UNIVERSIDADE ESTADUAL DE CAMPINAS — UNICAMP

NUCLEO DE ESTUDOS DE POLITICAS PUBLICAS — NEPP

April of 2005

José Roberto Rodrigues Afonso’

includes contributions by:

Erika Amorim Araujo?
Geraldo Biasoto?®

1 Economist at the BNDES and technical consultant to the National Congress, Msc in Economics (UFRJ). E-
mail: zeroberto.afonso@uol.com.br Site: www.joserobertoafonso.ecn.br

2 Economist and consultant. E-mail:erika_araujo@globo.com.

3 Economist and professor at UNICAMP. E-mail: gbiasoto@uol.com.br

Survey carried out by the World Bank at the request of Luis Serven. The opinions herein expressed are the
exclusive responsibility of the authors and not of the institutions to which they are linked. Prepared based
on information available as at 20/3/2005.

« 11ZVd4d NI 30VdS TVOSId ONIOVNVYIA .

6S oN
vSINOS3d
3d ONY3AVD

o
oW

UNICAMP




NEPP-UNICAMP

INDEX
L GO S S A Y e et e e e e e et et et e e eaaa e aaeaas 4
2. SUMMARY e et et e e e et b e e eaaaas 6
3. INTRODUCTION ...ttt ettt e e et e e e e et e e e e et e e e e e ban e e e eeaan e eeeenans 10
3.1 Public investment in the context of broader fiscal trends.................cevvvveiiiiiiiiiiiiiiinnnn. 13
4. Recent Evolution and Current SitUAtION ... 17
4.1 An overview of the Brazilian public sector — focus on federalism .................occeeeeennen. 17
4.2 Post stabilization and fiscal adjuStment...........ooooiiiiiii i 21
4.3 Governments in the National ACCOUNTS ............uuuuurimimimiiiiiiiiiiiiiiii s 25
4.4 Composition of public eXPenditure ............coooiiiiiiiiii e 31
4.4.1 Functional @XPenditure.........oooeiuieiiii e e e eeeaaaes 38
4.5 Focusing on Infrastructure eXpenditure...........oooeeiiiiiiiie e 41
4.5.1 The higher coSt Of INVESIMENTS ........cooiiiiiiiii e 41
4.5.2 Public Sector investments in infrastruCture.............ccccooooiiiii 43
4.5.3 Operation and maintenance expenditure on infrastructure..................coeeeeeevvnnnnn. 55
4.5.4 TeleCOMMUNICALIONS: .....coiiiiiiee e 57
ST =t [T (o | TP 58
4.5.6 Sanitation (Water and SEWAGE:........ccoiii i 61
S A N = 1015 o o o ST 63
4.5.8 Enterprise’s Investment INteNtIONS ........ooouviiiiiii e 66
4.5.9 Concession of credit for investments in infrastructure .............cccccceeeviii. 68
5. Institutional ArrangemMENTS .....ooiiiiiiiiii e e 71
5.1 Expenditure responsibilities — Federative Distribution............c.ccccoooiii 71
5.2 Privatization in Areas of INfraStruCture .................oeeviiiiiiiiiiiiiiiiiiiiiieeee s 74
5.3 Investments in areas of INfraStrUCIUIE .............uveiiiiiiiiiiiiiiieiee s 79
5.3.1 TeleCOMMUNICALIONS ... 79

Caderno n° 59



NEPP-UNICAMP

5.3.2 SANITALION ... 80

D B 8 BN Y e e e a e aeaa 83

G 2R I =1 L= o o] AT 85
5.3.6 PUDIIC ENLEIPIISES ...ttt e e e e e e e e e e e e eeennnnes 86

5.4 Fiscal rules and INVESIMENTS. .........oviiiiiiiiiiiiiiiiiiii ettt eeeneeneeeeees 94
5.4.1 Proposal for partnerships........oooeueeiiiii e 98

6. FISCAL SPACE — REFLECTIONS AND ALTERNATIVES ... 105
6.1 Changes in the spaces of action: public v private ............cccoiiiii e 105
6.2 The profile of fiscal adjUSIMENTS.........cooiiii e 107
6.3 The fiscal challenge for Brazil............ooouuiiiiii e 113
6.3.1 A proposal of an alternative partnership..........ccccoovviiiiiei e 115
6.3.2 Other measures for promoting and protecting public investment....................... 119
6.3.2.1 Exclusion of public enterprises from the PSBR and NPSD............ccccccevv.... 120
6.3.2.2 Revenue Earmarking ...........coiiioo i 125
6.3.2.3 Tax treatment of capital gOOdS ............uiiiiiiiiiiii e 133

7. FINAL OBSERVATIONS ...ttt e et e e e et e a e e e e eeees 137
8. BIBLIOGRAPHY ..ottt e e et e e e e et e e e e eaa e aees 139

Caderno n° 59



NEPP-UNICAMP

1. GLOSSARY

Abbreviations and Acronyms

- ANA - regulatory agency for water (National Water Agency)

- ANATEL - regulatory agency for telecommunications (National Telecommunications
Agency)

- ANEEL - regulatory agency for electric energy (National Eletricity Agency)

- ANTAQ - regulatory agency for water transport (National Water Transport Agency)

- ANTT - regulatory agency for road transport (National Land-based Transport Agency)
- ANP - regulatory agency for petroleum and natural gas (National Petroleum Agency)
-  BACEN or BCB - central bank (Central Bank of Brazil)

- BNDES - development bank (National Bank for Economic and Social Development)
- CEF - loan and savings bank (National Loan and Savings Bank)

- CEPAL - United Nations Commission for Latin America and the Caribbean

- CIDE - contribution levied on fuels, entailed to investments in transport

- COFINS - contribution levied on revenues and sales for social security

- DRU — withholding federal earmarked revenues

- ECT - central postal (monopoly) public enterprise

- ELETROBRAS - central energy public enterprise (holding)

- GFCF - gross fixed capital formation

- GCF — gross capital formation

- FAT — central fund to finance unemployment benefit (Unemployment Insurance Fund)
- FGTS - unemployment severance fund (individual fund)

- FRL — Fiscal Responsibility Law

- FUST - fund for the universalization of telecommunications services

- GDP — gross domestic product

- General government — central, state and local public administration

- Government — public administration (excludes public enterprises)

- IBGE - Brazilian Institute for Geography and Statistics

- ICMS - state value added tax (tax goods and only services about communications and
transportation between cities)

- IGP — general price index
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- IPCA — broad consumer price index

- IPEA - Institute of Applied Economic Research

- IMF — International Monetary Fund

- ltaipu — energy generation company (jointly run with Paraguay)
- LDO - Annual budget guidelines law

