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1. Introductlon 

Is the defeat of inflation following a successful stabilization program sufficient to re­
store growth in the Brazilian economy? If international experience is useful to provide in­
sights, the evidence is at best contradictory. There are cases like Mexico (see Lustig, 1992) 
in which the falI in inflation in the context of a successful Brady arrangement was able to re­
duce overall uncertainty thus increasing the country attractiveness to investors, both domes­
tic and foreign. In other cases, like Bolivia (see Morales, 1992), the end of inflation and 
overindebtedness was not able to open the way to dramatically change the country's growth 
prospects. In Brazil, until very recently high inflation was not judged to impair the country' s 
growth proneness, whereas stabilization carried the stigma of high costs in terms of either 
wage repression as in the mid-60s or politically unbearable growth recession as in the 
rnid-70s. As a result, the political economy of inflation stabilization has always weighed 
heavily the scales of political support against inflation control and in favor of increasing the 
degree of indexation as a means to live with the illness rather than taking the strong medi­
cine to fight it. 

A change in prospects carne in the second half of the I 980s, following the dramatic de­
crease in economic growth. In view of the high inflation rates (from 100 to 200 percent or 
more) in which recession started, there was scarcely any voice asking for more inflation as a 
means to accommodate conflicting claims. In hindsight, an inquiry on the reasons behind 
the slowdown of the Brazilian economy in the 80s has to face four main facts: the upsurge 
of inflation, the externaI debt crisis, the fali in investment, and the disappearance of public 
savIDgs. 

The objective of this paper is to bring these issues together under a minirnally consis­
tent analytical setting, so as to try and examine the prospects for economic growth following 
macroeconomic stabilization. It discusses issues bearing on the long ruo prospects for Bra­
zilian economic growth between the second half of the 90s and the next decade, drawing 
lessons of the recent literature on the relationship between govemment expenditures and 
economic growth. Section 2 presents a brief description of an analytical model used as a 
guide in section 3 to the review of economic performance after the second oil crisis, with 
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special reference to the constraints which bound Brazilian economic growth. Section 4 sum­
marizes the issues and challenges which will have to be faced to restoration of economic 
growth in a more durable basis than has been possible in the last upsurges of economic ac­
tivity. 

2. Growth conatralnta, the Intereat rate and the exchange rate 

In spite of being one of the fastest growing economies in the world in the present centu­
ry, it has become questionable in the receot years whether Brazilian growth prospects can be 
safely inferred from its past dynamism. In fact, per capita income has been multiplied by a 
factor of five between 1940 and 1980 in 1990 US dollars, whereas population was multi­
plied by three, but between 1980 and 1992 there was a fall in per capita income of around 7 
percent, although population growth slowed down to 1.9 percent. Real GDP exhibited a 
rather steady annual average growth rate of 7 rercent between 1940 and 1980 to grow only 
1.2 percent per annum between 1980 to 1992. 

Polítical obstacles to the adoption of adequate stabilization policies is certainly one rea­
son behind this dramatic change in economic performance. Long ruo adjustment following 
and adverse shock such as the oil shocks ofthe 70s usually may be helped by policies affect­
ing interest rates and the real exchange rates so that the correct signals are transmitted to 
savers, investors, exporters as well as importers. In practical terms, however, the final 
movement of some macroeconomic variables are not obtained unless some measures are 
taken (nominal devaluations and cuts in public spending are the most common prescrip­
tions) which contract the leveI of activity at least in the short run, although the purpose is to 
curtail domestic absorption. The difficulties associated with such policies are easily under­
stood when one recalls what was the dominaot view on the role public expenditures were 
expected to play in the restoration of economic growth following the ftrst oil crisis. 

In the second half of the 70s, federal govemment funds were abundaotly used for the 
redirection of investment which was necessary to diversify exports as well as to encourage 
(through subsidies and tax expenditures) private investors to commit themselves with ao 
ambitious investment program aimed at adjusting supply to the new prospects of energy 
prices. Such policies had of course a rather unfavorable impact on govemment finances. 
Thus the budget prospects worsened because of the faU in tax revenues, the increase in pub­
lic investment requirements aod finally, the growing public debt. 

