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Brazil: Basic Data

[. Secial and Demographic Indicators

Area (sq. km) 8,547,403 Mutrition {1996)
Arable land {percent of land area) 6.3 Calorie intake (per capita a day) 2,938
Population Health
Total (million) (est., 2000) 165.7 Population per physician (1997) 793
Annual rate of growth (1990-98) Population per hospital bed (1995) 286
{percent a year) 14 Population per norss (1997) 2,440
Density (per sq. km.} {2000) 19.4
GDP per capita (US$) (1999) 3,229 Access to electricity
Percent of dwellings
Population characteristics (1997) Urban 88.5
Life expectancy at birth (years) 67 Rural 20.6
Crude hirth rate (per thousand) 21
Crude death rate (per thousand) 7 Acvess to safe water
Infant mortality (per thousand live births) 34 Percent of population (1955) 69.0
Under 5 mortality rate (per thousand) 44 Urhan 80.0
Rural 280
Income distribution (1995)
Percent of income recsived:
By highest 10 percent of households 48,7 Education
By lowest 20t percent of households 26 Adult illiteracy rate (1997) 16.1
Gini coefficient (most recent year) 0.58 Gross enrollment rates, percent in
Primary education {1998) 128
Distribution of labor force, percent in total Secondary education (1998) 68
Agriculturs 23.1 Tertiary education (1996) 12
Industry and mining 23.7
Services 53.2 GDP (1999, est.) R$960,858 million
US$529,398 million
II. Fconomic Indicators, 199600
Prel. Proj.
1996 1997 19538 1999 2000
(In percent of GDF)
Origin of GDP
Agriculture 83 8.0 83 8.3 8.0
Industry and mining 347 35.2 3456 353 358
Services 62.3 61.9 62.3 61.1 61.2
(Annual percentage changes, unless otherwise indicated)
National accounts and prices
Real GDP 27 33 0.2 0.8 4.0
Real GDP per capita 1.2 1.9 -1.1 -0.3 2.7
GDP deflator 17.4 83 4.7 43 43
Consumer price index (IPCA, period average) 158 6.9 3.2 4.9 72
Consumer price index (IPCA, end of pertod) 9.6 52 1.7 8.9 6.5
Unemployment rate (in percent) 5.4 5.7 7.6 7.6 74
(Ratios to GDP)
Gross domestic investment 0.9 21.5 21.2 244 20.8
Of which:

Public investment 23 2.2 22 1.9 1.8
Gross national savings 17.9 177 16.9 15.7 16.6
External savings 1/ 30 38 4.3 4.7 4.2
Private consumption 62.5 62.7 62.1 61.8 61.3
Public consumption 18.5 18.2 18.8 18.9 185
Public finances
Central government 2/

Total revenues 17.8 18.4 20.1 22,0 21.6
Total expenditures 204 210 25.5 28.9 243

Of which:

Interest 3.0 2.3 6.0 9.3 4.9

Savings -1.8 -1.8 -4.3 -6.1 2.0

Primary balance 0.4 -0.3 0.6 2.4 22

Overall balance -2.6 -2.6 5.4 -6.9 -2.7
Consolidated public sector

Primary balance -0.1 -1.0 0.0 32 34

Overall balance -39 -6.1 -1.8 -10.0 -4.6
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Brazil: Basic Data (Concluded)

Prel. Proj.
1596 1997 1998 1999 2000
(12-month percentage changes, unless otherwise indicated)
Maoaney and credit
Liabilities to private sector 10.2 20.7 13.6 8.8 3.7
Of which:
Money (M1) 10.2 61.4 9.6 258 53
Quasi money 9.0 17.3 10.3 4.2 14
Net domestic assets of the banking system 8.2 30.0 18.8 0.9 -39
Cf which:
Credit to the public sector (net) 184.5 371 60.9 -8.6 6.0
Credit to the private sector 44 12.8 16.9 6.2 6.6
Liabilities to private sector, in percent of GDP 33.5 36.2 39.1 40.5 37.3
Representative interest rate (anmual average, in peroent) 205 25.0 29.5 263 17.6
(In billions of U.S. dollars, unless otherwise indicated)
Balance of payments
Current account -23.1 -30.9 -33.6 <250 -253
Merchandise trade balance -5.6 -6.9 -6.6 -1.2 0.0
Exports 417 53.0 51.1 48.0 56.8
Imports 533 59.8 51.7 49.2 56.8
Services and transfers (net) =175 24.1 27,0 -23.8 -25.3
Qf which:
Interest -9.2 -10.4 -11.5 -15.3 -16.9
Capital acoount 323 23.0 15.9 14.5 29.9
Foreign direct investment 10.0 17.1 25.9 30,0 26.1
Portfolio investment 6.0 5.3 -1.9 1.4 2.9
Other capital (net) 176 35 3.4 -17.5 -0.7
Errors and omissions -1.3 2.9 -4.8 0.6 0.9
Change in net international reserves 9.1 -8.0 -17.7 -10.5 4.6
Exports {in percent of GDP) 6.2 6.6 6.5 9.1 9.4
Impeorts (in percent of GDP) 6.9 7.4 73 9.3 9.4
Current account {in percent of GDP) 3.0 -3.8 43 -4.7 -4.2
Merchandise exports (in US$, annual pereentage change) 279 11.0 -3.5 6.1 18.3
Merchandise imports (in USS, anmal percentage change) 6.7 12.2 -3.3 -14.7 154
Terms of trade (annual percentage change) -0.1 -5.5 -1.6 -13.9 2.4
Real effective exchange rate (end of period, 12-month percentage change) 2.5 4.8 -9.8 -27.2
International reserve position and
external debt (as of December 31)
Gross offictal reserves 60.1 51.7 44.0 357 28.7
(in months of imports) 11.4 8.6 1.5 74 5.3
Net official reserves 60.1 52.1 34.4 23.9 285
Outstanding external debt, in percent of GDP 232 248 307 45.6 393
Public 121 14.6 121 19.0 15.5
Private 111 14.1 18.6 26.6 23.8
Total debt serviee ratio (in percent of exports of goods & services) 53.3 76.0 83.0 143.5 103.1
Of which
Interest 25.0 25.4 28.3 339 30.7
Gross reserves/short-term debt (residual maturity, in pereent) 904 76.8 529 49.8 56.3
IMF data (as of October 25, 2000)
Metbership status: Article VI
Intervention curtency and rate (buying) 11.8. dollar at R$1.93 per U.S. dollar
Quota SDR 3,036.10 million
Fund holdings of reais SDR 4,393.57 million
(as percent of guota) 144.7 percent
Qutstanding purchases and loans SDR 1,356.75 miilion
SPR department
Net cumulative allocation SDR 358.67 million
Holdings SDR 0.02 million

Sources: Brazilian suthorities; World Bank; and Fund staff estimates.

1/ Fer historical data, as reported in the national income accounts statistios. Projections based on external sector accounts,
2/ Includes the federal governemt, the central bank, and the social security system (INSS).
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I. FISCAL SUSTAINABILITY AND MONETARY YVERSUS FISCAL DOMINANCE:
EVIDENCE FROM BRAZIL, 1991-00"

A. Introduction

This section analyzes several issues regarding fiscal sustainability (intertemporal

solvency) and fiscal adjustment in Brazil during the 1990s and searches for econometric
evidence of a monetary dominant regime during some subperiods, i.e., a regime where
adjustments to the deterioration in public sector net worth are carried out via fiscal policy,
rather than price level adjustments. The paper finds that for the 1990s as a whole, we cannot
reject the hypothesis that fiscal policy was sustainable but there is little evidence supporting
the presence of a monetary dominant regime. In particular, we find that:

While for the 1990s as a whole, the operational deficit measured at constant prices was
stationary—i.e., it was not growing boundlessly, implying an unsustainable path for real
net public debt—the analysis of different subperiods shows significant heterogeneity.

In the years that preceded the inception of the Real Plan of July 1994, econometric
evidence points to the presence of a Fiscal Dominant (FD), or Non-Ricardian regime,
rather than a Monetary Dominant (MD) regime, since there is no statistical evidence that
the primary surplus actively responded to changes in real government indebtedness.
During this period, inflation was an important source of fiscal finance, with monetary
policy subordinated and highly constrained by fiscal financing requirements.

A perceptible regime break seems to have taken place during the first couple of years
following the implementation of the real-—The presence of a MD regime cannot be ruled
out, possibly helped by a substantial increase in tax revenues.

During 1995--96, as the ex-post implicit real interest rates on public debt fell, the
government borrowed and spent and, the regime seems to have shifted back to FD again
around the end of 1996 until early 1999, with the fiscal deficit and net public debt entering
an unsustainable path.

The fiscal adjustment effort envisaged in the three-year Fiscal Stabilization Plan
announced at the end of 1998, helped to bring public debt back to a sustainable path, but
evidence does not yet point to the unequivocal presence of a MD regime. We may need
more data of strong fiscal performance for the expected regime shift to be statistically
robust and perceived as being permanent. The main findings are summarized in the Table
below.

! Prepared by Alberto M. Ramos.
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Fiscal Policy
Sustainable Unsustainable
Cannot rule out a monetary dominant
Monetary regime from August 1994 to end-
2 | Dominance 1996, and potentially 1999 to 2000
£ {weak evidence)
el :
Fiscal End-1996 end-1998
Dominance 1991 to July 1994 (weak fiscal dominance)
B. The Sustainability of Fiscal Policy in Brazil
2. In recent years, a sizable literature devoted to assessing the sustainability of a country’s

fiscal policy has emerged. Several techniques from this literature are applied to Brazil.

3. The government, like all other economic agents, faces an intertemporal budget
constraint: the present discounted value of its net liabilities must, by definition, equal the
present discounted value of future primary surpluses (tax revenues minus noninterest
expenditures). If this constraint in real terms can be satisfied without a change in either policy
or the price level, current fiscal policy is said to be sustainable. That is, the equilibrium price
level and the level of seignorage can be determined independently by monetary policy
(equilibrium in the money market) irrespective of budget financing considerations.

4. The Brazilian government satisfied its intertemporal budget constraint in fairly
different ways during the post-war period. Upward adjustments to the primary surplus
contributed to limit the real value of Brazilian debt between the mid-1970s and the mid-1980s.
Between 1985 and 1994—a period encompassing six stabilization plans—the nominal balance
(PSBR) followed the ups and downs of inflation, even if we can clearly identify two distinct
subperiods: The first period spans the entire decade of the 1980s, and is characterized by
substantial operational deficits, while the second period (1990-94) is characterized by a less
acute fiscal disequilibrium, with operational balances around zero (i.e., the primary surplus
was able to cover the real interest bill). '

Brazil: Operational deficit, real interest payments, and primary surplus

Average (% GDP) 1985-89 1990-94 1995-98 1599
Operational deficit 5.2% 0.0% 5.1% 3.9%
Real interest payments 5.8% 2.3% 4.9% 7.1%
Primary surplus 0.7% 2.8% -0.2% 3.2%

Sources: BCB; and Fund staff estimates,
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5. The reverse Tanzi effect on revenues’ and the high levels of inflation were behind the
decline of the operational deficit observed during the early 1990s. During this period, real
government debt was reduced with the help of inflation (which also led to sizable primary
surpluses) and under indexation of liabilities (systematic overshooting of inflation in tandem
with a reduction of the operational fiscal deficit). At the time, many argued that, despite the
low operational deficits, fiscal adjustment would be needed, as the ex-inflation structural
deficit remained high.

6. The Real Plan of 1994 successfully conquered inflation, and initially boosted the
primary surplus (through higher tax collections}. From 1995 until late 1998, the primary
deficit and real interest payments rose, causing a buildup of real public debt (see Table
above). During the period 1994-98, the states and municipalities posted the worst primary
balances of all three levels of government, although the largest fiscal deterioration came from
the central government—discretionary current and capital expenditures (OCCs) grew by 1.0
percentage point of GDP (accumulated real growth of 78 percent) and social security benefits
for private sector workers expanded by 1.3 percentage point of GDP (see (iambiagi and Alem
1999). In all, nonfinancial expenditure of the central government increased by 2.8 percentage
points of GDP from 1994 to 1998.

7. During the high inflation years the OCCs had been the main variable of adjustment.
However, during 1994-98, OCCs increased in real terms from R$17 billion in 1994 to R$31
billion in 1998 (at December 1998 prices). The fact that the bulk of the increase in OCCs
happened after 1995, and not immediately after July 1994 (Real Plan), seems to indicate that
the real increase in discretionary spending was not so much the inevitable consequence of the
decrease in the inflation rate but instead a conscious political decision (see Giambiagi and
Além 1999),

8. From 1990-94 the operational deficit was smaller than the revenues from seignorage,
which favored the monetization of debt and released the pressure for tighter fiscal execution.
Consequently, net public debt to GDP was on a declining trend since the operational deficit
was basically zero and GDP was growing at a moderate pace (average of 1.3 percent). The
opposite happened during 1995-98 (see table and figure below) leading the ratio of net public
debt to GDP to increase at a fast rate despite the moderate expansion of real GDP.

? Also called Bacha effect, derives from the fact that the tax system managed to insulate
almost to perfection tax revenues from the effects of the Tanzi effect while high levels of
inflation proved to be a very powerful and handy instrument to reduce the real value of
expenditures below the original budgeted commitments (through delays in the release of
funds).
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Fiscal Deficit and Real Seigniorage (% GDP)

1981/84  1985/89  1990/94  1995/98

Operacional deficit 5.0 5.1 0.0 5.1
Real seigniorage 1.8 2.8 33 0.6

Source: GGiambiagi and Além (1999).

Operational Deficit and Seigniorage Financing, 1985/1998 (% GDP)

(14

1985 1986 1987 1958 1989 1950 1951 1992 1983 1954 1993 1996 L1957 1598

|
—g— Operational Deficit - - o - .Real Seigniorage l
9. The sharp deterioration of the fiscal stance during 1995-98 eventually contributed to

the abandonment of Brazil’s crawling-peg exchange rate regime in early 1999. In response,
taxes were raised, expenditures cut, and the primary surplus increased to over 3 percent of
GDP. Through the end of the third quarter of 2000, key fiscal targets were met under a three-
year (1999-01) Stand-by arrangement from the Fund. However, at the center of the recent
fiscal policy debate in Brazil has been the search for an answer to the question whether the
recent fiscal adjustment effort undertaken in the wake of the Russian moratorium of August
1998, and the January 1999 floatation of the real, represents a short-term, transitory
adjustment effort or whether it represents a deeper and structural change in fiscal regime.

10.  The analysis of the whole period 1991-00 and the recent evolution of the fiscal stance
should help shed some light and provide valuable inputs into some of these questions.
However, as seen above, with the possible exception of the last two years and the initial
period of the Real Plan, fiscal policy does not seem to have actively responded to changes in
government indebtedness which leads us to suspect that, evidence of a monetary dominant
regime may be meager. In the sections that follow, we will present a stationarity test for the
real operational deficit, and two tests designed to distinguish between fiscal and monetary
dominant regimes (a simple single equation test, and a richer vector autoregression system
(VAR)). Finally, to assess which, if any, fiscal policy variable responded to changes in public
indebtedness-—extra revenues or cuts in expenditure—a more disaggregated VAR system is
used.
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Sustainability (stationarity) test of the real operational deficit (ODEF)

11, In our definition, empirically sustainable fiscal policy will correspond to an
operational deficit measured at constant prices, ODEF, that fluctuates about some mean
rather than drifting boundlessly upward, i.e., a mean reverting stochastic process {for a
detailed derivation see Appendix I). Thus, the ODEF is tested for stationarity. Since the
ODEF equals the real primary deficit (PDEF) plus real interest payments (RIP), sustainability
is also equivalent to the proposition that in the long run there should be a one-to-one mapping
from the PDEF to RIP in order to offset one another (if both PDEF and RIP are
nonstationary, they must cointegrate one-to-one). For this test, the Augmented Dickey Fuller
(ADF) equation is:

J

(1) AODEF, =ay + a; ODEF,; + 2a; AODEF ., + ¢
j=2

The nul! hypothesis of nonstationarity implies that Hy: a; = 0. The related Zr and Za tests, due
to Phillips (1987) and Phillips and Perron (1988) are also presented.

Empirical results

12, During the period under study, there have been dramatic changes in policy, and
parameters may vary over time. Accordingly, estimates are presented for both the entire
1991-00 period and selected subsamples, namely the pre-real period (1991:1-1994:6), the
post-real period (1994:7-2000), and the post-Tequila period (1995:4-2000). However, since
these subperiods are to some degree arbitrary, estimates for rolling 24-month windows,
beginning with the period 1991:1-1993:1 and ending with the period 1998-00, are also
presented.

Table 1.1: Stationarity Tests, Real Operational Deficit (ODEY)

J

M AODEF; = ay+ a, ODEF., + X a; AODEF,,., +
i=2

ADF(1) ADF(2) Z Zu1) Za(l) Zo(1)

All sample -8.55 -5.81 -9.69 -9.68 -97.67 -90.49
Pre-real 1 S2.39% 172 | -3.93 -3.91 -32.28 -31.95
Post-real -7.14 -4.66 -7.58 -7.55 -62.15 -56.19
Post-Tequila -6.71 -4.25 -7.09 -7.09 -52.89 -47.50

TNotes: Null hypothesis 18 Ha ¢,=0 (1.6. non stationary). ADF(x}, Zi(x), and Za(x) are the Augmented Dickey Fuller (Equation (3)) test,
Phillip’s Zt and Za tests (See Phillips (1987) and Phiflips and Perron (1988), respectively, wherc % is the number of augmented terms
included in the test. The 95 and 99 percent critical vatucs for the ADF(x) and 7t tests are -3.00 and -3.75, respectively. The 90 and

95 percent critical valucs for the Za test are -8.0 and -13.6, respectively.

* Represents failure to reject the null hypothesis of nonstationary process. Critical values are from Fuller (1976, pp.371~73).
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13. Table 1.1 presents the stationarity tests mentioned above: ADF, Zt, and Za. For the
entire sample, as well as all three subperiods, most results suggest that the operational deficit
was stationary rendering fiscal policy sustainable: with the exception of the ADF statistics for
the pre-Real period, for all three statistics and all periods, the null hypothesis of the
nonstationarity of ODEF is rejected at the 90 percent confidence level or better.

