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ABSTRACT

This thesis examines the system of tax incentives
known as Article 34/18 which has been adopted in Brazil to
stimulate industrial investment in the economically backward
Northeast region of that country. The economic history of
the region and the events leading to the formation of
SUDENE, the agency responsible for coordinating its economic
development, and to the adoption of the incentives are
briefly described. The legal framework of the system of
incentives is explored in some detail and an attempt is made
to measure the amount of industrial investment attributable
to them. The employment effect of such investment is discussed.
It is concluded that the incentives present an imaginative
and flexible approach to the problem of stimulating industrial
investment in the Northeast and that considerable success has
been achieved by means of the incentives in promoting 'such
investment. Some short-term economic conclusions are drawn,
but it is believed to be too early to make scientific
judgments as to the overall effect on the regional economy.
The research for this thesis utilized published documents,
including Brazilian legal and other source material, some
unpublished data obtained from SUDENE and interviews with
economists and others on the staffs of SUDENE, the Banco do
Nordeste do Brasil, S.A. and the Brazilian Ministry of
Planning.
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CHAPTER I

Introduction

The Superintendency for the Development of the

Northeast (SUDENE) was established in 1959 to coordinate

economic development in Northeast Brazil, a region long

noted for its declining economy, high unemployment and

poverty relative to the rest of Brazil. In 1961 SUDENE

introduced an original system of tax incentives, which have

been modified from time to time to stimulate industrial

investment in the Northeast. The objective was to induce

the formation in the Northeast of a dynamic center of self-

sustaining economic growth which would correct the basic

economic dependence of the area on the exportation of sugar

and other vegetable products and rectify the severe economic

imbalance of the region compared with the more developed

southern regions of Brazil.

Investigation convinced me that the datawith

which the overall success of the incentives scheme in meeting

this objective could be measured, are not yet available. The

1970 census results may contain some useful indications but

investment made as a result of the incentives system only

began to reach significant proportions in 1966.

I was able, however, to investigate and describe

the legal characteristics of the incentives system, to

7



measure the inflow to the special investment fund created

and to make some estimates of the actual investment and the

number of jobs directly created as a result of the incentives

system through December, 1969. I was also able to explore

various criticisms which have been directed at the

incentives system and suggest appropriate, if not unassail-

able, responses to those criticisms.

My overall conclusions are that the system is

imaginative and flexible and that it has in fact been

measurably successful in stimulating industrial investment

in the Northeast in the last decade. I estimate investment

directly produced by the incentives as approaching three

quarters of a billion dollars during the period and I

estimate also that approximately 50,000 new jobs have been

directly created as a result of this investment, in addition

to jobs indirectly created, which are not directly measurable.

I have relied heavily on published sources for

general background information. I visited Brazil and

gathered additional material including legal material which,

although published, is not easy to obtain in the United

States. I was also fortunate in being able to obtain

several unpublished statistical tables prepared by SUDENE.

I interviewed several economists on the staffs of SUDENE and

the Banco do Nordeste do Brasil, S.A. I also had a very

valuable interview with Dr. David Goodman of the Ford
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Foundation who is currently attached to the economic

research staff of the Brazilian Ministry of Planning.

This thesis turned out to be somewhat ambitious

in the light of the time and program strictures of the

Alfred P. Sloan Fellowship at M.I.T. but I learned much

while preparing it and hope that it at least may make a

minimal contribution to the study of this interesting area.

Finally I tender this paper as a symbol of my

admiration and respect for the people of Brazil.
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CHAPTER II

The Economic History of the Northeast

The Superintendency for the Development of the

Northeast, usually known in Brazil, the paradise of

acronymizers, as SUDENE, was formed in 1959 pursuant to the

recommendations contained in a report1 by Celso Furtado, a

gifted young Brazilian economist, himself a nordestino,

or man of the Northeast, prepared for a task force which

the government had set up to explore the question of

development in the Northeast, a region with a long history

of droughts, hunger and misery and an outstanding example

of regional economic imbalance. In 1961 a system of tax

incentives, subsequently modified from time to time, and

usually known as Article 34/18, was introduced into the

Congress by SUDENE as part of its Master Plan for the

development of the Northeast, and after a severe legislative

struggle, became law. These incentives and their economic

result are the subjet of this thesis.

The history of Brazilian government aid to the

Northeast is well described in the first section of Albert

0. Hirschman's book Journeys Towards Progress. 2 Good

accounts of the economic problems of the Northeast and the

inception of SUDENE are given in Stefan Robock's
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Brazil's Developing Northeast,3 and also in Werner Baer's

Industrialization and Economic Development in Brazil. 4

Vivid analyses of the economic history and problems of the

area by Celso Furtado, the Brazilian economist who became

the first Superintendent of SUDENE, are to be found in his

books The Economic Growth of Brazil5 and Diagnosis of the

Brazilian Crisis 6 and in his 1959 report prepared for the

Working Group for Northeast Development.7

A moving account of the human misery resulting

from the politico-economic system of the Northeast may be

found in Death in the Northeast by Josue de Castro The

violence, bitterness and hunger of the Northeast run like

a thread through a whole body of Brazilian poetry and

literature.

The Northeast consists of those states forming

the Northeastern bulge of Brazil, the celebrated Polygon of

Drought: Maranhao, Piaui, Ceara, Rio Grande do Norte,

Paraiba, Pernambuco, Alagoas, Sergipe and Bahia. Political

efforts at the time of the establishment of SUDENE succeeded

in including part of the northern area of the State of Minas

Gerais in the area of jurisdiction of SUDENE and of the

operation of Article 34/18.

The Northeast has approximately 27 million people9

(July 1, 1969 estimate) and an area of approximately 600,000
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square miles. The population of Brazil as of July 1, 1969,

was estimated at 92,280,000. The area of Brazil is 3,286,478

square miles. The Northeast was the earliest region of

Brazil to be settled and production of sugar cane was

commenced there in 1532. The humid tropical coastal forest

or mata was relentlessly cleared to make room for sugar

cane which flourished in the famous black rich soil known

as massape. According to Josue de Castro the plantation

owners were so determined that every available foot of mata

should be turned over to sugar, that the workers were forced

to endure a low-nutrition diet since they were not permitted

to grow the fruits and vegetables which would have enabled

them to enjoy a more balanced diet. With the sugar-cane

monoculture went a system of huge landholdings or latifundia

and an oppressive and "feudal" relationship between the land

owners and workers, which persisted after the abolition of

slavery in Brazil in 1888.

Away from the fertile coastal strip are the arid

backlands, the sertao. Some of the mountain areas receivec

regular rainfall and are forested but the most characteristic

vegetation of the backlands is the caatinga, composed of

scrub and various xerophilous plants. The principal

economic activity of the interior has always been cattle
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raising eked out by subsistence farming. It is the back-

lands which have suffered from periodic droughts, some of

catastrophic severity such as those of 1744, 1790, 1846,

1877, 1932, 1951, and 1958. De Castro states that in

1887-9, 500,000 people in the State of Ceara and neighboring

areas, or about 50% of the population, died of drought-

connected causes.

With the development of the sugar industry in the

Caribbean, world sugar prices fell sharply in the last half

of the seventeenth century and continued at a low level

throughout the eighteenth century10 causing a decline in

the economy from which the Northeast has never fully

recovered. Cotton subsequently became important in the

Northeast and a textile industry arose but in the meantime

the economic, industrial and political fulcrum of the

country moved to the Center-South. As sugar declined,

migrants from the coastal areas moved into the interior thus

adding to the horrors of the droughts.

According to Celso Furtado: "In summary, it may

be said that the expansion of the economy of the Northeast

during this long period consisted of a process of retrograde

economic evolution: the high-productivity sector was losing

its relative importance, whereas productivity in the stock-

breeding sector declined in proportion to its own expansion.
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Actually, such expansion represented only growth of the

subsistence sector, within which an increasing proportion

of the population was clustering. In this way the Brazilian

Northeast became converted from a high-productivity economic

system into an economy in which the major part of the

population produced only what was necessary for its bare

existence. Dispersion of a part of the population through

extensive cattle breeding caused an involution in the

division of labor and specialization, resulting in a rever-

sion to primitive techniques, even in craftsmanship

activities. The shaping of the population of the Northeast,

and of its precarious subsistence economy -- a basic factor

in the Brazilian economic problem in later periods -- are

therefore linked with the slow decline of the great sugar

industry, an industry which at its best was perhaps the most

profitable colonizing and agricultural business of all

time."

After the devastating drought of 1877 the federal

government instituted a program of building dams and

resevoirs to fight the drought. This program, together

with a road-building program, has proceededwith many ups

and downs, ever since and is currently supervised by the

National Department of Works Against the Drought or DNOCS

(Departamento Nacional de Obras Contra as Secas).
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The dissemination of economic theories of regional

imbalance led to the realization that not only the droughts

but more insidious economic factors might be at work to

produce the chronically depressed conditions of the North-

east. The droughts continued to be the spurs of govern-

mental intervention in the Northeast, but in accordance with

a new model. After the drought of 1951 the Bank of the

Northeast, or BNB (Banco do Nordeste do Brasil) was

established, President Getulio Vargas having announced the

inception of a new drive to "give a definite economic and

social orientation to the study and solution of the problem"

of the Northeast. 12

BNB subsequently recommended the coordination of

all federal activities in the Northeast. In 1958 another

severe drought occurred. The Working Group for the Develop-

ment of the Northeast, GTDN (Group de Trabalho Para o

Desenvolvimento do Nordeste) was set up. A major

recommendation of this group was that measures should be

taken to promote the industrialization of the Northeast.

In 1959 SUDENE was established and Celso Furtado, the author

of the GTDN report, installed as its first Superintendent.

The first version of the system of tax incentives

for industrial investment in the Northeast was shortly
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unveiled by SUDENE and became law in 1961.

In order to indicate the magnitude of the problem

of disequilibrium in Brazil, comparisons are usually made

between the Northeast and the Center-South, consisting of the

States of Minas Gerais, Espirito Santo, Rio de Janeiro,

Guanabara and Sao Paulo. This is, of course, the most

developed region of Brazil. Its population was estimated at

approximately 40,000,000 as of July 1, 1969 and it

contains the huge metropolitan areas of Sao Paulo and Rio

de Janeiro as well as other large cities such as Belo

Horizonte and Santos. Confusion must be carefully avoided

since not all writers and statistical sources use this

regional classification. Some sources divide the more

southern areas of the country into the Southeast, consisting

of Minas Gerais, Espirito Santo, Rio de Janeiro and

Guanabara and the South, consisting of Sao Paulo, Parana,

Santa Catarina and Rio Grande do Sul. To make matters worse,

the Anuario Estatistico do Brasil - 1969 (Brazilian

Statistical Annual for 1969) issued by IBGE (Instituto

Brasileiro de Estatistica) uses the term Southeast to

describe the area defined above as the Center-South and

drops Sao Paulo from the group of states described as South.
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In 1960 the Northeast had 35% of the national

population and a per capita income equal to 51% of the

national average. The South, including Sao Paulo, had 33%

of the population and its per capita income was 146% of the

13national average. The per capita income of the southeast

(excluding Sao Paulo) was 116% of the national average.