- IPEA — Institute for Applied Economic Research

- Municipalities — local government

- NPSD - Net Public Sector Debt

- PETROBRAS - oil and natural gas central public enterprise

- PIS/PASEP - contribution levied on general revenue (financing for the FAT)
- PPP - Public-Private Partnership

- PSBR - Public Sector Borrowing Requirement

- Public Sector — general government plus nonfinancial public enterprises; both, for three
levels of government (central, state and local)

- SABESP - public water and sanitation company (in the state of Sdo Paulo)
- SIAFI — central government’s integrated financial management system

- STN - National Treasury

- States — intermediary government

- Subnational — state and local governments

- TCU - central government audit office

- Unién (federal) — central government
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2. SUMMARY

The Brazilian experience is of particular interest as a case study into the fiscal scope for
public sector investments, especially in infrastructure. This experience is both complex and
at the same time, paradoxical as can be seen in a simple comparison - Brazil is the emerging
economy that raises the most tax in the West and yet, at the same time is one of the
countries with the lowest level of public investment in the world, which in specific terms of

investment in infrastructure drops to even lower levels.

In raising at the present time more than 36 percent of GDP in taxes and contributions, *
Brazil has one of the highest tax burdens in the world, surpassing even that of many more
advanced nations and this is the direct result of an upward tendency that was initially

triggered by the serious external crisis seen at the end of the last century.

Increasing the tax burden has been a fundamental tool for implementing a rigorous fiscal
adjustment and there has been a continuous and expressive process to expand the primary
(excluding interest payments on debt) budget surplus accompanied by stabilization and,
more recently by a reduction in the Net Public Sector Debt (NSPD). Since Brazil applied to
the IMF for financial aid at the end of the last decade, all the fiscal targets that have been set
by that organization have been systematically met, and on occasion surpassed with room to
spare.’ Nevertheless the public sector’s debt pile continues fairly high compared to that of
similarly sized emerging economies, with little prospects of generating spare resources that

could be used to expand public investment.

The recent significant increase in public sector revenues that has resulted since the
implementation of the new currency in 1994 has not been accompanied by a similar
expansion in governmental demand for goods and services. On the contrary, the public
sector's Gross Fixed Capital Formation (GFCF) has been particularly badly affected, with
more important knock on effects on areas of infrastructure which had already been well

below average levels seen during the 1970s.

The 1980s and 1990s had already been marked by a growing deceleration in investment,
culminating in an intense and diversified process of privatization in many strategic areas,

including energy and telecommunications as well as manufacturing and mineral extraction

4 See Khair, Araujo e Afonso (2005), for an estimate of the tax burden in 2004.
5 See Afonso and Melo (2000), Tavares (2004), Guardia and Sonder (2004), Giambiagi and Ronci (2004) and
Herrera (2005).
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and even including some forms of transport. The privatization process however met with
dismal failure when it came to the water and sanitation sector. The new century is thus
dawning with the public sector registering a historic low in investment, even lower than
average levels seen elsewhere in Latin America — in the case of the region’s central
governments, the average is of 1.8 percent of GDP whereas in Brazil the level barely

reaches 0.4 percent of GDP.°

The shortage of investment in infrastructure is even more serious when we consider that an
increasing, and already the major part of expenditure on capital formation by public sector
authorities has become decentralized. A large proportion of this expenditure is carried out
directly by subnational or regional governments (a smaller proportion financed by transfers
from the central government). Institutionally, these regional governments do not have the
competence to concede, regulate or carry out functions in the majority of actions and
services that are classified as infrastructure related (with the exception of sanitation), which
on principle and by tradition are more entrusted to the responsibility of the central or federal
level of government. In other words, Brazilian governments already invest little, and because

they invest in a decentralized manner, they spend proportionally even less on infrastructure.

After years of reduced rates of growth, all it took was a more accelerated pace of growth in
the economy in 2004 (5.2 percent) to expose the bottlenecks in infrastructure services and
the urgency for a resumption of investment in these segments, especially by the public

sector.

Until now the main response from central government has been to bet (heavily) on public-
private partnerships (PPPs), having only very recently approved legislation setting down
general norms or rules for such PPPs to be applied at all levels of the federation. Private
investors however are still awaiting more detailed rules and in particular demanding more
concrete and liquid guarantees, although the biggest obstacle at the moment remains the
need for improved regulation, not only of the partnerships themselves but also of the
modeling of strategic sectors — in the worst case, that of water and sanitation, which is
almost without regulation of any kind. For this reason it is clear that PPPs will not be a cure-

all for resolving the bottlenecks in investment.

Brazil's President Lula da Silva has called on the International Monetary Fund — IMF to allow

infrastructure investments to be excluded from the fiscal targets which countries must meet

6 See Martner and Tromben (2005: 6).
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in order to qualify for financial assistance. In order to try to get this idea off the ground, the
national economic authorities have proposed, and the Fund has agreed, to run a pilot
program for selected public investments, which will be subject to improved procedures for
implementation and monitoring based on the hope of future returns from these investments.
This decision does not however imply the exclusion of specific expenditures from the fiscal
primary balance — measured by the Public Sector Borrowing Requirement (PSBR). This
program will provide additional financial resources, equivalent to about US$ 1 billion a year
over three years (2005-2007) for infrastructure and other public investment projects. The size
of this envisaged additional expenditure, less than 0.1 percent of GDP annually, is however

very small in view of demand and the size of the economy as a whole.

More relevant however may have been an agreement reached with the IMF along the same
lines around three years ago, under which investments made by Petrobras, a oil and gas
central public enterprise group and the largest company in Brazil and in South America,
could be excluded from budget targets thus allowing the company to generate its own
savings for investment. This measure was not however extended to other central public
enterprises, which could have benefited investment in classic segments of infrastructure,

such as energy for example.

In this context, it is therefore interesting to concentrate attentions and greater effort on the
search for fiscal space that could open up new possibilities for an accelerated and solid

resumption of investment in infrastructure.

In the institutional field, where the need for government to spend more on infrastructure has
been acknowledged and carries greater weight, the only important institutional change on a
national scale has been the creation recently of a central tax on the production of fuels with a
constitutional requirement that the proceeds be used for transport investment projects. In
practice, this measure has failed to even increase spending on the road network. The central
government has underestimated its budgetary patrimony and retained financial resources in
order to hold on to a good part of these revenues and thus increase its financial resources
enabling it to indirectly reduce its net public sector debt pile and increase its primary budget

surplus (measured below the line by the variation of net debt).

