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Foreword

This is one of the case studies prepared within the framework of the research
project on “global economic integration and employment policy” carried out by the
Employment Policy Department. The case studies are designed to provide detailed
empirical assessment of the effects of growth of manufactured trade, induced by trade
liberalization, on manufacturing employment and wages in a carefully selected set of
countries. While there is widespread concern about the effects, they remain inadequately
understood. There exists a large literature on the experience of industrialized countries,
but controversies abound. On developing countries, the literature is extremely limited.
Given this backdrop, the case studies are expected to make a substantial contribution to
our understanding of the changes being engendered by globalization, a subject of much
current interest to international organizations, national policy makers, the academic
community and civil society organizations.

The paper argues that, in Brazil, trade liberalization, which occurred only in the
early 1990s, led to rather puzzling developments. It failed to stimulate manufactured
exports but substantially boosted manufactured imports, thus worsening the trade
balance. And it increased the share of capita-intensve manufactures, and
correspondingly reduced the share of labour-intensive manufactures, in total
manufactured exports. As a result, manufacturing output stagnated while the share of
high-skill capital-intensive industries in total manufacturing output increased quite
significantly. At the same time, a combination of increased capital inflow and increased
exposure to international competition stimulated the growth of labour productivity. The
labour market effects of these developmerts were naturally adverse: aggregate
manufacturing employment fell, employment of low-skilled labour fell more sharply than
that of high-skilled labour and there was a significant rise in wage inequality.

These developments can be traced to the macroeconomic context in which trade
liberalization was pursued. In the early 1990s, Brazil’s economy faced huge problems of
high inflation and unsustainable externa debt. In such a context, trade liberalization and
exchange-rate-based stabilization were pursued ssimultaneously. This made the economy
extremely vulnerable to fluctuations in capital flows, which affected growth and trade
through their mutually contradictory effects on investment and exchange rate. The
effects of trade liberalization on manufacturing employment and wages have to be
understood within this wider context.

Rashid Amjad
Director a..
Employment Strategy Department
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1. Introduction

The process of externa liberalization in Brazil must be seen as the result of the
failure of the heterodox stabilization plans of the 1980s, and the lost decade that followed
the 1982 debt crisis. The debt crisis led to a revision of the conventional wisdom on
development that culminated in the so-called “Washington Consensus’ (Williamson,
1989). According to this view, inward-oriented strategies produced tremendous
inefficiencies associated with excessive State intervention, leading to lower rates of
growth and increasing inequality. The successful experience of several East Asian
economies led many authors, and the World Bank (World Bank, 1993; Edwards, 1995),
to conclude that outward-oriented development strategies were conducive to rapid and
sustainable development.

Brazil, however, was a late convert to the liberaization, deregulation and
privatization creed of the Washington Consensus. Only after the Real Plan of July 1994
did Brazil clearly start adopting the set of policies promoted by Washington, even though
trade and capital account liberalization had already begun in the early 1990s under the
Collor administration.

The literature on the effects of trade liberalization on employment and wages has
been dominated by extensions of the Hecksher-Ohlin model. The main result envisaged is
that specialization within developing countries in the production of labour-intensive
products will lead to an increase in employment in the labour-intensive sector. Also, as
this sector utilizes, for the most part, unskilled labour, the relative demand for unskilled
workers should increase, and therefore, the wage gap between unskilled and skilled
workers should decrease. In other words, wage inequality should decline.

This paper explores some of the limitations of the conventional wisdom, based on
the Hecksher-Ohlin model, in interpreting the Brazilian experience with trade
liberalization. The paper is organized in four sections. The first section discusses the
causes and peculiarities of the Brazilian liberalization experience in the context of
macroeconomic stabilization. The second discusses the process of trade liberalization,
emphasizing the changes in the direction of trade flows and the evolution of various
regional and international trade agreements. Section three examines the specific effects of
trade liberalization on the manufacturing sector. And finally, section four analyses the
effects of liberalization on employment and wages.

! Many Latin American countries, such as Argentina and Chile, initiated reforms in the 1970s, only to

revert them temporarily; others, like Mexico, started in the mid-1980s. However, in amost all the other
Latin American countries reforms were well under way by the early 1990s. Also, according to Stallings
and Peres (2000), Brazil could be classified, along with Colombia, Costa Rica, Jamaica and Mexico, as a
cautious reformer, while Argentina, Bolivia, Chile and Peru, were considered aggressive reformers. The
main source of this difference, according to the authors, is related to their previous performance. That is,
countries that did well in previous periods were more reluctant to adopt reforms.



2. The macroeconomic context of trade liberalization

The international debt crisis triggered by the Mexican default in August 1982 had
a severe impact on the Brazilian economy. High levels of inflation and stagnant rates of
growth marked the country’s macroeconomic performance during the 1980s — the so-
cdled “lost decade’. The average annual rate of inflation in the 1980s was around 341
per cent, and at its peak annual inflation was 2,596 per cent, as measured by the implicit
price deflator of gross domestic product (GDP) (table 1). Looking at the entire post-war
period, the growth performance of the Brazilian economy may be divided into two
periods — before and after the debt crisis. The real GDP growth was, on average, 7.45
per cent from 1948 to 1980, but it Slowed down to only 2.47 per cent during the period
1981 to 2000. The real rate of growth in the 1980s was 3.3 per cent, if we exclude 1980,
and 3.94 per cent, if we include that year. In the 1990s, growth was even lower, at 1.78
per cent for the whole decade; it was 2.69 per cent if we exclude the 1990 recession, and
2.62 per cent in the period after stabilization.

Table 1 aso shows differences between the first half of the 1990s and the post-
stabilization period. Inflation decreased drastically, but the rates of growth recovered
only dlightly. As far as growth rates are concerned, the 1990s — and not the 1980s, as
one would expect — was the lost decade. Finally, table 1 shows that labour productivity
growth was higher in both sub-periods of the 1990s than in the 1980s. However, the rate
of growth of productivity was still considerably lower than it had been during the import-
substitution period. This is not surprising since there is a well-established positive
correlation between output and productivity growth.?

Table 1. Inflation, growth and labour productivity

Years Inflation Real GDP Real GDP per L abour
(GDP deflator) growth capitagrowth productivity

growth
1948-1980 45.3 7.45 4.40 4.1
1981-1989 341.2 3.30 1.28 0.6
1990-1994 1643.6 0.79 -0.77 1.0
1995-2000 8.9 2.62 1.24 2.8
1990-2000 757.8 1.78 0.33 1.7

Sources: FGV, IBGE and Bonelli, 1994.
& Figures are for the 1996 to 1999 period.
b Figures are only up to 1998.

2 Several authors, such as Bonelli (1994) and Franco (1999), refer to this as the Verdoorn Law or effect. In
fact, the Kaldor-Verdoorn effect was related to a long-term correlation between productivity and growth.
Most of the empirical studies on the Kaldor-V erdoorn effect use cross-section analysis, thus smoothing out
cyclical variations. The time series analysis, however, picks up both cyclical and longterm effects, that is,
the Verdoorn effect, but also the well-established cyclical Okun effect.



The results in table 1 show that the effects of the debt crisis were powerful. Yet
the crisis did not lead immediately to a dramatic change in policy orientation in Brazil, at
least in the direction of liberalization. Arguably, the extremely successful growth
performance in the post-war period, at an average annual rate of 7.45 per cent, led to
considerable inertia in policy formulation. The 1980s were marked by heterodox
stabilization plans that built on the structuralist explanations of inflation, according to
which inflation was caused mainly by balance-d-payments constraints and propagated by
generalized indexation (Arida and Lara-Resende, 1985; Lopes, 1986). According to this
view, both a fixed exchange rate and de-indexation were crucia for successful
stabilization. All the heterodox plans (Cruzado, Cruzado |1, Verdo, and Bresser) froze
domesticspriceﬁ and eliminated wage indexation rules in order to eliminate inertia
inflation.