In fact the per capita income figures for the metropolitan

areas in the South were probably much diluted by those of

the surrounding regions. Thus in 1960 the per capita

income of Minas Gerais was 71% of the national average

whereas that of Guanabara, which consists in fact of the

city of Rio de Janeiro, was 291% of the national average.

That of the city of Sao Paulo would presumably be higher.

The view is said to persist that the disparities between

income levels between the Northeast and the Center-South

are increasing rather than diminishing but I did not

hear this approach in Brazil. There is in fact some

evidence that regional disparities diminished in the decade

from 1950 to 1960 15 and the 1970 figures may show a

continuation of this trend. Stefan Robock points out

that the United States has a history of gradually

diminishing regional imbalance 16 but it is the absolute

level of hardship in the Northeast which has caused so
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much emphasis to be placed on the evidence of

disequilibrium. This evidence persists. Thus in the

Northeast in 1968, 74% of all employees received a salary

of less than NCr $30.00 (US $7.80) weekly. In the State of

Sao Paulo the corresponding percentage was 40.8%. Eighty-

six and six-tenths percent of all the new jobs created

in 1968 were in the States of Sao Paulo, Rio de Janeiro and

Guanabara with a population comprising 28.2% of that of

Brazil. Sixty-five and three-tenths percent of these jobs

were created in the State of Sao Paulo with a population

equal to 16.6% of the total. The Northeast, with 29.3% of

the population (the disparity with the 1960 percentage of 35%

is due to the relative decrease in the population of the

Northeast) had 14.7% of the new jobs. 17

Installed electric power capacity in the Northeast

in 1968 was 618,329 KW. In the Center-South it was

5,619,847 KW.18

It turned out not to be possible, for lack of

data, to make any global measurement of the impact of the

fiscal incentives scheme of Article 34/18. The input to the

system could be measured, however, and an estimate made as

to the output in terms of increased industrial capacity and

new jobs. The survey made entitles one to adopt the view

that. the Article 34/18 system has been successful in

stimulating industrial investment in the Northeast and has

18



done so with a minimum of harmful side effects. The program

has been flexibly operated and seems to be fairly and

efficiently run. Whether the new industrial investment

created will in fact help turn the tide in the Northeast and

become the dynamic center of a self-sustaining process of

growth cannot yet be established.
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CHAPTER IIi

The Legal Framework of Article 34/18

The Superintendencia do Desenvolvimento do

Nordeste, the Superintendency for the Development of the

Northeast, usually known by its official abbreviation of

SUDENE, was created by Law 3692 of the Brazilian Congress

dated December 15, 1959.19

Paragraphs 1 and 2 of Article 1 of the Law provide

that the States of Maranhao, Piaui, Ceara, Rio Grande do

Norte, Paraiba, Pernambuco, Alagoas, Sergipe and Bahia are

included in the Northeast (i.e. in the area of operation of

SUDENE) together with that part of Minas Gerais which falls

within the Drought Polygon.

The objectives of SUDENE are defined in Article 2

of the Law as follows:

a) to study and propose directives for the

development of the Northeast;

b) to supervise, coordinate and control the

elaboration and execution of development projects

of federal agencies in the region;

c) to execute, directly or by means of convention,

agreement or contract projects relating to the

development of the Northeast which shall be delegated

20



to it, in accordance with law; and

d) to coordinate national and foreign programs

of technical assistance for the Northeast.

The law provides further (Article 3) that SUDENE

shall be directed by a Superintendent and shall consist of

a Deliberative Council, the resolutions of.which it shall

be the function of the Superintendent to carry out, and an

Executive Secretariat.

Article 5 provides that the Deliberative Council

shall be constituted of 22 members; 1 appointed by each of

the governors of the 9 states of the Northeast region

(exclusive of the included portion of Minas Gerais), 3 ex

officio members, namely the Superintendent of SUDENE, the

General Director of DNOCS and the Superintendent of the San

Francisco Valley Commission (CVSF), one representative of the

General Staff of the Armed Forces and one representative of

each of the following: The-Ministry of Agriculture, the

Ministry of Education and Culture, the Ministry of Finance,

the Ministry of Health, the Ministry of Labor, Industry and

Commerce, the Ministry of Transportation and Public Works,

the Banco do Brasil, S.A., the Banco Nacional do

Desenvolvimento Economico (BNDE) and the Banco do Nordeste do

Brasil, S.A. (BNB). The Governors are permitted to appoint

themselves as State representatives on the Council. The

21



direct involvement of the Governors was, I understand,

intended to reduce their basic resentment of the federalized

aspects of the SUDENE program.

The omission of an appointee of the Governor of

Minas Gerais was repaired by Article 20 of Law 3995 of

December 14, 1961, and representatives of the Ministry of

Mines and Energy and the newly-formed Ministry of Industry

and Commerce, formerly part of the Ministry of Labor,

Industry and Commerce, and the Companhia Hidroelectrica do

Sao Francisco (CHESF) were added, thus increasing the

Deliberative Council from 22 to 26 members.

Article 8 of Law 3692 provides that a plurennial

Master Plan shall be established by law defining by sectors

the undertakings and works specifically intended for the

development of the Northeast. SUDENE is now operating under

the fourth stage of its Master Plan covering the years

1969-1973, which became law by means of Law 5508 of October

11, 1968. Article 9 of Law 3692 provides that the programs

established by the Master Plan shall be funded in the Federal

Budget. Article 10 provides that a minimum of 2% of annual

Federal income shall be allocated to SUDENE.

Article 18 of the Law provides that the importation

of machinery for basic industry or the food industry of the

Northeast, to be defined by decree of the President in

accordance with SUDENE proposals, shall be exempt from all
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taxes. Used or reconditioned machinery is to ze excluded

from such exemption, it is provided, thus legislating the

policy of "no more junk for the Northeast," the wisdom of

which has been questioned.20 Also excepted from the

benefit of this provision, in accordance with usual

Brazilian policy, is the importation of machinery where

similar and suitable machinery can be obtained in Brazil.

Article 19 provides 21 that industrial chemical

firms located in the North and Northeast processing local

raw materials shall enjoy a 50% income tax reduction.

Decree 47,890 of March 9, 1960, was a regulatory

decree of President Kubitscheck implementing the creation

of SUDENE by Law 3692 of December 15, 1959, and need not

detain us here.

The fiscal incentive system which is the subject

of this thesis was unveiled by Law 3995 of December 14, 1961.

This law also approved the First Stage of the SUDENE Master

Plan. Article 34 of this Law provides the following:

"Juridical persons22 with 100% Brazilian
capital are permitted to deduct an amount
up to 50% of their income tax declarations
destined for reinvestment or application
in an industry determined by SUDENE to be
of interest for the development of the
Northeast.

Paragraph 1. The sum referred to in this
Article shall be deposited in a special
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account in the Banco do Nordeste do Brasil, S.A.
from which it may be withdrawn only with the
consent of the Income Tax Division or its
State representatives, and retained in such
account until released in accordance with the
following paragraph.

Paragraph 2. SUDENE may approve, at the request
of an interested applicant, plans for
application of the sum retained and, having
approved the same, shall authorize its release
which shall be in instalments proportional to
the requirements of the investment.

Paragraph 3. Approved plans must be carried
out within 3 years of the date upon which the
sum in question would have been due as income
tax were it not for the provisions of this
Article. Upon the lapse of such period any
sum retained in the Banco do Brasil, S.A.
shall revert to the Federal revenue."

Regulations under Law 3995 were promulgated in

Decree 1666 of June 8, 1962. It may be noted that the

language of Article 34 of Law 3995 is not unambiguous since

it suggests that a Brazilian firm which makes an industrial

investment in the Northeast may deduct 50% of the amount

invested against its income tax, whereas the basic position

of the law is that a Brazilian firm may deduct 50% of its

income tax for investment in an industrial project in the

Northeast which has been duly approved by SUDENE provided

the amount so deducted is deposited in a special BNB account

and provided that such deposits do not constitute more than
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50% of the total equity investment in a particular project.

This basic stance of the law is clarified in Article 1 of

Decree 1666. Subsequently the requirement that firms be

Brazilian owned has been removed; the projects in question may

now include agricultural, as well as industrial, projects;

and the proportion of capitalization of such projects

consisting of Article 34/18 funds may in some cases be as

high as 75% whereas in other cases it is restricted to 25%.

In addition, deposits may now, with SUDENE approval, be

invested in the form of loans as well as equity.

Law 4239 of June 27, 1963, approved the second

stage of the SUDENE Master Plan for the years 1963, 1964 and

1965. Article 18 of the Law dropped the requirement that the

juridical person making the deposit in lieu of 50% of its

income tax liability must have 100% Brazilian capital. This

change means, in effect, that any firm, whatever its owner-

ship or nationality, having a Brazilian corporate income tax

liability may benefit under the fiscal incentives.

The existence of these important provisions,

Article 34 of Law 3995 and Article 18 of Law 4239 has

resulted in this entire fiscal incentive scheme, involving

the right to make investments in approved projects in North-

east Brazil in lieu of a percentage of income tax pay-
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ments, being known in Brazil as t : fiscal icentives of te

Article 34/18 system, or simply Article 34/18 and, without

any particular unity of expression, it will be referred to

in those terms in this paper.

Article 18 in addition to the provision already

noted permits investment of deposits made in BNB in

accordance with the incentive scheme (usually referred to

hereinafter as Article 34/18 deposits) in agricultural

projects declared by SUDENE to be of interest for the

development of the Northeast, whereas the benefits of the

original Article 34 were limited to approved industrial

projects.

Article 18 also provides for a reduction of up to

75% of federal income tax liability against purchase by firms

of obligations issued by SUDENE to finance the Fundo de

Investimentos para o Desenvolvimento Economico e Social do

Nordeste (Investment Fund for the Economic and Social

Development of the Northeast) abbreviated as FIDENE (sub-

sequently renamed FURENE). This fund, for direct use by

SUDENE, is not part of the investment incentives for private

industry in the Northeast.