14, However, ADF statistics from rolling two-year samples (Figure 1.1) reveal a
somewhat different picture. During the pre-real period, it is only in 1992 that it is not possible
to reject the null hypothesis of nonstationarity’. For windows covering most of 1994 through
1996, we reject nonstationarity at the 95 percent level. Importantly, for 24-month rolling
windows starting in early 1995 (capturing already part of 1997) through early 1997 (that is,
ending in early 1999), the ADF statistic is higher in absolute value than the critical value,
once again suggesting a nonstationary process for the operational deficit. Finally, for rolling
windows starting from 1997:3 onward, we observe something akin to a regime shift, since the
null hypothesis of nonstationarity is now rejected at the 90 percent level or belter.

15. It can be clearly visualized in Figure 1.1 that there is a progressive deterioration of the
fiscal stance since mid-95 until early 1997 with the ADF statistic line increasing continuously
until it drops abruptly in early 1997 (for the 24-month windows covering mid-1997 to mid-
1999} since by mid-1999 there are already the first solid indications that the government has
started to consistently post sizable primary surpluses.

Figure 1.1: ADF Statistic, Two-Year Rolling Samples

Brazil: Estimates of ADF (2) Statistic, ODEF

Confidence Level, 95 percent

ADF T-statistic

Coenfidence Level, 95 percent

? The operational deficit jumped from 0.2 percent of GDP in 1991 to 1.7 percent of GDP in
1992.
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C. The Adjustment Variable: Price Level (Fiscal Dominance) Versus Primary Surplus
{Menetary Dominance)

16.  Interconnected with the fiscal sustainability issues is the government’s choice of
adjustment mechanism, that is, what variables limit government indebtedness according to
present value relations {A2) and (A3) (see Appendlx D). If the primary deficit i is the policy
adjustment variable of choice (PDEF = G — 7 through changes in & and/or T ) it should
respond to variations in the real value of government debt, thus guaranteeing balance of the
government's intertemporal budget, according to equations (A2) and (A3), without requiring
price level adjustments (i.e. resorting to the inflation tax). That is, the government adjusts the
primary surplus upward to ward off or to limit debt accumulation, not forcing the central bank
to inflate away the debt in order to satisfy the intertemporal budget constraint. In this case,
monetary policy variables (domestic interest rates, the exchange rate, and the domestic price
level) are not determined by fiscal considerations, but simply by money market equilibrium

_relations. Such a regime has been called in the recent literature Monetary Dominant or
Ricardian (see Canzoneri, Cumby, and Diba (1998), CCD).

17. On the other hand, if the level of the primary surplus is chosen independently (possibly
following an exogenous political process) of the level of expected real interest payments or
the level of real net public debt, equations (A2} and (A3) must be satisfied, i.e., intertemporal
equilibrium must be achieved, by changes in the current price level in order to tailor the real
level of net public debt to the expected path of current and future primary deficits. In this case,
monetary policy is subordinated to fiscal needs and we live under a Fiscal Dominant or non-
Ricardian regime. The price level is then determined by fiscal needs, not the traditional
equilibrium in the money market, since recurrent adjustments in the price level, rather than the
primary surplus, guarantee intertemporal balance as defined by (A3) at any point in time by
debasing the stock of nominal public debt—this has led to the so-called fiscal theory of the
price level (FTPL) pioneered by recent research of Woodford (1995, 1996), Cochrane (1998),
CCD (1998), Sims (1994, 1998), and others.* Of course, the FTPL fails to hold under an MD
regime. For the FTPL to hold, as pointed out by several authors, a necessary but not sufficient
condition is the prevalence of a FD regime since, under a MD regime, the price level i1s
determined in the monetary sector of the economy.

Distinguishing between MD and FD regimes

18.  Although, theoretically well understood, empirical strategies specifically designed to
discriminate between different regimes and the FTPL are still at its earlier stages. Most
existing evidence suggests that the post-war U.S. fiscal history has been MD rather than FD.

* The distinction between FD and MD regimes is due to Sargent and Wallace (1981). Notice
that, as Woodford (1995) points, if the FTPL holds, the price level adjustment need not be the
result of current monetization but could instead be simply driven by wealth effects: private
agents sell their (excess) government assets in return for goods, and goods prices will rise.



-16 -

By contrast, Brazil is a country that witnessed high deficits, inflation, and dramatic policy
shifts. As such, it will more likely have a FD regime, at least during some subperiods, and
thus should provide an excellent alternative laboratory to examine such issues. We will
replicate some of the existing tests in the literature for the United States and will develop
alternative empirical strategies. We will also map specific periods of the 1990s when fiscal
policy could be classified as FD or MD.

19. We develop a definition of a MD regime as one in which the primary surplus
consistently responds to increases in real interest payments to limit the present value of the
debt and therefore preserve long run public sector solvency (see Cochrane (1998). Then, two
empirical tests are presented. First, a simple backward looking single-equation regression,
similar to Bohn (1996) that tests if the government cuts its primary deficit when real interest
payments rise (i.e., search for evidence of a short-run negative relationship between PDEF
and RIP). Second, a more complex framework is derived, similar to one developed by CCD
(1998), using a VAR system whose variables include the primary deficit and the stock of
government debt. This framework allows a forward-looking examination of fiscal policy in
the 1990s and a test for a broad range of fiscal adjustment patterns. Do current reductions in
the primary deficit help pay down the debt and hence reduce debt service in the future? Do
current borrowing decisions reflect anticipated movements in future interest payments? Or, is
today's primary deficit set independently of future indebtedness?

Single-equation test: The response of APDEF to ARIP

20. Even if the government’s intertemporal budget constraint (A2) holds through
adjustments in PDEF, it may be unrealistic to expect that the PDEF and RIP/(1+r) move
(minus) one-to-one over the short run. Instead, consider the testable reaction function (see
Appendix I);

(2) APDEF, = g + f8; ARIP, + error,

21. This is a backward-looking test since today’s real interest payments apply to
vesterday’s outstanding debt stock and since equation (2) is specified in first differences, 5
reflects a short-term relationship between PDEF and RIP, not a cointegrating relationship.’

22, Unfortunately, while equation (2) can in some cases rule out a MD regime, it cannot
distinguish between MD and FD regimes. For example, under a MD regime, the primary
deficit should decline when real interest payments go up (5, <0). Yet, under a FD regime, it
the FTPL also holds, the price level jumps and real interest payments fall in anticipation of

5 Note also that ODEF,; could be included in (2), making it an error-correction model. Such a
specification, available upon request, yielded qualitatively similar results to those reported.
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future primary deficits, implying again 51 < 0. In either case—MD regime or FD and FTPL—
f1 would be negative. However, #; will be zero or positive only under a FD regime.
Therefore, if £, > 0 or £, = 0, a MD regime is ruled out.

Table 1.2: Response of APDEF to ARIP {(f3,)

APDEF, = B4+ £ ARIP, + error,

{Standard errors in parenthesis) Bo ﬂ f
All sample -18.0 0.00
(233.8) (0.02)
Pre-real -10.3 -0.08
(334.3) (0.08)
Post-real -0.11 0.00
(316.5) {0.02)
Post-Tequila -79.9 0.00
(332.4) (0.03)
23.  Table 1.2 presents estimates of equation (2} for both the entire period and the same

subsamples presented above. In all cases, there appears to be no statistically significant
reaction of APDEF to ARIP. Instead, the null hypothesis of Hy: 8, = 0 is never rejected. The
resuits do not favor a MD regime: i.e. for neither the entire period nor rhe subperiods was
there evidence that the deterioration of the public sector’s net worth was arrested or limited
by regular adjustments to the primary deficit during the 1990s, which corroborates evidence
presented earlier in the section showing that inflation seems to have been the adjustment
variable of choice during the 1990-94 period, while the stochastic process driving the
primary deficit, at least from 1996 until 1998, seems that have been chosen independently of
the deterioration of the public sector net worth witnessed during the period

24.  However, estimates of fi; from rolling 24-month windows (see Figure 1.2) show
evidence of periods where the presence of a MD regime cannot be ruled out. For most of the
sample period, f#; is not significantly different from zero, i.c., the zero line stays inside the
two-standard bands. However, from 1995:4--1997:4 to 1995:11-1997:11, a period that
includes the beginning of the Real/ Plan (July 1994), ; is negative and statistically different
from zero (the zero line stays outside the two-standard upper band). Thus, a MD regime
cannot be ruled out during this period. This result supports the evidence portrayed by the
sustainability tests and heuristic evidence that points to a relatively conservative fiscal
policy in the earlier years of the real followed by the loosening of the fiscal stance after
1996. However, for subsequent periods, estimates of , are again not different from zero, once
more ruling out a MD regime, despite the fact that for the most recent period (1999 and part of
2000), the standard errors of the parameter estimates narrow significantly (see Figure 1.2).



-18 -

Figure 1.2: Response of APDEF to ARIP (§,, Equation (2)) Two-Year Rolling Samples
(Dotted Lines Indicate Two-Standard Errors).

Brazil: Ralling Esttrnate, Response of APDEF to ARIR (b))

Hgg &

25. As noted before, after 1998Q4 fiscal policy responded consistently and forcefully to
the increase in real interest payments and the deterioration of the public sector net worth due
to high real interest payments and the debt stock effect of the floatation of the real. However,
one cannot yet unequivocally point to the presence of a MD regime since these adjustments
are recent and as such may have not have been perceived, in a statistical sense, as sufficiently
permanent (possibly due to lack of enough observations)} and hence not statistically related to
the sharp increase in real interest payments. There is, however, a perceived break with the
sharp deterioration observed from 1995 until end-1998.

Vector autoregression analysis

26.  The single equation tests performed above have some limitations. Such a framework
does not allow one to discriminate between ex-post backward-looking adjustments—where
the primary deficit is reduced in response to increases in real interest payments (consistent
with a MD regime)—and ex-ante forward-looking adjustments of the level of real interest
payments {through contemporaneous price increases) in anticipation of future primary deficits
(consistent with a FD regime and the FTPL). A modification of CCD's {1998) VAR will allow
a richer analysis of the causality and direction of fiscal adjustment. Let,

(3 AX;=ap+ a; AXpj+a; AX,; + ...+ v
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where X = [RIP, PDEF] is a dim(2) vector of the real interest payments and the real primary
deficit, a; is a vector of coefficients, and v, = (Vpprr, veip) 1s & vector of error terms.® We will
assume a richer error covariance structure by positing that each element of the error vector v,
is in turn composed of "own" error terms w, = (wpper, wrip) and contemporaneous
correlations with "other” errors:

(4) vi=Bw,

where B is a 2 x 2 matrix whose diagonal elements equal one and whose nonzero offdiagonal
elements reflect contemporaneous correlations among the error terms. Also, (4) yields impulse
response functions (IRF) that summarize the effects of current innovations w, on values of X.

27.  The VAR system (3) estimates relationships of time-series causality between variables
(Maddala, 1992) that run in both directions. These timeseries relationships have economic
interpretations that depend on the direction and the sign, as summarized in Table 1.3 below.

Table 1.3: Summary of Interpretation, System (3), X = [RIP, PDEF)

Current Primary Deficit (APDEF,) ¥ 3 Future Real Interest Payments (ARIP,.;)

Positive Government pays down future debt, consistent with MD regime.
Zero Primary deficit exogenous, consistent with FD regime.
Negative Government anticipates future interest bill, consistent with MD regime.

Current real interest payments (ARIP,) ¥ = future primary deficit (APDEF,.;)

Positive Unstable policy, censistent with FD regime; or interest rates anticipate future primary deficits.
Zero Primary deficit exogenous, consistent with FD regime.
Negative Primary deficit reduction offsets increase in public debt, consistent with MD regime; or price

level increases in anticipation of future primary deficits, consistent with FD regime and FTPL.

1/ One standard innovation.

28. Consider first relationships in system (3) that run from the current primary deficit
(APDEF,) to future real interest payments (ARIP,,,). Under a MD regime current innovations
to the primary deficit wppgr, should be positively related to future government debt and hence
interest payments. For example, when the government reduces the primary deficit, it pays
down the debt and hence reduces future interest payments (either through the stock of

®IfXisa cointegrating vector, an error-correction term &, X,.; should also be included. In the
analysis, it is assumed that R/P and PDEF move together one-to-one (i.e., that ODEF is
stationary). Thus, the error correction term is ODEF. The econometric results were largely
insensitive to the inclusion or omission of such a term.
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liabilities, the interest rate, or both). However, a negative relationship between wppgr and
future RIP is also consistent with a MD régime if the policy makers respond to lower expected
future interest payments by borrowing more and hence running higher primary deficits today.
By contrast, under a FD regime, wppgr, would be uncorrelated with future RIP. 7

29. Consider next the causality direction running from current real interest payments
(ARIP)) to future primary deficits (APDEF,;). Like equation (2) a negative relationship may
either indicate that primary deficits compensate for changes in real interest payments to help
limit debt accumulation (consistent with a MD regime; more plausible under a low inflation
environment) or that the price level {and hence real interest payments) anticipate future
primary deficits {consistent with a FD regime and the FTPL, more plausible under a high
inflation environment). By contrast, a positive relationship indicates that primary deficits
respond to real interest payments in an unstable fashion (consistent with a FD regime) or that
current interest rates (and hence interest payments) increase in anticipation of perceived future
primary deficits (reflecting higher risk). The FTPL interpretation in the literature ignores the
possibility of a risk premium on interest rates: when private agents perceive a gap between the
value of government debt today and the present value of primary surpluses in the future, they
may require higher interest rates in the initial period to hold government debt. This allows for
market feedback to government policies. The absence of a relationship suggests that the
primary deficit is exogenous, consistent with a FD regime.

30. Exclusion (Granger causality) tests and impulse response functions (IR¥'s) were
estimated for system (3), with two and four lags, for both the entire 1991-00 period and the
selected subsamples. Like the estimates of equation (2), we found litile evidence for either the
entire sample or the selected subsamples that current ARIP helps explain future APDEF,
Rather, the null hypothesis that current ARIP does not explain future APDEF was never
rejected. In addition, all of the corresponding IRF's were insignificant.

31.  However, there was weak evidence that current APDEF helped explain future ARIP
with the correponding IRF’s negative, particulalrly for the post-Real period, but the evidence
was not very robust since it was highly sensitive to the number of lags used (see regression
results in Appendix [, Table A.1.1): i.e., positive current values of wppgr imply future
decreases in RIP.

32. The rolling 24-month samples were also applied separately to both equations in the
VAR system (3). F-statistics for the exclusion of past ARIP on current APDEF and past
APDEF on current ARIP are presented in Figures 1.3 and 1.4, respectively. Under the 24-
month window microsscope, we found (see figures) that during certain periods, there were
now statistically significant relationships between ARIP and APDEF and in both directions,
which is not conflicting (see interpretation below).

" An exception, as CCD note, occurs if wppgr is negatively correlated with future PDEF. In
this case, wppgr, may be positively related with future RIP even under a FD regime.
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F-Statistics for Causality Tests of ARIP, on APDEF,,,, Rolling Two-Year Samples.

Figure 1.3;
Brazil: Caunsality Test, ARIP, *APDEF,
Rolling 24 month datasets.
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Figure 1.4: F-Statistics for Causality Tests of APDEF, on ARIP,.;, Rolling Two-Year Samples.

Brazil: Causality Test, APDEF, QARIP,,;
Rolling 24 monih datasels.
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33.  Figure 1.3 renders evidence that confirms the results of the single equation analysis of
the previous section: there was a significant negative relationship (especially for the two-lag
‘model) between current ARIP on future APDEF during the first years of the Real Plan, from
(approximately) the third quarter of 1994 through early 1996. This being the low inflation
period, we take this result as supporting the backward-looking interpretation that during the
initial months of the Real Plan, government debt was kept under control by reductions in the
primary deficit since the real interest bill increased sharply in 1995 (4.8 percent of GDP) from
the level observed in 1993 (2.7 percent of GDP)—rejecting the forward-looking alternative of
adjustments of the price level in anticipation of future primary deficits (consistent with the
FTPL).

34.  Likewise, Figure 1.4 {forward-looking tests) also shows a statistically significant
negative relationship between past APDEF on current ARIP, primarily during 1995. Indeed,
between 1996 and 1997, both the primary surplus and the implicit real interest rates on
domestic debt fell (see figure below). This finding may represent an implicit rational
intertemporal decision by the government: with the implicit real interest rate on public debt
falling during 199697, the government was not as compelled as it might have otherwise been
to either reduce the primary deficit or to quickly implement needed reforms. That is, the
government seems to have anticipated the spending of the stabilization dividends in the belief
that the Real Plan had brought about a new paradigm, a new era of lower debt costs (possibly
due to lower risk premiums) and stricter budget constraints in the near future through the
deepening of the structural reform process.

35, The evidence shown above—causality running in both directions— is reconciled by
realizing that the primary surplus increased in 1994 (the first year of the Real Plan) in
response to a growing real interest bill since 1993 (backward looking adjustment), and fell in
1995 in anticipation of declining future interest payments (forward looking adjustment; in fact
real interest payments dropped to 3.4 percent of GDP in 1997 from over 4.8 percent of GDP
in 1995). Both findings suggest that from 1994 until 1996 the presence of a FD regime (as
specified in Table 1.3) was unlikely.

1 Brazil: Real Interest Rates (SELIC; iGP-C)

36. In conclusion, regarding the adjustment between PDEF and RIP, both backward- and
forward-looking tests reveal some temporal relationships between these variables during
certain periods (primarily the post-Real Plan) but little relationship for the 1991-00 period as
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a whole. Backward-looking tests reveal that, immediately after the Real Plan, APDEF
decreased in response to AR/IP, in a stabilizing fashion, helping to restrain the debt.

