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Recession and Inflation: 1981

The justification given by the neoclassical economists for the fiscal and
monetary policies of controlling inflation is that a reduction in demand
tends to reduce prices. This assertion can be found in any traditional
textbook and is accepted by most people as an obvious truth. Nevertheless,
there is nothing further from the truth than the traditional neoclassical
theory of prices.

Actually, it forms a very important ideological justification, and it
will continue to appear in the traditional textbooks for a long time for this
reason. In this chapter, we intend to show that the monetarist economic
policy implemented in late 1980, which tried to control inflation by a
recession, actually accelerated it, especially in the oligopolized sectors of
the economy.

By analyzing the price indices collected by the Getilio Vargas
Foundation, we can verify that the oligopolized sector of the Brazilian
economy showed an acceleration in inflation during the same period in
which demand underwent a very strong retraction. The fact that the
annualized inflation rate verified in the May-June-July 1981 quarter in the
oligopolized sectors was extremely high was a reflection of the monetarist
policy. In the oligopolized sectors such as beverages this rate reached
343.5 percent, for the tobacco industry 301.0 percent, for electric materials
224.7 percent, transport material 162.9 percent, etc. At the same time, the
more competitive sectors of industry, as well as the agricultural sectors and
the producers of raw materials, showed much lower rates: lumber 11.32
percent, the metal industry 35.04 percent, textiles, apparel, and shoes
§7.91 percent, food products 64.32 percent, agricultural products 40.38
percent, etc.

Thus the modest deceleration of inflation that occurred in 1981 was
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due to the fall in the rate of increase of the prices for agricultural products,
raw materials, and the more competitive industrial sectors. Although
output had fallen 9.6 percent in the manufacturing industry in the period
from January to November 1981, compared to the same period for 1980,
the wholesale price index for this sector showed a modest fall (100.3
percent in 1981 compared to 109.0 percent in 1980). In other words, the
results obtained by the monetarist policy implemented since November
1980 were negligible and could be temporary. All that is needed for the
inflation index to return to practically the same level as that of the
previous year is for the prices of agricultural products, which increased
only 70 percent in 1981, to adjust themselves to the same level as
industriat prices (Table 7.1).

1

The most obvious thing for us to do in order to understand inflation is pay
attention to the mechanism of the formation of prices. The traditional
neoclassical economic theory put forth in textbooks does not clear up
anything as long as it assumes that the exchange activities of abstract
individuals ("producers") determine prices. On the contrary, the modem
capitalist economy is dominated by big corporations that are
multidivisional and monopolistic, and this institutional characteristic must
be incorporated into any theory of prices. These corporations are made up
of units of capital with a complex administrative structure. Actually, they
are social agents dedicated to the valorization of capital, and it is in these
terms that prices are determined. On top of this, the process of
concentration, which is inherent in the capitalist system, permits the
creation of barriers to the mobility of capital. Each corporation has a
determined degree of monopoly, that is, the possibility of obtaining
monopolistic profit rates. In most industrial sectors, big oligopolies
dominate, and they administer their prices in the market independently of
the conditions of supply and demand.

Given these conditions, it is not difficult to understand why the prices
of the oligopolized sectors present behavior contrary to the neoclassical
dogma, accepted as an obvious truth, that a reduction in demand provokes a
reduction in prices. In practice, each oligopolistic corporation has its target
profit rate, determined by its degree of monopoly. In order to reach this
rate, it fixes a profit margin that, when added on to direct costs, will
establish a price capable of covering the overhead costs, in addition to its
target profits. Once this profit margin is calculated, it tends to remain



145

Recession & Inflation

uonepuno4 sebiea 0HMaYH LIIUIOUCId _IMUN[UOY) :92IN0S

vL 101 LS°801 Z8'801 L' 66 9z 0oLl S19NpoId
|e1Isnpu|
8E 0¥ LZvL Z2'S01 L0L L1°8EL $}0Npoid
{eanynouby
L8°08 €L°L6 L1°801 506 z9'8tl xapu| adud
81eS3|OUAM
LO'9€ 6126 0Z'96 z'98 66°CLL xapuj
uo0i1dNIISUOY)
Jo 1509
20'zol 0Z'LOl St'801 500t v£'98 xapu|
Buian o 1s0)
69°t8 90°501 05°0L1 2°G6 GG°'80L xapuj
90lld |erausn
Ls6L Aine | 186L AInr | L86L AInp 0861 0861
03 dn 03 dn ordn [*Qg0ed ‘_wo__h._h%wmn_
SYIUOA € | SYIUOIN 9§ | SYIUON ZL | SYIUO\ ZL | SYIUO ZL

(s@iey |enuuy) ajey uole|yu| 8yl Jo spuall L'z aqeL




The Brazilian Inflation

146

ceEv9 L1708 £0°¢o6 6°96 09'G68 s1onpoud pood
L6°LS L1°9G vZ¢'9/L 8'89 78101 $a0ys pue
Saylo|o sww__uxw._.
c0'l9 806 L9°¢eL 168 L6°EY Sinj pue iayies
2698 €819 L0801 818 ¢tLcl 91el1s] |eay
vELL 80°9¢ 99'G9 9'1Lc 06°/§G1 Jaquuin
t0'GE 96°¥9 L6°'6L AR %] ov' 2ol ABinjeray
186L AIne | 186LAINE | 186L AT | LoqUieseq | 1aqussneg
0} dn 0} dn 01 dn 03 dn wouy
syluow ¢ [ syyuow g jsyluow zlLlsyluow gjsyiuow gz