According to the structuralist view, two problems persisted in the early 1990s,
which made any attempts at stabilization difficult. First, indexation prevented incomes
from being eroded, but it aso tended to freeze the pre-existing set of relative prices that
did not necessarily correspond to the equilibrium set, that is to say, the one that was
desired by economic agents. Hence, a price freeze and the elimination of indexation rules
would aso have tended to freeze an out-of-equilibrium relative price structure. When the
freeze was removed prices exploded, as agents tried to impose their incompatible income
claims. In this case, Amadeo (1994) suggests that a socia pact is needed if stabilization is
to succeed.

® The Collor plan is more difficult to classify. Prices were frozen for only one month, but the main
component of the plan was the blocking of al financial assets for 18 months, and reducing the holdings of
M4 by almost 70 per cent. For adiscussion of the technical aspects of the plan, see Simonsen (1990).



FIGURE 1 Trade Balance and Real Exchange Rate
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The second problem was the outflow of capital caused by the debt crisis. In fact,
the debt crises not only brought a halt to externa financing, but also reversed the
direction of capital flows, forcing a huge drain of resources from Brazil to developed
countries (Cardoso and Fishlow, 1988). Figure 1 shows the large trade surpluses (positive
BT) that were generated in order to pay for servicing the foreign debt, and the variation in
the real exchange rate (E) needed to obtain those surpluses. A trade deficit of 2.2 per cent
of GDP in 1980 was transformed into a trade surplus of 5.9 per cent of GDP in 1984. It
must be emphasized that this was achieved through large devaluations (expenditure
switching) and also by areduction in the rate of growth (expenditure changing).

The foreign exchange shortage led to the suspension of payments for the servicing
of externa obligations in 1987. However, this episode was short-lived and Brazil
resumed payments in 1988. Not long after the Brazilian moratorium, in March 1989 the
United States Government announced the Brady Plan.* This major programme of
restructuring of the terms of obligations was based on the recognition that the existing
debt could not be serviced on its origina terms. The Brady Plan and the structural

4 In March 1989, then United States Treasury Secretary, Nicholas F. Brady, articulated new principles for
addressing the debt crisis that had plagued Latin America for most of the 1980s. The plan aimed at
restoring debtor country access to voluntary capital markets; in retrospect, it was remarkably successful.



adjustment loans of the World Bank were negotiated on the basis of capacity to repay,
which in turn was seen as being dependent on the implementation of reforms. The
Brazilian experience indicates that debt crises are instrumenta in forcing countries into

restructuring their economies along market-friendly lines, although such restructuring
may take time.

In the early 1990s, at the time of the Brady negotiations, capita inflows into Latin
America resumed, leading to the new problem of how to cope with these increasing and
volatile inflows (Agosin and Ffrench-Davis, 1996). Figure 2 shows that the resumption
of capital flows, indicated by the change in the capital account balance, led to an
unprecedented accumulation of foreign reserves (FR); foreign reserves increased from
less than US$ 10 hillion after the default to aimost US$ 60 hillion in the late 1990s.
According to Calvo, Leiderman, and Reinhart (1993), the main reason for this change in

the direction of capital flows was external, namely the recession in the United States and
the reduction in United States interest rates.

FIGURE 2 Capital Account and Foreign Reserves
(in million dollars)
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The main question in the early 1990s was whether to implement the reforms after
stabilizing the economy or simultaneously with that process. Stabilization was not seen
as a pre-condition for the actual execution of the reforms.® In fact, one of the arguments
for trade liberalization was that it would have a stabilizing effect on the price of tradable
goods. The Collor Plan, implemented in March 1990, was the last of six heterodox
stabilization plans, al of which failed to reduce inflation rates to reasonable levels. As
with all previous plans, stability was short-lived. The generally accepted conclusion was
that heterodoxy had failed, and that a great deal of orthodoxy would be needed to solve
the inflationary problem.

As can be seen in figure 2, foreign reserves began accumulating only in the
aftermath of the Collor Plan. This accumulation of reserves enabled a successful
exchange-rate-based stabilization plan in 1994 along the lines of the plans implemented
in other Latin American economies. The Real Plan was designed to follow the consensus
on shock therapy, which appeared to include some of the lessons from the heterodox
plans of the 1980s. According to Bruno (1993, p. 7), “the root of high chronic inflation,
like hyperinflation, turns out to lie in the existence of a large public-sector deficit, the
quasi-stability of the dynamic process ... [comes] from an inherent inertia strangly linked
with a high degree of indexation or accommodation of the key nominal magnitudes
(wages, the exchange rate, and monetary aggregates) to the lagged movements of the
price level.”

The shock therapy implied that the adoption of a fixed exchange rate regime
would eliminate the propagation mechanism, but successful stabilization would require
fiscal reform. In general, the explanation for the advantages of exchange rates as anchors
is rooted in the literature on credibility and time consistency rather than on inertial
inflation (Edwards, 1995, p. 101). With respect to exchange rate regimes, this debate has
been trandated into the consensual view that fixed exchange rate systems create
environments that are more prone to produce fiscal discipline and low inflation. The
argument is that if foreign central banks were to be committed to price stability, then a
worldwide concerted assault on inflation would be successful. In this sense, fixing the
exchange rate might be a good dstrategy for fighting inflation. This was the basic
argument in favour of exchange-rate-based stabilization policies in Latin America, in
particular in the Southern Cone stabilization plans of the 1970s and, more recently, in the
Convertibility Plan in Argentina and the dollarization experiment in Ecuador.

Interestingly enough, the 1994 Brazilian exchange-rate-based stabilization plan
seems to have been more in line with the heterodox plans of the 1980s than is generaly
assumed.®  Firgt, the de-indexation process was engineered in a way that resembles the
Larida proposal of the mid-1980s; a new unit of account, corrected for inflation by the

® In contrast with the Brazilian Government, economists in general viewed stability as a pre-condition for

implementation of the reforms. They argued that high and variable inflation would distort the signals
transmitted by relative prices, and that would lead to inefficient allocation of resources and lower rates of
growth.

® The case of Mexico, where a social pact was crucial for stability, also contains some heterodox features.
Argentinaand Chile, on the other hand, adopted typical orthodox stabilization programmes.



average of three different inflation indexes, was introduced. The result was that inflation
accelerated in terms of the old currency but not in terms of the new unit of account. This
process had a great advantage over the previous price freezes, since it alowed relative
prices to change before monetary reform.’ The adjustment of relative prices in the
trangition period increased the distributive neutrality of monetary reform.

Second, and most importantly, Brazil never carried out the fiscal adjustment that
was crucia for the shock therapists. In fact, a quick inspection of table 2 shows that in
the first half of the 1990s, primary fiscal surpluses (revenue minus spending excluding
interest payments) were obtained and coexisted with high inflation, and the primary
deficit only increased after the Real Plan. In contrast, the operational deficit — which
includes real interest payments — was high throughout the 1990s, with the exception of
1993 and 1994, and exploded after the Mexican crisis of December 1994. In other words,
the fiscal situation worsened after stabilization.

Table 2: Public deficit (-), Public debt (as a per centage of GDP)

Y ear Primary Operational Net public
deficit® deficit® debt
1991 2.8 -14 37.9
1992 2.3 -2.2 37.2
1993 2.7 0.3 33.0
1994 53 14 20.2
1995 0.4 -4.9 30.5
1996 -0.1 -3.8 33.3
1997 -1.0 -4.3 34.5
1998 0.01 -7.5 424
1999 3.2 -94 49.5
2000 3.5 -1.2 495

Source: Boletim Banco Central.
a Expenses minus revenues, net of interest payments.
b Expenses minus revenues, including real interest rate payments on debt.