D. Adjustment of Discretionary Expenditures and Revenue

37. The econometric tests performed above (particularly the rolling 24-month windows)
seem to point that apart from the initial period of the Real/ Plan, Brazil lived under a fiscal
dominant regime throughout the 1990s, in the sense that fiscal execution, in particular the
primary deficit did not adjust to changes in the level of public indebtedness. At this stage, it is
valuable to seek evidence whether responses of the PDEF to RIP, if present, occurred through
policy decisions involving increases in taxes, cuts in expenditures, or a combination of both.
A peculiarity of the Brazilian public finances is that the authorities are constrained in their
ability to quickly implement such changes. On the expenditure side, changes in public wages,
certain social entitiements, such as pension benefits, and constitutional transfers to the
subnational governments are legally mandated, and many times constitutionally
predetermined. These three categories represent around three-fourths of the total nonfinancial
expenditure of the federal government, and probably an even higher share at the subnational
level. For this reason, the room for discretionary expenditure cuts in the short-run is basically
circumscribed to a few categories in the so-called other current and capital expenditure item.
Thus, in order to seek evidence on how the discretionary elements of the federal budget
adjusted, consider the following expression for the real operational deficit:

(5) ODEF, = G?, - TF,+ G"P, + RIP,= PDEF, + RIP,

where G is discretionary federal spending , 7° is federal tax revenue, and G™° contains all
other nondiscretionary/mandatory elements of the primary expenditure (such as public sector
wages, social security entitlements, and certain constitutionally mandated intragovernmental
transfers). Accordingly, a modified VAR system (5) uses the vector X = [RIP, G2, G, T'].
Revenue and expenditure data limitations for the subnational governments and the state-
owned enterprises will limit this exercise to the accounts of the central government.

38. Exclusion (Granger causality) tests and impulse response functions (IRF's) (not
reported here) were computed for the modified VAR system (5), estimated with two and four
lags, for both the entire period and the selected subsamples. Once again, we found weak and
unstable evidence (sensitive to the number of lags included) for the causality running from-
past past ARIP to current elements of APDEF.

39.  However, relationships between lagged elements of APDEF and current ARIP were
stronger. For the entire sample, the null hypotheses that past AG™", AG and AT do not
explain current ARIP can each be rejected at the 90 percent confidence level or better, and
the corresponding IRF's are significant. Note, however, that significant relationships were
concentrated mainly in the immediate post-real period.

40. We found that (IRFs) current innovations in T" are associated with lower real interest
payments in the future, but only after the Real Plarn (and not before). This result thus suggests



-24 -

that the Real Plan represented a break in the fiscal regime, since the authorities attempted to
limit indebtedness by allowing the tax burden to rise during this period.® Interesting enough,
the analysis reveals no relationship between current innovations to discretionary spending G*
and future RIP, as the stochastic process guiding expenditures seems to have been set
independently of the evolution of net public debt. Further, current innovations to
nondiscretionary expenditure items (G~ , such as wages, pension benefits, and transfers to
subnational governments) are negatively related to future R/P, perhaps reflecting the ex-ante
rational intertemporal strategy mentioned above. Thus, the important information content of
this last test is that, possibly in anticipation of lower interest payments, the government seems
fo have loosened the fiscal stance in 1995 by increasing mainly the portion of the primary
deficit that contains wages and entitlements, not discretionary spending (OCCs). For instance,
expenditure with benefits by the social security system for private sector workers (INSS)
increased from 4.1 percent of GDP in 1994 to 5.3 percent of GDP in 1995, with contribution
revenues basically held constant, while the discretionary spending component was kept
basically constant at around 3.3 percent of GDP from 1994 until 1996. Discretionary spending
as a percentage of GDP did however accelerate very rapidly in 1997 and 1998.

E. Sustainability Tests: Conclusions and Policy Implications

41.  Itis borne out in the data that substantial fiscal adjustment took place at the end of
1998, and especially during 1999 and 2000 (see Figure 1.5). During this period, Brazil's fiscal
policy was sustainable in the sense that its operational deficit appears to be stationary. But a
MD regime as defined—a statistically significant relationship between PDEF and RIP-—is still
found to be absent.

42. Active responses of fiscal policy to variations in real interest payments (backward- and
forward-looking) seem to have been concentrated in the period that followed the
implementation of the Real Plan. The government allowed the primary surplus to increase in
1994 offsetting the observed increase in real interest payments, but relaxed the fiscal stance in
1995 and 1996 mainly through increases in the nondiscretionary entitlement component,
possibly in anticipation of expected lower interest payments in the near future, However,
subsequent increases in discretionary spending in 1997 and 1998 shifted the debt dynamics
into an unsustainable path until, late in 1998, a strong fiscal adjustment program at all levels
of government, in place until this day, placed net pubic debt on a sustainable and declining
path again.

43. In June 1999, the central bank announced the adoption of an inflation targeting regime
as the main anchor for inflation expectations. It is well known that such a program requires
that the monetary authority not be dominated by fiscal financing requirements. Nonetheless, it

¥ The tax burden increased from 25.3 percent of GDP in 1994, to 27.9 percent of GDP in
1994, and 28.0 percent of GDP in 1995.
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Figure 1.5, Brazil: Nominal and Prim afy Deficit (% of GDP; 12-months);
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should be stressed that to empirically find that the presence of a MD regime cannot be
confirmed does not necessarily imply that the monetary authority will be unable to pursue an
independent monetary policy in an inflation targeting framework. We suspect that more
observation showing consistently strong fiscal results, as envisaged under the three-year
Fiscal Stabilization Plan, may consolidate the fiscal adjustments in an econometric sense,
showing then a perceptible regime switch. However, what an independent monetary policy
requires above all is credibility: that is, markets must believe that future adjustments to the
primary surplus, if required, will in fact occur.
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Fiscal Identities and Stationarity Tests

Intertemporal budget constraint and fiscal sustainability

44, The government's flow real budget constraint for period ¢ can be written as:

(Al) G+ +i) B /P-T, + M.,/P, = [B, + M,]/P,

where G,and 7, are real government expenditures and revenues, 7, is the implicit nominal
interest rate on period #-7 debt, P, is the price level, B, is the stock of interest bearing public
debt, and M, is the zero-interest monetary base. Equation (A1) for period ¢+/ can equivalently
be written as:

(Al") [Bi + M)/P, = [Tiss+ St+1— Grag + (M1 + Bis))/Prai] /(1 + 1e1y)

where Sy 1 = i M/Pi+ 1 15 the foregone interest payments on the public’s real money holdings
that accrue to the government (a measure of seignorage revenue) and 7 is the real interest rate
(1+r} = (I+ DP.,/P,. Let LI4B,= (M, + B)/Py and PDEF, =[G, - T, - S;] be net public
liabilities and the primary deficit measured at constant prices. Iterating equation (1") forward
from the current period (#=0) to infinity yields the intertemporal budget constraint that the
government must satisfy for all #

(A2) LIABy = -5 PDEF/II(1+r) + lim LIAB/ IT(1+r,);
=] =2 =2

{—po0

The transversality, or no Ponzi game, condition requires that:

(A3) lim LIAB,/ IT(1+r) =0
2

{0 =

45. Equations (A2} and (A3} summarize the notion of intertemporal budget balance. These
expressions hold, by definition, and hence as identities, are not testable. However, it is
possible to test whether the observed joint dynamic behavior of G, 7, M, B, and P over time is
sustainable, 1.€. consistent with intertemporal budget balance. By contrast, if fiscal policy is
not sustainable, an adjustment to one or more fiscal variables will be required at some future
date. :
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45, Several tests of fiscal sustainability have been developed in the literature, including
Hamilton and Flavin (1986), Wilcox (1989), Trehan and Walsh (1991), Bohn (1991), Hakkio
and Rush (1991), and others. Trehan and Waish (1991) test whether the (real) operational
deficit measured at constant prices, ODEF, = LIAB,— LIAB,; is stationary about a constant.
Their test is the empirical counterpart to McCallum’s (1984) demonstration that, over an
infinite hOI‘lZOI‘l a constant interest inclusive deficit is consistent with intertemporal budget
balance.' Trehan and Walsh's test is similar to that of Hakkio and Rush (1991), namely a test
for the one-to-one cointegration of interest- lncluswe government expenditures GG, = G, +
RIP, and T ., where RIP, = r, * LIAB,; and T = = T; + 5, but does not require that both GG,
and 7", be non stationary.

Distinguishing between a monetary dominant and fiscal dominant regimes

46. Conceptually, under a MD regime, the government actively adjusts the primary
surplus on a regular basis to control the level of real indebtedness according to (A2). Tt is then
straightforward from the present value requirement in equation (A2) that under 2 MD regime,
movements in PDEF should be inversely proportional to those of RIP (negative covariance).

47. For example, assuming for sumpllclty a constant interest rate r, the constant primary
deficit required to satisfy (A2) is PDEF" = —¢/(1+r) LIAB, = -RIP/(1+r). More generally, if
the primary deficit follows a stationary AR(1) process, PDEF, = Ay + A; PDEF,; + v, with A;
< 1, where v, contains both an error term and one-time adjustments under a MD regime, the
primary surplus that satisfies (A2) equals a factor proportional to real interest payments plus a

constant term: PDEF, = a + BRIP, witha = g ZA/(1+r)"! and B = ~(1+r) <0,

48. Thus, we have specified a reaction function that captures systematic responses of the
current primary deficit to cither real interest payments, change in interest rates (including
changes in the exchange rate for dollar-denominated debt), or both.

Granger causality tests and impulse response functions for the modified VAR

49. Exclusion (Granger causality) tests and impulse response functions (IRF's) for system

(3), with two and four lags, for both the entire 1991-00 period and the selected subsamples
are shown in Table A.1.1.

' To see this, suppose that the government runs a constant deficit of k dollars each period.

With a constant real interest rate, the right hand side of equation (A3) is written as: lin ;. =
[LIABy + th]/(1+r)' , which converges to zero.
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Table A.1.1: Summary of results, system (3)

A, =ag+ @y AX, +ay AX,; + .+ v X =[RIP, PDEF]
2 Lag Model 4 Lag Model

PDEF, < RIP.; RIP, < PDEF,; | PDEF, % RIP,, RIP, < PDEF,,

F-Stat IRF F-Stat IRF | F-Stat IRF F-Stat IRF
Whole period 082 NS = L5l NS | 336  Neg. 061 NS
Pre-real 043 NS 113 NS | 095 NS 126 NS
Post-real 057 NS 090 NS | 240" Neg. 032 NS
Post-Tequila 027 NS 098 NS | 1.83 Neg 043 NS

™ Significant at 95% level.
" Significant at the 950% level.

F-Stat: Test for hypothesis that lagged variable does not help explain contemporaneous variable in
system (6). IRF: impulse response function. NS: Not significant. Neg: negative and significant.
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The Data

50.  Brazil's consolidated net public sector comprises the central government-—the federal
government, central bank, and social security system for private sector workers; INSS—state
and municipal governments, and the public enterprises at all three levels of government. Net
public liabilities (domestic and external) includes debt (B) and the monetary base (M). Gross
international reserves and other financial assets of the nonfinancial public sector are netted out
from the gross debt statistics. Starting in 1996, official government debt has been impacted by
discrete adjustment on account of the proceeds from the privatization of public assets and the
transfer of debts of some of the privatized enterprises to private hands (debt reduction
operations). However, beyond the yearly nominal deficits (PSBR), the debt stock also
increased due to the explicit recognition of a number of past arrears and other previously
unsecuritized debts—such as the recapitalization to federal banks. Thus, an unadjusted end-
period measure of liabilities in current reais (B, + M,) equals the previous period's liabilities
plus the (flow) current nominal fiscal deficit {the primary deficit plus interest payments, or the
PSBR) minus debt operations associated with privatization (PRIV)) plus, explicit recognition
of arrears and other discrete adjustments to the debt stock (4RR,) while an adjusted measure
of liabilities exclude these latter effects. Nominal magnitudes are converted in constant
(deflated) reais (B,+M,)/P,= LIAB,and as ratios to GDP, (B, + M)/GDP,!

' The deflator is the centered general price index (IGP-DI centrado,; a composite of wholesale,
consumer, and construction cost prices), base June 1995 = 100. The deflator is adjusted to
reflect prices at end-of-month. GDP data use end-year (December) prices. To calculate annual
flows as a percent of GDP, real monthly flows from January to December are summed; this
sum is then multiplied by the December price level and then divided by the above GDP figure
based on December prices. This procedure (valorization) may yield annual flows in percent of
GDP different from other published figures.
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II. MEDIUM AND LONG-TERM FISCAL SUSTAINABILITY IN BRAZIL: 200010

A. Introduction

1. A main challenge facing Brazil in the medium term is to consolidate the fiscal
adjustment effort undertaken since 1998Q3 and ensure the conditions for sustainable
balanced growth. To achieve that goal, fiscal policy should be crafted to allow a smooth and
nonnegligible decline of the debt to GDP ratio during the decade, in order to provide the
necessary flexibility in the management of monetary policy and reduce the vulnerability of
the country to adverse macroeconomic shocks-—while leaving room for the continuation of
the process of identification and recognition, in nondestabilizing fashion, of some
“contingent” liabilities of the Treasury generated during the high inflation period of the
1980s and early 1990s. Actively pursuing a declining path of the debt to GDP ratio is also
warranted on account of the fact that this ratio has increased substantially since 1993,
particularly during the high interest rate period of 1997-99, and because the current
composition of public debt, being far from ideal (short-term structure and biased toward
floating rates), can sometimes generate enhanced vulnerability concerns among market
participants regarding roll-over risks, which are often translated into higher risk premiums on
both domestic and foreign financing.

2. Brazil has, however, recently taken several steps in the direction of institutionalizing
fiscal discipline, notably through the approval of the Fiscal Responsibility Law (FRL),
which, among other things, establishes that no permanent expenditure item can be created
without prior identification of a new permanent source of revenue or permanent cut in
previous expenditure items; sets ceilings on personnel expenditures and on public debt by
level of government; curtails moral hazard by eliminating the scope for bailouts of
subnational governments; and increases transparency and accountability in the management
of public finances. Further, Congress has recently approved an ancillary piece of legislation
to the FRL that stipulates the judicial and administrative sanctions to be impose upon those
that violate the precepts of the FRL.

3. From a consolidated primary deficit of around 1 percent of GDP in 1997 and an even
balance in 1998, Brazil has successfully managed to post fiscal primary surpluses in excess
of 3 percent of GDP in 1999 and so far in 2000 (see Table 2.1 and Figure 2.1). However,
given the short-term rigidities of several expenditure items, the fiscal adjustment effort
carried out during 1998-00 was necessarily biased toward increases in revenues, many of
which nonrecurrent (concessions, tax rate hikes such as the CPMF and Cofins, and incentives
to collect tax arrears), and a substantial real retrenchment in discretionary public spending.
From now on, the desirable fiscal effort should be anchored in structural fiscal reforms,
which should lead to a more equitable distribution of the tax burden, enhanced

! Prepared by Alberto M. Ramos.
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Table 2.1, Brazil: Primary Surplus 1997-2000

(12-month statistic) Dec-1997 Dec-1998 Dec-1999 September-2000
Rb million % GDP RE million % GDP RS million % GDP R} million % GDP
Central Government {2,886) (0.33) 5,042 0.55 22,677 2.36 22,243 2.11
States and Municipalities 6,436} (0.74) (1,731} (0.19) 2,122 0.22 5,067 0.48
States (3,726) (041) 1,591 0.17 4,605 044
Municipalities 1,995 022 531 0.06 462 0.04
Public Enterprises 500 0.06 G204 (035 6,310 0.66 8,491 0.80
Federal (2,283)  {0.25) 6406 067 7,323 0.68
State {(591) (0.06) 163 (.01 1,137 0.11
Municipal (330)  (0.04) {199)  (0.02) 3 0.00
TOTAL (8,822) (1.0D) 107 0.01 31,109 3.24 35,801 3.39

Source; IMF staff estimates,

microeconomic efficiency of the economy (e.g., tax reform), and the achievement of higher
efficiency and effectiveness of public spending (e.g., social security reform).

In the words of Blanchard et al (1990);

“... sustainability is essentially about whether, based on the policy currently on the
books, a government is headed towards excessive debt accumulation.”

4, To gauge whether fiscal developments during the period 2000-10, as far as we can
anticipate them, will lead to unsustainable debt accumulation and to assess the margin of
maneuver the government might have in fiscal management without rekindling unsustainable
debt dynamics, we will in this section construct a minimalist above-the-line scenario for the
evolution of the main revenue and expenditure items of the central government, With this, we
will then derive a path for the primary surplus of the consolidated public sector based on a
stylized conjecture for the evolution of the primary surplus of the subnational governments
and the state-owned public enterprises at all three levels of government.” Based on a macro
framework construct we will then discuss the implied net public debt profile of the central
scenario and perform stress tests by varying key macro variables that impinge on the debt
dynamics and the primary surplus, such as the level of real interest rates, real GDP growth,
the depreciation of the rea/ versus the U.S. dollar, and the real rate of growth of federal
discretionary expenditure and personnel expenses,

2 Sustainability is by definition a forward-looking concept as it is largely determined by
current expectations of future fiscal/macroeconomic performance. In this exercise,
sustainability is defined as a stable or declining path of net public debt to GDP after allowing
for the incorporation of new net liabilities into the debt stock (discrete debt stock adjustments
reflecting the financial impact of the recognition of previously unsecuritized liabilities).
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Figure 2.1. Brazil: Nominal and Primary Deficit (% of GDP; 12-months), 1957M1-2000M9
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B. Primary Surplus of the Central Government: Central Scenario

5. For the central government (CG) we will assume that, apart from a few well defined
items, tax revenues will show a unitary elasticity to nominal GDP. Revenue items projected
separately involve the CPMF tax collections, concession revenues, dividends, the Oil
Account surplus (PPE), and the revenues of the social security system for private sector
workers (INSS). The assumption of unitary elasticity of revenues has not been validated
empirically, at least in the short run, as there is nonnegligible heterogeneity of the tax burden
across economic sectors. For instance, exports are usually not taxed as final products—but
are taxed in the intermediate stages of production by cascading contributions,—and the
agriculture sector is lightly taxed when compared with the industrial sector, From the income
side, there are also sizable discrepancies in the taxation of wages, profits, and other income.
These discrepancies tend to be stronger during periods of sharp acceleration or deceleration
of economic activity, and are of material importance for short run projections, being less
important for long-term scenarios. Here, as a simplification, and without loss of generality,
for the long term scenario we assume balanced growth across sectors on average during the
decade, that is, we assume an expansion of the taxable base in line with nominal GDP.