Even in the field of debate, the idea of creating adequate fiscal space to allow for increased

investment has been largely ignored at national level, both by specialists,” academics and

7 The few recent papers that deal with the themes involved in this debate, quote: Ferreira and Araujo (2004),
Biasoto (2004), Vellozo (2004) and Afonso and Araujo (2005).
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government technicians, as well as by the authorities and Congress. This failing can be
clearly seen in up-to-date, coherent and consistent statistics, and even more so in longer
more historical analysis. The rapid advance of privatization at the end of the last century also
helped reduce analysts’ interest in the activities of public enterprises, even though these still

have a sizable stake in areas of infrastructure especially in the case of energy and sanitation.

No specialist can however doubt the fact that the Nation needs to equate, on one hand the
maintenance of fiscal austerity and, on the other, the resumption of indispensable public
sector investment, holding them at reasonable minimal levels. However, the little that
national debate has advanced so far on this question has only produced at best a definition
of the challenge. Practically nothing has been discussed in terms of finding alternatives or

solutions, other than the central government’s PPP proposal.

This paper, it has to be clarified from the start, does not pretend to provide a ready-made
solution for such large and varied challenges. Instead it hopes to in a small way contribute to
the development of debate, starting by raising and systemizing information and by pointing
out possible alternatives, be it in a preliminary and even perhaps a somewhat provocative

manner.
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3. INTRODUCTION

Brazil is an important player in the global economy and one of its twelve largest economies.
The country’s GDP topped US$ 604.9 billion (annual growth rate of 5.2 percent) in 2004 and
the population hit 181.6 million inhabitants, consequently the income per capita was low - at
only US$ 3,331. The present inflation target is 5.1 p.p. for 2005 whilst the foreign trade

surplus totaled US$ 33.4 bi last year. Recent major macroeconomic indicators also include:®

GENERAL FEATURES OF THE ECONOMY: 2004

Categonies Vaties Lt Sovirce
Population 181.6 million inhabitants IBGE
GOP 604,59 LSE billion IBGE
Fer Capita Income 3,331.1 st IBGGE
Consumer Price (vear average) ] g IBGGE
Exchange Rate (vear average) 2.03 REAISE Bacen
Public Sector Met Debt 51.8 % of GOP Bacen
Public Sector Primary Superavit 4.6 % of GOP Bacen
Tax Burden 36.8 % of GOP owh estimate
Current Account 11.7 USE billion Bacen
Faoreign Direct Investrment 158.2 USE hillion Bacen

For more information, see Special Data Dissemination Skandard in Central Bank home page:
hitkp: /s, beb,gov brfinglesimPag. aspfood=17&Perfil=1&codP=0&idioma=I

Coverage (fiscal indicators) — nonfinancial public sector.

Brazil is a country long accustomed to dynamic growth in production and employment and to
rapid structural changes. However, in recent years, it has faced strong fiscal constraints that
have resulted in the compression of productive public and private spending in general, and

infrastructure in particular.

Following a long period of stagnation during the 19th century, the Brazilian economy

exploded into a growth process in the 20" century that was unprecedented in any other world

8 To get standardized macroeconomic information, consult this link in local Central Bank home page:
http://www.bcb.gov.br/ingles/mPag.asp?cod=17&Perfil=1&codP=0&idioma=I.
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nation during the period, and this was coupled with a parallel process of profound structural
transformation up to the 1970s, when economic growth exceeded 130 percent (after roughly

doubling in size in each previous decade).

Nevertheless, in the last twenty five years this panorama has changed and this vibrant
growth trajectory has clearly run out of steam. In three quarters of this long period of
economic stagnation, the country suffered an acute process of rampant inflation, culminating
in hyperinflation at the beginning of 1990s that severely limited any prospect of sustained

economic growth and aggravated regressive income distribution by eroding wages.

Brazil's key achievement has been to overcome this vicious circle through an arduous
process that was initiated with price stabilization as from July of 1994 onwards, when a new
currency, the Real was created. Since then, Brazil has sought development with stability by
redefining the role of the State in the nation’s economic life, the degree of commercial and
financial liberalization in the economy and the trajectory of industrial and social policies, while
introducing measures designed to streamline the fiscal and federative systems. Thus, more
significant than the results achieved in the fight against inflation has been the consolidation in

Brazil of a new awareness of the imperative need for macroeconomic equilibrium.

Despite these advances, economic growth has been slower than desirable and this has been

reflected in growing rates of unemployment.

Even though Brazil was able to survive the turbulence provoked by the Mexican, Asian and
then Russian crises the price paid, in terms of economic growth and social inequalities was
high. The economic crisis of the nineties and the measures adopted by the central
government to achieve macroeconomic stabilization under new conditions of exposure to
economic openness and free movement of capital, forced important changes on the
economy. If economic policy has been successful in attending to the immediate goal of
sustaining monetary stabilization, it has also resulted in low levels of GDP growth, lack of
investment in basic infrastructure and deterioration in the quality of urban and social

services.

The country now needs an opportunity for combining economic growth with the promotion of
public policies to fight poverty and inequality and for this to be a success, it is necessary to
remove key obstacles to growth. Here, we would like to focus on investments, especially in

infrastructure, which are essential to increasing systemic competitiveness and to supporting
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a new cycle of growth — as an obvious and urgent example of the last electric energy crisis of
2000/2001 clearly demonstrated.

Brazil is one of the countries in the world that has faced the tightest fiscal constraints in
recent years, especially after the serious external crisis of 1998/99. This has resulted in a
significant reduction in public spending on consumption and fixed investment in general, and

on infrastructure in particular.

There is a consensus that improvements in fiscal space constraints are questions of crucial
importance to both economic stability and to regaining the dynamics of sustained

development, but unfortunately, there is no simple answer to these questions.

This brief is therefore a preliminary contribution to this debate. The paper will look to shed
some light on a few items of recent fiscal aspects, from the evolution and composition of
public sector expenditure, to institutional arrangements regarding state action on
infrastructure. It will conclude with some preliminary ideas for the formulation and

implementation of more appropriate economic policies.

The structure of this work begins with a diagnosis of the situation as it is and then proceeds
until we eventually arrive at a point where we can speculate about some proposals for
institutional change. The next section briefly looks at the macroeconomic and institutional

context.

The first part of this work pinpoints the structure and recent evolution of public finances and
begins with a description of the public sector which emphasizes the federative design of state
organization in Brazil. The evolution of significant fiscal aggregates within national finances in
the period following stabilization of the economy introduces the behavior of investments, as
well as a description of the composition of public spending and its recent evolution, always
distinguishing the different spheres or levels of government. The focus on public investments
post-1995 includes estimates of the proportion spent on infrastructure classified by

institution, sphere or level of government and sector segment.