Decree 55,334 of December 31, 1964, provides

(Article 1) that industrial and agricultural enterprises

operating in the Northeast, as defined in Article 1 of Law

3692 (above) and the Federal Territory of Fernando de Noronha,
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as of July 1:, 1963, shall enjoy a fifty-percent reauction

of Federal income tax through the end of 1973. Article 2

of the Decree provides that new industrial and agricultural

establishments established after July, 1963, and before

December 31, 1968, shall enjoy complete exemption from Federal

income tax for a period of ten years starting with the

commencement of their operations. This period may be

extended to 15 years upon a finding by SUDENE that the

location or profitability of the enterprises in question are

particularly disadvantageous (Article 2, paragraph 2).

Article 13 of Decree 55,334 contains important

provisions with regard to Article 34/18. Paragraph 11

provides that Article 34/18 deposits, the release of which

is authorized by SUDENE for an approved project, shall be

incorporated in the share capital of the project firm and

that the depositor shall receive therefor registered shares

which shall be non-transferable for a period of 5 years.

Paragraph 13 of Article 13, often referred to as

13/13, provides that, with the express agreement of the parties,

SUDENE may permit deposits to be transferred to the project

firm as credits (loans) in the name of the depositor. In

this way the deal possibilities between depositors and project

firms were widened by permitting loans in addition to the

equity investments envisaged by Article 34. Such loans, it
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is further provided by paragraph 13, shall not be callable

for a period of five years and shall thereafter be re-

payable in installments of not less than 20% per year. 23

An addition to this provision was made by Decree 60,462 of

March 13, 1967, permitting 13/13 loans to be repaid wholly

or partly in capital stock, thus widening the deal

possibilities further.

Article 14, paragraph 1, of Decree 55,334 provides

that an Article 34/18 project must be carried out and

operated, except in exceptional cases, by an autonomous firm

with its seat in the Northeast. In the words of a BNB

economist: "The legal personality has to be here. We don't

finance branches. There must be someone here to make

decisions, but we accept overall policy decisions being made

outside the Northeast."

Article 16 of the Decree prohibits the transfer

abroad of income derived from Article 34/18 investments,

except to the extent that such income is derived from the

participation of foreign capital or is used, with the

approval of SUDENE, to purchase necessary equipment abroad

which has no Brazilian counterpart.

The remainder of the Decree deals mainly with the

issuance of obligations of FIDENE (now FURENE) which are not the

subject of this thesis.
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The third stage ot tne &UDEINE Master Pian covering

1966, 1967, and 1968 was approved by Law 4869 of December 1,

1965. Article 23 of this Law provides that Article 34/18

deposits not invested after 3 years will be transferred to

FIDENE (now FURENE). This provision ensures that

deposits which are forfeited do not revert to the general

revenue as apparently originally envisaged (cf. Article 34,

paragraph 3, of Law 3995 of December 14, 1961) but are

appropriated for public purposes in the Northeast.

Article 24 stipulates that when Article 34/18

deposits are incorporated in the project firm in the form of

capital stock, 50% of the participation shall be in the form

of preference shares without the right to vote. The objective

of this provision is evidently to reduce the potential

capacity of the depositing company or companies to control

the project firm.

In fact since Article 34/18 projects normally have

a share capital structure composed of 50% depositors and 50%

suppliers of new funds there would be, in the absence of the

non-voting share requirement, some potentiality for deadlock

among the shareholders.

Telecommunications projects were added by Article

18 of Law 4,869 to those (industrial and agricultural)

already eligible for the benefits of Article 34/18.
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Decree 58,666-A of June 16, 1966, constitutes the

regulation of Law 4869, some of the provisions of which

have been described. Article 7 of this Decree introduced

the concept of degrees of priority of projects. Henceforth

projects were to be graded A, B or C according to their

level of priority in accordance with a points system.

Projects classified as earning 50 or more points are graded

A, those having 30 or more points, but less than 50, are

graded B, and those having less than 30 points are graded C.

Projects graded A may have equity financing of which 75%

consists of Article 34/18 funds, projects graded B may have

equity financing of which 50% consists of Article 34/18

funds, as in the case of the former general rule, and projects

graded C may have equity financing of which not more than

25% consists of Article 34/18 funds. This system has now

been considerably modified by Decree 64,214 of March 18, 1969

(below).

The points rating system applicable to industrial

and telecommunications projects24 provided for in Article 8

of Decree 58,666-A of June 16, 1966, was as follows: 2 5

a) Projects for the construction, expansion
or modernization of telecommunications
systems including telegraph, telephone and
radio communications, which link two or more
communities in the SUDENE area. 25
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b) Projects for the construction, expansion
or modernization of basic industries,
defined as those which, according to the
criteria of SUDENE are to produce capital
equipment, durable consumer goods and
goods of general use in industry,
agriculture and fishing. 25

c) 1 - Projects located in the
Municipalities of Recife or Salvador or
the industrial districts serving those
cities. 5

2 - Projects located in
Municipalities within the States of the
Northeast with the exception of Maranhao,
Piaui, Rio Grande do Norte and Sergipe. 10

3 - Those in the States of Rio Grande
do Norte or Sergipe. 15

4 - Those in the States of Piaui or
Maranhao. 20

d) Projects for the construction, expansion
or modernization of industries producing
goods destined for basic industries or basic
foodstuffs. 20

e) Pioneer industries, which are defined
as those which will produce goods without
similars in the state where the plant will
be located, or, in accordance with the
criteria of SUDENE, goods without similars
in the particular geo-economic region of
the same state, if such goods are supple-
mental to meeting the needs of the respective
market or if their manufacture will use
local raw materials. Small handicraft and
artisan industries will not be considered
as producing similars. 10

f) Projects implementing studies already
made by SUDENE and defined as of high
priority for regional development. 10
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g) Projects for the modernization or
expansion of any industry to increase its
profitability. 5

h) Projects involving substitution for
imports from foreign countries or from other
regions of Brazil or those furnishing exports
to foreign nations or other parts of Brazil. 5

i) Projects in which at least fifty percent
of the cost of raw materials and secondary
materials will consist of agricultural or
mineral raw materials produced in the North-
east or of intermediate goods processed in
the regions from such materials. 5

j) Labor intensive projects, i.e. those
which will employ at least 300 workers or
in which salaries and labor charges will
account for over 25 percent of the gross
added value. 5

k) Projects in which the participation
of Article 34/18 funds will be divided
between at least ten distinct and separate
firms; in the case of Article 34/18
participation exceeding ten thousand times
the minimum wage, those in which the amount
is divided between at least 25 distinct firms
no one of which holds less than one percent. 5

1) Projects which absorb the largest possible
amount of Brazilian-made machinery and other
components and which only use foreign goods
that have a value in excess of US $100,000
where there is no national similar and the
importation is adequately financed or where
such goods are registered as foreign invest-
ment without exchange coverage in accordance
with the laws in effect. 5
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After weighing the essentiaiity of the
project and taking into account the
availability of resources, SUDENE may
add up to an additional ten points or
subtract as much as fifteen points for
any industrial or agricultural project.

A further broadening of Article 34/18 was afforded

by Article 1 of Decree 59,001 of August 5, 1966, which

provided that, in accordance with criteria to be established

by SUDENE, up to 30% of each deposit could be used for the

"constitution, recomposition and reinforcement or working

capital of existing industrial and agricultural enterprises

based in the Northeast." Such funds must not, however,

exceed 50% of the paid-up capital of the enterprise

(Article 1, paragraph 1)-

It may be assumed that behind this change was the

realization that in some instances an existing enterprise

could be put on its feet and enabled to expand its output at

a much lower cost than that of establishing a new project.

Article 4 of this Decree provides that an increase of capital

by means of Article 34/18 funds, as permitted by the Decree,

must be subscribed to by at least 10 distinct firms and that

no one subscriber may obtain more than 10% of the new stock,

without the specific approval of SUDENE.

This limitation was, however, repealed by
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C , 1 7. rti: lj o

this Decree provides that firms may utilize the amount of

deposits made by them in 1964, 1965, and 1966 for additions

to the working capital of Northeast firms, as provided for

in Decree 59,001, up to the point at which the total deposits

so utilized shall not exceed 25% of the balance of Article

34/18 deposits in the BNB.

This change permits a firm's entire deposit to be

used to invest in the additional capital of an existing

Northeast enterprise, provided the overall criterion is

observed.

Article 3 of Decree 60,462-A provides that loans of

Article 34/18 deposits, permitted by paragraph 13 of Article

13 of Decree 55,334 of December 31, 1964, (above) may be

repaid, at the option of the beneficiary firm, entirely or

partly in shares of capital. Thus again the deal

possibilities of investing Article 34/18 funds are widened.

26Law 5508 of October 11, 1968 approved the

fourth stage of the Master Plan covering 1969 through 1973.

Article 8 of the Law established the Fund for

Research and for Natural Resources in the Northeast, Fundo

de Pesquisa e de Recursos Naturais do Nordeste (FURENE) in
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place of tie F!und for Investments for trie Lconomic and

Social Development of the Northeast (Fundo de Investimentos

para o Desenvolvimento Economico e Social do Nordeste, FIDENE).

Article 8, paragraph 1, provides that the resources

of FURENE will be used as follows:

a) financing for research and develop-
ment of technologies appropriate for
regional conditions;

b) financing for research of the
natural resources of the Northeast;

c) funding of scientific or
technological research.

Priority in using FURENE resources is to be given

to "prospecting for minerals and research in the rational-

ization and agricultural development of the region"

( Paragraph 2).

As described above, Article 34/18 deposits which

are forfeited for non-use revert to the coffers of FURENE

(Law 4869 of December 1, 1965, Article 23).

Regulations under Law 5508 were promulgated in

Decree 64,214 of March 18, 1969.

Article 1 of Decree 64,214 extended through 1978

the operation of the 50% reduction of income tax granted

to existing industrial and agricultural enterprises in the

Northeast by Decree 55,334 of December 31, 1964. The
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10-year complete tax exemption accorded to new enterprises

in the Northeast established before December 31, 1968, by

Decree 55,334 is extended by Article 2 of Decree 64,214 to

new enterprises established in the Northeast before

December 31, 1971. As in the case of the earlier Decree

it is provided in Decree 64,214 that SUDENE may grant a

15-year total income tax exemption in case of projects

established in unfavorable locations or of low profitability.

