


Sanual A, lbrley

The porplexing thing about the prescent Drozl lian situation
is the sinulfoneous proscnce of tnflationr ond stoznaiion., Industeicld
output has inereased by no nore than 9F during the last 5 gcars and
asricultural- produetfon has been growing ot arount 27 por year dueing
the sans period. Prlees have nore than quadrupled during that peried.
The govcrnnent has had the worst of both uvorlds, influticn uithoed
grouth. Thowgh diffcring in dotullsy, this doseription ap lias te boo
the Goulart and the Costollo Drance pordods. Woy o nsidering pussil. -
ehanges in the geoncmic pcliey prescently in foresy mmust asic, vhai uc -
urong? What choractcristic in #hiis ceonory alleows imerc sos in Lhe
noney supply to btring hicher prices but bot nore geoods.

Tho phecnooznon of inflaf - ua uithuil greut: has lod mony
observers to conclude that Drazil 1s in a cost ush inTlation. The
arguoncnt 1s that the prices of zovernnent goodsy serviccs and toriBuod.
monsy have increasod sizsnificantly in rcelative tormsy thus raising
fixed costss, At the sanc time the zovernment has bocon reducing
aggrezate donand by reising taxes and redistributin: income away {rcm
vage earners. If firns use a marke-up price systemy thon reducing deman:’
uill raise prices, heecause of hizgher per unlt costs which are partly
due tc the inercasing cost of gov:rnnentully supplied inpuisy and
partly % the louwaer wolume of oparatiocns. Therefore if Tirsd ugo 2
pricing system bascd on unlt costsy and 1f domand is redueed at the
sane time thot unit prices are ineroasingy the result will ¢ an
Inflation with no real growth in output,

The eost push axplanation of the Brad 1lan expovicnce hos
one waakness tlat has eauscd many peonla %o cond uda thoat the Lafliat’-
is primarily onc of oxcass demand., In order for lfulling cwiput o
idle capaclty to oceur, therc rust be a rcduetion in azrrejate denmd.
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Suraly 3t is difficult to scc hou thers could be a2 reduction in totak
demand when the money supply and money income have baen sxpanding as
fast ‘ag they hawe in Brazil durdng the last four years, I this
expansion has not brought growith as well us inflationg the demand pul
aroup wculd arzue that this nust be dug to some struetural factors
such as a rodiecal shift sponding in patteras, or incfficionees breughi
on by the inflation 1ts8ife. It is thoorsticully possiblc for incons
redistribution or inercasced zovesaent spending to s chonge ths
structure of denand that certaln seetors arc foced uith cexeess denund
and are foreed to raisc prices uvhile sinuwltaneously othey seetors have
roduged sales. Prices rise on averascy and oubkputs may oven 7li,
daopcnding on the importance of the saetors vhese demand 1s reduced.
This ig the demnnd shift inflation. The cxzese dempand explanation car
only aceount for cconomie stsgnotion If 4t can show sonmc s of
structural roadjustrent in the coonomy, for 1t 1z quite clear that
during the past foup ycars the inflation in Brazil has net drought
either full cuployment or eeoncmic growbh, twe of tho chief dlstine
guishing ehavaeteristics of on cecncny uith execss angregatc denmand,
In summary eost push and demand pull explanations appear to bo ineome
patiblo with the Brazilian expexicnecg the £irst bscause rapid moncta::
expangion is impcssivle to eqééﬁe4u1th rcduced dennnd, and the sceond
boecause there has beem uncmployment and stagnation.