6. In the baseline (central scenario: no policy action) we assume a financial transactions
tax (CPMF) rate of 0.30 percent from June 2000 to June 2002, and zero afterwards.
Approval of the Poverty Fund, involving a constitutional amendment currently under review
in congress, might lead to an increase of the tax rate back to 0.38 percent (coupled with a
surcharge of the federal VAT tax (IP1) on luxury goods). However, we assume that the
approval of the Poverty Fund's earmarked sources of revenue will lead to a concomitant
increase in expenditure, leading to, in essence, no impact on the primary deficit. As such,
since the Poverty Fund has not yet been approved, in our scenario, CPMF revenues are still
expected to decline in 2001 an 2002 from the level observed in 2000, reaching zero

during 2003-10 (see Table 2.2).

7. Concession revenues are derived separately since they tend to be bulky and
nonrecurrent. In 2001 the government expects to get R$8.7 billion (0.7 percent of GDP) in
revenue from this source®, A residual amount of around 0.2 percent of GDP is expected to
accrue in 2002, In the period 2003-05 we expect again significant concession revenues from
the auction of the high speed 1.8 GHz data, voice, and image transmission frequencies {third
generation frequencies, GSM-Global System for Mobility technology). The GSM '
coneessions could generate around 0.3 percent of GDP per year during 2003--05.

3 R$5.8 billion from the concession of the C, D, and E cellular bands, R$2 billion from the
last installment payment of the B-band concession frequencies, and R$0.9 billion from oil
and gas exploration and other concessions.



Table 2.2, Brazil: Bascline (Central Scenario); 20002010

1598 1999 2000 2601 2602 2003 2004 2005 2006 2007 2608 2009 2010

Central goverament {(CG) {In percent of GDP)

Total revenues 20.13 21.98 21.56 21.49 20.23 19.71 19.71 19.71 19.41 19.41 19.41 19.41 19.41
CPMF 0.89 083 128 11t 0.60 0.00 0.00 0.00 0.00 000 0.00 0.00 0.00
Concessions 1.02 0595 048 0.70 0.20 0.30 0.30 0.30 §.00 0.00 0.00 0.00 0.00
Oil Account 0.20 025 0.07 0.53 0.35 035 033 0.35 035 035 0.35 0.35 0.35
INSS Revenues 5.06 511 510 5.07 5.07 507 507 507 507 507 5.07 507 5.07
Dividends 0.26 019 017 0.19 0.16 0.14 0.14 0.14 0.14 0.14 014 0.14 0.14
Other 1270 14.65 14,46 13.89 13.85 13.85 13.85 13.85 13.85 13.85 1385 13.85 13.85

Transfers to S&Ns 3.04 3.20 3.42 333 3.33 3.33 3.33 3.33 333 3.33 3.33 3.33 3.33

Expenditure 16.48 16.47 15.50 15.79 14.62 14.50 14.68 14.52 14.36 14.20 14.05 13.20 13.75
Personnel 1/ 502 5.12 502 475 4.63 4,54 446 4.37 429 4.20 442 4.04 397
INSS Benefis 2/ 5.84 6.08 6.09 5.90 5.87 5.87 5.87 587 5.87 587 5.87 5.87 5.87
0OCCs 5.56 5.33 493 532 429 4,26 453 445 438 430 423 416 409

non-discretionary (TIXA; FAT; LC/87) .88 1.04 092 0.81 0.77 0.84 053 0.33 0.53 0.53 0.53 0.53 0.53
discretionary 3/ 468 429 401 451\ 3.52 3.42] 400 jo2 3.85 37 370 3.63 3156
Other (Subsidies net of financial expenditure) .06 -0.08 -0.14 -0.17 -0.17 -0.17 -0.17 -0.17 -0.17 -0.17 -0.17 -0.17 <017

BCB -1.02 -0.08 -0.07 -0.09 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08

Primary surplus: CG {A] 0.59 223 X Lt ] 1.62 1.78 1.64 1.80 195 210 2125
o/w deficit INSS -0.78 -0.97 -0.99 -0.80 -0.80 (.80 -0.80 -0.80 -0.80 -0.80 -(.80 -0.86

Prim, surplus: public enterprises [B] -0.35 0.66 0.70 0.25 0.20 0.10 0.10 0.10 0.10 0.10 0.10 0.10 010

Prim. surplus: states and municipalities [C] -0.19 .22 0.52 0.51 0.30 620 0.15 0.16 0.10 Q.10 .10 0190 0.16

Prim. surplus of the NFPS =[A}+[B|+|C] 0.1 3.1 34 3.0 27 2.1 1.9 2.0 1.8 2.0 2.2 23 2.4

Nominal balance (PSBR) 7.9 10.0 4.6 3.5 2.5 2.0 2.1 1.9 2.0 1.8 1.6 1.3 1.1

MNet public debt 43.4 49.7 50.0 49.7 48.5 47.9 47.5 47.1 6.7 46.1 45.4 44.4 43.3

Primary surplus needed to stabilize net debt at 48 5% of

GODP from 2002-2010 -1.6% -1.5%  -1.5% -1.5% -1.5% -1.5% -1.5% -1.5%

Net public debt/revenues CG 216% 226% 232% 231% 240% 243% 241% 239% 240% 238% 234% 220% 223%

Net public debt/otal revenues (CG+States & Munic.) 4/ 147% 158% 162% 161% 164% 165% t63% 162% 162% 160% 158% 154% 150%

Primary surplus CG/met revenues CG 3% 12% 12% 13% 13% 11% 10% 11% 10% 1% 12% 13% 14%

Source: IMF staff estimates.

1/ Real growth {drift) of 2.0 percent per year from 2002-2010,
2/ Real growth (drift) of 4.0 percent per year from 2002-2010.
3/ Real growth of free discretionary cxpenditure (excludes education and health care) of 0.0 percent per year from 2005-2010.

4/ Assumes that the tax collections of the states and municipalities will remain constant at the 9.4 percent of GDP collected in 1999,

LE
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8. The Oil Account (PPE}) surplus, projected at 0.53 percent of GDP in 2001, is
expected to be reduced to more moderate levels from 2002 onwards. As a working
assumption, we presume that the approval of an explicit taxation system for oil products and
it derivatives after 2001, as a substitute for the current cross-subsidization scheme, could
yield around 0.35 percent of GDP per year on average during 2002-10.

9. The distribution of dividends to the Treasury by federally-owned enterprises
{financial and nonfinancial} has been magnified in recent years by the balance-sheet effect of
the floatation of the real in early 1999 on the profits of the federal banks and by
exceptionally high international oil prices. With the continuation of the government’s federal
privatization program, the sale of noncontrolling stakes in some enterprises, and more
moderate levels of crude oil prices, we expect this revenue item to reach around 0.14 percent
of GDP on average from 2003-10 (see Table 2.2).

10. Regarding the revenues of the INSS, barring large changes in the share of
formal/informal labor relations or a change in the current contribution rate structure, we
assume that revenues will average around 5.1 percent of GDP during this decade. Clearly,
this requires that the real wages in the formal sector of the economy grow with real GDP,
thus maintaining the share of formal sector labor income in total income (see Table 2.2).

11.  Finally, transfers to the states and municipalities are expected to remain constant as
a percentage of GDP since both income tax and the I[PI (the two main shared taxes) are
expected to track the evolution of nominal GDP,

12. Hence, with the termination of concession revenues in 2005 and CPMF collections
in 2002, and with the decline in dividend collections and the PPE surplus to more moderate
levels after 2001, total revenues of the federal Treasury are expected to drop by over

2 percentage points of GDP after 2005 from the level expecied in the budget proposal

for 2001 (see Table 2.2).

13.  With regard to nonfinancial expenditure, it is a well known stylized fact that, apart
from a fraction of the other current and capital expenditure item (OCCs), in the short run, the
margin for maneuver is limited.

14. Despite the government’s policy of granting no generalized wage increases for the
last five years, expenses with personnel {active and inactive) have nevertheless, in recent
years, shown a significant nominal drift on account of factors related to the age-structure
dynamics of the public service (affecting expenses with retired civil servants), the
restructuring of some careers’ pay structure, the normal career progression of individuals
(career drift), selective wage increases granted to a few specific occupations, and extra
payments derived from judicial decisions. Taking this into account, in the baseline scenario
we assume that the nominal wage bill will grow between 4 percent and 5 percent,
respectively, per year on average from 2002 until 2010. Notice that this assumption does not
necessarily preclude real wage gains in the public sector since we are assuming away any
other potential savings on personnel expenses. If, in the future, the assumed nominal growth
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of personnel expenses turns out to be smaller than the one assumed, or if, through further

- streamlining and efficiency gains the workforce is reduced, for the same wage bill, these
savings/gains could be passed on to the remaining public servants in the form of real wage
increases, not across the board, but, as the government has done in the past, concentrated on
careers whose pay profiles show the biggest discrepancy with respect to equwalent
occupations in the private sector. * We will also derive an alternative scenario (Scenario B)
where the total wage bill of the federal government grows with nominal GDP and analyzes
the implications of such a policy for debt sustainability. Regarding social security
contribution rates of public sector workers, we assume a baseline scenario where the current
contribution rates on both current and retired civil servants are unaltered. However, it would
be highly desirable for fiscal and equity reasons to broaden the tax base by including both
civil retirees and the military.

15.  Regarding the evolution of the INSS benefit payments we are assuming that benefits
are updated by past inflation and the average historical drift of around 4 percent per year, (the
result of demographic factors and the increase in the reference real wages for the calculation
of the retirement benefit). As such, we conservatively assume a deficit of the INSS of around
0.8 percent of GDP on average during the decade. In this scenario, increases in the minimum
wage (and benefit payments) beyond past inflation are assumed to be coupled with the
identification of additional permanent sources of revenue, or with a reduction of other
permanent sources of expenditure, as mandated by the recently approved Fiscal

Responsibility Law, in order to preserve fiscal transparency and long-term solvency of the
public sector.

l6. Finally, the OCC’s (Other Current and Capital expenditures) are subdivided
between nondiscretionary spending—unemployment benefits, and other small items such as
the LC/87 transfers that compensate the states for revenue losses derived from the exemption
of state-level VAT (ICMS) on exports—and the discretionary component (subject to
appropriation limits). The nondiscretionary compenent is expected to stay constant as

a percentage of GDP after taking into account that LC/87 transfers to the states will peak at
0.31 percent of GDP in 2003 dropping to zero thereafter. A peculiarity that should be taken
into account is that under the discretionary component, around 50 percent of the total is
allocated to health care and education, Further, the recently approved Health Care Act
demands that health related expenditures at the federal level should grow with nominal GDP,
while the Constitution mandates that a fixed proportion of tax revenues should be spent on
education. Therefore, these two important items can grow more, but no less, than nominal
GDP, suggesting that there is no scope for potential real savings on them. For the remaining

* In this scenario, we are not taking into account the possibility of hiring future civil servants
under the same rules as the private sector (CLT rules) which would have an immediate
impact on budget finances through the increased federal contribution to the workers
severance fund FGTS (8 percent of the wage bill) but which is expected to gencrate
substantial savings when the new entrants retire.
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50 percent of free discretionary spending, we will construct three alternative real growth
scenarios, ranging from no real growth (baseline scenario), 2.5 percent real growth

(Scenario A, Table 2.3), and the same growth of real GDP (Scenario B, Table 2.4). The

2.5 percent real growth per year represents an interesting proposition since, although below
expected real GDP growth, it is approximately double the average population growth rate. As
such, it allows for better and/or higher provision of public goods to the population while
leading to a smooth decline of such expenditure categories as a percentage of GDP
throughout the decade, since in the steady state real GDP is expanding at a faster rate.

17. In all, for the year 2001, our scenario is consistent with the budget proposal submitted
to congress. While congressional revisions to both revenues and expenditures are likely, we
assume that the bottom line primary surplus of R$28.1 billion (around 2.3 percent of GDP)
will be preserved. Further, for 2002 and 2003 we assume that the federal government Budget
Guidelines Law (LDO) target of a primary surplus of 2.2 percent and 1.8 percent of GDP will
be observed. As such, the 200203 level of OCCs is calculated as a residual, that is, given the
scenario for revenues and other expenditure items, a value higher than the one assumed will
not be consistent with the primary surplus target uniess additional revenue sources are found
or other expenditure items reduced. In 2004, following two years of very low execution in
discretionary spending, we assume that discretionary OCCs will expand to the level observed
during 2000 (4 percent of GDP) and grow thereafter in line with the assumptions underlying
the different scenarios.

18. In terms of the execution of fiscal policy, given the underlying scenario assumptions,
we anticipate that 2002 and 2003 will be difficult years regarding the level of discretionary
OCC spending if the primary surpluses of the LDO are to be met, as concession revenues,
CPMF collections, and the surplus of the PPE are bound to decrease from the levels
expected to prevail in 2001 (net revenues drop 1.8 percentage point of GDP from 2001

10 2003 and do not recover in the following years, see Table 2.2).° After 2004, under the
baseline scenario, the primary surplus starts to recover gradually from 1.6 percent of GDP
in 2004 to 2.25 percent of GDP in 2010 aided by the erosion of free discretionary spending
and personnel expenses as a percentage of GDP, which would provide a gain of almost

1 percentage point of GDP in 2010 in comparison with 2004, more than offsetiing the
expected decline in revenue during the same period (see Table 2.2, Baseline Scenario). Under
Scenario B—with both personnel expenses and OCCs growing in tandem with nominal
GDP— the federal government primary surplus will decline from 1.8 percent of GDP

in 2003 to 1.3 percent in 2005 and 1 percent of GDP during 200610 (see Scenario B,
Table 2.4).

> If the Poverty Fund is approved, the additional revenues that could arise from the CPMF
and the IPI surcharge could enable an expansion of free discretionary spending from the
levels depicted in the baseline scenario without a deterioration of the primary surplus.



Table 2.3. Brazil: Scenario A

1998 1999 2000 2001 2002 2003 2004 20035 2006 2007 2008 2009 2010

Central government {In percent of GDP)

Total revenues 20.13  21.98 2156 2149 2023 1971 1971 19.71 15.41 1941 1941 1941 1941
CPMF 0.89 0.83 1.28 1.11 0.60 0.00 .00 0.00 0.00 0.00 0.00 0.00 0.00
Concessions 1.02 0.95 0.48 0.70 0.20 0.30 0.30 0.30 0.00 0.00 0.00 0.00 0.00
Oil account 0.20 0.25 0.07 0.53 0.35 0.35 0.35 035 0.35 0.35 035 0.35 0.35
INSS revenues 5.06 311 510 5.07 5.07 507 5.07 5.07 5.07 5.07 507 5.07 5.07
Dividends 0.26 0.19 0.17 0.19 0.16 0.14 0.14 0.4 0.14 0.14 0.14 0.14 0.14
Other 1270 14.65 14.46 13.89 13.85 13.85  13.85 13.85 13.85 1385 13.85 13.85 13.85

Transfers to S&Ms 3.04 3.20 342 3.33 3.33 3.33 333 3.33 3.33 3.33 333 3.33 3.33

Expenditure 1648 1647 1590 1579 1462 1450 1468 1457 1446 1434 1424 1413 14.02
Personnel 5.02 5.12 5.02 4.75 4.63 4.54 4.46 437 429 4.20 4.12 4.04 397
TNSS benefits 5.84 6.08 6.09 5.90 5.87 587 5.87 5.87 5.87 5.87 587 5.87 5.87
0CCs 5.36 5.33 493 532 429 4.26 453 4.50 447 4.44 442 43% 436

non-discretionary (TDA; FAT; LC/87) 0.88 1.04 0.92 0.81 0.77 0.84 0.53 0.53 0.53 0.53 0.53 0.53 0.53
discretionary 4.68 42¢ 4.01 53052 iy A2 4.00 397 3.94 391 389 3.86 3.83
Other (subsidics net of financial expenditure) 0.06 -0.06 -0.14 017 -0.17 -0.17 -0.17 -0.17 -0.17 -0.17 017 0.17 0.17

BCB 0.02 -0.08 -0.07 -0.09 -0.08 -0.08 -0.08 -0.08 -0.08 -6.08 -0.08 -0.08 -0.08

Primary surplus CG [A] 0.59 2.23 i 1.62 1.73 1.55 1.66 1.77 1.87 1.98
o'w deficit INSS -0.78 -0.97 -0.99 -0.80 -0.80 -0.80 (.80 -0.80 -0.80 -0.80 -0.80 -0.8¢

Prim. surplus: public enterprises [B] -0.35 0.66 0.70 025 0.20 0.10 0.10 0.10 010 0.10 Q.10 0.10 0.10

Prim. surplus: states and municipalities [C} 019 0.22 0.52 .51 0.30 0.20 0.15 0.10 0.10 0.10 (.10 0.10 0.10

Prim. surplus of the NFPS =[A[+{B]+[C] 0.1 3.1 34 3.6 2.7 2.1 1.9 1.9 1.7 19 20 21 2.2

Nominal balance (CSBR) 7.9 10.0 4.6 3.5 25 2.0 2.1 1.9 2.1 1.9 18 1.6 1.4

Net public debt 43.4 49.7 50.0 49.7 48.5 47.9 47.5 411 46.8 46.4 45.9 45.2 44.4

Primary surplus needed to stabilize net debt at 48.5% of GDP

from 2002-2010 -1.6% -1.5% -1.5% -15% -15% -1.5% -1.5% -1.5%

Net public debt/revenues CG 2016%  226%  232%  231%  240%  243%  241%  239%  241%  239%  236%  233%  22%%

Net public debt/total revenues (CG+States & Munic.) 4/ 147%  158%  162%  161% 164% 165%  163%  162%  163%  161%  139%  157%  154%

Primary surplus CG/revenues CG 3% 12% 12% 13% 13% % 10% 11% 10% 10% 11% 12% 12%

Source: IMF stafl estimates.

1/ Real growth (drift) of 2.0 percent per year from 2002-2010.

2/ Real growth (drift} of 4.0 percent per year from 2002-2010.

3/ Real growth of free discretionary expenditure (excludes education and health care) of 2.5 percent per year from 2005-2010.

4/ Assumes that the tax collections of the states and municipalities will remain constant at the 9.4 percent of GDP collected in 1999.