Furthermore, the Mexican crisis forced interest rates up, causing a direct impact
on debt servicing, and leading to an operational deficit of 9.4 per cent of GDP in 1999.
The hike in interest rates and the relatively lower rates of growth, associated with the
need to reduce current-account deficits, led to an increase in net public debt from 29.2 per
cent of GDP in 1994 to almost 50 per cent in 1999. These negative trends have since been

" By avoiding price freezes and allowing relative price adjustments the Real Plan permitted the emergence
of a market-determined relative price structure. This is an important outcome, since high inflationary
processes distort the relative price structure thereby generating misleading market signals.



reversed to a considerable extent. Growth resumed in the aftermath of the 1999
depreciation, and interest rates were reduced from more than 40 per cent on an annual
basis to around 19 per cent. Yet, despite the recent improvement, the evidence clearly
shows that the public deficit, especially the operational deficit, and public debt increased
after stabilization. These developments indicate that the fiscal problem is the result of the
stabilization process and not a symptom of inflationary pressures.®

The fact that operational deficits soared after the Real Plan, and continued
increasing even after the crisis of January 1999, leads one to suspect that it was the
financial component of the deficits that was problematic. One way to evaluate whether
this was the case is to look at various federal government spending categories. This
would give a more accurate picture of the composition of government spending. Table 3
reveals that the financial component of the deficit increased in the second half of the
1990s. It can be seen that interest payments on debt service rose from 7.1 per cent of
total government spending in 1994 to 15 per cent in 1999. In the first part ¢ the 1990s,
as aresult of the Collor Plan, interest payments fluctuated a great deal. On the other hand,
wages and salaries were remarkably constant, while transfers to states and cities fell
steadily. The evolution of fiscal policy shows that the conventional view, according to
which sound fiscal policies and increased openness — promoted by the reforms — are
the backbone of macroeconomic stability, does not seem to have empirical foundation in
the case of Brazil.

Table 3: Federal government spending by category (%)

Y ear Interest on Wagesand Transfersto
domestic debt salaries statesand cities
1991 0.10 32.2 25.2
1992 10.9 32.3 24.0
1993 16.2 29.7 204
1994 7.1 38.3 19.3
1995 7.8 39.3 20.3
1996 10.2 37.9 19.7
1997 8.4 35.2 19.3
1998 12.5 31.9 18.2
1999 15.0 30.6 204
2000 10.0 22.6 15.6

Source: Fundagdo Getulio Vargas Dados, http:/fgvdados.fgv.br.

8 Latin American structuralists devel oped the notion that fiscal deficits are endogenous in a high inflation
environment. For a description of the structuralists’ views on the role of fiscal deficits, see Camara and
Vernengo (2000).



It is correct to argue that reforms played a role in attracting capital inflows in the
1990s, and that such inflows were crucid for the exchange-rate-based stabilization
programme. In that respect, it is correct to say that the reforms were instrumental in
achieving price stability. However, the reforms and the capital inflows created several
further imbalances: the high interest rate needed to attract capital inflows worsened the
fiscal deficit and led to an appreciation of the exchange rate. This, in turn, created
recurrent problems of balance-of-payments sustainability.

In addition, the liberalization of both the current and the capital accounts has
imposed severe limits on the ability of the government to use monetary and fiscal policies
for macroeconomic management. Stabilization together with liberalization had severe
impacts on the ability to grow without generating unsustainable current-account deficits;
it led to increasing unemployment and negative effects on income distribution as far as
wage differentials were concerned (Amadeo, 1996). It should be emphasized that during
the early 1990s, the external liberalization process was concomitant with a high degree of
macroeconomic instability and that this had significant effects on the evolution of the
economy.

3. Trade liberalization, trade performance and growth

The notion that trade liberalization is an optima development strategy has
become a dominant feature of mainstream economics. In addition, conventional wisdom
has it that openness in the capital account leads to higher rates of growth. Above dl, the
contrasting experiences of the relatively closed Latin American economies and the
relatively open East Asian economies has led many authors (e.g. World Bank, 1993;
Edwards, 1995) to argue that outwardoriented development strategies are more
conducive to growth. ®

However, the literature on the advantages of economic openness is far from
consensual; measures of openness do not seem to be consistent across studies (Pritchett,
1996). Taylor (19914, p. 100) argues that structuralist models of both commodity and
capital flows suggest that openness or a hands-off policy in either market will not
necessarily lead to faster growth or less costly adjustment to external shocks.
Furthermore, Rodriguez and Rodrik (1999) find little evidence that open trade policies
are significantly associated with higher growth.

In their recent study on the effects of structural adjustment reforms in Latin America,
Stallings and Peres (2000) found that capital and current account liberalization had a
significant but small effect on growth.

° In general, the terms outward orientation and openness are used without distinction. One must note,
however, that openness refers to absence of restrictions to trade and capital flows, whereas outward
orientation means emphasizing the role of foreign markets as an outlet for domestic production.
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FIGURE 3 Degree of Openness
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At first glance, the Brazilian experience lends little support to the notion that there
is a positive correlation between openness and growth. If one classifies the 1948 to 1980
period as inward oriented, the 1981 to 1989 as the crisis or transition geriod, and the
1990s as outward oriented, then one must conclude that import substitution was quite
successful (see table 1).1° Figure 3 shows the degree of openness, measured as exports
plus imports to output ratio, and the trend of that ratio. It can be seen that only since the
late 1980s has openness increased in Brazil.

According to the conventional view, the protectionist policies that dominated the
agenda in Latin American economies generated an anti-export bias that discouraged both
growth and diversification of exports. Two factors were responsible for the relatively
poor export performance. Firdt, tariffs and quotas increased the cost of imported
intermediate and capital goods used to produce exportable goods. Second, protectionist
policieswere, in general, complemented by overvalued real exchange rates that reduced

% Rodrik (1999, p. 71) argues along similar lines. According to him, “contrary to received wisdom, 1S -
driven growth did not produce tremendous inefficiencies on an economy -wide scale. The inescapable
conclusion is that most countries in Latin America and the Middle East had productivity growth records
prior to 1973 that look quite favorable in comparison with those in East Asia” This result stands by itself,
and does not depend on Rodrik’s view on the importance of the domestic institutions of conflict

management.
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the competitiveness of exports. However, in the case of Brazil, at least, it is difficult to
agree with Edwards (1995, p. 41) view according to which “the ever-growing presence
of the state in the 1950-80 period eventually stifled efficiency and growth.” 1 In addition,
in Brazil, since the late 1960s, the am has been to maintain a relatively competitive
exchange rate regime in order to promote exports.*> On the other hand, the reduction of
tariff and non-tariff barriers was only intensified in the late 1980s. That is, trade
liberalization was initiated during the period of high inflation.

Figure 4 shows the reduction of average tariffs for consumption (TCG), capital
(TKG) and intermediate goods (TIG), and a reduced dispersion of the tariff structure. It is
interesting to note that by the late 1980s tariffs were already lower than in the 1960s, and
considerably lower than they were during the periods of the oil shocks and the debt crisis.
This seems to indicate that the main constraint on imports after the debt crisis was the
shortage of foreign exchange rather than protectionism per se (Resende, 2000).

™ The debt crisis might be seen as the inevitable result of the import -substitution policies. However, two
important considerations are relevant. First, import-substitution policies were also pursued in Asia and did
not lead to a debt crisis. Also, contagion effects were crucia in the unfolding of the Latin American debt
crisis. Hence, international capital markets put countries like Brazil that had been quite successful in the
same category as those that were less successful.

2 From 1967 onwards, Brazil promoted a reduction in tariffs and a crawling peg system that maintained a
relatively depreciated exchange rate. This liberalizing experience was partially successful in increasing the
level of manufactured exports.
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FIGURE 4 Tariff Reduction
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It is worth pointing out that tariffs reached their highest levels during the two oil
shocks and the debt crisis. One would expect that during this period of reduced openness,
domestic demand would be the main force driving output growth, while in the 1990s
growth would be export-led. However this was not the case. To find out why exports did
not become the dynamic component of demand, we need to look closely at the evolution
of export performance.

