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ABSTRACT

Since the second half of 2010, the Brazilian economy is stagnant with ne-
gative consequences on productivity and employment growth. We will argue that
the loss in economic dynamism is rooted in significant structural changes since the
economic opening in the 1990s, resulting in fast deindustrialization and deteriora-
tion in the labour market. Our theoretical hypothesis is that of endogenous techni-
cal progress. Assuming that it is incorporated in the new machines and equipment,
capital accumulation is the key variable to explain. Following early works by Kal-
dor and Kaldor Mirrlees, we assume that capital accumulation and the incorpora-
tion of technical progress are fundamental to promoting structural transformation.
However, the presence of a dual labour market may impair the process. Also, as
explained by the new developmentalist theory, financial integration of developing
economies (a strategy to grow with external savings) in a hierarchial international
monetary-financial system imply that real interest rates tend to be high, and the
real exchange rate is appreciated, which does not induce accumulation in produc-
tive capital. In this case, the economy tends to specialize in its comparative ad-
vantages. Early deindustrialization deepens economic heterogeneity and operates
as a barrier to increasing aggregate productivity. This is the case of Brazilian eco-
nomy that failed to develop an endogenous core of technical progress during the
fast industrialization process and did not succeed after economic opening either.
Duality in the labour market and productivity heterogeneity have been deepened
since the 1990s and the Brazilian economy is stagnant.

KEYWORDS: Structural Change; Dual Economy; New Developmentalism;
Brazilian Economy.
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1.INTRODUCTION

Once one of the fastest-growing economies globally, the Brazilian economy
has stagnated since the 1980s. Per capita income grew less than 1% py from 1981
to 2019, contrasting with 4.5% py during 1961-1980." Since the second half of
2010, the Brazilian economy is regressing. In 2019, the year before the pandemic
crisis, the Brazilian GDP had not reached the GDP of 2014, the last year of growth
before the recession of 2015 and 2016. In 2019, the GDP per capita was 2.9%
below? the 2014 level. In this scenario, the debate on how to redeem the Brazilian
growth trajectory is of utmost relevance, as the prospects are that the 2020s might
follow the 2010s as another ‘lost decade’.

This paper explores the reasons why the Brazilian economy is stagnant, with
negative consequences on productivity and employment growth. We will argue that
the loss in economic dynamism is rooted in significant structural changes since the
economic opening in the 1990s, resulting in fast deindustrialization and deteriora-
tion in the labour market. Based on descriptive statistics, the paper shows that the
Brazilian economy has presented a lower rhythm of capital accumulation due to the
financial integration in an asymmetrical international financial system. Financial in-
tegration means to deepen the strategy to grow with foreign savings, and therefore,
we will claim that economic liberalization has worsened the historical labour market
heterogeneity, and has reduced policy space to implement pro-growth policies. As
we will see, the long-term trend towards exchange rate appreciation, which has been
observed in most developing economies financially integrated and dependent on
foreign savings, also plays a decisive role in explaining deindustrialization, economic
stagnation, and the deepening of labour market heterogeneity.

Our theoretical starting point is to consider the hypothesis of endogenous te-
chnical progress to develop our arguments. Assuming that it is incorporated in the
new machines and equipment, capital accumulation is the key variable to explain the
rhythm that technical progress is introduced in an economy. Early growth models by
Kaldor(1957) and Kaldor and Mirrleess (1962) established a theoretical connection
between functional income distribution and the introduction of technical progress.
Later developments in the new developmentalism literature show that the incorpo-
ration of technological progress might be delayed or do not occur in peripherical
economies that adopted a growth strategy with foreign savings. Paradoxically, such
a strategy narrows their policy space and does not stimulate capital accumulation.

1 According to World Bank, World Development Indicators.
2 According to Brazilian Central Bank. GDP per capita in US$ PPC.
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This paper is organized as follows. The next section will deal with the theore-
tical references that will guide our empirical analysis. We will start with the classi-
cal structuralism that shows that economic development implies structural change
towards more technologically sophisticated sectors. Then, developing economies
should seek to industrialize to reduce productivity heterogeneity and gain compe-
titiveness in more dynamic international markets. Early work by Kaldor (1957) and
Kaldor and Mirrlees (1962) and later on by Kaldor (1966) set the theoretical basis for
understanding the incentives to introduce technical progress and the role of aggre-
gate demand in expanding productivity. New developmentalism theory contributes to
the understanding that economies with non-convertible currencies that adopt a stra-
tegy of growth with foreign savings have their policy space narrowed in a financially
integrated world. The next section discusses the evolution of the industrialization
process of the Brazilian economy in the last four decades. Since the economic ope-
ning, the deindustrialization process has been advancing, and the dependence on
foreign capital following the strategy of growth with foreign savings leaves little room
for manoeuvre to developmental policies. The result is that the economy is stagnant
and heterogeneity is deepened. Concluding remarks are in the last section.