-It_



Table 2.4. Brazil: Scenario B

1998 1999 2000 2001 2002 2003 2004 2005 2008 2007 2008 2009 2010

Central government (In percent of GEP)

Total revenues 2013 2198 2156 2149 2023 19.71 19.71 19.71 19.41 19.41 19.41 1%.41 19.41
CPMF (.89 0.83 1.28 111 060 0.00 0.00 0.00 0.00 0.00 .00 0.G0 0.00
Concessions 1.02 0.95 048 0.70 020 0.30 030 0.30 0,00 0.00 4.00 0.00 0.00
Oil account 0.20 025 0.0? 0.53 0.35 0.35 035 0.35 035 035 035 0.35 0.35
INSS revenues 5.06 511 510 507 507 507 507 507 507 307 5.07 507 5.07
Dividends 0.26 019 017 0.19 016 0.14 014 0,14 014 0.14 0.14 0.14 0.14
Other 12.70 [4 65 14.46 13.89 13.85 13.85 13.85 13.85 i385 1385 13.85 13.85 13185

Transfers to S&Ms 3.04 3.20 3.42 333 3.33 3.33 333 333 3.33 3.33 333 3.33 333

Expenditure 16,48  16.47 15.90 1579 1462 1450 14.97 1497 1497 14.97 14.97 14.97 14.97
Personnel 5.02 512 502 475 4735 475 475 475 475 475 475 475 475
INSS benefits 584 6.08 6.09 590 5.87 5.87 587 587 587 587 587 5.87 5.87
0CCs 556 533 493 532 4.18 4.06 4.53 4.53 4.53 4.53 4.53 4.53 4,53

non-discretionary (TDA; FAT; 1.C/87) 0.88 1.04 092 0.81 0.77 .84 0.53 0.53 0.53 0.53 .53 0.53 053
discretionary 468 439 4.01 451 341 3 4.00 4.00 4.00 4.00 4.00 4.00 4.00
Other {subsidies net of financial expenditure) 0.06 -0.06 014 017 -0.17 -0.17 087 -0.17 -0.17 017 017 017 017

BCB -0.02 -0.08 -0.07 -0.09 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08 -0.08

Primary surplus CG [A] B.59 223 A7) 1.33 1.33 1.03 1.03 1.03 1.03 1.03
o/'w deficit INSS -0.78 -0.97 -(.99 -0.82 -0.80 -0.80 -0.80 (.80 ~0.80 -0.80 -0.80 -0.80 -0.80

Prim. surplus: public enterprises [B] -0.35 0.66 0.7¢ 0.25 0.20 0.10 0.10 Q.10 0.t0 0.10 0.10 0.10 0.10

Prim. surplus: states and municipalities {C| -0.19 022 052 051 030 020 013 Q.10 010 010 D10 0.10 0.10

Prim. surplus of the NFPS =[A]+[BI+[C] 0.1 31 34 3.0 27 2t 16 1.5 1.2 1.2 1.2 1.2 1.2

Nominal balance (PSBR) 7.9 10.0 4.6 3.5 2.5 2.0 2.4 2.4 37 27 28 28 28

Net public debt 43.4 49.7 50.0 49.7 48.5 47.9 47.9 47.8 48.1 48.5 48.8 49.1 49.4

Primary surplus needed to stabilize net debt at 48.5% of GDP

from 2002-2010 -1.6% -1.5% -1.5% -1.5% -1.5% -15% -L5% -15%

Net public debt/revenues CG 216%  226% 232%  231%  240%  243%  243%  243%  248%  250% 251% 253% 255%

Net public debt/total revenues (CG+States & Munic.) 4/ 147% 158% 162%  tel% 16d%  165%  164%  16d%  167% 168% 169% 170%  172%

Primary surplus CGrrevenues CG 3% 2% 12% 13% 13% 11% 8% 8% 6% 6% 6% 0% 6%

Source: IMF staff estimates

1/ Real growth {drift) of reat GDI* from 2002-2010. _
2/ Real growth of 4.0 percant per year from 2002-2010.

3/ Real growth of free discretionary expendiwure (excludes education and health care) identical to real GDP (4 percent per year) from 2005-2010.
4/ Assumes that the tax collections of the states and municipalitics will remain constant at the 9.4 percent of GDP collected in 1999.
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19.  Inorder to close the baseline primary surplus scenario for the consolidated public
~ sector, we will make a conjecture regarding the evolution of the primary surplus of the state
owned nonfinancial enterprises and the subnational governments.

20.  The primary surplus of the sfate-owned nonfinancial enterprises (SOEs) is expected
to decline to more moderate-than-recently-observed levels from 2002 onwards reflecting the
continuation of the privatization program (smaller set of public enterprises) and the return of
international oil prices to more moderate levels (reducing the surplus of the state oil-refining
monopoly Petrobras). Also, the SOEs are expected to bolster investment levels in order to
deal with the projected stronger real expansion of GDP and to pursue economically viable
investment opportunities, particularly in the oil and gas sectors. Accordingly, in the steady-
state we assume that the SOEs should be generating primary surpluses no larger than

0.1 percent of GDP per year (see Table 2.2).

21.  Fiscal adjustment at the subnational level has been a reality since 1997, The states
and municipalities have posted a combine primary deficit of 0.7 percent of GDP in 1997 and
0.2 percent of GDP in 1998, shifting to a surplus of over 0.2 percent of GDP in 1999, and
around 0.5 percent of GDP in the 12-months to September 2000. For the period 2000-10 the
states and municipalities’ primary surplus is assumed to remain consistently in the black but
declining over time. The baseline scenario assumes that the covenants imbedded in the debt
restructuring agreements signed with the Treasury by almost all the states and the biggest
municipalities will continue to be honored. Further, the fiscal and debt targets contemplated
by the Fiscal Responsibility Law and its ancillary legislation will force many subnational
governments to pursue further fiscal adjustment (especially with regard to personnel
expenses and the imbalances of many of the subnational level-sponsored retirement
programs), limiting the likelihood of observing deficits at these levels of government.
However, as own revenues and transfers expand with nominal GDP, we expect debt service
payments to lose weight as a percentage of net revenues (the renegotiated debts should be
amortized over a 30-year period in fixed monthly installments).® Further, the subnational
governments will also be affected by the Health Care Act and will be hard pressed to boost
investment in basic infrastructure. As a result, the primary surplus is expected to decline
gradually until 2005, reaching afterwards a primary surplus of around 0.1 percent of GDP per
year on average until the end of the decade, although, a slightly better performance cannot be
discarded if cautious fiscal management prevails (see Table 2.2).

22. Under the assumptions outlined above, the primary surplus of the consolidated public
sector is expected to peak at 3.4 percent of GDP in the year 2000, declining to its lowest
level in 2004 (1.9 percent of GDP), recovering gradually until the end of the decade to the

® As own revenues and transfers grow and inflation drops, the debt payment ceiling of
13 percent of net revenues established in the debt renegotiations contracts with the Treasury
will be increasingly less binding and affect a much smaller set of states.
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equivalent of 2% percent of GDP in 2010. 7 Under the assumptions of Scenario B—real
wages and OCCs growing in real terms with GDP—the primary surplus will decline
continuously until 2006 (reaching 1.2 percent of GDP) stabilizing thereafier. In conclusion,
a more indulgent fiscal stance (baseline scenario versus scenario B) is expected to cost over
5 percent of GDP in accumulated lost primary surpluses over seven years and even more in
terms of public debt (around 6 percentage points of GDP due to accrued interest).

C. Macroeconomic Framework and Debt Dynamics

23.  According to our medium- and long-term macro scenario, in the steady-state, real
interest rates drop to 7.5 percent per year, real GDP grows by 4 percent, inflation declines
gradually, stabilizing at 2.5 percent per year in 2005, and the foreign exchange rate stays on
average on the Purchasing Power Parity curve for a foreign inflation rate of 1.5 percent per
year. Further, the incorporation of liabilities in the debt statistics (FCVS and other liabilities)
is expected to reach 0.75 percent of GDP in 2002. In the period 2003-10 recognition of
liabilities net of privatization proceeds is expected to average 0.5 percent of GDP per year
(see Table 2.5).%

24, Under these assumptions the primary surplus needed to stabilize the debt to GDP
ratio at the 48.5 percent expected fo prevail at the end of 2002, hovers around 1.5 percent
per year. Alternatively, under the traditional present value method, the constant steady state
level of the primary surplus whose infinite horizon present value equals the 48.5 percent of
GDP debt stock of 2002 (i.e. it pays off the debt stock) should lie in the range of 1.1 percent
to 1.2 Dpercem of GDP per year, assuming zero net incorporation of liabilities info the debt
stock.

" The 1.5 percentage point of GDP decline in the consolidated public sector primary surplus
from the year 2000 to the year 2004 can be decomposed into a 0.55 percentage point of GDP
decline in the primary surplus of the central government (faster decline in revenue than in
expenditure), a 0.60 percentage point of GDP erosion of the surplus of the state-owned
enterprises, and a 0.37 percentage point of GDP decline in the expected primary surplus of
the states and municipalities.

® The scenario assumption of net recognition of government liabilities of 0.5 percent of GDP
per year from 2003 to 2010 (4 percent of GDP during the period) provides room for the
fulfillment of the government’s intention to gradually incorporate into the debt stock the
liabilities of the mortgage insurance/subsidy scheme (FCVS) and, 1f needed, other contingent
liabilities of the Treasury incurred during the high inflation vears, and the recapitalization of
the federal banks.

° The present value method, solves equation b,.; = Zi—p [(/+g)/ (I ~+r)]sﬂr d,+, for a constant
primary surplus d*, for all s.



Table 2.5: Macroeconomic Framework and Baseline (Central Scenario) Nominal Deficit, Primary Deficit, and Net Public Debt (%GDP 2000-2010)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
{(In percent of GDP)
Baseline (central scenario):
Net public debt (end of period) 9.7 50.0 49.7 48.5 47.9 47.5 47.1 46.7 46.1 454 44.4 433
Primary surplus 32 34 3.0 2.7 21 1.9 2.0 1.8 20 22 23 2.5
Nominal balance (PSBR) 10.0 4.6 35 25 20 21 1.9 2.0 1.8 1.6 13 1.1
FExogenous change in debt stocks 0.2 -0.4 0.0 0.1 -0.5 0.5 0.5 0.5 -0.5 -0.5 -0.5 0.3
Privatizations 0.9 1.4 1.1 0.7
Incorporation of nonsecuritized debts
and other liabilities I.1 18 1.1 0.8 0.5 0.5 0.5 05 0.5 0.5 0.5 0.5
Overnight interest rate; annualized (percent)
End of period 15.0 16.5 14.5 12.5 10.7 10.5 10.2 10.2 10.2 10.2 102 10.2
Period average 1/ 25.6 17.4 15.1 12.98 10.7 10.5 10.2 0.2 102 16.2 10.2 10.2
Average real interest rate; annualized (percent) 1/ 2/ 4.7 6.9 10.7 92 7.5 1.5 1.3 1.5 1.5 7.5 7.5 7.5
Exchange rate (R$/US$)
End of period 1.7% 150 1.94 1.98 2.01 203 2.05 207 2.09 211 213 215
Percentage change (+=US$ appreciation) 6.2 2.0 2.0 1.5 1.2 1.0 1.0 1.0 1.0 1.0 1.0
Average 1.81 1.84 1.92 1.96 1.99 2.02 204 2.06 2.08 2.10 2.12 2.14
General price inflation (IGP-DI),
(accumulated during the period, percent) 20.0 9.8 4.0 35 3.0 275 25 2.5 2.5 235 25 2.5
Real GDP growth (percent) 0.79 4.00 4.50 4.50 4.00 4.00 4.00 4.00 4.00 4.00 4.00 4.00

Source: Fund staff estimates.

1/ Calculated on the basis of the capilalized ovemight daily interest rate prevailing during the period.
2/ Average of the annualized monthly overnight interest rate deflated by the annualized monthly inflation rate (measured by general price index; IGP-DI) during the period.
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25. Under our macroeconomic and baseline scenario assumptions the derived profile for
the consolidated primary surplus implies that net public debt will decline smoothly, at the
rate of around 0.7 percentage point of GDP per year on average, reaching a ratio of around
43.3 percent of GDP in 2010, with the PSBR declining to slightly over 1 percent of GDP."°
Assuming that public investment remains broadly constant as a percentage of GDP, this
implies an increase in public sector savings of over 3.5 percentage points of GDP in the
year 2010 in comparison with the year 2000. This increase in public sector savings should
support the necessary balance of payments adjustment, and free additional funds for private
investment during the decade (see Section 10 on External Sustainability). The improvement
in the macroeconomic conditions underpinning the baseline scenario for the period 2000~
2010 is certainly predicated on a relatively strong fiscal stance (consistency requirement),
since weaker-than-assumed fiscal performances will almost certain}y lead to higher implicit
probabilities of default and higher sovereign interest rate spreads.’

26.  Further, not only is the net public debt to GDP ratio declining in the baseline
scenario, but also other indicators of fiscal sustainability point to a moderate improving trend
during the decade. The ratio of net public debt to total revenues of the central government
improves slightly from 232 percent in the year 2000 to around 220 percent in 2010, after
peaking at 243 percent in 2003 (see Table 2.2). In the same vein, the ratio of net public debt
to total revenues of the general government (includes states and municipalities) improves
from a peak of 165 percent in the year 2003 to 150 percent in 2010. While somewhat
improved, this ratio will, nevertheless, still exceed the normative reference target ratio of

100 percent used by the Brazilian Treasury in the debt renegotiations with almost all the
states and the largest municipalities. This points to the necessity of deepening the fiscal
adjustment effort at all levels of government during this decade through reforms that improve
the structural fiscal fundamentals that led to a subpar fiscal performance in the late 1990s.
Finally, the indicator of the primary surplus effort of the central government (primary surplus
as a share of gross revenues) does not point to a scenaric where the share of revenues

' These results corroborate the findings of Giambiagi (2000d) which, under slightly different
assumptions, recommends a consolidated public sector primary surplus of around 2 percent
of GDP per year for the period 2003-2010, in order to obtain a declining ratio of net public
debt to GDP of around 1 percentage point of GDP per year during the same period.

"' As corroborated in a recent report by the World Bank (2000b), the nominal fiscal deficit,
the trade deficit, and net foreign debt all have a statistically positive impact on Brazil’s risk
premium. The report estimates that a 1 percentage point of GDP decline in the nominal
deficit is expected to reduce the interest rates risk premium by around 60 basis points. Since
a decline in the nominal fiscal deficit also impacts the trade balance and, to a lower extent, to
net foreign debt levels, the whole effect on risk premia is certainly larger. Further, lower
interest rates spur growth, which further improves fiscal performance, leading to a virtuous
circle.
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committed to the generation of the envisaged surpluses increases beyond what is expected to
- be observed in 20002002 (see Table 2.2). '

27.  Under Scenario A, where the discretionary component of OCCs grows in real terms
by 2.5 percent per year, net debt to GDP will still decline, albeit at an uncomfortably slow
pace, reaching 44.4 percent of GDP at the end of the decade. However, when both OCCs and
personnel expenses grow with real GDP, (Scenario B) net debt stops falling around 2004
(notice that until 2003 strong primaries are guaranteed by the LDO targets) and it enters an
unsustainable path (see Table 2.4). In conclusion, the debt dynamics projection point to the
fact that while there might be some room for a moderate real increase in OCCs (still below
real GDP growth) a more expansionary fiscal stance might rekindle fears of unsustainable
debt dynamics and would leave basically no cushion for additional recognition of liabilities
beyond the amount envisaged in the baseline scenario or for a deterioration of the
macroeconomic picture that leads to higher real interest rates, lower real GDP growth, and
eventually a more depreciated path for the nominal exchange rate. For this reason,

Scenario B is a riskier proposition and points to the necessity of control over the real growth
of the wage bill and discretionary OCCs during the decade and the need to push forward the
structural fiscal reform agenda. Under Scenario B, since the fiscal effort of the central
government decreases substantially after 2002 (as measured by the primary surplus share of
gross revenues), all the other indicators of fiscal sustainability also point to a scenario of
gradual deterioration of the fiscal stance, particularly after 2005 (see Table 2.4).

D. Stress Tests

28. In this section we will stress test the central scenario and the implied net public debt
ratio path by varying the level of real interest rates, the nominal exchange rate, real GDP
growth, and the real growth rate of OCCs and personnel expenses (see Tables 2.6 and 2.7,
and Figures 2.2 and 2.3).

29,  Net public debt shows heightened sensibility to both real GDP growth and the level
real interest rates (see Table 2.6 and Figure 2.3).2 If the average real GDP growth

between 2000 to 2010 turns out to be 1 percentage point lower, the path of net public debt
will then show an increasing trend after 2003 and will reach a high level (55 percent of GDP)
by the end of the decade. The same is true for an increase of average real interest rates of
around 200 basis points from 2001-2010 (see table). The stress tests performed show that the
critical points beyond which unstable debt dynamics seem to kick in are around

2 Since higher real growth generates a higher primary surplus, through the reduction as

a percentage of GDP of the INSS deficit, OCCs, and the wage bill, the debt dynamics are
more sensitive to shocks to real GDP growth than changes in real interest rates. It also points
to the fact the a country can grow out of its problems, since an extra percentage point of GDP
growth on average reduces the debt to GDP ratio in 2010 by around 10 percentage points of
GDP from the baseline figure.



Table 2.6. Brazil: Sensitivity Analysis of the Baseline (Central Scenario) to Real Interest Rates and Real GDP Growth.