The process of liberalization had a considerable impact on the direction of
exports. Table 4 shows that in the late 1980s exports from Brazll went mainly to the
European Union (EU) and the United States. While this was till true in the year 2000, it
is aso clear that the relative importance of regional integration led to a considerable
increase in exports to members of the Latin American I ntegration Association (LAIA).2

3 LAIA was created in 1980 and includes all Spanish-speaking South American countries, Mexico and

Brazil. Althoughitisnot very important for the analysis of trade policy, it provides a good measure for the
increase in regional trade.
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Table4: Exportsby region (%)
EU LAIA United Asa Easteen Africa Middle Other Total
States Europe East

1989 30.6 10.2 24.3 16.4 3.2 2.8 3.5 9.0 100
1990 314 10.2 24.6 16.8 1.3 3.2 3.4 9.1 100
1991 30.9 15.6 19.9 18.0 2.2 3.3 3.6 6.6 100
1992 30.0 21.3 19.9 15.7 1.0 3.2 3.6 53 100
1993 25.8 23.7 20.8 15.9 1.4 2.9 3.2 6.3 100
1994 27.1 224 20.6 16.2 1.2 3.1 2.5 6.9 100
1995 27.8 214 18.9 17.6 2.1 3.4 2.8 6.0 100
1996 26.9 229 19.5 16.4 2.2 3.2 2.8 6.1 100
1997 274 25.7 17.8 14.6 2.5 2.9 2.7 6.5 100
1998 28.8 26.1 19.3 11.0 2.3 3.2 3.2 6.2 100
1999 27.6 23.1 22.5 12.0 3.1 2.0 3.8 5.9 100
2000 26.2 249 23.2 11.8 2.2 1.8 2.9 7.0 100

Sources: Averburg, 1999; and IMF, Direction of Trade (various issues).

Argentina, and the other partners in the Southern Common Market (Mercosur)

accounted for the lion's share of the increase in exports to Latin America

In the year

2000, 55 per cent of Brazil’s exports to LAIA went to the Mercosur countries, of which
43.7 per cent went to Argentina. The increase in Latin America s share was accompanied
by a dight decrease in Europe’s share, athough the latter continues to be the main export
market for Brazil. The drive towards integration by Brazil and Argentina, that began in
the mid-1980s, was formdized by the Treaty of Asuncion in 1991 which proposed the
creation of Mercosur by January 1995 (Fritsch and Tombini, 1994).

Table5: Importsby region (%)
EU LAIA United Asia Eastern Africa Middle Other Tota
States Europe East

1992 23.3 17.6 24.5 8.4 1.8 2.5 13.8 8.1 100
1993 22.6 175 235 128 2.1 3.7 9.1 8.7 100
1994 26.5 19.1 206 15.0 2.6 3.5 6.5 6.2 100
1995 26.8 20.1 21.1 16.6 2.2 2.3 4.2 6.7 100
1996 254 216 221 141 2.0 3.4 4.1 7.3 100
1997 25.4 215 23.2 148 1.7 3.3 3.3 6.8 100
1998 28.1 210 23.6 135 1.7 3.2 2.7 6.2 100
1999 29.5 19.0 23.8 13.2 1.6 4.4 2.2 6.3 100
2000 24.7 211 23.1 149 2.1 5.0 2.8 6.3 100

Source: IMF, Direction of Trade Statistics (various issues).
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Since Asia's sgnificance as an export market has decreased following the 1997
financia crisis, it is clear that liberalization has had an impact on the direction of
Brazilian exports, and that, since the 1990s, regiona factors have become more
important. In particular, the Argentine crisis might have a considerable impact on the
Brazilian economy.

Trends in imports by region for the period 1992 to 2000 are shown in table 5. The
main visible trends were a decline in imports from the Middle East, and an increase in
imports from Asia. Trade with the European Union fluctuated, and trade with the LAIA
countries increased dightly. Also, it is clear that the regiona distribution of imports
resembled the regional distribution of exports.

If we look at the evolution of exports and imports as a whole, it appears that the
liberalization process increased import penetration without reducing the anti-export bias
of the Brazilian economy. Table 6 shows the evolution of the aggregate rates of growth of
export and import volumes from the 1980s onwards. It is clear that in the late 1980s there
was a sharp increase in the rate of growth of the volume of imports, which then fell
sharply in the second half of the 1990s. On the other hand, the rate of growth of the
volume of exports was lower, on average, in the 1990s than in the 1980s. the rate of
growth of exports averaged 11.5 per cent in the 1980s, compared with 5.8 per cent during
the relatively more open 1990s.
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Table 6: Growth in exportsand imports (%)

Exports Imports
1970-1980 155 -2.1
1981-1989 115 -1.4
1990- 2000 5.8 14.3

Source: |PEA data.

The increase in import penetration, in conjunction with the sluggish rate of
growth of exports, in the context of a relatively more open economy, spells trouble for
the sustainability of the current account. Furthermore, the exchange rate stabilization
plan, which resulted in higher and relatively fixed exchange rates, implied that lower
rates of growth were the only instrument to keep the current account under control. These
lower rates of output growth explain the fal in the rate of growth of imports in the late
1990s. However, for the 1990s as a whole the rate of growth of imports remained
impressive.

One may conclude that trade liberalization intensified the balance-of-payments
restrictions imposed on the economy, since the rate of growth of imports exceeded by far
the rate of growth of exports. The necessity to reduce imports as a result of the lack of
export competitiveness may very well imply that the economy will be trapped in stop-go
cycles in the near future. That is, relatively low levels of growth continue to be
instrumental in the achievement of a sustainable trade balance.

During most of the 1990s, the increasing trade- and current-account deficits were
financed by capital inflows. Figure 5 shows the increase in portfolio capital in the early
1990s, and, from the mid-1990s onwards, the boom in foreign direct investment (FDI).
Approximately one-third of the total FDI went to privatized firms, another third was used
for buying stocks of existing firms, and the remaining third was greenfield FDI (Laplane
and Sarti, 1997).
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FIGURE 5 Capital Flows

Ogaﬂﬂbﬂﬂ .
1]

| | | | | | | | | | |
90 91 92 93 94 95 96 97 98 99 00

[ ] PORTFOLIO ——- FDI

Source: International Financial Statistics, IMF

In sum, both the persistent current-account deficits, and the supply-side
constraints, associated with the lack of investment in infrastructure during the last decade,
imply that the economy is stuck in a low-level equilibrium trap. On the other hand, the
inflow of FDI implies that by importing technology, the Brazilian economy will become
more competitive and will be able to improve its export performance. The poor export
and macroeconomic performance experienced so far has had, as one would expect, a
negative impact on labour market performance. Before discussing the effects of
liberalization on the labour market, however, we must look in more detail at the effects of
trade liberalization on the manufacturing sector, since the bulk of internationa trade, and
of Brazilian external trade, is concentrated in this sector.
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4. Trade liberalization and the manufacturing sector

In the previous section, we saw that liberalization and regiona integration did
have an impact on Brazil’s trade performance with regard to the direction of trade. But
their impacts with respect to the commodity composition of trade are less clear. Table 7
shows exports by category from 1974 to 2000. The share of manufactured exports in tota
exports rose from 28.5 per cent in 1974 to about 60 per cent in 2000. The share of
agricultural exports fell from 15.4 per cent to about 5 per cent in 2000, while exports of
the mining sector were relatively constant. The remaining exports, composed of semi-
manufactured goods and services, are not shown in the table.