The second part of this work is dedicated to institutional structures, both existing and
possible. It looks at the federative division of influence and power, the advancement of
privatization at the end of the last century and the definition of leading institutions and tax
rules, including recent changes such as the legislative norms brought in to govern public-
private partnerships. The last section of the work looks to briefly summarize recent

discussions abroad involving new institutional structures and use that to speculate regarding
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Brazil's situation, including specifying some measures that could be eventually adopted to
expand public sector investment without at the same time compromising such hard-earned

fiscal discipline.

3.1 Public investment in the context of broader fiscal trends

After the stabilization of the economy, which followed the creation of a new currency, the
Real, in July of 1994, the evolution of public sector accounts showed a clear dichotomy. On
one hand we had a notable and growing improvement in aggregate results, with the
generation of expressive primary budget surplus results based on a fiscal austerity program
set up in 1999, and on the other hand, we had a significant retraction in public sector
investment, especially affecting that involving infrastructure, which in the first years of the

new century fell to excessively reduced levels of just a touch above 1% of GDP.

The table below shows the performance of public administrations only — excluding their
controlled companies but consolidating the accounts of the three levels of government in
Brazil, and using national accounting rules as a base in order to evaluate the accounts
“above the line”, but also considering interest and results calculated “below the line” for IMF

monitoring purposes.
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Public Administration Borrowing Requirement - 1995/2003
In percent of GDP

1995 1996 1997 1998 1999 2000 2001 2002 2003
CURRENT REVENUES 34.43% 34.25% 34.10% 35.90% 37.78% 38.64% 40.28% 42.37% 42.35%
CURRENT EXPENDITURE 39.91% 37.31% 36.35% 41.65% 42.79% 41.24% 41.64% 44.07% 45.31%
Consumption 19.60% 18.49% 18.20% 19.13% 19.08% 19.06% 19.25% 19.93% 19.72%
Interest 6.30% 5.10% 4.60% 7.31% 8.39% 6.76% 6.84% 7.74% 9.11%
Other Transfers and Subsidies 14.01% 13.72% 13.55% 15.22% 15.32% 15.42% 15.56% 16.39% 16.48%
GROSS SURPLUS -5.48% -3.07% -2.25% -5.75% -5.01% -2.60% -1.36% -1.70% -2.96%
CAPITAL EXPENDITURE 2.92% 2.25% 1.94% 1.93% 1.32% 1.69% 1.89% 2.00% 1.50%
Gross Fixed Capital Formation 2.54% 2.31% 1.98% 2.80% 1.73% 1.90% 2.20% 2.20% 1.70%
of which: infrastructure investment 0.93% 1.08% 0.84% 1.09% 0.52% 0.61% 0.68% 0.52% 0.43%
Net Acquisition Of Nonfinancial Assets 0.00% 0.00% -0.17% -1.02% -0.47% -0.47% -0.36% -0.14% -0.05%
Net Transfers 0.38% -0.06% 0.14% 0.16% 0.07% 0.27% 0.05% -0.06% -0.14%
Float, Errors and Omissions 2.51% 0.01% -1.45% 0.74% 0.48% -0.06% -0.89% -0.88% -1.27%
PRIMARY SURPLUS 0.41% -0.20% -1.04% 0.36% 2.54% 2.41% 2.70% 3.16% 3.38%
OVERALL SURPLUS (PABR) -5.89% -5.30% -5.64% -6.95% -5.85% -4.35% -4.14% -4.58% -5.73%

Prepared by the authors. Primary Sources: IBGE (Brazilian National Accounts - 2003); primary and gross balance and interest expenditure, Bacen (Central Bank).
Infrastructure investment - own estimating about GFCF expenditure in energy, comunications, transport and sanitation, by central plus subnational governments.

Coverage: (only) public administration (excludes public enterprises).

With flows always measured as a percentage of GDP, one can initially note that in the
current balance, revenues rose at an increasing rate, reaching a considerably high level by
international standards (above 42% of GDP in 2003). On the expenditure side, consumption
remained almost unchanged, whilst so-called expenditure related to transfer of income
increased considerably — to cover social security and aid benefits and above all, as a result
of interest and other debt related burdens (expenditure here is not calculated according to
national accounting rules but rather by the Central Bank, using methodology previously

agreed between Brazil and the IMF).

Thanks to the increase in revenues we also saw an improvement in the current result, but
even so capital spending fell expressively with a strong effect on public sector investment,
above all in the area of infrastructure. In the same year in which the revenue burden hit a
record high (2003), we saw the inverse occur with the investment rate — only 1.7% of total

GDP estimated at a very feeble 0.43% of GDP was spent on infrastructure in that year.

There is a significant difference between the figures above and the below-the-line figures
(national accounting rules versus those of the Central Bank), reflected in float and residues
that are extremely volatile. Nevertheless, the results most watched by both the IMF and the
markets (because of the variation in the net debt pile), show that the consolidated public

administrations accumulated growing surpluses as from 1998. Even so, as the debt burden
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also increased (to the point where it surpassed 9% of GDP in 2003), government in general

still showed significant nominal deficits (5.7% of GDP in that year).

The improvement in the fiscal performance was more expressive with the consolidation of
public enterprises (once again, including all those controlled by the three levels of

government), as seen in the following table.

Public Enterprises Borrowing Requirement - 1995/2003
In percent of GDP

1995 1996 1997 1998 1999 2000 2001 2002 2003
PRIMARY SURPLUS -0.05%  0.10% 0.07%  -0.35%  0.65% 1.06% 0.93% 0.73% 0.87%
OVERALL SURPLUS (PEBR) -1.35% -0.60% -0.43% -0.51% 0.07% 0.74% 0.56% -0.01% 0.65%
EXPENDITURE - SELECTED ITENS
Interest 1.30% 0.70% 0.50% 0.16% 0.58% 0.32% 0.37% 0.74% 0.22%
Gross Fixed Capital Formation 2.21% 2.30% 2.51% 1.58% 1.29% 1.00% 1.29% 1.61% 1.26%
of which: infrastructure investment 1.75% 1.77% 1.88% 1.08% 0.89% 0.59% 0.70% 0.90% 0.68%

Prepared by the authors. Primary Sources: GFCF - IBGE (Brazilian National Accounts - 2003); and Results and Interest - Bacen (Central Bank).
Infrastructure investment - public enterprises GFCF in energy, comunications, transport and public services (includes sanitation and others), mensured by IBGE.

Coverage - (only) nonfinancial public enterprises (excludes public administration).

The official calculation of the deficit (“below the line”), shows growing and significant primary
budget surpluses as from 1999, accompanied in addition by the generation of nominal
surpluses (largely because in the same period the interest rate burden was on a downward
path, reflecting in the improved asset position of these enterprises, which in 2003 actually

had financial resources that exceeded their debts as registered by the Central Bank).