Baseline {central scenario)

Real Int Rates +7% (2001-10)

Real Int Rates +1% (2001-10)

Real GDP growth +1% {2000-10)

Pri. Def.  Net Debt PSBR. Pri. Def.  Net Debt PSBR Pri. Def.  Net Debt PSBR Pri. Def.  Net Debt PSER

2000 -3.39% 50.04% 4.65% 2000 -3.39% 50.04% 4.65% 2000 -3.39%  50.04% 4.65% 2000 -3.39% 49.54% 4.57%

2001 -3.04% 49.69% 3.45% 2001 -3.04% 50.24% 4.01% 2001 -3.04% 49.97% 1.73% 2601 -3.04% 48.66% 3132%

2002 -2.70% 48.47% 2.55% 2002 -2.70% 49.63% 121% 2002 -2.70% 49.05% 2.87% 2002 -2 10% 46.93% 2.38%

2003 -2.10% 47.91% 2.01% 2003 -2.10% 49.96% 2.97% 2003 -2.10% 48.93% 2.49% 2003 -2.10% 45.93% 1.88%

2004 -1.87% 47.55% 2.11% 2004 -1.87% 50.51% 3.17% 2004 -1.87% 49.01% 2.63% 2004 -2.16% 44.80% 1.64%

2005 -1.98% 47.05% 1.88% 2005 -1.98% 50.98% 3.03% 2005 -1.98% 48.98% 2.44% 2005 -238% 43.41% 1.22%

2006 -1.84% 46.68% 1.98% 2006 -1.84% 51.62% 3.23% 2006 -1.84%  49.0%% 2.58% 2006 -2.35% 42.02% 1.12%

2007 -2.00% 46.12% 1.77% 2007 2.00% 52.12% 3.13% 2007 -2.00%  49.04% 2.42% 2007 -2.61% 40.31% 0.72%

2008 -2.15% 45.38% 1.56% 2008 2.15% 52.47% 3.02% 2008 -2.15%  48.81% 2.25% 2008 -2.87% 38.20% 0.28%

2009 -2.30% 44 44% 1.32% 2009 -2.30% 52.66% 2.89% 2009 -2.30%  48.40% 2.06% 2009 -3.11%  35.95% H.18%

2010 -2.45% 43.31% 1.06% 2010 -2.45% 52.69% 2.74% 2010 2.45%  47.80% 1.84% 2010 -3,36%  33,28% -0.67%
Prim. Surp. to Stabilize Debt/GDP Real Int Rates -2% (2001-10) Real Int Rates -1% (2001-10) Real GDP growth -1% (2000-10)

Pri. Def.  Net Debt PSBR Pri. Def.  Net Debt PSBR Pri. Def.  Net Debt PSBR Pri. Def.  Nei Debt PSBR

2000 -3.39% 50.04% 4.65% 2000 -3.39% 50.04% 4.65% 2000 -3.39% 50.04% 4.65% 2000 -3.39% 50.56% 4.73%

2001 -3.04% 49.69% 3.45% 2001 -3.04% 49.14% 2.89% 2001 -3.04% 49.41% 3.17% 2001 -3.04% 50.75% 3.58%

2002 -2.70% 48.47% 2.55% 2002 -2.10% 47.33% 1.90% 2002 2. 70% 47.90% 2.22% 2002 2.70% 50.06% 2.72%

i P ; 2003 -2.10% 45.95% 1.11% 2003 -2.10% 46,92% 1.55% 2003 -2.10% 50.00% 2.15%

2004 -1.87% 44.74% 1.15% 2004 -1.87% 46.12% 1.62% 2004 -1.57% 50.45% 2.61%

2005 -1.98% 43 40% 0.86% 2005 -1.98% 45.19% 1.35% 2008 -1.56% 50.93% 2.57%

2006 -1.84% 42.17% 0.90% 2006 -1.84% 44.37% 1.42% 2006 -1.30% 51.70% 2.89%

2007 -2.00% 40.76% 0.63% 2007 2.00%  43.36% 1.18% 2007 -1.34% 52.46% 2.92%

2008 -2.15% 39.16% 0.36% 2008 <2.15% 42.17% 0.93% 2008 -1.38% 53.19% 2.94%

2009 -230% 37.37% 0.08% 2009 -2.30% 40.77% 0.66% 2009 -1.42% 53.91% 297%

2010 -2.45% 35.38% -0,22% 2010 -2.45% 39.17% 0.37% 2010 -1.45% 54.62% 2.99%

Source: IMF staff estimates.
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Table 2.7. Brazil: Scenario A and B, and Sensitivity Analysis of the Baseline to the Foreign Exchange Rate.

Scenario A (OCCs grow 2.5% real)

Scenario B (OCC & W's grow with GDFP)

Baseline: FX rate 10% depreciated

Prim. Def. Debt PSBR Prim. Def. Debt PSBR
2000 -339%  50.04% 4.65% 2000 -3.39%  30.04% 4.65%
2001 -3.04% 49.69% 345% 2001 -3.04%  49.69% 345%
2002 2.70%  48.47% 2.55% 2002 2.70% 48.47% 2.55%
2003 -2.10% 47.91% 2.01% 2003 2.10% 47.91% 2.01%
2004 -1.87%  47.55% 2.11% 2004 -1.58%  47.85% 2.42%
2005 -1.93%  47.10% 1.93% 2005 -153%  47.84% 2.38%
2006 -1.75% 46.83% 2.08% 2006 -1.23%  48.14% 2.70%
2007 -1.86% 46.42% 1.93% 2007 -1.23%  4845% 2.73%
2008 -1.97%  45.88% 1.77% 2008 -1.23%  48.77% 2.76%
2009 207%  4521% 1.61% 2009 -1.23%  49.09% 2.78%
2010 -2.18% 44.38% 1.42% 2010 -1.23%  4941% 2.81%
Baseline: FX rate 5% depreciated Baseline: FX rate 7.5% depreciated

Prim. Def. Debt PSBR Prim. Def. Debt PSBR
2000 -3.39% 50.97% 5.15% 2060 -339%  31.44% 5.40%
2001 3.04%  50.67% 3.57% 2001 304%  31.17% 3.63%
2002 2.70%  49.48% 2.64% 2002 -2.70%  49.98% 2.69%
2003 2.10%  48.94% 2.09% 2003 -2.10% 49.45% 2.13%
2004 -L.87%  48.59% 2.19% 2004 -1.87%  49.11% 2.23%
2005 -1.98%  48.11% 1.96% 2003 -1.98%  48.65% 2.00%
2006 -1.84% 47.76% 2.06% 2006 -1.84% 48.31% 2.10%
2007 2.00% 47.23% 1.86% 2007 200% 47.78% 1.90%
2008 2.15% 46.51% 1.64% 2008 2.15%  47.08% 1.69%
2009 -230% 45.60% 141% 2009 -230%  46.18% 1.46%
2010 -2.45%  44.4%% 1.16% 2010 -2.45%  45.08% 1.20%
*FX rate at 2.26 in 2010 * FX rate at 2.31 in 2010

Prim. Del. Debt PSBR
2000 -3.39% 51.91% 5.65%
2001 3.04%  51.66% 3.69%
2002 2.70% 50.48% 2.74%
2003 -2.10%  49.97% 2.17%
2004 -1.87%  49.63% 2.27%
2005 -1.98%  49.18% 2.04%
2006 -1.84%  48.85% 2.14%
2007 200%  48.34% 1.94%
2008 2.15%  47.64% 1.73%
2009 2.30%  46.70% 1.50%
2010 -2.45% 45.67% 125%
* ¥ rate al 2.37 in 2010

Source: IMF staff estimates.
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Figure 2.2. Brazil: Net Public Debt, Primary Surplus, and Nominal Balance (PSBR)
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Figure 2.3. Brazil: Net Public Debt Sensitivity Analysis; 2000-2010
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75 basis points of lower average real GDP growth or 130 basis points of higher real interest
rates. ' '

30.  Further, the debt dynamics show that the debt to GDP ratio could support well a
nominal exchange rate depreciation shock of over 10 percent—ceteris paribus, the declining
path of debt to GDP is not derailed by such a shock (see Table 2.7).

31.  Inthe case of a shock to real GDP growth, we have explicitly modeled the impact on
the primary surplus. However, in the case of higher real interest rates, we have not
considered the potentially negative effect this might have over real growth and the primary
surplus. If such transmission mechanism were to be explicitly modeled, it would have

magnified the potentiality destabilizing effect of monetary tightening on the debt to GDP
ratio.

E. Conclusion and Policy Implications

32. Given that the baseline scenario cannot sustain high levels of stress both to real GDP
growth or the level of real interest rates—even in a baseline scenario in which discretionary
expenditure shows no real growth throughout the period—the exercise performed in this
section indicates that it is imperative that the fiscal effort be sustained during the decade and
at a level that allows for a reasonable decline of debt to GDP. That is, fiscal dividends
arising from structural fiscal reforms and further reform of the social security system,
particularly for public sector workers, are critical to allay concerns regarding Brazil’s
vulnerability to adverse macroeconomic shocks, be it domestic or external, and to avoid the
need to resort to abrupt fiscal retrenchments in case such shocks materialize—since hasty
fiscal adjustment programs are usually more disruptive and tend to be suboptimal in terms of
welfare than more gradual ex-ante fiscal consolidation strategies. In addition, staying the
course of fiscal discipline considerably improves the chances of attaining an investment-
grade sovereign rating sooner, which would further assist the fiscal and external adjustment
processes since it would lead to lower domestic interest rates and lower external financing
costs.

33.  The baseline scenario implied debt dynamics profile also shows that it is imperative

to honor the spirit of the recently approved Fiscal Responsibility Law and avoid the creation
of permanent spending items without the identification of the concomitant permanent sources .
of financing. Prudence and responsibility in the setting of the main drivers of automatic
spendin% such as the level of the minimum wage and the real increase in social security
benefits'> and public sector wages are in this regard critical since they have a permanent
nature and can potentially crowd out other meritorious and needed social spending items.

" INSS benefit payments are currently the single biggest nonfinancial expenditure item in
the federal budget with the bulk of payments heavily biased towards the most expensive
length-of-service pensions.
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Reduction of the earmarking of federal revenues would also aide in the management of fiscal
~ policy.

34,  The high sensitivity of the debt path to GDP growth also points the importance of
pushing forward with structural macroeconomic and microeconomic reforms that can
improve the noninflationary growth potential of the economy in the long run and raise the
national savings rate. In that regard, a comprehensive tax reform designed to stabilize the tax
burden, while reducing microeconomic distortions and spreading the tax burden in an
equitable way among different economic agents/sectors, would not only improve the
competitiveness of the domestic production but also have a potential indirect positive fiscal
impact by enlarging the taxable base.

35. With regard to the intertemporal tradeofTs, the stronger the fiscal effort earlier in the
decade, the greater the present discounted value of the dividends to be extracted from fiscal
adjustment in terms of further room to increase social spending in the future and the
concomitant improvement in social indicators, since savings (interest bill) will be higher
earlier in the decade when real interest rates exceed the steady-state neutral level but also
because promises of fiscal adjustment in the future are discounted by markets leading to
higher contemporaneous interest rate risk premiums than otherwise.

36. To preserve and institutionalize the needed strong fiscal stance after 2003, and to
assist in the formation of market expectations with regard to the path of fiscal policy, it
would be desirable that, at least the central government announces primary fiscal and debt
targets for the subsequent three years, mirroring the current practice with regard to the
inflation targets. Currently, the Budget Guidelines Law sets the target for the primary surplus
for the following vear and indicative targets for the subsequent two, while the Fiscal
Responsibility Law requests that the President should propose to the senate the indebtedness
ceilings for all levels of government. However, it would be desirable to go beyond these
requisites and set in the law the requirement for a floor on the primary surplus and a specific
provision envisaging a decline of net public debt, on average, for the next three years.

37. It is also critical that, af the subnational level the fiscal adjustment effort undertaken
in recent years is not brought to a halt. Further fiscal consclidation will not only release
additional resources for needed investment and social expenditure by these government
levels but will also help reduce the current federal government debt default-risk exposure to
other levels of government. Therefore, in the spirit of the recently approved Fiscal
Responsibility Law, the central government should strive to enforce the debt restructuring
agreements signed with state and local governments, as done in the past, and encourage
subnational governments to continue down the road of fiscal responsibility. Concurrently, the
federal government should vigorously pursue the remaining structural fiscal reform agenda,
continuously assess the debt-stock impact of the incorporation of contingencies (explicit and
implicit contingent liabilities), and be ready to proactively respond, with fiscal instruments,
to any surprises that might deteriorate the government's creditworthiness.
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III. SOCIAL SPENDING IN BRAZIL: RECENT TRENDS IN SOCIAL ASSISTANCE AND
INSURANCE'

A. Introduction

1. Brazil has a broad array of social insurance and assistance programs. As discussed in
Section IV, social security benefits are Brazil’s main social safety nets and account for nearly
haif of total public social spending, or approximately 10 percent of GDP. Excluding pensions
and other social security benefits, unemployment insurance is the main social insurance
program in Brazil. Only a small share of public outlays on social programs (approximately

| percent of GDP) is devoted to social assistance. Most of these programs (for instance, old-
age and disability benefits) are targeted and in general pro-poor.

2. In recent years, progress in strengthening Brazil’s social insurance and assistance
programs has been twofold. First, efforts have been focused on improving program design
and service delivery; and on distinguishing clearly social assistance and social insurance
programs, as well as their sources of finance, while at the same time preventing shortfalls in
finance for other untargeted social programs, such as education and health care. Second,
social assistance policies are being integrated into broader human development initiatives. A
case in point is the recently-launched Alvorada Program.

3. This section is structured as follows. Subsection A provides an overview of the
existing social assistance programs. Subsection B focuses on the effectiveness of social
assistance programs. Subsection C discusses the regional dimension of human development
and the recently-launched 4/vorada program. Subsection I) concludes.

B. Social Assistance Programs: An Overview

4. Most social assistance and insurance programs in Brazil are provided according
to the Social Assistance Law (LOAS). These programs comprise rural pensions,’ pensions
to elderly and disabled persons,’ and income support programs.* Some subnational

! Prepared by Luiz de Mello.

? Rural pensions are treated as a social insurance program by the Ministry of Social Security
and Assistance. However, these benefits have a social assistance nature, given the weak link
between contributions and benefits. There were over 6 million recipients of rural pensions, at
a total cost to the budget of approximately R$10 billion in 1999.

* The main such program is BPC (Beneficio de Prestagéio Continuada), which replaced RMV
(Renda Mensal Vitalicia).

* A national income support program—in effect since 1997—benefits low-income
municipalities, defined as those with revenues and per capita income lower than the state
average. For a list of all municipalities in the program, see
www.mec.gov.br/Rendamin/partic.him,
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governments also have their own income support programs.’ These programs are in general
well targeted.

5. Excluding social security benefits, the main social safety nets in Brazil are labor
protection programs, some of which are financed by the private sector. In particular:

. There are two unemployment insurance programs in Brazil paid through FAT and
FGTS.* FAT is an unemployment fund financed by taxes on enterprises’ payroll and
gross earnings, whereas FGTS is a government-run fund of individual accounts for
formal sector workers. Access to the FAT unemployment insurance is universal
among formal sector workers, but FGTS benefits are restricted to those formal sector
workers with individual accounts.

. The salary bonus consists of a monthly salary paid on an annual basis to formal
sector workers earning up to two minimum wages.” Other labor programs include job

creation, retraining, and on-the-job training, as well as nutrition beneﬁts provided
to low-income workers.®

> A subnational income support program that has obtained widespread public support is Bolsa
Escola, consisting of targeted cash transfers to low-income families on the condition of
school attendance of all children in the household. The program was implemented in 1995 in
the Federal District and in the city of Campinas, and subsequently in a few states and about
60 municipalities. For more information, see World Bank (2000a). Child labor eradication
(PETI), a federal government-funded program, consists of a cash transfers to low-income
households to keep children in school who would otherwise need to work.

® Forty percent of FAT (Fundo de Amparo ao Trabalhador) resources are passed on to the
National Development Bank (BNDES) to fund its development loan portfolio. The remaining
funds are used to finance unemployment insurance and the salary bonus, as well as labor
training and job creation programs, to be discussed below. FGTS (fundo de Garantia por
Tempo de Servigo) was created in 1966 as an unemployment insurance fund financed through
employers’ contributions (8 percent of employees monthly earnings). The individual
accounts are managed by CEF (Caixa Econémica Federal). See Paes e Barros, Corseuil, and
Bahia (1999); and Oliveira and others (1999), for more information.

7 The salary bonus—in effect since the promulgation of the 1988 Constitution—is paid to
private- and public-sector workers. The benefit amounts to a fourteenth salary per year, in
addition to the thirteenth salary all workers in the formal sector receive at the end of the year.
For more information, see www.mtb.gov.br/spes/abono/esta/estas.htm.

* The worker’s nutrition program (PAT)—in effect since 1976—consists of income tax
deductibility for enterprises providing meals to their employees earning up to 5 minimum
wages. Benefits can be paid through vouchers to be redeemed in restaurants and
supermarkets, or as meals provided in the workplace. At the employer’s discretion, the
benefit can be extended to workers earning more than 5 minimum wages.
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6. FGTS unemployment insurance resources are also used to finance infrastructure
development programs, particularly housing, urbanization and sanitation, given Brazil’s
low private savings rates and limited sources of long-term financing for infrastructure
projects in the private sector. These programs benefit the poor by providing housing for low-
income households. Because they are labor-intensive, spending under these programs also
generates earnings opportunities for the working poor.

7. FGTS has suffered from financial imbalances. Net inflows to FGTS are falling
with rising informality in the labor market and withdrawals due to the increase in registered
unemployment in recent years (Table 3.1).” Moreover, there is a mismatch in the maturity
composition of FGTS assets and liabilities: whereas FGTS’s assets have long-term
maturities, most of its liabilities are short term.'” Furthermore, despite the statutory minimum
remuneration, in the period of chronic inflation, the rate of return on individual accounts was

lower than that of other financial assets, including savings accounts (Oliveira and others,
1999).1

8. Core social assistance programs have been protected from fiscal adjustment in
1999 and 2000. In November 1998, 22 core social programs were identified in coordination
with the IDB and the World Bank to be preserved from cuts in the ensuing period of fiscal
adjustment (Table 3.2). The share of GDP devoted to these programs varied between 1.2—
1.3 percent in 1998-00, at the same time that spending on other programs was substantially
cut. The main protected programs are the unemployment insurance, the social assistance
benefits provided through LOAS, and the equalization components in the publicly-provided
education and health care systems, discussed in Section 4. Allocations for 2001 have
increased to 1.3 percent of GDP. This is a positive development that reflects the
government’s current efforts to strengthen the better targeted social assistance programs.