Sugar, coffee, and textile exports fell considerably, in part as a result of the
industrialization process, and, in the case of the textile sector, as a result of competition
from Asian countries. On the other hand, exports of the footwear, electronic, steel and
automotive sectors increased. The case of steel is particularly interesting, since, after
increasing to 12.5 per cent of total exports in 1991, steel exports fell to amost half that
level towards the end of the decade. This seems to have been mainly due to restrictions
imposed on Brazilian steel imports by the United States.

However, these changes in the commodity composition of exports cannot be
considered a direct outcome of liberalization. In fact, quite the opposite is true. Looking
at the trends more closdly, it can be observed that most changes occurred from the mid-
1970s to the early and mid-1980s, that is before liberalization was introduced. Hence the
process of liberalization is not directly related to these changes.

Table 8 shows the evolution of imports by commodity categories. The first four
columns show imports of capital goods, consumer durables, consumer non-durables, and
intermediate goods. It is clear that imports of both capital and intermediate goods
declined during the debt crisis period, and returned to normal levels in the 1990s. On the
other hand, imports of consumer goods clearly increased after liberalization. In particular,
imports of goods from the electronic, pharmaceutical, textile and automotive sectors
seem to have increased. Imports from the steel sector, on the other hand, fell drastically.

In contrast to the commodity composition of exports, that of imports seems to
have changed as a result of the liberalization process. The changes described above
occurred from the mid-1980s to the present, and thus fall within the period of trade
liberdization. Hence, one may conclude that the process of liberaization affected
imports more than it did exports. This is particularly striking since one of the main
judtifications for the liberalization process was to change the anti-export bias of the
import-substituting development strategy.
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Table 7: Commodity composition of exports (%)

Manfc.  Agri. Min. Sugar Rubber Coffee  Foot- Paper. Chemicas Electr. Steel  Textiles.  Auto.

wear goods
1974 285 154 84 17.4 0.2 13.6 2.2 11 0.7 2.2 1.8 5.8 15
1975 29.8 149 121 13.2 0.2 11.5 2.7 0.9 0.6 1.8 1.9 4.8 2.6
1976 274 13.2 10.6 3.4 0.2 24.4 2.8 0.7 0.3 1.6 2.1 3.3 2.3
1977 317 12.3 8.2 4.2 0.4 22.4 24 0.7 0.4 2.1 2.0 3.9 2.2
1978 40.2 6.7 8.9 3.0 0.4 18.8 3.3 1.2 0.5 2.1 3.4 4.3 3.2
1979 43.6 6.0 9.4 2.8 0.5 16.0 3.7 2.1 0.8 1.8 4.6 4.5 3.3
1980 44.8 5.5 8.9 6.8 0.6 14.6 2.7 2.7 1.2 2.1 3.9 3.8 3.9
1981 51.0 4.6 8.9 4.9 0.4 8.2 3.1 2.6 0.9 2.3 3.8 3.5 51
1982 50.8 3.9 10.3 2.9 0.4 111 3.3 2.4 11 2.2 4.7 3.3 4.2
1983 515 4.8 8.0 2.5 0.5 11.3 4.0 2.4 10 1.9 7.1 4.3 3.1
1984 56.0 4.1 7.0 2.3 0.8 11.2 4.6 2.8 15 2.1 7.5 3.8 2.8
1985 54.9 6.0 7.4 1.6 0.9 11.1 4.4 2.2 13 2.2 8.1 3.2 3.6
1986 55.5 4.0 8.2 1.9 0.9 11.4 5.2 3.1 16 3.3 8.1 3.2 3.2
1987 56.6 4.7 7.0 1.4 0.9 9.0 5.2 3.0 13 2.8 7.3 3.8 6.0
1988 56.8 3.9 6.6 1.1 0.9 7.1 4.9 4.0 14 2.4 114 3.1 5.0
1989 54.2 4.7 7.7 1.0 0.8 5.6 4.6 3.8 17 2.2 12.3 3.3 4.4
1990 54.2 4.4 9.1 1.7 0.9 4.5 4.7 3.9 19 2.0 10.8 3.2 3.0
1991 56.2 29 9.7 1.4 1.1 5.2 4.9 4.0 18 2.0 12.5 3.6 2.8
1992 58.0 3.7 7.7 1.7 1.2 3.5 5.2 4.1 18 1.9 11.0 3.4 4.8
1993 60.8 3.9 7.1 2.0 1.3 3.6 6.1 4.1 17 1.8 10.6 2.9 4.0
1994 57.3 4.3 6.4 2.3 1.3 6.2 4.8 4.2 1.6 1.6 9.1 2.6 3.6
1995 55.0 29 6.6 4.1 1.2 54 4.5 59 18 1.5 8.9 2.6 25
1996 55.3 35 6.8 34 1.3 4.7 4.9 4.1 2.2 1.8 8.5 2.2 2.9
1997 55.1 5.8 6.5 3.3 1.2 6.1 4.5 3.8 2.0 1.9 6.9 2.0 5.0
1998 57.4 55 7.5 3.8 1.3 5.3 4.1 3.9 2.0 2.0 6.8 1.8 5.8
1999 56.9 4.6 7.0 4.0 1.3 5.3 4.1 4.5 21 2.6 6.2 1.8 4.1
2000 59.0 5.1 6.8 2.2 1.2 3.2 4.4 4.7 1.9 4.1 6.4 1.9 5.0

Source; |PEA data
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Table 8: Commodity composition of imports (%)
K* CD* CND*  Int* Chemicals Elec. Machi-  Elec.  Pharm. Oil Steel  Texti Auto
goods nery Mat. les

1974 174 1.4 35 54.0 4.0 3.9 13.1 34 12 8.0 11.3 0.8 0.3
1975 21.7 1.3 3.0 50.1 4.0 4.5 17.8 4.4 11 5.0 9.3 0.7 0.3
1976 184 1.1 3.2 47.8 4.8 4.3 15.4 4.3 12 6.6 4.1 0.6 0.3
1977 155 0.9 3.8 47.7 4.6 3.7 12.3 4.5 11 6.0 4.3 0.6 0.1
1978 16.2 1.0 4.0 47.8 4.9 3.6 12.2 4.5 11 5.0 34 0.5 0.1
1979 124 0.7 4.8 46.2 5.2 3.3 10.7 3.8 11 4.8 25 0.3 0.0
1980 114 0.4 3.0 42.2 54 2.6 8.7 3.4 0.9 5.3 24 0.3 0.0
1981 9.9 0.4 2.2 375 3.7 25 8.3 3.5 0.9 3.9 2.6 0.2 0.0
1982 9.3 0.5 24 35.5 3.9 3.2 6.7 3.9 0.9 4.8 14 0.2 0.0
1983 8.7 0.4 2.7 35.2 4.1 3.4 5.0 3.1 1.0 4.4 0.8 0.2 0.0
1984 7.7 0.3 19 40.5 4.8 3.4 4.4 2.8 0.9 3.4 0.9 0.3 0.0
1985 8.3 0.7 2.8 44.8 5.0 4.7 54 3.1 11 4.9 1.0 0.5 0.0
1986 10.5 1.0 10.5 56.3 7.3 6.1 7.7 4.3 15 5.3 17 0.9 0.1
1987 13.2 0.7 53 53.3 7.2 5.2 9.2 4.0 15 5.2 18 0.8 0.1
1988 13.5 0.9 3.7 57.7 7.7 6.4 11.6 54 15 6.2 17 1.3 0.0
1989 12.6 1.1 8.0 57.4 6.9 7.0 10.1 4.0 1.8 5.8 22 2.0 0.0
1990 14.1 1.2 7.7 52.7 7.2 7.1 12.0 4.0 21 5.7 15 1.7 0.1
1991 15.2 1.8 8.6 53.7 7.3 6.7 12.0 3.5 24 7.9 1.7 2.0 0.9
1992 16.2 25 5.8 55.0 6.6 7.7 11.6 3.5 21 9.2 17 1.9 1.7
1993 15.3 4.3 6.3 55.9 6.4 9.0 10.6 3.5 23 135 12 3.8 3.5
1994 16.3 6.7 8.1 55.3 6.6 9.7 11.4 4.0 2.7 9.7 11 3.3 5.6
1995 17.7 9.2 10.5 51.8 5.7 10.0 12.5 3.7 25 9.5 12 3.3 7.7
1996 19.3 51 10.6 52.2 54 10.8 12.7 4.0 2.9 9.9 1.0 3.2 3.9
1997 214 6.5 10.1 51.6 51 11.3 13.9 4.4 3.0 9.3 12 2.8 5.7
1998 21.6 6.7 10.7 53.5 5.2 10.6 13.9 4.6 34 8.5 15 2.3 6.6
1999 20.5 3.8 9.3 56.5 5.7 12.1 12.9 51 4.6 10.1 11 2.0 3.7
2000 17.3 34 74 58.1 51 14.2 10.2 4.7 3.8 13.3 12 1.8 34

Note: K* = imports of capital; CD* = consumer durables; CND* = consumer non-durables; and Int* =

intermediate goods.

