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Introduction: The Search

for a New Interpretation
alag

his book describes the economic crisis that seized Brazil and the rest

of Latin America in the 1980s, its political consequences, and the eco-
nomic reforms that were instituted in the mid-1980s but remain incomplete.
This is foremost a book about Brazil, but analysis of the significant changes
Latin America underwent from 1982, when the debt crisis broke, until the
mid-1990s is present throughout. The crisis of the 1980s was essentially a
Latin American crisis; it is impossible to understand this crisis in the context
of only one country. Thus I had to study the economies of several Latin
American countries, particularly Mexico and Argentina, but my focus is par-
ticularly on Brazil, the country I know best.

I speak about interpretations of Brazil and Latin America, correspond-
ing economic development strategies, and corresponding class coalitions
and broad political pacts. An interpretation of or approach to the causes of
the Latin American crisis has a corresponding development strategy, which
can be implemented only if a class coalition is able to informally celebrate
an informal political pact to sustain it.

I begin from an interpretation of the Latin American crisis as a crisis of
the state and propose that the strategy that will overcome it is market-ori-
ented, but also a pragmatic and social-democratic strategy rather than a
neoliberal one. Market orientation and fiscal discipline remain priorities, but
the objective is not the minimal state but rather the reconstruction of state
capacity and governance. However, in addition to being market-oriented—
oriented toward domestic and international competition—reforms will have
to carefully consider the national interest. Old-time nationalism—the
nationalism that was tied to the import substitution strategy—Ilost ground in
Latin America, but a new form of nationalism, in which the national interest
is defended in a case-by-case approach, remains extremely relevant. In
Brazil economic reforms were undertaken more slowly because they were
consistently not only market-oriented but also Brazil-oriented. They were
particularly concerned not with building confidence in Washington and New
York but with protecting the national interest and the macroeconomic fun-
damentals, and they had as their basic objective reforming the state. After
all, fiscal adjustment, privitization, and liberalization are essentially state
reforms.
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M y interpretation of the Latin American crisis can be extended to
Eastern Europe and, with some caveats, to most developed countries.
The 1980s were years of crisis for both Latin America and Eastern Europe.
In the developed countries the crisis was less severe, but they, too, have
faced a slowdown in economic growth since the early 1970s, and unem-
ployment has emerged as a major problem. In the last twenty years, GDP
growth in the OECD countries was half that of the previous twenty years.
Brazil and Latin America are just emerging from this crisis, but they are far
from achieving sustained growth. In Eastern Europe the transition from sta-
tism to capitalism has been extremely painful. In most countries per capita
income today is 25 percent below 1989 levels.

Whereas the crisis of the 1930s was a Keynesian crisis, defined by
chronic insufficiency of demand, my hypothesis is that the crisis of the
1980s and 1990s is a crisis of the state, of its mode of intervention, and a fis-
cal crisis.

The collapse of communism was the conclusion of a long-term crisis
that started in the 1970s. Many people thought it the triumph of capitalism,
but it was only the failure of a radical mode of state intervention that coin-
cided with capitalism’s own crisis. The first oil shock, in 1973, was a turn-
ing point for the world economy, but there were earlier signs of economic
malaise, well expressed in the 1971 suspension of the dollar convertibility.
Since that time the growth rates of the developed countries have slowed
down, and a neoconservative wave has begun. The United States lost its
world economic hegemony. Its growth rates have been particularly unsatis-
factory, productivity has increased slowly, the wage rate has stalled, income
has become increasingly concentrated, and the number of people below the
poverty line has continued to grow.

On the other hand, the United States has retained its military and ideo-
logical hegemony. The major U.S. universities are still outstanding centers
of excellence. They, together with a decreasing number of other industries,
constitute an export industry, attracting students from all over the world.
They remain a domineering force in the scientific and ideological realms,
having originated the theoretical concepts, the economic and political mod-
els that served as a basis for the neoconservative or neoliberal wave that
swept the United States and, subsequently, the world. This wave, which in
the United States was represented by monetarist macroeconomics, the neo-
classical rational expectations school, and the public choice or rational
choice school, was, on one hand, a response to the slowdown of the devel-
oped economies since the 1970s and to the crisis of the state that was at that
slowdown’s origin. On the other hand, it signaled the failure of Keynesian
economic policy to assure full employment, price stability, and growth.

In the First World the new conservatism—modern, intellectually
sophisticated, pessimistic about humankind, and individualistic—material-
ized in the neoliberal interpretation. Neoliberal, as used here, is not to be
confused with American liberalism—the form by which the moderate left,
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the U.S. social democrats, express and define themselves. Neoliberalism is
a radical and utopian form of European (and Latin American) liberalism.
Neoliberalism brought back and radicalized the old bourgeois liberalism,
asking for the absolute rule of the market and a minimum state, which would
only protect property rights and enforce contracts.

Neoliberalism emerged in the United States and Europe when, begin-
ning in the 1970s, Keynesian policies proved unable to control the economy;
when inflation accelerated, unemployment increased, and growth rates
slowed. In Latin America the same economic crisis took place ten years
later, in the 1980s, but it was more severe than was realized in the neoliber-
al interpretation, the “Washington consensus,” which became dominant in
the region only in the late 1980s. The economic reforms of the neoliberal
credo were obviously radical and utopian, but they were correct in their
intent. After many years of state expansion, the state had become distorted,
the fiscal crisis had paralyzed governments, economies were clearly over-
protected and overregulated. A pragmatic synthesis between the old devel-
opment strategies and the dogmatic neoliberal critique was required.

These reforms took place in Latin America in the shape of fiscal adjust-
ment, trade liberalization, privatization, deregulation—all reforms of the
state—and the restructuring of business enterprises. Some of these reforms
were well developed and were both Latin America—oriented and market-ori-
ented. Others were designed to build confidence. In the 1990s, following
substantial economic reforms that reduced the state apparatus and deregu-
lated the economy, Latin American countries have gradually resumed
growth.

The crisis was caused by the excessive and distorted growth of the state:
the developmentalist state in the Third World; the communist state in the
Second World; and the welfare state in the First World. The potential of the
market as a resource-allocating mechanism and as a coordinator of the econ-
omy was badly overlooked. The state became too big; although it was appar-
ently too strong, it was increasingly weak, expensive, and inefficient. It was
a victim of special interest groups and dominated by fiscal indiscipline or
economic populism.

The neoliberal critique points out that the solution to this crisis is to
reduce the state, aiming at the minimum state; to destroy not only the com-
munist state but also the developmentalist and even the welfare state. The
state would not perform any economic role except to guarantee property
rights and the national currency. According to the “rhetoric of reaction” that
Hirschman (1991) so strongly denounced, even social functions should be
eliminated or reduced, given their “perverse effects.” Market failures could
occur, but even worse would be government failures.

y reaction to this neoconservative wave was critical, although
respectful. It became clear to me that the new conservatism offered a
useful critique of the problems the world faces, particularly of the distor-
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tions that befell the state; this conservatism, however, provides only a par-
tial solution to the problems, given its ideological and dogmatic nature and
its lack of pragmatism. The market is a wonderful mechanism, and I agree
that all economic reforms should be market-oriented and even market-
biased. By this I mean that we should always start from the assumption that
the market will do its job in coordinating the economy. But reforms should
not be market-blinded or oriented toward building confidence. They should
not transform the market, which is only an institution created by society and
regulated by the state, into a sort of myth. They should not assume that con-
fidence building is good per se. Building confidence in Washington or in
New York may stimulate investments in the short run. But neither the
bureaucrats and politicians in Washington nor the bankers and financial
operators in New York can be viewed as depositaries of universal economic
rationality, much less as people concerned with the national interests of
Latin American countries. In fact, a confidence-building strategy may well
be implemented at the expense of national interests and macroeconomic fun-
damentals, as happened in Salinas’s Mexico.

It is a mistake to identify market orientation with market coordination.
To be efficient, all economies should be market-oriented. All economic
reforms should aim to spur compeltition. A market-oriented economy is
strongly competitive in both domestic and international terms. Even within
firms competition is a basic management and motivation principle. But the
coordination of an economic system involves more than competition; it also
follows from cooperation. And for cooperation to occur at the national and
international levels, society needs the supplementary coordinating role of
the state. Every economic system includes not one but two coordinating
principles or mechanisms: the market and the state. Successful economic
systems are usually those that combine, in a balanced and dynamic way, the
role of the market and the role of the state. Some European social democra-
cies, as well as Japan and the East Asian countries, are good examples.

Starting from these very broad observations, I come to what I call the
“crisis of the state approach.” This approach may eventually become a third
paradigmatic moment of interpretation of Latin America.

I began my work in the context of the first paradigmatic moment: the
national-bourgeois and structuralist interpretation of Latin America that
originated in the ideas of Rail Prebisch (1949). Following the economic cri-
sis of the 1960s, I actively participated in formulating a second paradigmat-
ic moment of interpretation of the region: the new dependency theory. Both
interpretations can be combined under a more general denomination—the
national-developmentalist interpretation—which was the outcome of Latin
American structuralism and Keynesianism, both loosely combined with the
Marxist and the Weberian traditions. The national-developmentalist inter-
pretation soon became the victim of populism of all sorts. Keynes was sup-
posed to support chronic budget deficits. The argument favoring protection
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of infant industries led to permanent protectionism. Bureaucratic interests
were confused with the interests of labor and the left. Since the 1960s this
approach has faced increasing difficulties in its attempt to offer sensible
policies to the region, whereas the corresponding industrializing strategy—
import substitution—proved to be exhausted. In the early 1980s, when the
debt crisis erupted and inflation exploded in Latin America, 1 became
increasingly interested in short-term macroeconomic issues, particularly
with inflation and balance-of-payments adjustments. I was turning from
structuralism, which was mainly concerned with long-term development
strategies, to a more short-term approach in which scarcity and efficient
allocation of resources, public savings, and a balanced budget receive full
attention, without renouncing my structuralist origins.

On the other hand, the neoliberal approach—although correct when it
proposes market-oriented state reforms and fiscal discipline—is dogmatic
and lacks pragmatism or operationality. Thus an alternative, some kind of
synthesis between the old developmentalism and the new neoliberalism, is
required. In broad theoretical terms, the neostructuralist approach may be
this alternative. I suggest that perceiving a crisis of the state, the approach I
discuss in the next section and throughout the book, provides a new inter-
pretation of the region. This interpretation, or approach, is market-oriented
but also Latin America—oriented, and corresponds to a social-democratic
and pragmatic development strategy. This book, in addition to analyzing
crises and reforms in Brazil, can be thought of as a search for a new inter-
pretation of and new development strategies for Latin America.!

he crisis of the state approach is an attempt to synthesize the old

paradigms, which reserved a decisive role for the state, and the neolib-
eral paradigm. It views the crisis of the state as having two aspects: a fiscal
crisis and a crisis of the mode of intervention. The fiscal crisis is defined by
the loss of public credit. It may also be defined by the fact that a large pub-
lic debt—coupled with high inflation, chronic public deficits, high domestic
interest rates, and decreasing rates of growth—renders explosive expecta-
tions that the public debt might increase. The crisis of the mode of interven-
tion is defined by the exhaustion of protectionist forms of intervention and
by the multiplication of subsidies and regulations in an economy where rent
seeking becomes the norm. :

The crisis of the state is the basic cause of the economic crisis in the
Third World and Eastern Europe and also of the slowdown affecting the
developed countries since the 1970s. The countries able to overcome the cri-
sis were essentially those that conserved (Japan, Germany, Korea,
Colombia) or recovered (Chile) fiscal solvency. The choice of this variable
to explain the crisis is crucial because it implies that other causes are either
ancillary or complementary. The basic cause of the crisis will not be found
in excessively capital-intensive (or capital-saving) technological progress
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nor in the weariness of capital-labor relations based on Taylorist techniques.
These two causes, particularly the latter, may help to explain the crisis but
do not constitute the essential explanation. Chronic insufficiency of demand,
correctly used by Keynes to explain the crisis in the 1930s, is not a good
explanation for the present crisis. The collapse of the Keynesian consensus
in the 1970s, which economists usually attribute to the failure of the Phillips
curve to explain stagflation, was actually caused by the fact that demand
management no longer constituted an answer to the problems in economies
in which the state had grown too large and faced serious financial problems.

The crisis of the state approach borrows the neoliberal paradigm’s mar-
ket orientation and belief that the functions of the state were severely dis-
torted. It affirms, however, that, if the basic cause of the economic crisis is
the crisis of the state, then the state has an important economic role. If other
explanations were adopted—if the crisis were associated with, for instance,
insufficiency of demand or technological problems, implying an increasing
capital-output ratio—other consequences would need to be derived. But if
we acknowledge that the crisis of the state is the main explanation, we have
no alternative but to admit that the first and primary task is to reform the
state, recover its solvency, and redefine its mode of intervention in such a
way that the market and the state complement each other, that together they
assure an adequate rate of savings and investments, an efficient allocation of
resources, and a fair distribution of income.

Historically the state’s economic role has been constantly changing, but
it has always been essential. In addition to guaranteeing property rights and
contracts and ameliorating market failures, the state has positive economic
roles that are particularly important to economic development. An essential
condition is the recovery of public finances, making public savings positive
again so they can finance public investment in the infrastructure, in indus-
trial and technological policies, and in new social and environmental pro-
tection expenditures. A state that is bankrupt, that does not dispose of pub-
lic savings, and that is chronically the victim of a public deficit is a weak
state. It may be large, but it is also sick. In cases where hyperinflation is
nearly reached, the state’s government—the top politicians and bureaucrats
who directly control the state apparatus—is unable to govern. Public poli-
cies become endogenous because the government does not effectively com-
mand the fiscal resources required to formulate and implement policies.

According to the crisis of the state approach, the objective, after stream-
lining the state apparatus, is to create a leaner but stronger, more flexible
state. Market-oriented reforms, privatization, deregulation, and trade liber-
alization, as well as fiscal discipline, monetary reforms, and tight monetary
policies, are means to strengthen the state rather than weaken it. One can
picture the reformed state as a sleek young tiger, instead of an ailing old ele-
phant.
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o understand this approach, how I came to it, and the structure of this

book, a short story is in order. In the mid-1980s it became clear to me
that the dependency interpretation and the import substitution strategy,
which had been useful tools, no longer offered a sensible explanation for the
Latin American crisis or effective policies to overcome it. For decades the
Brazilian state had been strong and powerful, financing and subsidizing the
private sector. But in 1983, just after the Latin American debt crisis erupted,
I realized that the state had become poor and increasingly bankrupt, where-
as the private sector was now rich and was providing financing for the state.

In the early 1980s Yoshiaki Nakano and I were involved in the analysis
of the high and chronic rates of inflation then prevailing in Brazil. We for-
mulated the theory of inertial inflation (see Bresser Pereira and Nakano
1983), which provided an alternative not only to monetarism but also to
Keynesianism. Keynes was the most important and creative economist this
century has produced, but his ideas on inflation did not explain inertial infla-
tion because they were unable to explain stagflation.

Yet in addition to the macroeconomic view in the theory of inertial
inflation, we needed a more structural or microeconomic explanation for the
crisis Brazil and Latin America were facing, which had as one of its symp-
toms inertial inflation. The answer began to form in the mid-1980s, when 1
read some extremely insightful articles on the state and state-owned corpo-
rations written by Rogério Werneck (1983, 1985, 1986). Werneck was
already suggesting a crisis of the state, although he did not relate it to the
larger Brazilian economic crisis. I was invited to participate in a conference
on Latin America at Cambridge University, and [ wrote my first paper on the
crisis of the state (1987). Chapter 4 of this book is based on that work.

1 presented the paper in Cambridge in April 1987. Three weeks later I
was invited to become finance minister of Brazil. The long-term economic
crisis, which had prevailed since the early 1980s, had been aggravated by an
acute economic and financial crisis originating in the Cruzado Plan’s col-
lapse. Immediately after taking office, I asked my economic team to formu-
late a macroeconomic consistency plan, using as their parameters the ideas
in my Cambridge paper. The staff did an outstanding job. The Macro-
economic Control Plan was probably the first systematic assessment of the
Brazilian fiscal crisis. On the structural or microeconomic level, however, it
was clear that the import substitution strategy—-that is, the mode of state
intervention—had lost functionality, making privatization and particularly
trade liberalization urgent. Members of my staff, economists from the World
Bank, and Juan Sourrouile—Argentina’s minister of the economy at the
time—helped me to reach this conclusion. Two months later I made my first
trip to the United States as finance minister, met Jeftrey Sachs, and read his
work on trade reforms and the debt crisis in Latin America (1987). I learned
from Sachs that the debt crisis was essentially a fiscal crisis, which led me
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to recollect James O’Connor’s extraordinary book The Fiscal Crisis of the
State (1973).

I'had learned a great deal from putting all these ideas together and com-
pleting an assessment of the Brazilian crisis, but the country had not. A pop-
ulist mood stiil fully dominated Brazilian politics, making impossible eco-
nomic policies aimed at fiscal discipline and market-oriented reforms. I
resigned as finance minister in December 1987 and returned to academic
life. In the next years I dedicated myself to further developing ideas on
Brazil and Latin America that were consistent with the crisis of the state
approach. I wrote numerous articles, participated in national and interna-
tional conferences, talked to people, and followed the new ideas that were
emerging. The outcome is this book.

An important factor in developing the crisis of the state approach was
my participation in the East-South System Transformations Project, led by
Adam Przeworski. In this context I wrote, with Przeworski and José Maria
Maravall, Economic Reforms in New Democracies (1993), in which I was
first able to shape this interpretation. I initially called it “the fiscal crisis
approach,” but I later realized that it was actually a global crisis of the state;
it was not only a fiscal crisis but also a crisis of the mode of intervention.
“The crisis of the state approach” is a good name for an interpretation of the
crisis rather than an indication of the policies designed to solve it.

his book is divided into four parts. Part 1 deals with conflicting

interpretations of Brazil and their respective development strategies.
Chapter 2, in which the crisis of the state interpretation is outlined, is the
central chapter. The approach to the crisis as a crisis of the state started with
an intuition that Brazil and Latin America faced a fiscal crisis connected to
the debt crisis and to economic populism. But it was also based on another
intuition. I observed that the state’s role was changing and that this fact was
related to the “cyclical and ever-changing character of state intervention,”
which is the title of a paper I wrote in 1988. This cyclical process explains
how the state, which had performed a strategic role in development between
the 1930s and the 1970s, fell into a deep crisis in the 1980s, and why, after
that time, fiscal discipline, privatization, and trade liberalization became
mandatory. It also explains why the conservative, neoliberal wave was so
strong. Chapter 3 summarizes my views on the cyclical character of state
intervention and applies those views to Brazil. It is the basic model behind
the role and concept of the state I adopt in this book.

Part 2 examines the economic crisis of the 1980s: the historical process
that led to the crisis; its perverse macroeconomics; and the debt crisis.

Part 3 is centered on the political dimension of the crisis. All of the
chapters in this book have a political as well as an economic dimension, but
the four chapters in this part are specifically political. In them I examine the
crisis and the renovation of the left, the political obstacles to economic
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reforms, the contradictory aspects of the short but significative Collor
administration, and what I call “the citizenship contradiction”: a very large
number of citizens with the right to vote in a radically heterogeneous soci-
ety in which governments face a permanent legitimacy crisis as long as the
classical social contract is insufficient, requiring additionally a develop-
ment-oriented political pact. Brazil is a dual society. Income distribution is
extremely uneven. The gap between the elites and the masses is enormous.
If a modern society is not only market-oriented, one in which resource allo-
cation is efficient and technological change dynamic, but is also a demo-
cratic and socially balanced society, this social gap is a major obstacle to its
modernization. Forming a democratic political coalition able to consolidate
democracy, reduce economic inequalities, and promote growth becomes
extremely difficult.

Finally, Part 4 is an analysis of the economic reforms undertaken in
Brazil, particularly since 1987 with the collapse of the Cruzado Plan, that
were accelerated in 1990 during the Collor administration and crowned by
the Real Plan in 1994, which stabilized prices. Thus this is a book on crisis,
but it also addresses the changes and reforms that have been taking place in
Brazil since the early 1980s but that have been concealed or shadowed by
the prevailing high and inertial inflation. In this part I first discuss the failed
attempts to stabilize, proposing that the causes behind the failures were also,
but not mainly, political. The incompetence of policymakers, who were
unable to understand the abnormal times Brazil and Latin America were
experiencing, and particularly the nature of inertial inflation, were also
major causes of the failures. Second, I discuss the successful reforms. I con-
clude with an analysis of the social and political changes in the direction of
the formation of a new, development-oriented political pact. In Chapter 161
discuss the international strategy of Brazil. It is clear to me that the Initiative
for the Americas (1991) and NAFTA opened a new phase in Latin
American-U.S. relations. These initiatives are a response to the crisis in
Latin America but also to the end of U.S. world economic hegemony. In this
part of the book I discuss the difference between the old nationalism, tied to
the import substitution strategy, and international policy based on national
interest. And I propose that economic reforms should not be only market-
oriented but also national-oriented—DBrazil-oriented, for instance. The alter-
native is for economic reforms to be oriented toward building confidence, as
occurred in Salinas’s Mexico. Such confidence, while comforting to
Washington and New York, is often precarious and bought at the expense of
the reforming country’s national interest and macroeconomic fundamentals.

Some sections of this book have been published in other versions, as
individual articles; they have been updated and revised in several ways.

For the development of the ideas presented here, my experience as
finance minister, my role as a professor of economics at Getdlio Vargas
Foundation, Sdo Paulo, and my participation in debates on Latin America
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and Brazil in many domestic and international seminars were essential. I am
indebted to many friends, but I would like to mention four economists—
Jeffrey Sachs, Roberto Frenkel, Rogério Werneck, and Yoshiaki Nakano—
with whom I wrote Chapters 7 and 13—and two political scientists, Adam
Przeworski and José Maria Maravall. To them I indeed owe a great deal.
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Interpretations and Strategies

atin America was in deep crisis in the 1980s. Incomes per capita

decreased around 10 percent during the decade. In the 1990s, after a
serious effort to stabilize their economies, to promote fiscal adjustment, and
to adopt market-oriented reforms, countries have timidly resumed growth,
although the problems that gave rise to the crisis are far from being fully
solved. In 1994 income for the entire region increased around 3 percent.
Since 1991 the average annual rate of growth has been moderate, a little
above 3 percent, which means income per capita is at last increasing, but
only around 1 percent each year. The last Latin American country to stabi-
lize high inflation was Brazil, in 1994. Inflation, which was around 900 per-
cent for the entire region in 1990, fell to around 16 percent in 1994 if we
exclude Brazil. In Brazil inflation remained very high in the first half of
1994 but fell dramatically beginning July 1, when the Real Plan was enact-
ed.

Yet it is too early to say that Latin America has overcome its crisis.
Capital is flooding in, depressing the exchange rate and stimulating con-
sumption rather than promoting savings and investments. Wage rates have
only recently recovered to 1980 levels. The debt crisis, although no longer a
dramatic problem, has not been satisfactorily solved. Manufacturing indus-
tries in the countries that liberalized trade and stabilized prices, such as
Mexico and Argentina, are facing difficult times—evidence that an industri-
alization strategy to replace the exhausted import substitution one is still to
be found. In most countries the fiscal crisis of the state, although less acute,
remains a major problem.