The macroeconomic logic of the two gap models in the tradition of Chenery-Bruno 
(1962) has been widely revived in the late 80s in order to aoalyze policy conflicts following 
the debt crisis. The addition of a fiscal gap has increased the model's usefulness as a tool for 
the policy analysis.2 The usual criticism of the two and three gap approach, however, is that 
little attention, if any, is given to the role price corrections usually play in structural adjust­
ment policies. 

A model in the gap tradition yet making explicit the price movements aod the adjust­
ment ofthe gaps may be described in very simple terms. The idea of gaps derives from ex-

1 In on1y lix ofthe forty ye .. , growth nde was below 4 percent, and only in 1942 there was a decline in GDP due 
to the w .. time Ihortagel. After 1980, GDP de<:lined in 1983, 1988, 1990 and 1992. 

2 See for example, Bacha (1982, 1989). Carneiro &. Werneck (1989) and Taylor (1993). Sá (1993) presents a rather 
complete review ofthe more recent literature. 
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istence of constraints (usually of fmancial nature. be it in foreign exchange or in domestic 
resources. public or private) to investment expenditures. In the short run (which may last 
long if the govemment somehow blocks the movement of prices) disequilibria between 
planned leveis and actuallevels of investment are solved by means of some "practical rule" 
which takes care of crowding out excess expenditures. Of course. the most common are in­
flationary fmance and balance of payments crises due to shortages of foreign exchange. 

The usual framework ofthree gaps may be easily grasped starting with the decomposi­
tion of total savings into its three components. private. public and foreign savings. the latter 
defmed by the current account deficit. Macroeconomic equilibrium will be defmed by 
equating total savings to total investment (private plus public). Total investment and its pro­
ductivity then defmes the maximum growth rate attainable in a given horizon. according to 
the (a) total availability of savings; (b) the possibilities of transfering savings between the 
public and the .private sectors. This transfer is done by the available fonns of deficit fmanc­
ing between the two "sectors". In the past experience of the Brazilian economy. different 
fonns of financing have occurred. In the late 60s and early 70s. the public sector surplus re­
sulting from the financial refonns was transferred to the private sector either by cheap credit 
or by direct subsidies generally implying negative interest rates and/or an overvalued cur­
rency. This means of course that allocation of public savings (either for public investment or 
to fmance private investment) as well as of foreign exchange under control of the Central 
Bank was essentially administrative. with an eye on sectoral "priorities" and in anticipation 
of shortages. In the late 70s the private sector surplus was transferred to the public sector in 
the fonn of increasing public debt. with increasing interest rates. 

One may assume that this long run equilibrium of macroeconomic flows in the domes­
tic economy as being detennined by interest rate (r) movements by means of two relation­
ships. given the exchange rate (e) as well as policies detennining the degree of openness. the 
levei of productivity enhancing activities and so on summarized in the parameter nj • The 
first relationship defmes g", the maximum growth rate allowed by the fiscal constraint: 

(I) 

The second one. gs' is the maximum growth rate consistent with the savings constraint: 

(2) 

It will be supposed that the effect on the real interest rates is negative on the fiscal con­
strained rate of growth defmed by (1) since higher interest means that higher deficits are re­
quired so as to absorb private savings to finance public investment (as in the late 70s), 
whereas the effect of higher interest rates is positive on the savings-constrained rate of 
growth (2), since we keep constant the external interest rate and disconsider new external 
dept scenarios. In this case, higher domestic interest rates will draw a higher volume of for­
eign savings into the country. 

The system fonned by equations (1) and (2) defmes thus for each levei of real exchange 
rate e the values of the equilibrium growth rate and real interest rate consistent with the sav­
ings constraint and with the budget constraint. The figure illustrates the long run domestic 
equilibrium. Domestic equilibrium means here that total savings are sufficient to fmance to­
tal investment (public plus private) and furthennore that the interest rate is consistent with 
the fiscal deficit to be fmanced. There is no guarantee, however, that at the real exchange 
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rate used to defme both loci, the amount of foreign finance attracted by the combination of r 
and e will be sufficient to close the balance of payments. Thus, even if the govemment allo­
cates resources disregarding price consistency, its current account swplus, as well as the 
foreign exchange under its control, pressures from an overvalued currency and/or from a 
real interest rate that is too low for flow consistency (possibly signalling an inconsistency 
between consumption and investment plans for the economy as a whole) are bound to be 
disruptive in the long TUD. In practice, failure to recognize the macroeconomic inconsistency 
of administrative allocation of savings and foreign exchange leads to the piling up of debt, 
domestic or externaI. Economic growth will then eventually be halted by either a Ponzi in­
ternaI debt or an external payments crisis. 