It is impossitle theoretically to distinzulsh between eost
push and demand shift inflationz. OCnc can only look at the actual
record to sece whathor therc has becn a shift in the lgading and lagzing
seetorg and vhieh are the primory sources of inflotionary Dressurc.
In a demand cshift sltuation, one weuld cxpcet s chango in loading
sectore with the neuw leaders shouing above aversge incrcascs. This
i8 not ths casc in Brazll. Locking at industry one firds that the
dynamie seetors have tacn and continus %o ba papory rubbepr,; chcnicals
and notallurgy. Téxtilesy foodsz, clothing, and leather nroducts
have bsem and continus to ba stegnont. These leading scetw s are
chfofly intormediate productsg and a siznificont pert of their growth
must ke due to inport roplacerent. DBuk the market for final products
has not beem oxpending so papidly whiech is vhat one uould oxpeet in
an cdbn@mg vhere there has been a deterioration in the reol wagog o
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risc 4n tha personal tax rata, and a searcity of consumor creddt. Thio
1c not a2 nov situation, in that roushly the sane relative zrouth
pattorn which was prcsent in 1951 1s still prcsent today. In the
earlicr poriod, thc consumer industrios verc squoozed to nakc narae
resources availablc for basie industry, iupcert repl:cemcenty and
investoeite lowr thoy arc bsoing squeezed inodvertontly because of the
inflation control prograns. DBut tho rcsult 1s that there is no evidens
of o shift in spending pattcxnsy as required Wy the demand shifes thso .
to explain tho stagmation after 1962,

Turning nou to tho ovidenes om rclative price kehavier, onc
finds 1t, too, doas not support the demand shift hypothesis. 4
charactceristic of this typo of inTlation must that scetors expericneisn:
inorcases in demond raise thelr prices faster than thosc from whon
demand is shifting. In the followdng tablo I show tho price of various
industrizl products relutive.to the industriol pricc index, with 1963
equal to 100, Sectors with valuss greator than 100 are gencrating
above averaze Anflationary pressurde.

1961 998 89,6 1149 88.0 116y  103.7 79.8
1962 104.2 99,7 1033 W2 1163 1015 87.0
1963 100.0 100.0 1100.0 100,0 100,0 100,0 300,0
1941 121.1 109.0 107.9 96.9 . .87.9 9.8 172300
1965 114.3 109.9 120.6 102.2 88.) 89,3 127.0
1966 157.5 11l.6° 112.1 1000 100.3 91.6 103,.1

Saurgas Conjuntura Geonomiea
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Some of the most influtionary socbors are ones uwith slower than average
rates of grouth such as foods, and boveridsss., Others are dominated
ty state conpunies such as fusls and chcolcals whorc pricas nay be sot
on nonp=dnrket considerat’ons. This sst of indices iz a crude measure,
dut 1t docs indicate that thoro is nc uvlde divergconee in the ;rieec
behavior of any scetor. A further bit of evidence, discussed in a
previous paper, shouad that rank eorrclutions betucen growth and
inflaticn ratcs for varioas industrial sactorsg worc nezative and sige
nificont for 1963 and 1991. It sccms that the bohavior of scctoral
pricos does not support tha denand shift hypothesis,

If one rojeots the dencnd shift hynothcsis en tho basis of the
ovidenca just cited onc appoars to be left in the mmconfortable position
of having to choosec botuasn tuo clternctives nsither of uhich oxactly
fits the Brazillan economy. The GEecess domand thoory has e explain
unemployuant and stagnation, uhile the cost ;ush eoupled with demand
control has to accomnt for the rapid monot:ry oxpansion, which secmd
inconsistent with démand control. I am nou going to tey to show that
since 1965 this dilecmna 1s o falsc ane. Rathor than having had glther
excags domand gp cost push inflation, Brazil has had both at different
poridds, and 1s nov in 2 costepush phogo, It has bteen difficult to
recognige this purcly because the phasing was not by calenday ¥years. .

During the sec:nd qucrter of 1945 the zovernmit noved to
reduce taxos to offsct an troublesoms rccos:sicny and banks inercasad
thoir loan activity. In recl terms both loans to e privata scetor
and the conoy stock bezan t0 expand 4in lhreh, Produetion rosponded in
the follouing yuartcerg and it would bds aeceptable to date the beginning
of 2 denand pull inflation as of July, 1965. During ths ysar that
follousd the nonay supply mcreased by 453, output rosc by 9.53,
priees rose by a total of 37.8"3 This appears to be a classic damm
pull situation with excess nonagt.ry domnnd, ranid oxpansion of outputy
and inflation.