All Latin American countries faced serious difficulties in the 1980s.
Some, particularly Colombia, did not experience a real crisis. Others fully
overcame their crisis, as Chile did. Other countries—particularly Mexico,
Costa Rica, and Bolivia—have nearly overcome it. Argentina is a question
mark, despite four years of successful stabilization. Brazil underwent sub-
stantial economic reforms and only recently stabilized prices. Peru stabi-
lized its economy in 1991 and is engaged in economic reforms. Venezuela,
where a radical stabilization plan politically destabilized the country, con-
tinues to face difficult times.

Since 1991, when countries in Latin America started showing good
results (whereas reform in Eastern Europe proved to be harder than initially

13
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expected), the continent again began to be viewed positively by the First
World. Gross domestic product (GDP) for the entire region grew 3.8 percent
in 1991. This and the very low interest rates prevailing in the developed
countries vis-a-vis the very high rates in Latin America triggered large cap-
ital flows not only to Mexico and Chile but also to Venezuela, Brazil, and
Argentina, whose economies were far from adjusted. Net transfers of
resources, which were extremely negative throughout the 1980s, again
turned positive in 1991 and increased further in the following years.!

The new optimism that swept Washington is based on the assumption
that Latin American countries had finally adopted necessary economic
reforms, signed debt agreements according to the Brady Plan, stabilized
their economies, and returned to economic growth. Yet this optimism does
not seem to be well grounded. Countries such as Venezuela and Peru, which
in 1991 were viewed as having adopted neoliberal economic reforms and on
the way to recovery, face serious political troubles. In Peru a new authori-
tarian government was established in 1992. Argentina’s stabilization
remains based on a serious overvaluation of the peso. To a lesser extent, the
same is true of Mexico and Brazil. In fact, most Latin American countries
still face a fiscal crisis.

Given these facts, some questions are obvious. Why was the crisis so
profound? Why is the performance Table 1.1 reflects so poor? Why did per
capita income in Latin America fall 9.06 percent during the 1980s, and the
share of investment in GDP plunge from 23.2 to 15.6 percent in the same
period? Why was per capita income in 1991 on the level of that of 19777
Why did inflation, which in 1980 averaged 54.9 percent, climb to 1,185 per-
cent in 1990? Why did some countries escape the crisis and others manage
to overcome it? Which interpretations of Latin America are relevant in
understanding the crisis and helpful in the development of strategies to
defeat it? Are the politicians’ populist practices and immoderate state inter-
vention, as is frequently said, sufficient to explain the crisis?

Table 1.1 Macroeconomic Variables, 1980-1992

1980 1990 1991 1992
GDP growth (individual) 100.0 112.0 116.0 118.8
GDP per capita (individual) 100.0 90.6 92.2 92.7
Investment/GDP (%) 23.2 15.6 - -
Debt/exports (%) 2.2 2.9 2.9 2.8
Net transfer (US$ billion) - -14.4 8.4 27.4
Inflation (%) 549 1,185.0 198.7 410.7

Sources: Economic Commission for Latin America, Panorama Econdmico de América Latina,
1990 and 1991; World Bank, several World Development Reports; Inter-American
Development Bank, Economic and Social Progress in Latin America: 1990 Report.




INTERPRETATIONS & STRATEGIES 15

Otherwise, what is necessary to overcome this crisis? Is it enough to
achieve stabilization, to privatize and liberalize, for growth to automatical-
ly resume? Could the relative success some of these economies are experi-
encing be attributed to market-oriented economic reforms and to the domi-
nance of a neoliberal approach to Latin America’s problems? Or are the
challenges the region faces still immense, requiring a new interpretation of
the Latin American crisis and the definition of a new growth strategy? This
is what I call the crisis of the state approach, or the social-democratic and
pragmatic strategy. Are privatization, trade liberalization, and deregulation
only conservative reforms, or can they also be adopted by progressive or
moderate-left politicians and policymakers?

The Latin American crisis was triggered by the debt crisis. Its basic
cause was the fiscal crisis of the state—the fact that the state went bankrupt,
lost its credit, and was immobilized. A complementary cause was the
exhaustion of a formerly successful development strategy-and a correspond-
ing interpretation of Latin America’s problems: the national-developmental-
ist approach, based on import substitution and on active state intervention in
the productive sector of the economy.

Two competing approaches presently attempt to define this crisis
and offer solutions to it: the neoliberal, or Washington consensus, approach;
and the crisis of the state interpretation, or the social-democratic and prag-
matic strategy. These approaches agree on some of the causes of the crisis
and how to solve it. In particular, both criticize the populism and nation-
al developmentalism that long prevailed in Latin America, and they agree
that the state grew too much in the region. Yet they have an essentially
different view of the basic cause of the crisis and how to remedy it. Where-
as the neoliberal approach attributes the crisis only to domestic prob-
lems, the crisis of the state approach also emphasizes the role played by
the debt crisis; whereas one approach states that the basic cause of the crisis
is the excessive strength of a state that grew too much, the other says
the basic cause is the increasing weakness of a state that grew in a distort-
ed way and went bankrupt. Both agree that it is necessary to reduce the size
of the state, to privatize and liberalize, and to adopt market-oriented
reforms, but the objective of the neoliberal approach is to reduce the
coordinating role of the state—aiming at the minimal state—whereas the
objective of the fiscal approach is to rebuild the state and recover state
capacity.

The crisis of the state approach gives a more realistic view of the Latin
American crisis. It is less dogmatic with regard to the policies to be fol-
lowed. It uses the positive aspects of the neoliberal interpretation but is not
contaminated by the radical and utopian neoconservatism lying behind
neoliberal ideas. Nevertheless, since the neoliberal approach emanates from
Washington—the dominant source of foreign political power for the
region—actual policy will likely consist of a mixture of both approaches.
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And the rhetoric of Latin American elites will be that the Washington con-
sensus is being adopted.

The crisis of the state interpretation is central to this book. Yet in this
first chapter I discuss the previous interpretations of Latin America, which
serve as a background for the current ideas. In Chapter 2 I discuss the
neoliberal and the crisis of the state approaches.

hen we think about Latin American economic development, it is

useful to refer to interpretations and strategies. For each basic inter-
pretation of the causes of the region’s relative underdevelopment, there is a
corresponding strategy. Sometimes this strategy is clear, other times it is
implicit. Conversely, because interpretations and strategies are ideological-
ly prone, for each leftist approach there is a competing rightist one, and for
each nationalist approach there is a competing internationalist approach. For
simplicity we can call the union of interpretation and strategy approaches to
Latin America.?

The adoption of a historical perspective is important because it illumi-
nates the present. In addition, the remnants of some of these old interpreta-
tions—particularly of the national-developmentalist approach, which is
charged with a strong populist content—are still strongly felt in Latin
America today. Economic and political approaches are always ideological.
They reflect clashes of class interests, which are particularly salient in Latin
America where class differences are so accentuated.

The interpretations of Latin America’s underdevelopment and their cor-
responding development strategies can be presented according to historical
and ideological criteria. They can be enumerated as follows, with the
decades during which they dominated:

* The agrarian destiny or liberal-oligarchic approach (up to 1930),
competing with:

« The national-developmentalist approach, subdivided into the nation-
al-bourgeois approach (1930-1964) and the new dependency
approach (1970s—mid-1980s)

* The modernizing-authoritarian approach (1964-mid-1970s), also
competing with the new dependency approach

* The neoliberal approach (mid-1970s—today), competing with:

e The crisis of the state or social-democratic approach (mid-
1980s—today)

These interpretations and development strategies sometimes succeeded
and sometimes conflicted with each other. When they dominated, they cor-
responded to a development-oriented political pact or class coalition (I
examine these pacts in Chapter 17).

The liberal-oligarchic interpretation and the corresponding agrarian
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destiny strategy ruled until the 1930s. The national-developmentalist
approach, which originated in the left and in the nationalist bourgeoisie, and
the corresponding import substitution strategy were dominant in the 1950s,
when Getiilio Vargas’s populist pact prevailed. After the crisis during the
1960s, national developmentalism assumed a more sophisticated form—the
new dependency interpretation—which, in spite of its name, criticized the
view that imperialism was a major cause of underdevelopment in Latin
America. Yet it underlined the distorting consequences—income concentra-
tion and authoritarianism—of the alliance of the United States and the multi-
national corporations (MNCs) with the local bourgeoisie and the military. Tt
also criticized the populist views that had distorted the national-bourgeois
approach. This critique, however, was not strong enough to prevent the reap-
pearance in Brazil of populism, a shadow from the past, in the form of the
Democratic Populist Political Pact, which was in force during the transition
to democracy from 1977 to 1984 and the first two years of the new demo-
cratic government (1985-1986).3 Populism also reappeared in Argentina
after the transition to democracy.

The modernizing-authoritarian interpretation was a feature of Brazil's
technobureaucratic-capitalist regime from 1964 to 1984. I, too, correspond-
ed to an excluding political pact involving the local bourgeoisie, the bureau-
cratic middle class, and the MNCs. It rose as a critique of the national-
developmentalist approach yet it favored the import substitution strat-
egy.

From the mid-1970s, when the local bourgeoisie broke its alliance with
the military, to 1986, when the Cruzado Plan failed, a populist and demo-
cratic political pact involving thebourgeoisie, the democratic salaried middle
class, and the workers commanded the Brazilian transition to democracy.

The neoliberal interpretation, a product of the right, began to gain
ground in the 1970s when the dominant international ideology was neolib-
eralism, but it gained strength only after the final collapse of the moderniz-
ing-authoritarian pact (1984) and the subsequent inability of the populist
democratic pact of the Diretas J4 to face the emerging problems (1986). The
crisis of the state approach—which can also be called pragmatic interpreta-
tion, because it rejects any dogmatism and shares East Asian pragmatism; or
social democratic, because it also has as its model the European social
democracies—began to assert itself among the moderate left after the
Cruzado Plan’s failure (1986) demonstrated the definitive exhaustion of the
national-developmentalist strategy. At present, it is the real alternative to
neoliberalism.

The neoliberal and the crisis of the state interpretations and their respec-
tive strategies are internationalist, but the first is based on the assumption of
common international interests, whereas the latter is based on the national-
interest principle.# The neoliberal and social-democratic interpretations are
discussed in Chapter 2.
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he old agrarian destiny or liberal-oligarchic interpretation is

distinguished from the neoliberal interpretation as follows: (1) the for-
mer’s liberalism and individualism were more rhetorical than real; (2) its
criticism of state intervention was based only on the disadvantages of inter-
vention for the market and not on a pessimistic philosophical denial of the
possibility of collective action; (3) its conservatism was based more on
authoritarianism and tradition than on a definite identification of modernity
with the market; and (4) its development strategy was based on export agri-
culture rather than on modern industry and a sophisticated and increasingly
internationalized financial market.

The agrarian destiny interpretation recognized Brazil’s underdevelop-
ment and its economic and cultural dependence on the industrialized coun-
tries. It saw Brazil as being in the process of modernization, changing from
a traditional society to a modern, capitalist one. This transition should have
been based on Brazil’s comparative advantages, which resided for the most
part in agriculture. Industrialization was rejected because it would be *“arti-
ficial.” The central countries were seen as superior entities whose interests
pretty much coincided with those of Brazil. Any kind of nationalism was
rejected in the name of an internationalism that believed it was always pos-
sible to count on the goodwill of the developed world.

The agrarian destiny approach lost ground beginning in the early 1930s
as successful industrialization proved the export agriculture strategy was
wrong. The national-developmentalist approach then became dominant.
Conservatives, who had adopted the agrarian destiny approach, slowly
began to adhere to the industrializing strategy, particularly to its protection-
ist and developmentalist aspects. After the 1964 coup d’état this kind of
rightist developmentalism—internationalist and modernizing but also pro-
tectionist—dominated Brazil. The political regime, which Guillermo
O’Donnell called bureaucratic-authoritarian, had a corresponding industri-
alization strategy—the modernizing-authoritarian economic strategy—
which was very similar to the populist nationalist one because it was based
on protection of local industry and on active state intervention.

ational populism became dominant in Brazil and generally in Latin
America in the 1950s, although the situation that gave rise to it—
import substitution industrialization—had existed since the 1930s. Populist
national developmentalism in Latin America had been formulated mostly by
the left, but it was never fully and authentically a left-wing strategy because
it was based on the realistic recognition of both the weakness of the left and
the unlikelihood of a socialist revolution. This double recognition led to a
proposed alliance of workers, technobureaucrats, and industrialists around
an industrialization project.
The national-developmentalist interpretation was essentially nationalis-
tic and moderately in favor of state intervention because it saw the protec-
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tion of national industry as essential to growth. It also saw Brazil as an
underdeveloped country in transition from mercantile to industrial capital-
ism, in which infant industry was permanently threatened by imperialist
competition from the industrialized countries, which wanted Brazil to
remain an exporter of raw materials. Given these threats, Brazil’s only alter-
native was to protect itself and to protect the internal market that had grown
during the primary export period, reserving it for national industry. The
import substitution industrialization model thus naturally imposed itself. For
the country to resign itself to an agrarian vocation would have been suicide,
given the unequal trade between producers of primary and industrial prod-
ucts and the tendency toward deterioration in the terms of trade for primary
products.

This interpretation and the corresponding development strategy effec-
tively promoted Brazilian industrialization until the 1950s. The approach
was essentially but not entirely correct; the notion that the core countries
would oppose Brazilian industrialization was disproved by the facts.
Beginning in the 1950s MNCs began to play an increasingly important role
in Brazil’s industrialization, leading to the first schism among those who had
taken part in the populist pact: between those who began to admit a positive
role for MNCs and those who remained nationalistic.

mport substitution is essentially a transitory strategy for industri-

alization. It is effective in protecting industry in its infancy. This model
of industrialization is limited by the size of a country’s internal market
because tradable goods are produced below international standards of effi-
ciency and quality. Once this limit has been reached, the model has exhaust-
ed itself, and industrialization becomes exclusively dependent on the growth
of the internal market, which in turn grows slowly because of low pro-
ductivity or the lack of competitiveness of the excessively protected indus-
try.

In the early 1960s, when the Brazilian economy went into crisis, the
exhaustion of the import substitution model was perceived by the econo-
mists who had helped to formulate and justify it but who had also under-
stood its transitory nature. As Celso Furtado (1964:119) noted, “We must
recognize [that] the dynamic possibilities of import substitution have been
exhausted.” The 1964 coup d’état, in great part an outcome of this crisis,
was interpreted by many of these authors—myself included—as marking
the end of the populist pact and the industrialization model peculiar to it.
The authoritarian military regime did in fact represent the end of Getilio
Vargas—style populism because it excluded workers and the left. The new,
authoritarian political pact was restricted to civilian and military technobu-
reaucrats and local and international capitalists. But when it came to devel-
opment strategy, the regime resumed the same national-developmentalist
strategy based on import substitution—that is, on protectionism. Now, how-
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ever, it was under the exclusive command of the right and had an interna-
tionalist rather than a nationalist character. Protectionism was no longer
national, taking on an international character as belief in the goodwill of
international partners returned. It was assumed that common interests clear-
ly transcended any conflict of interest between Brazil and other countries.

Yet there was an important modification of strategy. It was recognized
that Brazil could and should export industrial goods. Export promotion of
manufactured goods received special attention. Emphasis, however, contin-
ued to be given to the protection of national industry and to import substitu-
tion. The laws preventing the import of goods similar to those produced
locally and the complex system of quantitative import control were main-
tained. Beginning in 1974 with the PND II, an ambitious import substitution
program was set up for capital and basic intermediate goods, based on a typ-
ically autarkic perspective of the national economy that took for granted the
need to “complete” the import substitution process. Through FINEP, the
organ that finances Brazilian technology, technological development began
to receive the attention it needed. The orientation of technological policy,
however, was the same as that of the industrial policy: import substitution
aimed at technical proficiency in all sectors rather than seeking internation-
al competitiveness in some selected sectors.$

In addition to being protectionist, this strategy was strongly interven-
tionist, heavily subsidizing local capital goods and export industries and at
the same time reserving a growing share of the intermediate inputs market
and energy for state corporations. The state thus continued the strategy intro-
duced in the 1930s, which had been based on protecting and subsidizing
local industry and on directly investing in strategic sectors whenever nation-
al or multinational capital was not capable of or interested in doing the job.

This curious survival of the protectionist development strategy when it
was no longer economically justifiable because it only defended the inter-
ests of industrial sectors that were incapable of competing internationally
was possible in the 1970s thanks to foreign borrowing. The strategy’s sur-
vival was nevertheless clearly artificial and very expensive. In the 1980s this
same foreign debt threw Brazil into a deep fiscal crisis that disorganized and
paralyzed the state, leading the economy to stagnation and hyperinflation.

T he economic crisis of the 1980s led the left and the right, the
progressives or social democrats and the conservatives, to reformulate
their interpretations. The right had little difficulty. It took advantage of the
conservative and neoliberal wave that had gained momentum in the 1970s
all over the world as a consequence of the slowdown in the growth rates of
the central countries, the crisis of the welfare state, the collapse of the
Keynesian consensus, and the fiscal crisis of the state, which had become
the major problem in all countries—developed and underdeveloped, capi-
talist and statist alike. The right rapidly and rhetorically abandoned its
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authoritarian interventionist strategy, which it had consolidated following its
alliance with the military technobureaucracy in 1964, to adopt a neoliberal
stand in defense of the minimal state, deregulation, and opening up the
Brazilian economy. In practice, however, a significant segment of the right
continued to support protectionism and to benefit from state intervention. In
a way, this restored in a different historical context the classical contradic-
tion between rhetoric and practice that, during the entire nineteenth century
and the first half of the twentieth, had characterized the Brazilian conserva-
tive (free-market) ideology. At that time, what today is called neoliberalism
was the banner of the oligarchic landowners.

For the left or progressive sectors, the abandonment of the national-
developmentalist interpretation was and still is painful. The general crisis of
the left worldwide was added to the crisis of Latin American national pop-
ulism, whose industrialization strategy was viewed by the left as part of its
way of being. When they came into power in 1985 following the victorious
process of redemocratization, the progressive sectors—or at least those sec-
tors that were supposed to be progressive by the mere fact of having opposed
the military regime—tried to resume the populist and developmentalist poli-
cies that had been successful many years before.

The 1985-1986 economic policy, which ended with the failure of the
Cruzado Plan, is an example of a populist economic policy. Populism was
not part of the Cruzado Plan as originally conceived; rather, the plan was
based on the innovative theory of inertial inflation. Its failure was the result
of the disastrous way it was administered.

Economic populism, the economic practice behind the national-devel-
opmentalist approach—including its authoritarian version—can be summa-
rized in a few rules: (1) development should be oriented to the internal mar-
ket; (2) protection of national industry should continue as the basic
industrial strategy; (3) technological development complements the more
general policy of import substitution; (4) a policy oriented toward exports is
conservative because it concentrates income; (5) a public deficit is justified
as long as unemployment and idle capacity exist, so that any fiscal adjust-
ment should be viewed as “orthodox” economic policy; (6) high interest
rates are a result of the machinations of finance capital and speculators; (7)
nominal wage increases do not cause inflation in Brazil because they always
lag behind inflation; (8) real wage increases may not be inflationary, given
the high degree of income concentration; (9) state corporations are basical-
ly efficient, but they are not more profitable because their prices are artifi-
cially depressed; and (10) economic regulation through the state tends to
perform better than the market.

These views dominated the democratic opposition’s economic criticism
of the military regime. They were adopted by the PMDB and the PFL, the
two leading political parties, when they assumed command of the govern-
ment in 1985. The economic populism that characterized the first two years
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of the Sarney administration was the consequence of this economic view, as
well as of the optimistic economic hopes that flowered in Brazil with rede-
mocratization.

These populist ideas are deeply entrenched in Brazilian politics. They
are found not only in the left-wing parties, such as the PT, and the center-left
parties, such as the PDT, the PMDB, and the PSDB, but also in the center-
right and right-wing parties, such as the PFL and the PDS, recently renamed
Partido Popular Republicano (PPR).” The right, however, only adopted these
ideas for opportunistic reasons, whereas many in the left believed and still
believe them an essential part of their parties’ programs, that left-wing pol-
itics necessarily includes these ideas.

Opposed to these ideas are the neoliberal and the social-democratic
interpretations, which I examine in Chapter 2. These two interpretations
share a common rejection of populism and nationalism, but they diverge on
the causes of the crisis and the role of the state in promoting growth and wel-
fare in Latin America.
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The Crisis of
the State Approach

he import substitution, state-led strategy that dominated Latin

America from the 1930s to the 1970s was opposed rhetorically by con-
servatives and by Washington, but in practice businesspeople and govern-
ments supported it as long as it was successful. In Washington, the U.S. gov-
ernment and multilateral agencies, as well as businesses and commercial
banks, mildly criticized the import substitution strategy, but in practice they
financed it. The World Bank, until the end of the 1970s, was devoted to
development economics and to an industrializing strategy very similar to
national developmentalism. Yet this industrialization strategy had exhausted
its potentialities in Latin America by the 1960s. Its life span was artificially
extended in the 1970s by the availability of foreign capital. But real prices
were increasingly dissociated from market-clearing prices by the distortions
involved in the state intervention process. Subsidies to private enterprises
and, less often, to consumption were maintained long after they had lost
their original justification, aggravating the inefficient allocation of
resources. The state paid the account. Public savings, which had been high
in the 1970s, began to disappear. In the early 1980s a growing external pub-
lic debt, which financed increasing public deficits, turned into a fiscal crisis
of the state.!

This Latin American crisis was essentially the consequence of two deci-
sions made in the early 1970s: on the Latin American side, the decision to
persist in a growth strategy and in a mode of state intervention (import sub-
stitution) that no longer worked; and on the creditor countries’ side, the deci-
sion to finance this strategy, thus ensuring its artificial survival. These two
decisions increased Latin American indebtedness; and then, in each Latin
American country they led the state to bankruptcy. A fiscal crisis ensued as
the foreign debt increased and was nationalized, the increase in the interest
burden plus renewed populist policies augmented the public deficit and
reduced public savings, the public debt soared, and public credit evaporat-
ed. Initially, the foreign debt was not primarily public. In the 1970s state
borrowing represented about 50 percent of the debt. In the early 1980s, how-
ever, it became nationalized as private firms paid their debts in local cur-
rency to their respective central banks, usually at an overvalued exchange
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rate. This practice, in addition to shifting the foreign debt to the state, sub-
sidized the private sector and induced deficit spending. Foreign savings
were used by Latin American governments, particularly Brazil, to finance
heavy import substitution projects and consumption (economic populism).

By the mid-1980s, when the transmutation of the foreign debt into state
debt ended, around 90 percent of the debt had become the state’s responsi-
bility. The private sector remained capable of generating a foreign surplus,
but only the state was supposed to pay the foreign debt. The nationalization
of the foreign debt was a perverse form of financing public deficits and
spurring the fiscal crisis. In the 1970s the public deficit was financed pri-
marily by foreign borrowing; in the first half of the 1980s it was financed by
private firms that paid their debts (usually in privileged conditions) in local
currency to the state, which in turn had too little foreign currency to pay the
banks. In the late 1980s countries either drastically reduced their public
deficit by lowering wages and internal consumption, as was the case in Chile
and Mexico, or their fiscal crisis deepened, as happened in most other Latin
American countries.

