marginal e[fect o[ further years of schooling 
on Lhe probability o[ uncmployment are slight. SubstituLion of the 
Iour dummy variables for years of schooling does not modify these 
results, anel, in general, both males anel females with eclucation are 
Iess likely to be unemployed than illiterate workers. However, there 
are inclications that this relation is not monotonic with rising leveis 
o[ eclucation. Thus, for females, secondary erlucation contributes 
rclatively less to reducing the probability o[ unemployment than 
the attainment of other eclucational leveis. 

ln the case o[ males, the absence o[ unemployment among 
university gracluates complicates the use o[ dummy education 
variables. The absolute value o[ the dummy for university education 
will tencl toward in[inity, posing a serious problem o[ nonconvergencc 
for our iterative maximmn likclihoocl computing method. ln such 
cases, the solution involves partitioning the sample by the offencling 
,·ariable, as Nerlm·e anel Press have show11. �u Accordingly, the esti
mates in columns (5) :mel (7) of Lable 10 are obtainecl by exclucling 
university graduates from the sample. Thc estimated probabili ty 
function is consequently conditioned on the even t that males do 
not haYe uniYcr�ity cducation. Thc clmnmy education variables for 
males again imply a negative but nonmonotonic rclation between 
leveis of education and the probability of unemployment. The dum-

28 Thc minimum points of thcsc functions, whcrc thc probability of uncm
ploymcnt bcgins 10 risc dircctly with age, wcrc calcnlatcd as approximatcly 45 
and 5-1 ycars for males and fcmalcs, rcspcc1ivcly. 
�o Ncrlovc and l'rcss, 
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my for completed primary education is less significam than the 
other education dummies; moreover, the variable has a lower mar
ginal effect on the probability of unemployment than the dummy 
for incomplete primary education.3° 

lt is evident that the coefficients of the education variables 
are generally less significant when dummies are used rather than 
years of schooling. These differences could well be due to multi
collinearity between the income va.riables anel the dummy e<lucation 
variables. ª1 Since the educational levei of individual family mem
bers is likely to be strongly correlated, we would expect a rela
tively high correlation between the educational status of one mem
ber and the combined earnings of other family members. vVith this 
caveat, lhe rcsults reveal an inverse relation between education 
anel the probability of unemployrnent. This conclusion emerges more 
clearly when education is defined as years of schooling. ln general 
terms, lhe evidcnce for Belo Horizonte gives qualified support to a 
bumping-down model of the labor market. 

The income variable has uniformly negative coefficients, de
spite the positive bias introduced by the simultaneity problems 
discussed earlier. These results suggest that socio-economic status, 
taking family incarne as a proxy, influences the probability of 
unemploymenl. Despite some multicollinearity in relation to age 
anel eclucation, the income variable is significant at the 10% levei 
in ali but one equation. This problem becomes more evident when 
the quadratic term for age is introduced anel probably reflects the 
tendency for members of poorer families to enter the labor force 
at a younger age, when the probability of unemployment is greater. 3� 

The variable for family size is only significant for female 
secondary family members, anel the positive coefficient suggests that 
there is some ,·oluntary unemployment in this group. Conversely, 
this variable is clearly negligible in the case of males, possibly due 
to their more limited role in domestic work, particularly child 
care. 

The data on migration refer to Iife-time migrants anel thus 
tend to be biascd by the inclusion of the "survivors'' of the migratory 
process. ,,vith this strong qualification, the uniformly negative 

30 The marginal effects of complete :md incomplete primary education are 
12.4% and 17. 2%, rcspcctively (table I O, column (6]). 
31 This scems to be particularly so for femalcs, whcre thc introduction of 
dummy education variablcs is accompanied by relatively 111arked increases in 
lhe significance of lhe incarne variable (table li). 

3!! Of lhe 14-17 year age group in the labor force, 42.4% has a per capita 
family incarne of one-quar tcr of lhe minimum wage for Belo Horizonte. This 
proportion rises to 75 .3% if a per capita family incomc of oll<'•half or Ir�< 
of thc official minimum is considcred. 
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variable conflicts with the assumption that migrants are less well
informed about employment opportunities and have greater difficulty 
in finding jobs than nonmigrants. This hypothesis needs more 
rigorous analysis using data which distinguish the length of time 
that migrants have participated in urban labor markets. Finally, 
whereas the migration variable is highly significant for males, with 
a strong negative marginal effect on the probability of unemployment 
(9-IO%), this is patently not so for females. This result is puzzling 

and requires clarification. 

4 - Conclusions 

The institutional structure of urban labor markets makes it 
imperative to qualify the low rates of unemployment observed in 
Brazil. Moreover, comparison with unemployment in advanced 
economies is hazardous since institutional differences strongly 
influence relative private costs of unemployment. 

The PNAD and C-P surveys both reveal that open unemploy
mcnt is an important dimension of the overall problem in Brazil. 
However, in the absence of effective unemployment insurance and 
family-income-maintenance systems, the incidence of open unemploy
ment is primarily restricted to young secondary family members. 
The evidence on this point is ovenvhelming, even when allowance 
is made for the probable existence of some "voluntary" unemploy
ment in this group. 33 This recommends that analyses of urban 
unemployment in developing countries distinguish between the labor
market behavior of heads of households and secondary family 
members. 

The empirical estimates for Belo Horizonte broadly confirm 
conventional theoretical statements concerning the relationships 
between unemployment and the socio-demographic attributes of the 
labor force. 

\Vith other variables held constant, age easily emerges as the 
most significant variable, and there is some evidence that the re
Iation with unemployment is nonlinear. This finding is consistent 
with the high unemployment rates of young workers. This problem 
seems particularly acute for members of poorer households, presum
ably because they tend to enter the labor force at a younger age. 

83 Thc tenn "voluntary" unemployment is U5Cd here to indicate that the in
tensi ty with which individuais look for work varil'!. This revcals onc of the 
main limitations of conventional mcasurcs of "involuntary" unemployment. 
For 1he empirical measurcment of unemployment 10 more closely approximate 
theoretical concept.s, it would be necessary 10 incorporate some measure of the 
intensity of job search. This problem is particularly troublesome in the case 
of survey data, as claim• related lo job scarch are virtualJy impossible to verify. 
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Rising rates of juvenile crimt: and vagrancy in the major urban 
centers offer harsh testimony to the neglect of youth employment 
issues in Brazil. 

The concentration of unemployment among low-income families 
is reflected in our estimates, which yield a strong inverse relation
ship between unemployment and family incarne, ccteris paribus, 
with uniformly negative coefficients. Migrants do not appear to be 
at a competitive disadvantage with nonmigrants in the Belo Hori
zonte labor market, though this result is severely qualified by the 
use of life-time migration data . 

The PNAD and C-P surveys offer interesting evidence on the 
relation between unemployment and education. At first glance, both 
sources suggest that an inverted U-shaped curve describes the re
lationship between unemployment rates of the total labor force 
(including secondary family members) and the levei of education, 
with the highest unemployment rates occurring among workers in the 
secondary education category. Such a finding would provide prima 
facie evidence for a model of the labor market with a rigid wage 
structure and also be consistent with the view that the education 
system alienates educated workers from manual, unskilled jobs. 
However, the estimates for Belo Horizonte show convincingly that 
this interpretation is unwarranted. The inverted U-shaped curves 
seem to derive primarily from the growth of the public-education 
system since the mid-l 960s. The levei of education of workers in 
the younger age groups, where the incidence of unemployment is 
heavily concentrated, exceeds the average of the total labor force. 
Furthermore, the results of the logit analysis yield an inverse relation 
between unemployment and education . This is consistent with a 
bumping-down, flexible-wage-structure model and accords with our 
expectations about urban labor-market behavior. 

The broader significance of this analysis arises from the evi
dence of two striking features of urban labor markets in Brazil: 
the concentration of open unemployment among young secondary 
family mem bers, and, within this group, the significantly higher 
unemployment rates of workers from low-income households . ln 
Belo Horizonte, 75% of the unemployed secondary family members 
come from households ,vith per capita monthly family incarnes of 
one-half the official monthly minimum wage or less. This wage is 
frequently regarded as the official poverty line or threshold. The 
post-1972 decline in economic growth has disturbing implications 
both in terms of the magnitude of open unemployment and its 
differential impact on young workers from poor families. On the 
evidence for Belo Horizonte, it is likely that Brazil's major industrial 
conurbations will face mounting problems of youth unemployment, 
which already constitutes an important dimension of urban poverty. 
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Mai·celo de Paiva AbreZL 

foreign debt policy, 

"We shall never be able to move again unless 
we can free our limbs from these paper shackles." 

- J. 1\:1. Keynes

l - Introduction

This is a shortened version of a longer paper on the Brazilian 
policy concerning foreign-held public debt during Vargas' first period 
of government, anel on the successive negotiations between 1931 anel 
1943 to reduce the �ervice on this debt. 1 

During the lhinies anel early forties, one of the major problems 
(acing economic policymakers in Brazil was how to deal with 
the public foreign debt. On the one hand, measures had to be taken 
to smooth the adjustment of the economy as a whole to the almost 
complete cessation of the substantial inflow of foreign capital which 
had characterizecl the earlier period. On the other hand, ways to 
service the outstanding debt had to be chosen, given the chronic 
scarcity of Ioreign exchange . 

This paper is basically an evaluation of the latter set of 
policies. The second section is mainly a definition of the public 
foreign debt problem in 1931. The third traces lhe negotiations 
between 1931 and I 943, as well as assessing their results from the 

• \Vhile writing the Cirst version of this paper, which was presented at lhe 
Symposium on Foreign Investment and Foreign Finance in Latin America hcld 
in Cambridge in ]une 1974, thc author was on leave from IPEA to do graduatc 
work at Clarc Hall and the Faculty of Economics and Politics, University of 
Cambridge. He hcld a tcchnical assistance fcllowship from the Overscas De\'elop
ment Administration for part of thc period during which rescarch in the Public 
Record Officc was undertakcn. Hc th:mks Mr. W. Fritsch, l\lr. A. Sochaczewski, 
Dr. D. Van Arkadie and Dr. J. Wells for their comments on a preliminary 
version of this papcr.
1 By public foreign capital is meant the foreign-currency bonds (loatcd by 
Brazilian publlc authorities and held by privatc foreign nationals. It doc:s not 
include direct gm·ernment financing during the Sccond World War. 
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point of view of the three main parties: Brazil, Great Hritain and 
the United States. Some consideration is also given to Anglo
American rivalry in this field and to its impact on Brazilian policy. 2

The fourth section is an attempt to judge Brazilian foreign-debt 
policy for the period as a whole and to relate it to internai economic 
condi tions. The consequences of the l 937 total default are examined 
in some detail. The last section is more speculative than the rest 
of the paper because of the scarcity of useful literature on the 
domestic economy of the day. 

The major primary sources were the records of the Foreign 
Office and the Treasury papers deposited in the Public Record 
Office, and the surviving records of the Corporation of Foreign 
Bondholders (CFB). Since Brazilian and American primary sources 
were not used - except for the State Department documents printed 
in Foreign Relations of the Vniled States - it is Iikely that the 
paper suffers from excessive reliance on British sources _ 

2 - Sources of public foreign capital 

Britain's dominance as supplier of capital to the Brazilian authorities 
was challenged only after the First World War_ Between 1915 and 
1930, Brazilian public loans placed in London amounted to f 54. 3 
million, while those placed in New York totaled f 86. 5 million. 
The American contribution was larger than the British at ali 
leveis (federal, state and município) except in the case of coffee 
loans, where the British stake was more than three times the Ameri
can, since the U. S. government held coffee valorization to be 
against the American national interest- s 

2 Thc participation of lhe French in thc negotiations is not dealt with because 
franc loans accounted for a small proportion of thc total Brazilian debt. ln 
addition, the Brazilian government considercd thc Frcnch dcfcat in 1940 suCfi
cicnt reason not 10 resume service paymcnts and 10 leave a ncw selllemcnt until 
after the war. On this, Sl'e Ministério da Fazenda (MF), Divida Externa: Com
promissos Brasileiros em Francos, 1888-19-'7, Finanças do Brasil, vol. 20 (Rio de 
Janeiro, 1957). 

A description of lhe negotiations (up to the outbreak of the war) from 
an American point of view is that by D. Giffin, "Thc Normal Years: Brazilian
Amcrican Rclaúoru, 19!1'0-1939" (Ph. D. disscrtation, Vanderbilt University, 1962), 
chap. 3. Howcver, only American sourccs, and primarily the documents printed 
in u_ S., Departmcnt of State, Foreign Relations of the Unitcd States (FRUS) 
are used-
a ln 1925, for instante, the State Depanment informed American bankers that 
it would not approvc a bond issue for lhe slate of São Paulo which was to bc 
sold in New York. See B. H. Williams, Economic Foreign Policy o/ tlze United 
States (New York: McGraw-Hill, 1929), pp. 94 and 400-403. British rcluctance 
to supply capital to incrcase cofíec stocks was limited to Rothschilds' refusal to 
bccome involved with the first valorization Joan. After thc war, Schroeders and 
Lazards were hcavily engagcd in coffee loans_ 
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At the end of 1930, British Joans stilJ accounted for 64.5% of 
the total outstanding Brazilian public foreign debt. American loans 
answered for 30. 3%, and French loans for most of the residual 
(see table I). The con tinued British preeminence 4 - in stock 

Table I 

Nominal Out.standing Public Foreign Debt, 1929-1915ª 

([, Million) 

Year Stcrling Dollar Frnnc Guildcr Total 
Loans Loans Loans Lo11ns 

1929 153.2 70.9 12.4 1.0 237.5 
1930 163.0 76.6 12.4 .9 252.9 
1931 156.7 107.6 17.6 1.1 283.0 
1932 154.8 109.5 18.0 1.0 283.3 
1933 161.2 73.9 19.7 1.0 255.8 
1934 162.2 76. l 22.8 1.1 202.4 
1935 160.4 75.2 22.5 1. 2 25!!.3 
1936 157.9 74.5 16.0 .9 249.3 
1937 156.4 71.4 11.4 .9 240.l 
1938 156.3 76.4 9.4 1.0 243.l 
1939 156.3 90.7 9.5 1.1 257.6 
1940 152.7 82.5 3.5 .6 239.3 
1941 )50.8 78.9 3.5 .6 233.8 
1942 146.7 75.5 3.5 .6 226.3 
1943 145.0 71.4 3.5 .6 220.5 
1944 119.5 59.5 3.5 .6 183.1 
1945 110.9 54.3 3.5 .6 169.3 

Sources: Ministério da Fazenda (MF), Dfuida Externa, 18f4-1945, Finanç8.9 do 
Brasil, vol. 19 (Rio de Janeiro, 1955); Leagne of Nations, Stafülical 
Yearboolc, v11rious ycars; Monthly Bullc!in 27 (Jun e 1946): 253. 

• Since the figures were converted to pounds sterling, year-t&-year va
riations in the outstanding debt may be the result of real variations 
in the debt itself, of exchange-ratc variations (i.e. sterling in relation 
to other currcncios), or of both. 

4 A few slcrling loans wcrc floarcd not in London, but in othcr Europcan 
financial ccntcrs; howcvcr, thc sharc of thc Jattcr in lhe lota) dcbt was ncgligi• 
blc. On thc othcr hand, many slcrling bonds wcrc hcld outsidc Brirain, notably 
in Portugal, whcr� Brazilian bonds amoun1ing 10 at lcast f 15 million (nomi
nal) and possibly [. 50 million (nominal) wcrc hcld in rhc carly thirties. 5cc J. 
E. Dias Costa. A Moratória Brasileira e a Economia Nacional (Lisbon, n. d.), 
p. 2; A. C. Miranda, O Bra.<il: As Sua, Divida.< Externa.< ,: os Interhsu Portu
guesu (Porto, 19!14) , p. 18. Thus, while thc in1erchangeable use of the terms 
"ncrling loans" and "British loans" is not slrictly accuralc, it is acceptablc 
sincc thc non-British sterling bondholdcn had no say in thc ncgotiations. Dc
spite thc prcsencc of a representativc of lhe Portuguesc bondholden in 1954, the
Brazilian govcrnment tcnded to agree with a Jeading British o!fidal that "no
body necd take thc Portuguesc scriously". Nicmcyer to Waley,. 15 March 1954, 
Foreign Office (FO) !171/17481, A22l 4/147/6. 
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terms - is cxplaincd hy the relatively longer terms of the British 
loans, and by Brazil's suspending amortization of loans covered by 
the 1898 funding Ioan from 1898 to 1910 and of Ioans includecl 
in the 1914 funcling Ioan from 1914 Lo 1927. 

The fact that the amount owecl to Britain was more than twice 
that owecl to the Unitecl States, at a time that Britain was declining 
as a tracle partner of Brazil, 5 is of paramount importance to a full 
unclerstanding of Anglo-American rivalry in Brazil during the thirties_ 
\Vhile the Americans tendecl to adopt a relatively conciliatory stand 
regarcling financial negotiations and to concentrate on maintaining 
their position as Brazil's major trade parmer, the British were re
latively resigned to their waning commercial importance. This 
became especially clear after the Ottawa Conference of l 932; Britain 
left very little room for concessions to Brazilian imports and 
sought to maximize Brazilian financial payments. 

The British position was also quite different from the American 
in another respect. The British hacl a more imporlant stake in 
the better-secured federal and coffee )oans. 0 Moreover, their Io:ms 
generally carried Iower rates of interest and Iighter sinking-fund 
provisions than Lhe American loans contracted in the twenties. This 
is clear from the data presented in table 2- ln 1930, the service 
(interest plus amortization) on American Ioans corresponded to 

more than 35% of the total debt service, but the American share of 
the total omstanding clebt was only 30. 3%. 7 These imbalances were 
lo become major sources of conílict between the creditors during the 
ensuing negotiations. 

6 Britain's share of Br:izilian imports declincd from roughly 30% in lhe first 
dccadc of lhe century to 20% by the late twenties, while its share of exports 
fell from 20 to 5%. 

o ln 1930, lhe British stake was 71.6% of lhe outstanding federal debt, 17 .1% 
of the state debt, 42.5% of lhe município debt, and 78.2% of the coffee debt. 
1 The conventional sludies of the Brazilian public foreign debt, in restric1ing 
analysis lo outslanding debl and legisla1ion, do not pay due attention to thc 
flow of paymcnts over lime. Sec MF, Divida Externa, 1824-1945, Finanças do 
Brasil, vol. 19 (Rio de Janeiro, 1955); :md C. Souza Lemos, Divida Externa: 
Andli.se, Legillação e Documentos Elucidativos (Rio de Janeiro: Imprensa Na
cional, 1946). Some other sludies are based on unrcliable data. D. Avramovic, 
for example, USf'S information on theoretical rather than aclual service in 
Debt Seroicing Capacily and Post-War Gruwth in Intcrnational lndebtednes.s 
(Baltimore: Thc Johns Hopkins Press, 1958) . 

British suspicion concerning the banking mcthods prevalent in New York 
during the late twenlles was not gronndlcs.1. With regard to lhe qualily of 
the foreign bonds issued in lhe United States over the dccade, Mintz suggests 
that "a large number of foreign loans ... wcre mistaken ex ante, i. e. had 
they been carefully wcighed in the light of then prevailing conditions thcy 
would never have becn granted'". See I. Mintz, Dt:lt:rioration in the Quality o/ 
Foreign Bond.s l.ssued in t/Je United States, 1920-1930 (Ncw York: Nalional 
Bureau of Economic Research, 1951), passim. 
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Ycar 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

Table 2 

Public Foreign Debl Service, 1929-1945ª 

([ Million) 

Stcrling Dollar Fmnc Guilder 
Lon.ns Loans Loans Loan� 

10.5 6.4 . 1 .2 

12.0 7.0 .5 .2 

10.4 9.0 .7 .3 

4.7 1.9 . 1 

4.7 1.1 .4 

3.8 1 .6 1.6 

4.6 2.4 .4 

5.0 2.7 .3 

5.3 3.0 .2 

2.0 1.4 

2.4 1.6 

2.5 1.5 

2.4 1.5 

11.2 7.6 

6.5 4.3 

Total 

17.3 

Hl. 7 

20.4 

6.8 

6.2 

7 .1 

7.5 

7.9 

8.5 

3.4 

4.1 

4.0 

3.9 

18.8 

10.8 

Sources: 19B9-19S7: MF, Uniao, Estados e Munictpios (Rio de Janeiro, 1938). 
1988-1945: Instituto BrMileiro de Geografia e Este.tlstica (IBGE), 
Anuário Estatfstico do Brasil, ve.rious yee.ni. Exchange rala: League 
of Ne.tions, Statúitical Yearbook, ve.rious years. 

• It is not clear whether these de.ta include the special redemptions 
(tote.ling S:. 6.1 million e.nd USS 22. 2 million e.t nominal values) re
ported in the Retrospecto Comercial do Jomal do C'ommercio between 
1940 and 1943. 