2. THE THEORETICAL REFERENCE?

The classical structuralist literature on development economics has long ago
explained that the development process is one in which labour productivity growth
is the main driver of economic progress and linked to structural change over time.
Structural change means that resources are reallocated from the lower to higher
labour productivity sector. Also, developing economies are dual economies, where
formal and informal sectors coexist, portraying a highly heterogeneous productive
structure. The peripherical insertion in the world trade and international financial
markets reinforces productive heterogeneity, that means to say the specialization
in low technological goods and high dependence on imported technology.

To discuss why structural change might not lead developing economies to
become developed ones with high productivity growth, we will initially refer to two
stylized facts to introduce the idea of premature deindustrialization. Next, we will
refer to the earlier Kaldorian growth models of late 1950s and the 1970s that of-
fer arguments to understand the economic forces that stimulate structural change
through capital accumulation and the incorporation of technical progress. In the
sequence, we shall discuss the limits of growth of these economies when, before

3 See, Feij6 and Lamonica (2013), Feij6é and Lamonica (2019), Nassif et. al (2020).
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reaching a mature, productive structure, open their economy and adopt a strategy
of growth with foreign savings (current account deficits). This is the theoretical
contribution of the new developmentalism.

2.1 Two stylized facts to explain structural change

Kaldorian growth models developed along the 1970s and onwards were based
on stylized facts. We highlight two of them. The first stylized fact describes the begin-
ning of the industrialization process, and refers to the movement through which pro-
ductive resources, especially labour, are gradually reallocated from the low-productivi-
ty agrarian sector to the modern industrial sector, which presents higher capital endow-
ment per worker and with greater backward and forward linkages with other sectors of
the economy. Thus, the industrialization process occurs through a structural change
towards higher productivity and technological sophisticated economic segments.

A second stylized fact identifies that the manufacturing sector, by the stronger
presence of static and dynamic economies of scale, pushes and sustain the rise in
average productivity rates in the economy as a whole. As long as the productive
structure evolves towards becoming more complex and diversified, productivity
gains in more dynamic sectors, (the manufacturing industry and the services as-
sociated with it) will spread to other sectors, increasing the growth potential of the
economy. * An increase in average wages should be observed, following the incre-
ase in overall productivity. Thus, a complex and diversified economy must have
higher average real wages and higher productivity growth rates than economies
with less complex productive structures specialized in the production of goods and
services with low technological content and with high employment in these sectors.

These two stylized facts allow us to identify a situation of premature dein-
dustrialization, when a regressive change in the productive structure may lead to
a decline in the importance of the manufacturing sector to drive the growth of the
economy’s productivity. In this case, labour migration to lower productivity sectors
must be observed with a negative impact on labour informality and the economy
loses its structural traction to continue growing with positive and sustainable pro-
ductivity gains in the long run. The forward and backward links weaken.

4 This is the Kaldor-Verdoorn law, according to which the higher the growth rate of industrial output , the higher
the growth rate of industrial productivity. Since productivity growth in the non-industrial sectors depends on
productivity growth in the industrial sector, this is, in the end, the main determinant of the rate of change of the
average productivity of the economy as a whole. See Kaldor (1966) and McCombie and Thirlwall (1994, chapter
2), Feij6 and Lamonica (2012).
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The identity below® enables us to illustrate some different combinations of output
and employment growth on productive growth, that imply different economic dynamism:

Employment growth = Output growth — Labour Productivity growth.

One possibility is that positive growth rates in productivity are observed with
positive growth rates in employment and higher growth rates in total output. This
possibility indicates a virtuous growth cycle where more dynamic and capital in-
tensive sectors are growing faster and absorbing skilled workers. This also indica-
tes that external competitiveness might be improving and therefore contributing to
pushing aggregate demand.

Positive productivity growth might also be observed when employment grow-
th rates are decreasing or become negative and output growth is positive. In this
case, the growth in aggregate productivity is associated with outsourcing. Structu-
ral change, in this case, will point out to a ‘natural’ deindustrialization, meaning that
labour intensive and low skilled activities are exported to countries with relatively
cheaper labour. This might be a possible outcome for a mature economy, with low
heterogeneity in the labour market and high external competitiveness as it is spe-
cialized in the production of high techological goods and services.