This exemption is not available to firms the products of

which are not regarded as essential by SUDENE, except

products for export. Also excluded are firms which already

have an existing counterpart in the Northeast, except where

that counterpart has already been granted tax exemption or

where the new enterprise, in accordance with rules laid

down by SUDENE, and situated preferably in less

industrialized areas, is destined, due to its dimensions and

the character of the. articles it is to produce, to replace

a local, extra regional or limited market.

The thrust of the foregoing appears to be that a

new firm may not compete unfairly with an established business

in the Northeast by means of a 100% federal income tax

exemption not available to the latter, but that this rule

is not to be permitted to protect small local suppliers, or
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extra regional suppliers, of tle goous in question, fro

the influx of new efficient, well-financed enterprises, on

the mere basis of similarity of product. Firms failing to

obtain the 100% exemption may nevertheless qualify for the

50% exemption (Article 2, paragraph 4.).

Article 10 of the Decree adds electric power

companies to the types of enterprise (industrial,

agricultural, and telecommunications) qualifying for invest-

ments of Article 34/18 deposits.

Article 31 of the Decree revises the system of

grading enterprises established by Decree 58,666-A (above)

by replacing the former three grades, A,B and C, with 5

grades. Under the revised scheme, the maximum participation

of Article 34/18 funds is 75% in the case of projects

graded A, 60% in the case of projects graded B, 50% in the

case of projects graded C, 40% in the case of projects

graded D and 30% in the case of projects graded E. The

point system is retained, A projects requiring 50 or more

points, B projects requiring 40 or more points but less than

50, C projects requiring 30 or more points but less than

40, D projects requiring 25 or more points but less than

30 and E projects requiring less than 25 points.

The point rating system is considerably revised

and is as follows:
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a) Projects which involve the establishment,
complementation, modernization or expansion
of:

I - Electric power systems, in the forms
of generation, transmission, distribution
and rural electrification 25

II - Telecommunications systems, in the
forms of telegraph, telephone and radio
communication, which connect, by means of
reciprocal transmissions, two or more
communities situated in the area of SUDENE
jurisdiction which do not form an urban
complex. 25

b) Projects which are located in accordance
with the following categories:

I - In the States of Maranhao and Piaui
and the Territory of Fernando de Noronha. 25

II - In the States of Rio Grande do Norte
and Sergipe. 20

III - In the States of Ceara, Paraiba and
Alagoas and districts of Minas Gerais
included in the area of jurisdiction of
SUDENE. 15

IV - In districts of Pernambuco and
Bahia located in the Drought Polygon and in
districts of Bahia located to the West of
the line delimiting this Polygon. 10

c) Projects establishing, complementing,
modernizing or expanding industries producing
goods considered essential for regional
economic development, in accordance with
SUDENE criteria, in accordance with the
following list:
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I - CaPital goods industry and basic
intermediate goods. 20

II - Industries producing other inter-
mediate goods. 15

III - Durable goods industry and textiles. 10

d) Projects which supply a substitute for
foreign imported goods or at least 40% of the
product of which is intended for export. 10

e) Projects in which the respective costs of
raw materials and secondary materials are made
up principally of raw materials produced in
the Northeast or of intermediate goods
produced in the region, excluding industries
which contemplate only the elementary
beneficiation of such raw materials and
mineral extractive industries except where,
independently of the manufacture of goods,
the simple beneficiation of raw materials
shall be deemed to be essential to the
economic development of the Northeast, or
where, due to its nature the raw material
in question is not subject to transformation
into goods, in accordance with the following
rates:

-- element of total costs attributable to
materials and secondary materials equal or
superior to 80% 15

-- element of total costs attributable to
raw materials and secondary materials of
less than 80% to a minimum of 50% 10

f) Projects which contemplate the relocation,
modernization or expansion of an already
existing enterprise with increase of
productivity, excluding enterprises which have
already received financing from Article 34/18
funds 5
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[i.e. as opposed to closely-held companies.
J.F.U.] established in the Northeast in
accordance with the law currently in force 5

h) Projects in which the effective cost
participation of salaries, social security
charges, and labor is higher than 25%. 5

(Note. The prior category in which any
project employing at least 300 workers
qualified as "labor intensive" irrespective
of the percentage of labor cost has been
dropped. J.F.U.]

i) Projects which offer an opportunity to
all the labor force employed to participate in
the financial result of the enterprise to the
extent of no less than 10% of the profit
attributable to the enterprise by the income
tax law 5

j) Projects which involve intense absorption
of labor without prejudice to adequate
technology, defined as follows taking into
consideration:

(a) the absolute number of jobs directly
created, and (b) the density of capital,
expressed in terms of the major minimum
salary in force in the country, observing
for the calculation of the number of points
of classification, in each case, the
expression below up to a total of 25

1,250
D 0.025E

Where D is the number of times in which the
major minimum salary in force in the country
is contained in the total investment per job
directly created and E is the number of jobs
directly created.

SUDENE is empowered to add up to 10 points or

subtract up to 15 points from the classification otherwise

arrived at by taking into consideration such factors as the
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essentiality of goods to be prodIiucud, tUe advantages ana

disadvantages and the availability of Article 34/18 funds.

Article 34 of the Decree abolishes the

classification system for agricultural projects, providing

that they shall all be classified A, except for certain

cattle-raising projects.

Article 37 of Decree 64,214 provides in effect

that the amount of Article 34/18 financing of firms

directly or indirectly owned by foreign interests may in no

case exceed 50%.

Article 38 provides that SUDENE shall not approve

projects for the production of goods regarded as burdensome

to the national economy except as part of programs to

eliminate the burdensomeness of regional products, involving

the increase of productivity and opening opportunities for

the diversification of production. It provides also that

SUDENE shall not approve the expansion of capacity in areas

of production already being provided by regional industry

without serious technical or economic inconvenience except

where such expansion is necessary to avoid a subsistence

industry or the creation of monoply market conditions.
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CHAPTER IV

Economic Aspects of Article 34/18

There are two basic tests of the effectiveness of

the Article 34/18 program, namely the extent to which it has

succeeded in causing the deposit of funds in the Banco do

Nordeste (BNB) and the extent to which the funds deposited

have been mobilized for industrial investment in the North-

east. There has, in fact, been a clear and increasing

response to the Article 34/18 program by Brazilian companies.

Thus Hirschman indicates,27 according to data obtained

from SUDENE and the Statistical Bulletin of the Income Tax

Division (Boletim Estatistico da Divisao do Imposta de Renda),

that the number of firms making Article 34/18 deposits,

expressed as a percentage of all firms filing income tax

returns, rose from 1,909, or 0.6%, in 1962 to 19,832, or

8.2%, in 1966.

Hirschman found2 8 that virtually all large firms

availed themselves of the opportunity of making Article

34/18 deposits, with the exception of foreign-controlled

firms subject to national tax laws (e.g. those of the

United States) which would effectively impose income tax on

the deposits by removing them from the operation of foreign

tax credit. Many medium-sized and smaller firms also make

deposits, although, as pointed out below, mobilizing smaller

deposits may not seem worthwhile to the project investor.
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As iciicated by Table. 1, annual Article 34/18

deposits at BNB rose, in terms of current prices, from

NCr. $5,700,000 in 1962 to NCr. $456,700,000 in 1968.

In terms of 1969 prices, as indicated by Table 1, the annual

amounts deposited rose steadily (apart from a slight dip in

1963) from NCr $86,200,000 in 1962 to an estimated level of

NCr $600,000,000 in 1969. The total deposited from the

outset of the program through December 31, 1969, was

NCr $2,891,400,000 (in 1969 cruzeiros) or US $722,850,000

at the December, 1969, exchange rate of NCr $1.0 equals

US $0.25.

What has been the utilization of these resources?

Table 2, derived from data furnished by SUDENE, indicates a

total of 721 industrial projects approved up to June, 1969,

and approval of preliminary applications in respect of an

additional 472. The projected financing of these projects

is indicated in Table 3. These projects represent a total

projected investment of NCr $3,330,310,013 consisting of

"new funds" to be provided by the investors in the amount

of NCr $848,353,384 (25.5% of the total); Article 34/18

funds of NCr $1,500,749,777 (45%); funds loaned by "official"*

banks in the amount of NCr $560,426,913 (16.8%); and foreign

* BNB and BNDE.

43



financing equivalent tc NCr $C42, t79,939 (12.6 %). The

total would represent, at the exchange rate prevailing in

December, 1969, the equivalent of US $832,577,503. There is,

of course, always a time lag between approval of a project

and investment in such project and some projects, although

approved, may never be-carried out. It is noted that the

rate of projects approved compared with applications approved

seems to be dropping as does the rate of projects approved

each year after 1967, although the 1969 figure is for the

first six months of the year only. I know of no particular

reason for this slowdown, if it is one, except that it may

be a response to the decreased balance of Article 34/18

deposits available due to the increase in the number of

projects. The amounts of Article 34/18 funds released for

investment in each year are available, and are given in Table

1. As the percentage of Article 34/18 funds in each project

does not, of course, necessarily correspond in any year with

the percentage of such funds in projects approved in that

year (indicated in Table 3) the size of the projects for

which the funds are released is difficult to determine.

Table 1 indicates further, in current and 1969 new

cruzeiros, amounts of Article 34/18 funds released annually

for industrial projects through 1968, indicating a cumulative

total to December 31, 1968, of NCr $520,700,000 or, in 1969

cruzeiros, NCr $737,400,000 (US $184,350,000, at an exchange
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rate of US $0.23 to the new cruzeiro). Adding my estimate

of NCr $588,000,000 in releases for 1969 would bring the total

to NCr $1,325,700,000 or US $331,425,000. Assuming a mean

ratio of 45% of such funds to total project financing (45%

being the average weight of such financing in proposals

approved by SUDENE to date, see Table 3) we can deduce that

new projects having a total investment value of

NCr $2,946,000,000 or US $736,500,000 have been constructed

or are in the course of construction as a result of the

Article 34/18 system.

According to other figures provided by the SUDENE

1968 Annual Report, the situation as to the status as of

December 31, 1968, of industrial projects approved by SUDENE

was as follows: Of 645 industrial projects approved by

SUDENE up to that time, 422 involved the establishment of

new plants and 223 involved the modernization of existing

facilities. Of the 422 new-plant projects, 155 were

operational, 151 were under construction, and 116 planned.