By early 1931, Brazil had completely exhausted its gold and 
foreign-exchange reserves, and accumulated an overdraft of [, 6.5 
million wi th Rothschilds. lt was therefore obvious that the country 
could not continue full service on the foreign debt, as this would 
absorb an intolerably large share of the "total inflow" (as defined 
in table 3 below), even disregarding the likely flight of private 
foreign capital. Thus, service payments had to be adjusted to the 
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Table 5 

Public Foreign Debt and Selected Data. on the Brazilian Balance oj Payments, 1925-1945ª 

([_ Million) 

Net Net Inílow Debt Sen·icc Trade Balance 
Debt Service as% of Plus Net Debt Trade Amount Relat�d to ILS % of Total Inílow Inílow Rolated 

Year Service Balanceb of New Public Foreign Trade Balance to Public Loans Debt 
(F) = (A)/((B) + (C)J Foreign Debt 

(A) (B) (C) (D) .. (C) - (A) (E) "' (A)/(B) (G) - (B) + (D) 

1925 10.2 18.4 3.0 - 7.2 55.4 47.7 11.2 

1926 11.6 14.4 25.8 14.2 80.6 28.9 28.6 

1927 13.3 9.1 24.0 10.7 146.2 40.2 19.8 

1928 16.9 6.7 23.5 6.6 252.2 56.0 13.3 

1929 17.3 8.1 2.5 -14.8 213.6 163.2 - 6.7

1930 19.7 12.1 18.0• - 1.7 162.8 65.4 10.5

1931 20.4 23.7 -20.4 86.1 86.1 3.3 

1932 6.8 20.7 - 6.8 32.9 32.9 13.9

1933 6.2 11.3 - 6.2 54.9 54.9 5.1

1934 7. 1 16 .1 - 7.1 44.1 44.1 9.0



1935 7.5 9.1 

1936 7.9 17.8 

1937 8.5 3.3 

1938 .1 

1939 10.0 

1940 3.4 

1941 4.1 15.0 

1942 4.0 35.1 

1943 3.9 31.3 

1944 18.8 32.5 

1945 10.8 43.5 

- 7.5

- 7.9

- 8.5

- 3.4

- 4.1

- 4.0

- 3.9

-18.8

-10.8

82.4 

44.4 

257.6 

27.3 

11.4 

12.5 

57.!l 

24.8 

82.4 

44.4 

257.6 

27.3 

11.4 

12.5 

57.9 

24.8 

Sources: Table 2; IBGE, Anuário Eatalf.atico do Brcuil, 1947; MF, Dl11ida Externa, 18tl,-19J,5, pllSSim. 

1.6 

9.9 

- 5.2

.1

10.0

- 3.4

10.9

31.1

27.4

13.7

32.4

• Although consídcration of foreign priva te capital inflows would bc relevan t, this is prcclnded by Jack of reliable 
data for the period. 

b The "trad&-balance" conccpt used (cxports FOB less import.s C[F) Í3 tho.t employed by tho negotiators in the per
iod under study when determiníng the country's capacity to po.y. It is notas mi.sloading as might o.ppear at first signt, 
for thc Brazilian sharo in shipping, insurance, etc. wo.s ncgligiblo. Paymenf.:! related to thcse itcms ranged from 
11.9 to 13.5% of CIF import values in "normal" years, and rosc duríng tho w11.r to 26.2% in 1945. Tho usual 
trado-balanco conccpt would produce rolatively higher values, cspccíally for tho war y011ors. (Seo IBGE, Anuário 
Eatmútica do Braail, 1947, p. 306). Compari.son of the Bro.zilian statístics and those of ita major trado pnrtners 
suggcsta tbat tbo formar consistently underestimato tbo Brnzilinn trade surplus, ospecinlly for the lato twenties. 

- • R, 18.4 million of 1931 funding bonds were issuod betwcen 1931 o.nd 1934. Howcvcr, given the purely accounting
::: nature of thcse oporatíons, the corresponding values aro not íncluded in column (C). 



economy's reduced capacity to generate foreign exchange. 8 The 
inevitability of default stands out when it is noted that, if the 
contractual debt had been fully serviced in 1932, the outlay would 
have exceeded even the considerably increased trade surplus resulting 
Erom an appreciable drop in im ports in that year. 0 

The readjustment process was gradual. A partia! three-year 
funding Joan was negotiated in 1931; in 1934 a four-year scheme of 
reduced payments was agreed upon; in 1937 Brazil defaulted com
pletely; and, finally, in 1943 an agreement was reached concerning 
permanent settlement of the Brazilian public-foreign-debt question. 

3 - Foreign-debt service: negotiations and unilateral 
decisions, 1931-1943 

3 .1 - 1931-1933 

On l September 1931, the Brazilian authorities decided to suspend 
sinking-fund payments on ali foreign loans except the fundings. 

8 This does not take into account the foreign-exchange cover required for 
trans(ers relatcd to dircct foreign investments in Brazil and for private remit
tances, together estimated to total [. 20 million. �e MF, Relatório Apre.sentado 
pelo Ministro Oswaldo Aranha. Exposição Relativa ao Perlodo de 3 de Navem
bro de 1930 a U de Novembro de 19JJ (Rio de Janeiro, 1933), p. 81. The eco
nomy's capacity to pay was al!o limitcd by the fall in public revenues associated 
with the Depression. The pre-Deprcssion intemational cconomic system and 
the cyclical rccurrence of transfcr problems are cxamined by Nurske: "The 
variability of foreign lending has tcnded in the past to aggr:ivate particularly 
the fluctuations in the balance o( payments o( primary producing countrics . 
Capital has usually becn auracted to thcse countrics at times whcn their cxport 
prices are rising. A decline in the prices oi export products and a consequ,ent 
worsening of internai conditions has usually led to a sharp decline or complete 
stoppagc of long-tcrm capital imports. The inflow of funds has been Jiable to 
change suddenly into a net outflow because of the contractual obligations to 
maintain not only the intercst service but also the amortization of the outst:ind
ing debt. Only too often dcfault has becn the result of thc rigidity of loan 
contracts in the face of wide fluctuations of national income, demand and 
employmcnt in the industrial creditar statcs" (Lcague of Nations, Economlc, 
Financial and Transit Dcpartmcnt, lnternational Currency Experience [n.p .. 
1944], pp. 203-204). 

O Had thcre bcen no default, the ratio of inter,est payments (on public foreign 
dcbt only) to <"Xport earnings would havc increased to a maximum of about 25% 
in 19�2. The ratio of total service payments (on public foreign debt) to export 
earnings would have risen to 45%- These ratios cannot be comparcd to those 
on other countries presentt"d by Finch, for the lattt"r refor to total foreign invest
ment service excluding amortization. However, the limited data available on 
Brazil suggcst ratios considerably in exceu of those for the countries that did 
not default. See D. Finch, "lnvcstmt"nt Service of Underdeveloped Countrit"!," 
IMF Staff Paper1 2 (St"ptembt"r 1951). 
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Then, shortly after asking Rothschilds for their suggestions, they also 
decided to suspend interest payrnents. 

At the end of September, Rothschilds recommended that the 
total debt be divided into three categories: (!) funding Ioans, (2) 
secured Ioans, and (3) unsecured loans. The first category was to 
receive fu li service, the second contractual interest only (except 
the I 922 dollar loan which, being less well secured, would receive 
only 50% of the contractual interest) , and the third 25% of con
tractual interest. Unpaid interest was to be settled through the 
issuing of "arrears certificates". The scheme was to remain in effect 
for three months, then be reassessed in the light of new developments. 
However, this suggestion was not accepted by the Brazilian author
ities, whose counterpropasal formed the basis of the final agree
inent. 10 

Under the terms of this agreement, the Brazilian government 
undertook to provide foreign exchange for the full service of the 
previous funding loans, as well as for the payment of Ioans floated 
in pre-1914 francs. The latter was in accord with a decision of the 
Hague International Court of Justice concerning French arrears. 
Sinking-fund payments on ali other Brazilian Ioans were suspended, 
and interest payments were funded for three years through the issue 
of 5% bonds. These bonds were to be serviced normally . 

This arrangement worked to the advantage of holders of British 
ar French loans, since the 1898 and 1914 fundings did not cover 
American loans. Moreover, the British managed to pressure the Bra
zilians into paying the guaranteed sterling loans in "dollar equi
valents", that is, in gold pounds instead of pounds sterling.11 

The discrimination against American interests - apparently not 
even heard by the Brazilians - was passible because of the 
rather unsatisfactory state of Brazil-U. S. political relations at 
the time. ln addition, Sir Otto Niemeyer's influence was at its 
peak when service payments were suspended. His report on the 
Brazilian economy had been published just two months previous, 
and his correspondence with J. M. Whitaker, the Brazilian finance 

10 Sce J. M. Whitaker, A Administração Financeira do Governa Provisório de 
4 de Novembro de I9JO a 16 de Novembro de 19Jl (São Paulo: Revista dos 
Tribunacs, 193!1). 

11 This concession was obtained after sterling had gone off lhe gold standard, 
and rcmaincd in cffccl until thc dollar ,vas devalucdl in 19!13. Sce United State.s 

of Brazil Funding Bonds, London, 14 March 1932 (announcemenl published on 
behalf and by thc direclion of thc Governmcnt of thc United States of Brazil 
by N. M. Rothschild &: Sons). 
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minister, suggests that bis pcrsonal influence was crucial to the 
British success in obtaining a favorable scttlement. 12 

From the Brazilian point of vicw, the funding-loan arrange
ment.s would appear ex post to have been unsatisfactory, as they 
merely postponed the short-run problem of finding foreign exchange 
and resulted in a larger outstanding total debt . Interest charges 
remained at 5%, which was roughly equivalent to the average con
tractual rate of interest on the total ou tstanding debt. Even so, this 
did not compare unfavorably with the very high rates of interest 
prevailing in the leading international financial markets (the 
United States excluded) during the Iatter half of 1931. The "dollar
equivalent" clause operating in favor of some sterling loans was, 
of course, most damaging to Brazilian interests.1ª 

ln spite of the seemingly preferential treatment of British 
interests, Niemeyer opposed the funding loan so strongly - on the 
argument that a f 20 million trade surplus was compatible with 
the maintenance of interest payments on all federal ]oans and full 
service of the previous funding loans - that the Foreign Office 
considered the possibility of protesting to the Brazilian government. 
The embassy in Rio, however, had no sympathy for London's cur
rent views on the Brazilian foreign-exchange position and suc
cessfully prevented such a move. 14 

The dissension created by the scarcity of foreign-exchange cover 
was considerable not only between Brazil and her creditors, but also 
between creditors of different nationality and bet:ween financial 
and commercial creditors of the sarne nationality . The British 

12 Thc U. S. govcrnment had declared an embargo on the export of arms to

lhe Bra:t.ilian reheis jus! two days beforc the fali of the Constitutional govcrn
mcnt. See Lindsay to Foreign Office (FO), tel. 546 (R), 28 October 1930, FO 
!171/14201, A629!1/l06/6; and Brazil, Annual Rt:port, 1930, p. 11, FO !171/15067, 
Al849/6. No support was found for the claim that thc 19!!0 coup had the back
ing of American intcrests. On this, see M. Bandeira, Prt:st:nça dos Estados Uni
dos na Brasil: Dois Süulos dt: Histdria (Rio de Janeiro: Civilização Brasileira, 
197!1), chap. !12. 

On \Vhitaker-Niemeyer rela1ions, sce cxtract from memor:mdum from Irv· 
ing to H. M. Ambassador to Bra.zil, Rio de Janeiro, 4 April 19!!1, FO !!71/1506!, 
A2659/28!!/6; FO to Keeling (Niemeyer to Whitaker), tel. 107, 5 October 19!!1, 
FO !!71/1506!1, A5892/28!1/6; and Keeling to FO (Whitaker to Niemeyer), te!. 
104, 8 Augmt 19!11, FO !171/1506!1, A5985/28!1/6. lt must be notcd that, as ne
gotiations conceming the 19!1I funding Joan were conducted directly bet:ween 
the ministry of finance and Rothschilds, access to some of the relevant material 
in Britain scems to be out of the question. 
13 For rates of interest, see League of Natioru, World Economic Suroey, 19J1-
19J2 (Geneva, 19!12), pp. 186-88. 

1-t FO to Kceling, tcl. 107, cited in fn. 12; Seeds to Craigie, 18 Fcbmary 19!!2, 
FO !171 / 15805, A1494/!108/6. 
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ambassador noted in early 1932 that Rothschild's representatives, as 
well as Niemeyer, were clearly fighting for the adoption of a foreign
exchange policy in Brazil which would discriminate in favor of 
financial payments. 111 

Although the 1931 scheme reduced service payments, it did 
not bring sufficient relief. ln 1933-1934 Brazil had to negotiate ad
ditional agreements to release foreign exchange related to cruzeiro

deposits so as to allow for profit remittances and settlement of trade 
debts which could not be transferred because of the Jack of foreign
exchange cover. These agreements, which were with the United 
States, Great Britain and France, involved a total of f 11.8 million. 

3.2 - 1934-1936 

ln 1934, when the funding-loan arrangement was expiring, the Bra
zilian government and its principal creditors decided that negoti
ations should begin concerning resumption of payments on loans 
other than those receiving full service under the provisions of the 
1931 scheme. This would be in the interest of both the majority of 
the creditors - who would receive something instead of notlúng -
and the debtor nation - which wanted to avoid a further increase 
in its total outstanding debt. Agreement was to be sought not only 
on Brazil's capacity to pay, but also on the distribution of the 
payments among the various loans. Theoretically, the latter was to 
respect relative priorities as stated in the original contracts. 

The protection of British interests was once more assured by 
Niemeyer, who, on his way home after presenting a report on cen
tral banking i n  the Argentine, stopped over in Rio and suggested 
to Aranha, the finance minister, the ideas which were to fonn the 
basis for the discussion . 

The main feature of the proposed scheme was classification of 
the loans according to seven grades. The lower the standing of the 
Joan, the less interest it would receive (i. e., the lower the per
centage to be paid of the interest contractually due) ; in the case of 
low-graded loans, this percentage would increase in each of the four 
years covered by the scheme. Grades 1 (funding loans) and 2 (19,o 
coffee Joan) would receive full contractual interest; grade 3 (ali 
guaranteed federal loans plus the Joan to the Instituto do Café de 
São Paulo) would receive 30% in the first year, rising to 50% in 

115 Rothschilds' rcprcscntative went so far as to support the Brazilian lcgbla
tion cnforcing the consumption of local raw materiais - includlng coai - 10 
assure the payment of financial commitmcnts. Sccds 10 Hcndcrson, n.0 8, l! 
January 19!1, FO 3'71/15062, A7!2/28!/6. 
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the fourth year; grade 4 (unguaranteed federal loans and some loans 
to the state of São Paulo) 25% rising to 40%; grade 5 (some state 
loans) 20% rising to 35%; grade 6 (state and município loans) 
10% rising to 15%; and grade 7 ("rubbish") nothing at ali. Grade 
l would receive 100% and grade 2 would receive 50% of their con
tractual sinking-fund payments, while the other loans would receive
no such payments whatever .

ln fact, how to divide the available resources among the cred
itors proved much more difficult than determining Brazil's capacity 
to pay, which all parties agreed was around [, 8 to [, 9 million per 
year. 16 The Americans felt, with reason, that the proposal favored 
sterling loans excessively. ln arder to avoid an unfair settlement, their 
ambassador was instructed to tell Aranha that the American govern
ment "has no desire to invoke the fact of the strong unfavorable bal
ance of trade of the United States with Brazil as an argument ... [and] 
hopes it will not be compelled by developments to have recourse to 
the growing practice of bilateral compensation agreements". 17 

ln the final agreement, the American negotiatior managed to 
have the sterling Joan to the Instituto do Café de São Paulo demoted 
from grade 3 to a revised grade 5, and the sterling loans to the state 
of São Paulo from old grade 4 to new grade 6 (former grade 5) . He 
also succeeded in getting a dollar Joan to Rio Grande do Sul pro
moted to new grade 6. ln addition, the terms offered to new grade 7 
(comprised more or less equally of sterling and dollar loans) were 
improved, while no payments were to be made on new grade 8 (old 
grade 7) . Total annual payments were to gradually increase from 
f 7. 3 million in the first year to f 9 million in the fourth year. 
Ali in ali, these changes were relatively minar, involving a net 
improvement in interest payments of only f. 3 million over the four 
years o[ the agreement. 

The Americans also convinced the Brazilians to change their 
commitment to the British as to redemption of the 20-year 1931 
funding bonds by lowering the amount to be paid from f. I . 2 to 
[. . 6 million. But this was ex post a dead promise anyway . 

Although the actual British losses resulting from the Ameri
can-sponsored modifications were negligible, the British negotiator 

10 This figure was obtained by applying the rule of thumb that debt payments 
should correspond 10 roughly 50% of the balance of trade. Correio da Manhã, 
1 July 19!1!1, reporting a meeting of lhe Conselho Técnico de Economia e Fi· 
nanças of !10 June 19!1!1. 

:U Ca[fery to Gibson, lnstruction n.0 2!1, 24 October 19!1!1, 8!12.51/799, FRUS, 

19!1!1, pp. 8!1-87. (Throughout 1hi1 paper, refercnces 10 FRUS are to the volumei 
including material on Brazil.) 
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was able to obtain, as compensation for the improved American 
position, a promise from the Brazilian government to redeem over 
four years, at market prices, low-graded sterling bonds valued at 
f . 4 million. The Brazilians succeeded in introducing into the final 
agreement a provision which allowed, when and if foreign exchange 
became available, the redemption of bonds at market prices in spite 
o( the partia! default. This provision was used extensively only in 
the case of the coffee loans. There is evidence, however, that during 
the war other types o( loans were also cleared through market pur
chases. 

Aranha, by way of forestalling domestic criticism o( the set
tlement, claimed that Brazil would pay f 33.6 million in four 
years instead o( the contractual f 90. 7 million, wit� the subse
quent real "gains" being f 57.1 million over the period. 18 This 
claim has been repeated by economic historians without adequate 
qualification. 19 It is clear that Aranha was wrongly. describing 
reductions in interest payments and mere postponement of sinking
fund payments as "gains". ln the fourth section of this paper, some 
attention will be given to the distinction benveen different types 
of gains . 

The British press, besides criticizing the terms as too ad
vantageous to Brazil, resented what it considered the preferential 
treatment given to certain American loans to the detriment of 
sounder British loans. Even so, it recognized that the United States 
was in a far stronger position to exert pressure on the Brazilian 
govcrnment, and that there was a similarity benveen the American 
behavior in Brazil and the British behavior in the Argentine. 29 ln 
London, there was also some criticism of Niemeyer because o( his 
alleged protection of the interests of some issuing houses -
Rothschilds in particular - to the detriment of Lazards, which had 
floated the do,vngraded Joan to the Instituto do Café de São Paulo. 21 

Niemeyer himsel(, as well as the Foreign Office and Treasury 
officials concerned with the question, thought that the offer was the 

18 MF, Exposição de Motivos n.0 56, 3 February 1934, as translatcd by The 
Times, 2!1 February 1934. 

19 Sec, for instance, the Ilrazilian authors cited in fn. 7 and A. V. Villela and 
\V, Suzigan, Politica do Gouemo e c,·escimento da Economia Brasileira, 1889-
1945, Série Monogr�fica, n.0 10 (Rio de Janeiro: IPEA/INPES, 1973). 
20 The Times, 10 February 19!4; and The Economisl, 17 Fcbruary 19!14. 

21 Law to Sargent, 16 February 19!14, FO 371/1748, Al620147/6. 
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best the bondholders could hope to get. 22 The Foreign Office in 
particular strongly resisted ali pressures to in tervene. The secretary 
of state, Sir John Simon, argued that "my predecessor Lord 
Palmerston, ,vho is not generally regarded as having been backward 
in the defence of British interests, laid down the doctrine that if 
investors choose to buy the bonds of a foreign country carrying a 
high rate of interest in preference to British Government Bonds 
carrying a lower rate of interest, they cannot claim that the British 
Çovernment is bound to intervene in the event of a default" and 
that the Foreign Office would only consider intervention if there 
were evidence of discrimination against British interests. 23 
• 

On the whole, the British satisfaction was not groundless. The 
basic outline of the plan had been of British conception, and once 
the Americans had obtained relatively minar concessions, the British 
were able to redress the balance by exacting counter-concessions 
from the Brazilians. Moreover, this was achieved without the 
immense bargaining power which the Americans had because of 
their deficit in the Brazilian trade. 

The Americans, despite the apparent satisfaction of the Foreign 

Bondholders Protective Council (FBPC) at the time, very much 
resented their exclusion from the early stages of the negotiations, 
which had resulted in a scheme which was "rigged to favor unduly 
sterling Ioans". 24 

The implementation of what carne to be known as the "Aranha 
scheme" was not without problems in view of the stiff competition 
for foreign exchange which persisted throughout the thirties. There 
is Iittle doubt that Vargas would have decided to default in 1935 
had ít not been for agreements for the progressive Iiquidation of 
commercial arrears, thus yielding to the pressures of government 
officials who thought it preferable to declare a moratorium on the 
foreign debt rather than face a permanent shortage of the foreign 
exchange needed to settle trade debts. 2n 

22 Broad's minute (Major Sir Alan Mtl.ean's parliamentary question), 16 Feb
ruary 19!4, FO 371/17481, A1503/147/6; Nicmeycr to Walcy, 1 March 19!4, 
FO 371 /17481, Al768/147 /6. 

23 Draft, Simon to Leather, March 19!4, FO !71/17481, A1440/147 /6. 

3' Gibson to Hull, tel. 14, 25 January 19!4, 8!2.51/861; Clark to FDPC Exe
cutivc Commillec, 25 January 19!!4, FRUS, 19!4, pp. 615-16. 