Another possibility is a combination of employment and output increasing at
close rates. Productivity growth will be relatively low and can be stagnant (or may
even be negative). This might describe a situation of ‘premature’ desindustrializa-
tion when the relative loss of importance of the manufacturing sector in value-a-
dded terms occurs before the economy has reached the stage of fully exploiting
the scale gains provided by the dynamics of the industrial sector. In this case,
employment will be concentrated in low skill activities, the economy will be losing
external competitiveness and will enter a vicious cycle of semi-stagnation. Econo-
mic stagnation results from a regress in the structural change and the deepening
of heterogeneity in the labour market.

This is the case of the Brazilian economy since economic opening as we
shall see latter. Moreover, a country may not overcome underdevelopment, and
can be locked-in at low developing stage conditions for many decades if it adopts
inconsistent economic policies, associated with the strategy of growth with foreign
savings, as argued by the new developmentalist theory.

5 See Ocampo et al (2009, p. 124).
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2.2 The dynamics of structural change according Kaldor’s capital ac-
cumulation model

Once capital accumulation and the incorporation of the technical progress
are central in the discussion about long-term development, ie, on structural chan-
ge, this section will recall Kaldor and Mirrlees (1962) early model on capital accu-
mulation in a competitive economy. The model assumes endogenous technical
progress, as it is incorporated in the machines, so the rhythm introduced in an
economy depends on capital accumulation. Capitalist firms will innovate to sustain
profits and keep market share in a competitive environment. The dependence of
profits on investments arises from the Kaldorian theory of income distribution.

Extending the Kaldor-Mirrlees model of growth and income distribution, we
can assume that the presence of a heterogeneous productive structure, obser-
ved, among other things, through a high number of informal workers, may turn the
accumulation process less dynamic, and structural change may not evolve in the
direction of more complex productive activities.®

Technical progress is treated explicitly as a rate of modernization of the ma-
chines, that is to say, introducing a new ‘vintage’ of machines. How fast is a new
vintage of machines introduced? There are two answers to this question. First, a
machine can be retired before it reaches the end of its useful life due to ‘technolo-
gical obsolescence’, that is to say when the machine’s profitability becomes zero.
In this context, profit is the stimulus for the entrepreneur to invest in new and more
modern machines, replace unprofitable ones and boost productivity, and conse-
quently, aggregate output. This process throughout the economy represents an
investment in the modernization of capital that increases labour productivity. We
can add that it can stimulate the development of sectors intensive in technology. In
this sense, the rate of productivity growth and technical progress are endogenous
to the growth rate of the investment per worker.

Second, in developed technologically mature economies, less productive machi-
nes should be replaced because the model considers that the average wage will tend
to rise due to the assumption of increasing marginal productivity of labour. In contrast,
the efficiency of the machine is assumed to be constant along its lifetime. Therefore, in
both cases, the process of replacing machines is profit-driven, and the modernization
of the stock of capital can speed up when either (i) the real wage increases faster than
productivity; this can happen when wage goods become relatively more expensive
than capital goods and, in an open economy, when the local currency appreciates and

6 See, for instance, Targetti (1992, chapter 5), for a discussion about technical progress in Kaldor’s growth models.
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producers lose a foreign market, or (ii) the ‘technology incorporation rate’ accelerates,
i.e., more new machines appear in the market in a shorter period of time because of
faster incorporation of the latest technical innovations.

In sum, for the Kaldor-Mirrlees model, the introduction of machinery and equi-
pment of the latest generation is fundamental to determine the pace of economic
growth. On the one hand, these investments expand productive capacity and incre-
ase aggregate productivity; on the other hand, they boost demand for capital goods.
They so can accelerate the incorporation of innovations in the machines the capital
goods sector produces. In this way, the capital goods sector, by its dynamic nature,
plays an important role in determining economic growth and the country’s internatio-
nal insertion. Hence, industrialization towards more dynamic sectors can also permit
technological progress to be reflected in an increase in wages, instead of just a
reduction in prices, and a reduction in the degree of informality in the labour market.

Developing economies characterized by an immature productive structure
will present a longer economic life of their domestic stock of machines. This can
result from a large informal labour market, where the wage pressure is not strong
enough to push the capitalist sector to replace capital stock through investment in
new machines. Because of that, the economy will lose competitiveness in more so-
phisticated goods and services and will get specialized in activities with endowed
comparative advantages. Put in other words, the coexistence of a formal and a
large informal labour market increases disparities between the remunerations paid
in both sectors of the economy. This is translated into lower aggregate productivity
and increased dependence on imported technology.