Of the 223 modernization projects, 32 had been carried out,

55 were in progress and 136 planned. This, up to the end of

1968, a little under 29% of all projects approved by SUDENE

had been executed and a little under 32% were in progress,

giving a total of approximately 60% of all industrial projects

approved up to the end of 1968 either in progress or completed.
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According to the 1968 SUDENE Annual Report, 46 new plants

(presumably of SUDENE-approved 34/18 projects) commenced

operations in the Northeast in 1968 alone, compared with a

SUDENE forecast of "barely 39."

Table 1 indicates that 53% of all the Article

34/18 funds released by SUDENE through December 31, 1968,

were in fact released by SUDENE during 1968, NCr $392,215,000

(in 1969 new cruzeiros) having been released in that year,

compared with a total of NCr $345,200,000 (in 1969 new

cruzeiros) released form 1963 through 1967. The annual

percentage variation given by the same Table indicates a

dramatic increase in the use of deposited funds in 1966 and

1967 with a levelling out in 1968. With regard to levelling

out of releases of funds in 1968, it may be noted that in

1967 SUDENE approved the two largest projects ever sub-

mitted to it, the USIBA project in Bahia (NCr $155.5

million) and the SALGEMA project in Alagoas

(NCr $110.0 million). I do not know, however, what amount

of 1967 disbursements, if any, is attributable to these

projects. The upsurge in disbursements after 1965 would

correspond to the lag caused by the time required for

existence of the program to be generally recognized in

corporate planning circles and for first plans involving

the utilization of such funds to reach the stage of imple-

mentation.
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Hirschman discusses this "lag" at some length2 9

pointing out that it is not only inevitable but that "to

some extent it is the driving force of the system since the

availability of funds (as well as the threat of their

reversion to the Treasury if they are left unutilized)

makes for an active search for investment opportunities on

the part of both independent promoters and deposit

holders." 30 Hirschman points out that the interim

accumulation of deposits in the BNB was in itself

significant for the economic development of the Northeast,

since it created a shift in the supply of short-term bank

credit from the Center-South to the Northeast. This may be

confirmed by glancing at Table 1, which shows that an

accumulation of NCr $185,900,000 in Article 34/18 deposits

at BNB was available in 1965, at which time disbursements

had been very small. This supply of credit, he argues,

enabled BNB to extend its commercial banking operations and

escape some of the restrictions imposed by government anti-

inflationary policies after 1964. He suggests that the

fact that the rate of growth of the Northeast, which is

normally much harder hit than the Center-South by recessions

or stabilization crises, was higher than that of the

Center-South during the middle sixties, may have been due

to the comparatively easy credit conditions which existed
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in the Northeast at that time, due to these deposits,

rather than to new industrial investment, which had not

appreciably occurred at that stage.

The source and use of funds statement reproduced

as Table 4 originated with SUDENE and indicates a

cumulative deficit at the end of 1969 of Article 34/18

funds deposited compared with commitments of such funds to

projects as of that date of NCr $305,900,000. This amount

is based on amounts deposited in current values and, in

1969 terms, as was pointed out to me when I visited BNB in

Fortaleza, would represent a shortfall of approximately

NCr $600,000,000.

This statement is indicative of the success of

the 34/18 system in attracting new projects to the North-

east and suggests that funds deposited with the BNB under

the scheme will continue to find investment uses. It

furthermore indicates the need to continue the system

(apart from any other consideration) at least long enough

to satisfy the needs of projects already approved. The

statement could only be construed as representing an actual

deficit of funds, however, if the right to make deposits

under Article 34/18 had been terminated at the end of 1969.

Further computation does suggest the possibility, however,

of a shortage of Article 34/18 funds.
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TaeiW. i aLLeitLs tu deposiLs agains L acual

disbursements rather than allocations for projects which

have been approved but which may not have passed the planning

stage. The amounts in column (A) in current cruzeiros are

taken from an unpublished table obtained from SUDENE.

Except for the 1969 estimated figure these data are also

given in the 1968 SUDENE Annual Report. The amounts of

disbursement in column (C) in current cruzeiros for the

years 1963-1966 are taken from Hirschman's 1968 article 31

and for the year 1967 computed by the present writer by

applying the appropriate indices of inflation (1967 index:

8.824; 1968 index: 10.766) to the corresponding amount, in

1968 cruzeiros, listed in the 1968 SUDENE Annual Report.

The 1968 amount in column (C) is from the Annual Report.

The annual percentage variation given in column (E) is from

the same source with the exception of the 1969 figure of

50%, which is merely a guess on my part, assuming levelling

from the 1968 variation of 65.1%. A 50% variation gives

outflows for 1969 of NCr $473,700,000, in 1968 cruzeiros,

or, applying the appropriate inflator of $24.2%, of

NCr $588,300,000 in 1969 cruzeiros. The amounts given in

columns (F) and (G) are derived from the BNB 1968 Annual

Report and, allowing for rounding and other dis-

crepancies, (G) is close to what could be computed directly
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from the Table. Accepting my esLimated 196 9 variation of

50% and BNB's estimate of NCr $600 million in deposits for

that year would indicate that outflows had approximately

equalled inflows in a given year for the first time. The

implication of this Table is that annual outflows will now

commence to exceed inflows and that the surplus will be

soaked up.

The useful balance in the fund may in fact be

considerably less than the actual balance as a considerable

portion of the total can be assumed to consist of small

deposits which project investors would probably find

inconvenient and uneconomical, under the present system, to

mobilize for projects. In this connection I reproduce as

Table 5 a table (to which I have added the cumulative

percentage figures) appearing in Hirschman's 1968 article

showing deposits under Article 34/18 in 1965, by size

classes.32 This Table indicates, for example, that, in

1965, 42.7% of the total amount deposited was made up of

amounts of NCr $100,000 (US $42,800 at the 1965 exchange

rate) or less, while 21.4% of the total deposited consisted

of amounts of NCr $20,000 (1965 equivalent US $10,560), or

less. As total deposits in 1965 were NCr $149,400,000, the

deposits of NCr $100,000, or less, made up a total of

NCr $63,793,800 or (at the 1965 exchange rate)

US $33,683,126. Deposits of less than NCr $20,000, moreover,
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accounted for a total of NCr $31,971,600 or (at the 1965

exchange rate) US $16,881,004. Many deposits, of course,

were much smaller and, in fact, 70.9% of all the

depositors contributed amounts of NCr $4,000 (1965

equivalent US $2,112) or less, their deposits constituting

only 5.9% of the total amount, which was, nonetheless, the

fairly respectable sum of NCr $8,814,600 (1965 equivalent

US $4,654,108).

Since, under the present scheme, a separate

negotiation must be concluded with each depositor, whose

funds are to be employed in a project, it seems unlikely

that project investors will want to go to the trouble of

locating and negotiating with a host of depositors whose

individual credits are small. Probably the only way to

make it feasible to utilize these smaller deposits would be

to permit small depositors to place their funds in some-

thing akin to a mutual fund and obtain shares in that

rather than directly in projects utilizing the funds. I

received the impression in Brazil that such a possibility

had been discussed but that no approach along these lines

was being -planned.

Converted into real terms (1969 prices)the annual

level of the fund shows a decline in 1969 compared with the

previous year as the increase in disbursements for projects
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ate into the accumulated surplus in the fund. It may be

that both inputs and outputs will level out somewhere in

the neighborhood of the 1969 level of approximately

NCr $600 million (US $150 million). Further growth would

have to come from higher tax liability resulting from

higher GNP. Unless a more effective way is found to utilize

the smaller deposits, these will continue to reduce the

effective level of funds available.

In this context it should be borne in mind that

Article 34/18 funds, formerly available only for investments

in the Northeast, can now be invested in projects sponsored

by such development agencies as SUDAM (Amazon development),

SUDEPE (fisheries) and EMBRATUR (tourism). Professor Otto

Wadstedt, in an article in the 1968 annual edition of

A Economica Braziliera e suas Perspectivas33 observes that the

existence of alternative opportunities for investment in lieu

of taxes will change the character of Article 34/18 deposits

from a costless investment to one in which the opportunity

cost of not investing instead in a project sponsored by

SUDAM or one of the other development agencies would have to

be weighed. My impression is that the risk of loss of funds

to these competing areas of investment is recognized by

SUDENE and BNB but at the present stage not felt to be a

particularly serious threat. It was pointed out to me in

Brazil that in the event of a recession the existence of
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rival opportunities of this kind might present a problem

for SUDENE.

Hirschman described the supply of Article 34/18

funds as being in excess of the demand for them. His 1968

article mentions that deposit holders were charged a fee,

reported to be from 5% to 8%, by brokers who, in turn, due

to this excess of supply over demand, would have to share

the commission with the project investor. 3 4 The data

presented in Table 1 would suggest the emergence of an

effective excess of demand over supply. I received the

impression in Brazil that in fact deposits are being eagerly

sought by project investors. I did not have the opportunity

of investigating the business terms of current projects in

any detail but I examined one prospectus for example,

apparently fairly typical in its terms, concerning a

vitreous china manufacturing project with Italian technical

assistance, in which investors of Article 34/18 funds were

offered non-voting preference shares carrying a minimum non-

cumulative dividend of 8% per annum together with the right

to share equally in any additional profits with the holders

of common stock. An alternative form of investment in the

same project offered to deposit-holders consisted of a

NCr $1,000,000 loan bearing 12% interest. In accordance with
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the legal provisions applying to such loans, however, which

were first permitted as an alternative to equity investments

with Article 34/18 funds by paragraph 13 of Article 13 of

Decree 55,334 of December 31, 1964 and which are now

governed in addition by paragraph 5 of Article 14 of Decree

No. 64,214 of March 18, 1969, repayments of principle are

to be made in five annual installments of 20% each, after

the elapse of the initial five years.

In another new project with French technical

assistance and financial participation, involving the

construction of a plant for the manufacture of wrist watches

and measuring devices (said to be the first such plant in

Brazil), Article 34/18 depositors are offered preference

shares with a guaranteed minimum non-cumulative annual divi-

dend of 10% together with an equal share with the holders of

common stock in the additional profits of the enterprise.

In this, as in all other cases, preference shares acquired

with Article 34/18 funds are non-negotiable for an initial

period of 5 years (Decree No. 55,334 of December 31, 1964).

Bearing in mind that large companies generate

sufficient Article 34/18 funds to make it often worth their

while to develop their own projects in the Northeast and
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that smial dI eposis are di Li cult to mebiizeone would

expect competition for the remainder to be keen and

this in fact appears to be the case.