Source: |PEA data.
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In order to verify the effects of liberalization on the manufacturing sector, we
classified industries as being export oriented or import competing based on their export-
to-import ratio. Also we restricted ourselves to the period 1985 to 1994. There are good
reasons for using this period: after 1985, the main effects of the recession caused by the
debt crises had disappeared, and, until 1994, trade liberalization was the main reform that
took place; thus one can isolate the effects on the manufacturing sector of trade reform.
Tables 9 and 10 below show the statistical results of the pre-reform (1985-88) and post-
reform (198994) export-to-import ratios in 10 manufacturing sectors, where the pre-
/post-reform period is defined as before and after 1989.

Table 9: Pre-reform export/import ratios

Mean Median Maximum Minimum Std. Dev.
Chemica 0.4 0.4 0.8 0.2 0.1
Electr. mat. 0.8 0.8 1.5 0.3 0.2
Food 3.3 2.9 12.0 0.3 2.4
Mining 6.3 55 19.0 18 3.2
Non-metallic mining 2.8 2.9 5.9 11 11
Paper 4.2 4.4 6.4 0.7 1.4
Rubber 1.9 1.8 3.8 0.7 0.6
Steel 134 12.9 31.9 0.8 7.6
Textile 10.0 7.6 37.2 2.2 7.9
Wood 16.7 13.7 40.9 3.6 8.9

Source: Instituto de Pesguisa Econdmica Aplicada datahttp://ipeadata.gov.br/ipeaweb.dl

Sectors for which the mean of the export-to-import ratio is below one are
classified as import competing, while those that have a mean above one are considered
export oriented. In the pre-reform period, only the chemical and electric material sectors
are classified as import competing, while the others are export oriented. Also, the apparel
and pharmaceutical sectors are classified as import competing, since there is data for
imports but not for exports; and the mechanical, plastic materials and transport materials
sectors were considered non-traded, since there is no trade data available.

If we look at the export-to-import ratios in the post-reform period, we verify that
electricadl material became an export-oriented sector, representing the only dynamic
sector, and the others remained in the same category. However it is important to note that
the textile sector, although remaining in the export-oriented category, became much less
dynamic than it had been during the pre-reform period.
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Table 10: Post-reform export/import statistics

Mean Median Maximum Minimum  Std. Dev.
Chemica 0.4 0.4 0.8 0.2 0.1
Electr. mat. 1.2 1.2 2.2 0.4 0.3
Food 1.3 1.2 2.5 0.3 05
Mining 7.0 6.6 14.4 2.7 25
Non-metallic mining 2.0 2.0 3.8 1.0 05
Paper 4.0 3.9 7.2 1.4 14
Rubber 1.8 1.7 2.9 0.8 05
Stedl 12.6 11.1 32.1 2.7 57
Textile 2.9 2.3 9.6 0.8 18
Wood 135 134 25.7 3.7 55

Source: IPEA.

There is no available data on capita-to-labour ratios in the industries under
consideration, which makes any conclusions based on factor components considerably
unreliable. However, it is conventional to assume that the textile sector is labour-
intensive in comparison with the other sectors in the sample. Electric material, on the
other hand, may be considered a capital-intensive sector compared with most of the
others in the sample. Hence, one finds that for the small sample under consideration, and
given the limitations of the available data, it appears that the capital-intensive sectors
have been doing better than the labour-intensive ones in the post-liberalization period.

Although the data are scarce and the results are not conclusive, it seems that the
import- competing sectors in general have been doing better than the export-oriented
sectors during the post-reform period. One may conclude that Brazil was an exporter of
manufactured goods during the import -substituting period, and that the opening up of the
economy has not reversed that trend. However, it is also clear that the export dynamism
of the manufacturing sector did not increase in the 1990s. The effects of liberalization on
the export performance of the Brazilian manufacturing sector are bound to have affected
the labour market, and are the main topic of the following section.
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5. Effectsof liberalization on employment and wages

The effects of liberalization on the relative wage structure can be understood with
the help of a simple structuralist model with a fixed-price/flex-price market distinction
(Taylor, 2001). The fixed price sector corresponds to the tradable sector, where mark-ups
are assumed to be relatively constant, and output and employment are determined by
effective demand. In the non-tradable sector, the flex-market, the labour market works as
a buffer, absorbing excess supply or demand for labour in the tradable sector, and
productivity in the non-tradable sector is considerably lower than in the tradable sector.

Liberalization switches demand towards imports, leading to trade deficits and
reducing output in the tradable sector. In addition, real appreciation further weakens the
tradable sector. Workers are then absorbed in the non-tradable sector, so that the overall
rate of unemployment, a least initially, does not increase much. Assuming for
simplicity’s sake, that the tradable sector corresponds to the industrial sector, and that
services are the non-tradable sector, one may conclude that liberadization leads to a
process of deindustrialization. Using data on the metropolitan area of Sdo Paulo, the
industrial core of Brazil, we found that in 1990, 48.7 per cent of al the workers in the
private sector were employed in the industrial sector, compared to only 32 per cent in
1999. The reverse was true for services, which showed an increase from 32.9 per cent to
48.8 per cent of total employed workers during the same period. This tends to confirm
Pieper’s argument (2000) that Brazil is an acute example of deindustrialization.

In addition, the increasing exposure to foreign competition implies a change in
relative prices against the tradable sector. According to conventional wisdom, the rise in
the price of non-tradable goods vis-a-vis tradable goods might lead to afall in real wages
in the nontradable sector, and hence to an increase in the demand for labour in that
sector. In other words, the fal in real wages alows labour demand to increase and
reduces unemployment. According to the structuralist view, the level of employment in
the non-tradable sector aso depends on effective demand. If effective demand increases
in the non-tradable sector, the capacity to increase employment is enhanced. To the
extent that wages are able to keep pace with prices, wages in the non-tradable sector may
or may not rise relative to wages in the tradable sector.

Once again, if we use data for the metropolitan area of &0 Paulo, we can seein
figure 6 that the average income of the non-tradable sector (WNT) rose against the
average income of the industrial sector (WT). The data contradicts the conventional
view, since there seems to be a positive correlation between employment and wages. That
is, the relative increase in the level of employment in the services sector is accompanied
by arelative increase in wages.
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FIGURE 6 Relative Wages: Tradables and Non Tradables
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Furthermore, according to the conventional view, based on the factor price
equalization theorem of the Hecksher-Ohlin (H-O) model, it is argued that liberalization
would “narrow the skilled-unskilled wage ratio in the South, and ... widen it in the
North” (Wood, 1994, pp. 28-29). Figure 7 shows the relative wage of workers with a
college degree or more (skilled, WSK) relative to that of workers with unfinished primary
schooling (unskilled, WNSK). The result contradicts the H-O model, and confirms what
Wood (1997) calls the Latin American challenge to the East Asian conventional wisdom;
that is, greater trade openness in Latin America has been accompanied by rising wage
inequality. 4

4 Regarding Asian conformity with the Hecksher-Ohlin predictions, see Ghose (2000).
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FIGURE 7 Relative Wages: Skilled and Unskilled
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The structural change process caused by liberaization led to a rising wage gap
between skilled and non-skilled workers. One possible explanation is that the process of
liberalization, by introducing new technologies, increased the bargaining power of skilled
workers (Amadeo, 1996). Another possible explanation, put forward by Wood (1997), is
that the entry of low -wage Asian countries (e.g. Bangladesh, China, India, Indonesia and
Pakistan) altered the competitive advantage of middle-income countries such as Brazil.