A third locus gr could than be defmed as the combination of growth rates and interest 
rates consistent with externaI equilibrium. 

This locus, defined similarly to the previous two, would be increasing since higher 
growth rates requires higher imports of capital goods and coeteris paribus a higher interest 
rate to fmance a higher current account deficit. Consistency between the interest rate and the 
exchange rate will occur only if the externaI constraints meet the other two at the same 
point. If at the domestic equilibrium interest rate, the growth rate warranted by the externaI 
constraint is smaller, and elasticities are not perverse, a real devaluation of the exchange rate 
would be necessary in order to promote general equilibrium. 

This simple framework will next be applied in to analyze the movements of the con­
straints to economic growth of the Brazilian economy in the 80s. 
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3. Conatralnad growth In tha aoa: a thr .. gap vlaw 

F ollowing the frrst oil crisis of the 70s and the ambitious investment program of the II 
National Development Plan aimed at long run supply adjustment, the Brazilian economic 
growth was made possible essentially by the availability of foreign finance and the use of a 
significant amount of public sector savings. In 1974, at the outset of the adjustment strategy, 
total public savings were of around 7 percent of GDP and net externaI debt was negligible, 
in view of the abundance offoreign fmance. By the end of the Geisel govemment, the strain 
on govemment finance was clear as public savings had been cut to one half in 1979. With 
the second oil crisis and the increase in externallending rates to Brazil, domestic macroeco­
nomic inconsistency led to an acute balance of payments crisis which forced the govem­
ment in the early 80s to finally increase real interest rates and devalue the currency.3 Tables 
1 and 2 summarize the overall economic petformance for the variables of interest here. 

Table 1 
Brazil: growth, inflation and investment 

Perioda 
Orowth Inflation Investment 

rate rate growthrate 

1978 4.93 40.80 4.7S 

1979-80 8.24 93.00 6.S2 

1981-82 -1.96 97.44 -9.SS 

1983 -3.4S 211.00 -16.10 
1984-86 6.93 161.66 11.00 

1987-89 2.26 933.79 -U9 
Source: IBGE - National Accounts Department. 

Perioda 

1978 
1979-80 
1981-82 
1983 
1984-86 
1987-89 

Table 2 
Brazil: selected itens of the capital account 

(as % of current prices GDP) 

Public sector Foreign 
savings savings 

S.06 3.47 
4.07 S.13 

2.84 S.12 

0.46 3.37 
0.94 0.69 
1.07 -0.34 

Soun:e: IBGE - National Accounts Department; Carneiro & Werneck (1993). 

Investment 

23.S2 

22.83 
20.13 
16.84 
17.06 
17.13 

Oross 
investment 

23.03 
23.24 
22.09 
16.68 
18.01 
23.32 

In an unpublished MA thesis, Luciana Sá (1993, chap. 3) uses a modified version of the 
three gap model with stylized parameters for the Brazilian economy developed in Carneiro 

3 The perioda are analyzed in Carneiro (1989) and Carneiro & Modiano (1989). And the changes in the relative po­
sitioDl ofthe private and the public sector are analized in Carneiro & Werneck (1993). 
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& Wemeck (1990) to check the changes in the constraints to economic growth, as Brazilian 
economic policy responded to the changes in the global economy in the 1980s. Table 3 sum­
marizes her fmdings. 

Table 3 

Periods 
Relevant Maximwn public Excess ofpublic 
constraint investment investment 

1978 fiscal 5.7 2.5 

1979/80· foreign -23.4 

1981182· foreign 1.3 3.1 

1983 fiscal 1.9 4.1 

1984-86 fiscal 2.0 4.4 

1987-89 fiscal 1.1 4.9 

Source: Sá, 1993, chap. 3. 

• Loss offoreign reserves in 1980 and 1982 is not considered as part of desired deficitfinancing. 