21! Sousa Dantas to Souza Costa, 6 January 1935, Getúlio Vargas Archives (GV): 
4/16, and Vargas 10 Aranha, 9 January 19!!5, GV: 6/17, cited by H. Silva, 193', 
A Revolta Vermelha (Rio de Janeiro: Civilização Brasileira, 1969), pp. 49-50. 
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3.3 - 1937-1939 

The foreign-debt question was discussed by Souza Costa, the finance 
minist<er, and the FBPC during the summer of 1937, when a 
Brazilian mission visited the United States. However, no agreement 
was reached on the general lines of a new settlement, and it was 
decided that u pon his return to Brazil Souza Costa draw up a 
proposal which would be taken as a basis for discussion. 2º 

Following the change of government in November 1937, Brazil 
announced the suspension of all public foreign-debt payments for 
three years. Vargas argued that Brazil had been forced to default 
because of the impossibility of both servicing the debt and paying 
for imports essential to re-equipping the railway system and the 
armed forces. The alternative of entering into a new funding 
scheme was considered unacceptable, since it would increase the 
outstanding debt, which was already held to be out of proportion 
with the country's capacity to pay. �7 

The Economist's assessment of the default is representative of 
the response of the British press: "The [Brazilian] default ranks 
among the most cynical that the London market remembers. 28 The 
reaction of the Americans was relatively mild, and fit their ba
sically defensive tactics of letting the British appear as the villains 
and do the spade work, and then pressing their specific daims, 
which generally concerned the distribution rather than the levei 
of payments. They seemed to be especially anxious as to the pos
sibility that any retaliation to the default could involve new Brazilian 
trade restrictions, which would work against their primary foreign 
economic policy objective. 29 

ln fact, the American bondholders were being most ably defend
ed by Aranha, who after some years as Brazilian ambassador in 
Washington had turned into an enthusiastic supporter of a foreign 

policy involving much closer ties with the United States. He 
thought that "the default [would] cost more in dollars and pounds 
than it would have cost to pay", and that in "the United States alone 
there were almost a million people who depended on the Brazilian 
payments for the means of livelihood ... mostly poor and to make 

28 Lindsay to Edc:n, n.0 699E, 2 August 19!17, FO !171 /20605, A"1744/!16/6. 

27 G. Vargas, A Nova Polltica do Brasil (Rio de: Janeiro: Josl! Olympio, 19JS), 
5:26-28, speech of 10 November 19!17. 

�8 Th� Ecot1omist, l!I No,·c:mbc:r 19!17. 

21 Hull to Caffc:ry, tc,I. 80, 16 Novc,mbc,r 19!17, 8!2.§1/200, FRUS, 19!7, PP· 
!53-54. 
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enemies of them would be an economic and political mistake, espe
cially in view of the fact that the American people consumed half 
Brazil's exports". 30 

The main reason for the mildness of the American reaction, 
however, must be sought neither in the context of the defense of 
multilateral as opposed to bilateral trade nor in Aranha's pro
American stand, but in Roosevelt's overall political strategy re
garding the role o[ Brazil under the Good Neighbor Policy. 31 Souza 
Costa's mission had returned wilh the feeling that the United States 
would not retaliate if Brazil stopped debt payments, and this was 
certainly taken in to consideration when it was decided to default. 32 

After the default, the Americans went so far as to block the French 
from retaliating by banning coffee imports from Brazil. 33 

The British, on the other hand, were theoretically prepared to 
make use of the Debts Clearing Office Act of 1934 to deal with 
the default; but "unfortunately ... in the case of Brazil the balance 
of payments is not such as to make the threat of a Clearing effective". 
Moreover, the British authorities perceived that "if the United 
States were to exercise ali the pressure on Brazil which they are in a 
position to exercise they could secure the payment of the dollar 
bonds in full and leave nothing for the sterling bondholders". 34 

ln early 1938 The Economist returned to the subject without 
mincing ,vords: "Brazil palicy is putting an almost unbearable strain 
on her ultimate interests: for though the London market has always 
been willing to give temporary accommodation to hardpressed debtors, 
it does not forgive high-handed default". Provided "the Government 
plays its part in restraining tendencies to extravagant imports" -
and taking into consideration both the rapid expansion of import
substituting industrial output and the campaign to increase the 
cultivation of wheat - "Brazil needs not make a rigid choice oE 
destroyers or debt service", since a[ter the liquidation of the com
mercial arrears in 1940 some exchange cover would be freed. If 

30 Aranha's intcnicw to thc prcss, 2!1 Dccembcr 1937, as reportcd in Gumcy 
to Edcn, n.0 401, ll0 Dcccmbcr 19!17, FO !171/21420, A222/25/6. 
a1 Morgcnthau, thc U. S. sccrctary of the trcasury, attributcd the Ameri,an 
financial assistanc.c promiscd lo Brazil in 19ll7 to Rooscvclt's desires to coun1cr 
Gi!nnan influcncc on Lalin Amcrican - dictalors and to keep Vargas a Pan
Amcricanist in spitc of his pcrsonal distaste for thc man. J. M. Illum, From

the Morgenthau Diaries: Years of Crisis, 1928-19}8 (Boston: Houghton and 
Mifflin, 1959), p. 49ll. 
32 Sec F. D. McCann, Jr., "Brazil and the Unitcd Statcs and 1he Coming of 
World War II, 1987-1942" (Ph. D. dissertation, Indiana Univcrsity, 1967), p. 45. 
83 Hull 10 Caffcry, tcl. 80, 16 Novcmber 19!17, 8!12.51/1200, FRUS, 193'7, PP· 
ll5ll-54; Lindsay to FO, tel. 4!16, 29 November 19!17, FO !171 /20608, A8591 /795/6. 

34 Waley 10 Holman, 29 Dcccmbcr 19!17, FO !171 /20632, A9412/3505/6. 
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"extravagant imports" are taken as meaning consumer-goods imports, 
the argument is irrelevant. On average, these were only f 1. 3 
million higher (on a yearly basis) during the default period 
(1938-1939) than they had been between 1933 and 1937. 35

The Economist's views ,vere fully representative of those of 
the Foreign Office and the CFB. On the other hand, both the British 
ambassador in Rio and Sir Henry Lynch (Rothschilds' resident 
representative in Brazil) were much more sympathetic to the Brazilian 
version of the reasons behind the default. While it was relatively 
easy to discount Lynch's views by suggesting that he was "rather 
going native", the ambassador's influence was such as to block or 
soften some of the CFB's blunter protests. 36 It is interesting to 
note that the American ambassador, relative to the State Department, 
was also a "liberal" as far as the debt question was concerned. 37 

3.4 - 1939-1942 

Throughout 1938 the creditors attempted to convince the Brazilian 
government to reconsider its position, but in vain. The negotiations 
which eventually started in September 1939 were the direct result 
of Aranha's (now minister for foreign affairs) visit to the United 
States early in the year to discuss a wide range of commercial 
and financial questions. As a concession to the Americans, who 
had agreed to extend up to US$ I 9. 2 million to the Banco do 
Brasil through EXIMBANK to clear commercial arrears, as well as 
to seek congressional permission to give financial backing to a 
projected Brazilian central bank, Aranha informed Hui! that the 
Brazilian government incended to resume payments on the public 
foreign debt on l J ul y 1939 . 38 

,35 Tire Economist, 12 February 1938 and 12 i\forch 1938. There is some irony in 
the fact that the money which the CFB - ,vhere Niemeyer sat on the Counól 
- could not get for the bondholders went to Vickers (one of the shipy:irds 
involved in the construction of destroyers for the Brazilian navy) and to Vidten 
Armstrong (involved in the electrification of the Central do Brasil railway) -
a group of companies to which Niemeyer was closely linked as a director of 
Vickers Armstrong.

30 Busk's minute, l June 1938, FO 371/21421, A4219/25/6: Gumey to Balfour, 
6 July 1938, FO 371 /21421, A5526/25/6. The Economist's views were certainly 
milder than those of Sir David Waley of 1he Treasury: ""O{ course, I agree 1ha1 
lhe Brazilians are dirty dogs, but my point is that I do not think it would help 
lhe bondholdcrs to tel1 them so" (Waley to Balfour, 2 August 1938, FO 371/ 
21429, A6040/4176/6). 

87 Caffery to Hull, 7 March 19!18, 8!12.51/1280, FRUS, 1938, p. 375; Hull to 
Caffery, 25 March 1938, 832.51/1281, FRUS, 19!18, pp. 375-76. 

li Depart.ment of S1ate, press release n.0 84, 9 March 1939. and appendices. 
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This commitment, which apparently exceeded Aranha's instruc
tions, was strongly criticized in Brazil, and Souza Costa vetoed 
service resumption on the promised date. On the 1st of July the 
Brazilian government made a token payment of US$ I million in New 
York, informed the creditar nations of its intention to resume 
payments in the future, and invited the bondholders' associations to 
send representatives to discuss the matter in Rio. 

1n the meantime, Aranha was repeatedly reassuring Caffery, the 
American ambassador, that the president had decided to adopt a 
policy of full cooperation with the United States. His plan was 
"to lay down a policy that Brazil [would] pay debts out of her com
mercial capacity to pay having regard to her balance of trade with 
each separate country. The result in [the] case [of the United 
States] o( course would be that [the American] bondholders would 
be favored, the French also to some extent and the British not at 
ali". 39 

The foreign negotiatiors did not arrive in Rio until August, 
and by then it had become clear that the Brazilian government 
would have to wait and see what impact the war would have on the 
export trade before entering into any commitment concerning debt 
payments. 

After extensive use of delay tactics - which led the Americans 
to send their representative home - Souza Costa hinted to the 
British in November that f 3 million per year was the maximum 
that Brazil could afford to pay; that is, about one-third of the 
amount due under the Aranha scheme in its first year. The Ameri
cans kept aloof of these preliminary negotiations, and limited their 
intervention to advising the Brazilians that they expected equitable 
treatment for dollar bonds. When, however, thc Americans knew 
that the Europeans were talking with Souza Costa in terms of 
a permanent settlement of the federal debt only, Caffery was au
thorized by the Sta te Department to take part in the discussions. 
By this time, the Americans had turned the tide in their favor, 
Vargas being reported as saying that he was interested in doing 
something only for the Americans and the Portuguese holding ster
ling bonds. Among the sticks used to get Brazil in to a negotiating 
mood was the intimation that no American cooperation for the 
building of a steel mill would be forthcoming unless the debt 

89 Caffcry 10 Hull, tcl. 505, 50 ]une 1989, 852.51/1494, FRUS, 1989, pp. 561-62; 
Caffcry to Hull, tcl. 209, 1 July 1959, 852.51/1496, FRUS, 195'9, pp. 564-65; 
Caffcry to Hull, tcl. 211, 5 July 1959, 852.51/1502, FRUS, 1959, p. 865; Caffcry 
to Hull, tcl. 219, 18 July 1959, 832.51/1522, FRUS, 19!9, pp. !167-68. 
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question had been settled. 40 These pressures were effective. ln 
January 1940, Souza Costa made a definite proposal for a temporary 
settlement at 50% of the payments due under the Aranha scheme. 
The creditors' representatives deemed the proposal worthy of 
consideration. 

The Americans improved their position by convincing the Bra
zilians to take the last year of the Aranha plan as the basis for 
the new scheme. Grades I to 3 would receive 50% of the imerest 
that would have been paid in the Jast year of the Aranha plan; 
grades 4 to 7, 40% in the first year, rising to 50% in the last 
year; and sinking-fund payments would be at 40% of the amounts set 
for the !ast year of the Aranha plan. Total payments would rise 
from f 4 million in the first year to f 4. 3 million in the final 
year, or [. _ 6 million more, over the four years, than in the first 
concrete Brazilian proposal. The British negotiator accepted the 
American proposal, which among other things involved smaller pay
ments for the prime sterling bonds which had been successfully 
protected in the past, because of a Brazilian quid pro quo promise 
to redeem no less than [. ] . 6 million of British bonds, at market 
prices, over four years. 

During the negotiations there was a clash between Phillimore 
(the British representative) and the British embassy on one side, 

and the CFB on the other. Phi!limore found the Council's ideas 
entirely unrealistic, "as the whole question (did] not hinge on 
Brazil's capacity to pay but on the political difficulties which the 
Government [had] to face in order to reinitiate payments if 
confronted with the extremely low standard of living and chaotic 
deficiency of transport and other equipment". Sir Geoffrey K.nox, 
H. M. ambassador in Brazil, added that the Council, in selecting 
the levei of contractual payments as its measuring rod, was failing 
to recognize that some loans had long been in default, and that 
service in the past had been met with the proceeds of new loans 
rather than out of tax revenues and trade surpluses. He thought
the Council "appeared to be in the clouds" and recommended 
that they "should possess their soul in patience" as "bluff and 
bluster would only indispose the Brazilians and do no good". 41 

Sir Otto Niemeyer was still able to indulge in typical rhetoric: 
"I am quite sure [that Brazil] cannot expect to get away in the 

40 Caffery 10 Hull, te!. 461, 50 December 1959, 8!2.51/1675, FRUS, 1959, pp. 
!78-79; Phillimore 10 Philp, 1! January 1940, CFB Archives, !41/ 14: Phillimott's 
memorandum, 4 April 1940, FO !7l/24ll71, A2967/4!I/6.

41 Knox to FO (Phillimore to CFB), te!. 145, 12 Dccembcr 19!9, FO !71/22721, 
A8715/1!6/6; Knox to FO, te!. 144, l!I December 19!9, FO !71/22721. A8747/136/6. 
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end without making a more adequate recognition of her obligations. 
If she does not, she will merely be written off in disgust as a 
fraudulent bilk". 42 

The Americans were able to recover some of the ground lost in 
previous settlements due to the further strengthening of the bar
gaining power of the United States as a result of Brazil losing 
her Central European export markets after the outbreak of the war. 
The origin of a good deal of Vargas' leverage - which allowed 
him to deal in a relatively satisfactory way with Anglo-American 
claims in the late thirties - hacl been his dever manipulation of 
the German threat, especially as it touched American commercial 
interests. 43 Unlike the Argenúnians, who could not play the game 
because Great Britain, their main customer, was prepared to enforce 
clearing agreements, Vargas was relatively protected from American 
retaliation by the U. S. policy of multilateralism. 44 The 
Argentinian case is, indeed, an importam exception to the widely 
held view that the exacerbation of imperialist rivalry during the 
thirúes made contrai over the peripheral countries more difficult. 

The main opponents to the settlement of the foreign debt were 
certain groups that were still able to show pro-German sympathies 
due to the indecisive result of the war. As a consequence, it 
required the combined efforts of Souza Costa and Aranha to persuade 
Vargas to sign the final agreement. 411 

CI Niemeyer 10 Phillimore, 8 February 1940, CFB 241/15. This can be contrasted 
with Mr. Dalton's speech 10 the Brazilian Chamber of Commerce on 6 May 
1947 on lhe problems of the blocked sterling owed by Britain to her war suppliers 
(Brazilian sterling balances then amounted to [. 65 million): "The vast accumu• 
lalion of debt (by Britain) represents an unrcal, unjust and unsupportable 
burden. If lease-lend and Mutual Aid had been applied among ali members 
of lhe Grand Alliance as they were between the USA and the British Common
wealth, by far the greater pan of these debt.s would never have been cbarged 
up against us. Sooner or !ater this mass must be very substantially scalcd 
down. Britain is strong. but onc sign of her strength must be the rcfusal lo 
takc on fantastic commitments which are beyond ali limits of good sense and 
íair play" Keesing's Contemf)orary Archives 1947, May ll-10, p. 8587. The 
author thanks Mr. A. O'Connell for drawing his attcntion to this speech. 
43 Germany hacl substantially incrcascd its sharc of the Ilrazilian import 
market from 12% in 1955 to around 20% in 1957-1958 (import valucs corrected 
for the overvaluation of imports from Germany implicit in the Brazilian sta-
1istics). 

,u There is a good deal of interest in comparative study of the foreign eco• 
nomic relations of Brazil and Argentina during thc thirtics, and in the parallel 
roles of the U. S. and Britain. The contradictions betwecn British commercial 
policy were impossible to resolve; while in Argentina thc approved slogan was 
"comprar a quien nos compra", in Ilra2il H. M. ambassador was denouncing 
this slogan and urging 1ha I sales should bc the privilcgc of thosc "who sei! 
you the bcst". See DuenoJ AireJ Hera/d, 1 May 1934 and 4 May 19!14. 

45 Phillimore's memorandum, 4 April 1940, FO !171/24171, A2967 /4!/6. 
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Whatever the strength of the pro-Gennan faction in Brazil, the 
fact remained that Germany controlled neither shipping nor ship
ping routes. Left without the German market as an outlet for her 
exports and uncertain about the level of future Allied purchases, 
Brazil lrnd no alternative but to continue to move more and more 
towards the United States. To the hard economic facts must be 
added the growing political friction between Argentina - pro
Gennan enough to remain neutral for a long time, but ironically 
protectecl from American prcssure as its foodstuff exports were vital 
to the British war effort - and Brazil - where pro-German leanings 
found a progressively more hostile environment due to the country's 
increasing economic ties with the United States. ''° 

The improvement of the American position in the debt settle
ment signals a turning point in Brazilian foreign palicy. Even 
before the wa.r, the economic and política! influence of the United 
States had been on the rise since Aranha's visit to Washington. 
The Americans werc almost certainly helped when Aranha replaced 
Souza Costa as the minister in charge of the negotiations when 
these reached the crucial stage. \Vhile it is true that Aranha often 
favored American interests, it would be wrong not to qualify this 
assertion by mentioning that the situation was not without ambiguity, 
as he was subject to conflicting pressures through his links with 
Olavo Sousa Aranha, whose firms represented Schroeders and were 
involved in the compensation mark trade with Germany . From 
1940 onwarcls, however, Sousa Aranha's interests turned to supplying 
cotton to Great Britain and neutral countries, and to financial deals 
related to the nationalization of certain British investments in 
Brazil . H 

If anything, the payments established under the 1940 agreement 
were on the low side - as acknowledged by Souza Costa when he 
told Phillimore that he would be willing to pay f 5 to f 5. 5 million 
per year for a permanent settlement of the federal debt . However, 
the Americans took care not to overmilk their Pan-American ally, 
and the British and French were eager to receive some payments, 
however low, from Brazil . 

4G During the war, American influcnce grew to such a point 1hat the State 
Dcpar1mcnt advised thc Forcign Oífice that it regarded lhe U. S. ambassador 
in Rio "in the sarne light" as thc Foreign Office regarded the British ambassa
dor in Egyp1. Sec Charles to Scott, 5 February 1942, FO ll71/ll0!65, A2764/2764./6. 

47 Scc S. Hilton, "Brazil and Great Power Trade Rivalry in South America, 
19M-1959" (Ph. D. dissertation, Univenity of Texas, 1969), chap. 10; Charles 
10 Scoll, 11 Fcbruary 194!1, FO ll71/llll678, A2506/2506/6: Treasury (T) 160, file 
F16522/0l/ll (Brazilian government's attit11de 1owards certain railway compa
nics in Brazil); T 160, Fl85ll5 /OI (Spanish couon purchases in- Brazil). 
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Moreover, it secms clear that thc British unclercstimated their 
requirements for Brazilian raw materiais, and that this was the 
cause o( the sharp reversai in thc Brazilian sterling posi tion in 
1941. Before 1941 Britain hacl to artificially expand her purchasing 
program in Brazil to assure the payment of the counuy's sterling 
commitmems, but from l 94 l on there was a progressive accumulation 
of sterling in the Brazilian special account. 

3.5 - 1943 

ln early 1943, &>uza Costa (elt that thc occasion was ripe for the 
beginning of talks with the British concerning the renewal of the 
l 940 agreement, which was to expire at the encl of the year. This
Brazilian move seems to have been prompted by the rapid accumula
tion of blocked sterling balances in Lonclon - which already totaled
f 12 million - and the likely continuation of this trend. Souza
Costa anticipated that after the war Brazilian exports woulcl have
problems adjusting to competition in a normalized worlcl market,
anel that heavy clemancls would he macle on the existing foreign
exchange reserves for the importation o( essential capital goods
for which there was considerable repressed demancl. Thus, from his
point of view, the moment was ideal for a permanent settlement of
the foreign debt question. He was preparecl to spend [ 7. 5 million
in total yearly payments ([ 4 million in interest and L 3.5 million
in sinking-fund payments), as well as f 26 million for special
àmortization of as much as possible oE thc outstanding debt. 4� 

After three months of negotiations - without Lhe Americans -
this oHer was improved. Two options were offered to the boncl
holclers. Uncler option A, there would be no recluction of the out
standing debt; payments would be at 70% of the levei of the last 
year of the Aranha scheme, anel would total [ 7. 3 million ([. 4. 4 
million in interest and [. 2. 9 million in sinking-fund payments) if 
ali bondholclers chosc this alterna tive. Under option B, a proportion 
of the outstancling clebt woulcl be redeemecl through cash payments, 
while the residual cash would be converted into new '1% federal 
bonds in the case of ali loans. Cash payments o( f 20. 7 million 
,�oulcl redeem [- 8!í. 6 million of thc outstanding dcbt - almost 
40% of thc total clebt, at :111 avcrage cost of 24% - while yearly 
payments woulcl total [. 8. I million (f '4 .4 million in intcrest anel 
[. 3.7 million in sinking-fund payments) if ali bonclholcler� elected 

•• Charles 10 FO (Phillimorc lo Nicmcycr), reis. 9S and 94, FO !171 /!3!1661. 
AI !18!1 and A1!197 /47!1/6. 
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this alternative. It should be notecl that contractual rates of interest 
ranged from 4 to 8%. -10 

London considered the Brazilian proposal unfair, given the 
country's favorable foreign-exchange position. Phillimore was dis
mayed, viewing London's line as unrealistic and based on lack of 
appreciation that the forcign-exchange position was the result of 
a wartime export boom coupled with a temporary inability to obtain 
imports, and that this was unlikely to continue after the war. no 

Only in June clid Souza Costa disclose to the Americans that 
negotiations had been under way with the British since the begin
ning of the year. This was an important source of the ill feelings 
of the Americans towarcls the British during the following joint 
negotiations. After a long delay, the United States decided to send 
representa tives to Rio. The instructions made clear the American 
intention to settle for goocl their differences with the British 
concerning what they regarded as grossly discriminatory and unduly 
favorable treatment of high-graded Ioans in the past. They wanted 
a restructuring of grades which woulcl demote grades 2 and 5 and 
promete grade 3, thereby fundamentally changing the framework 
of the Aranha pl.:n to the detriment of the sterling loans. Their 
first proposal to Souza Costa mentioned payments of f 9. 7 million 
per year (f 6. 4 million in interest and f 3. 3 million in sinking-fund 
payments) . The Brazilians found the proposal unacceptable and 
tactfully decided not to get entangled in the distribution controversy, 
claiming that restructuring was essentially an Anglo-American 
question. 