So, the existence of structural heterogeneity explained by the persistence of
the informal labour market delays the incorporation of technical progress and, in this
sense, works against the increase of long-term growth rates in developing economies.
According to the structuralist tradition, the presence of a large informal labour market
in developing economies contributes to keep wages at a low level in the formal sector.
Rodriguez (2009, p.80) explains that as a result, high profit margins are sustained as
the productivity gains of technological improvements are appropriated by firms.

The Latin American industrialization model based on import substitution until
the 1970s can be seen as an example of an incomplete industrialization process
because of an incipient development of an endogenous nucleus of technological
development (Fanjzylber, 2000). Economic opening in the 1980s and 1990s de-
epened technological dependence and most Latin American economies deindus-
trialized. As Cimoli and Porcile (2013, p. 7) argue, investing in illiquid assets is
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essential to make the economic structure more dense, complete, diversified and
homogeneous, characteristic of a developed economy.

2.3 Current account deficits and policy space: the theoretical contribu-
tion of the new developmentalism’

One of the main contributions of the new developmentalism theory to explain
growth dynamics of developing economies is to argue that short-term macroeco-
nomic policies supporting long-term growth should keep the main macroeconomic
prices at the ‘correct’ level 8 to stimulate capital accumulation. This is the way to
favour capital accumulation and the incorporation of technical progress and the
structural change towards more technological sectors and activities.

Developing economies are net importers of technologies, and consequently,
among the main macroeconomic prices, the most important is the real exchange rate.
This assumption leads the new developmentalists theorists to advocate that develo-
ping economies in a catching-up process should operate with a positive current ac-
count balance and aim at a real exchange rate level that would not restrain exports of
competitive producers of non-commodities tradables. (Bresser-Pereira, 2019). That
is to say, developing economies should avoid the overvaluation trend of their real ex-
change rate. However, when the economy operates with permanent deficits in the cur-
rent account (i.e., adopting a growth strategy with foreign savings), the real exchange
rate is appreciated, as the economy needs to permanently attract foreign capital.

In the 1980s and 1990s, highly indebted Latin American economies were induced
to deepen the strategy of growth with foreign savings, through the opening of the capital
and financial accounts. This strategy has been strongly supported by McKinnon (1973)
and Shaw (1973) contributions in the early 1970s. The authors interpreted that the poor
performance of investment and growth in developing countries would be due to the ex-
tensive use of interest rate controls and other instruments aiming at directing private
credit to selected sectors. A ‘financial repression’ would explain low savings rate, credit
rationing and low investment, leading to low growth and eventually to economic stagna-
tion. Capital account liberalization and liberal reforms of the financial system would, then,
provide the alternative to increase domestic saving and investment, allowing greater

7 On the new-developmentalism, see, for intance Bresser-Pereira, and Nakano. (2003); Bresser-Pereira and ,
Gala (2007 and 2010), Bresser-Pereira (2012), among others.

8 The main macroeconomic prices and their ‘correct’ level are: the level of the interest rate which should be low;
the level of the exchange rate which should be competitive; the rate of wages that should rise with productivity
and the rate of inflation that should be low, in order to guarantee a satisfactory rate of profit for competitive in-
dustrial companies.
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capital flow through loans to domestic banks, foreign direct investment and portfolio. In
more general terms, financial liberalization would enable the global allocation of savings
and help channel resources to the productive sector, increasing the economic long-term
growth rate of developing countries.®

Nevertheless, capital flows are pro-cyclical, and the economies that libera-
lized their capital and financial accounts faced more volatility in their growth rate
and exchange rate. '° In a word, they lose policy space to implement long-term
developmental policies, either because of the overvaluation trend of their currency
and because of the increased volatility in the real exchange rate.

Also, because their currency is in the lower range of the international cur-
rency hierarchy, their liquidity premium is low (Paula et al, 2017), and therefore
peripherical economies are condemned to operate with higher real interest rates.
An open peripherical economy that sustains high real interest rates and a trend of
overvaluation of the real exchange rate for extended periods strengthens financial
gains to the detriment of profits from investment in physical assets. It is interesting
to notice that while the Kaldor-Mirrlees model shows that capitalist competition is
the root of the introduction of technical progress, in a peripherical open economy,
the macroeconomic context favours short-term financial gains to the detriment of
long-term returns on capital accumulation. This macroeconomic context works
against the development and introduction of productive innovations and perpetua-
tes productive duality. As we will see in the Brazilian case, financial opening leads
to premature deindustrialization.""Moreover, besides high volatility in the real ex-
change rate, the overvaluation trend is reinforced if the economy suffers the Dutch
disease, which allows domestic producers of commodities to support long periods
of real exchange rate appreciation. On the other hand, an overvaluation trend of
the real exchange rate does not stimulate capital allocation in more technological
sectors. It reinforces specialization in the production of low-technical goods. This is
a significant cause of premature deindustrialization and, consequently, of the dee-
pening of labour market heterogeneity. (Bresser-Pereira et al, 2014). Botta (2021)
confirms this process, analyzing the connection between the Dutch disease and
the flow of capital in developing economies.