If one highlights separately the investment rate of public enterprises, one can see a
significant decrease in the rate in the post-stabilization period, which in the first instance
reflected a rapid and intense process of privatization of many state owned enterprises, but, at
the beginning of this new century was more a reflection of spending restrictions imposed on
the segment, whose budget surpluses (and negative debt) were used to compensate for the
poor results of public administrations, especially when interest payments on debt and

nominal deficits were calculated.

Similarly to the case of governments, spending on GFCF by public enterprises decreased
and was lower both overall, and in relation to infrastructure specifically. In 2003, it totaled just
1.3% and 0.7% of GDP respectively — very low rates for a developing economy where the
large part of energy generation, almost all water and sewage services and a large proportion

of transport services continue to be run by public enterprises.
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Taking the public sector as a whole, including both public administrations as well as the
companies they control, the result officially (calculated “below the line”) for the old monitoring

by the IMF, reproduces the scenario already discussed — as shown in the table below.

Public Sector Borrowing Requirement - 1995/2003
In percent of GDP
1995 1996 1997 1998 1999 2000 2001 2002 2003

PRIMARY SURPLUS 0.36% -0.10% -0.97% 0.01% 3.19% 3.47% 3.63% 3.89% 4.25%

OVERALL SURPLUS (PSBR) -7.24% -5.90% -6.07% -7.46% -5.78% -3.61% -3.58% -4.59% -5.08%

EXPENDITURE - SELECTED ITENS

Interest 7.60% 5.80% 5.10% 7.47% 897% 7.08% 7.21% 8.48%  9.33%
Gross Fixed Capital Formation 4.75%  4.61% 4.49%  4.38% 3.02% 2.90% 3.49% 3.81% 2.96%
of which: infrastructure investment 2.68% 2.85% 2.72% 2.17% 1.41% 1.20% 1.38% 1.42% 1.11%

Prepared by the authors. Primary Sources: GFCF - IBGE (Brazilian National Accounts - 2003); and results and interest - Bacen (Central Bank).
Infrastructure investment - public GFCF in energy, comunications, transport and sanitation / public services (estimated in public administration).

Coverage: nonfinancial public sector (public administration plus public enterprises).

Interest on debt aside, there was a visible improvement in the primary budget surpluses of
the sector as from 1998, with the highest or best result coming in 2003 — 4.25% of GDP.
However, the burden of public sector debt also rose in the period and also hit a record high in
that same year — up to 9.33% of GDP. As a result, the sector as a whole produced nominal

deficits in all the years surveyed, albeit with a tendency to decrease in the medium-term.

As in other countries, this difficult process of fiscal adjustment had a negative impact on the
public sector’s investment rate, with an even greater impact on infrastructure in particular.
One should however remember that as we mentioned earlier, part of this drop was the result
of an intense process of privatization in the period up to the end of the century, which was
total in the case of telecommunications, considerable in the case of electric energy and
important in the case of transport. Thus, public sector GFCF expenditure on infrastructure,
which had been of around 2.7% of GDP in the three year period of 1995/97, fell steadily back

from then on until it fell to its lowest level, in 2003, of a mere 1.1% of GDP.

Caderno n° 59



NEPP-UNICAMP

4. Recent Evolution and Current Situation °

4.1 An overview of the Brazilian public sector — focus on federalism

Brazil is organized as a Federal Republic, both formally and, at the present time in practice.™®

Following the proclamation of the Republic, the federation was founded in 1891 in response
to regional dissimilarities and administrative demands rooted in the continental dimensions of
the nation’s territory. It was not born of a grassroots conviction shared by the diverse
segments of society, but rather of a decision taken at the highest levels of authority to divide
the then unitary State — in the case of tax, the concept was solidly supported by the more
developed provinces of the south and southeast regions, particularly Sdo Paulo, the then
throbbing center of an expanding export sector. Despite its regional dissimilarities, Brazil is a
country that is practically free of cultural frictions generated by differences of language,

religion or even race.

The country has developed one of the most unique fiscal decentralization processes -
beginning with a Constitution which formalizes the federation as the union not only of
States (intermediate governments — 26 units plus the Federal District), but also of
Municipalities (local governments — 5,560 units). It does not differ greatly from the patterns of

the economy in general — which is marked by glaring extremes.

The general trend toward decentralization in the last two decades has been backed by well-
defined movements seeking redistribution of public resources. In vertical decentralization —
the core of discussions on fiscal federalism - almost all gains have been concentrated at the
municipal level while the position of state governments has changed very little. In horizontal
decentralization, most of the additional funding has been channeled to subnational
governments in less developed regions. In terms of the distribution of tax revenues and
spending, this more than reversed the process of strong concentration of tax collect and

internal product in the more developed areas of the country.

9 This part of our work had a specific contribution from Erika Araujo.

10 Bird (1993:80) makes a simple and interesting comparative analysis of Brazil: “The two developing country
federations considered here, Brazil and India, are also very different, with Brazil perhaps most closely
resembling the United States in its formal political structure as well as its relative cultural homogeneity, and
India being closer to Canada both in terms of cultural heterogeneity and its parliamentary form of government.
On the other hand, the degree of regional income disparity is much greater in both Brazil and India than in any
developed federation. Finally, the importance of municipalities in Brazil and the strong direct links between
municipal and central government are quite different from the situation in India”.
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In the terms of the federative vertical balance, there is a high level of participation by the
subnational governments in the direct collection and use of tax revenues (31.3 and 41.1
percent of the total tax burden), as well as in current consumption — they account for 66
percent of national expenditure (overall general government), 70 percent of active civil
servant payrolls and 84.5 percent of fixed investments. The only areas in which the central
government ranks in first place is in transfers to individuals (basically social security benefits)
and public debt interest payments, accounting for levels of more than 82.7 percent and 84.6
percent of consolidated outlays respectively. Thus, the states and municipalities play a
clearly predominant role in terms of the public sector (excluding financial and social security
outlays). In particular, local governments, in recent years, rather than the states, have
become important elements in Brazilian federalism — it has been argued that the fiscal
decentralization provisions in the 1988 Constitution were essentially a process of

municipalization of revenue mobilization and service delivery.