After tough negotiations ali parties agreed to a permanent 
settlement which, like the Brazilian proposal, offered two options. 
ln arder to cover the damage to sterling loans, no mention was 
made as to classification by grade. Option A would involve annual 
payment of f 7. 7 million (f 5. 2 mil1ion interest) assuming that 
ali bondholders chose this alterna tive. Option B would involve 
yearly payments of f 8. 4 million (f 4. 9 million interest) related 
to new 3. 75% federal bonds, as well as cash payments of f 22 - 9 
million to redeem f 79 million of the outstanding debt at an average 
cost of 29% - also on the assumption that all bondholders would 
choose this option. Old grade 8 loans were to be redecmed at 12% 
of the outstanding debt. The bulk of thc interest arrears - those 
corresponding to the 1937-1940 default - were to be liquidated at 

411 Major Pam of Schroeders was the father of a scheme roughly on �e lincs 
dcscribcd above. Interview with Mr. John Phillimore, London, 2 April 1974. 
See Phillimore to Niemeyer, tel. PIB!!, 7 February 194!1, CFB 241/20. 
no Broadmead to FO (Phillimore to Niemeyer), !149, 10 June 194!, FO !171/ 
!1!1661, A5520/47!1/6. 
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25% of the rates stipulateel in the l 940 agreemenL; in the "best 
case", that of the funeling loans, this was to be at J 2. 5% of 
contractual interest. 

The settlement meanl a partia! abanelonment of the principie 
that beuer-secureel Io::ms (British) should receive priority in the 
event of a partia] clefault. Ali British attempts to move the Americans 
from their position failed. When they approached the State Depart
ment, they opened their flank to an attack by AdolE Berle, who 
claimed that "what clifferences remaineel were solely between classes 
of bonclholclers", and that Phillimore, who hael been working for 
Barings, was trying to maintain a privileged position for issues 
this house hacl floated. He accused Phillimore of having stated in 
Rio that it was the issuing houses whose wishes shoulcl be 
consiclered by the Brazilian government, not wiclows anel orphans, 
because issuing houses floated loans, anel that if the Brazilians 
agreed with the American proposal to regroup, they could look for 
no further financial accommodation in England. 51 This was the 
origin of a wrangle between Lonclon anel Washington which outlived 
the negotiations. Its consiclcration, howcver, is beyoncl the scope 
of this paper. 

That the settlement was not favorable to the British is clear 
from a comparison between the press releases of the CFB anel of the 
State Department. The CFB macle it known that "the allocation of 
available money between the various Bonds revealed marked differ
ences of outlook not only bctween the creditors' representatives 
anel the Brazilian government but between the British anel the 
Americans anel that [they coulel] not pretenel to be satisfieel with the 
resulting diHerentiation between the various Boncls". The State 
Department, on the other hancl, statecl that "the proposal is a 
manifestation of Brazil's earnest clesire to mect its foreign obliga
tions within [the] limits of its capacity. This Government is ex
tremely gratified that an arrangement of this far reaching anel 
definite nature has been reachecl between the Brazilian authorities 
anel the Uni teci States anel British bonclholclers". r.� 

Officials in the Foreign OHice, while not c!issatisfied with the 
outcome of the negotiations, were criticai of the CFB's secretive 
methocls in keeping the Americans in the clark for so long, anel 
blamed Niemeyer, "who believes he boleis some special posi tion in 
Brazil as the G[rancl] O[kl] M[an] of finance". r.a They where 

n1 Campbcll to Scott, 26 Novcmber 194!!, FO 371/33665, AI0714/47!1/6: Wa!h• 
ington to FO, tcl. 5!176, 28 Novcmber 194!!, FO !171/33665, AI0483/473/6. 

�2 CFll announcemcnt, 26 Novcmbcr 194!1, FO !171/li'3665, A10i74/47!1/6: Wash• 
ington to FO, 1cl. 53i6, 28 Novcmbcr 19-13, FO 371/33665, t\10846/473/6. 

D3 llfa1her Jackson·s minute, 27 NO\·cmber 194!1, FO llil/33665, AI0714/473/6 

128 



unwilling to gi\·e due credit to Niemeyer for the British achievements 
in 1931 and 1943. 

Phillimorc ascribcd thc behavior of thc Americans throughout 
the negotiations to their tcndency "to regard Brazil as their own 
backyard" and their being inclined "to be upset whcn anyone else 
comes anel plays in it uninvited". According to him, Souza Costa's 
initation with the unreasonable American elemands had led to his 
appointing Bouças, his main advisor, lo proceeel wilh the negotia
tions, and con teneleel that this had workeel to the disadvantage of 
the British, for "though Bouças may know how to handle the Ameri
cans, he also derives his incarne from that quarter". Although 
Phillimore found thc un[avorable reaction of the London market 
inconsistent with the quolation of Brazilian bonels on the Stock 
Exchange, he argued that the market hael come to realize that "there 
is a political faclor too anel that llrazil's will to pay is in a less 
healthy condition than her capacity" .:.� 

The Eco11omist, as coulcl be expected, considered lhe payments 
too low relative to the Brazilian capacity to pay, anel argued that 
priority should have been given to Joans with specific as opposeel 
to general security: ". . . to put the matter quite bluntly, the 
British holcler of Brazilian obligations has been made a sacrifice to 
Pan-Americanism". üü This was not wiele off the mark, for the aims 
of H. M. government concerning LaLin America hael becn defineel 
earlier in the year as bcing "to preserve, anel if possible intensify, 
by ali suitable means, our cxisting good political, economic anel 
cultural relations subject lo thc overrieling necessities of the 
successful prosecution of the war anel of the maintenance of the 
lullest unity anel understanding with the Uniteel States". :rn 

Phillimore, not unreasonably, took exception to lhe criticism 
which focused on the low levei of Brazilian payments under the 
agreement, pointing out that it was useless to insist that Brazil 
should pay more since in the past she had paid out only [ 2. 6 million 
net per annum (1901-1941 average), :mel her other financial com
mitments were estimated at [ 5 to [ 20 million per year. i\Ioreover, 
the Brazilian contractual service so often mentioneel in the press 
included some loans which no responsible banker should eve1· have 
made. The American loans, which were entitlecl to 41 % of total 
interest anel 46% o[ sinking-funel payments, would gel considerably 

M Phillimore 10 Elliot Bntler, 8 Deccmber 1943, FO 371/!17836, Al6/l6/G. 

511 The Eco110111ist, 25 December 1943. 
liG Pcrownc's printcd mcmoramlum on Tlie U11ilt:d Slales m!d Gre�t Brilain
in Latiu Ame,·ica, FO 371/33903, A2230/348/5l. ln 1941 Church1ll h:id mstructed 
the Foreign Offic� 10 :iclopt a "petting Vargas" poliq. Churchill's minute, 27 
Octobcr 1941, FO 371/25783, A8705/l!J0/6. 
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less under either option A or option B. He argued that the superior 
status of the secured loans had been maintained, but avoided 
mentioning that it had been Iess respected in 1943 than in the 
previam agreernents. 

Phillimore addecl that Brazil was offering the settlement nol 
because of any compelling sense of moral _obl!gati�n, but for
strictly material reasons. Beca use her econom1c s1tuat1on was not 
pros.perous, some of the more conservative government officials 
(Aranha, Souza Costa, etc.) recognized that her future depended 

Iargely on the ability to attract foreign capital. lf the settlement 
did not restore her tarnishcd credit, Brazil "may well decide that 
these many millions of much-needed cash are too high a price for 
such dubious publicity". 5• 

It is tempting to suggest that Anglo-American conflicts benefited 
the Brazilians, since negotiations tended to concentrate on the 
distribution rather than on the levei of total payments . However, 
difficulties concerning the distribution of payments between sterling 
and dollar loans invariably involved Iarger Brazilian total paymenls 
to break the deadlock. This is not to say that the Brazilians abstain
ed from fostering the conflict between creditors. This was patently 
the case, for example, when Souza Costa disclosed to the Americans 
his "secret" talks with thc Bristish in early 1943. 

From the Brazilian point of view, the settlement carne at the 
right time. By the end of the war, more foreign-exchange reserves 
would have accumulated, so it would have been difficult to avoid 
making larger payments. If the postwar economic policymakers did 
not profit from this relief, the fault was not Iack of foresight on 
the pal't of the Vargas administration. 68 Even so, the Brazilians 
were perhaps too timid in their offers regarding cash payments. 
They might have further reduced their stcrling debt using "stcrile" 
blocked sterling which was spent on relatively expensive imports 

ST He added in a -posl scriplum: "l am thinking of sending you a series of 
snap shots, for publication in thc press, of cross-sections of lhe population of 
Rio disporting themselves during Carnival. Any bondholder who saw them 
could bc guarantced to take Plan B and to take it quick; and instead of sighing 
for that mythical 2!1 million pounds a year which he never in face received, he 
would marvel with me at the magnitude of what he is now being offered" 
(Phillimore to Powcll, 26 Fcbruary 1944, FO 128/425 [7]). 

58 ln contrast lo llrazil, Argentina uscd pari of her much larger reserves to 
redeem at par more than [. 60 million of the federal foreign debt. ln addilion, 
she spent more than [. 160 million on nalionalizing foreign-owned railways . 
Scc C. Lewis, The Uniled Slates and Foreign Inveslmen! Problems (Washington, 
D. C.; The Brookings Institution, 1948), p. 79. Nationalization of British-owned
companies was also a far from negligible way of absorbing sterling balances
in Brazj]. At least [, 22 million was uscd in this way between 1945 and 1952. 
Keesing's Con!emporary ,f.Tchives, 1945-1952. 
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in rhe· Iate forties and early fifties. ln J 949, the country's blocked 
sterling balances still amounted to roughly f 40 million . 

As mentioned above, throughout the negotiations concerning the 
Brazilian foreign debt, the Americans and the British adopted dif
ferent tactics . Whereas the Americans took a rather conciliatory 
stand, paying careful attention to their strategic economic and 
political aims in Brazil, the British tended to worry only about 
maximization of financial paymems. While this is easily under
standable for 1940 and 1943, when Britain desperately needed cash, 
the difference is more difficult to explain for the earlier pcriod. 

As opposed to Great Britain, which had a Corporation of Foreign 
Bondholders as early as 1968, the United States - because of its 
Iimited experience as a creditar nation - initially faced the wave 
of defaults without a bondholders association. The Foreign 
Bondholders Protectivc Council was finally organizecl in 1934, but 
it was never, despite federal denials. as independem of the govern
ment as its British counterpart. This semi-official character of 
the FBPC Ied the institution to much more readily adapt its claims 
to American foreign policy. Altp.ough the FBPC and the State 
Department were represented by different negotiators in 1943, there 
was never much doubt as to who held the real power. 

Dming the Hoover period, the American banks were unable to 
obtain official support in their attempts to protect the interests 
of bondholders. This aloofness of the State Depart.ment, which 
continuecl during Roosevelt's administration, contrasts with the 
official blessing given to the agreements signed in 1933 benveen the 
Banco do Brasil and severa! American companies to allow for 
the remittance of accumu]ated profits and commercial arrears. 
Granting priority to thc transfer o( frozen commercial credits over 
paymems to bonclholders was at strong variance with British 
policy. r.u 

The American ambassador in Rio explained the policy to the 
consul general, who was a critic of the Brazilian treatment of 
American arrears, in the following terms: "If securing exchange 
cover was our only problem in Brazil we might well enough send 
the flcet, Jand marines and get what we wanted but. . . we must 
!1ºt forget that this is only one pha.se of the relations between the
two· cou 11 tries". oo

. Even Sir Otto Niemeyer, who was known as being neither slow 
nor· considerate when he thought that British interests were bei_ng 

G1I Scc J. H. Wilson, .d.merican Bwinus cl; Foreign Policy, 1920-19JJ (Bouoa: 
Bcacon, 1971), pp. 171-8!1; Hilton, pp. !IB-!19. 

no Gibson to Wilson, Ili March 19!14, 8!12.5151/!1!19 1/2, citcd by Hilton, p. !18. 

13 I 



discriminated against, recognized • that the Americans were mild in 
their financial negotiations with Brazil: "As a whole, it must be 
admitted that the Americans have used their complete power over 
Brazilian exchange with extreme moderation: the changes which 
they finally accepted in the [1934] Plan as originally proposed by 
the Brazilian Government are, in relation to the whole, exceedingly 
small". 01 Phillimore thought that "there had been little evidence
in the last few years - rather the contrary - that the Americans 
were interested in collecting their claims in Latin American at 
ali". 62 Sir WJlliam Seeds, the British ambassador in 1934, felt
that the Americans thought it "more politic to let Brazil gradually 
�ealize her position vis à vis the States than to impress it on her 
vi et armis" and therefore abstained from using their strong 
bargaining power to exact full payment from Brazil. 63 

A discussion between Phillimore anel the State Department 
representative throws further Iight on the different approaches 
adopted by the main creditors on how best "to avoid in future the 
difficulties that arose on the present [I 934] occasion through di
vergence between the British and American points of view". They 
agreed· that there were ·three principal ways to deal with a similar 
situation in the future: (I) the councils could first agree on their 
main objectives, and then send their representatives to negotiate 
jointly with the debtor country; • (2) recognizing that their interests 
did not always coincide, they could negotiate with the debtor 
country separately, and the one reaching an agreement first would 
include a most-favored nation clause; (3) without consulting one 
anothei- previously, they could send representatives to negotiate 
with the debtor country simultaneously, and attempt to solve their 
differences in the course of the talks. 
: • McConnick, the State Department negotiator, thought that (1) 

was the worst alternative, as "the debtor might think that the big 
stick was going to be used and would accordingly withdraw to his 
shell". Phillimore preferred • (2), ·."which had been employed suc
cc;ssfully in the past". Butler, of the CFB in London, had no doubts 
iliat method (1) was "incomparably the best ... the argument about 
�he big stick may chime in with the Good Neighbour policy, but 

81 Niemeycr's note cndoscd i� a lc;ter hom Waley to Craigie, 27 March 19!14, 
FO !171/17487, Á2549/l 70/6. Also sec Niemeycr to Craigic, 29 May 19!14, FO 
!171/17488, A 4362/ 170/6. 
82 Phillimorc to· Bes,,borough , ·4 January 1944, FO 128/425 (7). Mr. Phillimorc 
confinned to thc author that thc Amcricans - as opposcd to the British :
tcnded to subject thcir financial ncgotiations to constraints related to thc1r 
political and cconomic aims in Drazil. Intcrvicw with Mr. John Phillimorc, 
l:.ondon, 2 April ·1974: 
63 Seeds to Craigie, 5 June l9ll4, FO !171/17488, A 50!í!l/lll 0/6, cited by Hilton, 
p. ll6_9.
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is, of course, absurd from the Bondholder's point of view; it is only 
too evident that the majority of Finance Ministers require to be 
convinced of the eminence of the stick (ar carrot) before they 
produce even their second best". 01 

4 - An assessment of public-foreign-debt policy 

One of the striking fealures of the Brazilian economy during the 
twenties was its increasing reliance on public foreign capital. The 
inflow, however, was barely sufficient to cover the outflow related 
to servicing the outstanding debt. lt is tempting to argue that 
public-foreign-debt flows were "neutral" from the balance- of-payments 
standpoin t, and that priva te and profit remittances (or priva te 
capital movements in general) entirely absorbed the trade surplus 
during the decade. This assertion, however, would be too sweeping 
as it does not take into account important year-10-year variations. 
ln fact, the Brazilian trade surplus had not only failed to increase 
since the beginning of the century, but actually decreased between 
1925 and 1930; during these years, the fall was offset by a substantial 
net inflow of public foreign capital (see table 3). 0� 

Up to 1930, the pattern of Brazilian foreign indebtedness seems 
to have been mainly shaped by the cyclical conditions aHecting the 
supply of foreign portfolio capital. Moreover, the foreign- exchange 
constraint appears to have become operative much earlier than 
conventional theory would suggest. 86 Likewise, the Brazilian 

6l Phillimor<' to Elliot Butll'r, 8 D<'cemb<'r 19-13, FO !71/!7836, A16/16/6. 
65 Taking fivc-year avcrages frmn 1891 on, thc n" inflow rclatcd lo public 
forcign dcht ,vas: nihil in 1891 -1895; [ .1 million yearly in 1896-1900: [ !?.7 
million )"Carly in 1911 -1915; - [ 9.6 million in 1916-1920: and - [ l .9 million 
yearly in 1921-1925. Thc rough data on direct foreign investment suggcst that 
thc total remaincd approximatcly constant betwcen 19H and 1930. On this, see 
M. Abreu, "A l',-liss:lo Nicmcycr ," Revista de Administração de Empresas 14 
(June 1974): 7-28. 
oo This case constitutes Chcnl'rv and Stront's phasl' I B, i. e. when a couniry 
does not rcach its targct savings/incomc ratio bccausc of thc cxistcnce of a 
"precocious" Coreign-cxchangc constraint. Scc their article "Foreign Assistance 
and Economic Development," American Economic Rroiew 56 (Septembcr 1966): 
690. 

It is somcwhat surprising that contcmporary economic thcorists did not 
pay more :ittention to the default expcricncc of undcrdcveloped countries. ln 
Cact, thc controversy concerning thc transfcr problem in thc late twentics and 
carly thirtics �vas of1cn prcscntcd in tcrms of a curious mixturc of thcorctical 
argumcnts and "empirical" considcrations related to the Gcrman cconomy. Thc 
Brazilian expericnce supplics thc ideal case for thc Kcyncsian pcs..dmism rcgard
ing thc price-elasticity of foreign demand for the paying country's cxports. See 
J. Vincr, Studies in lhe Thcory o/ lnlemational Trade (London: Allen and
Unwin, 1964), pp. 807-12, and articlcs by Keynes and Ohlin in The Economic
Journnl, 1929.



experience diverges from 1he 1101ion - implici1Jy· or explititly based 
on the case of the Uni ted States - lhat 1here is a clebl cycle and 
that present debtors, having reached a savings/income ratio tlu-eshold. 
will in clue course expand their exporls to eliminate their debls. o; 
This is in sharp contradiction to Brazilian experience. The fragmen
tary evidence available indicatcs that foreign capim! macle a negative 
net contribution 10 1he Rrazilian foreign-exd1angc supply from 1911 
until at least the end of 1he Second \Vorld ,var. 

When a counlry depends on foreign capital either to expand its 
export infrastructure or lo avoicl outflows related lo debt service 
and profit remittam:es, there is a s1ro11g incentive 1101 to default 
as long as lhe suppliers of capital are willing to go on lending. 
However, if the traditional lentlers are not willing to providc 
capital, as was the case afler I 930, the best policy from the debtors' 
point of view is to default. This is true even disregarding the 
reduction in the economy's capacity to generate foreign exchange 
caused by the outflow of private foreign capital and a fall in 
export prices coupled with a need to maintain adequate import 
levels. There are, of course, political arguments which may 
influence the decision, as well as the possibility of retaliation, 
especially in the commercial fielcl. 

Overall evaluation of the Brazilian policy concerning public 
foreign debt payments points to the country's having paid (or in
creased her debt) more in the early thirties than might have been 
expected from actual economic conditions. The contrary was true of 
the 1940 and 1943 agreements, as the total payments stipulated 
seem to have bcen low relative to the country's capacity to pay. 
This is not surprising, since settlements tend to be the outcome 
of polilical ra ther than econom ic consiclerations. Rrazil was no 
cxception to this rule. r,ij 

The initial over-generous Brazilian concessions in 1931 can be 
explained panly as a specific manifestation of the orthodox (in 
intenl) British-in(luenced policy adoptcd by Vargas' first finance 
minister, J. M. Whitaker, in I 930-1931, anel partly as a failure 
to recognize that the country was facing a long-Lcrm international 
crisis. The excessively favorable terms grantcd in 1931 obliged thc 

67 See, for instancc, D. Avramovic t:/ ai., Economic Growth a11d Extunal ™bt 
(Baltimore: Thc Johns Hopkins Press, 1964), chap. 5, whcre, in spitc of the rcc• 

ognition of lhe weakncsses o( thc thrce-stagc growth-cum-dcllt cycle, the analy
sis follows this framework. Sec Chcncry and Strout for a more flexible version 
of this approach. 
es Scc Sta/e Jnsolvency and Foreign Bondlzolders, 2 vol!. (New Haven: Yale 
University Press, 1951), vol. ), General Principies, by E. Borchard, p. !122, fn. 
61; vol. 2, Selected Case Histories, by W. H. Wynne, is a good source on the 
cxperience of other dcbtor countrles. 
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Brazilian government to accept in 1934 a scheme of British 
inspiration which was too optimislic relative to the economy's limited 
capacity to generate íoreign exchange, as shown by its accumulated 
commercial arrears. 

ln attempting to quantify the Bi-azilian "gains" from the suc
cessive settlements, i t is important to distinguish belween two 
distinct concepts relatecl to the recluction of service payments. On 
the one hand, there are what can be callecl "postponement gains", 
which bring short-run balance-of-paymenls relief and are slrictly 
equivalent to forced loans. This is the case, for instance, when 
sinking-fund paymcnts are suspendecl but the debtor remains legally 
bouncl lo pay in thc future. On the other hand, there are "perma
nent-relief gains", which correspond to a real reduction in pay
ments and carry no legal obligation to cover what has not been 
fully paid. This is the case when interest coupons are 1endered by 
bondholclers in return for an agreed reduction o( contractual pay
mcnt. 00 

Column (1) of table 4 depicts the postponement gains for the 
period under consideration, assuming a theoretical (that is, con
tract ual) total service of roughly [ 23 million per year. Column (2) 
shows the permanen t-relief gains, which are the sum of: actual 
rccluction of interest payment corresponding to the 1934 and 1940 
scttlements; unpaid interest on loans in chronic default redeemed 
at 12% in 1943; interest arrears which were not fully paid in 1943; 
gains related to the reclemption of grade 8 loans at 12%; and fore
gone i ntcrest on arrears, also in 1943. 