9 For a discussion on policy space in open developing economies, see Feijé and Lamonica (2019).

10 See, for instance, Ocampo and Stiglitz (2008).

11 Bresser-Pereira et al. (2020) and Oreiro et al. (2021) argue that in Brazil, the financial opening had led to
the advance of the financialization process, which is sustained by a class coalition between workers and ren-
tiers that, in the short and medium run, take profit from the trend of real exchange rate overvaluation. As far as
investment in capital accumulation (increase in the capital stock and the introduction of technical progress) is
disincentivized, deindustrialization advances, and the working class will be in a worse position in the long-term.
The authors conclude that the advance of the financialization process of the Brazilian economy can only be su-
pported by a class coalition of rentiers and wage-earners.
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To sum up, the strategy to grow with permanent deficits in the current accou-
nt, that is to say, with foreign savings, does not deliver more dynamism to the do-
mestic economy. On the opposite, it leads to an overvaluation real exchange rate
trend, reduces policy space, and is inconsistent with the structural transformation
towards a more complex and diversified productive structure. According to the new
developmentalism, it introduces distortions in the macroeconomic prices, which
are responsible for the misallocation of resources that move away from promoting
a structural change that increases growth potential. On the other hand, it tends to
accentuate economic duality and low insertion in the world trade due to the pre-
sence of the Dutch disease.

3. THE BRAZILIAN ECONOMY

The Brazilian economy has been stagnant for over 40 years. The foreign
debt shock in the early 1980s interrupted the strategy of rapid industrialization,
based on national development plans, absorption of foreign savings and import
substitution. The oil shocks in the 1970s and the sharp increase in the interest rate
in the United States in 1979 brought to an end a period of accelerated growth ob-
served since the post-war. From 1962 to 1980 GDP growth was 7.4% p y.

External and domestic imbalances compromised growth dynamism in the
1980s. The Brady Plan at the beginning of 1990 was the solution to the external
debt and allowed the return of the economy to the international financial market.
The Real Plan (1994) ended up with a high inflation regime establishing the ex-
change rate as an inflationary anchor.

Both well succeeded policy measures had a significant impact, but not a
positive one, on the productive structure of the Brazilian economy. Economic ope-
ning, one of the main recommendations of the Brady Plan, implied both the gradual
removal of import barriers to increase domestic competition and the opening of
the capital account. The adoption of the fixed exchange rate regime as the main
anchor of price control, in its turn, implied an overvaluation of the domestic cur-
rency, which continued even when the fixed exchange rate regime was substituted
in 1999. The combination of higher competition and an overvalued exchange rate
favoured the modernization of the productive structure via the imports of relatively
cheaper inputs and modern machinery. Therefore, the domestic substitution of in-
termediate and capital goods by imports had, at first, a positive impact on labour
productivity. However, by the end of the 1990s, labour productivity decelerated. As
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Bértola and Ocampo (2012) argue, economic opening in Latin America led most to
the destruction of many pre-existing productive chains. For them, the Schumpete-
rian creative destruction process, made possible by the renewal of the productive
park with the economic opening, proved to be more destructive than creative. The
result of the productive restructuring was to promote a structural change that is
characterized by premature deindustrialization.'?

3.1 The deindustrialization of the Brazilian economy

The share of the value-added of manufacturing industry is reducing since mi-
d-1980s."™ Graph 1 shows the evolution of the share of the main sectors of activities
in GDP since the war. In 1947, the first year of the series, agriculture represented
20.7% of total GDP and manufacturing industry 19.3%. Manufacturing took pace in
the mid-1950s when the share of the agriculture sector started to decline. In 1985
manufacturing was responsible for 35.9% of GDP, reaching the highest level in the
series. Since then, it started to decline and in 2020 it contributed 11.3% of GDP.
While the share of manufacturing declined, so did the share of the agriculture sector.