Nearly all Latin American countries were committed to tight fiscal
adjustment policies. But the fiscal deficit was so high, and the interest com-
ponent related to the public debt so heavy, that countries were unable to ade-
quately adjust their economies. In addition, the possibility of transmuting
the old foreign debt into government debt offered an easy way to finance
current deficits. Thus, foreign borrowing, which in the 1970s had backed the
state-led import substitution strategy and fiscal indiscipline, continued to
indirectly and negatively affect public finances in the first half of the 1980s
as the nationalization of the debt fostered fiscal indiscipline and laid the
foundation for a deep fiscal crisis.

J ames O’Connor (1973) introduced the concept of the fiscal crisis of the
state, explaining it as the state’s increasing difficulty in coping with the
growing demands of several sectors of the economy and corresponding
social groups. The concept I am using here is based on his ideas. The expres-
sion fiscal crisis of the state is redundant because all fiscal crisis is related
to the state; but, in 1987, when I clearly comprehended this crisis, I decided
to use the term to explain the Latin American crisis because it clarifies the
central role of the state in that crisis. We could also refer to a “financial cri-
sis of the state” because all fiscal crises have as their outcome the state’s
increased difficulty in financing itself.2

In the 1980s the fiscal crisis of the state in Latin America had five ingre-
dients: (1) a budget deficit; (2) negative or very small public savings; (3) an
excessive foreign and domestic debt; (4) poor creditworthiness of the state,
expressed in the lack of confidence in national currency and in the short-
term maturity of the domestic debt (the Brazilian overnight market for
Treasury bonds);3 and (5) a lack of government credibility.4 Public deficit
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and insufficient, if not negative, public savings are, to use an economist’s
jargon, a flow characteristic of the fiscal crisis, whereas the size of the pub-
lic debt—be it internal or external—is a stock property. Actually, the lack of
public credit is the fundamental feature of a fiscal crisis of the state. A coun-
try may have a high public deficit and a high public debt, but the state does
not need to lose credit or the government its credibility. This is the present
case in the United States and Italy, where in spite of the deficit and the pub-
lic debt there is no fiscal crisis, or the one that prevails is much milder than
those existing in Latin America. The state’s loss of credit—its inability to
finance itself except through seigniorage (money creation)—is the quintes-
sential characteristic of fiscal crises. When this loss of credit becomes
absolute, or in other words when the fiscal crisis becomes acute and out of
control, the state loses its capacity to guarantee its money, and hyperinfla-
tion is the likely outcome.

Most characteristics of the fiscal crisis are self-explanatory. Yet I
believe it is important to stress the issue of insufficiency of public savings.
The fundamental flow characteristic of a fiscal crisis is not the budget deficit
but rather negative public savings. Particularly in a developing country this
factor has a strategic role. Negative public savings tend to be a direct cause
of low investment rates and the stagnation of per capita incomes.

Public savings, S, are equal to current revenue, T, less current expen-
diture, C;, where interest is included.>

SG:T—CG

Public savings represent a different concept from public deficit, D;, which
is equal to current state revenue less all expenditures including investments,
I, and corresponds to the increase in the public debt:

Given these definitions, and not considering real seigniorage, public invest-
ments are financed by either public savings or public deficit.

These distinctions are important. They are part of the standard national
accounts system but with a shortcoming: state-owned enterprises are exclud-
ed from the calculation of public savings. Yet few economists include pub-
lic savings among their tools.® Under the fiscal and monetary adjustment
approach adopted by the IMF, the stabilization literature refers almost exclu-
sively to the public deficit. I believe, however, that in analyzing the econo-
my of any country, public savings are at least as important as the concept of
public deficit.
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Public savings become particularly important if we adopt a broad con-
cept of public investment. According to this concept, public investments
cover not only investments proper, which include investments in projects in
which the private sector has shown no interest (usually infrastructure),
social investments (education and health), and investments in security
(police and prisons). Public investments also include free public expendi-
tures—“free” because they are not committed to public officers’ salaries or
to current state services, which improve the country’s competitiveness; these
investments include subsidies or incentives to private investment (agricul-
tural and industrial policy) and expenditures on technological development
to be provided for the private sector.

When public savings are near zero, the state has only one alternative: to
finance investment through the public deficit. However, if the objective is to
reduce the public deficit—an intrinsic part of any program to resolve a fis-
cal crisis—a likely outcome is a cut in public investments and the conse-
quent reduction of GDP growth. Thus, with zero public savings, if the state
invests, its indebtedness will increase and its creditworthiness will further
diminish; if the public deficit is eliminated, investment will be cut. If public
savings are negative, the state will have a deficit even if public investments
are zero. The deficit will finance current expenditures, the bulk of which is
typically interest on loans. In any event, the state will be paralyzed, unable
to formulate and implement policies that promote growth. And this paraly-
sis, more than anything else, reveals the relation between fiscal crises and
economic stagnation.

hen the Latin American crisis broke out, the creditor countries’

interpretation of its causes and remedies underwent two phases. At
first, between 1982 and 1984, the crisis was minimized and was viewed as
only a liquidity crisis. Beginning around 1985, however, the crisis started to
be taken more seriously. In addition to fiscal and balance-of-payments
adjustments, “structural,” market-oriented reforms were viewed as essen-
tial.”? The Washington consensus was at last emerging, pushed by a conser-
vative, neoliberal wave extant in the First World since the mid-1970s.

In the Washington consensus, the crisis was admitted to but in a limited
way. Its causes were defined: fiscal indiscipline (or economic populism),
resulting in public deficit; and excessive state intervention—particularly
through state-owned enterprises, trade restrictions, and several types of sub-
sidies to investment and consumption. The remedies were listed: fiscal
adjustment aimed at eliminating the public deficit; structural or market-ori-
ented reforms (particularly trade liberalization and privatization) aimed at
deregulating and reducing the state apparatus; and limited debt reduction,
according to the 1989 Brady Plan.

The debt crisis was not viewed as the single most important cause of the
overall crisis. The internal causes received much more attention. When the
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Brady Plan was formulated in February 1989, analysis demonstrated that it
was correct overall but that the debt reduction it implied was insufficient.
The burden of adjustment and reforms would fall almost exclusively on the
shoulders of the debtor countries. Yet soon after Mexico signed the first debt
agreement according to the plan, capital flows increased, and Mexico’s
economy steadily improved. A spurious correlation between the Brady Plan
and these capital flows was immediately established. “Hot” money was
going to the region, not because Latin America had solved its problems and
was growing again but because it was attracting high interest rates, a per-
verse result of the lack of confidence provoked by the debt crisis. Yet
Washington and the banks convinced themselves that the debt crisis had
been solved. The motivation for an effective solution vanished.8 Since 1990
the standard phrase in Washington—which is essential to the neoliberal
approach—has been that “the debt crisis was grossly overestimated.”
Fanelli, Frenkel, and Rozenwurcel (1990:1), in their critique of the
Washington consensus, observed that the Latin American crisis

did not originate in the weaknesses of the import substitution strategy but
rather in the dynamics of the adjustment to the external shock that took
place in the beginning of the 1980s. In fact, the principal constraints to
growth today originate in the long-lasting features of the external and fis-
cal imbalances induced by the debt crisis that has still not reversed after ten
years of adjustment.

The three Argentine economists underestimated the exhaustion of the import
substitution strategy, but their definition of the origins and nature of the cri-
sis is an excellent example of the crisis of the state approach.®

Additionally, the political origins of this crisis did not primarily stem
from economic populism, as is usually thought in Washington.!0 Populist
economic policies undoubtedly played a role, but populism has always
existed in Latin America, and before the 1980s did not throw up an obstacle
to reasonable price stability and growth. The new historical event that led
Latin American economies to their first ever fiscal crisis was a nonpopulist
decision made in the 1970s, mostly by the military regimes, to underwrite an
enormous foreign debt and, subsequently, to turn it into a state responsibili-
ty. Populism is blamed by the neoliberal approach for something that was
not primarily its fault (Bresser Pereira and Dall’ Acqua 1991; Cardoso and
Helwege 1990). It was not by chance that the only country in Latin America
that experienced satisfactory rates of growth in the 1980s was Colombia,
which had not previously run up a large foreign debt.

The inability to finance the state through taxes, particularly income
taxes, is an essential trait of the Latin American countries now enduring a
fiscal crisis. Wealthy people do not pay their fair share of taxes in Latin
America. The tax burden tends to be systematically low, not only when com-
pared with developed countries but also in contrast to Asian countries at



28 INTERPRETING THE CRISIS

about the same level of development (Kagami 1990). Tax systems tend sys-
tematically to be regressive in Latin America because they are based pri-
marily on indirect taxes.

The state in Latin America was originally financed through export
taxes. Later, when rents from primary products exports had been reduced,
state investments were financed by indirect taxes, by specific taxes match-
ing expenditures in a given sector,!' by the reinvestment of profits of
monopolist state-owned enterprises,!? and by security funds—which, by
definition, tend to present a surplus in the first years after they are created.
In the 1970s, when for several reasons these sources of state revenue had
been exhausted or were insufficient, foreign debt proved an easy alternative
to finance the state. With the suspension of this source of financing, infla-
tionary tax increased as a means of financing the state.!? The typical way of
financing the state—through taxes, particularly income taxes—was never
typical in Latin America. As Przeworski (1990:20-21) observed, “The cru-
cial question is whether the particular state is capable, politically and admin-
istratively, of collecting tax revenue from those who can afford it: in sever-
al Latin American countries, Argentina notably, the state is so bankrupt that
the only way it can survive day-to-day is by borrowing money from those
who could be tax-payers.” This feature could be attributed to populism, but
1 would rather identify it with the authoritarian, limited democratic charac-
ter of the Latin American capitalist state, which entails subjecting the state
to the rich.

The fact that governments in Latin America usually tax insufficiently
while incurring budget deficits, initially financed through borrowing and
later by an inflationary tax, may have a third explanation in addition to pop-
ulism and authoritarian rule. Some authors, involved in a “new political
economy,” relate this phenomenon to political instability and polarization.
The perspective of political alternance (instability) and the highly conflict-
ing social systems (polarization) existing in Latin America as a consequence
of the extremely uneven distribution of income induce governments to incur
deficits today that will be paid in the future by another government proba-
bly representing other interest groups (Alesina and Edwards 1989; Alesina
and Tabellini 1988; Edwards and Tabellini 1990).

The Washington consensus was defined by Williamson (1990) and
immediately became identified with neoliberal ideas. In fact, it is a milder
form of neoliberalism because the Washington bureaucrats who formulated
it lacked the dogmatism that characterizes neoliberal or neoconservative
ideas. Neoliberals, for instance, aim at the minimum state, whereas
Washington—even in its more conservative phase in the late 1980s, when
the consensus was formulated—always attributed a positive role to the state
in social expenditures (education and health) and infrastructure investments.
Williamson himself is not a neoliberal but a classical liberal.14 Since the
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Democratic Party won the presidential elections in 1992, the neoliberal
wave has clearly receded in Washington.

This milder form assumed by the Washington consensus, in comparison
with neoliberal ideas, combined with the changes that have taken place since
the consensus was formed in the late 1980s, has led some to ask whether
there really is a difference between it and the crisis of the state approach.
There is. First, we are not considering the intentions of A or B but the state-
ments, as they were made by the leading figures in Washington. Second, we
are not taking into consideration the changes that have occurred. These
changes did occur, and reveal that soon after the consensus was formed it
began to disintegrate, but this does not alter the basic neoliberal roots of the
original consensus.!3

he Washington consensus views itself as the only alternative to the

import substitution strategy and to the national-developmentalist inter-
pretation of Latin America. This is not the case. New facts demand new
approaches. The national-developmentalist approach can be considered the
generic designation of two interpretations of Latin America: the national-
bourgeois and the new dependency interpretations. The national-bourgeois
(or center-periphery) approach, which Prebisch (1949) formulated in
Santiago, Chile, as executive director of the United Nations’ ECLA (now
ECLAC), was the first paradigmatic moment of self-interpretation of Latin
American development. Celso Furtado (1950) was the Brazilian pioneer of
this vision of Latin American development. The new dependency theory,
first comprehensively analyzed by Cardoso and Faletto (1969), was a sec-
ond paradigmatic moment of interpretation of Latin America. It prevailed in
the 1970s, following the economic crisis of the 1960s. These two approach-
es were closely connected. They lost their capacity to explain Latin
American development as the crisis expanded in the 1980s.16 The neoliber-
al critique emerged and prospered in the void left by the failure of the two
previous interpretations. But as is the case with all ideological interpreta-
tions, it, too, was soon revealed as dogmatic and unrealistic.!” A new syn-
thesis is on the way as the 1980s crisis is being overcome. It may constitute
the third paradigmatic moment of interpretation of Latin American develop-
ment once it is in fact under way. I call it the crisis of the state or the social-
democratic approach.

The crisis of the state approach, whose immediate origins are found in
the new dependency theory, takes us a step forward in the direction of more
market-oriented and market-state—coordinated reforms. It acknowledges
that there is a populist, fiscal indiscipline problem and that the public deficit
is also a major problem, but it adds that the problem is more serious than
merely one of fiscal indiscipline. In fact, most Latin American countries face
a fiscal crisis.
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The fiscal crisis approach defines the fiscal crisis as the consequence
not only of the public deficit but also of excessive public debt, negative pub-
lic savings, and—following on the lack of state credit (its incapacity to
finance itself except through seigniorage)—the government’s lack of credi-
bility and immobilization. It acknowledges that the state has become too big,
that state-owned enterprises tend to be inefficient, that regulation has been
distorted (protecting the special interests of bureaucrats and industries), and
that national developmentalism became distorted by populism. Thus it sup-
ports market-oriented reforms, particularly outward-oriented, export-led
industrialization. But it does not confuse market-oriented with market-coor-
dinated reforms. The economy must be strongly market-oriented—that is, it
must be as competitive as possible, both inwardly and outwardly. Economic
coordination, nevertheless, must be mixed. This approach assigns to the
market the basic role of resource allocation, but the state, after being
reformed and fiscally adjusted, must assume new and important coordinat-
ing functions not only in the social realm but also in the fields of technolo-
gy and international trade, as well as maintaining primary responsibility for
infrastructure investments.

The crux of the fiscal crisis approach is the idea that the crisis is the out-
growth of a state that is too weak. The state did not become too big and too
strong, but too big and too weak—unable to carry out its specific functions
and to complement the market as it should. The state is weakened and immo-
bilized by the fiscal crisis that was the outcome of the disordered and dis-
torted growth of the state apparatus. The objective of structural reforms
should not be to reach the minimum state but rather to strengthen the state
and to define a new strategy of development consistent with new and limit-
ed forms of state intervention. Given the cyclical and ever-changing charac-
ter of state intervention (Bresser Pereira 1993d), the new sectors in which
the state will have to invest, in addition to the social sector and infrastruc-
ture, are high technology and the environment.

The assumption that it is enough to stabilize and to reduce state inter-
vention to achieve growth is false. Although liberalizing reforms do foster
market coordination and improve resource allocation, creating a more effi-
cient economic system is insufficient for growth. If growth is to resume, it
is necessary to combat the fiscal crisis, recover the public savings capacity,
and define a new strategy of development. The national-developmentalist
approach has stressed the role of the state but, supposedly following a
Keynesian view, has accepted and even advocated chronic public deficits.
This populist view is contradictory in itself. Its sponsors have weakened the
very state they intended to make stronger. In public savings lies the differ-
ence between current state revenue and expenditures. A state can only be
strong and capable of playing a strategic role in the development process if
it is able to finance its investments and its social and economic policies with
public savings, rather than incurring increasing debts.
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The crisis of the state or social-democratic approach assigns the blame
for Latin America’s economic difficulties to the debt problem as much as to
economic populism. A consequence of both was a fiscal crisis of the state,
which expressed itself in high rates of inflation. As prices and wages tend to
be informally indexed, this high inflation often has a chronic or an inertial
character. This was particularly true in Brazil. In this approach, stabilization
programs, in addition to adopting orthodox fiscal and monetary policies,
should include income policies and reduce the outstanding public debt.
Once stabilization has been achieved, market-oriented reforms should
ensue, but the state that emerges from these reforms—although smaller and
reorganized—should have not only a political and a welfare role but an eco-
nomic role as well, particularly in the area of targeted industrial policy ori-
ented toward export promotion.!8

Although the fiscal crisis or social-democratic approach has as its
antecedent the national-developmentalist and dependency approaches that
dominated the 1970s, it differs from them somewhat. The major difference
between it and the national-developmentalist approach lies in the fact that
the latter interpretation took the causes of underdevelopment to be structur-
al and directly related to imperialism, whereas the social-democratic
approach assumes that the causes are to some extent strategic and have
major domestic origins. To proponents of the crisis of the state approach,
underdevelopment is not ordained by fate and cannot be explained mainly
by imperialistic exploitation; it can be overcome when correct domestic
strategies are adopted, particularly when a fiscally sound state aligns itself
with the private sector and together they define a development strategy.
Also, proponents of the social-democratic approach criticize the populism
that often distorted national developmentalism. As with the previous
approaches, the crisis of the state interpretation denies the thesis of the min-
imum state. It is also concerned with the importance of international vari-
ables, which were manifested in the 1980s through the debt crisis and the
protectionist policies of the developed countries. It is critical of the standard
diagnoses and recipes, which ignore the specificities of Latin American
countries.

Since the onset of the debt crisis, the adjustment programs sponsored by
Washington have called for balancing budgets through current expenditure
and investment reductions. The alternative—eliminating the budget deficit
through an increase in taxes and a reduction of the public debt—has received
less attention.!® In practical terms, balance-of-payment and price adjust-
ments are considered to be so important that the quality of fiscal adjustment
is not taken into account. A fiscal adjustment that hurts investments is con-
sidered to be as good as one that cuts current expenditures. Expenditure cuts
are treated as superior to tax increases, ignoring the fact that expenditure
cuts will usually be regressive whereas tax increases can be a tool of income
distribution.2? Debt reduction is systematically left as a last resort. And the
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idea that the recovery of public savings is an essential part of reforms is usu-
ally disregarded.

In contrast, the fiscal crisis approach starts from the hypothesis that
growth does mnot automatically resume following stabilization, either
because stabilization is achieved at the cost of public investment or because
reform does not tackle the public savings issue. This approach asserts that
growth will be resumed only if stabilization and market-oriented reforms are
combined with the recovery of the public savings capacity and with policies
that define a new strategic role for the state. For the fiscal crisis means not
only that the state has no credit and is unable to finance its activities but also
that it has lost the capacity to invest in and propel long-range policies ori-
ented toward industrial, agricultural, and technological development. Once
the fiscal crisis has been overcome, public savings will have to be restored
to finance a growth program.2!

The neoliberal approach assumes that private savings and investments
will substitute for public investment. True, historically this has been the
trend of investments in manufacturing and infrastructure. The state played a
decisive role in both Germany and Japan at the end of the nineteenth centu-
ry, directly investing in the productive sector. Since the beginning of the
twentieth century, this role has continually been reduced and transformed. In
both countries, however, the state continues to play a fundamental role in the
social field and in promoting economic development through industrial and
trade policy. The privatization that started in the 1980s is a second his-
torical wave of substituting private for state ownership. It is being induced
not only by ideological but also, if not mainly, by fiscal reasons. It is a form
of overcoming the fiscal crisis of the state. Through selling state-owned
enterprises the state reduces—or should reduce—its debt to the private sec-
tor.

As has happened in the developed countries, the state in the developing
ones will continue to play a fundamental role in the social field and in devel-
opment promotion. According to the crisis of the state or social-democratic
interpretation, the state in Latin America will have to perform a supplemen-
tary but nevertheless strategic role in coordinating the economy and pro-
moting economic growth, as Japan did and East and Southeast Asia are now
doing. These regions, where development has been extraordinary, are made
up of fiscally balanced states that use public savings to promote develop-
ment.

The social-democratic approach supports trade liberalization but not as
a magic formula. As Colin Bradford, Jr. (1991:88) observed, the recent lit-
erature on development strategies presents two alternatives to achieving
international competitiveness: (1) “structural reform of the national econo-
my for domestic competitiveness which results in dynamic growth and an
increased supply of exports”; and (2) “trade policy reform for international
competitiveness which allows the economy to respond to external demand.”
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The second alternative is characteristic of Washington’s approach. Its repre-
sentatives enumerate several prerequisites for a successful outward-oriented
strategy (Krueger 1985), but it is fairly clear that the essential prerequisite
in their view is to liberalize trade and open the economy. The first alterna-
tive is preferable in the social-democratic approach. Whereas trade liberal-
ization alone may be an appropriate strategy for small countries like
Singapore, Hong Kong, or Uruguay, for the large countries of Latin America
trade liberalization should be only one ingredient in a development strategy
that encompasses public savings, investments in education and technology,
and export promotion.

The import substitution strategy exhausted its potential a long time ago.
This strategy does not assure international competitiveness. But it makes lit-
tle sense to believe it is enough for the state to stabilize, liberalize trade, and
promote public education for growth to resume automatically. In Bradford’s
words (1991:93):

The export-led growth [neoliberal] idea is based on the notion that if con-
ditions are right, exports will occur, but the theory does not specify the
agents of dynamic export growth beyond the efficiency gains from the sta-
tic allocative effects of getting prices right. The growth-led export [prag-
matic] idea is based on a richer range of elements which activate the
growth process. These focus on the knowledge generation process both
domestically through education, training, literacy, R&D [research and
development] support and the like as well as the crucial absorption of tech-
nologies from abroad through open economic policies.

The social-democratic approach should be viewed not as a rejection of
but as an alternative to the Washington consensus, with which it shares many
views. Both are opposed to the national-populist posture still alive in Latin
America, although with progressively less credibility and support.22 The
social-democratic approach accepts the need for reducing the size of the
state, which grew exorbitantly over the past fifty years, and agrees that this
expansion has generated serious distortions because the state has tended to
be captured by the special interests of rent seekers. It emphasizes, however,
that the crisis of the Latin American state is a result of the fiscal crisis, which
weakened the state, and the fact that the form of state intervention—the
import substitution strategy of industrialization—is exhausted. This
approach does not accept the neoliberal axiom that says “since state failures
are worse than market failures, the solution is to reduce state intervention to
aminimum.” In fact, state failures are dependent upon the state’s own cycli-
cal growth movement. When the state is dominated by the interests of spe-
cial groups and falls victim to fiscal crisis, its failures will be overwhelm-
ing. At that point market-oriented reforms will be nothing more than
required reforms of the state. Once the state has achieved that reform, which
is similar to a business enterprise’s restructuring, public policies will recov-
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er efficiency and effectiveness, and the state will be able once again to play
a complementary but strategic role in coordinating the economy.