Evaluation of the actual gains rcsulting from postponement of 
debt paymencs involves problems similar to those faced in assessing 
externai borrowing in general, i. e., the advantages of having 
access to foreign exchange versus the interest costs of borrowing. 
To the exlent Lhat postponement gains were considerably larger 
than imports o[ nonessential and/or non-foreign-exchange-generating 
goods, postponement would tend to have been advantageous from 
the point of view of both the balance of payments and the levei of 
activity. The importance of postponement gains is madc clear by 
the facl that they corresponded to 53% of total imports in 1932, 
declining to 22% in 1937 and rising to roughly 40% in l 938-1939. 70

From the standpoint of availability of foreign exchange, the sue-

89 The Brazilian gains were not equivalent to the bondholders' l�s. for in 
many instances Brazilian Jeans were floated a! a heavy discount. 

10 Straight comparisons between postponement gains and impor! leveis do 
not tel1 thc whole story L,ccause of the :iccumulation of commercial arr�ars dnr• 
ing thc pcriod. 
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Table 4 

Brazili<m Gainsª Resulting from Defaults, 1932-1944 

(f Million) 

Year Postponemcnt Pennanent-Relicf 
Gains Gni.J1s 

1932 16.2 .4 
Hl33 16.8 .4 
1934 15.9 5.7 

1935 15.5 7.3 

1936 15.1 6.9 
1937 14.5 5.6 
1938 23.0 1.4 
1939 23.0 2.0 
1940 19.6 9.4 
1941 18.9 9.2 
1942 19.0 9.0 
1943 19.l 8.2 
1944 4.2 38.4b 

• Di!ferencc between amounts aclually paid and those due at par value.
b For 1944, the figures do not include the "gnins" resulting from reductions in

intercst rates and principal brought about by the 1943 agreement. The imme
diate gains rele.tive to ce.sh payroents would have totalcd � 45 million if nll 
bondholders hnd pre(erred this option. The a.vernge interest rate on outstand
ing debt was reduced by 1. 3%. 

cessive reductions in service payments were equivalent to an in
crease in exports, and made it possible to avoid further reductions 
in imports .11 

The drop in economic activity - and particularly in imports 
- led to an absolute fali in federal rcvcnue, which did not recover
its 1928 nominal levei until 1934. Tab!e 5 revea!s that, evcn if
there had been no foreign-exchange constraints, it would hardly
have been practical to have gane on fully servicing the debt when
this would have required more than a third of total federal revenue.
The relief brought about by the reduction in payments allowed
the government to shift outlays from foreign-debt paymcnts to the
domestic purchase of goods and services; this had a beneficial in
fluence on the overall levei of domestic activity. The share of the
ministry of finance in total federal expenditures fell from 42% in 

71 For data on the import structurc, sec Fundação Getúlio Vargas, "Estrutura 
do Comércio Exterior do Brasil, 1920-1964" (Rio de Janeiro, 1960) (Mimcograph· 
cd), vai. 2. 
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Table 5 

Selecled Stalistics 011 lhe Public Fo,-cigu Debt Service, 1929-1943 

Year 

1929 

1930 

1931 

1932 

1933 

1934 

1935 

1930 

1937 

1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

Total Service 
11S % of 

Total Exports• 

18.3 

30.0 

38 O 

13.3 

11.7 

12.2 

13.6 

12.2 

12.1 

5.5 

4.9 

4.2 

3.6 

13.9 

7.0 

Service 011 Federal 
Lonns ns % of 

Federal Revcnueb 

19.2 

31.2 

32.4 

4.1 

5.6 

12.8 

14.1 

13.5 

10 9 

3.7 

4.2 

4.0 

3.0 

7.1 

5.6 

Total Service 
Deflated by 
Capacity to 

ImporL• in E, 
Million (Capacity 

to Import in 
1937 = 100) 

11.3 

18.4 

18.0 

7.2 

6. 1

6.1 

8.3 

7.9 

8.5 

4.3 

4.0 

5 .1 

4.4 

18.3 

9.4 

• Tbe service data are from table 2. Tbo informnlicn on total imporls - con
verted from gold pounds nnd cri1"?eiros into pounds sterling - is from IBGE, 
A n11ário Estatfslico do Brasil, severa! yenr�. 

b Fcdornl service does not include coffee loans. Revenue includes tn.'Ces eam,ark
ed for tbe public-works and nntionnl-defense plan of 1939-1943, and the 
works nnd equípment program of 1944-1946. The revenne data are from 
IBGE, An11ário Estatlstico do Brasil, 1939-1940, pp. 1 268 nnd 1 410; 1947, 
p. 45!).

• The cnpaciLy-to-import data are from A. V. Villcla nnd W. Suzigan, Po!Uica
do Governo e Crescimento da Economia Brasileira, 1889-1945, Série Monográ
fica, n.• 10 (Rio do Janeiro: IPEA/INPES, 1973), p. 441. The use c,f other
"classical" series on cnpncity to import (those prapared by CEPAL, for exam
ple) would not alter the results appreciably.

187 



1929 to 29% in 1938, while the share of the armed forces rose 
from 22% to 30% and that of the ministry of transport from 
23% to 26%. It would be interesting to know more about the 
breakdown of federal expenditures, but information on this is 
unreliable. 7� 

--.a.It might be suggested that policymakers failed to introduce 
measures that would have assured a much larger relative reduction 
in consumer-goods imports during the J 930s - in particular of 
consumer durables - and would thereby have left more foreign 
exchange available for capital-goods imports or debt service. 
However, on Lhe whole, it does not appear that increased consumer· 
goods imports were made at the ex pense of the more essential capital
goods imports. Firstly, the importation of some nondurable goods, 
especially foodstuffs, was difficult to compress. Secondly, an increase 
in the share of consumer-durable imports was to be expected, since 
these were mainly "new'' goods recently introduced in the Brazilian 
market. Thirdly, until 1931 and after 1937, exchange contrais 
assured the availability of foreign exchange for essential imports. 
Fourthly, the demand for im ported capital goods was artificially 
reduced by the ban from 1931 to 1937 on the importation of 
machinery for industries which produced a wide range of consumer 
goods and were judged to have excess productive capacity. 

As far as the choice between consumer-goods imports and debt 
payments is concerned, it is obvious that the government found it 
politically more convenient to court public opinion by allowing :i 
ccrtain levei of nonessential imports rather than by paying more 
debt service, an alternative which did not involve immediate 
advantages. This course of action was further backed by the 
lukewarm American policy, partly related to potential nonessential 
cxports, concerning the foreign debt. 

Examination of the real reasons behind the 1937 default, as 
well as of its consequences, is parlicularly interesting because this 
,,·as the only instance when policymakers decided that the need 
10 import essential goods was pressing enough to entirely suspend 
service on the Coreign debt. lt could be argued that there was 
some similarity between the Brazilian default in 1937 (a result of 
1he American recession) and that in 1931 (the outcome of a world
wide depression). This would be misleading, however. ln the first 
place, Brazil managed to pay something, even during the early 
years of the decade when exports were below those of the late 
1930s. ln the second place, while it is true that the real cost of 

;2 Thc Fundação GcllHio Vargu data on govemmmt capital formation prc• 
sented in Villcla and Suzigan do not make sense, varying hom lO.S% of total 
federal expenditures in 193! 10 1% in 1937. 

138 



serv1cmg the debt - in Lerms of imports foregone, ar debt service 
divided by capacity to impon - had been increasing noticeably, 
it was still (ar Iram the 1929 leveis (sce tablc 5, column [3]) . 
Finally, the further contraction o( the trade surplm in 1938 in
dicates that policyrnakers attached high priority to ensuring rela
tively high imports. The decision to default was a clear reversai 
in Brazilian public-foreign-debt policy; it was the result not of 
the fali in export earnings, but of the nced to increasc (ar at 
least not decrease) essential impons. 

The decision to default also involved noneconomic considera
tions related to the stability of the Estado Novo. By casting the 
decision in terms of "either we pay the foreign debt or we reequip 
the armed forces and the transport network", Vargas was simul
taneously able to mobilize military support for thc new regime 
and to weaken internai criticism of the decision itself. 

Evidence suggests that Vargas· claim that the inevitability of 
the default was ]inked to the need to import cssential goods was 
partly an ex post rationalization of what had already happened 
in 1937. The huge increase in the value of imports between 1936 
and 1937, was, indeed, even more pronounced in the case of capital 
goocls (particularly railway-equipment imports, which doubled in 
value) and to a lesser extent in that of consumer durables. 
Although total imports fell in both 1938 and 1939, it can be argued 
that the default prevented an even g1·eater drnp, especially in 
capital-goods imports, which remained roughly stable in value 
between 1937 and 1939. 

It is difficult Lo assess the effect of capital-goods imports on 
output, as there is no reliable information on capacity utilization. 
It seems clear, however, Lhat the heavy imports of railway equip
ment ·which characterized the second half of the 1930s were related 
to the rapid expansion of the transport sector after 1935. The 
relatively poor showing of industry in the late 1930s is largely 
explained by the disappointing performance of agriculture (mainly 
sugar) in 1936-1938, rather than by the competition of imports or 
the nonavailability of capital goods (in 1939, food processing still 
accounted for over 30% of total industrial value added). 73 Military
equipment imports do not seem to have been an importam drain 
on foreign exchange, for they probably required no more than 

73 Thc author thanks Professor A. Fishlow for :illowing acccss 10 lhe dis:iggtc
gated indwtrial indices which serve as the ba.sis Cor table Al of bis article 
"Origins :md Conscquences of Import Substitution in Brazil," io lnllrmaliona/ 
Economit:s and .D�lopment, cd. L. E. DiMarco (New York: Aademic Press, 
1972). 
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[. 3 to f 4 million in 1938-1939. Actual paymenLs in hard currency 
related to the two main military contracts - for German field 
guns and British clestroyers - involved only f 2. 5 million. 74 

The 1940, and Lo a Iesser clegree the 1943, agreements stipu
lated much less annual service than had been the case in the past. 
(1944 was a somewhat atypical year since a considerable proportion 
of payments was related to cash settlements uncler option B.) The 
lower payments naturally resulted in much smaller strains on 
available exchange and on government revenue than those typical 
of the mid-l 930s. Thus, up to 1943, Brazil continued LO enjoy 
considerable postponement and permanent-relief gains. 

On the other hand, the holders of Brazilian bonels may have 
lost out as a result of the succession of partia} anel total elefaults; 
and the fact that the conditions of the 1943 agreement were 
respected raises the question of to what extent. If details were avail
able on actual Brazilian payments, as well as on Lhe actual net 
proceeds from ali Ioans, it would bc possible to calcul:He an internai 
rate of return which could be compared with ruling rates of interest 
for prime invesLments. This, in turn, would indicate how well 
the foreign bond markeLs allowed for risk, and how much the 
bonelholelers lost (if, as a group, thcy lost at all). 

Unfortunatcly, howcver, Lhere is no detailed information on 
the redemption terms of public loans. The purpose of these remarks 
is to put into perspective the unqualified views of those who see 
as particularly disastrous the overall Iong-run experience of holders 
of Brazili an bonds. 

Brazilian foreign-elebt policy apparently changed between the 
early thirties, when the primary consideration was "what is the 
minimum the creditors will accepl", anel the late thirties and forties, 
when the principal guideline was the maximum thc country could 
pay without unduly limiting its access to essential imports. It 
would be hazardous, however, to generalize this observation for 
Brazilian foreign economic policy as a whole. Overall assessment 
would necessarily entail consideration not only of the public-foreign
debt question - despite its importance - but also of commercial 
policy, exchange-allocation policy, policies concerning private 
foreign capital, anel so forth. The most likely rcsult of such an 
aggregate evaluation woulel be to show that the conclusions reached 
with respect to the foreign-debt issue cannot be extendecl to other 
areas of national economic policy. 

74 Knox to FO, tcl. !164, 7 December 1940, FO 571/24172, A6040/4176/6: Walcy 
to Balfaur, 2!1 Octobcr 19!19, FO !171/22721, A5021/71/6. 
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Production, employment and agl'arian 
structure 1n the cacao regions of Bahia 

Gerruisio Castro de Rezende •

1 - ln troduction 

Certain evidence, of an aelmitteelly selective anel sparse nature, 
suggests that Brazilian agricultural elevelopment has been accompa
nied by increasing concentration of income and means of production. 
(1) For example, it is precisely in the regions most dynamic in terms 

of capital accumulation anel technical progress that rural labor con-
ditions have proven roost unsatisfactory (in the case of migrant 
labor, or the bóias frias). 1 (2) ln certain Northeastern regions such 
as the agreste, agricultura! workers em ployed on large Iandholdings 
have been liberated as cropland has been turned into pasture .2 (3)
The settlement of frontier regions has been characterized by low 
labor absorption, it being notable that in some instances the tradi
tional labor force has been displaced. 3 

• Rescarch cconomist, IPEA/INPES. ln processing the data, the author coun
tcd on thc collabor:ition :md exccllcnt working rclationship o( Hermino Ramos 
de Souza and Ana l\laria Reis of CEPLAC.
1 I•or a case stu<!)' o( a dynamic rcgion in São Paulo, see M. C. I. i\fcllo, O "Dóia 

Fria": Acumulnçao ,e Miséria (Pcetrópolis: Editora Vozes, 1975). 
2 For a rceccnc con1ribu1ion to the :malysis of this proccss, see M. L. Mdlo, 
"Proletarização e Emigração nas Regiões Canavieira e Agrestina de Pernambuco," 
Dcpar1amcn10 de Cil!ncias GeogdficH, Univcenidade Federal de Pernambuco, 
June 1976 (Mimeogrnphed). 
:i Since these phenomcna are occurring ar prcsent, the finding, of some studies 
are still unpublishcd. Sce, for examplc, J. Hebc:ttce and R. E. Marin, "Coloniza
ção Espontânea, Polltica Agrária e Grupos Sociais," Ntlcleo de Altos Estudos da 
Amazônia, Universidade Federal do Pad, 1977 (Mimeographed); D. Goodman, 
"The Central West Rcgion of Brazil: Federal Devclopment Programs and 
Settlement of thc Agricultura! Fronticer," n:port presentcd to lhe World Banlc, 
Fcbruary 1976 (Mimeographed). 
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These development patterns constitute the focus of this paper. 
ln particular, we will analyze the agrarian structure in order to 
shed light on incarne leveis, agricultura! production and rural labor 
conclitions. • 1 For this purpose, a maciel of the duality "family sector/ 
wage sector" is presented in the second section. "Family procluction" 
is defined as that baseei on family labor, while "wage production" is 
that in which the labor force is predominantly comprised o[ wage 
workers. G This cluality is further expressed as a sharp contrast not 
only in techno-cconomic aspects - such as product mixes, resource 
use and productivity, functional distribution of income, clegrees and 
forros of market participation, etc. - but also in property holding 
and access to the means of production. Whereas the family sector is 
characterized by restrictecl incarne anel procluction possibilities, it !S 
only in the wage sector that accumulation and technical progress are 
feasible. 

2 - An empirical analysis of the duality family /wage 
production 

The data to bc used were gathered by a federal agency - Comissão 
Executiva do Plano de Recuperação Econômico-Social da Lavoura 
Cacaueira (CEPLAC) - established in 1957 to cope with the finan
cial problems o[ cacao production, then, as now, a predominantly 
export crop which is highly concentrated in southern Bahia. As a 
result of the broadening of its objectives, this agency conducted an 
economic anel social survey designed to lead 10 concrete measures 
for regional development. This survey, begun in 1971, covered 89 
municípios with an area of 92 thousand square kilometers and more 
than two million inhabitants in 1970 (see map) . n 

4 ln this sensc. 1he prcscnl study continues previous rescarch by 1he :mthor. 
�e G. C. Rczende, '"Plantation Systems, Land Tenure and Labor Supply: An 
Historical Analysis of the Brazilian Case with a Contemporary S1udy of lhe 
Cacao Regions of Bahia. Brazil" (Ph. D. disscrlation, University of \Visconsin, 
1976): irlem, "Es1ru1ura e Nfvcl Técnico da Agricultura Brasileira Segundo 
Furtado," Pesquisa e Planejamento Econdmico 5 (June 1975): 219-30. 
5 "Family production" should not bc taken as a synonym for "small", nor 
"wage production" as a synonym for ''large". Likewise, family producLion is 
nol necessarily subsistence (or nonmarket) produc1ion, the use of capi1:1I goods 
is nol neces.'l:lrily reslricted 10 the wage sector, and thcre is no associa1ion bctwecn 
wagc production and advanced technology. While the two sectors may di(fer as 
to siu, and lhe rclativc importancc o( market aclivities, in this paper thcsc as
pecu are subordinated lo the duality expre§scd in lhe dichotomy family labor/ 
wage labor. 
li For more detailed information, sec "Diagnóstico Sacio-Econômico da Região 
Cacaueira do Estado da Bahia," prcpared by the CEPLAC group in charge of 
the survey and presented lo lhe 10th annual meeting o( lhe Sociedade Brasi
leira de Economistas Rurais, Ilrasllia. July 1972. 

142 



SURVEY REGION 

1972 

g. 

... ,. 

o to 40 _.,._ 

....... n••o' 

�----,---•�-.c--,-------,u•c•• 

14!1 



I n tables I anel 2, the size distributions of the production 
uni1s (UPs) for the sample and the universe are compared. Partly 
due 10 thc sampling procedures (mainly the large sample size), the 
empirical analysis is limited to elirect comparisons of simple averages 
and other sample statistics. lL is implicit throughout the discussion 
that more precise statistical an:.ilysis would corroborate the general 
conclusion as to the existence of a sharp contrast between family 
anel wage proeluction throughout the agriculture of the region. 
Though simple, the effectiveness of such an analysis can be seen 
as an inelication of the cleavage between the two types o( proeluction: 
in this connec1ion, the high elegree of consistency in the empirical 
results is notable. 

ln the following, we consieler first the data relative to thc 
cacao zone proper, then that for the entire survey region . A pro
duction unit is classifieel in the family sector if less than 40% of the 
labor effectively useel, in equivalent man-ycars, was hired (or wage) 
labor. Othenvise it is classified in the wage sector. 

The sectoral elistribULions of the UPs according to size are 
presemed in table 3 .  These clistributions differ markeelly, with a 
much highcr incidcnce of smaller units in the family sector, anel of 
meelium anel larger units in thc wage sector. Jt must be notecl, 
however, that almost one quartcr of the wage UPs have less than 
20 hectares, anel that a consielerable proportion of the UPs in both 
sectors are in the medi um si2e class (20-100 hectares) . Even so, 
in tenns of labor utilization, the pure forms of the two types of 
proeluction preclominate in both sectors (column [5] ) . 

The size elistributions partially conceal the divergence between 
the two sectors, which is revealeel in various other ways. ln terms 
of wealth, for example, thc elifíerences in the incidencc o( multiple
property holding, as shown in column (3) o( table 3, leave no doubt 
as to this elivision. 7 These property elifferentials are inseparably 
linked 10 the technical anel economic characteristics o( the two 
sectors, which we shall begin to discuss with the aid of tables 4 
anel 5. 8 

, It should bc notcd that, in view of our objcctivcs, we have omitted from our 
discussion 1he landlcss workers, who constitutc 1hc majority in lhe zone, as 
columns (4) and (5) indicatc, and wbosc propcrty conditions ccrtainly pul 
thcm at thc bollom of the ovcrall distribution. 

B ln 1hcse and subscqucnt tablcs, a UP is considcred .. spccializcd" in a "main 
economic ac1ivity" if this activity (whether a single undertaking or a combina
tion such as cacao-manioc or cacao-Iivcstock) accounts Cor at least 67% of thc 
gross value of lhe output of thc UP. lt is notablc that almost 72% of thc 
family UPs, corrcsponding to '15% of the arca undcr this Conn of production, 
satisfy this critcrion. 



Table I 

Cacao Zonc: Perce11tage Distributio11 and Average Arca o/ UPs by Size 

Size CIWIS 
(Hectares) 

o- 10 

10 - 20 

20- 50

50 - 100

100 - 200

200 - 500 

500 - l 000

000 and Ovcr 

Total 

Number 
(%) 

32.8 

15.6 

28.2 

12.8 

5.5 

3.!I 

.7 

.5 

100.0 

Sources: Samplo: CEPLAC survoy. 