uolleIa|30ap AleUollR| Ul 1B3|O B MOYS 1Y) S10303s annnadwo) °|

1861 Buunioejnuey - (vdl) xapu| adlid 3|esajoym

c'Lalqel




147

uonepuno4 sebiep oyMay BoWIPU0d] eimuniuo) :83iNog

Recession & Inflation

00'L0¢E €10°.8¢C 8C'9G1 0o'egl 6£°G9 022eqO]
LG Eve l0'LCL g8'Lvl clLcl LL'8lL1L sabeionag
GZ'evl L8°E€91l ¥8°0€1 6€lLl ¢L 0EL s|ediwsyn
66°8G1 L9971 6C° 0Vl 5991 6C'9¢!L JBqqny
G98°/6G1 90°¢OolL €G6°01L1 50cl L8866 pieogpied 3 Jaded
G§9°/6G1 CcC'9LlL cL 971 0'8vli €G°/01 SaOIYsA I010A
6 C9l t1'€81 G8'6¥l v'oevl 8€°/L01L [eud1ew podsuel|
LC[CC G9°'lel e LEL ovel eL'alLl saouerdde swoH
€L'vCC 61841 0L'6¢l ¢'SElL 29901 jelialewl |edii1os|3
186L Anp | 1gsLAIne | 186LAINE | 5088t | 10 8850
0} dn 0} dn o} dn 0} dn woiy
syluow ¢ | syluow g [syjuow g lsyiuow zijsyuow g

sajes
Areuonejyul 1yB1y 10/pue UONRIS|IDIE PAMOYS 1BY]) S10103s pazijodobiQ ‘Z




148  The Brazitian Inflation

relatively constant. Under normal conditions, prices are determined by
adding the fixed margin to direct costs, which is why they tend to be
insensitive to variations in demand. In the meantime, any variation in
direct costs tends to be passed on to prices.

However, when demand falls drastically, as happened in the first
semester of 1981, fixed unit costs increase, and if the profit margin does
not increase, profits will be eaten away by this increase in costs. As
oligopolistic corporations have control over the market, they try to recover
the losses suffered from the fall in sales by increasing their profit margins.
By increasing the profit margin for the remaining sales, they try to assure
their projected profit rate.

This is exactly what happened in the 1981 recession. The Brazilian
economy entered a process of recession after extremely restrictive monetary
measures were applied beginning in the second semester of 1980. As a
result, the oligopolistic sectors raised their profit margins, provoking a
typical inflation of profits. It was precisely during the period of May-July
1981 when the corporations made the greatest cuts in the level of their
production, laying off many workers, so that their profit margins and their
prices underwent the greatest increases, as can be seen in Table 7.2. Once
the margins are raised, if there is no fall in demand, there is no reason for
the oligopolies to precipitate changes in prices. This explains why, in the
following months when demand fell less rapidly, the rate of inflation was
smaller.

2

Aside from these concentrated and oligopolized sectors, there is also a
segment of the economy made up of the agricultural sector, the sector that
produces raw materials, and some competitive branches of industry in
which the mechanism for establishing prices is very different from that in
the oligopolized sector. There is a free mobility of capital in these sectors,
and thus firms do not have the power to administer their prices.
Intercapitalist competition makes prices relatively flexible. When there is a
drop in demand, they react by reducing their prices in order to be able to
honor their financial commitments. This is clearly seen in Table 7.2,
where we can verify that these competitive sectors decelerated their prices
when demand underwent an accentuated fall.

However, this deceleration has its limits, because when prices cease to
cover direct costs, all corporations prefer to stop production. Thus, once a
level of prices is reached in which there is no profit, even the competitive
corporations begin to pass the increase in their direct costs on to their
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prices. The recessive policy then stops working in an anti-inflationary way
in these sectors.

In this way, what happens to inflation depends on the relative weight
of the competitive and oligopolistic sectors in the economy. If the relative
weight of the concentrated sectors is very great, the recession tends to
accelerate inflation by compensating for the falls in the competitive
sectors.

3

Obviously, this process of increasing profit margins has its limits. We
then need to know what these limits are and when they begin to act. They
depend on the degree of monopoly, that is, on the capacity of the
corporations to set up obstacles to competition, such as imposing barriers
for new corporations entering the sector, differentiating products,
controlling technology and channels of distribution, etc. The greater their
degree of monopoly, the longer the recession must last before the
oligopolies no longer respond by increasing their profit margins. However,
there is a moment in which this policy of raising prices no longer
compensates for the fall in sales, and all of the corporations go into the
red. This happens when the recession turns into a depression that is so
prolonged that it destroys the whole economy, provoking generalized
bankruptcy. Prices (relative to wages) also go up so much that demand
becomes extremely sensitive to new increases. At this point, the
unemployment level is so high that wages have already undergone big
reductions and inflation thus begins to yield. In this case, the monetarist
policy does have some effectiveness, but it is at the cost of a large increase
in unemployment and a reduction in real wages.

A effective reduction in the inflation rate takes place especially in the
next phase, when demand begins to be reactivated by the government itself
because of strong social pressures. As sales begin to increase, fixed costs
and profit margins may be reduced.

The above analysis clearly shows that the competitive sectors, along
with the workers who lose their jobs and have their real wages reduced, pay
the costs of the recessive policy adopted by the government. Only the big
oligopolistic corporations are able to transfer their losses from the retrac-
tion in demand to consumers by accelerating their price increases. Sooner
or later the workers and the competitive sectors will try to cope with their
losses from recession and from the deceleration of their wages and prices.

April 1982