Hence, market-oriented reforms are not the monopoly of neoconser-
vatism. A social-democratic approach will support them provided they are
not radical or dogmatic, aiming at an unrealistic minimal state. This
approach stresses, however, that the neoliberal assessment of the causes of
the crisis is incomplete and partially mistaken—for instance, when it con-
fuses a deep fiscal crisis with a voluntaristic conception of fiscal “indisci-
pline,” when it underplays the role of the debt crisis, and when it ignores the
fact that there are conflicting as well as mutual interests between both Latin
America and the First World and Latin America and other developing coun-
tries.

According to the social-democratic approach, the Latin American crisis
can be explained by the cumulative distortions provoked by years of pop-
ulism and national developmentalism, the excessive and distorted growth of
the state, the burden of the foreign debt, the exhaustion of the import sub-
stitution strategy, and the basic consequence of all of these accumulated
trends: the financial crisis of the state—a crisis that immobilizes the state,
transforming it into an obstacle to rather than an effective agent of growth.

The concept of the fiscal crisis of the state should be clearly distin-
guished from mere fiscal laxity or budget deficits. The fiscal crisis is a struc-
tural phenomenon rather than a short-run, circumstantial one. Persistent
public deficits certainly engender a fiscal crisis, but once the deficits have
been eliminated, the country confronts a more serious problem: potential
public savings are being used to pay interest on domestic and foreign debts
instead of being used to promote growth.

A two-entries matrix (Figure 2.1) helps to summarize the differences
among the social-democratic or crisis of the state approach, the neoliberal or
orthodox approach, and the populist version of the national-developmental-
ist approach. On one axis we have fiscal discipline (low or high), on the
other market-state coordination (mixed or market). The first cell (fiscal
indiscipline-mixed coordination) corresponds to the populist national-
developmentalist approach. The second cell (high fiscal discipline-mixed
coordination) corresponds to the social-democratic approach; it is typical of
the European social democracy. It could also be called the East Asian
approach because fiscal discipline and state intervention have been the cor-
nerstones of Japanese, Korean, and Taiwanese economic policy. The differ-
ence between the social-democratic and the East Asian approaches is that
the first accentuates the income distribution role of the state and the second
does not.23 The third cell (high fiscal discipline—exclusive market coordina-
tion) corresponds to the neoliberal approach or orthodox economic views.
Finally, the fourth cell (low fiscal discipline-exclusive market coordination)
corresponds to populist neoconservatism, whose best example was
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Figure 2.1 Four Approaches to Crisis
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Reaganomics—the economic policies that characterized the Reagan admin-
istration in the United States (1981-1989). There is no example of this kind
of approach in Latin America.

W ith this general framework in mind, let us examine the eight largest
countries in Latin America (see Table 2.1). Two—Chile and
Columbia—have had strong development for some time. Colombia never
experienced a real fiscal crisis or high rates of inflation. Chile was able to
solve its fiscal crisis and to stabilize in the 1970s, adopting orthodox, cost-
ly, and inefficient—but eventually effective—economic policies. Colombia
did not undertake modernizing or liberalizing economic reforms. Chile did,
although it did not privatize its copper mines. Both countries show large
public savings. One country—Mexico—adopted a strict fiscal adjustment
program in 1985; implemented bold economic reforms in 1987; and liberal-
ized and privatized its economy, and stabilized its inflation in December
1987, when prices and wages were frozen and the government mediated a
social agreement—the Pacto de Solidariedad Social—between businesses
and workers. Mexico did not actually solve its debt crisis because the nego-
tiation of its foreign debt according to the Brady Plan produced a limited
reduction of the debt (around 15 percent). The internal fiscal effort, howev-
er, was enormous. The heterodox shock in December 1987 was well pre-
pared, well negotiated, and well implemented. And the structural reforms
were radical. This internal effort, the perspective that Mexico would be a
part of NAFTA, and an increasing flow of foreign investments have created
positive expectations regarding Mexico. Since 1991 Mexico has started to
grow again but at modest rates that are not compatible with the high levels
of foreign investments. A sign that its fiscal crisis has not been completely
overcome is the heavy burden of the payments of interest on the public debt.

The other five countries are still dealing with fiscal crises. Bolivia’s
inflation was stabilized in 1985; the economy remained stagnant for some
time but has recently begun to grow again. Venezuela and Peru adopted rad-
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Table 2.1 Latin American Per Capita GDP Growth and Inflation in the
1980s (selected countries)

GDP Per Capita (%) Inflation (%)

1985-1989 1989 1990 1985-1989 1989 1990
Argentina -2.1 -5.6 -1.8 468.6 49238 1,3444
Brazil 22 1.2 -5.9 4894 273376 1,585.2
Bolivia ~1.8 -0.1 -0.2 192.8 16.6 18.0
Chile 4.4 8.0 0.3 19.8 21.4 27.3
Colombia 2.7 1.5 2.1 24.5 26.1 324
Mexico ~1.3 0.9 1.7 73.8 19.7 29.9
Peru -2.6 -13.2 -6.8 4432 277758  7,649.7
Venezuela -1.1 -10.1 32 32.5 81.0 36.5

Source: Economic Commission for Latin America, Panorama Econémico de América Latina,
1990 and 1991.

ical economic reforms in 1991 but were caught in serious political crises the
next year. In 1992 the democratic regime in Peru broke down, and the newly
elected president assumed dictatorial powers. In Venezuela, President
Andrés Perez and his orthodox economic reforms are under serious attack
from all sectors of society. In Argentina, which—like Bolivia, Peru, and
Brazil—experienced hyperinflation, the Cavallo Plan induced an exchange
rate shock (the adoption of the exchange rate as a nominal anchor) in April
1991, which combined with strong fiscal adjustment and economic reforms
to allow the economy to stabilize and resume growth. The overvaluation of
the peso, however, threatens the program.

It is useful to mention that the governments of the Latin American coun-
tries—mainly Chile and Colombia, which have enjoyed positive economic
outcomes—are far from following all of the neoliberal recipes. Chile’s cop-
per mines are still state-owned, and its public savings are around 10 percent
of GDP. Colombia has executed few liberalizing reforms. Mexico was sta-
bilized as a consequence of a heterodox shock and still firmly controls the
prices of monopolistic sectors. In all of these countries the state, which is
slowly being restored, plays a central role.

Brazil has long been trying to implement fiscal adjustment and eco-
nomic reforms. Early in 1990 a frontal attack on inflation—the Collor Plan
I—was undertaken but failed. In 1992, an orthodox and gradualist econom-
ic program monitored by the IMF pushed real interest rates to around 4 per-
cent a month and led the economy into a deep recession without reducing
inflation. The program only succeeded in keeping the inflation rate stable at
a little above 20 percent a month. At the end of the year the president, who
had been charged with corruption, was impeached. Until March 1994 the
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new president, Itamar Franco, showed no capacity to face the chronic or
inertial inflation, which is currently over 30 percent a month.24

he two approaches to the Latin American crisis—the neoliberal

strategy and the social-democratic one—are compatible with two alter-
native strategies of stabilization and reform: a frontal attack on the fiscal cri-
sis and inflation; or a gradual confidence-building strategy. Both strategies
involve fiscal discipline, balance-of-payments equilibrium, and market-ori-
ented economic reforms—particularly trade liberalization and privatization.
Both are concerned with eliminating subsidies and administrative controls,
correcting prices, stimulating internal and foreign competition, assuring
efficient resource allocation, and reducing the size of the state.

Depending upon the seriousness of the fiscal crisis, a frontal attack
strategy or a gradual confidence-building one is recommended. If the fiscal
crisis has become hyperinflation and, in practical terms, the state is
destroyed, the only alternative is a risky frontal attack on the fiscal crisis. If
the economic situation has not deteriorated so greatly, a gradual confidence-
building strategy is feasible.

By frontal attack I mean canceling internal public debt through mone-
tary reform and reducing foreign public debt unilaterally or quasi-unilater-
ally to levels consistent with balance-of-payments and fiscal constraints. All
countries that face hyperinflation must adopt some combination of these two
measures. The problem is that this strategy is risky. If it fails, the ensuing sit-
uation will be even worse than the previous one. This is why a gradual con-
fidence-building strategy is used when possible.

Bolivia, Peru, and Argentina—which had the worst fiscal crises among
the Latin American countries, achieving hyperinflation—had no aiternative
except frontal attack. Brazil tried a frontal attack strategy in 1990, but it
failed. The classical case of a confidence-building strategy was used in
Mexico, although inflation there was also eliminated by a shock. However,
in Mexico, as in Venezuela, the public debt was not canceled, and the fiscal
adjustment was based on expenditure and wage reduction rather than on tax
increases. A conventional Brady Plan was signed in August 1989, six
months after the plan was announced by the U.S. secretary of the treasury.
Public savings recovery, however, was very limited. Market-oriented struc-
tural reforms were undertaken fully—in other words, the costs of adjustment
and of overcoming the fiscal crisis were imposed on the workers and the
middle class. Local and foreign creditors were exempted from substantial
debt reduction, and wealthy local people were exonerated from paying high-
er taxes. As a trade-off, confidence was restored among investors. Foreign
investment and repatriation of capital started to take place.

The realistic alternative for Latin America lies somewhere in between a
frontal attack and a confidence-building strategy. A pragmatic strategy rec-
ognizes: (1) the weight of the fiscal crisis; (2) the need for market-oriented
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structural reforms and fiscal discipline; (3) the necessity of reducing inter-
nal and foreign public debt; (4) the hegemonic (and conservative) character
of the United States in Latin America; and (5) the conflicting views of the
Latin American elites, who are aware of the fiscal crisis but resist tackling it
through fiscal discipline and debt reduction—including foreign debt reduc-
tion, given strong ties with the United States.

The national interests of the Latin American countries and of the United
States have much in common. Clearly, the United States is more relevant to
Latin America than Latin America is to the United States, but many oppor-
tunities are open to all of these countries if they are able to understand each
other and manage their differences productively. Although U.S. economic
hegemony was not limited to Latin America but extended all over the world,
the possibilities for cooperation between the United States and Latin
America were limited while that hegemony existed. At the moment, howev-
er, it seems this global hegemony has been ceded to Japan and Europe, and
new possibilities for international alliances have emerged as a result (see
Chapter 16). Conflicts between the United States or, more broadly, between
the First World and Latin America may on some occasions have had a real
or a factual basis. The debt crisis was one paradigmatic case; disputes over
property rights may be another. But in most cases the national interests of
the Latin American countries and the First World coincide. Yet in many
cases ideological viewpoints and conflicting approaches to the problems and
solutions to the Latin American crisis cloud these mutual interests.

The conflicting approaches I have analyzed here constitute a case in
point. In practical terms, the crisis of the state approach to the origins of the
crisis and the social-democratic or pragmatic approach to solving it are pre-
ferred by the Latin American countries. The First World, which in practice
does not apply the neoliberal approach, uses it rhetorically as a standard
recipe for Latin American problems. Yet as growth continues in Latin
America in the 1990s, it will be the social-democratic approach—based on
the European and the East Asian experience—rather than the Washington
consensus that will prevail, if only because the neoliberal approach is an
effective critique of the national-developmental and state-led strategies but
not a practical or viable answer to Latin American problems.
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The Cycles of the State

he crisis of the state approach is a tool for understanding the

economic crisis in Latin America in the 1980s and the modest recovery
in the 1990s. This theoretical tool, however, gains full explanatory power
only if one adds the hypothesis of a cyclical pattern of state intervention.
According to this hypothesis, throughout the world the state grew too much
from the 1930s to the 1970s. The neoliberal critique was a reaction to this
growth, which became increasingly distorted. Since the 1980s market-ori-
ented reforms of the state—particularly privatization, deregulation, and
trade liberalization—have reduced the state apparatus. Yet if the process is
intrinsically cyclical, once the crisis has purged the state, new forms of reg-
ulation will soon relate the state and the market, and the state will again
expand.

On certain occasions limited state intervention becomes an acceptable
political practice. This was clearly the case from the 1930s to the 1960s,
when a Keynesian consensus prevailed. At other times, as during the past
twenty years, the conservative attack on state intervention predominates.
After the economic depression of the 1930s, the failures of the market were
contrasted with the advantages of policymaking and planning. Today the
inverse type of reasoning seems to represent the truth for a neoliberal “new
right,” whose ideas are based on economic theory and the market rather than
on political philosophy and the ideas about tradition and hierarchy that
defined the “old right.” Yet there are signs that this conservative wave is
waning. An ideological downturn seems to be a real possibility.

In macroeconomics, the monetarism that surfaced in the 1960s and the
“new classical” school based on rational expectations, which appeared in the
1970s, are the clearest manifestations of the conservative wave. What
caused the rise of the new right in macroeconomic theory was the collapse
of the Keynesian consensus. On the one hand, the state had become too large
and inefficient and was plagued by a fiscal crisis; on the other, standard
Keynesian economic policies, based on the assumption of chronic insuffi-
ciency of demand, failed to cope with rising unemployment and increasing
rates of inflation that became stagflation. In development economics, the
failure of the “big push” industrialization theories, which were behind the
domirant import substitution mode! of industrialization in the 1950s and
1960s, gave rise in the 1970s to an export-led, market-oriented theory of
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growth, whose basic tenets were privatization and trade liberalization. The
fact that countries adopting the export-led strategy, such as Korea and
Taiwan, did so in combination with aggressive industrial policies rather than
leaving the fate of the economy to the market did not hinder the followers of
the new credo from using these countries as examples of their liberal neo-
ideas. Finally, in comparative economics, the failure of statist economies
during the 1970s and 1980s to maintain the high rates of growth achieved in
the 1950s and 1960s served as a powerful ideological argument favoring the
neoliberal approach. The subsequent collapse of communism was proffered
as evidence of the triumph of neoliberal ideas. The fact that in the Soviet
Union and Eastern Europe an extreme form of statism had been adopted was
forgotten. The conservative strategy was to put support for limited state
intervention and extreme state control of the economy in the same basket.

More recently this neoliberal wave has been coming under attack. The
inadequacies of monetarism and rational expectations are becoming mani-
fest. The status of state intervention in economic theory is again rising,
although modestly, as the new international trade theory (Paul Krugman)
and the new endogenous growth theory (Paul Rommer) provide new paths
for mainstream economics. The simplistic idea held by the new right that
market failures may exist but are always less damaging than government
failures seems correct, but it cannot be sustained on theoretical or practical
grounds.

Changes in the way market and state intervention is viewed are related
to the recurrent successes and failures of such intervention. As long as state
intervention is successful, theories that support limited intervention are in
favor. When intervention ceases to be effective, the voices of conservatives
and neoliberals become louder. This is a symptom of the cyclical and ever-
changing nature of state intervention. In this chapter, after a review of the
complementary roles of the market and the state in contemporary capital-
ism—a fascinating example of bureaucratic influence and market orienta-
tion—I apply the theory of the cycles of the state to the Brazilian case.

he state and the market are at the center of the recent upheavals

throughout the world. It is very difficult to understand these events if
we do not have a theory to explain the relationship between these two insti-
tutions. There are different interpretations of what the role of the state has
been and what role it can still play on the economic level. Yet in recent years
those on the right and on the left have criticized state action.

Neoliberals contend that collective action is impossible, that the state is
necessarily inefficient because it is a hostage to private interests, that its pro-
tection discourages work, and that it tends to favor pressure groups. They
also believe efficiency is synonymous with the market, that state failures are
worse than market failures, and that it is better to live with market failures
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than to try to correct them using the state. Thus they propose, unrealistical-
ly, the minimal state as their basic policy objective.

The modern left also views state intervention as inefficient but not
intrinsically so. Those on the left do not say intervention necessarily dis-
courages work but rather that it favors oligopolistic capital. However, the
state easily falls victim to inefficiency and private interests that “privatize”
the state, turning it into the private property of various pressure groups. It is
possible to elicit effective and efficient action from the state, but this
requires that the state undergo a permanent process of reform because it
lacks an automatic (if imperfect) system of correction like that found in the
market. Administering bureaucratic organizations—among which the state
is the most important—is a process that constantly needs correcting, that is
in permanent need of reform.

When I speak of the state, I am referring only to the state apparatus, the
state bureaucratic organization, and the legal system that constitutes it. I am
not referring to the nation-state, which is identified with a country or a
nation, or to a political regime (e.g., the authoritarian state), much less to an
economic system (e.g., the capitalist state). The state, in the strict sense in
which I am using the term here, is a special kind of bureaucratic organiza-
tion formed on the one hand by a government, a public bureaucracy, and an
armed force, and on the other by a complex legal or constitutional system
that has the exclusive power to legislate and levy tributes on the inhabitants
of a given geographic area: the nation-state.!

The market and the state are the two basic institutions that coordinate
any contemporary economic system. In contemporary capitalism the state
and the large corporations have a special role in complementing the market’s
resource allocation mechanism. We find, in the social system we call capi-
talism, important traits of a statist or a bureaucratic type of society. The eco-
nomic system is basically coordinated by the market, particularly by the
price system. But the state has a major role in regulating and institutionaliz-
ing the market. And in the major corporations, as in the state, bureaucrats
play an extremely influential role in regulating and coordinating the econo-
my.

If, in abstract terms, capitalism is an economic system coordinated by
the market, statism is an economic system in which the state almost com-
pletely substitutes for the market in coordinating the economy. Although the
demise of the Soviet type of economic system has demonstrated the infeasi-
bility of pure bureaucratism or statism, as was found in Eastern Europe,
“pure capitalism,” in which small firms would be coordinated only by the
market with no participation from the state, is equally infeasible.

In the twentieth century, bureaucratic capitalism has been characterized
increasingly by social-democratic regulation of the market. This regulation
is carried out by governments through a process of permanent intermedia-
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tion between capitalists and workers, where the objective is to make the
profit rate and investments consistent with an acceptable distribution of
income. This intervention is indispensable because in the market for
unskilled workers the wage rate of equilibrium is very low (Roemer 1990).
This rate is in equilibrium economically because it clears the market, but it
is not politically feasible. The welfare state’s social-democratic regulation
taxes the capitalists and the bureaucrats, the upper and middle classes, to
finance the social expenditures that raise the equilibrium wage rate for
unskilled workers.2

The market is an institution. It does not exist naturally. It is dependent
on the laws and regulations issued by the state. Markets can perform their
resource allocation role only if there is a strong state to sustain that alloca-
tion—and to correct it when the market alone is unable to do so. The state’s
corrective actions must be very limited because the distortions of an over-
grown state are unavoidable. But it is utopian to believe that contemporary
capitalism can work without a strong state and without a strong bureaucra-
cy within the state and the large corporations. Contemporary capitalism is
highly competitive, market-oriented, and bureaucratic. History demon-
strates that an economy coordinated only by bureaucrats and the state is
doomed to failure, but history also shows that successful economies con-
trolled exclusively by capitalists and the market are pure fiction.
Coordination is always the outcome of the joint operation of the market and
state regulations, of the interaction of businesspeople and bureaucrats’ deci-
sions.

Thus it makes no sense to define economics as the study of the market
and political science as the study of power and the state. In fact, without the
state neither capital nor money would exist; therefore, neither production
nor large-scale trade would be possible. It is impossible to consider coordi-
nating the economy only with the market or only with the state.

S tate intervention in modern times has assumed three forms,
corresponding to three historical models of development: (1) the state
as a substitute for the market in the coordination of the economy (statist or
Soviet model); (2) the state as a decisive agent in promoting capital accu-
mulation and technological development (the historical German and
Japanese model of industrialization, adopted in varying degrees by most
developing countries during this century)—the developmentalist state; and
(3) the state as macroeconomic policymaker, promoter of welfare, micro-
economic regulator of business enterprises and the environment, fiscal stim-
ulator of technological growth geared toward international competitiveness,
and bargaining agent for international trade on behalf of its respective coun-
tries (the present OECD model)—the coordinating state. The first historical
model of state intervention falls outside the scope of this book. I will discuss
state intervention in Brazil, assuming that we are dealing with a capitalist,
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market-oriented economic system in transition from the second to the third
model of intervention.

State intervention expands and contracts cyclically, and in each new
cycle the mode of state intervention changes.? When intervention is expand-
ing, the state assumes an increasing role in the coordination of the econom-
ic system, the microallocation of resources, the macrodefinition of the level
of savings and investments (or of the equilibrium between aggregate
demand and supply), and the micro-macro determination of income distri-
bution among social classes and sectors of the economy. Intervention
increases because the state is performing a role the market is unable to per-
form or performs inefficiently. It also increases because the state responds
in a fairly effective way to the demands of society.

But as state intervention increases, whether in terms of its share of GDP
or of the degree of regulation the economy is subjected to, it begins to
become disfunctional. The three basic symptoms indicating that the state’s
expansion has gone too far are excesses in regulation (which hinder rather
than stimulate economic activity), huge public deficits that crowd out pri-
vate investments, and negative public savings that reduce total savings. This
is the point at which the cycle reverts, when state control contracts and mar-
ket control expands. This is the time for some deregulation and denational-
ization.

This hypothesis of the cyclical nature of state intervention conflicts with
both the static theories, which assume a given level of state intervention as
ideal, and the historical theories, which claim there has been a long-term
tendency toward the statization of the economy. For neoliberals, the ideal
level of state intervention is very low; for statists it is very high; and for
pragmatists it is intermediate. Although I am closer to the pragmatists, I
would say these three positions are unacceptable as long as they assume a
given relation between market and state control as ideal or optimum. My
hypothesis is that this ideal relation will necessarily vary historically and
according to the cyclical pattern of state intervention just described.

Thus, rather than falling into an endless discussion about a doubtful
optimum, I propose that there is a cyclical and ever-changing pattern of state
intervention. If I am even minimally successful in demonstrating this
hypothesis, I hope the ideological content of the debate over the economic
intervention of the state will to some degree be reduced.

There are economic and political limits to the state’s growth. Relations
between the state and civil society or between the state and the market are
not arbitrary. The market and the state are the two mechanisms that are
responsible for the coordination of an economy. Although they are not par-
allel institutions, because the state existed previous to the market and is
responsible for its institutionalization and regulation, it is possible to think
they fill complementary roles in coordinating the economy. These roles have
to be performed in a balanced way. A state that grows too much in relation
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to the market may cause economic and political problems that, sooner or
later, will limit its expansion. In this book I suggest that the state grows
cyclically. I propose that, in the same way that in the strictly economic realm
there are business cycles and Kondratieff cycles and in the private—public
interest alternative there is the Hirschman cycle, in the economic-political
realm there are cycles of state intervention.

The present historical process of a relative reduction of the economic
role of the state, which started in the mid-1970s, must be viewed as a phase
of the cyclical pattern of state intervention. The slowdown of the capitalist
economies since that time is, in part, the consequence of the distortions and
inefficiencies provoked by the previous growth of the state. As these distor-
tions were perceived by society, they gave rise to the conservative or neolib-
eral wave. State failures were blamed for all of the major problems that
arose, market failures were ignored, and the objective became the minimal
state. The proposed instruments for reduction are trade liberalization, priva-
tization and regulation, and market-oriented reforms.