Sample 

Arca 
(%) 

2.3 

4.4 

17.6 

17 .3 

14 .4 

20.!I 

!1, 1

14.11 

100.0 

Univer:;e 

Average Area Number Area 
(I-Icctnrcs) (%) (%) 

:J.5 18.7 1.4 

14.U 20.1 4.4 

31.0 32.2 15.8 

07.0 16.3 17.0 

130.0 7.6 16.0 

266.0 3.9 18.0 

046.0 .!I !1.4 

:i\16.11 .4 17.4 

;j() .li IU0.0 100.0 

Avcrnge Arca 
(l lectarcs) 

4.6 

13.0 

30.5 

66.6 

1:30. !I 

288.0 

640.1 

:! Til .!I 

61.8 

Universe: Instituto Brasileiro de Geografia e EstuUijticl\ (113UE), Ceriao Ar,ropec·uáriu da /Jal,ia, 1!1711.

' 



- T:iblc 2 

Suruey Rt:gion: Percc11tagt: Distribution and Avcrage Arca of UPs by Síze 

Snmplo UnivorHO 
Size Cl&SS 
(Hectares) Number Are!\ Avorngu Arim Numbur Are11 Avcrngc Arca 

(%) (%) (1 foctnrc.�) (%) (%) (llccto.r�) 

o- 10 35.8 1.6 3.1 20.4 1.1 4.4 

10 - 20 12.0 2.4 13.5 16.4 2.6 13.2 

20- 50 22.7 10.2 30.8 29.2 10.8 30.2 

50- 100 13.6 13.3 67.3 16.2 13. l 66.2 

100 - 200 8.2 15.6 130.0 9.2 14.7 130.1 

200 - 500 5.7 23.7 285.3 5.8 20.8 292.4 

500 - 1 000 1.2 11.4 638.0 l. 7 13.8 659.5 

1 000 and Over .8 21.8 1 777.2 .9 23. l 2 017.9 

Total 100.0 100.0 68.4 100.0 100.0 81.8 

Sourccs: Sample: CEPLAC survey. 

Universe: IBGE, Cen.so Agroptcuán'o da Bahia, 1970. 



Tablc 3 

Cacao Zone: Distribution o/ UPs by Sector and Size, 
Multiple-Property Holding, and Composition o/ the Labor Force 

UPs Area. Multiple-Property Index• Labor Hired Sector a.nd (%) Use Labor Size CID.SI! (l\1an-Years) (%) (Hectares) Number % Hectares % Numbcr Arca. 
(1) (2) (3) (4) (5) 

Family Production 59! 100.0 10 88! 100.0 19.f tS.8 856 S.7 

o- 20 349 65.6 2 121 20.4 16.3 43.8 451 2.9 

20 - 100 173 32.5 6 883 66.3 22.0 11. 1 368 5.4 

100 and Over 10 1.9 1 378 13.3 80.0 58. l 42 4.8 

Wage Production 419 100.0 38 flf roo.o 187.0 137.0 i! 745 91.S 

o- 20 !li! 23.7 956 2.5 96.9 377.9 203 79.3 

20 - 100 22ll 53.3 9 818 25.7 1:-1:-1.6 352.9 005 86.9 

100 and Over 95 23.0 27 43!1 7l.8 185.a 190.G 1 470 96.5 

... Source: CEPLAC survey . 
• . Number (or area) of additional UPe report.ed/number (or arca) of UPtl interviewed . ..,i 



Table 4

Cacao Zone: Main Economic Activity by Secto1· 

Sedor and UPs Arcn Labor Uoo 
l\lain Eeonomie 

Act.ivity Number % Hl!ctnrea % �lnn-Yl!ar11 % 
(l) (2) (3) 

Family Production 633 /00.0 10 382 100.0 866 /00.0 

Cacao 188 31.5 3 608 35.6 200 33.0 

l\Ianioo 160 31.7 2 805 27 O 270 32.6 

Olho,- 45 8.4 1 185 11.4 73 8 5 

l\fi11cellanNl111b 151 28.3 2 604 25.1 214 25.0 

Wqe Produclion 4ll 100.0 38 !//!/ 100.0 2 746 100.0 

Cacao 310 77 .8 30 646 80.2 2 372 86.4 

Olher< 28 8.8 4 163 10.0 182 6.6 

Miaeellaneou.ob 6-1 15. 6 3 403 8.0 101 7.0 

Source: CEPLAC ourvoy. 
• lnclude:s Hveatoak and manioc-cacao, 

b Only lho UPe "epocialized" in propcrly defincd '"main oconomio 11etivity(iee)" aro aa■l· 
yzed in the CEPLAC ourvey. 

a Includca liveatcak and liveatock-caaao. 

ln the cacao zone, family production is not a mere subsistence 
mode, but is well-integrated into the market, an observation which 
is backed by the relatively low rate of on-farm consumption. On 
the other hand, the findings confirm, as expected, that wage pro
duction is characterized by a stronger market orientation, as shown 
by the greater importance of specialized UPs in terms of number, 
area and labor use, as well as by a virtual absence of onfann con
sumption (see table 4 and column [4] of table 5). 

With regard to composition of outputs, monoculture is a strik
ing phenomenon. Moreover, even though the data refer only to the 
specialized UPs, the wage sector accounts for over 90% of cacao pro
duction, leaving little more than 6% to the family sector (the 
burareiros) . ln the case of temporary crops, however, the situation 
is nearly the opposite, with family units responsible for at least 
80% of manioc production ° (table 5) . 

o This eslimate takcs into account lhe unreported data for lhe nonspecialized 
UP1, in wbose production manioc must play an important role. 
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Table 5 

Cacao Zone: Distribttlion of Economic Aclivity by Sector 

Total Output Output oi Cocoo Output oi Tomporary Crop• 

Sector and 
Main Eeonomic Total :'\tanioc 

Activlty Cri 1 000 % Cri 1 000 % 1 000 % 
.Anobaa Cri 1000 % Tona % 

(1) (2) (3) 

Total for Zon.- 14 !16 100.0 ll 096 100 .o !67 100.0 697 100.0 6 616 100.0 

Family Production n.o. "·º· n.a. n a. n.o. n.a. "·º· "·º· n a. " ª· 

Cacao OUI 3.0 802 4.0 20 5.3 37 4 .!l 263 4 ,8 

Manioc 357 1.5 H .3 302 43.3 2 650 48.2 

Olhub 192 .8 ;a .3 2 .5 46 6.5 303 5.5 

111 iacollaneoua• D,8, D.li. D.a. u .a. D.a u.a. ft.A, n.a, n.a. li.D.. 

W 1110 Production "·º· "·ª· "·º· n.o. "·º· n.G. "·ª· n B, n.o. n.a. 

Caca.a 20 828 84.8 19 007 90.4 325 88.15 8-1 12 1 737 13.4 

Otheid MI! 3,5 414 1.0 10 2.0 15 2.2 �RD 5.2 

M iocellaneou_. n.a.. D.&. D.I, D.&. D.a. D.a. n.a. D.a. D.&. n.a. 

Sow'Ce: CEPLAC aurvey . 

Cov,n aomo UP1 wbiab could not bo cl-iliod in cilhcr 1cctor. 

d 

• 

Inelud11 liv11tock aod manioc..,.cao. 

OnlY Ih UP1 "1pcciali1cd" in properl,y delin«I 
lnclud11 Uv11tock and lin•lock-eacao . 

E1clud11 on-larm produca uacd a• 11od . 

1

1main econondc activUy(ies)
11 

are anatyzed. in lhe CEPLAC aurvey. 

Own 
Conaumr,tion8 

(% oi 1'otal 
Output) 

(4) 

1.1 

11.9 

4.2 

21.6 

10.4 

15.0 

1. ! 

.D 

3.•I 

�.4 



Tablc 6 prescnts some sclcctcd indicators of the sizes of the 
UPs by sector and economic activity . As to area, the family UPs, 
irrcspective of thc activities carried out, form a homogeneous group 
vis-;1-vis the wage UPs (column [I]) . Within the family sector, 
the higher a,•crage output o( thc cacao UPs is cluc, at least in parr, 
to thc grcatcr cost of cacao procluction, which involves larger capital 
outlays, as cvidencecl in column (4) . 

Table 6 

Cacao Zonc: lndicators of Size by Sector nnd Mnin 

Economic Activity 

Sector and Aren Gr011 Output Lobor 

1-fain Economic per UP per UP por UP 

Activity (Hocler .. ) (CrS) (Mon-Yeare) 

(IJ (2) (3) 

Total for Zone 49.8 18 749 .S.B/l 

Family Productioo 19.6 ! 9711 1.61 

Caeao 22.0 4 280 1.72 

J.fanioc 17 .1 2 059 1.811 

Otbcr 28.3 3 687 1.82 

llfiaceUeneo111 17 .2 2 331 1.42 

Wace Production 1111.6 41 097 B.68 

Caeao 98.1 48 1111 7.43 

Otbor 118.7 31 984 8.50 

1.1 iaeellaneoua 53.2 8 141 2.98 

�urce: CEPLAC our\'�y. 

Copilal 
per UP 

(CrSl 

(4) 

116 814 

110 189 

30 839 

9 398 

28 1111 

18 358 

1176 871 

327 147 

1110 484 

53 719 

The adclitional information given in table 7 shows that the 
family UPs are also characterized by distinctly inferior technical 
conditions, as the severa) indicators of resource endowmcnts suggest. 
ln the light of these results, thc clifferences within thc family sector 
(between the cacao and the manioc UPs, for instance) are seen to 
be less significant than thc duality family /wage production . 

Table 8 shows that, in cacao production, the techno-economic 
conditions o[ the family UPs are appreciably inferior to those of the 
wage UPs. Although physical productivity per area clearly depends 
on the whole technical process, the poorer quality of land in the 
family sector may be an important factor . ln tum, the rela tive Jack 
of processing facilities, anel the probably inferior marketing condi
tions facing the family producers (not only on account of their 
smaller crops, insufficient processing, etc., but also due to lack of 
financing) must underlie the considerably lower average price they 
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Table 7 

Cacao Zone: Resource Endowmenl.s by Sector and Afofo Ec<momic Aclivity 

Land por Quality 

Sector and Main Worker of Land• 

Economic Activity 
(Hectare/ (%) 

Mnn-Ycar) 

(1) (2) 

Total for Zone 18.7 19.0 

Family Production lt.1 n.a. 

Cacao 12.8 31.0 

Manioc 10.4 43.0 

Otber 16.2 37.6 

Miscellaneoll8 12.2 n.a.

Wage Production 19.9 n.a. 

Cacao 12.9 14.8 

Other 22.9 6.9 

Miscellaneoll8 17.8 n.a.

Bourcc: CEPLAC survey. 
. Perccntage of capoeira-lnnd in total land area . 

Capitalb per 
Workcr 

(Cr$/ 
Man-Year) 

(3) 

84 844 

111 640 

17 866 

5 692 

16 342 

12 953 

41 906 

43 997 

30 687 

18 000 

Capitalb 
per Land 

(CrS/ 
Hect.are) 

(4) 

e 6117

1 084 

1 401 

549 

1 007 

1 005 

e 901 

3 405 

1 342 

1 010 

Multiple-Propert.y Index 
(%) 

Number Area 

(5) 

70.8 197.0 

19.1 118.8 

27.4 33.9 

10.1 6.6 

26.7 21.6 

17.9 29.5 

187.7 t37.0 

141.1 233.0 

100.0 139.7 

137.5 392.5 

The meaningíulness of this proxy for land qualit,y is strengthened 
by lho lirst-hand knowledge of a CEPLAC agronomist, according to whom fornily production is for tbe most part 
rcstrictcd to scattercd small areA! with poorer soils ("capoeira-lnnd" in his words). 

b Excluding land. 



Table 8 

Cacao Zone: Tec/mo-Eco11omic Aspects of Cacao Production úy Secto1· a11d Mai11 Eco11omic Aclivity 

Sector and Mnin 
Economic ActiviLy 

Tot.it.l for Zone 

Fnmily Production 

Cncao 

Manioc 

Other 

Miscellnneous 

Wage Production 

Cncno 

Other 

l\Iiscellnueous 

Source: CEPLAC survey. 

Shnre of 
Cncno in 

Tot-nl OnLpnt 
(%) 

(1) 

90.8 

n.a.

94.:J 

12.4 

38.1 

n.a. 

n .a. 

96.8 

49.0 

n.n. 

Output of 
Cacau 

por Aren 
(CrS/IIectnrc) 

(2) 

1 SS2 

n.a. 

786 

Ui!I 

440 

11.n. 

n.a. 

l 426

892

11.a. 

OnLput of Pricc Proccssing 
Cncno lloccivc<l Fucililies por 

per Arcu for Cncno Cncno Produccd 
(,I rrobas/HocLnrl'I) (CrS/Arroba) (CrS/Arroba) 

(:J) (4) (5) 

!!UJ 60.e 168.9 

n.a. ti. a. ti. a. 

17 .3 45.5 6!).0 

3.4 46.1 380.8 

10.:: 43. 1 222.:J 

11 .11. 11.3. n.n. 

n.a. n.a. lt ª· 

23.2 61.5 J67. l 

20.5 43.4 197 .1 

11.3. n.n. 11.3. 



receivc. Taken together, lower physical productivity and lower 
prices lcad to the result shown in column (2): in terms of value, 
wage proeluction yields almost twicc as much (CrS 786/hectare) as 
family production (CrS 426/hcctare) . 

Further evidence on the duality family /wage production of 
cacao is prcsented in tablc 9. The two sectors are significantly anel 
consistently differentiateel in terms of (1) economic size, (2) re
source endowments, inclnding multiple-property holding, and (3) 
procluctivity of labor anel land. lnterestingly, in cacao production 
the family sector is not characterized by greater use of labor per 
area than the wage sector. ln both sectors, however, the smaller 
units use more labor and produce more per area than the larger 
units. 10 

The contrasts between family anel wage production which 
prevail in cacao are also observed in the broader geographic region 
covered by the CEPLAC survey (table I O) . However, as we add 
thc othcr subareas to the cacao zone proper, family production as
sumes greatcr importance, as indicated by the substantial amount of 
labor in this sector. 11 Moreover, table 11 confirms that family pro
duction is not synonymous with subsistence or nonmarket pro
duction, though wage production, as expected, is much more inte
grated into the market (see column (4]) . This comparative market 
integra 11011 is also revealed by the rela tive importance of specialized 
UPs in the two sectors (columns {I] anel (2]) . 

On the other hand, manioc is typically a family production 
sphere. This is evident even if we restrict ourselves to the spe
cialized manioc UPs in the two sectors, though it is certain that 
the 818 nonspecialized UPs in the family sector ("miscellaneous") 
have in manioc an important source of income. The specialized 
manioc UPs represem almost 29% of ali UPs, and are responsible 
for nearly 28% of all the labor employed in family production. 
Were the composition o[ output of the "miscellaneous" UPs available, 
manioc may be seen 10 engage up to 50% of the workers in family 
production. ln sharp contrast, manioc is truly marginal in the 
wage sector; consistent with this fact, in this sector the manioc 
UPs prescnt a lower clegree of markct integration and use less 
hired labor than the other U Ps. 

10 For additional data :ind further discussion of dccreasing in1en1ity of land 
use with size of UP, see Rezende, "Plantation Systems," pp. 284-99. 

11 As pointed ont in Rezende, "Plantation Systems," pp. 269-71, analysi� of 
more detailcd data suggesu that family productlon is comparatively less im
porrant (in terms of land use and labor ahsorption) in the two subareas best 
suited to cacao and Iivestock activities - the cacao zone proper and the Pastoril 
de ltaperinga. 
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Table 9 

Cacao Zone: Size Indicators, Rcsource Endowments, and Productivily of Cacao by Sector and Sizt: of UP 

Itom and Seotor 

Numbcr oi UPa 

Family Produclion 

Wace Produolion 

Anrqe Area (Hcotara) 

Fam.ily Producüon 

W •1• Production 

Labor Uae per UP (llfan

Y-.,) 

Fatnily Produotion 

W •1• Produclion 

Total Output per UP (Cri) 

Fami]y Produclion 

W •1• Production 

Capital per UP (CrS) 

Fami]y Production 

W 11&• Production 

Number or Adclitional UP■ (%)" 

Total 

188 

320 

22. l 

06.4 

1. 7 

7.4 

4 280 

48 300 

30 839 

326 125 

Fam.il,y Produclion 27. 4 

Waao Produclion 140.11 

0-10 

71 

31 

4.2 

5.2 

1.1 

1.8 

2 232 

4 207 

12 361 

20 878 

28.8 

128.0 

10-20 

3,3 

43 

UI.O 

14.5 

1.9 

2.7 

4 864 

13 942 

31 138 

64 323 

18.2 

88.4 

20-60 

43 

110 

30.0 

31.4 

2.0 

4.0 

4 780 

21 844 

34 068 

106 208 

34.0 

136.5 

Si•• 0-
(l:lcclnrca) 

50-100 

18 

81 

81.8 

80.8 

2.3 

7 .4 

8 870 

63 120 

68 631 

265 007 

8.3 

167 .4 

100-200 

4 

38 

110.8 

134. 1 

4.3 

10.0 

18 689 

78 124 

128 816 

626 116 

126.0 

191.7 

200-600 

1 

28 

200 

201.8 

4,0 

17 .3 

19 985 

102 028 

340 061 

785 774 

)21.4 

600 and Over 

li 

807.5 

40.0 

310 807 

2 071 067 

218.2 



Ara of Additlonal UP1 ( %)" 

Pam.ily Production 33.8 110.4 22.l 20.8 2.4 118.6 

Wa1e Produclion 233.9 706.9 183.2 a94.4 366.9 304.7 15li.4 137.0 

C■!lital , .. Worker (Cri/ 

Man-Y .. ,l 

Fam.ily Produclion 18 141 11 228 16 387 17 033 26 88J 30 190 86 016 

Wa10 Produolion 44 071 13 OIO 20 120 2ft 324 35 824 48 268 46 420 74 277 

Capital p•r l.llnd (Crl/H.,larel 

Famíly Productian 1 306 2 041 2 076 1 136 063 1 172 1 700 

Wa10 Production 3 419 4 016 3 746 3 3113 3 798 3 923 3 001 3 310 

únd/Worker Ralio (Hectare/ 
Man-Ycar) 

Family Produclion 13.0 3.8 7.0 16.0 26.0 2a.8 50.0 

W■10 Production 12.0 3.3 5.4 7 .o 9.4 12.3 16.1 22.4 

Quality ar Land (%)h 

Family Produotion 48.3 18.9 24.6 63.2 63.2 66,11 117.11 

Ware Produotion 29.1 6.2 17 .o 20.2 24.6 27.0 36.7 30.7 

Output pu Work"' (CrS/Man-
Yoar) 

Farnily Production 2 1118 2 029 2 670 2 305 2 000 3 881 4 1196 

W■10 Production 6 6311 2 620 6 164 6 411 7 178 7 2110 6 897 7 770 

Output per Ara (Cri/Hectare) 

Fam.ily Produotion 1114 631 326 160 108 161 100 

W1111e Produotion 607 809 062 080 761 600 300 346 

Souroe: CEPLAC aurvey . 

Number (or arca) of additlonal UP1 rcporU>d/numbcr (ar areal oi UP1 int<>rviowod. 
lncludea wooded and capa,ira-land, 



u, 

Sector and 
Size Class 
(llectnres) 

Family Produr.lion 

o- 20

20 - 100 

100 nnd Ovcr 

Wagc Produdion 

o- 20

20 - 100 

100 and Over 

Tablc 10 

S11roey Region: Distribution of UPs by Sector a11d Size, Multiplc-
Property Holding, anel Composition of the Labor Force 

UP� 

Numbcr % 
(l) 

e 087 100.0 

1 225 5S.7 

69!1 33.5 

163 7.S

866 /00.0 

171 20.0 

302 42.3 

322 37.7 

Hoctnrcs 

64 S47 

6 500 

21J sss

27 !15!1 

14e B.?9 

1 441 

17 35,5 

123 !104 

Arca 

(2) 
% 

100.0 

10. I

46.4 

43.5 

100. O 

1.0 

12.2 

86.8 

l\-Inlliplc-Propcrty lndcx 
(%) 

Numbcr Arca 
(3) 

16.t tS.7 

13. 1 43 1 

17.2 17.7 

35.6 25.7 

JJS.e 1t6.6 

73.7 447.1 

lO!I. !I 250.1 

137.9 103.0 

Labor 
Use 

(�1Bn-Yean.) 

(4) 

S 944 

1 80i 

1 618 

510 

4 716 

322 

1 546 

2 847 

Sourcc: CEPLAC survey. 

Hirocl 
l..nbor 
(%) 

(5) 

S.9

2.2 

4.4 

8.3 

88.4 

i4.8 

83.3 

92.8 



Table 11 

Sztrvey Region: Distribution o/ UPs by Sector anel Main Economic Activity 

Sector and ur, ArC!A L�bor U10 Own Hired 

Maia F.conomie CoDAJDptionJ Labor 

Aot.iviLy Numbor % Hect:un % lth,n-Year■ % 
(% oi O"lpul) (%) 

(1) (2) (3) (4) (151 

Famíly Produ•tion I 087 100.0 64 847 100.0 8 944 100.0 18.S/ 8.9 

Manioe 602 28.8 11 820 18.4 1 096 27.8 20.9 1.9 

e ... ., 230 11.0 15 469 8.15 425 10.8 4.8 15.6 

J.iv .. took 106 0.4 16 H4 215.6 473 12.0 30.7 8.2 

Swine 77 3. 7 2 108 3.3 138 3.4 29.6 2.9 

Oth•rA 164 7.0 3 076 4.S 260 6.3 17 .O 3.2 

M iaeellaneou■h 818 39.2 25 431 39.6 5M 39.7 41.9 3.R 

Wace Produl!tion 861, 100.0 14! 609 100.0 4 710 100.0 4,1 88,4 

e. • .., 358 41.0 3:i &50 25.1 2 607 116.3 1.0 92.1 

l.iv .. to•k 203 23.7 74 514 S2.2 1 007 22.0 0.3 88.15 

Manioe 38 4.4 1 713 1.2 104 2.2 13.6 715.0 

Oth•r< 60 7.0 10 763 7.15 283 e.o 1.3 80.8 

Miaccllonoou•b 106 22.0 10 880 13.9 655 13. 9 18.8 75.1 

Sou""': CEPLAC Burvoy . 

lneludea tUJt.clA, manioo-eacao1 bearu. banana.a, a.nd eoflee. 