T — - . LT

- T Tam
Tame ] L
- TEappmE R,

=M o N L o = e o P

]
=
55
b
L
y
¥
C
&1
o
9E
5
=7
e
o9
b
o
o
LLi}
i
(1111
007
2009
oLl

Z0L7

2019

..;:

Graph 1 — Percentage share of the Value- Added (current prices) on GDP main sectors
of activities - 1947-2020

Source: Brazilian Statistical Office, National Accounts. From 1947 to 1989, National
Consolidated Accounts; from 1990 onwards Quarterly National Accounts.

12 See, also, Palma (2005); Oreiro and Feij6 (2010).
13 For a methodological discussion about estimates of manufacturing value-added in total value-added, see
Morceiro (2021)
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Table 1 shows the evolution of the share of employment of sectors of activi-
ties in 1990 and 2018. The evolution of the composition of the employment, shows
that share of manufacturing employment reduces from 1990 (first year of the Natio-
nal Accounts series) to 2000, but it stabilizes from the 2000s onwards. From 2000
to 2018, the employment share in agriculture reduced 8.4 percentage points, al-
most the same increase in the services sector. As discussed above, structuralist li-
terature defines that in a well-succeeded process of industrialization, labour should
move from lower-productivity to higher-productivity sectors in a virtuous develop-
ment cycle. This movement would lower labour productivity differentials among
the sectors and turn the productive structure less heterogeneous. Wage share
should increase in pace with labour productivity and expand domestic market and
improve competitiveness of exports. However, Table 1 shows that in Brazil, the
labour reallocation, mainly after 2000, occurred by displacing employment from
agriculture to the services sector.* The share of the manufacturing employment
was kept practically unchanged. This evidence points out the poor performance of
the manufacturing productivity since the beginning of the decline in manufacturing
share in GDP in mid 1980s.

Table 1 — Percentage share of sectoral labour in total employment 1990-2018, selected years

1990 2000 2005 2010 2018

Agriculture 25.5 21.2 19.9 15.8 12.8
Total Industry 23.4 18.5 19.1 20.8 18.7
Manufacturing 15.5 10.5 11.4 11.8 10.5
Services 51.1 60.2 61.0 63.4 68.5

Source: Brazilian Statistical Office, Annual National Accounts.

The stability of the employment share of the manufacturing sector combine
with a decline in the share of value-added from the mid-1980s on characterizes a
process of premature deindustrialization. The most meaningful consequence is that
the average labour productivity growth becomes stagnant for a long time, and the
manufacturing sector loses traction to push aggregate output. In this case, a vicious
development cycle unfolds and one of the negative consequences is high informa-
lity in the labour market. As an illustration, in 2014, the rate of unemployment was
relatively low, 6.8%, according to the household survey by the Brazilian Statistical
Office (IBGE). The Institute of Applied Economic Research (IPEA) estimated that

14 Catela, Cimoli and Porcile (2012), when discussing the trend of productivity and structural heterogeneity in
the Brazilian manufacturing industry in the 2000s, found that structural heterogeneity did not fall, despite the
increasing returns found due to innovation and learning.
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47.3% of the employed labour force was of informal work that year. '* The unemploy-
ment rate increased steadily following the 2015-2016 recession and the low growth
in the following years. In 2019, before the pandemic crisis, it reached 11.9% of the
workforce. Recent estimates by IBGE about informal work point out that, in the first
quarter of 2021, the unemployment rate reached 14.7% and the sum of informal
works (39.6%) and those discouraged in searching for work (5.6%) reached 45.2%
of the workforce.

Graph 2 shows that since 1980 the distance between GDP growth and ma-
nufacturing growth is increasing, pointing out that the manufacturing sector is not
the main driver of GDP growth. Besides, as the Brazilian industrialization process
has absorbed little of the labour force released by the modernization of the agri-
cultural sector, the advancement of the deindustrialization process in the last three
decades has fuelled high informality in the labour market in the services sector.
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Graph 2 — Index of real growth of GDP and Manufacturing Industry Value Added -
1970=100 1970-2020
Source: Brazilian Statistical Office, National Accounts.

The relatively lower growth rates of GDP from the 1980s onwards and the re-
lative loss of weight of the manufacturing sector in total value added is followed by
a decrease in the aggregate rate of investment (Graph 3). The average investment
rate was 25.8% in 1970-1980 (GDP growth rate was 8.8% py in the same period),
and it decreases to below 20% in the following decades (GDP growth rate was
2.2% py 1981-2019). With economic opening and price stabilization (1995) until
2009, the average rate of investment showed a little recovery (19.4%) to 1980-

15 This percentage was calculated as (workers without protection+ self-employed)/(protected workers + workers
without protection + self-employed).
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1994 (18.6%). Starting 2010s until 2020, the average investment rate was close to
the period encompassing the first ‘lost decade’.®

Graph 3: Gross Capital Formation as a share of GDP (%) - 1970-2020
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Source: Ipeadata.