The results of table 3 suggest that, as expected, public investment, the most important 
instrument govemment made use of for the promotion of economic growth, was bound by 
the fiscal constraint at the end of the Geisel govemment due to the strain investment expen­
ditures and domestic debt posed on the public sector borrowing requirements. The calculat­
ed figures for 1979/80 reveal the implications of the radical change in the external scene, 
with the dramatic increase in interest rates and the doubling of oil prices for macroeconomic 
equilibrium. The strictness of the foreign constraints implied that, for macroeconomic equi­
librium in the 1979-82 period, a radical reduction of public investment would be mandatory. 
Since most projects were close to maturity (a variable ignored in such simplified models), 
what actually happened was the deterioration of the economy's externaI position. After alI, 
following the Mexican moratorium in 1982 it had to be "fmanced" by bridge loans and ar­
rears. 

These figures illustrate the limits to the growth promotion role of govemment as well as 
the role of accommodating changes in crucial prices for 10ng run adjustment. 

In the early 80s, after the second oil crisis, without much room in the budget to accom­
modate the conflicting claims for priority projects and without foreign exchange to fmance 
further supply shifts, the Figueiredo govemment promoted a drastic change in rei ative pric­
es through an increase in the real interest rate (1981) and an exchange rate devaluation 
(1983), and in response to the sudden shrinking of intemational finance following the Mex­
ican default. Thus, in order to restore the economy's growth capability after. 1983, it had to 
administer the dramatic recessive costs ofthe change in relative prices. 

The excess of public investment over govemment savings was fmanced essentially by 
higher inflation as well as the nationalization of private sector externai debt by the Central 
Bank up to 1985.4 Then, in the second half ofthe 80s, the failure of repeated stabilization at­
tempts from the Cruzado Plan in 1986 to the Collor Plans in 1990/91, based on increasingly 

4 See Carneiro (1986) on the nature ofthe adjustments ofthe economy following the two oil shocks and Carneiro & 
Werneck (1993) for the analysis ofthe effects ofthe disappearance offoreign fUlance on the composition ofsav-
ings and investment in the 1980s. . 
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discretionlUj' intervention on private contracts, led to growing uncertainty in asset markets, 
a disruption of the pricing mechanisms, a total disarray in the public budget administration 
and fmally a scarcity of private funds to fmance public deficit on a voluntlUj' basis. 

There were other causes of the interruption of Brazilian long run economic growth per­
formance, besides the above described fmancial inconsistencies. The economic debate on 
the nature of adjustment policies during the debt crisis by and large ignored that there was 
also a gap between the role that was expected from govemment institutions in the process of 
resource allocation in the economy and the role the Brazilian State in the post-1980 config­
uration has actually been able to play. Some of the consequences of this gap are reflected in 
the long ruo and can realistically be expected from the Brazilian State as a promoter of eco­
nomic growth. 

First, it may be obsetved that besides the fali in public investment due to decreasing 
availability of public savings there was an increasing inadequacy of fmance through the 
substitution of inflationary for non-inflationary sources in the financing of overall govem­
ment deficit.5 Moreover, inadequate budgeting policies and frustrated stabilization attempts 
led to growing inefficiency of public apparatus as a result of iniquous and uncertain rules for 
the defmition ofthe public empIoyees' pay, lack of commitment with long run projects and 
a general deterioration of public setvices have all played their role in the process of impair­
ment ofthe Brazilian State as a promoter oflong term growth.6 

Secondly, the incentives policies which had been adopted since the late 60s (following 
the fiscal and institutional reforms of the military regime in 1964/65) had been based on the 
ability of the federal govemment to generate a large primary surplus. Furthermore, the fi­
nanciai reforms promoted by the military in 1964-67 had opened ample room for public 
debt growth.' This domestic debt slack gave rise to the creation of a variety of successful 
mechanisms for capturing private sector savings and concentrating financiai power in the 
hands of State agencies. Cheap credit for private investors, easy fmance for large govem­
ment projects in the modernization of infrastructure (energy, transport and communication) 
and financiaI support for a variety of subsidies to foster private entrepreneurship in privi­
Ieged sectors were ali part and parcel of the instruments used to channeI investment funds 
- private and public - to the priority projects picked by the federal govemment planning 
authorities. By the second half of the I 980s this slack had long been exbausted. The picture 
of a bankrupt State with diffieulty to seIVe its debt was actually reinforced by an increase in 
the real interest necesslUj' to finance govemment borrowing requirements and the aggravat­
ing effeet devaIuation had on the publie defieit due to the size of the publie debt denominat­
ed in foreign currencies. 