FEDERATIVE DISTRIBUTION: RECENT PARTICIPATION BY GOVERNMENT LEVEL IN FISCAL NATIONAL ACCOUNTS

Tax Expenditure Results and Debt
Level of Government Units Direct Disposable Payroll Social Fix Total Primary Interest Net

Colect Revenue Security Investment | (with interest) |  Superavit Debt
Central Unién (Federal) 1 68,7% 58,9% 28,8% 82,7% 15,5% 57,1% 76,2% 56,9% 59,2%
Intermediary  States 26+1 26,6% 24,9% 41,9% 14,6% 39,2% 25,5% 22,1% 36,9% 35,7%
Local Municipalities 5560 4,6% 16,2% 29,3% 2,7% 45,3% 17,4% 1,8% 6,2% 5,0%
General 5586 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0%
% of GDP 34,97% 34,97% 9,99% 15,89% 1,70% 41,53% -4,61% 7,29% 51,80%
Term 2003 2003 2003 2003 2003 2003 2004 2004 2004

Prepared by authors. Primary Sources: IBGE, BACEN, MINIFAZ.

Tax Revenue: direct - collected by each jurisdiction; disposable - excludes and/or includes constitutional revenue sharing transfers.
Expenditure: national accounts concepts; total excludes amortization debt and financial transactions.

Results and Debt: IMF concepts; refers to consolidated public sector (includes public enterprises).

Coverage: tax and expenditure — general government; result and debt - nonfinancial public sector.

There has also been an equally important and intense process of horizontal decentralization
of revenues. The concentration of central tax revenues in the more developed regions of the
country has been offset by a system of central tax sharing with subnational governments
basically designed to benefit the less developed regions without mentioning the greater
participation of these regions in the division of direct central spending in basic social

programs.*!

11 For example, the southern region is responsible for approximately 64 percent of total social and economic
contributions. However, central government outlays on basic social activities in the region are far below this
figure: 23 percent on rural social security; 32 percent on continuous social assistance benefits; and 37 percent
on the major primary health care programs. In the northeast, which accounts for about 7 percent of the
national inflow of these contributions, participation in the aforementioned social security and assistance
programs comes to approximately 46 and 42 percent, respectively; and 34 percent concentrated in primary
health care programs.
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Brazil is therefore a very decentralized federation by international standards. ** Contrary to
the recommendations of theorists and other American experiences, fiscal decentralization in
Brazil was initiated in 1980’s and consolidated in 1990’s in the midst of extremely adverse
conditions of political (change of military dictatorship regime), economic (hyperinflation and
recession) and social crisis. The basic motivation for fiscal decentralization was of a
predominantly political nature. The process was not determined by primarily technical or
economic interests, nor did it originate in any planning, much less pursue a thought-out
economic strategy with well defined policies, seeking greater efficiency and efficacy in

government activities.

The constitutional changes were linked to the reestablishment of democracy in the country.
This decentralization was imposed on the central government by the national Legislative
powers. The political system is presidential. Every State and every municipality holds local
elections for mayors and municipal councils for a four-year term, besides the direct election
to President of Republic and memberships of the National Congress (Chamber of Deputies

and Senate).

The Executive’s head can be re-elected once and parliamentarians are elected through a
system of open-list proportional representation.”® In each government, these two powers
each have full fiscal and financial autonomy to define the levying of taxes, to elaborate
budgets, to contract employees, to buy goods and services and to take credit, as well to
approve balances and accounts. Brazil comes quite close to the more developed federations

in these aspects.

The country still however pays a high price for maintaining national unity and has complex

and uncoordinated relations between the different levels of government.**

12 See Afonso and Mello (2000:2): “The share of subnational government spending in total government
expenditures in Brazil is comparable with the OECD average and that of other large, decentralized
federations, such as the United States, Germany, Canada, India, the Russia Federation, and Australia, and far
exceed those of most Latin American countries. Other decentralization indicators, such as tax autonomy
ratios, are also in line with those of other decentralized federations. Collection of nontax revenues, such as
royalties, user charges, and fees, is limited in Brazil. This suggests prima facie that there is some scope for
strengthening mobilization of these revenues at the subnational level.”

13 In the central government dimension, the federative system is also designed to generate a significant process
of redistribution in terms of political power and congressional representation. In the Senate, for example, that
is responsible for analyzing and voting all bills and constitutional amendments that come out of the Chamber
of Deputies, a group of Senators represents 43 percent of the population controls 74 percent of the seats.
Consequently, some of the less populous states of the north are overrepresented, while the more populous
states of the southeast are underrepresented.

14 See Afonso (1996).
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The central government has reshaped the fiscal power loss with decentralization by
increasing the tax burden, especially through social contributions. As a consequence, the
Brazilian tax burden has been growing steadily in post World War Il period and its coefficient
is now the highest in the world — estimated at 36.8 percent of GDP in 2004 (it was 22 percent
of GDP in 1988, before the last tax reform).

The subnational spheres of government have a much more tenuous commitment to such
macroeconomic variables as price stability, the fiscal deficit, foreign trade or the balance of
payments. Central government has intervened, liquidated and sold most of the state banks to
the private sector. The central government assumed these liabilities through successive debt
rescheduling agreements in the late 1990s and the National Treasury has therefore become
the main creditor of subnational governments. These agreements are legally binding and
provide for a fixed repayment schedule based on the jurisdiction’s revenue mobilization

capacity.

Briefly, in a country of continental dimensions, deep-rooted regional economic and social
diversities and an inadequate political-electoral system, fiscal federalism will have to cope
with enormous challenges as the nation enters the beginning of a new millenium. A way must
be found to reconcile price stability and a renewed development process with a fiscal
structure characterized by accentuated decentralization of power and tax revenues in favor
of state and municipal governments, particularly in the less developed regions of the country.
The central government will be called upon to coordinate this enormously complex task,
while subnational administrations will have to achieve a minimum degree of harmonization in
terms of taxing assignment and spending. Despite the difficulties and complexities of this
undertaking, the Brazilian federation has attained a reasonable degree of stability. However,
it is essential that it stay ahead of events and adopt the reforms required to ensure not only
that this situation is not reversed but that the federation itself is increasingly strengthened,

united and democratic.
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4.2 Post stabilization and fiscal adjustment

The public debt problem has been exacerbated by the Real Plan, which is heavily based on
high interest rates, although there has also been a lack of fiscal discipline on the side of

subnational governments and in particular state governments.

Despite Brazil's extensive and complex legislation for controlling subnational government
debt, up to 1998 state and local government debt presented a troublesome growth pattern.
Two major aspects help explain debt growth and the failure of the existing system. Firstly, the
rules were extremely permissive in terms of debt rollover and secondly, the central

government had been accustomed to bailing out insolvent state and local governments.

The approach towards fiscal policy dramatically changed in 1998, when the central
government’s Fiscal Stabilization Program was announced, with measures for: a front-loaded
fiscal adjustment aiming to increase the primary surplus of the consolidated public sector;
institutional reforms, notably the social security system and administrative reform; reform of
the budgetary process and the introduction of fiscal rules, with a proposal to create the Fiscal
Responsibility Law; and the redesigning of fiscal federalism based on a comprehensive debt

refinancing agreement with states and local governments.