On]y lhe UP1 1'1peeiali.1ed" ia praperly delined "main cconomie activily(ica)" are anaJyud in tlle CEPLAC au.rvey. 
-

. lndud .. J>iG(ON, livootock-c:acao, and dondl . 
d Ezcludm an-farm produce u»d u •ud. 



The .ibove eviclence (tables 10 and 11) shows that manioc has 
established itself more fully in family procluction, while livestock 
activities havc come to Lhe forc in wage production (comp.ire tables 
11 anel 1). These trends might be interpreted as an allocation of 
specific activities to each sector. Manioc is Lhe activity with the 
lowest resource requiremcnts per UP (columns [I] anel (1) in 
table 12), or ra ther per iamily, which is thc living anel working 
unit in this case (column [3]). This is in markcd contrast to the 
average resourccs usecl in livestock activitics in the wage sector. 

The data on multiple-propcny holding (column [5]) show that 
there is a clcar association bctwecn thc propcrty holclings of thc 
producers anel the resource requiremcnts of Lhe activities. Jt shoulcl 
be pointecl out that in the wagc sector manioc procluction is of 
slight economic significance, is carriccl out on a smaller scale than 
other activitics, anel is characterized by lower degrees of market 
integration anel use of hired labor. ln accorclance, its proclucers 
differ from other wage proclucers as to property holding. ln a 
worcl, cven when m::mioc shows up in wage procluction. it resembles 
the pauerns prevalcnt in family procluction. 

Some [inal points must be cliscussed with reference to the data 
presenteei in table 12. Firstly, it is clear that area ::llone cannot 
serve as a measure of economic size in comparing two activities as 
technically cliffcrent as cacao ::mel livestock: thus, whilc in both 
sectors the average area of a livestock UP is severa! times that 
of a cacao UP, they approach cach other if wc consider the value 
of the means of production uscd, i.e. the total capital per UP 
(see columns [I] anel [1]). 12 In acldition, anel rcfcrring specifically 
to the wage sector, it is intcrestiug to note the greater inciclence of 
multiple-property holding in cacao procluction (column [5]) - or 
rather in the cacao zone. This suggests that in cacao it is not thc 
clegree, but the form o[ concentration that is clifferent. 'ª 

The sharp clistinction betwecn the two sectors, in terms of 
availability of means of procluction relative to labor, is clear in 
table 13. The results on total output per arca and per worker 

12 Sincc cacao land is much more valuablc than pasturc land, this conclusion 
might changc 10 the cxtent that land ha• bccn excludcd from thc valuc of cap
ilal duc 10 lack of data. Inclusion of land would diífcrcntiatc the two scctors 
even more owing to thc greatcr prescncc of cacao production in the wage sector. 

13 This has bccn complctely ovcrlookccl in some works which emphasizc the 
rclativcly small averagc area of 1hc UPs in thc cacao zonc, compared wi1h thc 
general pa 11cm in coffee, sugar, livestock, etc. Sce, for cxample, l\l. H. Alencar, 
"'Aspectos da Concentração da Produção de Cacau e d:i. Estrutura Fundiária na 
Região Cacaueira cio Estado da Bahia," ltabuna, Bahia, CEPLAC, March 1970 
(Mimeographed). For additional evidence and fur1hcr discussion of this iHuc, 
see Rezencle, "Plantation Systcms,'" pp. 271-75. 
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Table 12 

Smvey Region: lndicalors of Size and M ultiple-Property 

Sector Arca Output Labor 
and l\fain per UP per UP per UP 
Economic (Hectares) (Cr$) (Man-Y cars) 
Activily 

(1) (2) (3) 

Tola! for Hegion 68.4 li S17 i.8

J.'amily Production 30.8 :e 814 t.9 

Manioc 10.8 1 G2<J 1.8 

Cacao 23.8 -1 138 1. B

Livest.ock 83.9 8 994 2.4 

Swine 27.4 354• 1. B

Other 18.8 l 578 1.5 

Mi.,cellancQ\L� :i 1.1 1 o.'37 1.!l 

Wage Production 166./J .'18 351 5.5 

Cncao 100.2 45 532 7.3 

Livestork 367 .1 63 410 5.:l 

l\lanioc 45.1 5 224 2.7 

Other 179.2 23 962 4.7 

Mi.sce.llanco11R 101.3 10 l()IJ 3.3 

-
Source: CEPLAC eurvey. 

. Probnhly crroneous . <D 

Holding by Sector and Mai11 Economic Aclivity 

Capital 
per UP 

(CrS) 

(4) 

77 8S6 

16 /JSS 

G 270 

311 G!l8 

:17 874 

G 421• 

IG G83 

12 05!) 

�;JS 666 

311 265 

343 307 

:l(i 207 

157 396 

63 754 

Multiple-Propcrty Index 

Number 

l,.J,.8 

16.e

9.1

28.3 

35.2 

14.:l 

17. 7

12.3

113.� 

137 .:l 

120.7 

34 •) . --

145.11 

67.3 

(%) 

Arn1L 

(5) 

!)ii. 7 

ea.1 

10.3 

33.5 

31.3 

23.1 

18.0 

:l3.7 

125.5 

20<J.4 

!10.4

54.G

150.5

!18.5
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OI Table 13 

Survey Region: Teclmo-Economic Aspects o/ Production by Sector a11d Main Economic Aclivily 

Sector and Main Atea per Worker Capital per Worker Output por Area Output per Worker 

Economic Activity (llectares/i\fon-Y ear) (CrS/Man-Yoar) (CrS/Hcctarcs) (CrSfl\Inn-Year) 

(1) (2) (3) (4) 

Total for Region B4.6 S7 90B 178.7 4 380 

Family Production 16.S 8 960 76.0 1 BS4 

:t.fanioc 10.8 3 447 82.ll 894 

Cacao 12.9 16 613 174.0 2 23!) 

Livestock 34.8 15 694 107.2 3 727 

Swine 15.5 3 636• 12.9• 200-

Other 12.3 10 944 84.2 035 

Miscellaneous 16.3 6 307 33.3 542 

Wage Production S0.3 48 810 BB9.8 6 953 

Cacao 13.8 42 744 454.G 6 253 

Livest.ock 69.8 65 315 172.7 12 064 

Manioc 16.5 9 576 115.8 1 908 

Other 38.0 33 370 133.7 5 oso

l\liscellancon.s 30.3 19 078 100.0 3 025 

Source: CEPLAC snrvey. 
. Probably erroneous . 



reported in columns (8) and (4) are fully consistent with ali the 
conclusions presenteei so far. It can be argued, furthermore, that 
the table only partially expresses the actual clcavage between thc 
two sectors, sincc there is no indication of the quality of !anel 
used at the survey region levei. 

3 - A theoretical perspective on the duality family /wage 
production 

ln the analysis of the cacao zone presenteei in section 2, wc em
phasized that family production, which is responsible for an almost 
insignificant share of total cacao output, is characterized by 
distinctly inferior technical and economic conditions in comparison 
to the clominant wage production of the sarne crop. Furthermore, 
examination of the more complete data referring to the whole 
CEPLAC survey region showed that the family producers as a group 
have a small share in the economically clominant activities. ln 
particular, thcy are expellecl to !aneis that are marginal as far as 
cacao is conccrned; in their capoeira-lancl they find an incarne in 
manioc, which, to the extent that it is known as a "poor man's 
crop", accuratcly cliscloses the precarious conclitions of property 
and access to the means of procluction which mark the family sector 
relative to the wage sector. 

The limitecl propcrty holdings of the family producers - and 
the subsequcnt restrictions on their access to credit, marketing 
channels, etc. - imply that the activities conclucted in the family 
sector must satisfy two prerequisites: firstly, the resource requirements, 
in terms of !anel, capital, etc., must be consistent with the prevailing 
conditions of property anel access to the means of production; anel 
secondly, the levei of incarne in these activities must be such as to 
make them unattractive to wage proclucers, or in more precise terms, 
the account rate of profit in family production H must be less than 
the ruling rate of profit in the wage sector. 

Activities which satisfy the first prerequisite are manioc and 
cacao in marginal !aneis. The basic fact here is that the particular 
combination of factors of production depeneis on the the property 
holdings of the produccr. It would therefore be misleading to 
attribute only to greater productive efficiency arising from better 

14 Dcfined as thc ratio nct income (after imputalion of thc current "'ª!;C rale 
lo family labor)/value of means of production, 
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education and entrepreneurial capacity the readier access that 
wage producers ha,·e to factor markets (through crcclit, for instance). 15 

Concerning the second prerequisite, the issue is Lhe following: 
it is easy Lo unclerstancl why family proclucers are excludecl from 
cacao, livestock, etc., but why cio wage producers, since they have 
greater economic power, not plant manioc? The answer Iies in the 
significam clifferential between Lhe ruling rate o{ profit in the 
wage sector anel the accounL rate of profit in the family sector, 
the ]alter being a measure o( the rate of profit which would have 
ensucd had the activities in family procluction been developed using 
wagc labor . 

Table 14 presents, in columns (3) anel (4), these rates of 
profit, leaving no doubt that the results of such a simple calculation 
are fully consistent with our hypothesis. Notwithstanding the lack 
of data on the "miscellaneous" group, it seems reasonable Lo assume, 
in view of the previous evidence on their production, that the 
rates for this group would approach those of the manioc UPs, 
strengthening the hypothesis even further. 

The second prerequisite for the existence of family production 
may be expressed as a relationship bctween the income per worker 
in the family sector anel Lhe remuneration of labor in Lhe wage 
sector. Let us call L and K the total labor (in man-years) and the 
total value of the means of production, respectively, associatecl 

with a total net incarne Y in family production. Define 1 = y 
and f! = k the incarne per worker and thc capital/labor ratio. 

L, 

respectively. Let w anel r stand for the wage rate anel the rate of 
profit in the wage sector, anel r

0 
for the account rate of profit. ln 

terms of our hypothesis, Lhe duality family /wage production involves 
the following relationship between these two rates of protit: 

(1) 

1:1 We dcpart, conscquently, from a litcraturc which does not make explicit 
lhe crfcct of propcny holdings on 1hc tcchno-cconomic charactcrislics of thc 
respcc1ivc typcs o( produclion. Thc pcrvasi\•c contras1s are rcduccd to mcrc 
diHcrcnccs in factor ralios, which are thcn intcrprctcd as the resulu o( optimum 
adjuslmcnts to diHcrcnt factor priccs. Thcse prices, in turn, are attributed lo 
an cnvironmcnt in which íactor-market imperícc1io1u are analy1ically relcvant. 
Scc, for cxamplc, \V. R. Clinc, Econamic Consequences o/ a Land Refarm in 
Brazil (Amstcrdam: Nonh-Holland Publishing Co., 1970); W. R. Clinc and R. 
A. Berry, "Farm Sizc, Factor Productivity and Tcchnical Ch:rngc in Dc,·eloping 
Countrics," n. p., January 1976 (Mimcogi-aphed); K. GriHing, Land Concenlra
lion and Rural Poverty (London: Macmillan, 1976); P. K. Uardhan, "A Modcl
of Growth of C:ipitalism in a Dual Agrarian Economy," in Devdopment and
Planning, cd. J. Bhagwa1i and R. S. Eck:rns (London: George Allen &: Unwin 
Ltd., 1972), pp. 109-17. 

162 



-

OI 

Table 14 

Survey Region: lncome, Wage, and Profil Rates by Sector and Mai11 Ero11omic Activity 

Sector and M:i.in 
Economic Activity 

Fnmily Prodnction 

Monioc 
Cacao 
Livcst.ock 
Swinc 
Othcr 
Miijccll&neulL� 

Wn�e Production 
C:i.coo 
Livcstock 
Monioc 
Other 
Midccllonouu.s 

Source: CEPLAC survcy. 

Net Incarne per 
Workcr in Femily 

Production• 
(CrS/i\lnn-Ycer) 

(1) 

n.a. 

70!1 

1 5!)7 
a 194 

37• 
60S 

n. :i 

Avcrnge \Vog<' 
llale in Wngc 

Production 
(CrS/� (an-Ye:ir) 

(2) 

n.a. 

1 !176 
4!12 
6Q<J 

1 !117 
11.0. 

• Colculntcd �Jore irnpuut.ion oí nn incomc to family lnbor usocl. 

Account !lote of Efícct ivc note of 
Profit in Fomily ProfiL in W11ge 

Productionb 

Productiun 
(%) (%) 
(:1) 

n ·"

(·-) 31 G 

(-) 1.:1

8.1 
(· -) 47 .6• 
(-) 10.7 

li.li. 

n.a. 

5.6 
11 . .'i 

5.0 
H.:I 

n.o. 

b Calculaled ajln imputation to fnmily lnbor of tho ovcrngc wngc ral1: in wngc production (Cr$ 1 800). 
• Probobly crroncous. 



Replacing r0 with its previous definiLion, we have 

Y - w.L 

K 
< r

an expression which can be rewritten as 

y - w < rk (2) 

Therefore, the dualily family /wage production implies a rela
tionship beLween the levei of income per man-year in family pro
duction and the remuneration o[ labor in wage production. This 
relationship can be interpreLcd as a mechanism by which a maximum 
is set on the income per worker in the family sector. 10 This mecha
nism is relatecl to the fact tha t in the family sector the direct 
producer (i. e. the family head or mcmber) is also the owncr of the 
means of production, anel that for Lhis reason there is no need to 
distinguish income attributable Lo capital from income allribuLable 
to labor. These categories of income require differenLiation only 
in the wagc sector, where Lhe clirect producer (i. e. the wage 
worker) is not the owner of Lhe means o[ production. This su·uc
tural reature of family production has been clearly perceived in 
an anthropological study of Lhe cacao zone: 

The nature o[ )anel use shows Lhat it is a means of main
tenance or subsistence comparable to Lhe worker's labor for 
wages. The similariLy of these two subsistence Lechniques (sic) 
stands out clearly when contrasted with the land use of the 
fazendeiros Lo increase capital resources . 17 

Nonetheless, Lhis reature alone cannot account for the fact that 
the leve} of incarne per worker in family production is directly 

10 lnterpre1ed in this way, such a rela1ionship is precisely the opposite of 
the type posiled in the dual models - e. g. in A. Lewis' "'Development with 
Unlimiled Supplics of Labor" - which take as given thc incomc levei in family 
production, lhis levei seuing a minimum on the remuneralion in the wage sector. 
Relationship (2) above, however, leaves open the mechanism for determining 
this wagc. See Rezcnde, "'Plantation Systems," for an historical anal)'sis of this 
issue in lhe Bra2ilian case. 
l7 A. Leeds. "'Economic Cycles in Ilr:uil: The Pcrsistence o( a Total Culture 
Patlern, Cacao :md O1her Cases'" (Ph. D. disscr1a1ion, Columbia University, 
1957) , p, 262. This at1rlbu1e of íamily production (i. e. of not prcsupposing a 
rate of profit in the sarne terms as wagc produclion) is the object of an interest
ing discussion by F. Oliveira, "Agricullura e Crescimento Econômico no Brasil," 
in O Danqut:lt: t: o Sonho (São Paulo: Brasiliense, 1976), pp, 28-!13. There is a 
growing literature which acknowledges this aspcct o( family production, but it 
makes no referencc to i� structur:il charac1er, seeing in it imtead an imperfcc
lion in factor markeu. Scc, for example, Cline, p. 25fí.; E. R. A. Alves and G. E. 
Schuh, "Agricultu1a de Subsiuência: Teste de Um Modelo de Equillbrio Sub• 
jetivo nas Condições do Br2Sil," in Agricultu1'a t: Dt:st:nvolvimt:nlo, ed. J. 
Pas1ore (Rio de Janeiro: APEC/ABCAR, 197!), pp. 150-72. 
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related to the remuneration of labor in the wage sector. To under
stand this relationship, it is necessary to turn to another aspect 
of the duali ty under discussion. 

So for, the duality family /wage production has been proposed 
as giving rise to, and at the sarne time expressing itself through, 
two related phcnomena, namely (1) a systematic difference between 
the account rate of profit and the ruling rate of profit, and (2). 
a definite relationship between the net income per worker in the 
family sector and the remuneration of labor in the wage sector. 

A third important aspect, closely linked to these phenomena, 
refers to the fact that only by selling their commodities at prices 
which make these activities unattractive to wage producers are 
family producers able to compete. Limiting ourselves to the output 
of the family sector which is marketed, it is easy to see that, to 
the extent that the account rate of profit r11 in family production 
is lower than the ruling rate of profit ,. in wage production, the 
prices of the commodities producecl under the family system are 
lower than they would be were thcy produced on the basis of wage 
labor. is ln fact, it is only in this way that equations (1) and (2) 
tan be satisfiecl. 

There is an importam analytical result associated with this 
condition. Let us consicler the family sector as a supplier of wage 
goods to the wage sector - as it is in the case of manioc, beans, 
corn, etc. Let us further suppose that the real wage (in terms of 
wage goods) is given, so that the nominal wage changes in proportion 
to the prices of these goods. This implies a cheapening of labor 
costs to the wage sector, and a concomitant increase in the rate of 
profit, thereby Ieading to a transfer of incarne from family to wage 
producers. 111 

lt could also be arguccl that, even though the laborers em
ployed in wage production are free to move, the relatively precar
ious techno-economic conditions of family production would make 

18 This conclusion rcquires, of course, that no cost reductioo occur in this 
(simulatcd) takcover of family hy wagc pr<>duction. 

1u Tbis law of pricc formation and its rclation to capital accumulation have 
already hccn proposcd in a growing literaturc addrcssed to the analysis of fam
ily produaion in Brazilfan agriculture. Scc, for f:Xample, J. S. Martins, Capi• 
ta/ismo e Tradicior1a/is1110 (São Paulo: Livraria Pioneira Editõra, 1976); J. C. 
Duarte and O. Queda, "Agricultura e Acumulaçllo," Debate e Critica, n.0 2 
Uanuary-Junc 1974): 90-97. It is interesting to refcr to an early account by 

Marx of a similar foature of family production in Europe, as quoted in M. R. 
G. Loureiro, Parceria e Capitalismo (Rio de Janeiro: Zahar, 1977), pp. 12!1-24.
The so-callcd "low-returns" problcm in American agriculture, in whicb tbe 
family farm predominatc.s, might also be cited. ln lhe pertinent literature, tbiJ 
problem is identified in a significandy low account rate of profit in agriculture 
relative to 1he cífectivc rale of profit in other seclors of rhe U. S. economy. 
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l.his sccLor a poor alLernaLive for Lhem. ln oLhcr worcls, Lhe low 
productivity of family workers shoulcl play an imponant role in 
assuring a labor supply to the wage sector at Lhe given wage rate. 20

As can be seen in columns (1) anel (2) of table 14, there is a 
significant gap between the average incarne in thc family sector 
and the remuneraLion in thc wage sector, implying an even greater 
gap between thc wage anel thc marginal income of family labor. �1 

l'vloreovcr, the eviclence in Lables 15 to 17 shows Lhat family laborers 
also cio off-farm work, most likely in the wage sector.�� Such 
outhiring is apparcntly connectecl to t he limitecl income- earning 
possibilities of own production in rhe family sector. 2:1 

!!O Thc relc,•ancc of the p1ccariousncss o[ [aruily production for the labor 
supply of the wage sector is the objcct of historical analysis in Rezcnde, "Plan
tation Systems." Such a conncction bctwccn the tcchno -cconomic conditions of 
family production and the Jal>or supply of "agro-mercantile en1erprisc" (sic) 
was prcviously proposcd b)' Celso Furtado in "A Estrutura Agr:iria no Subde
senvolvimento Brasileiro," in Andliu do Modelo Brasileiro (Rio de Janeiro: 
Civilizaç,'io Brasileira, 1972). lt should bc pointcd out lhat in this papcr it is 
not argucd 1ha1 1hc wagc rale is detcrmincd, à la Lewis, by lhe income per 
workcr in family production; howevcr, such a wage thcory does sccm to bc 
prcscnt in Furtado's work. 
21 On the basis of production function analysis, and using samplc data 
covcring lhe Nor1hc:i�1 u a whole, Scandizzo and Barbosa havc found a sim
ilar gap. Scc P. L. Scandiuo and T. Barhos:i, "Substituição e Produtividade 
de Fatores na Agricultura Nordestina,'" Pesquis.a e Planejamento Econdmico 7 
(August 1977): �81-86. 
�2 This cmpirical cvidcncc funhcr serves 10 show thal in Bralil 1he idcntilica
tion of family production with subsistcncc (or non-market) produc1ion is a 
mislcading stcrcotype. Family workcrs are imcgratcd not only into thc product 
markets, but also in10 thc Jahor market. ln this rcspect, it is in1crcsting to rcfcr 
10 thc data (cspccially to the point l>ccausc relative 10 some of thc most 
hackward arcas of Brazilian :igricuhurc) in G. F. Patrick anti J . .J. Carvalho Fi
lho, Low lncome Groups in Brazilian Agricu/111re, Purduc Agricultura! Ex
periment Stalion Ilulletin, n.0 79 (April 19?5). 
23 It is outside thc scopc of 1his work to go dccpcr in10 the qucstion of how 
lhe family allocates its labor betwccn own production and wagc cmployment. 
This qucstion includcs issucs such as thc workcr's no1ion o( indepcndencc in 
lamily production compared to his Jack thcrcof in wage labor, the probability 
o( finding wagc cmploymenr, etc. Thcsc issucs can be more appropriately clar
i(icd only by anlhropological rcscarch. ln 1his respect, it is in1crcsting 10 rcfcr 
to Mint.z's intcrprctation o( family production in 1he Caribhcan a.s a form oi 
rcsis1ancc 10 thc planiation (sce "Thc Caribbcan," Dat!dalus, Spring 1974, pp. 
61-62). ln our own historical analysis of thc Brazili�n case, lamily production
has bcen interpretcd as an option to plan1a1ion work, givcn lhe low wagcs
and harsh working conditions on the plantations. ln general, thcsc issucs are
complctcly abscnt in thc dual models, in thcir charactcrization of thc proccss 
of 1he labor trans(er froni lhe so-callcd subsistencc sector to thc wage sector. 
For a pcrccptivc critique of 1hcsc dual modcls, see J. S. Leite Lopes, "Notas 
Criticas ao Desemprego e Subemprego no Brasil,'' Programa de Pós-Graduação 
,:m Antropologia Social, Museu Nacional, n.0 5, Rio de Janeiro, 1976; J. ,vccks,
"The Poli1ical Economy of Labor Transíer," Scie11ce a,1d Saciei}', n.0 !!í (1971):
46!-80.
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Table 15 

Survcy Region: Incidencc o/ Outhiring m Family Production 
According to Size o/ UPs in Hectares 

Total Labor Outhirin1 Family Total 

Numher A,·era1c Rnte oi Labor Labor Hirod 
Biu, c1 .. oi UPo Arca Our.hirinir" per UP per Arca J.abor 
(IJ .. tareoJ (H•ctar<'1!) 