Thirdly, protectionist trade barriers and sectoral complementarity, which had been a 
crucial eIement of the "intelligent State intetvention" became, with the crisis of the I 980s, a 
big umbrella for inefficiency and abuse of market power, a wide!>-pread source of rent-seeking, 
regressive ineome transfers and con-uption. In parallel, as growth prospects deteriorated, 
prospective eamings of investment projects and inflation aggravated. As the inflationary re­
gime after the widespread short run indexation of financiaI assets became the rule, capital 

5 The facts behind the falI in publie savings are analysed in Carneiro & Werneek (1993). 

6 These issues related to the vieious eirele ofwonening of State perfonnanee are explored in Werneck (1993). 

1 On the effects ofthe fmaneial refonns ofthe 60s, see Soehaczewski (1980), Goldsmith (1986) and Carneiro & 
Bodin de Moraes (1988). 
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gains derived from the imperative of efficient cash management became a main source for 
profits. Surviving frrms had to be managed like banks. 

Political redemocratization that took place in the 80s could not be reconciled with the 
dismantling of the domestic industry protection and privatization of State enterprises. In the 
name of democracy, governmental institutions were auctioned among political parties sup­
porting the Sarney government and thus politically organized pillage of the State fmances 
led to an inconsistent budget, where nominal spending was determined by the convergence 
of interests behind the political coalition. On top of that, the new Constitution voted in 1988 
crystallized the inconsistency between the decentralization of tax revenue (from the federal 
to the state and local government vaults) and the concentration of public expenditure com­
mitments in the domain of federal agencies. In such a regime, real govemment spending 
ended up being determined ex-postfacto by an increasingly narrower ability to raise non-in­
flationary finance plus the necessary acceleration of inflation required to collect seignorage 
from a shrinking real money stock. Indexation helped to accommodate higher and higher in­
flation, as well as to nurture the illusion that real values might be preserved under any rate of 
inflation. 

4. Concluslons and the challenges after stablllzatlon 

The great recession of the 1980s left many challenges unresolved for the resumption of 
economic growth once stabilization is achieved. Most market-oriented interventions which 
involved the creation of monopoly power by means of protection barriers, subsidies, tax ex­
penditures and cheap fmance to top priority sectors tended to outlive their usefulness once 
the externai environment changed and economic conditions no longer justified the same 
projects. 

Political redemocratization in the 80s did not entail the dismantling of the policy instru­
ments of domestic industry protection or any serious movement in the direction of privatiza­
tion of State enterprises, except for a by and large isolated action of selling back to the pri­
vate sector firms which had fallen under the control of the BNDES system due to non-per­
forming loans.8 In the name of democracy, governmental institutions were auctioned among 
political parties in exchange for support in Congress to the Sarney govemment, and by this 
means the politically organized pillage of the federal fmances contributed to increase the in­
consistency of the budget. Under the logic of political sharing of the spending power, nomi­
nal spending was determined by the convergence of interests behind the poli ti cal coalition. 
Whenever there was a conflict between the need for immediate political support and the in­
tention to balance the budget, the pressing need to accomodate political action ended up be­
ing more effective than the pressures for budget consistency. 

The 1988 Constitution contributed to crystallize the inconsistency, by decreeing a de­
centralization of tax revenue (from the federal to the state and local govemment vaults) 
whereas maintaining the concentration of public expenditure commi.tments in the domain of 
federal agencies, since no reform in responsibilities was associated with the decentralization 
of command over tax receipts. In such a regime, real government spending ended up being 
determined ex-post facto by an increasingly narrower ability to raise non-inflationary fi-

8 From 1987 to 1989 the BNDES sold 10 fmns to the private sector amounting to a total revenue ofUS$464 mil· 
tion (Me\1o, 1993). 
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nance plus the necessary acceleration of inflation required to collect seignorage from a 
shrinking real money stock. Indexation helped to accommodate higher and higher inflation 
as well as to nurture the illusion that real values might be preserved under any rate of infla­
tion. 