1 This grouth r:tc 13 calculated from the nuarterldy output cstimaties of
tho Contrdl Bank, Dalatorig 1956, po =it
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Hlowrevor the excess demand situatlon d1d not last. The
govzranent, acting te curb the axcess monetury expansion of late 1965,
arplied a rigid monetary control _rogran. Tho cxpansion of thae nonegy
stock fgll far belou thut of prices starting In Januarys oné tho rato
of inecrcasc of output :lso foll, Danks offsct this contraueticn to
goma extent by rcduein; sharply the level of thelr reserves. ilowower
the incrcasin: sc.reity of liqunidity, counicd ulith evorall rcduced
domand f£in:1ly stopped the growth of the cconoryy, and in the fourth
cuarte of 195G, output f£cll 1in rcal terns for the first ting in Tive
quartorg. Unfortunatcly this control sro:vun did not stop the imflatlon .
In the follouving tablec u ¢ shawm the quarterly rutos of inflation of ths
uholesale priec index that occuwrred during both the period wdep
discussion. In the first 11 ¢ are the firs€ three .ucrters of a neriod
I am labelling demand »ll inflaticn. In tha seeond line arc fha
comparable subscenent quartars.

- ZALLE JUQ
QUARL.RLE W6 OF IITLAZE Off

3rdate.  DARLOtr.  lstoCire assumulagel

Denand Pull Phase{1955) 5.23. 5033 13,0 {19663 25,28
Coet Push Phass (1968) 7T 1.5 10.9 1957 Lo

The nonctary con rol prozran during 1966 did not stop igflotion as um
can sce fron the table. Buf it did stop cecenoale zrouwth and produce
the elassie sizns of coat push Inflad on - Inflexible prieesy redused
denand and uncaployment

Let us reviocu cjuin the evidenceo &n favor of the cost push
hypothesis. We lmouw that thorc has been a substaatial upward move in
both tho coat of ~ovarnnent sarvicesy nixed compeny products and
intercst rotes (a table is presontly in preperation shouwing the
rclitive prices of soic important pmoduets and servieces), Paxcs hove
boen inercased. The governnent™ monatary rogram has raised the cost
of bogrowed working capitals While the extra interest chargss eould
be passed along in the form of hisher prieas, if demand weee sufficiz-
this has not bean ;ossitle because the level of Aisnosable iucous
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aggrecato has not been oxpanding fast enough. Fors demand has in fuet
becn controlled. Therec has bsen a substantial rcduetion in the rcal
vaga, disposable incomc has beon cut by highep tuxcsg and highor
intarest rates have rcduced investoent exucnditure sharply. In
onetary tcrms the ond result has becn a rcduction in the ratc of
inercasc of the mesans of paynmont. Fron June 1976 to February 1967 tha
neang of payment have riscn only 127; o nodest inercase by Drozl lian
standards, This disposcs of the mcjor arsuencnt azainst costepush
inflction - the inconstaney of' luck of denand and rapid monct. ry
cxpansion, Since last Junc tha ¢xpansion has not toeon »i:nid. During
tha sccond half of 1955, vhen 1t was, so was the expansion of cutput.

Tho conclusion onc draus fron the experience of the past
tuo yaars 1s tho pessimistie onc thut ot present ther: 1s o nminioum
ratc of infl.tion of between 20 and 75, and thot any ;ov. mncntal
aticmpt to rcduce the sxpansion of thc monecy susply below this rato
ulll Lo mety bty falling outputy, not £.1ling pidces., 70 somo cxicnt
this must be duc to onae-tine cost incerc.sos tuech as toxos and intorcst
which could be lowerod throu:h Zovernnontal pclicy. Howovery inflution
has alsoe beon Institutiinalized in pries corrections for coatr:cts,
vagos and zovernncnt Jobt. This gives the systom u bullt in influti onary
incrtia wvhich can only be corrcetsed over ¢ nuabcr of yoars. The
. appropriutc govecranat policy ot prcscnt wolld bo to expund the :oney
supply at a stoady ratc soncuhut fastcy than the inflail onary “loor.
Judising ccain by tabls 24 as on; as there 1s execss capuacikty, thias
should bc posuible to :Jo vwith hardly any differential effcet on prices.
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