We turn now to the discussion, which can only be

preliminary, of the economic effects which this investment

has so far produced in the Northeast. We attempted to show

above that Article 34/18 fund disbursements to the end of

December, 1969, amounted to NCr $1,325,700,000 (1969 prices),

given my assumption of NCr $588,300,000 in 1969, and that

these disbursements could have resulted in total investment

expenditures of NCr $2,946,000,000 through December, 1969.

Professor Wadstedt has estimated that, the total

value of projects approved by SUDENE as of the end of 1967

would almost triple the level of investment in industrial

capacity in the period since the introduction of the Article

34/18 scheme. This computation involves a comparison with

an estimated industrial income in the Northeast in 1962 of

NCr $710 million and an imputed capital productivity ratio of

2.5 resulting in an imputed capital base of NCr $1.78 billion

and a total of NCr $3.13 billion (February 1968 prices) in

industrial projects approved by SUDENE through December,

1967.35

Expanding the data given on page 45 above, I have
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indicated in Tabile 6, with the aid of data obtained from

SUDENE, a more complete breakdown of the industrial projects

financed and to be financed with the assistance of Article

34/18 funds.

These data indicate a heavy concentration in the

non-metallic mineral, metallurgical, chemical, textile and

food product industries, each of which has between 69 and 116

projects. The electrical and communications supplies, paper

and cardboard and clothing industries each have 30 or more

projects, followed by plastics (18), lumber (17) and

machinery (17). When I asked an economist at BNB what type

of new industry he thought most likely to be successful in

the Northeast, he replied that, provided a market existed for

the goods produced, he thought success was a function of good

management rather than of any particular sector.

One criticism which has been made of the results

of the Article 34/18 scheme is that the projects which have

been implemented have tended to be highly capital-intensive

in nature and have resulted in little new direct employment.

Wadstedt asserts that the new projects in the North-

east represent a capital-labor ratio almost four times the

average ratio observed in 1959.36 In 1959, according to this

view, the average amount of capital invested was between

NCr $12,000 and 15,000 per worker, whereas in the new projects

it is in the neighborhood of NCr $48,500 per worker (1968

prices).
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S--ss t.hi( tion in the 'linistry of

Planning in Rio and with economists in SUDENE and BNB. There

was complete agreement on the response, namely that the

inflexibility of technology imposes a particular ratio of

capital equipment to workers which is extremely difficult to

vary. On economic grounds, as the President of BNB pointed

out to me, industry in the Northeast, if it is to compete

with established industry in the Center-South, simply cannot

afford to employ any methods other than the technically most

advanced and productive possible.

On this basis, he firmly dismissed a suggestion

which has been made from time to time, namely that the North-

east should build industrial projects round the use of second-

hand machinery which would reduce the cost of projects and

raise the ratio of employees to capital employed. An

economist on the staff of BNB agreed, describing the second-

hand machinery argument as "nonsense".

I had some discussion at BNB and at the Ministry

of Planning of possible means of encouraging projects with

greater employment ratios. The point system now utilized by

SUDENE does to some extent serve this function. The

impression I received was, however, that it was felt that in

any particular industry the motivation required to overcome

the so-called rigidities of technology would have to be

extremely strong. One economist pointed out that in Italy it
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had been suggested that employees in the North should pay the

social security of those in the South but he felt that a plan

of this kind would create a serious political problem. I

pointed out that Dr. Ruy da Silva Leme had suggested that

industries in the Northeast should be relieved from the

obligation to pay social security charges, on the theory that,

at the time when industry was first developing in the Center-

South, the burden of such charges was much lighter than today.

It was felt that this was a good suggestion but probably not

feasible. Its efficacy as a strong enough motivation to

induce a higher level of employment was also questioned. It

was pointed out that one of the traditional industries of the

Northeast, the textile industry, was also traditionally labor-

intensive. The new textile projects and modernization

projects which were being carried out under the aegis of

SUDENE, however, were, in their utilization of new technology,

much less intensive in the employment of labor. Whereas

DNOCS had used highly labor intensive methods in its

public works projects, this approach was feasible only in times

of crisis and for short periods. One economist pointed out

that the expressed goals of the original GTDN 37 report and

the Fourth SUDENE five-year (1969-1973) Master Plan showed

considerable divergence in the area of employment. Industry
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had been seen by Celso Furtado as a means of absorbing

employment in the Northeast. This objective had now been

more or less abandoned and the new five-year plan accepts the

principle of capital-intensiveness. In the words of the

Fourth SUDENE Master Plan: "The experience of these last

years makes clear the impossibility of imposing upon the

industrial sector a vigorous policy of absorption of the

labor force." 3 8

Wadstedt in fact makes more specific allegations in

this connection in the APEC article mentioned above. He

states inter alia that (a) total industrial employment in the

Northeast fell by 14% between 1959 and 1965, (b) new employ-

ment resulting from completion of all projects approved

through December, 1967, would absorb only 12% of new entrants

in the labor force between 1968 and 1970 (assuming no

absorption of persons presently unemployed) and (c) that the

share of labor in total industrial product in the Northeast

fell slightly from around 23% in 1959 to around 22% in 1965.39

I did not find any material with which to combat

these criticisms very specifically although it is fair to say

that SUDENE expresses its goal, via the means of encouraging

the formation of industrial capital, to be to provide the

Northeast with a self-sustaining economic engine of long-

term growth40 rather than to provide short-term alleviation
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of the chroni uneployIaent problem of tne region.

SUDENE itself claims, as indicated in Table 6, that

the projects approved through December, 1969, would create

employment of 138,737. If, as indicated above, 29% of all

projects approved had been carried out by the end of 1968,

29% of 138,737 i.e. approximately 40,000, is a possible, but

only a possible, estimate of the jobs actually created up to

that time. A further estimate, namely that about one-fourth

of the 32% of projects believed to be under construction at

the end of 1968 were completed during that year, might permit

us to add an additional 8% of 138,737, or approximately

11,000, to an original figure of 40,000 for a possible total

of 51,000 jobs created through December, 1969.

The foregoing estimate refers, of course, to jobs

directly created. It ignores temporary employment effects in

the construction industry created by plant construction and

also leaves out of account the creation of permanent new

employment in the secondary area of trades and services,

which although extremely difficult to measure, must be

assumed to occur. In an attempt at estimation, I compared,

with the aid of the Annuario Estatistico do Brasil 1969,

issued by the Fundacao IBGE in Rio, total industrial

employment in the Northeast States except Minas Gerais
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(232,946) witil all other emplovient (151,030). For this

purpose non-industrial jobs include commerce, insurance and

banking, transportation, communications, health, education,

culture and services. Rural workers, public employees,

military personnel, and self-employed persons are excluded.

The numbers, which seem low, are for 1967 and yield a ratio

of .674 non-industrial jobs to each industrial job. On this

basis 51,000 industrial jobs might result in approximately

34,000 additional non-industrial jobs. Thus, very

conservatively, one could suggest a possibility of 25,000

additional jobs in trade and services yielding a total of

76,000 compared with a 1967 total employment figure for the

Northeast of 389,976.

One interesting aspect of the data presented in

Table 6 is that SUDENE's estimate of jobs to be created by

projects approved i.e. 138,737 jobs, coincides almost exactly

with the number of jobs which can be estimated by dividing

the total estimated dollar value of projects given in Table 3

(NCr $3,330,310,000 or US $832,577,500) by 6000 on the basis

of the A.I.D. estimate41 that on average each $6,000

invested in Latin America creates one job. This exericse

produces an estimate of 138,763 jobs, a difference of only

26 from the number of jobs predicted by SUDENE on the basis,

I had assumed, of totalling actual project-by-project
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predictions by proposers of projects.

Wadstedt's estimate of a 14% drop in the total

number of those employed in industry in the Northeast between

1959 and 1965 is based on an increase in productivity per

worker not matched (as in the case of Sao Paulo) by a

corresponding increase in total output.42 The validity

of the trend of this estimate was not categorically denied by

economists I talked to at BNB and SUDENE, although the

estimate of 14% was described as "very large." One possible

explanation advanced was the modernization of the textile

.industry, the largest industrial employer in the Northeast,

which, it was suggested, could lead to a reduction of 30%

in the work force employed in a textile plant. It was said

that no good statistics were available in the area of net

employment actually created by industrial projects approved

by SUDENE, but that the SUDENE figures (Table 6) could be a

good indicator of the number of jobs which would be created.

Another commentator questioned the bases of Wadstedt's

observations but felt that, in any case, 1965 was too early

to make this comparison since only in 1966 or 1967 were

projects beginning to come into production.

Wadstedt's statement43 that new employment
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resuting irom coipietion of a-l i rticie 34/io projects

approved through December, 1967, would absorb only 12% of

new entrants in the labor force between 1968 and 1970

(assuming no absorption of unemployed persons) is in fact

based on a very simple projection. The population of the

Northeast in 1967 was estimated at 25.6 million. Of these,

6.8 million were estimated to be men between 15 and 59 years

of age, for this purpose defined as the work force. Assuming

a rate of population growth for the Northeast equal to 2.6

per year would produce an annual increase of 175,000 in the

number of males between the ages of 15 to 69. All projects

approved by SUDENE through 1967 would result in 64,800 new

jobs. Assuming three years as being necessary for the comple-

tion of each project, therefore, 12% only of the 525,000

theoretically added to the work force in 1968 to 1970, can

find new jobs in a SUDENE-approved project, given that no

existing unemployed are hired, i.e. 64,800 is 12%

(approximately) of 3 times 175,000. I have reproduced this

logic at length only to indicate that some of the criticisms

of the Article 34/18 program may rely on bases which are

extremely tenuous. Using the same procedure I arrived at a

percentage of over 15% using updated estimates and computing

through 1972, but pure projection of this kind can be of
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would be substantially lessened by the number of existing

unemployed given jobs. Local labor absorption may be further

reduced by the fact that some employers are said to be

offering jobs in the Northeast including transportation back

home, to Northeasterners working in Sao Paulo, the motivation

being the shortage of skilled workers in the Northeast. As

a SUDENE economist pointed out to me, such a computation

leaves out of account other sectors of employment which are

expanding, such as agricultural employment, and fails to

distinguish between rural'and urban population and employment

changes. Nonetheless an economist at BNB agreed that the

absorption of labor by Article 34/18 projects was indeed very

small.