Yet there is no reason to identify market-oriented reforms with neolib-
eralism; nor should we identify market orientation with market coordina-
tion. Japan and the Asian tigers are market-oriented economies—that is,
strongly competitive within the country and abroad—but they are not par-
ticularly market-coordinated economies—that is, resource allocation is not
the exclusive role of the market. On the contrary, in this respect the state
plays an important part. Economic reforms that liberalize trade, privatize,
and deregulate may merely be sensible economic policy, provided they do
not aim at the minimal state, disregard market failures, or ignore the poten-
tialities of collective action. If the pattern of state intervention is cyclical, it
tends to change. In each cycle or historical moment it will assume a differ-
ent form. Following liberalization and privatization, the state will perform
new roles—institutionalizing markets, investing in infrastructure and edu-
cation, stimulating science and technology, protecting the environment, and
promoting welfare.

To say that state intervention is, in principle, efficient or inefficient
makes no sense. State intervention may be efficient or inefficient, necessary
or unnecessary, in need of expansion or reduction depending on each spe-
cific situation. In general terms, state intervention will be necessary and effi-
cient in the initial phase of the intervention cycle and excessive and ineffi-
cient in the final phase. In this phase the state will probably be inflated and
will have become increasingly unable to act, given the interests of external
(lobbying) and internal (technobureaucratic) constituencies, which lead the
state into fiscal trouble if not crisis.

In the Brazilian case the cyclical and changing character of state
intervention is fairly clear. From the 1930s to the 1970s the state played



CYCLES OF THE STATE 45

a decisive role in promoting economic growth; in the 1980s, given the fiscal
crisis, the state lost its capacity to promote economic growth and, in fact,
became a basic obstacle to such growth.4

Some economists and political scientists in Brazil, who had previously
supported state intervention for the protection of local industry and the cre-
ation and development of state-owned enterprises in those sectors private
capital was unable or unwilling to enter, currently favor trade liberalization
and privatization. This does not mean that they have become conservative.
It only means Brazil is in a different phase of the state intervention cycle—
one in which it is necessary to streamline and tighten the state’s structure to
overcome the fiscal crisis and create the conditions for a new stage of eco-
nomic development. In this new phase the state will have a different but nec-
essarily important economic role to play.

Between the 1930s and the 1970s the pattern of state intervention in
Brazil changed continually; nevertheless, it was effective in promoting eco-
nomic development. Data on the growth of GDP during this period demon-
strate this. In the 1930s the state began a long-term and initially successful
industrial policy of import substitution. In the 1940s and 1950s state-owned
enterprises were established in the basic sectors of the economy: steel; oil;
electrical power; and transportation.

The 1960s were a period of transition and fiscal adjustment, but changes
in industrial policy were quite limited. The basic innovation of the tech-
nobureaucratic, authoritarian government was a clear export-oriented poli-
cy. The objective was to export manufactured goods. But protection of local
industry, a key characteristic of import substitution industrialization, was
maintained. And direct investment by the state was resumed; the state
nationalized the telephone industry and completed the nationalization of the
electrical power industry.

The 1970s were the decade of the economic miracle (1968-1978) and
the PND II (1974-1979). This plan was characterized by the promotion of a
new wave of import substitution in the basic sectors of the economy (steel,
nonferrous metals, oil, petrochemicals) under the direct control of state-
owned enterprises, and also by the decision to promote full import substitu-
tion in the private, mostly nationally owned capital goods industry. The
1970s were also when Brazil acquired its huge international debt and began
to run up a large (state) domestic debt.

During these fifty years we can distinguish two cycles. The first ended
in the mid-1960s, when the military government that triumphed in the 1964
coup was able to overcome the fiscal crisis and the recession that followed
the excesses of President Kubistchek’s Plano de Metas. Between 1964 and
1967 the Brazilian state underwent a fiscal macroeconomic adjustment and
structural reforms (an indexation system, tax reform, financial reform, hous-
ing-bank system reform) that recovered the state’s capacity to promote
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forced savings and to channel them to direct state investments or subsidized
private investments. The second cycle is not yet complete because the coun-
try has not yet overcome the fiscal and economic crisis of the 1980s.

he conservative wave that has inundated the world since the 1970s

and Brazil since the late 1980s becomes easier to understand if we
accept the idea of a cyclical pattern of state intervention. As soon as the state
begins to show clear signs that it has grown too much and in a distorted
way—the welfare state in the developed countries, the developmental state
in the developing countries, and the command state in the statist countries—
the opportunity arises for the neoliberal critique of collective action. This
critique—particularly the one that came from the public choice school—
correctly viewed the public deficit as the outcome of demands from special
interest groups. It was unacceptable for its radicalism and conservatism, but
it was correct in pointing to the excessive growth of the state and the need
for market-oriented reforms.

Furthermore, we can infer that the cyclical upturns of state growth give
rise to ideological waves. This seems to be supported by the facts. In the
1930s an upturn gave rise to a successful critique of economic liberalism: in
the 1970s state growth led to an also successful (although pessimistic) eval-
uation of state intervention. One reason the ideological mood changes is that
many people tend to adopt the pragmatic approach, which, in my opinion, is
the correct thing to do. Technocratic economists exemplify this tendency. In
the short run, given that the ongoing economic crisis is essentially a fiscal
crisis, pragmatic economists—who in the past had argued in favor of
demand-stimulating economic policies—begin to ask for fiscal discipline,
for an effective fiscal adjustment that will eliminate the public deficit, and,
in extreme cases, for some form of public debt cancellation. However, given
that the origin of the fiscal crisis is the foreign debt crisis and that it is prac-
tically impossible to eliminate the public deficit while honoring all interests
related to that debt, the approach I have been calling social-democratic
would demand debt reduction—the securing of a substantial part of the debt.
Privatization of as many state-owned enterprises as possible and trade liber-
alization would be important parts of this type of policy, but the objective—
in contrast to that of the neoliberals—would not be the minimal state but the
reform of the state so it once again becomes capable of formulating and
implementing effective economic policy.

The new strategy adopted by pragmatic economists does not propose
direct state investment, much less protection for inefficient import substitu-
tion industries, but rather the support of technological development for
international competitiveness. Income distribution through increased expen-
ditures for education and health is also important. It is becoming increas-
ingly plain that the high degree of income concentration in Brazil is a major
barrier to economic growth and price stability because it permanently feeds
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a high level of distributive conflict and reduces the government’s legitima-
cy.

In addition to being pragmatic, this approach to state intervention in
Brazil is dialectical: it simultaneously supports a strong market-oriented
economy and state intervention in the critical areas the market is unable to
coordinate; and it acknowledges the cyclical nature of state intervention.
Sometimes, as at present, it is necessary to reduce and reshape the state to
render it more effective (able to implement public policies) and efficient
(able to implement those policies at low cost).

Technocratic economists all over the world tend to be pragmatic, but
those from the Far East seem to be particularly so. I saw this clearly when I
took part in an international seminar in Tokyo in summer 1989. At this sem-
inar most of the Asian economists were members of their respective gov-
ernments, and they defined themselves without embarrassment—on the con-
trary, they seemed fairly proud—as pragmatic technocrats in opposition to
theoretical and ideological economists.5

The role the state has played in the development of the East and
Southeast Asian countries is well known, starting with Japan and then
Korea, Taiwan, Singapore, Malaysia, and, more recently, Thailand and
Indonesia.6 Whereas the Latin American countries are stagnant, the East and
Southeast Asian nations are booming. Whereas per capita income in the
Latin American countries decreased in the 1980s, it grew about 4 percent
annually in the Asian countries.

One explanation for this difference in economic performance is that
Asian pragmatic economists combine very strong fiscal discipline with a
high degree of state intervention. But their discourse carefully avoids refer-
ence to state intervention while strongly praising their market-oriented
economies. They believe in a market-oriented economy, but they also
believe in and practice permanent state intervention. A good example of this
general attitude was expressed by Seiji Naya (1989:5, 7).

The NIEs [newly industrialized economies] and the ASEAN-4 countries
have largely allowed the market to work and have adopted a private sector
approach to economic development. . . . This does not mean that they are
laissez-faire economies; in fact, governments intervene strongly. . . . In
East Asia there is a hierarchical relationship under which the government
may directly influence the conduct of private enterprises for the benefit of
the public good and in turn is expected to assist and protect them.

This Asian economic pragmatism includes a certain degree of pragmat-
ic dissimulation. The dominant capitalist class wants to hear that Asian
economies are market-oriented, and the Asian countries insistently repeat
that as fact. In Japan, for instance, government economists say the govern-
ment’s economic role is currently very small. Only after much questioning
will they admit that the Japanese state presently dispenses large sums of
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money to subsidize technological development. Rather than dissimulated,
however, this attitude is dialectical. Asians do believe in the benefits of a
market-oriented economy, and at the same time they know very well that the
state continues to play a decisive role in economic development and income
distribution—income distribution that, by the way, is far more equal in their
countries than is the case in Latin America.

Technocratic economists have long existed in Brazil. Yet many of them
compromised with the authoritarian regime and failed to face the economic
crisis when it arose in the late 1970s; thus they have come under attack.” As
a defense mechanism, they have tended to disguise themselves and to make
their existence as inconspicuous as possible. With democratization, they lost
power over both the bourgeoisie and the professional politicians. There is no
doubt, however, that if the solution to the Brazilian crisis involves the for-
mation of a new and broader political coalition—broader than the one that
existed under the bureaucratic-authoritarian regime—this coalition will
have to encompass businesspeople, workers, and the private and state
bureaucratic class. Fernando Henrique Cardoso’s election to the presidency
points toward such a coalition and, to a certain extent, signals the new polit-
ical pact that will probably be formed.
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inertial inflation to understand how such high inflation was possible while
economic reforms, including fiscal adjustment, were being undertaken.

These economic and state reforms were Brazil-oriented as well as mar-
ket-oriented. They were defined and implemented not to please internation-
al bureaucrats, government officials, and financial investors in the devel-
oped countries but to protect Brazil’s national interest and to achieve
macroeconomic equilibrium. It is too soon to celebrate victory. Fiscal
adjustment will have to produce not only a balanced budget but also positive
public savings. Structural economic reform will have to be deepened. Yet,
there is no doubt that the crisis was not in vain, that economic reforms were
indeed accomplished in Brazil.



% ]6
The International Perspective

A country’s economic alliances are directly related to its development
strategy. In the case of Brazil and Latin America this is very clear. This
region’s dependence on England in the eighteenth century and later on the
United States was related to the primary-export nature of its economy. When
import substitution became dominant in the 1930s, relations with the central
countries changed because local markets needed to be protected from inter-
national competition. This was done first at the national level; then, in the
1950s, Latin American integration was seen as a way to broaden import sub-
stitution markets. In this context regional integration was essential for the
smaller countries, whereas for the larger ones, such as Brazil, it was a con-
dition of development only if they wanted to prolong the import substitution
program indefinitely.

The necessary consequence of the import substitution strategy was a
certain degree of nationalism. The military regime in Brazil, which had
employed antinationalistic rhetoric in 1964, eventually adopted a national-
istic foreign policy when it opted to maintain the import substitution strate-
gy. However, when it became clear that this strategy had run its course—
even for the larger Latin American countries—Brazil had to reconsider its
approach to its international relationships.

In this chapter I argue that, because Brazil has dramatically opened its
economy to foreign competition, it should take the next step: it should rec-
ognize that world trade and investment are increasingly being organized
according to macro regional blocs, and, consequently, it should ask for
admission to NAFTA and the EU. This should be done while economic inte-
gration with South America and particularly with Mercosul continues to
have priority.

Developing a closer relationship with the United States and Europe is a
defensive policy that bears no relation to the old, primary-export kind of
dependency. It is not consistent with old-time nationalism, which feeds on a
xenophobic attitude and begins with the assumption that one’s country is
unable to negotiate its interests with the developed countries.! The new
nationalism is based on the concept of national interest, which will have to
be protected on a case-by-case basis. All countries are nationalist in the
sense that they defend their national interest, but the new nationalism is very
different from Latin America’s and Brazil’s old nationalism, which began
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with the assumption that the Latin American countries were weak and
defenseless, surrounded by imperialist powers. Because they lacked the
capacity to negotiate their interests, they had no alternative but to debar for-
eign influence.

This attitude or policy may have been true in the past, when industrial-
ization was only beginning and the national-developmentalist interpretation
was dominant, but it is true no longer. In the context of the crisis of the state
interpretation or a social-democratic, pragmatic strategy, the old nationalism
gives way to the national-interest concept. Dependency still exists, but inter-
dependency is also a fact; imperialist exploitation may still occur, but mutu-
al interests coexist. Brazil is already able to negotiate its own interests in the
international arena.

hen one considers international trade, the multilateral option is the

principle most consistent with the trade liberalization now under
way. It also reflects the diversified character of Brazil’s exports. Yet this
option is viable only if the rest of the world is also effectively engaged in
multilateralism and if managed trade and the formation of trade blocs are not
basic characteristics of international trade. Europe led this movement. The
United States, Canada, and Mexico followed with the NAFTA agreement.
Thus the idea that Brazil is a “small global trader,” which the current
Brazilian Ministry of Foreign Affairs holds, may be a good description of
what Brazil represents in international trade terms, but it does not imply a
policy of continuing to be so0.2

Trade blocs are discriminating institutions. They liberalize trade within
the region, but they also establish preferences among its participants while
discriminating against outsiders. They are often trade-diverting rather than
trade-creating. Thus participation in trade blocs is not a case of pure eco-
nomic rationality but a pragmatic issue of self-protection. If Brazil insists on
staying out of NAFTA and the EU, it will be a victim of trade discrimina-
tion.

The argument against participating in a trade bloc is that, if it were to
join such a bloc, Brazil would no longer be able to protect its industry
against foreign competition. This is an old protectionist argument that was
significant in import substitution strategy times but that no longer makes
sense because Brazil has opened its economy. Additional opening will be
necessary, but as a trade-off huge markets will also be open to Brazil.

Brazil’s most obvious partner outside South America is the United
States, but in 1994 the European Union showed increasing interest in cele-
brating a free trade agreement. Only Japan, which leads a production rather
than a trade bloc in East and Southeast Asia, has shown no particular inter-
est in Brazil.

The U.S. interest was shown in the June 1990 Bush Initiative (the
American Enterprise), which ended with NAFTA approval in 1993. The
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U.S. government opened three fronts for negotiation with this initiative:
reduction of the public foreign debt, support for technological development,
and the formation of a free trade zone with Latin America.

Brazil’s reaction to this initiative was cautious, saying it “lacked real
content” and that the country had decided to negotiate on a limited basis and
to “wait for a better definition” of the Bush Initiative on the part of the U.S.
government. This is dramatic proof that Itamaraty does not understand the
new times and dismisses U.S. integration because of old nationalist and
developmentalist ghosts. It is true that the U.S. offering was timid and that
the free trade proposal was vague, but this does not justify Brazil’s paraly-
sis.

The proof that integration with Latin America was consistent with the
U.S. national interest was demonstrated by the NAFTA agreement. Mexico
gave content to the U.S. integration rhetoric. Inter-American rhetoric in the
past has always been that of the United States. The rhetoric and practice of
American integration could also be a Latin American rhetoric. At a
December 1994 meeting, when all American countries met, a time schedule
for American integration was established. Brazil was taken by surprise, but
it signed the agreement. Prior to 1994, Brazil was clearly being led in this
matter.

It is important to distinguish between rhetoric and practice. Brazilian
rhetoric should be that of American integration, but its practice should be to
defend this integration while protecting its national interests in each case.
This national interest basically coincides with the concept of American inte-
gration, but is not necessarily identical to it.

The recent interest of Europe in Mercosul and particularly in Brazil was
derived from Mercosul’s economic success. It is also possible that the
Europeans finally realized that they are losing interest in the Pacific’s Latin
America because it is so far away and in the Caribbean’s Latin America
because it is too close to the United States. But there is no reason not to be
interested in the Atlantic’s Latin America (which, by coincidence, corre-
sponds to Mercosul) because Europe is as much an Atlantic power as is the
United States.

ith the collapse of the communist regimes and the failure of

GATT’s Uruguay Round, a new field has opened up for new models
of international relations. Brazil is naturally concerned with this. Yet the
consequent multipolarity could lead Brazil to deepen a multilateral policy,
which could easily be transformed into a new wave of conflicts with the
United States, similar to the one that prevailed during the Sarney adminis-
tration. The realization that the United States has lost its world economic
hegemony strengthens the multilateral option and favors mounting conflicts.
In fact, U.S. hegemony has been waning since World War II because of the
growth of Japan and Western Europe. Nevertheless, there is a big gap
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between concluding that the United States has lost its importance and con-
cluding that Brazil should reinforce its independence in relation to all coun-
tries.

On the contrary, now more than ever it is important for Brazil to make
a positive choice regarding the formation of regional trade blocs. The agree-
ment may be with both NAFTA and the EU. It is not incompatible to sign
two agreements. Precedence should probably be given to NAFTA because it
is impossible, in practical terms, to negotiate simultaneously with both
blocs. But the decision between one or the other bloc as Brazil’s first part-
ner will depend on the interest demonstrated by the would-be partner.
Maintaining an independent course among these groups of nations is tempt-
ing but unwise. Competition among the world blocs will increase in the
coming years, and each needs to know the countries on which it can depend.

C arlos Escudé (1991), who has been studying the confrontational
nature of Argentina’s international relations prior to President Carlos
Menem, defined an alternative policy of “peripheral realism.” He enumerat-
ed the following principles for such a policy: (1) reduce confrontations with
the big powers to “material” subjects directly related to their well-being and
power base; (2) submit foreign policy to a rigorous calculation of costs,
risks, and benefits; (3) redefine the concept of national autonomy, replacing
the concept of confrontational capacity with one of the relative costs of
autonomous action; and (4) abandon the anthropomorphic concepts of “dig-
nity” and national “pride,” using public interests rather than state interests
as the orientation for foreign relations.

The principles of peripheral realism clearly imply more criticism of
Argentina’s foreign relations than of those of Brazil. It is difficult, however,
not to see that they can be applied to Brazil as well.

I must make a distinction between my ideas and those of Escudé. His
analysis was based on the observation that Argentina is “a country that is
dependent, vulnerable, impoverished and not strategic for the interests of the
United States” (Escudé 1991:3). This is the source of the need to reduce con-
frontation with the great powers. I work from an opposite consideration.
Although I recognize that Brazil is relatively impoverished and vulnerable,
between the 1950s and the 1990s it changed into an industrialized country
in the middle stage of development that has the capacity to promote its own
interests and to negotiate with the big powers without fear and free from the
need to be on the defensive.

My common ground with Escudé is pragmatism, the desire to avoid use-
less confrontations and theoretical discussions when what is important is
results. The model for this kind of analysis, however, is not found in Latin
America but in post~World War II Japan. Defeated in the war, Japan estab-
lished a solid political alliance with the United States that did not prevent it
from advancing its economic objectives. On the contrary, this alliance pro-
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vided Japan with generous aid at first. It also never prevented Japan from
keeping its national interest as the criterion for its decisions.

We see this process repeating itself in other countries in the Far East and
Southeast Asia. In this region economists and technocrats are essentially
pragmatic. They practice strong state intervention, but their rhetoric states
that their economies are market-oriented because such rhetoric facilitates
their international relations. They are not concerned with confidence build-
ing. They are not ready, as Mexico was, to build confidence in Washington
and New York at the expense of their countries’ national interests and of
macroeconomic fundamentals. But they are ready to establish friendly polit-
ical relations with the developed countries.

A country’s foreign relations are heavily dependent on its international
image. Its bargaining capacity increases or decreases depending on the
credibility its government possesses in the international arena. To achieve a
positive image, it is important to adopt the rhetoric Washington likes, as well
as to adopt a competent diplomatic strategy, but what is really essential is to
achieve results. Recently, Brazil’s image has been negatively affected by
bad rhetoric and unsatisfactory results.

In April 1991, on the eve of the change of command at the Ministry of
the Economy, 1 testified before the Brazilian Senate’s Commission of
Economic Affairs in support of the provisional agreement Brazil had signed
with the commercial banks, according to which the country would resume
the payment of interest while negotiating a final agreement. In my testimo-
ny I tried to answer one question: why did Brazil accede to this provisional
agreement rather than demanding that an agreement on the principal be
signed before paying interest in arrears?

The answer to this question is simple: given the support the commercial
banks were receiving from their governments—especially from the United
States—and the Collor administration’s lack of international credibility, the
alternative most in line with Brazilian national interests was to sign this
agreement. It was necessary to recover a minimum level of international
confidence, and a standby agreement with the IMF would contribute sub-
stantially to this end. The provisional accord with the commercial banks was
a positive step in this direction. National interest is sometimes defended by
confronting the interests of other countries. At other times it is necessary to
be conciliatory and to make concessions; this situation is more common.
Sometimes a strategic retreat is necessary, especially if one’s adversaries, as
in the case of the commercial banks, are capable of gathering extraordinary
forces.

How were the banks able to obtain such strong support from their gov-
ernments? Was it because the IMF refused to sign an accord with Brazil in
1990, although it had approved the Brazilian letter of intention? Was it
because the G-7 decided at its February 1991 meeting to use the multilater-
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al agencies to pressure Brazil to yield to the banks? Or was it because the
Inter-American Development Bank refused a loan to Brazil because of the
vote of the U.S. representative?

The main reason was, in fact, the Brazilian government’s loss of credi-
bility. This loss, which had been dramatic inside Brazil, was echoed on the
international level. In the first half of 1990 the First World was very pleased
with Brazil. But between July 1990 and April 1991 there was a complete
change in attitude toward Brazil on the part of the directors of the multilat-
eral agencies and, more broadly, the First World. In mid-1990 there were
great hopes for the new Brazilian government, with its “modern attitude”
and liberalizing, market-oriented reforms. In addition, the courage and
strength of the fiscal adjustment involved in the Collor Plan 1 (March
1990) spoke well for the antipopulist character of the new administra-
tion. This support became complete when the Brazilian government adopt-
ed a rigorously orthodox monetarist strategy for fighting inflation in May
1990. This was a mistake the Brazilian authorities and Washington made
together. The support of the Washington authorities for the monetarist poli-
¢y was so clear that, in September 1990, the IMF approved the Brazilian
strategy to fight inflation almost in toto. The agreement failed to be
approved by the board of directors only because an agreement with the
banks was lacking.

Predictably, this strategy failed because it was erroneous (see Chapters
5,7, 12, 13, and 14). However, when it failed and inflation returned, the
blame was placed exclusively on the Brazilian government. Rather than
admit that the strategy was incorrect, that inertial inflation and informal
indexation cannot be fought with monetary measures, the word in
Washington was that the Brazilian government had failed because it was
populist, because it lacked adequate monetary control, and because it did not
force more corporations and banks into bankruptcy (in September 1991
there was a slight easing of the monetarist policy because of the failure of
banks). The extremely high 1991 interest rates, a fundamental cause of that
year’s recession, were overlooked.