Recent achievements in the consolidated public sector primary budget surplus results show
the effectiveness of the reforms. Starting from a primary deficit in 1997 and virtually zero
primary surplus in 1998, the consolidated public sector has shown primary surpluses

superior to 3 percent of GDP since 1999, and up to 5 percent of GDP in 2004.%

15 Fiscal accounts in Brazil are defined comprehensively. The nominal deficit — defined as the primary surplus
minus nominal interest rate payments and released on a monthly basis by the Central Bank of Brazil —
comprises the three levels of government (including the central bank and the social security system at the
central level) and the nonfinancial public enterprises (federal, state, and municipal). This is particularly
important for the purpose of international comparisons.
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Public Sector Borrowing Requirements (PSBR) - 1998 — 2004
percent of GDP
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Prepared by the authors. Source primary: BACEN.

Coverage: nonfinancial public sector.

The important aspect of all this is that the reforms adopted since 1998 have resulted in a
structural primary surplus for the consolidated public sector, consistent with a sustainable
path for the existing debt. This adjustment has been the result of two sets of reforms: the
debt refinancing agreement signed with state and local governments and the introduction of
fiscal rules, in the context of the Fiscal Responsibility Law enacted May 2000. These reforms
have been the two most important changes in the Brazilian fiscal regime since the 1988

Constitution: they have substantively changed public sector fiscal behavior.

The central government issued central securities to redeem existing subnational debts and
became creditor to the states and municipalities. Twenty-five of Brazil's 27 States and 183
Municipalities (responsible for more than 95 percent of the existing local debt) signed debt-
restructuring agreements and these programs were approved by law. The central
government took the subnational government’s own revenue, including tax sharing, as a
guarantee and required a monthly payment equivalent to 13 percent of the state or

municipality’s net current revenue. According to these agreements, states refinanced their
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debts for 30 years with a fixed real interest rate of 6 percent. The cost assumed by the
central government is reflected in the differential between the interest rate paid by the states
to the central government and the latter's rate paid to the financial markets; this was
estimated at approximately US$22 billion by July 2001. The total debt restructured by the
central government amounted to more than US$ 100 billion; in December of 2004, this stock
represented 17.5 percent of GDP. It results in an annual flow of payments (principal plus

interest) of about of US$ 6 billion, from subnational to central government.

This obligation has resulted in a structural change in subnational government fiscal
performance.’® The debt-restructuring agreement with states and local governments is the
basis for the change in the subnational governments’ fiscal performances after 1998. The

improvements also intensified after the approval of the Fiscal Responsibility Law - FRL.

The FRL promoted several important changes in the Brazilian fiscal regime, setting up a
general framework for budgetary planning, execution, and reporting for the three levels of

government. *’

It is a complementary law - that is, its modification requires a qualified majority in Congress.
Its principal objectives are to promote and sustain the structural adjustment of public finances

and to ensure constraint on public indebtedness.

The law comprises three types of fiscal rules: general targets and limits for selected fiscal
indicators; corrective institutional mechanisms in case of non-compliance; and institutional

sanctions for noncompliance.

It imposes limits on outlays on personnel and public sector indebtedness; determines that
targets are set for revenue and expenditure control; establishes that no government authority
may create continuous expenditures or, in other words, spending programs with duration of

more than two years, without indicating the corresponding source of revenue or reducing

16 Two important aspects of this program require emphasis. One is that for the first time in the relationship
between central and state governments, the bailout was followed by an explicit obligation for the states to
commit themselves to an agreedupon fiscal adjustment program, including an accorded path for the state
debt. The fiscal program, approved by the Senate on a case-by-case basis, also sets targets for revenue and
expenditure, and determines the use of privatization proceeds to redeem public debt. Second, to receive the
benefits of the debt-restructuring agreement, the states had to offer their own revenue and the legal revenue
transfers from the central government as a guarantee. In the case of a default, the contracts authorize the
central government to retain the legal transfers or, if this is not enough, to withdraw the amount due from the
state’s own bank accounts. This kind of guarantee has proved to be very effective: it is a zero default program.
Furthermore, states failing to comply can be denied federal guarantee on new state borrowing and, under the
original terms of the agreement, violations incur interest penalties on the rescheduled debt and an increase in
debt service ceilings.

17 For more details about FRL, see Afonso and Mello (2000).
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already existent spending; and defines additional mechanisms for controlling public finances

in election years.

Certainly the most important innovation has been the prohibition of the central government
from financing state and local governments. The importance of this restriction is that it not
only regulates the future behavior of states and local governments, avoiding the risk of
intergovernmental bailouts, but it also preserves the existing contracts — that is, it prohibits
any changes in the financial clauses of the existing debt-restructuring agreement, therefore
enforcing the maintenance of the existing sound fiscal policy at the subnational level. The
debt ceilings for each level of government are approved by Senate resolution (based on a
President of the Republic proposal) and are defined as a percentage of the net current
revenue of each government.’® Any excesses have to be eliminated within one year. While
the excess persists, new financing and discretionary transfers from the central government
are prohibited. A list of the governments that exceed the limit has to be published by the
finance ministry on a monthly basis. In case of economic instability or drastic changes in
monetary or exchange rate policy, the central government can submit to the Senate a

proposal for changing these limits.

Another important innovation of the fiscal rules introduced by the FRL was the limit for
spending on personnel imposed for each level of government and, in each case,
distinguishing sub-limits by branches — Executive, Parliament and Justice. For the state and
local government, the total remuneration of public employees cannot exceed 60 percent of its
net current revenues; in central government, the limit is 50 percent. Should the governing
authority exceed the personnel spending limits thus established, that authority will have a

period of eight months in which to bring accounts into line with the terms of the law. Once

18 Present Senate Resolution (2001) deals with the internal and external credit operations of all the subnational
governments, including the granting of guaranties, their limits and the conditions covering authorization.
Among the measures adopted, these two levels of government are not permitted to carry out the following
operations:

(i) anticipated receiving of amounts from companies in which the public authority directly or indirectly holds a
majority voting stock position, with the sole exception of profits and dividends paid according to the terms of
legislation;

(i) direct assumption of commitments, acknowledgement of debt or like operations, with suppliers of goods,
merchandise or services, through issue, acceptance or endorsement of credit securities, stressing that this
prohibition does not apply to dependent state enterprises;

(iii) assumption of liabilities with suppliers for a posteriori payment of goods and services, without the necessary
budget authorization;

(iv) formalization of credit operations that constitute violations of refinancing agreements signed with the central
government; and

(v) granting of any subsidy or exemption, reduction of the calculation base, granting of presumed credit,
incentives, amnesties, remissions, rate reductions and any other tax, fiscal or financial benefits, that may
conflict with provisions of the Federal Constitution.
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this period has passed and if the necessary corrections have not yet been made, penalties

will be applied.