* The share of the labor force engaged in informal activities reached 54 percent in 1998,
against 43 percent in 1990. Withdrawals are allowed in the case of unfair dismissal, illness,
retirement, death, and/or to purchase a house or finance housing repairs and upgrading. Based
on PNAD-96 data, only 12 percent of the poor are employed in the formal sector, against
over 33 percent for the nonpoor. According to PPV-96 data, over 80 percent of the household
in the lowest income quintile are headed by informal sector workers.

" In the past, financial imbalances were also due to the indexation of loan repayments to
salary increases. In the period of high inflation, the mismatch in nominal increases in wages
and salaries and consumer price inflation reduced loan recovery in the housing projects
financed through FGTS.

"' The system guarantees a minimum real rate of return on individual accounts of 3 percent
per annum. Higher statutory rates of return are guaranteed based on the length of employment
and contribution level. In 1998, withdrawals amounted to 98 percent of deposits, against

80 percent in 1994 and 85 percent in 1995 (Carvalho and Pinheiro, 1999). In this respect, the
Supreme Court has recently ruled in favor of monetary correction of the FGTS account
balances in the peried of the Collor I and Verdo stabilization programs.



-5G.

Table 3.1. FGTS Qutturn
(In biilions of reais)

1995 1996 1997 1998 1999 2000 V/

Gross revenues 9.8 11.7 12.9 16.8 17.4 4.5
Withdrawals 9.0 11.2 13.6 17.3 17.6 3.3
Unfair dismissal 5.5 6.5 7.1 10.8 11.9
Retirement 1.9 2.4 29 2.5 1.6
Housing 1.0 14 24 24 2.6
Other 0.7 0.9 1.3 1.5 1.6
Net revenues 0.8 0.5 -0.7 -0.5 -0.2 1.0

Memorandum items:
Number of withdrawlas for unfair dismissal (in millions) 38 82 8.1 9.2 11.1
Number of withdrawals for retirement (in millions) 0.5 0.5 0.6 0.6 0.5

Sources: Caixa Economica Federal; and IMF staff calculations.

1/ Until March 2000.

C. The Effectiveness of Social Assistance and Insurance Programs

9. Social security benefits are the most important social safety nets in Brazil.
However, these programs suffer from three main shortcomings:

. There are significant differentials between private and public sector pensions
and within these social security regimes. Whereas private sector pensions averaged
less than two minimum wages in the second half of the 1990s, public sector pensions
in the executive branch of the federal government were, on average, seven times
higher. Within the social security regime for private-sector workers (RGPS), nearly
80 percent of pensions are below 1.5 minimum wage. In addition, there are significant
differentials within the soctal security regime for public-sector workers (RJU), where
average pensions vary from 15 minimum wages in the executive branch of the federal
government to over 54 minimum wages in the federal legislature. These differentials
have been reduced over time, but remain sizable.

. Social security coverage is limited. While all civil servants are covered and benefit
from higher pensions, only approximately 58 percent of the working age population
in the private sector is covered by social security (Ministry of Social Security and
Assistance, 2000). Coverage is lower among informal sector workers and the self-
employed. Coverage rates also vary according to occupation and among the states.



Table 3.2, Federal Spending on 22 Care Programs, 1995-C1
{Ia millions of reais)

Program 1995 1996 1997 199§ 1998 2000 2001 Targets {1999} Eligibitity
(prelim.)  (proj.) (budget)

Education L.a72 1,040 1,449 1,950 2,285 2,219 2,595
Provision of textbooks 198 204 289 370 208 310 536 60 million textbooks Scheol-based
School health 1 17 15 24 15 16 t6 1.8 million students School-based, municipal income
Schoel lunch 655 454 673 786 903 920 920 354 milion students School-based, municipal income
Cestaa Eficiente Program 2/ 0 198 229 252 124 84 123 51,000 schools School-based
FUNDEF Complement 0 0 100 425 685 672 675 (n/a) Schocl-based, municipal income
School Development Fund 208 167 144 94 257 216 324 82,000 schools School-based, municipal income
Health 714 1,737 2447 2570 2735 3125 3,415
Child Nutrition Program 129 3z 162 59 53 174 174 830,000 beneficiaries School-based, municipal income
Pharmaceutical assistance (SUS) 3/ 423 217 420 s 160 164 168 4,000 municipalities Muricipal income
Mational Immunization Program 83 19 183 173 268 278 264 15 million vaccinations All munizipalities
Floor assistance (PAB} ] 1,258 1,572 1,722 1,730 1,780 1,750 5,500 clinics Municipal income
Family health program (PACS/PSF) 79 m 162 226 k] 632 973 100,000 providers (w/ equipment) Municipal income
Women's health program 3/ a 0 29 39 51 46 46 8 million women Municipal income
Labor 31413 4,201 4436 5,159 5,556 5,507 5,865
Unemployment [nsurance 2,928 3,401 3,549 4,182 4,525 4,323 4589  {(nfa) Enterprise-based
Salary Bonus 458 543 832 579 540 586 781 4.3 million formal-sector workers  Formal-sector wage tess than 2 MWs.
Labor Training (PLANFLOR) i7 257 353 398 390 497 495 1.7 million formal-sector workers  Enterprise-based
Social Assistance 278 491 1,195 1,571 2,055 2,311 4,324
Support for Children 159 91 219 208 223 248 261 1 million children Houschold p/c income less than 0.5 MWs,
Support for the Disabled 56 55 59 61 67 66 69 B8,000 beneficiaries Hauschold p/c income lass than 0.5 MWs.
Support for the Elderly 24 3 26 26 29 31 32 189,000 beneficiaries Hauschold pre income less than 0.5 MWs,
LOAS (BPC, support for the elderly and disabled) 0 130 793 1,140 1,549 1,735 2441 711,500 beneficiaries Household p/c income less than 0.25 MWs.
Child Labor Eradication Program (PETI) 0 0 15 40 83 113 273 39,000 beneficiaries Household income
Support for Adolescents 0 92 :x} 86 51 18 19 84,000 beneficiaries Household income
Income Support (Renda Minima) [ 0 0 ] 54 160 1,22 (to be defined) Household income
Total 5,477 7,470 9,528 11,249 12,631 13,162 16,200
Menerandum em:
Total as a share of GDP 0.85% 0.96 1.08 123 131 1.22 1.31

Sources: Brazilian autherities; and IMF staff esttmations.

1/ As of July 5, 2000.
2/ 1n 1997, includes REI00 million relative to FUNDIEF outlays.
3/ As reported by the Ministry of Health.

-.09_
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. Houschold survey data provide mixed results on the incidence of public
spending on social security benefits. Most pension recipients are concentrated in the
lowest and highest income quintiles.'” There is evidence that these benefits have
alleviated poverty among the elderly, as expected." It has been argued that rural

pensions are probably the best targeted social insurance program in Brazil (World
Bank, 2000b).

10. Publicly-funded labor programs are less efficient social protection instruments.
This is because:

. There is some evidence of poor targeting in the case of the unemployment benefit,
and the salary bonus (Table 3.3)."* * The share of these benefits in household income

2 Based on data for the metropolitan region of Séo Paulo, Soares (1999) shows that nearly

33 percent of public pensions accrue to those recipients in the lowest income quintile, against
neatly 21 percent in the highest quintile. According to PNAD data for the whole country, the
share of public pensions accruing to the lowest quintile falls to nearly 27 percent and that
accruing to the highest quintile increases to nearly 30 percent.

" According to Paes de Barros, Mendonga, and Santos (1999), pensions and social security
benefits account for almost 60 percent of per capita houschold income of the poor in the
over-60 age group, against nearly 47 percent for the nonpoor in the same age group. Poverty
incidence and income gaps are also lower among the over-60s than in the population as a
whole. Moreover, the incidence of poverty is lower among households with an elderly
member, given the impact of old-age pensions on the intra-household distribution of income.

" Using POF-96 data, Ramos (1999) shows that 43 percent of unemployment benefit
payments accrue to households with income between 20 and 30 minimum wages, against
5.5 percent in the case of households with income between 3 and 5 minimum wages. In the
case of former PIS/PASEP and FGTS accounts, 47 percent of withdrawals are made by
households with income over 30 minimum wages, against 2.3 percent in the case of
households with income between 2 and 5 minimum wages. Using PPV data, Barros,
Corseuil, and Foguel (2000) show that only 32 percent of unemployment benefit recipients
are poor. The World Bank (2000a) also provides evidence that the unemployment benefit is
not pro-poor, with the exception of the Northeast, where its impact is primarily on urban
workers in the second consumption quintile.

"% In the case of the salary bonus, households earning up to 2 minimum wages receive

21 percent of outlays, against 27 percent for those earning more that 30 minimum wages. The

high concentration of reciptents among high-income households can be attributed to the fact

that POF data do not allow for distinguishing current salary bonus receipts from

remuneration on former PIS/PASEP account balances. Using PPV data, Paes de Barros,
(continued...)
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Table 3.3. The Incidence of Social Assistance and Insurance Programs:
A Summary of Recent Empirical Findings

Data Coverage

Impact on the Poor and Source Reference
Public pensions  The share accruing to the lowest income quintile is 27 percent, Whole country Soares (1999}
against nearly 30 percent in the highest income quintile. (PNAD-1993)
Pensions account for almost 60 percent of per capita household Whole country Paes de Barros,
income of the poor in the over-60 age group, against nearly 47 (PNAD-1997) Mendonga, and
percent for the nonpoor in the same age group. The over-60s Santos (1999)
account for 10 percent of households in the highest income
quintile and below 4 percent in the lowest quintile.
Social security ~ These benefits increase the income share of the lowest income Séo Paulo Soares (1999)
transfers 1/ quintile from 2.4 percent to 3.3 percent of national income. (PCV-1954)
Labor Unemployment benefit: nearly 43 percent of unemployment Whole country Ramos (1999)
programs benefit payments accrue to households with income between 20 (POF-906)
and 30 minimum wages, against 5.5 percent in the case of
households with income between 3 and 5 minimum wages. Only  Northeast and Paes de Barros,
32 percent of unemployment benefit recipients are poor. Southeast Corseuil, and
(PPV-96-97) Foguel (20600)
Salary bonus: housgholds eaming up to 2 minimum wages Whole country Ramos (1999)
receive 21 percent of outlays, against 27 percent for those (POF-96)
earning more that 30 minimum wages.
Only 36 percent of salary bonus recipients are among the poor. Northeast and Paes de Barros,
Southeast Corseuil, and
(PPV-96-97} Foguel (2000}
Water and Water: only 12 percent of public spending acerues to the Northeast and Von Amsberg
sanitation lowest quintile, against 26 percent for the highest quintile. ~ Southeast (2000)
(PPV-96-97)

Sanitation: only 4 percent of public spending reaches the
lowest quintile (relative to 32 percent for the highest
quintile).

1/ Matemnity and disability benefits, unemployment insurance, and education grants.

has been shown to be higher in high income households. Information on the recipients of
special labor programs, such as the workers’ nutrition program, as well as job creation and
training programs, is not readily available. This would allow for a better assessment of the

Corseuil, and Foguel (2000) also show that the salary bonus is poorly targeted, with only
36 percent of recipients among the poor.
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incidence of these outlays (Table 3.4). These special programs are better targeted to low-
income workers and therefore their incidence rates are likely to be higher than that of the
unemployment insurance paid through FAT and FGTS. It has been argued that the incidence
of the workers’ nutrition program has improved by extending the program to smaller
enterprises, where labor compensation is typically lower.'®

. The truly needy often do not have access to the unemployment benefits paid through
FAT and FGTS because eligibility is based on formal employment and a sizable share
of the working poor are engaged in informal activities."” Also, FGTS account
balances are typically low for low-income workers, due to short job tenure in the
formal sector and high job turnover. Among the working poor, the value of the
unemployment benefit paid through FAT often exceeds their FGTS balances.

. The government’s ability to engage in counter-cyclical job creation is limited. This
would provide additional social protection in periods of economic downturn, when
job losses are likely. However, the labor-intensive investment programs financed
through FGTS are procyclical because FGTS inflows rise with formal employment
and pay.'® Also, Brazil has limited experience with public works programs, despite
the effectiveness of the Northeast drought program implemented in 1998.

. Training and retraining programs need to be more attuned to market needs. Given
the disparities in skills among labor market participants and the regional differences
in the demand for training, efforts have been made to provide these programs in
conjunction with state and municipal job creation agencies. Labor training programs
have also been provided by BNDES using FAT resources.

" In recent years, the number of smaller enterprises participating in the program has
increased. In 1995, 37 percent of the workers in the formal sector benefited from the
program. Most beneficiaries (nearly 5.5 million in 1996) are in the Southeast. However, the
average number of beneficiaries per firm fell from nearly 200 in 1990 to less than 130 in
1996, reflecting the rise in the number of smaller enterprises in the program and the increase
in informality in the labor market. Also see Lobato, Aquino, and Ribeiro (1999).

'" A recent survey of low-income communities in the municipality of Rio de Janeiro shows
that unemployment in these communities is over three times higher than the average for the
entire metropolitan region of Rio de Janeiro (18.5 percent, against 5.4 percent for the
metropolitan region in 1998). Youth unemployment has also been shown to be higher in
these communities, and employment is concentrated in the informal sector.

¥ In 1997, investment financed by FGTS totaled approximately R$2 billion and created
126 thousand jobs. Annual investments through FGTS averaged 0.65 percent of GDP in the
period 1990-98 (Carvalho and Pinheiro, 1999).
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Table 3.4. FAT Outturn, 1999-00
(In billions of reais )

1999 2000
(proj.)
Revenues 8.2 8.7
Of which :

Contributions {(PIS/PASEP) 6.1 7.1
Expenditures 8.2 8.7
Unemployment insurance 4.5 4.2
Salary bonus 0.6 0.7
Training programs (PLANFQOR) 0.4 0.5
BNDES transfers 2.4 2.8
Other 0.3 0.5
Memovrandum items:

Number of unemployment benefit recipients (in millions) 4.3
Average unempployment benefit value (in minimum wages) 1.6
Number of salary bonus recipients (in millions) 4.5

Sources: Ministry of Labor and Employment; and IMF staff calculations.

11.  Labor legislation offers limited social protection. Given the cost of formal
employment and high mobility into the informal sector, severance pay legislation creates an
incentive for employers and employees to terminate labor contracts and claim unfair
dismissal. In this case, employers are required to pay 40 percent of the workers FGTS
balance as compensation and workers can draw their FGTS balances and remain working
informally." However, minimum wage legislation is a good social protection instrument
because of the higher concentration of minimum wage earners among the working poor and
because the minimum wage has been shown to be a powerful determinant of pay in the
informat sector.” Recent studies have shown that increases in the minimum wage have had a
stronger impact on poverty in the post-1994 period, relative to the period of high inflation

" Employers are also required to give a month’s notice and grant two hours per day in the
month prior to dismissal, with no reduction in compensation for the worker to look for
another job. See Amadeo and Camargo (1996), and Gonzaga (1998), for more information.

* Carneiro {2000) shows that increases in the minimum wage are associated with higher
nominal wages in both the formal and the informal sectors. This can be attributed, at least in
part, to high mobility in and out of informality. This empirical finding is confirmed by
anecdotal evidence of informal indexation of compensation in the informal sector to nominal
adjustments in the minimum wage.,
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(Amadeo and Neri, 1999; World Bank, 2000a). It has been argued that, in the period of high
inflation prior to 1994, nominal increases in the minimal wage, although frequent, did not
preserve its purchasing power.

12. The housing/sanitation programs financed through FGTS and FAT are poor
poverty-reduction instruments. The incidence of spending on the housing programs funded
by FGTS is low because loans are restricted to applicants with household income between

4 and 12 minimum wages and the housing deficit is concentrated among the poor. Financing
options are limited for low-income households, with income up to 3 minimum wages, and
emphasis is placed on government provision of housing, upgrading of the existing housing
stock in degraded areas, urbanization, and sanitation. Loans to higher income households are
also provided by CEF (Caixa Econémica Federal) using its own resources.”' Because of its
eligibility conditions, the implicit subsidy in the system is often extended to the middle
class.” It has been shown that the incidence of publicly-funded sanitation programs is also
relatively poor.” Low cost recovery in mortgage payments in the case of low-income

! Although FGTS is an important source of finance, most spending on housing is financed
outside FGTS. Of the approximately 32 million housing units build in the last 30 years, only
5.6 million units have been {inanced through FGTS (Gongalves, 1998). In the absence of a
market for long-term housing financing in the private sector, most funding for
housing/sanitation projects is provided by public institutions, particularly CEF.

% In the absence of benchmarks for the long-term user cost of capital in Brazil, it is difficult
to calculate the implicit subsidies in housing loans. Rates are lower on FGTS loans for
housing projects for low-income groups (with household income up to 3 minimum wages)
than for higher-income households (with income between 4 and 12 minimum wages). CEF
loans outside FGTS, typically for households with income above 12 minimum wages, have
higher rates but even these tend to be subsidized.

» Access to safe water ranges between 36 percent of households in the lowest income decile -
to 96 percent in the highest decile. In the case of sanitation, access rates vary between

11 percent for households in the lowest income quintile and 84 percent in the highest
quintile. The incidence of publie spending on these services is poor with 12 percent of water
services accruing to the lowest quintile and 26 percent to the highest quintile. Incidence
differentials have been shown to be higher for sanitation, where only 4 percent of public
spending reaches the lowest quintile relative to 32 percent for the highest quintile. For more
information, see von Amsberg (2000). According to PNAD-95, nearly 80 percent of rural
households and 27 percent of urban households lack adequate sanitation. See World Bank
(2000a), for more information.
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households has compromised the financial balance of FGTS without improving the incidence
~ of public spending on housing and urbanization.*

13. Spending on housing, urbanization, and sanitation has been affected adversely
by fiscal retrenchment, particularly at the subnational level. These programs can be
financed through FGTS or through the budget, when cost-recovery is unlikely and the
program has a clear social assistance function, as discussed above.” The impact of fiscal
adjustment on these programs has been twofold. First, stricter restrictions on subnational
borrowing and indebtedness have limited the ability of states and municipalities to borrow
from FGTS. Prudential regulation on financial institutions’ exposure to subnational
government debt has also reduced the ability of public banks to lend to subnational
governments. Private banks that are not constrained by these regulations are in general not
willing to finance long-term infrastructure development projects. Second, fiscal adjustment at
the federal level has limited further the availability of finance for housing/sanitation projects
outside FGTS.