In addition to the wage gap, it must be noted that the quality of jobs created in
different sectors varies enormously. Amadeo and Pero (2000) argue that the quality of
jobs created in the services sector worsened compared to that of the industrial sector. In
that sense, they suggest that unemployment is not a good measure of labour market
conditions. Table 11 shows that unemployment — though a poor indicator of the labour
market — worsened considerably in the second haf of the 1990s. Open unemployment
increased from 4.6 in 1995 to 8.4 per cent in 1999 (that is by more than 80 per cent)
before starting to fall in 2000.
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Furthermore, when we look at the data on hidden or disguised unemployment for
the metropolitan region of S& Paulo, we find a smilar pattern, with rates of
unemployment soaring in the second half of the decade.® In other words, it is correct to
argue that in the first part of the decade, when unemployment rates were increasing and
decreasing as part of the cycle, the rate of unemployment was, at best, a poor indicator of
labour market performance. However, in the second part of the decade, the rate of
unemployment clearly had ratcheted up.

Table 11: Unemployment rates

Y ear Open Hidden Total
unemployment® unemployment” unemployment”
1990 4.3 2.9 10.3
1991 4.5 3.1 10.9
1992 58 6.0 15.2
1993 53 6.0 14.6
1994 55 5.3 14.2
1995 4.6 4.2 13.2
1996 54 5.1 15.1
1997 57 5.7 16.0
1998 8.1 6.5 18.2
1999 8.4 7.2 19.3
2000 7.8 6.6 17.7

Source: Ingtituto Brasileiro de Geografia e Estatistica (IBGE) and Departamento Intersindical de Estatistica
e Estudos Sécio-Econdmicos (DIEESE)

@ Data for the six metropolitan regions of Recife, Salvador, Rio de Janeiro, Belo Horizonte, Sio Paulo e
Porto Alegre

® Datafor the metropolitan region of Sdo Paulo

The higher rates of unemployment reflect the relatively poor performance of the
economy in the period following the Asian financia crisis. However, it is important to
note that the increase in unemployment cannot be completely blamed on cyclical or
short-term factors. In the first half of the 1990s unemployment was, on average, lower,
despite the negative effects of the recession of 1990. One possible explanation is that in
the post-stabilization period, the intensification of the liberalization process led to higher

5 Open unemployment is defined refers to those that are unable to find a job in the last week. Hidden
unemployment is defined as including workers that have an irregular and discontinuous job, and those that
are discouraged and have dropped out of the labour force. It must be noted that total unemployment in
table 8 is the sum of hidden unemployment and open unemployment in the metropolitan region of $io
Paulo, which is not shown in the table.
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rates of unemployment in the long run. If thisisthe case, the recovery from the 1998-99
crisiswill not be sufficient to reduce unemployment to pre-reform levels.

The incresse in unemployment in the second half of the 1990s, in particular after
1997, masks the differences in evolution of employment among sectors. Figure 8 shows
the indexes for employment levels in the economy as a whole (L), in the industrial sector
(L1), in commerce (LC) and in the service sector (LS). It is clear that industria
employment has been falling throughout the liberaization period, starting in the late
1980s. Employment in the commerce and service sectors, on the other hand, has followed
acyclical behaviour. It recovered from the recession of the early 1980s and fell as much
as industrial employment during the recession of the early 1990s. Yet, in contrast to
industrial employment, during the 1990s non-industrial employment also experienced a
cyclical fluctuation, increasing after the recession in the mid-1990s and falling after the
external shocks of the Tequila and Asian crises.

The 1995 to 1997 period, between the Tequila and the Asian crises, is particularly
interesting. In these two years, industridl employment fell, but the increases in
employment in the commerce and service sectors were more than enough to compensate
for that fall. Asaresult, employment in the economy as a whole was relatively constant.
This explains why, in contrast with the Argentinean experience of exchange-rate based
stabilization, unemployment did not increase immediately in Brazil.
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FIGURE 8 Employment
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Also, it is important to point out that the process of liberalization was marked by
another clear trend in the labour market, namely an increase in the degree of informality
of labour relations. Figure 9 shows the indexes of workers employed in the forma and
informal sectors. According to Amadeo and Pero (2000, p. 127) the reduction in the share
of formal wage earners is associated with the downsizing strategies pursued in the
industrial sector after the liberalization process.

In summary, the process of liberalization has led to a marked decline in industrial
employment and a shift to the service sector. Also, the increase in informal labour has
signalled a deterioration in employment conditions. In particular, increasing informality
has led some authors to conclude that institutional reforms are needed in order to improve
the quality of the jobs created. According to this view, the costs imposed by the payment
of benefits on formal contracts are too high and force many firms into hiring in the
informal market. Pochmann (1998, p. 171) estimates that benefits add 25-30 per cent to
the costs of manufacturing employment, a range that is within international standards,
and suggests that that cannot justify the massive increase in informality. Hence, the main
reason for the increase in precarious jobs is the lack of good jobs, and this in turn is
partially explained by the process of liberalization.
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FIGURE 9 Formal and Informal Employ ment
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Disaggregate data for wages and employment in the industrial sector are available
for the 1985-1994 period, and allow us to explore the effects of liberalization by sector.
Figure 10 shows that the initial impact of liberalization on amost al industria sectors
was negative. This confirms the results presented by Moreira and Naberg (2000),
according to which there were short-term negative effects of liberalization on
employment. Employment fell considerably in sectors except pharmaceuticals, plastic
materials and transport materials. Also, in all sectors, except mining, employment began
to fall in the late 1980s in conjunction with liberalization. It is true that correlation does
not mean causality, but the fact remains that there has been a correlation between

liberalization and falling employment levels.
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The main reason for the decline in employment in all sectors has been the fal in
output levels. Table 12 shows employment elasticity for each sector; that is, the
A positive elagticity
means that falling employment is caused by faling output. It is important to note,
however, that during the pre-liberalization period labour productivity fell in al sectors,

proportional increase in employment, given an increase in output.

t16

and in the post-liberalization period labour productivity has increased.

'* The elasticities were obtained by regressing the logarithm of employment on the logarithm of output.

Statistical tests show that all coefficients are significant.

The elasticities were obtained by regressing the logarithm of employment on the logarithm of output.

Statistical tests show that all coefficients are significant.
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Table 12: Employment elasticity by sector

Sector Elasticity
Apparel 0.35
Chemicals 0.20
Electrica material 0.36
Food 0.09
M echanical 0.33
Mining 0.53
Non-metallic mining 0.20
Paper 0.18
Pharmaceuticals - 0.08
Plastic materials 0.16
Rubber 0.28
Steel 0.31
Textiles 0.17
Transport materials 0.14
Wood 0.28

Source: Author’s calculations.

There are two reasons for the change in productivity. First, productivity varies
pro-cyclicaly. Hence, the recovery from the 1990 recession explains why productivity
increased in the early 1990s. Further, in the early 1990s — the post-liberalization period
— employment fell more rapidly than output, leading to further increases in productivity.
This seems to reflect industry level strategies to maintain competitiveness in the face of
external liberalization.