Wadstedt also states: "The diminution of employment

[i.e. by 14%] was accompanied by an increase in average wages

and total wages increased almost in the same proportion as

the additional industrial output. In other words, the

participation of labor in the additional value created

diminished slightly, in the period in question [1959-1965]

descending in 1965 to 22% [from 23%]." 44

Basing his calculations on GETEI/IBGE data

Wadstedt estimates that whereas, from 1959 to 1965, value
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aduci cer wor k:r incr ezse iL rL 1 U L to Lr d7 23t

(42%), total industrial wages increased only from

NCr $217.9 million per annum to NCr $258.1 million per

annum, all the foregoing are 1968 prices, an effective

reduction according to this author, whose computations I was

not able to reconstruct, from 23% to 22% in share of total

value added.

In discussing this in Brazil, it was pointed out

that the variation referred to was very small and could arise

merely from statistical error. The observation was made that

comparisons in terms of ratios of this kind were often mis-

leading. On the other hand there was some degree of admission

that labor's share remained low. The level of wages was more

or less fixed by the federal minimum wage and no-one was

willing to pay more than this wage, although there was- a

willingness to furnish better conditions in the plants.

A young economist at SUDENE pointed out that the

problem was not merely a problem of industry in the Northeast

but part of a general problem of the distribution of income

in Brazil especially in the Northeast. He did not agree with

45a criticism that there had been a great overestimate in

the amount of original demand which could be created in the

Northeast but agreed that the market in the Northeast was

limited by the low level of income and the agrarian problem.
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It was possible, he said, that a large part of the income

created by new industrial projects in the Northeast migrates

to the Center-South.

An economist at BNB observed that he sometimes

felt there was indeed a flow of resources from Northeast to

South but "what is important is what remains in Northeast."

This expert felt that the important problem was that of

markets for new projects. He believed that every project

had to have a good market survey since things were getting

to the point at which all the available market was being

absorbed. He stated that by insisting on market surveys BNB

was able to temper the enthusiasm of SUDENE in some cases and

that BNB had from time to time denied loan applications due

to lack of sufficient evidence of a market.

Usually a market in the Northeast was required.

A market in the South required stronger proof. Some sectors

in the Northeast, he believed, might have the potential to

compete strongly in the South but this was not yet known.

"If we waited until we knew all the answers, we would do

nothing."

Nevertheless the same speaker observed that

"SUDENE approves almost everything" and suggested that there

should be a somewhat more centralized planning both of the
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types of projects to be approveu and of their locations. He

believed that a spirit of "me-too-ism" led to too many

projects of the same kind some of which might threaten

projects which had already been established. In Sao Paulo

I had heard that firms had applied for approval of projects

in the Northeast merely to discourage others but at BNB,

where I discussed this, this was not felt to be a very serious

problem although applications of this kind had, it appeared,

indeed taken place.

It has been said that the Article 34/18 system

ultimately benefits the Sao Paulo businessman rather than the

poor Northeasterner and, at the same time, the criticism has

been heard that the system lures away capital to the North-

east at a time when it is sorely needed in the Center-South.

Those with whom I spoke, both at BNB and SUDENE,

appeared to take a balanced view of these and other criticisms.

It was pointed out that the existence of benefit to

investors in the Center-South was not inconsistent with long-

range economic benefit to the Northeast. Possibly this

effect could be obtained more cheaply but no-one knew. At

the same time investments in the Northeast did not represent

a total movement of capital away from the Center-South due

to the purchases of equipment and machinery in the Center-

South resulting from the new projects.
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ur Ur critJ~ici of the Artic i 8 s;ys3 tem~y

has been occasioned by the reduction in Federal tax income

caused by the deposits under Article 34/18 made in lieu of

corporate income tax payments, especially in view of the

chronic deficits of the Brazilian budget. This is an area

where I have nothing to add to what has been written by

Professor Hirschman4 6 and Dr. Rubens Vaz do Costa, a noted

economist and President of the BNB. The response to

this criticism which I heard most often in Brazil was that

it represents essentially a short-term outlook, i.e., the

additional tax base in course of creation in the Northeast

will more than make up for the temporary loss in funds

although, as has been pointed out, this argument would be

complete only if it could be shown that additional taxable

capacity is more easily created in the Northeast by the

Article 34/18 scheme than by any other method such as

greater expenditure of public funds. 48 At this point the

argument becomes really a question of the merits of the

Article 34/18 system from the overall point of view. In the

meantime, it has been pointed out that Article 34/18 deposits

in fact represent only a very small proportion of total tax

receipts of the government (1966: 4.7%) and have loomed large

compared with the deficit (1966: deposits equal to 43% of the

deficit) only because the deficit has been small. In 1969
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there was in fact (through August) a small budgetary

surplus. 9
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TABLE 1

Deposit and Release of Article 34/18 Funds
(Millions of new cruzeiros)

1962-1969

(A)
Deposits
(current

cruzeiros)

(B)
Deposits

(1969
cruzeiros)

(C)
Releases
(current

cruzeiros).

(D)
Releases

(1969
cruzeiros)

(E)
Annual

variation
per cent

(F)
Forfeited

or
returned

(G)
Annual
Balance
(current

cruzeiros)

5.7

7.7

37.3

149.4

226.6

351.1

456.7

1962

1963

1964

1965

1966

1967

1968

1969

1,834.5

86.2

68.3

172.6

417.3

447.9

531.9

567.2

600.0*

2,891.4

0.1

3.0

8.0

37.0

156.8

315.8

588. 3**

1,109.0

21.0

72.0

237.6

392.2

588.3**

1,325.7

47.3

257.1

222.1

65.1

50.0**

5.7

13.1

45.2

185.9

369.2

541.6

672.1

683. 8**

* SUDENE Estimate ** Estimated by the writer

Compiled from data obtained from SUDENE;data published in SUDENE; Relatorio
Annual 1968;BNB, Exercicio de 1968; and data published in Hirschman,"Industrial
Development in the Brazilian Northeast and the Tax Credit Scheme of Article
34/18", The Journal of Development Studies, October 1968 and derived from BNB
and SUDENE.

-13
C0

Year

600. 0*

Totals

0.0

0.9

13.7

0.0

0.1

0.9

0.0

0.6

0.7

3.9

n.a.

Source:



TABLE 2

INDUSTRIAL PROJECTS APPROVED BY SUDENE:
(UP TO JUNE)

1960-1969

No. of
Applica-
tions
Approved

23

23

66

86

91

109

1 86

266

1968

1969
(June)

Total

Source: SUDENE

No. of
Projects
Approved

22

20

52

59

58

58

84

160

149

59

721

247

106

1 ,203

Total
Projected
Investment
(current
cruzeiros)

NCr $1,000

7,519

10 ,097

15,382

36 ,393

133 ,391

138,871

335,419

1,099,840

953,824

599,574

3,330,310

71

Year

1960

1961

1962

1963

1964

1965

1966

1967



TABLE 3

COMPOSITION OF FINANCING OF ARTICLE 34/18 INDUSTRIAL PROJECTS:
(Current cruzeiros - NCr*$1,000)

1960-1969 (up to June)

Total
Projected
Investment'

"New"
Funds

% of
Total

Art.
34/18
Funds,

% of
Total

Official
Bank

Funds

1960

1961

1962

1963

1964

1965

1966

7,519

10,097

15,382

36,393

133,391

138,871

335,419

1967 1,099,840

1968

1969*

953,824

599,574

7,519 100.0

10,097 100.0

10,016 65.1

13,600 37.3 7,309 20.0

45,203 33.8 26,364 19.7

67,733 48.7 33,052 23.8

79,922 23.8 152,439

234,334 21.3 492,795

45.4

44.8

223,064 23.3 510,816 53.5

156,866 26.1 277,975 46.3,

1,912

11,742

7,755

33,310

75,881

186,873

153,938

89,015

12.4

32.2

5.8

23.9

22.6

3,454

3,742

54,068

4,776

27,177

16.9 185,838

16.1

14.8

66,006

75,718

TOTAL
AVERAGE

3,330,310

* up to June.
Converted from U.S.
1964 - NCr $1.850;
NCr $3.956

848,354

dollars
1965/66 -

1,500,750
25.5

at the following
NCr $2.220; 1967

45.0
560 ,426

Source: SUDENE
rates: 1962 - NCr

- NCr $2.720; 19

16.8
420,779

$0.390; 1963 - NCr $0
68 - NCr 3.700; 1969 -

Year % of
Total

Foreign
Funds

% of
Total

22.5

10.2

40.5

3.4

8.1

16.8

6.9

12.6

12.6

.562;



TABLE 4

SUDENE - Department of Industrialization
Source and Application of Article 34/18 Funds

(Millions
cruzeiros
prices)

of new
, current

APPLICATION (Millions of new
cruzeiros, 1969 prices)

Deposits
BNB:

1962

1963

1964

1965

1966

1967

1968

1969
(estimated)
Deficit

in

5.7

7.7

37.3

149.4

226.6

351.1

456.7

600.0

Projects Approved:

629 industrial, fishery
telecommunications
projects

and

1 ,989.6

Less: withdrawals and
cancellations

258 agricultural and cattle
projects

Less: withdrawals and
cancellations

223 working capital increases

1,834.5
305.9

2,140.4

Less: withdrawals and
cancellations

Source - SUDENE

SOURCE

195.4 1,794.2

374.6

66.0 308.6

51.9

14.3 37.6

2,140.4



TABLE 5

Deposits under Article 34/18 during 1965 by size classes
New Number of % of Cumulative Amou

Cruzeiros

0-

500 -

1,000 -

2,000 -

4,000 -

6,000 -

8,000 -

10,000 -

15,000 -

20,000 -

50,000 -

100,000 -

250,000 -

500,000 - 1

1,000,000 - 5

1

2

4

6

8

10

15

20

50

100

250

500

,000

,000

% *0 as
nt of deposits Cumulative

500

,000

,000

,000

,000

,000

,000

,000

,000

,000

,000

,000

,000

,000

,000

depositors

4,081

1,898

1,590

1,908

862

556

386

573

345

663

228

169

67

26

14

13,366

Total'

30.5

14.2

11.9

14.3

6.4

4.1

2.9

4.3

2.6

5.0

1.7

1.3

0.5

0.2

0.1

100.0

of Total'

30.5

44.7

56.6

70.9

77.3

81.4

84.3

88.6

91.2

96.2

97.9

99.2

99.7

99.9

100.0

nt of deposits
% of Total

0.5

0.8

1.4

3.2

2.6

2.5

2.6

4.2

3.6

12.1

9.2

15.1

13.7

11.0

18.0

100.4

% of Total

0.5

1.3

2.7

5.9

8.5

11.0

13.6

17.8

21 .4

33.5

42.7

57.7

71.4

82.4

100.4



TABLE 5 - second page

Source: Slightly modified from Hirschman, Industrial Development in the Brazilian
Northeast and the Tax Credit Scheme of Article 34/18, The Journal of Development
Studies, October, 1968, page 5. Cumulative percentages added. Hirschman's data
were obtained from BNB.
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TABLE 6