The generalized insatisfactOlY outcome of governmental action in the 80s as witnessed 
by growth, inflation and balance of payments performance shook the confidence of believ­
ers in the role of government in the allocation of investment. At the same time, the visible 
deterioration of the quality of public services increased the popularity of proposals for a 
smaller and less active State. Such proposals focused on issues such as the privatization of 
State enterprises, deregulation of economic activity, de-repression of externai trade and lib­
eralization of externai financiai relations, besides of course the adoption of measures to en­
hance those State activities related to the provision of public education, public health and ur­
ban security. 

The victory ofFemando Collor in the 1989 presidential elections, with a reformist 
speech encompassing several of these issues, and the depth of the institutional reforms con­
tained in the legislation sent to Congress following his inaugural speech were to a large ex­
tent overshadowed later on by the failures of the stabilization attempts in 1990 and 1991, as 
well as by the corruption scandals which led to his impeachment in 1992. But the content of 
the liberalizing reforms were taken up by his reluctant vice-president Itamar Franco, and the 
issues pertaining to the transformation of the Brazilian State into a smaller and a more effi­
cient supplier of government services have been incorporated in almost ali party programs 
in Brazil nowadays and will certainly be an important issue in the political agenda of the 
years to come. 

The claim for the need to reform the modes and means of State intervention gained 
strength, of course, as difficulties in financing traditional government functions such as ba­
sic education, the judiciary, public health and security attained a climax during a period of 
deficit repression in 1991/92. De-repression that carne in the fiscal years of 1993 and 1994 
contributed to enhance the visibility of the inconsistencies between the role the Brazilian 
State is expected to play and its ability to do the jobs it must do. 

In a recent paper jointly written with Rogério F. Werneck and Marcelo P. Abreu 
(Abreu, Carneiro & Werneck, 1994) we adopted the view that, in the next phase ofBrazilian 
economic growth, the role of public spending will experience substantial qualitative change. 
As in the recent trend of the so-called new growth literature, attention was directed to the 
various (endogenous) ways to incorporate technical progress, both through traditional in­
vestment and through the accumulation of human capital by means of better govemment 
spending. In that paper, among the parameters defined under the portmanteau variable n in 
section 2, a policy variable was introduced to identify the govemment expenditures (both 
classified as consumption or investment which have the property of enhancing investment 
productivity). Using stylized parameters for the Brazilian economy, we examined the nature 
of the choice involved in changing the quality of govemment spending when we consider 
explicitly the overall consistency of the economy in terms of the three constraints discussed 
in section 2. 

Two tentative conclusions are motivated from that exercise which are importaot to the 
discussion of growth-oriented policy choices. First, that the fiscal-oriented growth planner 
is likely to be fooled if he tries to adopt growth-oriented expenditures to maximize the rate 
of economic growth when there may be other binding constraints to economic growth. This 
is the case because the growth-maximizing productivity-enhancing expenditures may be un-
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derestimated if the budget-minded planner takes long run growth to be bound by the fiscal 
constraint when the savings constraint is the actual limitation to economic growth, as it 
seems to be the case of the Brazilian economy in the most likely post-stabilization scenarios. 
Pressures for higher consumption will be the most likely consequences of better redistribu­
tion of growth benefits and this will certainly be against the idea of higher private savings, 
while we have seen what happenned to the public sector's contribution to savings in the past 
years. 9 

The second observation is that the chances that the growth planner will be overlooking 
the "correct constraint" are higher if the exchange rate and the interest rate are not consistent 
with growth equilibrium. In a stabilized environment, not only these crucial prices are more 
visible and therefore more likely to be close to their "long run equilibrium", but also it may 
be easier for policy-makers to design their spending and taxing policies with an eye on long 
run issues such as the incentives to save, the leveI of technical training of the working force, 
the firms' expenditures in research and development and so on. 

Therefore, even in a model which ignores the need for intertemporal consistency, the 
intuition of a small scope for growth planning using public investment as the main lever of 
govemment policy directed to economic growth is thus apparent. Besides, in the Brazilian 
starting situation of the middle of the 1 990s, recovery of the role of the State in investment, 
which is similar to the experience in the mid-70s, would require a fiscal adjustment which 
seems far from realistic in view of the present claims for govemment consumption in items 
such as security, health and education. Even after a successful stabilization, therefore, the 
possibilities of restoring public savings to their leveI in the mid-70s seem virtually impossible. 