3.2 Economic opening and the Macroeconomic policy

From the perspective of macroeconomic policy, the economic opening and
the price stabilization policy narrowed policy space for the implementation of poli-
cies to stimulate capital accumulation and investment in technical progress. Accor-
ding to the new developmentalism, macroeconomic policies to developing econo-
mies should create an environment favourable to capital accumulation, innovation
and structural change-oriented narrowing the technological gap with developed
economies. However, macroeconomic policy in Brazil since price stability in mid-
-1990s has relied on the real exchange rate as an anchor to fight inflation. Since
January 1999, macroeconomic policy arrangement is centered on the so-called
macroeconomic tripod - a combination of the inflation-targeting regime, floating
exchange rate regime and targets for primary fiscal surpluses.'”

Such policy arrangement has been relatively successful at providing short-
-term price stability, but not for putting the economy in sustainable long-term growth.

16 Ferrari Filho et al. (2015, p 102) adds that policymakers should pursue an investment rate of 25% of GDP to
generate the necessary growth to put us on a catching up path. Additionally, Saboia (2014) observes that the
increase in employment in 2004-2013 was of low qualification and remuneration, resulting in low productivity.
17 In 2017 new fiscal rules have been added to the macroeconomic arrangement, implying basically the cut of
public investment and reduction in the size of the government.
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Specifically, as the inflation targeting regime has been managed in a very orthodox
way — e.g., a strong focus on the goal of keeping inflation expectations close to
the inflation target within the calendar year, it has not been able to free the Brazilian
economy from low growth with high real interest rates and cyclically appreciated
real exchange rate traps. Such trends have been aggravated by the country’s high
degree of openness to capital flows, which has reduced the autonomy of monetary
policy and put the Brazilian economy in a vicious cycle of low growth.

Graph 4 illustrates the evolution of Brazil’s current account balances and real effec-
tive exchange rate between 1995 and 2020. In periods of real exchange rate apprecia-
tion of the Brazilian currency, current account deficits increase dramatically. In periods of
currency depreciation, the current account tends to show balanced or surplus balances,
as happened in 2003-2007."® Graph 4 also shows a marked trend of real appreciation of
the Brazilian currency between the end of 2005 and the beginning of 2015.
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Graph 4 — Current Account Balance as a percentage of GDP and real effective exchange
rate (June 1994 = 100) - 1995-2020
Source: Brazilian Central Bank (23839 and 11752 serie)

The most damaging consequences of the overvaluation trend of the Brazilian
currency throughout the 2000s were not only the intensification of Brazil’s prema-
ture deindustrialization (Nassif et al, 2015; Nassif et al, 2018), a phenomenon that
had begun in the mid-1980s (Nassif, 2008), but also a sharp reprimarization of the
country’s export basket.

18 As shown by Nassif, et al (2017), this misalignment has only been corrected by the sharp depreciations ob-
served in the aftermath of domestic or international shocks.
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Graph 5 shows that until 2008, the country’s trade balance and manufacturing
industry’s trade balance were both positive. Surpluses were only interrupted in the
years of the currency crisis, between 1997-1999, and in 2001 due to an energy cri-
sis. After 2008, the manufacturing trade balance showed a deficit. Despite that, the
country’s trade balance showed surpluses. Manufacturing trade deficits decreased
between 2010 and 2014, then grew again. One of the reasons for the change betwe-
en the evolution of the country’s trade balance and the manufacturing trade balance
is the strong increase in the deficit of high and medium technological intensity goods,
products in which the Brazilian manufacturing industry has been chronically deficient
since the 1980s. The deepening in deindustrialization from 2010 onwards implied
a sharp increase in trade deficits in high technological goods and trade deficits in
medium-low products and low technological intensity. From the 1990s onwards, the
continuous surpluses in the country’s trade balance were guaranteed by the evolu-
tion of net exports of goods intense in natural resources (agriculture and mining).

Graph 5: Trade Balance of goods (US$ million): total, manufacturing industry and groups
by technological content -1999-2019
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Graph 5 — Trade Balance of goods (US$ million): total, manufacturing industry and groups
by technological content -1999-2019
Source: Institute for the Industrial Development (IEDI).