Employment in Article 34/18 Projects
by SUDENE - 1960-1969

Approved

Number of jobs*

6,449

11,957

9,876

7,098

9,478

8,871

21 ,992

25,029

22,469

15,518

138,737

projected

Source: SUDENE
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Year

1960

1961

1962

1963

1964

1965

1966

1967

1968

1969

TOTAL



TABLE 7

Status of Industrial, Fishery

Type of
Industry In opera-

tion

and Telecommunications Projects in the Northeast as of
December 31, 1969

NEW
under con- Planned
struction

MODERNIZATIONS
In opera- In pro- Planned
tion gress

TOTAL

Extraction of
mineral products

Non metallic
minerals

Metallurgical

Machinery

Electrical and
communications
supplies

Transportation
goods

Lumber

Furniture

Paper and
cardboard

Rubber

Hides and
skins

2 3

16

24

6

8

7

5

2

8

17

17

4

14

3

9

4

6

12

1

2

33

13

5

2

6

1

3

9

4

1

12

10

1 1

8

8

3

3

10

2

2

2

4

13

93

69

17

32

22

17

14

30

3

2

4

2

1

3 1

8

4 4 13



TABLE 7 - second page
Type of NEW MODERNIZATIONS TOTAL

Industry In opera- Under con- Planned In opera- In pro- Planned
tion struction tion gress

Chemicals 22 15 19 3 7 13 79

Pharmaceuticals 2 1 - - 2 - 5

Perfume, soap,
candles

Plastics

Textiles

Clothing

cFood Products

Beverages

Tobacco products

Publishing and
printing

Miscellaneous

Services

1

10

11

18

31

3

2

1

3

13

5

14

4

7

1

2

3

14

7

33

1

1

8

4

2

1

1

15

8

1

1

26

2

8

33

5

22

4

1

6

18

112

37

116

12

2

10

13

8

11

2

2 3

Industry and
Agriculture 1 - - - - 1

TOTAL 183 144 181 43 72 124 747
Source: SUDENE



CHAPTER V

Conclusions

In conclusion it can be said that the Article

34/18 system is imaginative, it has remained flexible and

it has been successful in stimulating industrial

investment in the Northeast. Although there is also a tax

reduction and (for new industries) an exemption scheme in

the Northeast, the Article 34/18 scheme seems superior to

pure tax reduction schemes adopted in other disequilibrium

situations, such as in Puerto Rico. The pure tax reduction

scheme is of little avail until and unless a considerable

profit is obtained and may cause firms to leave when the

reduction period has expired. The Article 34/18 system

has been changed quite frequently in the light of experience

and, I assume, the relative supply and demand situation

for investment funds and can be varied again, as these

conditions change, or indeed terminated without prejudice

to firms which have already invested in reliance on the

scheme. In general, Article 34/18 represents a sensible

and well-directed effort to distribute the industrial wealth

of Brazil more fairly and ultimately to improve the level

of economic well-being of the country as a whole. A. 0.

Hirschman and Richard M. Bird have suggested the adoption
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of an international scheme based on the model of Article

34/18 as an alternative to current approaches to economic

aid to underdeveloped countries. 5 0

The legal framework of Article 34/18 has worked

well and has been marked by considerable changes and

improvements. These changes have been largely in the

direction of liberalization and have made an increasingly

wide range of deals possible. In my view this is an

aspect of any incentive scheme which is as important as

the basic economic value of the incentive itself. I

believe that investors will tend to reject an incentive,

even if economically attractive, if it represents too great

a constraint on their freedom to design a deal. Among the

imaginative additions to the original plan have been the

extension of the benefits of Article 34/18 to foreign corpor-

ations, the ability to make Article 34/18 loans as well as

equity investments, the availability of Article 34/18 for

working capital increases and the points system with its

sliding scale of permitted Article 34/18 participation.

A closer study of the points system and its operation would

be of considerable interest. It seems possible, however,

that some of the liberalizations were in response to what

may have appeared as a potential surplus in the Article

34/18 funds and that, as this surplus dries up, the legal

framework may become more restrictive.
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To sum up the economic findings very briefly:

From 1962 through 1969 NCr $2,891,400,000 at 1969 prices

(or the equivalent of US $722,850,000) were deposited in

the BNB under the Article 34/18 scheme. Seven hundred and

twenty one projects utilizing these resources were approved

through June 1969 with an estimated total projected

investment of NCr $3,330,310,000 (1969 prices) or

US $832,577,500 and creating a projected total of 138,737

jobs. It was estimated (on the basis of certain assumptions

of varying degrees of heroism) that, by the end of 1969,

NCr $1,325,700,000 (1969 prices) or US $331,425,000 would

have actually been released for investment,predicating

a total new industrial investment in the Northeast (excluding

projects without Article 34/18 financing) of NCr $2,946,000,000

or US $736,500,000 in the period and the direct creation of

51,000 industrial jobs together with the indirect creation

of possibly an additional 25,000-35,000 non-industrial jobs.

No attempt was made to evaluate the effect of the

construction effort as such on the regional economy.

The usual criticisms of the Article 34/18 system

are a) that it lures away capital from the Center-South

where it is needed and where it could be put to more

efficient use, b) that the scheme benefits Paulistas with
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funds to invest rather than the Northeast and, c) that

the types of projects installed are capital-intensive and

do quite little to alleviate the shortage of employment in

the Northeast. In fact, although the dramatic economic and

industrial development of Sao Paulo has served as the pole

of growth without which the transition to a developed

economy in Brazil might not have begun, it seems legitimate

to evolve means of drawing off some of the wealth created

in such a center to finance at least a partial

depolarization of the country's industrial effort. The

dramatic disparities of income between the Northeast and

the Center-South have, together with the sufferings produced

in earlier years by the droughts, weighed on the conscience

of Brazil and I think it would be difficult politically to

cease the incentives for investment in the Northeast,

although they may be reduced. The theory is, of course,

that the growth of the region will eventually become self-

sustaining and incentives may no longer be necessary. In

the meantime, some form of incentive plan, it has been

suggested, could be adopted for the State of Guanabara

(in effect, the city of Rio de Janeiro) which, with the loss

of business to Sao Paulo and of the federal government to

Brasilia (a move which is slowly progressing) is becoming a
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depressed area in its own right. Schemes such as this,

while decreasing the amount of funds available for invest-

ment in the Northeast, could help reduce any charges of

favoritism towards the Northeast under the present scheme.

The argument that it is investors from outside the

Northeast who are really the ones who benefit from the

incentive scheme is a familiar one applicable to any

underdeveloped country or region which attempts to stimulate

investment by means of incentives. In economic terms both

the region itself and investors from outside the region

stand to gain, and if the goal of self-sustaining economic

growth is reached, the price, measured in flows out of the

region will presumably seem worth it. The alternative would

be a much higher degree of direct governmental input.

Finally, in industrial applications at least, it

appears that technology does not really permit much

variation in the capital-labor ratio in a given operation.

The SUDENE points system might offer an incentive to "very"

labor-intensive projects by classifying them as A or B,

permitting up to 75% or 60% respectively of participation

in their capital stock of Article 34/18 funds.

SUDENE itself does not make exaggerated claims

for the success of Article 34/18.. In the words of the

83



SUDENE Report for 1968: "[T]he policy of industrialization

of the Northeast has not yet succeeded in bringing to the

region an industrial base which would replace the exportation

sector as the motor element of the process of regional

growth. As the implantation of a nucleus of this type is a

long-term process it was not possible to as yet obtain

effects of a permanent character on income, employment, the

demand for regional goods and the global supply, which will

characterize the industrial sector as a dynamic center." 51

Beyond the questions discussed in this thesis

lies the question of the whole meaning of economic growth

in a country like Brazil. The projections by Kahn and Wiener

in their book The Year 2000, discussed by Dr. Mario Henrique

Simonsen from the Brazilian point of view in his book

52
Brasil 2001 indicate an ever-growing disparity between the

per capita income of Brazil, $280 in 1965 and estimated to

be $506 in 2000, and that of the United States, for which

the corresponding figures are $3,557 and $10,160 respectively,

and other developed countries. Is the Article 34/18 system

really meaningful in such a context? At the same time the

desire to improve the economic conditions of the country

leads to an emphasis on road-building and electric-power

projects which appear to be exposed to comparatively little
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criticism and analysis.

Other areas of attack seem comparatively neglected.

One economist told me he could never understand why the

elimination of illiteracy had not been made a major goal of

the government. Distinct improvement has taken place,

however. Brazil's illiteracy rate is said to have been

39.0% in 1960 compared with 51.0% in 1950.53 The foregoing

data are for persons of 15 years of age and older. The

illiteracy rate in the Northeast fell from 74% in 1960 to

51% in 1968 for persons of six years and above.54 Mario

Simonsen on the other hand reports, in a tabulation he

calls "the pyramid of despair," based on a study made by

IPEA,55 that of every 1000 children enrolling in primary

school in Brazil, only 395 commence the second grade

and only 181 commence the fourth and last grade. Of

these last, 101 attend the first year at high school, 53

attend the fourth, and final, year of high school, 51 enroll

at college and 35 complete the third, and last, year of

college. A distinguished Brazilian with a great variety

of governmental and business experience told me that he

thought the greatest developmental bottleneck in Brazil was

the shortage of people who had ordinary business training.
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Since without economic means it is difficult to educate

and train sufficient people, and as without sufficient

trained and educated people, economic advance is difficult

to bring about, a vicious circle of underdevelopment may

result.

At the same time there is the special problem

imposed by Brazil's political situation. It is said that the

armed services have a high proportion of nordestinos and that

therefore the Northeast can expect some degree of sympathetic

treatment to continue. At the same time it must be remembered

that one of the first acts of the military government when it

took over in 1964 was to exile Celso Furtado, the young

economist who was the architect of SUDENE, and deprive him of

his civil rights. It is said that, with the characteristic

naivete of the military right, the government was amazed at

the world-wide chorus of dismay provoked by this event. It

is to be hoped that the Brazilian resourcefulness, imagination

and intelligence which led to the formation of SUDENE and

the initiation of Article 34/18 will not be discouraged and

crushed but will persevere and will create, not merely in

economic, but in real and human terms, a better and more

meaningful life for the nordestino and for Brazil.
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