In the United States there is the saying that nothing succeeds like suc-
cess. The reverse is also true—nothing fails like failure. Failure proliferates,
and the guilty party is always the one that failed, not the one that supported
erroneous strategies. After the Real Plan in July 1994, the Brazilian image
in the First World radically changed, this time in a positive direction. But the
Mexican financial crisis in December 1994 strongly reduced confidence in
the Brazilian economy in the international markets. Again, as had happened
in the debt crisis, the “winds of Latin America proved to be stronger.”4

In its international relationships, Brazil’s inability to carry on a dialogue
with the First World, particularly the United States, clashed with the Collor
government’s “modern attitude” that had so charmed the First World. I have
already mentioned Brazil’s cautious reaction to the Bush Initiative.
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Brazil’s October 1990 proposal on the foreign debt, however, although
correct, struck the First World as excessively daring. The commercial banks
profited from the opportunity. They defined the proposal as arrogant and
unacceptable. Based on the continuance of the moratorium, they were even
able to convince the authorities in Washington and the G-7 governments of
an obvious untruth: that Brazil did not intend to pay any of its foreign debt.
The banks’ strategy was helped by the fact that at that time the monetarist
stabilization policy was floundering inside Brazil. The internal erosion of
support for the government affected its external credibility. The govern-
ment’s loss of popular support had been accelerating and was disquieting
because it was rooted in the deep recession and the reappearance of infla-
tion.

One year later, when Marcilio Marques Moreira had replaced Zélia
Cardoso as finance minister, Brazilian rhetoric regarding the debt changed
entirely, and a final and reasonable agreement was reached with the banks.
Yet Brazil’s international image did not improve. The rhetoric had changed
in the right direction—it even became submissive at certain times, remem-
bering the Mexican confidence-building strategy—but Brazil was unable to
stabilize. The developed countries are impressed by the right rhetoric, but
they are more impressed by the right outcomes.

reater integration between Brazil and the United States or Europe

may be a positive factor in helping Brazil face its problems. Recently,
we have witnessed arrogance and, subsequently, submission. Neither of
these attitudes will achieve anything. U.S. or European integration is a pri-
ority for Brazil’s international relations. This integration, however, makes
sense only if two conditions are fulfilled. First, Brazil must prove capable of
going ahead with fiscal adjustment and market-oriented reforms that are
Brazil-oriented reforms rather than confidence-building reforms (Chapter
15). Second, externally, Brazil must be able to negotiate competently and to
celebrate alliances with the developed countries—without fear and with a
friendly but not submissive rhetoric. Brazil is large enough to negotiate with
all countries, including the most powerful, and protect its national interests.
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Toward a New Political Pact

started this book with an analysis of the historical interpretations of

Brazil and economic development strategies. I suggested that the most
adequate interpretation for Brazil today should be called the crisis of the
state approach and that the corresponding growth strategy should be social-
democratic and pragmatic. Yet, as I suggested in Chapter 11, this interpreta-
tion and this strategy will gain historical relevance only if they are support-
ed by a development-oriented political pact based on a new class coalition
that can dominate the political center. A major question, which I discuss in
this chapter, is whether such a political pact is already emerging.

Between the 1930s and the 1960s there was no contradiction between
being modern and supporting a sizable degree of state intervention. Yet since
the 1970s, as the state-led development strategy became increasingly dis-
torted by economic populism and narrow-minded nationalism, and came to
a crisis, the country’s modernization has become increasingly identified
with market-oriented reforms and fiscal discipline. Brazil, as with all of
Latin America, resisted this intellectual and political transition. In the early
1980s the dominant views in the country, expressed in the political pact that
led the transition to democracy, remained populist and nationalist. It was
only after the Cruzado Plan failed that politicians, businesspeople, and labor
leaders began to make the intellectual transition to the new ideas. And only
in 1994, with the election of President Fernando Henrique Cardoso, did a
modern political pact based on a broad political coalition of both the mod-
erate left and the moderate right seem to emerge. In this concluding chapter
I analyze this process, which is essential to the consolidation of democracy
and the resumption of growth in Brazil.

f modernization is the transition from archaic to modern values and

practices, it is this process that has been facing difficulties and setbacks
in Brazil. In the 1960s the right, supported by the military, took power and
was assumed to be modern, but it eventually proved to be merely a new
breed of the old national developmentalism—a bureaucratic and authoritar-
ian developmentalism—whereas the left remained tied to economic pop-
ulism. Since the 1980s a transition to modernity has been taking place in
Brazil in a dramatic and contradictory way. An effective democratization
process, market-oriented reforms, sizable improvements in the labor organi-

209
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zation of workers, substantial technological progress, and a generalized
increase in productivity exist side by side with inefficient economic policies
imported from abroad, the resurgence of populism, and the rise of neoliber-
alism.

The democratic transition that took place in Brazil in 1985 was a tran-
sition from an archaic and authoritarian right to a no less archaic populist
coalition of businesspeople, middle-class bureaucrats, and workers. I called
this political coalition, which was formed around 1977 and existed until
1987, the 1977 populist democratic pact. As should be expected, this politi-
cal coalition, which assumed power with President Sarney in 1985, failed to
resume the process of modernization and development.

Jodo Paulo dos Reis Velloso (1990:24), who, through the prestigious
Férum Nacional he created, became a leading figure in seeking a new devel-
opment-oriented political pact in Brazil, said that the first basic idea for the
modernization of the Brazilian society

is the option for a democracy that would be buttressed by a new political
and social coalition, with a broader basis than the former one. Be the gov-
ernment from the center, the center-left or the left, it will have to incorpo-
rate some popular forces of the political coalition behind it, given the accu-
mulated social demands that must be satisfied. Only in this way will we
have large political majorities able to support stable governments.

Velloso was conveying a very general belief that modernization in Brazil
requires a political pact that can in some way incorporate the masses.

Yet since the failure of the Cruzado Plan in 1987, Brazil has been expe-
riencing a political vacuum. Industrialized countries do not usually require
a clear political coalition for their governance. The existence of a broad
social contract that defines the power civil society “delegates” to the state,
or, more precisely, to the government that runs the state, is sufficient.! This
institution, which is so powerful in the developed countries, is too weak in
the developing societies. Political coalitions able to formulate a national
project are required to guarantee political stability and a sense of direction
for society. In Brazil such a political coalition has not existed since 1987.
Only in 1994, with the election of Fernando Henrique Cardoso, did a new
political coalition made up of both the center-left and the center-right
become a real possibility.

Brazilian political history can be told by defining the major political
coalitions or class alliances.2 As we saw in Chapter 1, until 1930 an oli-
garchic political pact prevailed, based on the primary-export development
model. From 1930 to 1964 the national-developmentalist or populist pact
prevailed, in which the industrial bourgeoisie, the bureaucratic middle class,
labor, and sectors of the old oligarchy united around import substitution
industrialization. The 1964 authoritarian regime corresponded to the bureau-
cratic-capitalist pact, which brought together the bourgeoisie, the military,
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and the civil service and excluded most of the workers and the democratic
sectors of the middle class.

In the mid-1970s the authoritarian party’s defeat in the December 1974
Senate elections and, two years later, the April Package—President Geisel’s
coup within a coup, suspending the distensdo that had begun when he took
office in early 1974—were the two political facts that triggered the crisis of
the authoritarian coalition.? A new political coalition—the 1977 populist
democratic pact—began to form. This class coalition was formed when the
bourgeoisie lost its fear of the communist threat, saw that the military was
no better than civilians at running the economy, and decided—although
through a long and uncertain process—to break its ties with the military
regime and ally itself with the democratic middle class and the workers.
Thus the transition to democracy in Brazil was not the outcome of an inter-
nal conflict within the military that divided the soft-liners and the hard-lin-
ers nor a gift of a military that had gradually converted to democracy, as the
conventional and dominant literature on the subject in the United States sug-
gests,* but rather was the consequence of the business class’s decision to
fracture its alliance with the military bureaucracy and to establish a new
alliance with the democratic sectors of Brazilian civil society.

If one wants to be precise, the new political pact emerged in April 1977,
following the April Package—a military coup within the already authoritar-
ian regime, which caused an indignant reaction within civil society.> The
pact fell apart in early 1987, when the failure of the Cruzado Plan proved it
represented an unsatisfactory response to the crisis. This pact had been suc-
cessful in its major and specific objective—to reestablish democracy in
Brazil—but it failed in promoting the required economic reforms, stabiliz-
ing the currency, resuming growth, and fostering a more equitable income
distribution. It failed not only because the crisis left by the authoritarian
regime was extreme but also because this democratic political coalition was
populist; it still believed import substitution, deficit expending, a wide-
spread system of state subsidies, and naive wage policies could be effective
in promoting growth and distributing income.

The New Republic was set up in Brazil in 1985 with high hopes and
aspirations, but it fell prey to this populist attitude. It said no to recession
and denied or ignored the facts that wage increases would provoke inflation,
the public deficit was a serious problem, the state had grown too large, the
protectionist development strategies were exhausted, and the state had
become immersed in a deep fiscal crisis.

From the failure of the Cruzado Plan in 1987 until the 1994 presidential
elections, Brazil gasped in a political vacuum. The great class coalition that
characterized the populist democratic pact had died, and nothing had taken
its place. The collapse of the 1977 populist democratic pact opened space for
President Fernando Collor’s reforms, but he was unable to lead a new polit-
ical coalition.
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C ollor was elected in 1989, during this vacuum, without the support of
any major political power; his victory rested exclusively on his rapport
with the masses. This fact was viewed by many as “normal” in an undevel-
oped Brazil. This is a mistake. The election of a president without political
roots was only possible because the breakdown of the populist democratic
pact had left a political vacuum. Collor’s election was not the product of a
class coalition, and it did not represent the victory of any party or even of a
political tendency. It was simply the consequence of his ability to reach the
people with a morally indignant stand at a time when the political parties
and the social classes were disorganized.

Collor was elected under the banner of modernity, which he correctly
defined as expressing the superiority of the market over the state in resource
allocation and in the commitment to fighting poverty and inequality. In his
direct, personal relationship with each elector there was a clearly populist
element, but this fact did not lead him to adopt populist practices when in
office. His stabilization policy failed, but this was not because he adopted
populist practices, feared to take unpopular measures, or denied his support
to the policies of his economic team. It was not because fiscal adjustment
was not undertaken. The policy failed because the inertial character of
Brazilian inflation was incorrectly appraised. Collor’s impeachment in 1992
was not an outcome of resistance to the economic policies he adopted nor a
result of their failure to stabilize. It was rather the consequence of proven
corruption charges, which revealed a divided and unstable personality. On
some occasions he was totally unable to distinguish the public sphere from
his private interests; on others he demonstrated a bold and basically correct
vision of how to modernize Brazil.

The Collor administration formally ended in September 1992, when he
was replaced by Vice President Itamar Franco. Yet he suffered a first signif-
icant blow in 1990 with the failure of Z¢lia’s stabilization attempts. Marcilio
Marques Moreira’s nonstabilization plan (“nonstabilization” because it was
completely unable to control Brazil’s high and inertial inflation), in addition
to reflecting conventional monetarist views, revealed the anomaly of the
Brazilian elites who, surviving in a political vacuum, had no national project
and had accommodated high inflation.

The Itamar Franco administration faced the same problems. Initially the
new president lacked the leadership qualities that were required to stabilize
the economy and fill the political vacuum with a new development project.
Only when Fernando Henrique Cardoso was invited to be finance minister
in 1993 did the picture begin to change. In 1994 Cardoso was able to stabi-
lize prices and a few months later was elected president. The political vacu-
um began to be filled. It is early, however, to say that the political crisis has
been overcome. Cardoso’s election demonstrates that a new and broader
political coalition is being formed in Brazil. The recurrent failure to stabi-
lize could be explained by the inefficiency of the stabilization programs. It



ANEW POLITICAL PACT 213

could also be attributed to the fact that some sectors of society had not yet
become totally aware of the gravity of the crisis or believed the costs of
adjusting could still be avoided, postponed, or paid by others. This was true,
but it was rapidly ceasing to be so. Only a few sectors of society profited
from inflation, and social awareness of the crisis was much higher than it
had been, for instance, in 1987.

Cardoso’s election demonstrated that Brazilian society had changed,
that modernization had taken place, and that populist and national-develop-
mentalist rhetoric no longer made sense. Yet it remains clear that without a
political coalition that encompasses a portion of the masses, the political
elites will lack the political power to promote fiscal adjustment, permanent-
ly stabilize prices, and define a new strategy of development. They lack
legitimacy.

Political elites in Brazil have lived in disarray and perplexity. The basic
cause for this must be found in the political vacuum, in the fact that a mod-
ern democratic popular pact has not replaced, or is only recently replacing,
the 1977 populist democratic coalition. This is why the crisis has been con-
fronted so poorly. The political elites have no project for Brazil. They can-
not assume the role of saviors, as they did in 1964. In spite of all of the dif-
ficulties, democratic culture has advanced in Brazil. As José Alvaro Moisés
(1993:32) observed, “Empirical evidence confirms the existence in Brazil of
a preliminary ‘reservoir’ of democratic legitimacy. Despite a growing and
intense malaise among citizens about day-to-day workings of politics, adhe-
sion to the normative principles of democracy persists among different seg-
ments of public opinion.”

Society has been trying to reestablish a broad political pact. Agreements
between the business community and labor are taking place on various lev-
els. On the business side, FIESP and the PNBE, a group of young business-
people, are more open to dialogue. On the labor side, trade unionism was
renewed with Forga Sindical, and the CUT became less radical, showing an
openness to negotiations. On the bureaucratic and intellectual side, there are
attempts to organize around parties near the center, such as the PSDB, or to
lead the PT to positions closer to social democracy. Populism, statism, and
nationalism, which the PSDB has criticized since its creation, are now being
questioned by the above-mentioned sectors of society. Collor, coming from
the right, tried to define a common ground between the liberal center-right
and the social-democratic center-left with his proposal for “social liberal-
ism.” He failed. Cardoso, coming from the left, is proving that such a polit-
ical project is viable, provided it is implemented with a clear notion of the
national interest and with the conviction that the masses need a larger share
of income and political power than they have today.

Yet the obstacles to the definition and consolidation of a new political
pact remain formidable. First, national-developmentalist and populist senti-
ments in Brazil are still strong, although they are clearly in retreat. Sizable
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sectors of the working class and of the bureaucratic middle class are
attached to an archaic view of development and either refuse to embark or
have difficulty embarking on a modernization pact. As Lourdes Sola
(1993:158) observed, “as important as the social and political impacts of
economic reforms are, intellectual adjustments are required from the gov-
ernmental, economic, and political elites, when the task of rebuilding the
state on a new basis becomes necessary.” Intellectual personalities such as
Celso Furtado, who was the leading Brazilian intellectual—after Prebisch—
in defining the national-developmentalist interpretation of Latin American
development, have expressed this difficulty in a compelling way. In a recent
book Furtado (1992:35) observed that the developed countries, through high
indebtedness and high interest rates, are transferring income to themselves
and promoting the disorganization of the national state in the developing
countries. Additionally, and according with a basic tenet of the new depen-
dency interpretation, “the predominance of the logic of the multinational
enterprises in organizing economic activity will necessarily lead to the
increase of inter-regional tensions, to the exacerbation of corporative rival-
ries, and to the formation of poverty enclaves that will make the country not
viable as a national project.”

Second, the state bureaucracy, whose role in any new political pact is
crucial, lost influence and has been put on the defensive over the past fifteen
years; it has been accused of authoritarianism by the democrats and of stat-
ism by the neoliberals. Luciano Martins (1993:12) observed, “The state,
through the circles of its higher bureaucracy or through the intelligentsia in
some way participant of the state, was the institution that, under authoritar-
ian or democratic regime, always ‘thought’ the country’s development.
Today, this element, which was present in previous developmentalist strate-
gies, is faltering.”

Third, the gap between the elites and the people in Brazil is too large,
as we saw in Chapter 11. The radical heterogeneity of Brazilian society turns
the poor into half-citizens—into political subjects who are formally citizens
but who have little notion of their rights and of how to protect them. Thus
we have a citizenship contradiction: the masses, who have the right to vote,
are easy victims of demagogical politicians coming from the right or the left.

In the long run, the only solutions to these problems are related to
economic development, income distribution, and education. In the short
run, however, the most obvious solution to the legitimacy crisis that is
behind the citizenship contradiction is a political pact. This pact would
embrace the political elites that represent the three basic social classes cur-
rently present in Brazil: the capitalist class; the working class; and, in the
middle, the bureaucratic or technobureaucratic class. Sérgio Abranches
(1993) described three possible political-strategic scenarios to face the pres-
ent crisis: buffered stress; muddling through; and sustainable mobility. The



A NEW POLITICAL PACT 215

response to hyperinflation would be the buffered stress strategy, through
which the acute effects of the crisis would be controlled. If and when con-
trol mechanisms failed, a new rupture would follow. Muddling through is
the usual response to a crisis. Stability always remains precarious. The
effective solution wii! be the third scenario—sustainable mobility—which
corresponds to the development-oriented political pact I am discussing in
this chapter. In Abranches’s (1993:21) words, “Consensus on rules and
macro-objectives sets up the socio-political conditions required for the
implementation of policies aiming at welfare and common goals, while busi-
ness and individual strategies remain individual-oriented.”

T am not speaking of a social agreement that would bring together busi-
ness and union leaders, with the intermediation of government. A social
agreement may help to stabilize the economy, but it is a more specific and
short-term type of accord than a political pact. By a political pact I mean a
much looser, more informal agreement—a class coalition in which the polit-
ical representatives have a crucial role. In Brazil’s recent history political
pacts have included the populist pact between 1930 and 1960, the authori-
tarian capitalist-bureaucratic pact between 1964 and 1977, and the populist
democratic pact between 1977 and 1987.

The new political pact that is finally emerging with the stabilization of
the currency and the election of Cardoso is a social-democratic and prag-
matic political pact. It is a modernization pact consequent on a broad class
coalition. If it outgrows the election of a president and becomes consolidat-
ed in the next few years, it will be consistent with the interpretation of Latin
America I have presented in this book. It will be a mixture of a European
social-democratic and an East Asian pragmatic approach to social and eco-
nomic development in which a financially recovered state will play a major
role in complementing the market, coordinating the economy, and promot-
ing welfare.

Yet this pact is not all-encompassing. Some social groups will lose
because of it, particularly the bureaucrats in state-owned enterprises and the
lower bureaucracy that was able to receive some privileges of the state.
Acufia and Smith (1994:22) observed that “the transformations implied by
this ‘return to the market’ are not neutral with regard to [the] prevailing
structure.” This is true. The economic groups that have difficulty participat-
ing in the market struggle will tend to lose income share. Yet I am not so sure
that the adoption of market-oriented reforms “clearly reinforces the struc-
tural international capitalist interests and the leading sectors of the domestic
entreprencurial classes” (Acufia and Smith 1994:22). This happened, for
instance, in Mexico and Argentina, where economic reforms were confi-
dence-building-oriented. In Brazil they were more pragmatic and consis-
tently more Brazil-oriented.

It is a serious mistake to assume—as most do—that in the good old days
of national developmentalism, income distribution was more favorable to
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the poor or to the workers. This is simply false. The import substitution strat-
egy was accompanied by income concentration throughout Latin America.
Now with Cardoso, the social aspects of development are expected to
receive special emphasis. Of course, we now know, based on the Asian expe-
rience, that export-led growth strategies are more consistent with equitable
income distribution as long as the industries that are more able to export are
labor-intensive. The import substitution strategy, with its capital-intensive
projects, tends naturally to concentrate income, whereas a more market-ori-
ented, internationally competitive economy will have the opposite outcome.

There are obvious obstacles to this pact, which I have discussed in this
chapter. Further, we know that a development-oriented political pact only
fully defines itself when economic development is already taking place.
This constitutes a classic chicken-and-egg problem. The solution for this
type of problem is always practical and unpredictable. In 1993 and 1994
Brazil finally experienced growth, and this growth will probably continue.
There are signs that the new paradigmatic moment of interpretation of Latin
America is beginning to be defined—the crisis of the state or social-demo-
cratic approach. This is probably occurring because the crisis of the 1980s
is receding, and economic development is being tentatively resumed.

The positive factors that favor a new political pact are present. The
Brazilian social structure underwent deep transformations during the past
thirty years. As Wanderley Guilherme dos Santos (1985) noted, the four
major social actors in Brazil—entrepreneurs, workers, rural workers, and
the complex middle class—are very different today from what they were
prior to 1964. Entrepreneurs today are represented by myriad associations
parallel to the official representative system. The same has happened with
workers. Rural workers underwent an enormous unionization process. The
middle class—which I would rather call the bureaucratic or salaried middle
class (the capitalist or traditional middle class corresponds to the lower stra-
tum of the capitalist class)—increased in size, was proletarized, and became
increasingly unionized. In a recent study, dos Santos (1993) examined the
impressive increase in the number of special interest associations in Brazil.
This extreme fragmentation is a basic reason for the disorder because it
makes political representation difficult and complex, but it also demon-
strates the vitality of civil society.

The capitalist class, as the dominant class, is ready to participate in a
new political pact. It is not afraid of communism or subversion. And recent
experience—since the transition to democracy was achieved in 1985—has
demonstrated that it has no chance of politically running the country alone.
It will either participate in a class coalition, where it will necessarily have a
leading but limited role, or it will not lead. In a political vacuum only spe-
cial interest groups, particularisms, and corporatisms of all sorts will pre-
vail, as is the case today.
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The working class today is much better prepared to participate in a
political pact than it was before. It now boasts a political party, the PT, with
three central unions—the CUT, Forc¢a Sindical, and the CGT—and an enor-
mous number of civil associations. It has become more realistic and less
demanding than it was immediately after the transition to democracy. In the
first years after the new democratic regime was empowered, the representa-
tives of the working class felt they were the creditors of an enormous social
debt because of actual and presumed “salary losses.” They believed the only
way to get what they demanded was through a political organization. They
no longer believe that. They rightfully continue to protest against low wages
and poverty, but they know the economic crisis is more serious than they
thought and that wage increases and income distribution will be possible
only if stabilization is consolidated and growth resumed. Through the cen-
tral unions they did increase their technical capacity to discuss national
problems. Before the 1980s they could discuss and demand only wage
increases. They had little or no capacity to discuss inflation, stabilization,
fiscal adjustment, and development strategies. This situation has changed in
a positive direction. They are much more inclined to participate in social and
political agreements than was the case in 1985-1986, when they rarely did
so. The appearance of the “unionism of outcomes” within the Forca Sindical
is only ‘one indication of this fact. The changes that have occurred in the
CUT and in the PT are also very clear.

The problem of the bureaucracy or salaried middle class is more com-
plex. First, people, including intellectuals and politicians, usually insist on
ignoring this class. I will not repeat my arguments on this subject.® The
bureaucratic middle class is a large and complex social class. As the bour-
geoisie or capitalist class is defined by private property or means of produc-
tion—that is, by capital—the bureaucratic middle class is defined by collec-
tive property or control of bureaucratic organizations, whether private,
public, or state organizations. Whereas capitalists make profits, the bureau-
cratic or “new” middle class receives salaries, and the workers receive
wages. This class has been increasing worldwide over the last hundred
years, basically as an associate of the capitalist class. At one point in the
Soviet Union and the other communist countries it tried to fight and replace
the bourgeoisie, but it eventually failed. In Brazil it has been on the defen-
sive since the 1970s, not only because of its compromise with the authori-
tarian regime but also because the crisis of the state and the neoconservative
wave were powerful factors in weakening it.