Man•Yit!ar11 % Man•Ycor■ % 
(%) (Man-Year.,J (Man-Yearo.1 (%) 

Hect.are) 

(1) (2) (3) (4) (5) (6) (7) (8) 

Tot.al I 0$7 /f0.8 lf 9H 100,0 6/fl 100.0 l�./f 1.8 .06 :t.D 

o- 10 961 3,0 266 31.8 332 52 O 21 2 1.3 .46 1.8 

10 - 20 274 13.6 651 14 .o 00 16. 7 16.6 2.0 . 16 3.1 

20 - 60 451 30.2 1 04fi 26.6 110 18.0 10. 6 2.2 .08 3.4 

60 - 100 248 116.7 673 14.6 67 e.o li.O 2.2 .04 6.0 

100 and Ove, 163 171.6 610 13.2 23 3.6 4.6 2.0 .02 8.2 

Bouree: CEPLAC IIUnlt,y . 
. Calculated u oll-larm family labor See the te•t.. 

olf-fann + on-farm larnlly l&bcir 



a, 
00 

Sun,cy Rcgio11: /ucidencc 
Accordi11g to Sizc of 

Tol11l Lnbor 

Number A,·en11r. 
SilU! CJa.., oi UP• Area 

(�lnn-Yt'M!) (flttlnr"") :\fan-Yonr, ?ó 

(1) (2) (3 ) 

Tot,,I t 087 !lO.& /1 944 100,fl 

O -1 11()2 Ir. .. � 328 li 3 

]-:! 7:?J 2i .O �.',() 24 .1 

2 - 4 554 37.0 1 506 38 2 

4-8 181 .!18.i 016 .23 2 

8 nnd O,·or 27 122.1 245 G.2 

Sourcr: CEPL�C 1un·cy. 
. Stt note lo table 13. 

Table 16 

of Outhiring HI Family Production
UPs in Terms of Labor Use 

OuthirinR Famib· 
Total 

Ralo oi Labnr J.abor llired 
Outhirin� P<• ur por A= Labor 

:\lnn-Yonr1 % 
(%) (l\lnn-Yonra) (Mnn-Yenro/ (%) 

Hc,daro) 

(4) (5) (ti) (7) (8) 

c.,i /00 O ,, .. , 1.B .00 !J.9 

211'i 4.!1.5 47 .1 .6 .03 1 8 

175 27. 7 IG.0 1.3 .115 3 4 

128 20.3 8.1 2.G . (11 3.8 

38 o.o 4.2 4 8 .00 6./1 

:, .3 .8 8.7 .Oi 3.3 



Table 17 

Survey Region: lncidence of Outhi,-ing m Family Producticm 
According to Main Economic Activity 

Totsl Labor Outhirin1 Family 
Total 

Aver■1• !late oi L■hor llired 
?\faia Eoonomic Number 

Area Outhiri� 
Labor per Arca Labor 

oi UPa p•r UP Activity (Haclarea) 
!llan-Yean, % Man-Year., % 

(%) (:llan-Y.,.n,) 
('.\ian-\"e,n,/ (%) 

Heclarco) 

(1) (2) (3) (4) (5) (6) (7) (8) 

Total ! 087 110.8 !J 944 100.0 6111 100.0 14.!J 1 .8 _()I; 11.9 

lllt.nioa 1503 10.8 1 007 27.8 101 :10.3 15.1 1.8 .00 1.0 

Cacao 230 23.8 425 10 B 84 13.3 17 .3 1. 7 .0.i 5.6 

J.iveatock 106 8.1.0 473 12.0 3S o.o 8 .1 2.2 .03 8.2 

S-.-.·ine TT 27 .4 136 3.1 23 3,Q U.8 1. 7 .OI! 2.0 

Other 16� 18 .B 210 6.3 08 10.S 21 � 1. 5 ,Oi 3.:! 

llllaeellanoouo 817 31.0 1 515' 311. 7 2�7 38 .O 13.1 I.H .00 3.8 

Bourae: CEPLAC ourvey . 
..... 

. Bee note &o tablo 13. 



Table 15 presents the data on this off-farm work according to 
the size of the UPs in hectares. The rate of outhiring (column 
[5]) 24 is a measure of the insufficiency of the overall technical 
and economic conditions of family production in relation to the 
subsistence needs o[ the family. It is interesting to note that 
the index differs consistently by size groups; in particular, it shows 
that one-fifth of the total family labor on UPs under 10 hectares 
is off-farm work. These smaller UPs, with an average area of three 
hectares, comprise almost half of the family UPs. As can be seen 
from columns (6) and (7), these smaller uniLs are characterized by 
much greater intensity of land use (labor per hectare) and Iess 
utilization of family labor on the UP. It would seem, therefore, 
that a relative shortage of means of procluction - first and foremost, 
land - leads to intensive cultivation coupled with part-time wage 
work on larger plantations. 2;; This labor pattern, together with the 
miniscule size of these UPs, makes it possible to denominate this 
large subsector of family production the minifúndio. 28 

Further insight into outhiring in the family sector is allowed 
by table 16, where the UPs are stratified according to the total 
amount of labor used in own production . The family UPs with Iess 
than one man-year of labor used show a high incidence of o[f.farm 

off-farm work 24 Dc:finc:d as 
off-fann work + on-farm worlc. 

1 

2� Furlhc:r analysis might indicate that this low degrc:c: of labor absorption of 
thc: minifúndio leads to out-migration, especially of the most productivc: family 
members, leaving bchind the least productivc (the womcn, the oldcst and thc 
younge!t). ln this way, a vicious-circlc dearth of mcans of production -+ low 
productivity ➔ low absorptive capacity ➔ out-migTation of the ablcst ➔ Iow 
productivity would be sct in motion. 
2e For a discussion of the precarious economic conditions of a group of family 
produccn in the cacao zone, whosc "lack of resources makes thcm work for 
othen in search of their subsistence", see A. D. Landim, "Cooperativa AgTkola 
Mista de Una Resp. Ltda.,'' ltabuna, Bahia, CEPLAC, 1975 (Mimeographcd). 
Similarly. Ucds observes that ""m:my concunently or alternately work on their 
plots and takc jobs as laborers on fazendt1$" (p. 252). For an overvicw of the 
incidence of minifúndios in Brazilian agriculturc, see lnteramerican Committee 
for Agricultura) De�elopment, Land Tenurl! Condilions and Socio-Economic 
Developmenl of lhe Agricullural Sulor: Drazil (Washington, D. C.: Pan Amcr
ican Union, 1966) pp. 81-117, whcrc cmphasis is given to the inability of lhe 
minifúndio to allow for lhe subsistence needs of the producer. As an c:xamplc 
of thc: abundant literaturc: on lhe pcrvasivcness of part-time wagc work in 
plantation systcms other than in Brazil, scc J. S. Handlc:r, "Small-Scale Sugar 
Canc Farming in Barbados, Elhnalogy 5 Uanuary 1965): 264·8'; in this arlicle, 
lhe author analyzes a community of family producc:rs that "cannot depcnd 
upon thc cash proceeds dc:rived from cane alone to satisfy ali or most of their 
cash needs. They must scek incomc from other sources . . . such as plantation 
wage labor" (p. 280). 
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work. From the average area of these UPs, as well as their sig
nificantly lower intensity of land and labor utilization (see columns 
[6] and [7]), it may be tentatively concluded that lW0 different 
situations lead to outhiring in the family sector. ln 1..he first case, 
that of the typical minifúndio, intensive land use is coupled with 
outhiring. 1n the second case, factors other than Iand shortage 
cause outhiring. lt may be that this second case would vanish had 
we allowed for land quality, but lack of data Ieaves the question 
open to further research .

Lastly, table I 7 indicates that there are no appreciable dif
ferences in the average rate of outhiring, nor in the patterns of Iand 
and labor use, by activity, with the exception of livestock, whose 
producers therefore seem to form an upper stratum within the family 
sector (a conclusion which is supported by the incarne data in 
table 14). 

These data on the incidence of outhiring in family production 
lead to the conclusion that equations (1) and (2) are satisfied 
due to the face that low income leveis induce a large proportion 
of the workers in this sector to participate in the labor market. 
Jn this way, low income leveis in family production play the double 
role of (1) cheapening wage goocls, and (2) making the family 
sector a source of labor for the wage sector . 27 

4 - Socio-economic structure and economic analysis: a 
final word 

There is a last and decisive implication of the distinct techno
economic conditions of production in the two sectors. On the one 
hand, in the family sector, the basic characteristics of property 
holding and access to the means of production are reproduced to 
the extent that income appropriated by family producers is not 
high cnough to allow for savings and therefore precludes invest
ments. This implication necessarily follows from equation (2), if 
it is assumed lhat the remuneration of labor in the wage sector is 
just sufficient to cover subsistence needs. On the other hand, profit 
and investment are thc rule in the wage sector. 

�7 This link is highly contradictory cluc to the technical baclcwardnes.s of the 
sector which produces thc wage goods. For a discus.sion of this poinl, see A. 
Corten, "Valor de la Fucr.za de Trtbajo y Formas de Proletarúaclion," ReuiJta 
Latinoamericar,a de Sociologia (Nueva Epoca), n.0 1 (1974) : 45-64. For a theoret
ical pcrspcctive on plantation syuems with ernphasis on lhe Brazilian e�. 
see Rezende, "Plantation Systems," chap. -4, pp. IOH!O. 
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Consequently, the cxisting conditions of property and acccss 
to means of production are reinforced by processes of production 
and distribution which, in turn, rest on these sarne structural 
foundations. :is Our model has attempted to describe this socio
economic structure and its effects on production and distribution. 

2B Thc prcscrvation, and in some cases cvcn lhe worscning, of thc family pro
duccrs' conditions of propcrly and acccss to lhe mcans of produclion are also 
rc)atcd lo politico-ins1i1u1ional procC!scs which discriminatc againsl lhe family 
sector, cspccially in virgin lands on lhe fronlicr (North, Ccntcr-Wcst) and in 
old-settlcd arus which havc tumed profitable for wagc production (duc to new 
crops, ncw tcchnology, improvcd transportation, etc.). ln our model, howcvcr, 
wc havc Jcft asidc thcsc sccmingly noneconomic, or polilico-institutional factors, 
in ordcr to focus more sharply oo 1hc role of markct processes in thc prcscrva
tion of lhe family wagc slructurc. 
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Book Review 

Manufactured export expansion and 
industrialization in Brazil 

Carlos von Doellinger 

Tyler, William G. Manufactured Export 
Expansion and lndustrialization in Brazil. 
Kieler Studien. Tübingen: J. C. B. Hohr, 
1976. 373 pp. 

William Tyler is a longtime analyst of the Brazilian externai sector. 
He started to publish occasional articles as of 1969, and from 1972 
to 1974 clid research at the Kiel Institute for World Economics, 
wherc he brnught his studies together in the comprehensive volume 
which is the subject of this review. 

The book is clearly meant for newcomers to the Brazilian 
economy . ln striving to reach this public, the outstanding merit of 
the work is its unifiecl yet many-sided view of the externai sector 
in relation to postwar industrialization and economic policy. It is 
rare to encounte1· such a complete work in English, though the 
literature in Portuguese is extensive. 

ln the pai-agraphs that follow, the severa) chapters, and finally 
the book as a whole, are commented upon. 

Cha pter 2, a survey of the economic development of Brazil, 
focuses on the postwar industrialization of the country. AJso in
cluded are observations on the various lines of economic thought 
{the monetarist-structuralist controversy, for example) and their 
impact on foreign trade. Most interesting is the portrayal of Brazil 
as "latecomer" in the Gerschenkon context; this allows for interna
tional comparisons and underlines the importance of the historical 
approach . 

ln chapter 3, an attempt to quantify the contributions to in
dustrialization of the three basic demand components - import 
substitution, expansion of the internai market, and exports - Tyler 
uses the growth-source methodology pioneered by Chenery. The 
version he employs, however, is that proposed by Morley and Smith, 
since it is better suited to measuring the effects of intermediate 
demand on import substitution. The exercise is relevant, but the 
results questionable due to the Jack of a reliable input-output table 
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for the period. Such a table became available only in late 1976, 
when the Instituto Brasileiro de Geografia e Estatística (IBGE) 
published a preliminary version based on the 1970 economic census . 
Nevertheless, it is interesting to note the rela tive im portance of 
import substitution in the fifties, in contrast to its negative contri
bution in the sixties and seventies. Internai demand always predom
inated, even in 1967-1971, a period characterizecl by intense export 
expansion. 

Tyler next consiclers the supply factors underlying industrial 
growth (chapter 4) . His major toai is production-function adjusl
ment, by branch of industry, in the Cobb-Douglas and C. E .  S. forms. 
Some fragmentary evidence of industrial efficiency is also presented. 
Unfortunately, ncither the results of the adjustments nor the 
efficiency data are sufficiently conclusive for the demanding rcadcr. 

As of chapter 5, the author turns his attention wholly to the 
export sector . He begins with an overview of the situation prior to 
1964, the year in which major institutional changes were made to 
promote ex ports and open the economy. These changes embraced 
reorientation of the foreign-trade strategy with respect to exchange
rate policy, fiscal anel financial export incentives, bureaucratic sim
plification, etc. 

Constant-market-share analysis is used to identify the sources 
of expart growth from the demand side. This type of analysis aims 
to clistinguish the effects on tot;il value of exports (1) of overall 
market growth, (2) of product recom position, (3) of market re
com position, and (4) of increased competi tive capacity. The re
sults show that between 1964 and 1971, 43% of the growth of exports 
was due to improvements in the competitive capacity of Brazilian 
goocls, especially manufactures, on the world market . The recom
pasition effect was highly negative, and in exact inverse proportion 
to the gains achieved through increased competitive capacity (43%). 
The author explains this by painting to the fact that the export list 
was heavy in primary products, for which the intern;itional market 
was unfavorable in this period . Thus, BraziJ was able to do no more 
than retain her 1964 "slice" of the market. Had ÍL not been for the 
increased competitive capacity of her exports, the country would 
have Jost part of her share of the world market, as happened 
almost uninterruptedly from the end of World War II until 1964 . 

Chapter 6, which measures the employment resulting from the 
Brazilian export drive, is most enlightening. Export promotion has 
often been viewed as the panacea for chronic problems - including 
unemployment - faced in developing economies. Tyler's conclusions, 
however, are far from encouraging. Despi te the prec;iriousness of the 
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input-output matrix used to gauge indirect employment, the findings 
would be hard to contend in terms of magnitude. The main con
clusions are best summarized in the words of the author himself: 

While manufactured export expansion activities are more labor 
intensive than import substitution activities, this is not to say 
that the promotion of manufactured exports will have an im
mediate and significant impact on the unemployment situation 
in Brazil. . . . The additional employment generated by 
manufactured export expansion between 1964 and 1971 ac
counted for only 5. 7% of the total increase in the Brazilian 
labor force. Despi te the high growth rates experienced by 
Brazilian exports, their employment generating effects are still 
low in relation to total labor force growth (p. l 75) . 

Foreign-trade policies and institutions comprise the subject of 
chapter 7. The wealth of details and explanations renders these 
pages most useful for comparison of the Brazilian experience and 
those of other countries. The occasional errors are understandable 
given the complexity of the institutional framework, which confuses 
even the Brazilian experts. Only the errors regarding the agency 
for fiscal benefits to exports (Benefícios Fiscais às Exportações -
BEFIEX) are significant enough to demand rectification. Tyler 
ascribes to this organization more extensive powers than it actually 
(ar legally) possesses. 

BEFIEX is an interministerial agency under the ministry of 
industry and commerce (not, as the author states, the ministry 
of finance) . Its function is limited to final review of investment 
projects which are export-oriented and require fiscal incentives 
beyond those normally granted to manufactured exports. Up to the 
end of 1976, the agency had approved 27 projects which should 
generate an average USS I billion per year when operating at full 
capacity. Created in 1972, the program is basically designed to en• 
couragc the multinationals to ex port. 

The other errors, being slight, do not prejudice the description 
of the "institutional complex". One point that might be men• 
tioned is the fact that some judgments are dependent on the 
política l context of the period in which this part of the book wa� 
presumably written (1972-1973). For example, the author concludes 
that all economic policy-making "of a rather discretionary sort was 
concentrated in the hands of the Finance Minister" (p. 90) . 
However, this was due less to the institutional framework than to 
the informal division of power among the ministers. 
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The description of the fiscal and financial incentives is equally 
rich in cleta il. However, in assessing their impact on resource 
allocation, the amhor relies heavily on previous studies (especially 
those by 1\-Iendonça de Barros) , and concludes that relatively more 
llenefits (subsidies) are conceded to products with less chance on 
the internatiunal market. This is open to question, since there are 
indications that the industries most benefited are precisely those 
that opcrate with larger economies of scale anel greater technical 
efficiency (which suggcsts an "infant-inclustry" pattern), and that 
have better opportunilies to compete on the world market. At this 
point, the author seems to havc forgotten his own assertion (chapters 
3 and '1) that it was successful import-substitution industrialization 
that enabled manufactured-export activities to develop. 

Lastly, there appears to be a major oversight. Only a single 
superficial paragra ph is devotecl to an extremei y im portant aspect 
of the export incentives (subsidies) : W'hat is their cost in terrns 
of the allocation of government resources? ,<\l'hat is the marginal 
cost of foreign exchange, or the effeclive exchange rate for manu
factured exports? This system is an alternative to exchange deval
uation and a means of introducing a certain selectivity; but is it 
the most efficient proceclure? Such questions, the subject of recent 
IPEA studies, 1 might have received more attention. 

Tyler concludes his analysis in chapter 8, unquestionably the 
best part of the work for those who wish to clraw lessons from thc 
Brazilian experience. The factors bchind the performance of ex
ports in the period uncler study are examined from two approaches: 
(1) an econometric model based on export supply functions, and
(2) a series of interviews with export firms in 1969 (during the

initial phase of the export drive) and in l 973 (during the consol
idation phase) .

The economctric model includes variables such as the effective 
exchange rate, industrial output, capacity utilization, etc., with 
Iags and proxies. What first stands out is the sensitivity of exports 
to fiscal and financial incentives (subsidies), whose price effect is 
stronger than that of the "pure" exchange rate. Next in importance, 
at least until 1969, is utilization of installed capacity - the weaker 
the internai market, the higher export production, and vice versa. 
ln 1969, the adoption of the most important subsidies (tax credits 
rela tive to value-added taxes) substantially altered the situation. 
Due to the short time span covered, the author was able to use quar
terly data. The results of the adjustments are sati�factory and accu-

1 Scc, for cxamplc, C. von Docllingcr et ai., Transformaçllo da E.strutura da.r 
ExportaçíSe.r Bra.rileira.r, 1964 /70, Coleção Relatório! de Pesquisa, n.0 14 (Rio de 
Janeiro: IPEA/INPF.S, 1973). 
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raLely porlray the sector. The model is complemented anel qualilied 
by the imerviews. This part of the work ends wilh a cliscussion of 
general problems (marketing, transport infrastructure, etc.) and of 
obstacles to the Iong-term maintenance of the Brazilian export drive. 

"While somewhat naive in parts and outdated in others, Manu
facl11red Export Expansion and /ndustrialization in Brazil is a defi
nite contribution to the stu<ly of the Brazilian economy in recent 
years . The work improves considerably as of chapter 5, when the 
focus turns to the export sector, and reaches its high point in 
chapter 8. It is mainly directed to the foreign reader, and has an 
almost textbook style: restrainecl direct language, logical organi
zation, numerous tables, appendices, anel a Lhorough bibliography. 
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