In sum, the recent evolution of the Brazilian trade balance confirms that eco-
nomic opening in the 1990s and the tripod of macroeconomic policies did not deli-
ver the productive transformation needed to complete the industrialization process
via the development of more technological sectors. On the opposite, economic
opening and the asymmetrical insertion of the economy in the international finan-
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cial markets has narrowed policy space and perpetuated a high real interest rate
and an appreciated real exchange rate, impairing long-term investment and indu-
cing the specialization in producing low technological goods and services.

To conclude this section, we add Graph 6 and Table 2. The graph shows
the evolution of the unit labour cost in dollars and the real effective exchange rate
since 1999. The increase in the unit labour cost is linked to the appreciation trend
of the real exchange rate which greatly explains the loss of competitiveness of the
Brazilian exports of non-commodities goods.

Table 2 shows the average growth rate of labour productivity in total eco-
nomy (0.8% py) and in the main sectors for 2001-2017. The manufacturing indus-
try, the one with the presence of important static and dynamic economies of scale,
performed negatively (-0.7% py). Therefore, when corrected by labour productivity,
the very low wage-exchange rate ratio is a revealing indicator of the reduced com-
petitive capacity of the Brazilian economy.

Graph 6: Index of Unit Labour Cost and Real Effective Exchange Rate
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Graph 6 — Index of Unit Labour Cost and Real Effective Exchange Rate
Source: Brazilian Central Bank (11777 and 11752 serie)

Table 2 — Annual average growth rate of labour productivity — main sectors of activity (%)

2001-2017
Total 0.8
Agriculture 5.4
Mining 3.0
Manufacturing -0.7
Public Utilities 0.8
Real State -0.8
Services 0.3

Source: Correa (2021, Table 9, p. 89). Primary source: Brazilian Statistical Office,
National Accounts.
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As we have argued along with this paper, the key to restoring the average
competitiveness of the Brazilian productive sectors lies in efforts aimed at consi-
derably increasing productivity growth rates.' This implies, on the one hand, on
resuming investments in physical and human capital consistently and promoting
the structural change towards technological sectors and, on the other hand, on the
substitution of macroeconomic policies for those that sustain positive growth rates
keeping the macroeconomic prices at the ‘ correct’ level.

4. FINAL REMARKS

The seminal work by Kaldor in late fifities and Kaldor and Mirrlees in early six-
ties theoretically explained that the search for higher profits induces capitalist firms to
accumulate capital in the form of new and more efficient machinery. Dual economies
with a large informal market would have less stimulus to innovate as abundant labour
would keep wages low. Therefore, they would face the challenge of widening policy
space to promote structural change towards more technologically sophisticated sec-
tors and increase their economies’ technical complexity. The structuralist literature
stresses the importance of a dynamic and diversified manufacturing sector to boost
the development process. The new developmentalism, in its turn, has shown also
the importance of short-term economic policy consistent with long-term pro-develo-
pment policies to drive the economy in the direction of increasing capital accumula-
tion in more dynamic sectors and gain competitiveness. New developmentalism is
critical to the strategy of growth with foreign savings, that favours financial gains in
detriment of gains in capital accumulation in physical assets. This strategy increases
dependence on foreign capital flows and does not allow for the endogeneization of
technical progress; that is to say, it also deepens technological dependence.

In the last forty years, the Brazilian development process is an example of
premature deindustrialization heavily caused by low aggregate demand dynamism
(that is to say, low incentives from the macroeconomic policy which had been fo-
cused on price stabilization) and real exchange rate misalignment, resulting from
a strategy of growth with foreign savings. This strategy was reinforced in the early
1990s when the country adhered to the neoliberal model that induced economic
opening and financial integration in the international financial markets. A structural
change towards developing an ‘endogenous nucleus of technological dynamiza-
tion’ (Fajnzylber, 2000) did not follow.

19 Maia and Menezes (2014, p. 2016), for instance, observe that: “Overall, the revised literature on productivity,
labor market and wages points to a persisting low productivity and low-quality employment in last decades, re-
gardless the better performance of Brazilian economy and income in the 2000s. “
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While developmental policy would have failed to develop an endogenous
core of technical progress (or a National Innovation System in the Schumpeterian
terminology) during the period of rapid industrialization, the neoliberal policy of
the 1990s onwards failed because opening the economy to foreign capital attrac-
ted more speculative capital than productive capital and technological transfer.
Speculative capital is attracted by the high-interest rate differential, which in its
turn contributes to appreciate the real exchange rate. Therefore, this macroeco-
nomic price, turning less competitive domestic production, induces specialization
in sectors with comparative advantage, and as a result it induces the premature
deindustrialization and deepens heterogeneity. Duality in the labour market and
productivity heterogeneity have been deepened since the 1990s, and the Brazilian
economy is stagnant.
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