14. Public spending on housing has benefited from improved governance in recent
years. This has been achieved through increased community participation in housing
programs for low-income households. It has been argued that better oversight for the use of
the resources transferred to subnational governments, particularly municipalities, has reduced
misallocation of funds. Direct lending to higher income borrowers has also reduced
transactions costs.” As in the case of other federal financial institutions, CEF operations have
been object of stricter central bank oversight and regulation.

* The housing deficit, measured as the share of inadequate and informal housing units and/or
household co-habitation in the total housing stock, is concentrated among the poor: nearly

87 percent of the housing deficit is concentrated among households earning up to 3 minimum
wages. It is estimated that the housing deficit in Brazil is approximately 14 percent of the
housing stock, or approximately 5.4 million units in 1996. This share has fallen since 1981,
when the deficit was estimated at 17 percent. See Gongalves (1998), Santos (1999), SEPURB
{1996, 1998), and World Bank (2000b) for more information.

* Housing programs for low-income households include Habitar-Brasil, funded by the
federal budget, and Pro-Moradia, funded by FGTS. According to SEPURB (1998), public
outlays on these two programs totaled R$2 billion between 1995 and 1998. The programs
benefited 723,000 households, and created 205,000 jobs in 3,176 municipalities.

* Through housing credits, applicants borrow directly from CEF to purchase/build new
housing, as long as they are not home owners, and that monthly loan repayment does not
exceed 30 percent of houschold income.
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D. Social Policies and Human Development: The Alvorada Program

Background

15. With a score of 0.74 in the UNDP’s human development index (HDI) in 1999, Brazil
ranks among the countries with medium human development.”” However, the national
average hides sizable differentials in human development indicators across regions

(Figure 3.1). Although all regions have had a upward trend in their HDI scores since 1980,
those with low human development indicators do not seem to be catching up fast enough
with their more developed counterparts. Inequality in human development also exists within
the states and certain poorer municipalities have lagged behind the regions with higher HDI
scores in the states where they are located.

The Alvorada Program

16. There has been growing recognition that the recent positive trends in human
development, as well as a faster catch-up for the least developed states and
municipalities, can only be sustained through a concerted policy effort. With the
exception of cash transfers such as social security benefits and unemployment insurance, for
instance, most existing social programs in Brazil are not designed to address these regional
inequalities in human development. Regional development programs often benefit regions
that are considered poor within the state where they are located, rather than relative to a
national poverty benchmark. As a result, poorer regions in richer states often benefit from
these programs although they may be more prosperous than richer regions in poorer states.
Initiatives in the past-the creation of regional development agencies and banks, for
instance-—have been unsuccessful in dealing with regional inequalities in human and
economic development.

17. The Alvorada Program consists of focusing social policies and outlays on existing
social programs in the states and municipalities with human development indices below

7 Among Latin American countries, Brazil’s score is comparable to that of Peru (0.74) but is
lower than those of Chile (0.84), Argentina (0.83), and Uruguay (0.83), for instance. See the
UNDP’s 1999 World Development Report, for more information. The 1999 scores are not
comparable over time because of a methodological change in 1997. According to the old
methodology, Brazil scored 0.83 in 1996, against 0.73 in 1980. In 1996, the scores of more
developed states such as Rio Grande do Sul and Séo Paulo (0.87 each) are comparable with
the industrial country average (0.91). Less developed states such as Maranhdo (.55} and
Piaui {0.53) fare poorly with HD! scores below the developing country average (0.58).
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Figure 3.1. Human Development Indices (HDI), 1980-96
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Sources: Data provided by the authorities; and IMF staff calculations.

the national median. The 4/vorada Program was originally named IDH-14 Program, given
its focus on the 14 states with HDI scores below the national median,”® The program was
subsequently enlarged to benefit poorer regions within richer states that would not be eligible
for assistance under the IDH-14 program.” The priority programs are in the areas of health
care, education, and income support (Table 3.5). A large share of spending on priority
programs will be devoted to infrastructure development, including sanitation. Funding for
these programs has been scarce in light of the ongoing consolidation of fiscal adjustment
since late-1998, as discussed above.

18. Most financing needs will be met by the federal budget. The federal government
will finance R$7.4 billion out of the total estimated budget of R$ 3.3 billion between
2000-02. A large share of total financing (R$5.0 billion) is already programmed in the
multiyear budget framework (PPA). Additional funding will come from Poverty Fund

** These states are: Acre, Alagoas, Bahia, Ceara, MaranhZio, Par4, Paraiba, Pernambuco,
Piaui, Rio Grande do Norte, Ronddnia, Roraima, Sergipe, Tocantins. Approximately 31
million people, living in 186 micro regions and 1,797 municipalities, will benefit from the
program in these states.

* The additional states are Amazonas, Amapd, Espirito Santo, Goias, Minas Gerais, Mato
Grosso, Parana, Rio Grande do Sul and Sio Paulo. These states have HDI scores above the
national median but, nevertheless, contain 81 micro regions and 389 municipalities with HDI
scores below the national median. Extension of the IDH-14 program to these micro regions
will benefit an additional 5 million people.
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Table 3.5. The Alvorada Program Budget, 2000-02
(In biltions of reais)

Original IDH-14 Program Program Extension Total
2000 2001 2002 2000 2001 2002
Total financing 1.1 50 54 0.3 0.7 0.8 133
Demestic 1.1 2.4 2.7 0.3 0.4 0.4 7.4
Multi-year budget 0.8 1.6 1.7 0.3 0.3 0.3 5.0
Additional federal resources 0.4 0.9 1.0 0.0 0.1 0.1 2.4
Foreign 0.0 05 0.5 0.0 0.0 0.0 1.1
Foreign lending to states 0.0 0.4 04 0.0 0.0 0.0 0.3
State counterparts 0.0 0.1 0.1 0.0 0.0 0.0 0.2
Poverty Fund 0.0 2.1 2.1 0.0 0.3 0.4 4.9

Sources: Data provided by the authorities; and IMF staff calculations.

resources in 2001-02. Subnational governments will also contribute, particularly in
counterpart funds for foreign-financed projects.” Extension of the original IDH-14 programs
will cost the federal government R$0.2 billion between 2000-02, in addition to the R$0.9
billion already programmed in the multiyear budget.

19. To facilitate monitoring and evaluation, targets have been set for each program,
in terms of output indicators such as coverage of the sanitation and water network, school
enrollment rates, and number of beneficiaries of income support programs. The impact of
these programs on the relevant social and human development indicators is to be more
closely monitored than in the past, and the authorities have approached the World Bank and
the IDB for assistance in this respect.

E. Conclusions

20. Brazil devotes nearly half of public outlays on social programs to social insurance and
assistance. Programs of a clear social assistance nature account for a small share of these
outlays, or nearly 1 percent of GDP. These expenditures are not only low relative to total
public spending on social programs but, more importantly, most social assistance programs

* The subnational share in financing may be underestimated in the case of health care
because of the recent institutional changes requiring the states and municipalities to
earmark 12 percent and 15 percent, respectively, of their revenues (net of intergovernmental
transfers) to finance outlays on health care.
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in Brazil do not provide adequate social protection. Almost one-half of spending on these
programs is allocated to unemployment insurance, which benefits higher income workers in
the formal sector. Other programs are reasonably well targeted and cost-effective,particularly
the rural pensions. Leakages may nevertheless occur due to difficulties in income
certification and self-targeting in the case of rural pensions and income support. Spending on
infrastructure development, including housing and sanitation, has been affected adversely by
fiscal consolidation.

21. Against this background, it has often been argued that a gradual expansion of Brazil’s
safety nets can be achieved primarily through better targeting, rather than increased spending.
The most important gap in social assistance in Brazil is the absence of a program targeted to
informal sector workers. In this respect, labor market participation indicators could be used
for the purpose of categorical targeting of social assistance program, given the difficulty to
reach the poor in the informal sector.”’ Much remains to be done if social assistance is to be a
powerful social safety net and poverty alleviation instrument in Brazil. Protection of a
number of core social assistance programs from cuts in periods of fiscal adjustment does not
ensure adequate social protection if the programs in question offer limited assistance to the
truly needy.

*! Because income certification is often difficult, particularly for the poor in the informal
sector, categorical targeting, or proxy targeting, involves the use personal and/or houschold
characteristics that are associated with poverty. In recent years, social assistance programs in
Latin America have focused on household characteristics for the purpose of categorical
targeting when accurate income-testing is difficult or costly. See Souza (2000), for more
information.
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IV. SOCIAL SPENDING IN BRAZIL: EDUCATION AND HEALTH CARE!
A. Introduction

1. Brazil spends approximately 20 percent of GDP on social programs. Nevertheless,
increases in social spending over time have not led to commensurate improvements in social
indicators, particularly in the areas of education and health care. This can be attributed, at
least in part, to imbalances in the composition of public social spending, deficiencies in
service delivery, and poor targeting. Although many programs are well-targeted and reach
the poor, others have a relatively regressive impact on income distribution.

2. Social spending in Brazil has to be assessed in the context of the country’s highly
skewed income distribution. The 10 percent richest households own nearty half of national
income, while the 50 percent poorest own just above 10 percent of the nation’s income.
Based on 1996 data, nearly 23 percent of the population {(approximately 35 million people)
live below the poverty line and own less than 3 percent of national income. Nevertheless, the
income gap—the income shortfall below the poverty line—is only 1.6 percent of GDP.2
Consequently, well-targeted publicly-funded social programs could in principle be used to
reduce the incidence and depth of poverty at a relatively low cost to the budget.

3. Against the background of a stringent fiscal adjustment since late-1998, recent
pressures have emerged to relax the government’s stance on social spending while, at the
same time, improving the quality of publicly-funded social programs. These pressures have
highlighted the need for a more indepth analysis of public spending on social programs and
performance indicators in the formulation of policy objectives in the social area. This chapter
sheds some light on the possible directions for reform over the medium term in order to
improve the efficiency and effectiveness of public spending on social programs.

4. This section is organized as follows. Subection B presents the main trends in social
spending in the period 1995-99. Subsections C and D deal with, respectively, education and
health care. Conclusions are presented in Subsection E.

! Prepared by Luiz de Mello.

2 Calculation of poverty incidence and the income gap is based on the 1996 household
expenditure survey (PNAD) and the widely-used poverty line of R$ 65.00 per capita per
month, or approximately half a monthly minimum wage per capita, in 1996. Data from the
latest household expenditure survey (PNAD-99), released in June 2000, show a slight
increase in poverty incidence.
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B. Public Social Spending: An Overview

- Background

5. Brazil spends a large share of GDP on publicly-funded social programs. Total
social spending of the consolidated general government amounts to approximately 20 percent
of GDP (Table 4.1).% Most social spending is financed by the federal government (nearly

60 percent of the total in 1996). Most subnational spending is on education and health care
(approximately 5 percent of GDP in 1996). Federal social spending is skewed towards
transfer payments, particularly pensions and other social security benefits (Table 4.2). This
share has risen in recent years, thereby putting pressure on other social programs. States and
municipalities already spend more on social security than on health care, or housing,
urbanization, and sanitation.

Social spending and performance indicators

6. Efficiency in the provision of social services can be assessed for a country’s social
indicators and level of public spending on social programs.* This is confirmed by the
results of the more formal efficiency analysis presented in Appendix 1. Brazil fares poorly
compared with other Latin American countries in key social indicators, including health care
and particularly education (Table 4.3), despite the country’s relatively high ratio of total
social spending to GDP.?

3 There is no consensus over the definition of social spending in Brazil. IPEA (Instituto de
Pesquisa Econémica Aplicada, Ministry of Planning and Budget) also treats outlays on
public transportation, land reform, and environment protection as social spending. These
outlays amount to less than 1 percent of GDP. For the purpose of this paper, social spending
includes education and culture; health care and nutrition; housing, urbanization, and
sanitation; social security and assistance; and unemployment insurance and labor. More
recent data on social spending for the consolidated general government are not available. See
Fernandes and others (1998), for more information on federal government social outlays.

" In principle, governments that achieve better social indicators while spending less public
resources on social programs can be considered as more efficient than those that achieve
comparable social indicators using more public resources or, alternatively, exhibit worse
social indicators for the same level of public spending. See Appendix I for more information.

3 Information on social spending in Latin America and the Caribbean is not readily available
for the consolidated public sector. This underestimates total spending in countries, such as
Brazil, where subnational jurisdictions are important providers of social services, particularly
education and health care, as discussed above. The choice of indicators used to measure the
efficiency of public spending on health care and education was guided by their
appropriateness as proxies for the education and health status of the population, and the
availability of internationally comparable data for a wide range of countries. See Gupta and
(continued...)
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7. Government spending may be weakly correlated with performance indicators
due to poor incidence of social programs and limited access of the poor to social
services.’ [n Brazil, empirical analysis of the incidence of social spending is in its infancy
because of, at least in part, data deficiencies (Box 4.1). Most social spending is untargeted,
particularly health care and education. In the case of targeted programs, means-testing is
often difficult because the poor typically work in the informal sector, where income
certification is inadequate. Subnational governments are important providers of social
services, but have few targeted social programs. Some programs are relatively well-targeted
(for instance, maternity and disability benefits, daycare, kindergarten, and primary education,
among others). Recent studies have suggested that, surprisingly, some untargeted social
spending has a stronger positive redistributive impact on household income than some
targeted social assistance programs.’ Better incidence of social spending is crucial for

poverty reduction because output growth alone has a relatively low impact on poverty in
Brazil *

others (2000), for more information on international social development goals and
performance indicators. See World Bank (2000a), for more information.

® See World Bank (1995) and Clements (1997), for more information. Using 1997 data, the
World Bank (2000b) estimates that only 18 percent of total federal social spending
(excluding social security) reaches the poorest 20 percent of the population. A lower
incidence rate (7.4 percent) is reported for federal social security spending.

7 Using household survey data for the metropolitan region of Sio Paulo, Soares (1999) shows
that the income share of the lowest quintile increases from 2.4 percent to 3.7 percent when
social spending (comprising education, school lunch, and health care) is imputed in total
household income. The redistributive impact of social spending is stronger than that of some
targeted cash transfers (comprising maternity and disability benefits, unemployment
insurance, and education grants). If these transfers are included in total household income,
the income share of the lowest quintile increases from 2.4 percent to 3.3 percent, against

3.7 percent in the case of untargeted social spending.

8 The elasticity of poverty incidence with respect to income is relatively low in Brazil.
PNAD-96 data have national coverage and suggest that a one-percent increase in mean
consumption reduces the poverty headcount by approximately 1.0 percent. PME data, on the
other hand, have narrower coverage (6 metropolitan regions) and suggest a lower elasticity,
in the neighborhood of 0.6 (Neri, 1999), against approximately 1.5-2.0 percent on average
for developing countries.
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Table 4.1. Consolidated Social Spending by Function, 1995-96
{(In billions of reais)

1995 1996
Federal States and Total Federal States and T'otal
government  municipalities goverument municipalities

Social insurance and assistance 56.4 15.0 713 68.7 19.2 487.8
Social security 1/ 524 13.0 654 63.5 16.6 80.1
Labor 3.0 0.1 3.1 3.8 0.2 4.0
Social assistance 1.0 1.9 29 1.3 24 37

Education, culture, and science 7.4 21.0 28.4 7.3 249 322

Health and nutrition 14.5 8.1 226 13.8 11.6 253

Housing, urbanization, and sanitation 0.6 7.6 8.2 1.7 9.8 11.6

Total 78.9 51.7 130.5 91.5 65.4 156.9

(In percent of GDP)

Social insurance and assistance 8.7 23 11.0 8.8 2.5 11.3
Social security 1/ 8.1 2.0 10.1 82 2.1 10.3
Labor 0.5 0.0 0.5 0.5 0.0 0.5
Social assistance 02 0.3 0.5

Education, culture, and science 1.1 3.2 4.4 0.9 3.2 4.1

Health and nutrition 2.2 £.3 3.3 1.8 1.5 33

Housing, urbanization, and sanitation 0.1 1.2 1.3 0.2 1.3 1.5

Totai 122 8.0 20.2 11.7 8.4 201

(In percent of total social spending)

Social insurance and assistance 43.2 11.5 547 438 122 56.0
Social security 1/ 40.1 10.0 501 40.5 10.5 51.0
Labor 23 0.0 2.3 2.4 0.1 26
Social assistance 0.8 1.5 2.4

Education, culture, and science 5.7 16.] 21.8 4.7 15.8 20,5

Health and nutrition 11.1 6.2 17.3 8.8 7.4 16.1

Housing, urbanization, and sanitation 0.5 5.8 6.3 1.1 6.3 7.4

Total 60.4 39.6 100.0 58.3 41.7 100.0

Sources: IPEA; and IMF staff calculations.

1/ Includes civil servants' benefits, private sector pensions (RGPS ), and public sector pensions {R/U/).
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Table 4.2. Federal Social Spehding hy Fimction, 1995-00

(In billions of reais)

1995 1696 1997 1998 1999 Budget
2000 2001
Federal social spending 79.9 935 1045 1183 1322 140.0 161.8
Health 13.7 13.7 15.7 154 18.1 17.8 221
Education and culture 34 8.7 9.7 13.7 15.5 17.1 21
Of which .
FUNDEEF 1/ 0.0 0.0 0.1 4.1 5.2 7.9 93
Social assistance 0.8 1.2 2.1 3.1 3.8 2.7 32
Of which:
LOAS 2/ 0.0 0.1 0.8 1.1 1.5 1.7 2.4
Social insurance 50.2 61.1 67.5 76.2 847 88.9 1021
Private sector pensions (RGPS) 329 41.7 46.1 52.1 582 62.9 73.2
Public sector pensions (RJU') 3/ 15.4 17.4 19.7 21.9 24.1 23.7 26.1
Other 1.9 2.0 1.7 2.2 2.4 2.3 2.8
Benefits to civil servants 1.3 1.7 2.0 1.9 1.9 1.9 2.1
Housing and urbanization 4/ 0.1 0.3 0.4 03 0.3 2.2 1.2
Labor