Second, the problem is complex because this emergent class usually
disguises or negates itself, particularly since the mid-1970s when the upper
state bureaucracy came under attack by the democratic political forces fight-
ing the authoritarian regime. Third, to the bureaucracy the crisis of the state
has meant increased instability and disorganization and decreased salaries
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and prestige. Thus, besieged politically and dismantled by the crisis of the
state apparatus, the state bureaucracy today has difficulty participating in a
new political coalition.

This last fact implies a neoliberal contradiction comparable to the clas-
sical populist contradiction. To promote growth, populists called for active
state intervention but weakened the state, supporting chronic budget
deficits; neoliberals, to achieve market-oriented economic reforms and effi-
cient resource allocation, fight the state bureaucracy because it is the agent
of state intervention. Only a strong state bureaucracy, however, can achieve
fiscal adjustment and promote the required market-oriented reforms, which
are essentially reforms of the state.” The state bureaucracy is not necessari-
ly committed to state interventionism or to neoliberalism. Its commitment is
to a kind of rationality, a sort of bureaucratic efficiency that case by case
may have different applications.

Yet we know that in contemporary, market-oriented but bureaucratic
capitalism it is impossible to have an effective class coalition without the
participation of the burcaucratic middle class, particularly the state upper
bureaucracy, which in Brazil had a key role in economic development
between 1930 and 1980.8 The state bureaucracy, the public nonstate, and the
private bureaucracy are supposed to participate in the emergent political
pact: the upper state bureaucracy directly participating in government deci-
sions and the implementation of policies; the public nonstate bureaucracy
participating in decisions through the universities and all nonprofit organi-
zations; and the upper private bureaucracy participating through large busi-
ness and consulting organizations.

What will be the content of such a political pact? It will be a social-
democratic and pragmatic pact. It will dominate the political center. It will
probably adopt the crisis of the state approach to explain the Brazilian and
Latin American crisis. It will agree that the basic cause of the crisis is the
crisis of the state, which paralyzed the state. Thus the first job is to rebuild
or reform the state, restore state finances, valorize state personnel, and
reform and make more flexible the state apparatus, which the 1988
Constitution left extremely rigid.

The second task will be to define a development strategy. This strategy
will probably be a mixture of European social democracy, which is welfare-
oriented, and East Asian pragmatism, which is industrially and technologi-
cally oriented. It will refuse narrow nationalism but adopt a consistent inter-
national policy based on the national interest—an interest that has to be
defined case by case.

If the state technobureaucracy recovers part of its prestige and is able to
participate in a new political pact, a problem will immediately arise: will
this bureaucracy be able to pragmatically adopt a mixture of a social-demo-
cratic and East Asian approach to economic problems? Theoretically, the
answer is yes. It is true that the Latin American high technobureaucracy is
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composed mostly of economists—many with doctorates from U.S. universi-
ties who were strongly influenced by the neoconservative ideas that domi-
nate those universities. Thus as James Malloy (1991:27) observed, “We may
be witnessing a new kind of ideological division within neo-libera! coali-
tions: one that sets off abstract theoretical constructions of market capital-
ism fashioned by macro economic technocrats from understandings of cap-
italism forged in the concrete experience of firms and economic sectors.
... The central contradiction emerges from the fact that technocrats attached
to governments design programs around concerns with aggregate outcomes
(GNP, etc.) of a market based economic logic and not the fate of any given
firm or group.” This danger no doubt exists.

Yet if the state bureaucracy is strongly affected by foreign influences,
its national orientation remains dominant. This has been the case in the past
and remains so today. In many circumstances the state bureaucracy has been
an effective guardian of the national interest in Brazil. In addition to adopt-
ing the rationality principle, which is its raison d’étre, it is also strongly
influenced by the dominant views of the local bourgeoisie. Given the ideo-
logical hegemony of this class, if it turns to neoliberalism bureaucrats will
tend to do the same. Because a reaction against neoliberalism is already evi-
dent in the world, including in Brazil, it is reasonable to expect that the
upper state bureaucracy—which is essentially flexible in ideological
terms—will be a strategic partner in the social-democratic and pragmatic
political pact that is emerging.
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Notes
Latas

INTRODUCTION

1. This view should not be confused with the “development approach from
within” proposed by Sunkel and Ramos (1993:24). They oppose both the inward-
looking structuralist strategy and the outward-looking strategy now dominant, offer-
ing an intermediary alternative that Sunkel (1993:46) defines as based on an “initial
creative impulse [that] gives rise to industries such as iron and steel, electrical
machinery and engineering, and basic chemistry and petrochemicals, and infrastruc-
ture for energy, transportation and communications.” Development always comes
“from within,” but today a development strategy must necessarily be export-led—
that is, internationally competitive. The old concern with infrastructure is still valid,
but the concern with heavy industry does not deserve the same attention national
developmentalism gave it in the past.

CHAPTER 1

1. The current account deficit for Latin America was 35.0, 44.9, and 53.2 bil-
lion U.S. dollars in 1992, 1993, and 1994, respectively. The source is ECLAC,
Panorama Econémico de América Latina 1994 (Santiago, Chile: Economic
Commission for Latin America and the Caribbean of the United Nations).

2. My basic discussion of the interpretations of Brazil is found in *Six
Interpretations of the Brazilian Social Formation” (Bresser Pereira 1984b).

3. For an analysis of recent political pacts, see Chapter 17.

4. If this chapter is compared with the Introduction, the reader will note that I
eliminated two interpretations (the functional capitalist and the imperialist superex-
ploitation) and make only a reference to the new dependency theory. The reason for
this is that here I am dealing with interpretations and strategies that were put into
practice. The functional capitalist and imperialist interpretations were only interpre-
tations. The new dependency approach was more than that, but in this chapter it fell
between the national-developmentalist and crisis of the state interpretations. For this
reason and also because it was more an interpretation than a strategy, I decided to
exclude it from the present analysis.

5. This policy was still practiced at the end of the 1980s, notwithstanding all
the criticism the import substitution model was subject to. In the last half of the
1980s FINEP carried out a study to determine the sectors in which Brazilian techno-
logical development was deficient. These sectors were supposed to have priority in
receiving FINEP loans. An export-oriented technological policy, such as that in
Japan or Korea, would have selected those sectors in which the country had the pos-
sibility of competing for international technological leadership.

6. Rather than a theory, economic populism is a very widespread economic pol-
icy practice. Thus it is not a prerogative of the Latin American national-develop-
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mentalist approach. I edited a book on the subject, Populismo Econémico (Bresser
Pereira 1991), with chapters by Canitrot, O’Donnell, Diaz-Alejandro, Sachs,
Dornbusch and Edwards, Cardoso and Helwege, Dall’ Acqua, and myself.

7. PT is the leading workers’ party, headed by Lula; PDT is a labor party tied
to Leonel Brizolla; PMDB is the populist center-left party that commanded the tran-
sition to democracy; PSDB is the social-democratic party that split from the PMDB
in 1985; PFL is a center-right populist party, splintered off of the PDS in 1985; and
PDS is the right-wing party that governed with the military. In September 1995, the
PPR (formerly the PDS) combined with the PL (Liberal Party) and received a new
name: PPB. Originally, PDS was called ARENA, and was the party that supported
the military regime between 1964 and 1984.

CHAPTER 2

1. One of the first economists to study the crisis of the state was Rogério F.
Werneck. In the 1980s he wrote several articles published in book form in 1987.
Probably the first political scientist to study the crisis of the state was José Luiz Fiori
(1984) in his Ph.D. dissertation, “Conjuntura e Ciclo.” See also Brasilio Salum, Jr.
1988. My first attempt to analyze this crisis was an article on the changing pattern of
financing investment in Brazil (1987), which corresponds to Chapter 5 of this book.

2. At that time the crisis was viewed as a liquidity crisis rather than a struc-
tural crisis of the state’s finances. My experience as finance minister nursed the diag-
nosis of the Latin American crisis as a fiscal crisis of the state. For an account of this
period, see Bresser Pereira 1992a, 1993a, 1995.

3. The state in Brazil is financed internally by the overnight market. Each day,
economic agents transform their deposit accounts in the banks into loans to the state
with a one-day maturity. In this way, financial assets are indexed and protected from
inflation, whereas the state is financed with a bond that is quasi money. The Collor
Plan I (March 1990) was an attempt to cope with this problem (see Chapter 13).

4. Itis important to distinguish lack of creditworthiness of the state from lack
of credibility of the government. A state without credit is an institution to which eco-
nomic agents feel reluctant to make loans; a government without credibility is a gov-
ernment that does not keep its word, making economic agents feel insecure about its
economic policy. Mainstream economics—which is taught in the best universities—
usually confuses these two categories.

5. We could exclude the state-owned enterprises from current revenues and
expenditures. In such a case the simplest way to consider their savings (or dissav-
ings) is to add the profits (savings) to the identity or deduct the losses (dissavings).

6. 1 have no knowledge of any study of public savings in Latin American
countries. As for Brazil, the information exists, but, as everywhere, it excludes state-
owned enterprises. See Rogério Werneck 1987 for a pioneering study of the public
savings concept.

7. It is curious to observe how the expression structural was co-opted by
neoliberalism. In the 1950s and 1960s it was used by structuralist, national-develop-
mentalist economists who asked for structural reforms; of these, agrarian and pro-
gressive tax reforms were the most popular. In the 1980s structural reforms meant
market-oriented reforms of the state.

8. See Chapter 6, where I discuss the perverse character of the present capital
flows to Latin America and the vanishing motivation to effectively solve the debt cri-
sis.

9. On the fiscal character of the crisis, see also Sachs 1987; Bresser Pereira
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1987 and Part 2 of this book; Fanelli and Frenkel 1989; and Reisen and Trotsenburg
1988.

10. Economic populism has some classical contributions, including Canitrot
1975; O’Donnell 1977; and Diaz-Alejandro 1979. These works plus contributions by
Sachs (1988), Dornbusch and Edwards (1989), Cardoso and Helwege (1990), and
myself with Fernando Dall’ Acqua (1989), were put together in a book, Populismo
Econémico (Bresser Pereira, ed., 1991).

11. For example, an oil tax to finance road construction and oil prospecting; an
electric energy tax to finance power-generating plants.

12. In Brazil most of the investments in the oil industry by Petrobrds and in the
telecommunications industry by Telebrds were financed by internal profits.

13. The average income tax in Latin America in 1988 was only 23 percent of
total government revenues. And this figure is inflated because of the oil producers,
like Ecuador and Mexico (Cheibub 1991).

14. Williamson’s qualification of the Washington consensus in his article
“Democracy and the “Washington Consensus’” (1993a) is a good demonstration of
this fact.

15. As I observed to John Williamson, he identified but did not invent the
Washington consensus. Once he did so, he lost control of his creature, which started
to have an independent life. He may continue to specify what he understands by the
consensus, as he did in his 1993 article, but the consensus itself is (or was) another
thing.

16. On the loss of interest in the dependency theory in the 1980s, at exactly the
time foreign influence in Latin America increased greatly, see Stallings 1991,

17. The literature on the theory of inertial inflation is already vast. It is an
essential part of the crisis of the state approach because it provides the most impor-
tant Latin American theoretical critique of the conventional economic theory the
Washington consensus adopts. See Pazos 1972; Bresser Pereira and Nakano 1983,
1987; Arida and Resende 1984; Baer 1987; and Dornbusch, Sturzenegger, and Wolf
1990. Chapters 5 and 1315 in this book are examples of applications of the theory.

18. This is not consensual in Washington. Recently, the World Bank has been
stressing the importance of increasing taxes to balance the budget and also to finance
antipoverty programs that would make fiscal adjustment and structural reforms com-
patible with democracy. The IMF is increasingly concerned with how to achieve sta-
bilization with growth. See particularly Vito Tanzi’s chapter (1989) in the IMF book
edited by Mario Blejer and Ke-young Chu.

19. This critique was originally developed by Sachs (1987).

20. There is obviously an alternative: to finance growth with foreign savings,
particularly foreign direct investment. This is in part the route presently being fol-
lowed by Mexico. Foreign investment and capital repatriation permitted Mexico to
overcome stagnation and begin economic recovery.

21. See, for instance, Fajnzylber 1990.

22. The populist nationalist approach shuns any type of adjustment, proposes
that fiscal deficits and higher wages invigorate aggregate demand and growth, and
denies that state intervention has been too extreme and that the protectionist import
substitution strategy is exhausted. The number of proponents of these ideas in Latin
America has been drastically reduced in recent years. The corresponding practices,
however, continue to be widespread.

23. Japan, Korea, and Taiwan did not have to be particularly concerned with
income distribution because the reforms imposed by the United States in these coun-
tries after World War II, particularly agrarian and tax reform, coupled with the high
educational levels already existing, provided the basis for a reasonably fair income
distribution.
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24. Yet, a new stabilization plan, led by Finance Minister Fernando Henrique
Cardoso, was under way. This plan, analyzed in Chapter 15, has competently con-
trolled inertial inflation in Brazil.

CHAPTER 3

1. Note that I am not equating capitalists with the upper class, and technobu-
reaucrats with the middle class. There are many middle-class capitalists and a grow-
ing number of upper-class technobureaucrats.

2. The hypothesis that the state’s growth follows a cyclical pattern was origi-
nally presented at the symposium “Democratizing the Economy,” Wilson Center and
the University of Sdo Paulo (1988), and was published in Portuguese in Revista de
Economia Politica 9(3), July 1989.

3. The literature concerning state intervention in Brazil is fairly extensive.
See, for instance, Suzigan 1976, 1988; Martins 1985; Evans 1979; and Rezende da
Silva 1972.

4. See “The Tokyo Symposium on the Present and Future of the Pacific Basin
Economy—A Comparison of Asia and Latin America,” sponsored by the Institute of
Developing Economies, Tokyo, July 25-27, 1989. The papers were published in
Fukuchi and Kagami 1990.

5. Actually, some were competent theoretical economists.

6. On this point see, among others, Naya 1989.

7. This attack on the technobureaucracy was part of the long Brazilian transi-
tion to democracy. The alliance between the bourgeoisie and the military and civil-
ian technobureaucrats was first broken in Brazil in the mid-1970s. In my book O
Colapso de uma Alianga de Classes (1978), I analyzed this political process.

CHAPTER 4

1. Idiscussed the first two variables in an earlier work (Bresser Pereira 1986).

2. Joseph Schumpeter (1911) felt finance had a decisive role in the investment
decision. Kalecki (1933) and Keynes (1937) also thought the financial system played
a crucial role in the increase of investment. A recent debate among post-Keynesian
economists (Asimakopulos 1983, 1986; Kregel 1984-1985, 1986; and Davidson
1986) follows the same line. For underdeveloped countries, the role of external
finance has been recognized since the first studies of development economics were
conducted in the 1940s. In this chapter I am taking for granted the role of finance and
am emphasizing the role of primitive accumulation and forced saving in the early
stages of development.

3. At this time Antonio Delfim Netto, who created the CIP in the late 1960s,
assumed the Planning Ministry.

CHAPTER 5

1. The original articles on the fiscal crisis of the state in Brazil are Werneck
1983, 1985, 1986, 1987; and Bresser Pereira 1987. Werneck’s work on the fiscal cri-
sis was pioneering. My contribution was to define, first in an article and then through
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the Macroeconomic Control Plan (Ministério da Fazenda 1987), the fiscal crisis of
the state as the basic cause of the Brazilian crisis in the 1980s. Chapter 4 essentially
corresponds to this 1987 article, which was presented at a seminar in Cambridge
shortly before I took office as finance minister (April 29, 1987).

2. A populist developmentalist economic policy adopted by the rightist
authoritarian government during these two years achieved GDP growth rates above
8 percent, whereas the external debt increased from $38 to $60 billion. Populism
may be distributivist when its origin is in the left or developmentalist when its ori-
gin is in the right. Its results are little different in terms of internal and external unad-
justment.

3. Between 1980 and 1984 state expenditures on personnel were reduced from
6.18 to 5.59 percent of GDP; in 1988, however, total government expenditures on
personnel were back to 7.80 percent of GDP. It is interesting to note that a consider-
able part of the reduction was reached at the municipal and state levels. At these lev-
els the expenditure decreased from 2.71 to 2.39 percent of GDP between 1980 and
1984 and increased to 3.30 percent of GDP in 1988.

4. Brazilian economists realized this in early 1985. See Arida 1984 and Neto
and Resende 1985.

5. On the validating character of the money supply in Brazilian inflation, see
Rangel 1963 and Bresser Pereira and Nakano 1983. It is interesting to observe the
pioneering character of Rangel’s contribution, which was published seven years
before Kaldor’s well-known article (1970).

6. After and as a result of the 1981-1983 recession, the public deficit was not
eliminated, but it achieved its lowest level of the decade—2.7 percent of GDP—in
1984 (see Table 5.2).

7. The positive change in 1990 was a consequence of the extraordinary mea-
sures involved in the Collor Plan I (March 1990), including the freeze of almost 70
percent of financial assets in Brazil (see Chapter 13).

8. The interest rate did not necessarily increase because of the trade-off with
maturities. In 1986 the creation of the Letras do Banco Central, which had a very
short maturity (practically one day), was a recognition that with very large rates of
inflation it was impossible to have long-term financing for the Brazilian state, but it
was also a form of controlling speculation and reducing the interest rate to nearly
zero in open market operations.

9. Bacha (1989) showed that the real transfer of resources from Latin America
was the main factor in the drop of the gross formation of capital in the region from
23.4 percent of GDP in 1979 to 18.8 percent in 1986 because internal savings
remained almost constant in this period.

10. Real transactions include the trade balance plus real services minus inter-
ests.

11. For a general presentation of this theory, including a survey of the main ini-
tial contributions to it, see Bresser Pereira and Nakano 1987.

12. The term inertial is not the best to define this high and chronic type of infla-
tion. In Nakano’s and my first articles on the subject, we used the expression
autonomous inflation.

13. For an interesting analysis of the endogenous acceleration of inflation
based on a rational expectations (but not monetarist) approach, see Antonio Kandir
1988:170: “In conditions of financial fragility of the public sector, the expectational
dimension of prices, which usually has a fundamental role, becomes dominant in the
process of acceleration of inflation.”

14. For a very interesting critique of this view, see Baer and Beckerman 1989.

15. These equations were originally developed in Phillip Cagan’s classic arti-
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cle on hyperinflation (1956). But he did not conclude from these relations that the
character of the money supply was essentially endogenous.

16. The rate of inflation, p’, can also be expressed as dp/p. If we define real
seigniorage as dM/p, we have

dM/p = (dMIM)(M/p) = d(M/p) + p’ Mip
p'Mip=dMip —d(Mip)

See the application of these concepts to the Brazilian economy in Cardoso 1988a and
Dall’ Acqua 1989.

17. It is relevant to note that one of the outstanding Brazilian economists who
helped to formulate the industrialization strategy through protection and state invest-
ment, Igndcio Rangel, has become a supporter of privatization of public services to
promote needed investments in this area since he wrote the Postface of the third edi-
tion of A Inflagdo Brasileira (1978).

18. Figures on capital flight are always imprecise, but according to estimates
made in the Brazilian financial market, capital flight, around $1 billion in the 1970s,
increased to around $3 billion when the debt crisis became evident in 1983; in 1988
it doubled, and in 1989 it was over $10 billion. According to World Financial
Markets (December 1988), the accumulated flight of capital assets from Brazil was
$6, $8, and $31 billion in 1980, 1982, and 1987, respectively. From a relatively low
level, it was growing at a faster pace than, for instance, was the case in Mexico,
whose respective figures were $19, $44, and $84 billion. In 1980 accumulated capi-
tal flight was more than three times higher in Mexico; in 1987 it was 2.7 times high-
er. In both countries the relationship between capital flight and the internal crisis that
followed the debt crisis is fairly clear.

19. The capital-output ratio, around 3 in the 1970s, averaged 5.5 in the 1980s
if we take the investment rate in constant prices.

CHAPTER 6

1. William Cline, who in the 1980s insisted that the debt crisis was only a li-
quidity crisis (1984), recently published a book (1994) and an essay in The
Economist (1995) in which he aknowledged that the 1980s debt crisis eventually
became not a liquidity problem but a solvency crisis. He stressed that this crisis is
over because the net debt relative to exports for the seventeen highly indebted Baker
countries (most in Latin America), which in 1986 was 384 percent, had fallen to 225
percent in 1993. Yet he insisted that the December 1994 Mexican crisis was really
only a liquidity crisis. Let us hope Cline is now being realistic. Washington econo-
mists tend to be optimists when policies are originated in the developed countries,
whereas they are pessimists whenever decisions arise in developing countries.

2. Estimates of the reduction achieved by Mexico vary from 11 to 18 percent,
according to the method used.

3. Dornbusch (1989:350), examining the data on the debt and on the U.S. bal-
ance of payments, observed that “it is quite apparent that the large size of the U.S.
external deficit is at least to some extent a counterpart of the ability of debtor coun-
tries to service their debt by noninterest surpluses.”

4. These two ideas were the core of the Brazilian strategy for dealing with the
foreign debt in 1987, when I was finance minister. After a “nonstarter” from
Secretary Baker (September 1987), the two ideas received wide acceptance. See
Bresser Pereira 1992a, 1993a, 1995.
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5. At the beginning of September 1987, when, speaking for Brazil, I proposed
the securitization of part of the Brazilian debt and received a “nonstarter” from
Secretary Brady, the only support I received came from Kiichi Miyazawa, then
finance minister of Japan, who said “he felt attracted by the idea of converting the
old debt into new securities as proposed by Brazil [and] suggested that an interna-
tional financial agency—such as the World Bank, through the IFC [International
Finance Corporation]—present a precise project on the subject” (Gazeta Mercantil,
September 15, 1991, reproducing a Financial Times report). At the 1988 IMF-World
Bank meeting in Toronto, Miyazawa presented a plan for debt reduction that was a
direct antecedent to the Brady Plan.

6. The exposure of the nine top U.S. banks in Latin America, as a percentage
of primary capital, was reduced from 179.8 percent in June 1982 to 74.9 percent in
September 1989 (ECLAC 1990:43).

7. On the self-defeating character of fiscal adjustment for the highly indebted
countries, see Chapter 5.

8. It cannot be said that a straightforward relationship exists between debt and
inflation because there are some highly indebted countries with low inflation. The
trend, however, is clear. Highly indebted countries tend to suffer high inflation.
According to the IMF (1990:61), among the net debtor developing countries that had
high inflation between 1983 and 1989, 89 percent had debt-servicing difficulties.

9. For an original overview of the theory of inertial inflation, see Bresser
Pereira and Nakano 1987. The complete original statements on the theory are found
in Bresser Pereira and Nakano 1983, Resende and Arida 1984, and Lopes 1984. On
the need for combining orthodox and heterodox policies to control this type of infla-
tion, see also Ramos 1986, Bacha 1988, Kiguel and Liviatan 1988, Beckerman 1991,
and Bruno 1991.

10. The failed coup d’état in Venezuela in February 1992 is a good example of
the political instability associated with tight fiscal and monetary policies while for-
eign creditors are spared the adjustment burden. There is a large body of literature on
the relationship between stabilization policies and the consolidation of democracy. A
partial survey of this literature is found in Bresser Pereira, Maravall, and Przeworski
1993.