To analyse the effects of liberalization on wages, the evolution of wages in each
sector was compared to the evolution of wages in all the sectors. The relative wage
figure then shows what sectors performed better and what sectors performed worse than
the average. The correlation coefficient, which measures the degree of linear association
between two variables, was then calculated. The correlation coefficient is defined as the
covariance of labour and the relative wage divided by the product between the standard
deviations of those variables. Of the 15 sectors analysed, seven show a positive
correlation between employment and relative wages, and eight show an inverse
correlation (see table 13).

A negative correlation implies, in amost all cases, higher relative wages and
lower employment, since employment fell in most sectors. Also, the negative correlation
does not mean that real wages improved, but only that they improved with respect to
other sectors. A negative correlation coefficient was found in the chemical, electrical
material, mechanical, mining, pharmaceutical, rubber, steel, and transport material
sectors. Of these sectors mining, rubber and steel were classified as export oriented. The
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others — with the exception of the mechanical and transport material sectors that were
classified as nontraded — fell into the impor t-competing category.

Table 13: Correation matrix

WAGES

Apparel 0.81 -0.77 -055 0.85 -0.94 -0.70 0.61 0.83 -023 0.89 -027 -091 092 -094 0.76
Chemicals 0.89 -091 -072 0.71 -090 -048 0.76 0.91 -054 0.88 -059 -0.89 0.88 -090 0.53
E|ef3tfiC 0.89 -092 -072 0.63 -090 -0.39 0.86 0.91 -063 0.83 -0.64 -090 0.86 -090 0.42
equipment

Food 0.80 -0.80 -086 0.35 -059 0.05 0.62 0.77 -085 0.57 -0.85 -049 052 -048 0.08
Mech. 0.84 -0.87 -062 068 -091 -051 0.81 0.87 -050 0.84 -052 -094 0.89 -094 0.51
Mining 0.76 -0.72 -050 0.91 -092 -0.85 0.52 0.79 -015 0.93 -021 -096 0.97 -096 0.85
Nmmining 0.83 -0.89 -072 0.6 -0.75 -021 0.84 0.84 -074 0.71 -0.76 -0.78 0.74 -0.77 0.21
Paper 0.84 -085 -074 050 -0.76 -0.22 0.77 0.83 -0.72 0.70 -0.71 -0.74 0.72 -0.74 0.26
Pharma. 0.13 -022 -028 -039 0.1 054 0.36 0.11 -068 -0.14 -0.62 0.05 -0.12 0.10 -061
Plast mat. 0.65 -0.66 -054 027 -059 -007 0.71 0.64 -063 0.45 -055 -056 0.50 -058 0.09
Rubber 0.94 -092 -092 062 -0.82 -024 0.70 0.94 -0.78 0.80 -0.80 -0.73 0.75 -0.72 0.36
Steel 0.93 -0.95 -078 0.67 -092 -040 0.84 0.95 -0.66 0.87 -0.68 -0.90 0.88 -090 0.46
Textiles 0.89 -094 -080 0.47 -0.80 -0.15 0.89 0.90 -0.80 0.73 -0.80 -0.77 0.73 -0.77 0.21
Transport 0.72 -0.80 -056 0.32 -0.70 -0.12 0.89 0.74 -066 0.56 -0.62 -0.71 0.62 -0.73 0.12
material

Wood 0.84 -0.83 -060 081 -095 -064 0.69 0.86 -0.33 0.90 -0.37 -093 092 -096 0.70

Source: IBGE and author’ s calcul ations.

On the other hand, a positive correlation between employment levels and relative
wages was found in the apparel, food, non-metallic mining, paper, plastic materia, textile
and wood sectors. Of these sectors, apparel was classified as import competing, while
food, non-metallic mining, paper, textile and wood sectors were classified as export
oriented, and plastic materials as non-traded.
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If one assumes that a negative correlation implies a better performance, at least
with respect to other industrial sectors, and a positive correlation entails a negative
performance, then no clear pattern appears to be associated with the external orientation
of the industrial activity.

FIGURE 11 Relative Wage: Export Oriented/Import Competing
112 Sectors
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Looking at the evolution of the relative wages of the export-oriented sectors
(WEO) vis-avis the import-competing sectors (WIC), there is a clear negative trend
(WTREND), as shown in figure 11.%" This suggests that the demand for labour in the
export-oriented sectors fell more rapidly than the demand for labour in the import-

17" Apparel was excluded from the import-competing sector, and steel and mining from the export-oriented
sector. Arguably this leaves us with relatively capital-intensive industries in the import-competing sector
and labour-intensive in the export -competing sector, which would mean that Brazil — arguably a labour-
abundant country — is an exporter of labour-intensive goods, as predicted by the Heckscher-Ohlin model.
One should take the results presented in this section with a high degree of scepticism, since there is no
available data on factor content, and also the results of the model are dependent on highly restrictive
assumptions.
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competing sectors, and hence that the import-competing sectors did better, in general,
than the export-oriented sectors. This is aso consistent with the overall poor
performance of exports in the post-liberalization period.

If one assumes that the import-competing chemical and electrical material sectors
are capital-intensive compared with the export-oriented food, non-metallic mining, paper,
textile, and wood sectors, it may be concluded that the relative demand for skilled labour,
used in the capital-intensive sectors, fell less than the demand for unskilled labour, used
in the labour-intensive sectors. This result fits in with the stylized facts about Brazil in
the 1990s, according to which the skill premium increased, and confirms the Latin
American paradox noted by Wood (1997).

The question then is what went wrong with the Hecksher-Ohlin prediction in the
Brazilian case? One possible explanation is that the post-liberalization period has been
concomitant with either high inflation or a highly appreciated real exchange rate. High
inflation produces perverse incentives for companies. Costs or quality matter less than the
speed with which firms get goods into the shops and invest the revenue in financid
markets. High inflation means that the most important sort of engineering is financial.
Also, an appreciated exchange rate within a more open environment does not lead to
improvements in foreign competitiveness. Hence, one may conclude that the persistence
of macroeconomic instability in the form of inflation in the first haf of the 1990s and real
exchange rate appreciation in the second half, hurt the ability of labour-intensive export-
oriented industries to reap the benefits of liberalization.

6. Concluding Remarks

Liberalization has created the need for maintaining low rates of growth in order to
keep, or at least try to keep, the current account under control. One of the consequences
of low rates of growth has been the increase in unemployment rates since 1997. The
improvement after the depreciation of 1999 may be short-lived, as has been dramatically
shown by the constraints in energy supply and the persistent currentaccount deficit.
Additionaly, in Brazil, rising capital inflows following liberalization led to real exchange
rate appreciation, which offset liberalization's incentives for traded goods production and
created increasing inequality between wages of workers in the tradable and non-tradable
sectors. Appreciation, in turn, can be linked to high real interest rates, which added to
production costs and to the financial costs of the public debt.

Moreover, the persistent inflation in the first haf of the 1990s, and red
appreciation in the second half badly hurt the export performance of the Brazilian
manufacturing sector. This in turn led to an increase in the skill premium, and to
increasing inequality between skilled and unskilled workers.

Policy alternatives in an increasingly interdependent world are difficult to
implement. It is true that the process of liberalization of the current account has been
corsolidated through a series of multilateral and bilateral trade agreements, in particular
MERCOSUR, and now the upcoming Free Trade Area of the Americas (FTAA), that
conform with World Trade Organization (WTO) rules. Thus the scope for changes in
trade policies, even when desirable, is limited. However, the recent discussions on the
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Brazil’s adjustment policies, and the favourable ruling by the WTO on the Brazil's
dispute with Canada over subsidies to EMBRAERR, show that there is considerable
room for alterretive policies. Furthermore, capital account liberaization has been
incomplete in Brazil, and there are possibilities for change, in particular, after the wave of
criticism evoked by the Asian and Russian crises.
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