A few arguments may be given in the direction. First, with the privatization of public 
enterprises, the end of public monopolies in oil and telecommunications, and a reform of the 
law which regulates the concession on public services, the provision of public services from 
the administration of highways and main railroads to ports and telecommunications will be 
left to the private sector. The role of public investment will thus in all likelihood radically 
change, being conímed to those areas where complementarity between private and public 
capital is unequivocal. In this context, one may imagine public investment requirement to be 
determined by the leveI and content of private investm~nt and not the other way around, as it 
happened in the past experience as described, for exarrlple, in Carneiro & Werneck (1989). 

Secondly, there are movements which seem strong in the public opinion to reinforce the 
recovery government expenditures in education, public health, environment, urban security, 
and science and technology, as well as a radical shift in the levei of the decision process of 
such expenditures from the central government to state and local spheres. As a consequence 
of the decentralization of spending public power from the federal leveI to state and local 
govemments, which started with the 1988 Constitution but gained political strength with the 
mega-inflationary experience thereafter, a large portion of this decentralized expenditures 
will replace traditional public investment which is implemented in the federal government's 
firms. 

On the savings side, personal savings are likely to be directed mainly to fmance private 
acquisition of homes and other durable consumption goods, which were left behind in the 
ten years of extremely high inflation in which the provision of credit to the families virtually 
collapsed. Thus the fraction of private savings which will be channelled to the fmancing of 

9 See section 3 and Carneiro & Werneck (1993, op. cil). 
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productive capital accumulation is likely to be composed of two sources: institutional funds 
such as pension funds and the technical reserves of insurance companies, and retained prof­
its. A smaller domestic savings rate is thus more likely to occur after stabilization. Growth 
rates will probably be constrained by savings in this scenario. 

In the arena of the possibilities of growth foJlowing successful stabilizations, the con­
clusion to draw is that Brazil is certainly much closer to the Mexican than either to the Bo­
livian or even the Argentine case, in the sense that there is more growth-proneness from the 
part of the private sector than in the case of either Bolivia or Argentina. Similarly to the Ar­
gentine case, there seems however to be a lot of ground to be gained in the domain of pro­
ductivity enhancing if successful privatization occurs in infrastructure sectors such as ports 
and telecommunications. 

Furthermore, in the years of high inflation, a strong fmancial system emerged to pro­
vide services of indexed substitutes for the means of money which accumulated a substan­
tial knowledge of risk aJlocation, and of international transactions in world financiaI mar­
kets which can be converted into an efficient system for the intermediation of savings and 
investment without the need of the guiding hand of the State in project analysis, nor the har­
nessing of forced private savings for govemment State agencies as in the previous growth 
experience. 

As it was argued above that in the past experience of fast growth, given the dominant 

role Brazilian govemment played in the post-64 stabilization recovery, private investment 

followed the lead up to the great recession of the late 80s/early 90s. The efforts for unleash­
ing the economy from the externaI constraint meant stretching the tasks of the public sector 

beyond both its financiaI and managerial capability. 

The second movement for adjusting the economy's investment to its domestic means, 
due to the disappearance of externaI fmance, required drastically curtailing public invest­
ment on an attempt at alleviating the stringency of the fiscal constraint. Restrictions to pub­
lic investment meant then that private investments had to depend on their own sources both 
of motivation and of finance. 

FinaJly it has been noted that the incentives policies which had been adopted since the 

late 60s (following the fiscal and institutional reforms of the military regime in 1964/65) 

had been based on the ability of the federal govemment to generate a large primary surplus 

plus a wide room for debt growth. Most incentives to private savings and investment will 

now be made possible not from the potential surplus, but from the inadequacy of the present 

tax system to operate in a stable environrnent. In a new tax system, more compatible with 
low inflation, there is more ample room for concern with the economic efficiency than with 

revenue generation to support priority projects. In a more stable environrnent there is signif­
icant slack space also for the growth of public debt, once the uncertainties of high inflation 

and the dangers of debt repudiation are eliminated from the horizon ofwealth-holders. 
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