11. On the limits of the Brady Plan, see Bacha 1989, 1991; Bresser Pereira
1989b; Devlin 1989b; and Sachs 1989b.

12. The view of the banks, which evolved toward voluntary debt reduction
beginning in September 1987, is well described in the December 1988 issue of World
Financial Markets, published by Morgan Guaranty (“LDC Debt Reduction: A
Critical Appraisal”).

13. This section was originally written with Jeffrey Sachs.

14. The IDDC was the name of the debt facility proposed in a pioneering way
by Peter Kenen (1983), when the discount in the secondary market did not yet exist.
Felix Rohatyn (1983) made a similar proposal at that time based on the financial
strategy he had used to solve New York City’s debt crisis. James Robinson I, chair
of the American Express Bank, made a similar and very detailed proposal (1988).

CHAPTER 7

This chapter was written with Yoshiaki Nakano.

1. Transference of real resources is equal to the current account minus factor
payments (interest and dividends), or it is equal to the real transaction surplus: the
surplus in the trade account plus the balance in the real services account.
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2. We exclude the Bresser Plan from these consequences because it was an
emergency plan enacted to control the deep crisis ensuant on the Cruzado Plan’s fail-
ure. It did not intend to end inflation but only to halt it for a time. It did not include
monetary reform, the deindexation of the economy, or the freeze of the exchange
rate, unlike the other plans. Launched in June 1987 it assumed that by December of
that year inflation would reach 10 percent; in reality, it reached 14 percent (Bresser
Pereira 1993a).

3. In Table 7.3 we use the IGP/FGV because it is an index with a long and
consistent series, whereas the official consumer price index IPC/IBGE—which we
often use in the text, was subjected to methodological changes (vectors) during the
1986, 1987, and 1989 freezes.

4. In fact, this spread varied greatly during the year, as successive speculative
attacks against the novo cruzado raised it. The government responded with its only
and self-defeating weapon: increased interest rates.

CHAPTER 8

1. The term left in Latin America is often confused with the extreme left. In
this work I am speaking only of the left and the right, without using the concepts of
moderate left and moderate right. I am also not using the idea of “center,” which is
generally a euphemism for the right to hide behind. In this chapter the left extends
from the far left to the centrist left.

2. The left intends to have its base among the workers, the proletariat, but to
a greater or lesser extent, intellectuals or, in a broader sense, technobureaucrats
always constitute the base and the leadership of the left.

3. 1 make the assumption that the state develops through a cyclical process
similar to long economic cycles. The state and the market are complementary agents
in coordinating the economy. Faced with the limitations of the market, the state tends
to increase its intervention in the economy. This intervention is initially successful,
but distortions later emerge that ultimately produce fiscal crisis and the necessity to
again reduce the role played by the state.

4. This is just the opposite of what occurred with the left, which often tended
to be nationalistic based on the fact that the imperialist countries are also capitalist.
Ultimately, this nationalism became anti-North Americanism, just as the right’s
“selling out” or cosmopolitan position was a way for it to identify with the capital-
ism of the countries of the center.

5. In the United States the term /eff applies only to the Marxist or neo-Marxist
left. The moderate or progressist left is called liberal. 1 prefer to use progressive or
social-democratic to avoid confusion with the European meanings of liberal and lib-
eralism. A liberal in the U.S. sense is a democratic social reformist who opposes the
conservatives—the European and Latin American liberals. Galbraith is the ultimate
U.S. liberal. President Franklin D. Roosevelt is the prototype of the U.S. liberal
politician. To avoid misunderstanding, the English, who are placed between the
United States and Europe, very appropriately began to use the term neoliberal to
define today’s radical liberals in the European meaning. They may also be called
neoconservative. B. Schneider gets confused and calls neoliberals the “new liber-
als”—that is, the new progressive politicians who appeared in the Democratic Party
beginning in the 1970s, stressing market coordination of the economy, as opposed to
the “old liberals” in the Roosevelt-Galbraith tradition.

6. This began with the speech I gave when I took office (April 1987) in the
midst of the crisis caused by the Cruzado Plan. I was called “conservative” when I
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spoke of the necessity to make adjustments in the Brazilian economy and to increase
exports. From that day on, it became clear to me that one of the Latin American left’s
important tasks was to define progressive thought and economic policy.

CHAPTER 9

1. The inefficiency or incompetence of economic reforms—not only because
they are populist but also because they are orthodox, ignoring the specificities of the
Latin American countries and particularly the abnormal times the region underwent
in the 1980s—is a basic assumption this book adopts. The theme is discussed espe-
cially in Chapter 12.

2. On populist literature, see Weffort 1965, 1980; Di Tella 1966; Ianni 1968;
Bresser Pereira 1984; Erickson 1975; and Touraine 1988.

3. The original version of this chapter was presented at the seminar
“L’Internationalization de la Démocratie Politique,” University of Montreal,
September 1988. In the same year in Venice, Jeffrey Sachs presented an excellent
paper on economic populism, “Social Conflict and Populist Policies in Latin
America” (1988). Three years later, Dornbusch and Edwards (1991) and Bresser
Pereira (1991), in the United States and Brazil, respectively, edited similar books on
economic populism.

4. See the first Brazilian editions of Bresser Pereira 1984.

5. I further developed this new interpretation of Latin America, which would
later be called the dependency theory, in Bresser Pereira 1984. Chapter 4 in this book
describes the collapse of the populist pact as some of its tenets were being refuted.
The most important tenet was the belief that multinationals would oppose Brazil’s
industrialization. The imperialist interpretation took this view for granted; the new
dependency theory challenged it. Investments coming from the multinationals could
distort the economy and the distribution of income, but they had indeed been real-
ized in the manufacturing industry since the early 1950s.

6. Alexandre Barbosa Lima Sobrinho (1963:11, 19) said “the substance of
nationalism is an antagonism of interests or ideals.” And adds, quoting Boyd C.
Shafer (Nationalism: Myth and Reality), “‘the true nationalism is also anti something
foreign to the nation.”

7. Developmentalism and economic populism were later also an attitude and
a practice adopted by the right, as the economic policies of the military regime
(1964-1984) demonstrate. The National Plan of Development II (1974) is an exam-
ple of developmentalism, and the 1979-1980 attempt to produce a new economic
miracle rather than adjusting, an example of economic populism.

8. The 1989 Summer Plan was a typical attempt to control inflation by adopt-
ing a very orthodox monetary policy. The resulting high interest rates were a major
cause of the subsequent hyperinflation. In May-December 1990 the second phase of
the Collor Plan—the Eris Plan—was a fully monetarist attempt to control inflation.

9. The last edition of Samuelson and Nordhaus’s classical introductory text-
book on economics has a full section on inertial inflation.

CHAPTER 10

1. I use “legitimacy” in the Weberian sense, which has nothing to do with
legality. A government that has legitimacy is one that is supported by civil society.
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Civil society is the complement of the state in a nation-state or a country. It is the
society operating in the market and in politics, made up of classes, groups, and indi-
viduals with differentiated political powers depending on their organization, their
control of the economic means, and their intellectual competence.

2. Marcilio Marques Moreira adopted a conventional or orthodox plan to fight
Brazilian inflation. The plan received formal IMF approval but obviously failed. I
analyze this failure in Chapter 14.

3. See Cardoso 1991.

4. This political pact is analyzed in Chapter 17.

5. Collor borrowed the concept of social liberalism from an outstanding
Brazilian political thinker, José Guitherme Merquior. Merquior’s source was proba-
bly Norberto Bobbio, who has debated this contradictory concept in his books. The
idea was initially proposed in Italy at the beginning of the century. For a survey, see
Bobbio 1990.

6. On the new neoliberal right, see Bosanquet 1983, Levitas, ed., 1986,
Dunleavy and O’Leary 1987, and Barry 1987.

7. For example, Andrés Perez in Venezuela, de la Madrid and Salinas in
Mexico, Fujimori in Peru, and Menem in Argentina.

8. President Collor’s popularity, measured nationally by Datafolha, consis-
tently declined. In April 1990, after its first month in government, 67 percent of the
population evaluated the Collor administration as very good or good. After one year
in office this rate fell to 16 percent. Two years later it fell to 10 percent. In April
1992, after he changed his cabinet, the percentage of the population viewing Collor’s
administration as good or very good increased to 12 percent. Two months later, after
the new political crisis, this rate remained at 12 percent, but the percentage of the
population considering the administration bad or very bad reached an all-time high
of 65 percent. After one year in office this percentage was 42 percent, and after two
years it was 58 percent (Folha de S. Paulo, June 25, 1992).

9. I am indebted to the collaboration of Philippe Faucher on this section.

10. On the net costs of adjustment and reform, see Bresser Pereira 1993c, Abud
1992, and Bresser Pereira and Abud 1994.

CHAPTER 11

1. I am weli aware that many people who call themselves social democrats
and who are members of social-democratic political parties are, in fact, liberal
democrats.

2. Note that I always use the term /iberal in the European sense.

3. See World Bank, World Development Report 1991.

4. The sources for these figures are the Instituto Brasileiro de Geografia e
Estatistica (IBGE) and the World Bank, World Development Report 1991.

5. The poverty line in these studies, in terms of monthly dollar income, varies
according to the cost of living in each region or city. The poverty line was $54 in the
urban north and center-west, $35 in the urban northeast, $48 in the urban southeast,
and $39 in the urban south.

6. 1 developed this theme in the book Estado e Subdesenvolvimento
Industrializado (1977: Chapter 2). This theory was one of the assumptions I used to
predict the transition to democracy in Brazil as an outcome of the bourgeoisie’s deci-
sion to quit its political alliance with the military (Bresser Pereira 1977).

7. This problem could be solved or circumvented by a minimum-income
social program, based on the idea of the negative income tax, as Senator Eduardo
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Matarazzo Suplicy proposed in Congress (see Suplicy and Cury 1994). The effec-
tiveness of such propositions, however, is limited, and they fail to address the fiscal
crisis of the state.

CHAPTER 12

1. The Soviet Union was the extreme case of a dominantly statist social for-
mation. I wrote extensively on this subject in the 1970s: the statist or technobureau-
cratic mode of production, the bureaucratic organization as the correspondent rela-
tionship of production, the bureaucratic class as the collective owner of the means of
production, high direct and indirect salaries as the form of appropriation of the sur-
plus, and so on. See Bresser Pereira 1980.

CHAPTER 13

This chapter was written with Yoshiaki Nakano.

1. This consensus was held by everyone except a few populist economists,
who either insisted that a budget deficit was acceptable when there was no full
employment (actually, Brazil was near full employment in 1989) or said that reduc-
ing the stock of public debt was more effective in stabilizing the economy than cut-
ting the budget deficit, which was essentially a financial or structural deficit.

2. The real interest rate on Treasury bills was high between 1981 and 1984
and in 1988 and 1989, when monetarist policies prevailed. It was low or negative in
1985-1986 for populist reasons. At the end of 1986, with the creation of a new sys-
tem of Treasury bills whose rate of interest was defined daily (the Letras do Banco
Central and Letras Financeiras do Tesouro, which replaced the Obrigagdes do
Tesouro Nacional), it was possible to limit speculation and to reduce the rate of inter-
est on the overnight market. In 1987 the government was able to pay low interest
rates while maintaining a positive interest rate in the financial market. The trade-off
was that the money supply became additionally endogenous.

3. The figures in Table 13.1 overestimate the interest on the internal debt and
the public deficit. They were calculated by the Central Bank using as a deflator the
IPC of the month, t. The acceleration of inflation was very strong in 1989, and so this
methodology is unacceptable. Since the IPC measures inflation with a lag of about
one month, an alternative deflator (¢ + 1 IPC) can be used. According to this more
correct methodology, the interest on the domestic debt will probably fall to 4.3 per-
cent of GDP in 1989; for the other years it will likely turn negative. The public deficit
in 1989 should fall to 7.2 percent of GDP.

4. In the German monetary reform of June 1948, for instance, the conversion
factor between reichsmarks and deutsche marks was 10 to 1. Thus 90 percent of the
old reichsmarks were confiscated, whereas in Brazil the novos cruzados (the old
money) have only been blocked.

5. M4 was NCz $4.2 trillion (US$100 billion, considering the official
exchange rate on March 16 of 42.3 cruzeiros per dollar). Around US$33 billion was
converted in cruzeiros; thus initially US$77 billion in novos cruzados was blocked.

6. There are no official figures for the operational deficit in 1989, but the esti-
mates are around 7 percent. Part of this increase can be explained by the extraordi-
nary acceleration of inflation and the active interest policy adopted by the former
government.
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7. For financial asset holders who made their investments at the end of
February, this did not represent a loss because the rate of inflation “point to point”—
from February 28 to March 31-—was around 40 percent. Investors who bought assets
earlier, however, may have suffered a loss (that is, the government won a debt reduc-
tion) because an underestimation of inflation would be compensated for by the offi-
cial rate of inflation of 84 percent in March.

8. See Rangel 1963, Kaldor 1970, Merkin 1982, Bresser Pereira and Nakano
1983, and Davidson 1984. Merkin’s chapter includes a survey on the subject.

9. I am considering a GDP of US$365 billion.

10. The stabilization plan did not change the rules of the financial market
regarding overnight deposits. It continued to be possible to transfer part of the cash
deposits to overnight deposits every afternoon (until 1 PM.) and have them be auto-
matically transformed to cash deposits the next morning. Thus the increase of M/
and the reduction of the overnight deposits were smaller than would have been the
case if the government had established a minimum maturity of one week for Treasury
bills. Doing something in this direction would have reduced the confusion about
what is money and what is not, although confusion would not have been eliminated.

11. The real interest rate immediately following the plan was very high. It went
down because the nominal interest rate was lowered by the authorities (or by mone-
tary policy). In early May it was still very high. In June, as inflation accelerated and
the Central Bank did not acknowledge this fact, the real interest rate became increas-
ingly lower and finally negative.

12. The consumer price index in March, utilizing the traditional methodology
of comparing the average prices for the month against average prices in the previous
month, was 84 percent.

13. Average real wages decreased 22.6 percent from February 1989 to February
1990, according to the FIESP index of real wages (indexed by inflation of the next
month [7 + 1] because the consumer price index {IPC/IBGE] has a lag of one month).
In March the real wage reduction had fallen to 10 percent. In June, given the pres-
sure of unions, the pressing public issue related to the plan was the “recovery of loss-
es” suffered by workers.

14. Regular price indices are inadequate to measure inflation after a freeze.
They include a heavy inflation residuum because they compare the present month’s
average prices against the last month’s average prices. As a consequence, it takes
some time for the index to reflect the end of the inflationary process. Thus end-to-
end is a more realistic measure of inflation following a shock because it eliminates
the carryover embodied in regular price indices that work with monthly averages.

15. Based on the previous wage law, which indexed wages according to the
inflation (IPC/IBGE) of the previous month, workers demanded a wage increase of
84 percent for April and 44 percent for May (a total of 166 percent), whereas actual
inflation, calculated according to the end-of-the-month/end-of-the-month methodol-
ogy rather than the average-of-the-month methodology, was 3.3 percent in April and
6.2 percent in May.

CHAPTER 14

1. It should be noted that John Williamson (1993b), who coined the expres-
sion “Washington consensus,” feels strongly that in addition to political support, suc-
cessful economic reforms require a competent and stable economic team and a com-
prehensive economic program.

2. In this chapter a “heterodox” stabilization policy is one that acts directly
over prices, wages, or the exchange rate, whereas an “orthodox” one acts indirectly
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over prices through fiscal and monetary policies that affect demand, change expec-
tations, or both. According to this definition, income policy is a heterodox policy.

3. A shock may be heterodox (a price freeze combined with a social agree-
ment) or may be based on a nominal anchor (usually the exchange rate, which will
be fixated and made convertible). The alternative to shock therapy is gradualism,
which may be orthodox (based on fiscal and monetary policies or on guidelines) or
heterodox (also based on guidelines and on an income policy).

4. Given the high interest rates, only the state, the state-owned enterprises,
and a few bankrupt firms are highly indebted in Brazil today.

5. The first opportunity was lost with the inavguration of the new administra-
tion in March 1990, when the Collor Plan I was implemented and failed to stabilize
the economy.

6. Hélio Jaguaribe became the secretary of science and technology, Celso
Lafer of foreign affairs, Adib Jatene of the Ministry of Health, Elieser Batista of spe-
cial economic development projects, and José Goldemberg became the minister of
education; all had been in the government since March 1990. Marcilio Marques
Moreira had been in the government since April 1991.

7. In fact, even with small or moderate inflation the money supply is relative-
ly endogenous. See Rangel 1963 and Kaldor 1970.

8. The explanation for the acceleration of previous inflation is found in
Chapter 13.

9. For more on this, see Tokeshi 1991. In this work he looks for the “micro-
foundations” of inertial inflation.

10. The distinction between expectations and decisions can be illustrated by the
views of a rich Brazilian rice merchant, who once actually said to me, “Money is a
serious matter. One should not play with it.”” “Money” to him means profit. To “play
with profit” is to make decisions according to volatile, unreliable expectations.

11. T owe this distinction between price decisions in the real sector and those in
the financial sector to Fernando Hollanda Barbosa.

12. On my personal experience in the Finance Ministry, see Bresser Pereira
1992a, 1993a, 1995.

13. In a previous article on which this chapter is partially based (Bresser
Pereira 1992b), I referred to eleven rather than twelve plans. The reason for this dif-
ference is that I decided to recognize the second phase of the Collor Plan I as a dis-
tinct stabilization plan—the Eris Plan, after the Central Bank governor Ibrahim Eris.

14. 1 developed this idea in Bresser Pereira 1989a.

15. According to Ffrench-Davis and Devlin (1993:4), “The Brady agreements
represented a modest foreign cash flow relief, inferior to 1 percent of the GDP (it var-
ied from 0.2 to 0.8 percent).”

16. 1 originally developed the concept of net transitional costs in Bresser
Pereira 1993c. For further development of the concept, see Abud 1992 and Bresser
Pereira and Abud 1994.

17. This last case was analyzed and formalized by Przeworski (1991) and
Alesina and Drazen (1991).

18. From May to October 1992 the Marcilio Plan was the victim of the politi-
cal crisis that led President Fernando Collor to resign. Yet the political crisis does not
explain the failure of the stabilization program, which was already clear in April.

CHAPTER 15

1. The insufficient discount the Brady Plan provided was immediately signaled
by Devlin (1989b), Sachs (1989b), and Bresser Pereira (1989b). Recently a Ph.D.
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candidate at the Getilio Vargas Foundation (Jairo Abud) critically evaluated
Mexico’s debt agreement and, more generally, its macroeconomic policy. According
to Abud (1994:35), between July 1989 and December 1993 the average reduction in
interest disbursements was 5.6 percent of the debt (equivalent to US$759 million),
which is smaller than the expected reduction for one year.

2. The best-known example of an orthodox, gradual stabilization of high infla-
tion is the case of Chile (1973-1979). The social costs, however, were extremely
high, compatible only with a fierce dictatorship like that of General Pinochet. Also
in Chile, although inflation was high, it did not become inertial or have an informal
indexation,

3. See, for example, Dornbusch and Fischer 1986; Kiguel and Liviatan 1988;
and Bruno 1989, 1991.

4. Bresser Pereira and Nakano (1984) and Lopes (1984) were the first to pro-
pose a price freeze. Arida (1983, 1984) and Lara Resende (1984), individually and
together (Arida and Resende 1984), were the first and only authors to propose the
index money (Arida) or the second money (Resende) as a means to neutralize iner-
t1a.

CHAPTER 16

1. On the “anti” character of nationalism, see Lima Sobrinho 1963.

2. See Bresser Pereira and Thorstensen 1992; and Thorstensen, Nakano, Faria
Lima, and Sato 1994.

3. This testimony is published in Bresser Pereira 1991.

4. This expression was used by Uruguay’s president, Jilio Maria Sanguinetti,
in his speech in Cancin, Mexico, in November 1987, when eight Latin American
presidents met to discuss the debt crisis.

CHAPTER 17

1. Tam not using the term government as synonymous with the state, as is usual
in the Anglo-Saxon tradition, but as the people who direct the state in the executive,
legislative, and judicial branches. Government here is the top of the state.

2. T analyzed the political pacts in Brazil in three books (Bresser Pereira 1978,
1984, 1985).

3. Bolivar Lamounier (1989, 1990) emphasized the 1974 election as the turn-
ing point in the transition, whereas I, although not ignoring the significance of that
election, maintain that the bureaucractic-authoritarian coalition actually began to
break down in 1977. I first developed this explanation for Brazil’s transition to
democracy in Bresser Pereira 1978. See also Bresser Pereira 1983, in which I ana-
lyzed the process of democratization within civil society, and Bresser Pereira 1984:
Chapter 9, in which I discussed the dialectic of redemocratization—demanded by
society—and abertura, an authoritarian strategy to postpone or limit the democrati-
zation process. Bresser Pereira 1985 is a collection of articles on the theme of polit-
ical pacts and the transition to democracy.

4. See, among others, Martins 1983, O’Donnell and Schmitter 1986, Selcher
1986, and Mainwaring 1992. O’Donnell and Schmitter (1986:19), whose work was
extremely influential, say “there is no transition whose beginning is not the conse-
quence—direct or indirect—of important divisions within the authoritarian regime
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itself, principally along the fluctuating cleavage between hard-liners and soft-liners.
Brazil and Spain are cases of such a direct causality.” Stepan (1986:19) originally
adopted the same stand. Yet in the English version of his book, which was published
later, fully revised, as Rethinking Military Politics (1988), he gave more relevance to
civil society.

5. In April 1977 President Geisel closed Congress when it did not approve a
law to reform the judicial system. The authoritarianism and gratuitousness of this act
provoked national indignation that set off the transition to democracy because it
broke down the political alliance between the bourgeoisie and the civil and military
bureaucracy controlling the government. See Bresser Pereira 1978.

6. See Bresser Pereira 1977, 1978, 1980.

7. On the neoliberal paradox, see Haggard and Kaufman 1991; and Sola 1993.

8. For an analysis of the Brazilian state bureaucracy, see, among others,
Martins 1976, 1985; Abranches 1978; Nunes 1984; Schneider 1991; and Gouvéa
1994.
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About the Book

o tas

This is a book about the economic crisis that seized Brazil and the rest of
Latin America in the 1980s, its political consequences, and the economic
reforms that were begun in the mid-1980s but that remain incomplete a
decade later.

From his vantage point as both an academic economist and a political
insider, Bresser Pereira explains Brazil’s—and more generally, Latin
America’s—economic problems in terms of a crisis of the state. Finding the
paradigms of structuralism and dependency no longer useful in the face of
the issues of the 1980s and 1990s, and rejecting neoliberalism as a solution,
his crisis of the state approach seeks a new synthesis, advocating a prag-
matic, social-democratic strategy for reform.

Fiscal adjustment and structural reforms, argues Bresser Pereira, should
not be seen as attempts to minimize state intervention, but instead as reforms
of the state, with the ultimate goal of rebuilding it.
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