Transparency is emphasized as a condition for social control of the actions of governments
to make taxpayers conscious of the use public administrators make of resources raised from

taxation.*®

Failure to fulfill obligations imposed by the FRL can lead to several administrative penalties,
to which personal incriminations, included in an additional law may be added. More serious
misbehavior may be punished with the loss of mandate, banning from working in the public
service, fines and even imprisonment. It is worth emphasizing that all levels of government,
the central one included, have to abide by the conditions established in this complementary

law.

4.3 Governments in the National Accounts %

It would be interesting to take a brief look at the evolution of public administration in national
accounts®™ after the stabilization that occurred after the introduction of the Real currency in

1995. This analysis offers an impressive view of the effects on the Brazilian economy.

Presentation of GDP by income allocation leads to an assessment of how much of national
income generated has been absorbed by public administrations. From 1995 to 2003, in real
terms, whereas GDP grew 15.9 percent the income absorbed by public administrations

increased 38.6 percent and that of private enterprises and households by only 6.9 percent.

19 Among the norms set by the FRL it is also worth noting:

(i) yearly fiscal targets - budgetary planning must look ahead, setting fiscal targets for three future consecutive
years;

(i) provision for recurrent expenditures — public authorities cannot take actions that create future expenses
lasting for more than two years without pointing to a source of financing or a compensating cut in other
expenses;

(iii) special provision for electoral years — the law pr ohibits outgoing governors and mayors (last year in office) to
anticipate tax revenues through short -term loans, give wage increases and contract new public servants.

20 This section is a brief version of Afonso and Araujo (2005).

21 See IBGE (2004b), the last publication of the National Accounts.
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Evolution of real GDP —income allocation based: 1995 / 2003

Public Private

GDP Administration Sector

Real Growth in Period (%) 15.93% 38.63% 6.91%
Average rate of annual real growth (% p.a.) 1.86% 4.17% 0.84%

Prepared by the authors. Primary Sources: Brazilian National Accounts 2003, IBGE.
Coverage: public administration = general government.

Tax revenues increased as a share of GDP, especially after the external crisis of
1998 and a measure known as the tax burden increased from 28.4 percent of GDP in
1995 to 34.0 percent of GDP in 2003. An increase in tax revenues is the equivalent
to saying that public administration, by raising the amount of compulsorily exacted
resources from society, has effectively increased its share of national income at the

expense of other sectors.

Evolution of tax revenues and income held by the private sector:
1995, 1998, 2003

Change in percentage
points of GDP
1995 1998 2003 | 98/95 | 02/03 | Total
Tax Burden 28.44% | 29.33% | 34.01% | 0.88 4.68 | 557
Income held by private sector | 71.56% | 70.67% | 65.99% | -0.88 | -4.68 | -5.57

Prepared by the authors. Primary Sources: Brazilian National Accounts 2003, IBGE.
Coverage: tax burden - general government.

As a percentage of GDP

Another view of the national income can be seen in expenditure, composed of
consumption and investment expenditure. Once more, it shows the advance of public
administration post stabilization: its expenditure grew 13.1 percent in real terms from
1995 to 2002, against only 8.9 percent by the private sector.

Real GDP — expenditure based evolution: 1995/ 2003

Public Private

GDP Administration Sector

Real Growth in Period (%) 15.93% 13.10% 8.90%
Average rate of annual real growth (% p.a.) 1.86% 1.55% 1.07%

Prepared by the authors. Primary Sources: Brazilian National Accounts 2003, IBGE.
Coverage: public administration = general government.
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The substantial increase in the tax burden did not however lead to a similar increase in public
expenditure on goods and services. % To show the divergence between rates of income and
expenditure between 1995 and 2003: the total tax burden increased by 5.6 percentage points
of GDP, whilst public expenditure on goods and services decreased by 0.5 percentage points
of GDP.

Supply of non-market services, indicated by public administration consumption, did grow, but
by very little: 0.3 percentage points of GDP in the whole of that period. Government fixed
investments even experienced a reduction of 0.8 percentage points between 1995 and 2003
(1.1 percentage point after 1998). On the other hand, the fall in the income share of the
private sector (in the same magnitude as that of tax burden increase) was followed by a
reduction in its expenditure: total expenditure of this sector declined 4.8 percentage points of
GDP in the period 1995/2003, with a less significant fall in investment than in consumption,

so this main component of aggregate demand fell 3.1 percentage points.

Evolution of public administration and private sector expenditure -
1995, 1998, 2003 (as a percentage of GDP)

Change in percentage
As a percentage of GDP points of GDP

Expenditure’/ 1995 1998 2003 | 98/95 | 03/98 | Total
Public administration | 22.13% | 21.93% | 21.59% | -0.21 | -0.34 | -0.54
Consumption 19.60% | 19.13% | 19.90% | -0.47 | 0.77 | 0.30
Investment 254% | 2.80% | 1.70% | 0.27 | -1.11 | -0.84
Private sector 79.63% | 80.25% | 74.80% | 0.62 | -5.44 | -4.83
Consumption 59.88% | 61.93% | 56.74% | 2.06 | -5.19 | -3.14
Investment 19.75% | 18.31% | 18.06% | -1.44 | -0.25 | -1.69

Prepared by the authors. Primary Sources: Brazilian National Accounts 2003, IBGE.
1/ Trading operations of goods and services with the rest of the world are not included in this analysis.
Coverage: public administration = general government.

Focusing on public administration accounts, the next figures cover the evolution from 1995 to
2003 of main revenue and expenditure aggregates, both at general government level as well

as at the three levels of government individually.

22 For similar conclusions about central public administration budget, see Ribeiro (2005).
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Evolution of the main components of non-financial disposable income: 1995x2003
(change in percentage points of GDP)

O Current Revenues O Disposable Tax Revenue

B Income Transfers to Private Sector B Social Security and Assistance Benefits

Prepared by the authors. Primary Source: Brazilian National Accounts 2003, IBGE.

Current Revenues (it excludes interest) = Disposable Tax Revenue + Other Current Revenues

Income Transfers to Private Sector (it excludes interest) = Social Security and Assistance Benefits + Other Income Transfers to
Private Sector (subsidies on products and imports + transfers to non-profit institutions)

Coverage: public administration = general government.

In 2003, public administration revenues amounted to 42.4 percent of GDP up nearly 8
percentage points relatively to the 1995 GDP ratio. However, the primary expenditures of the
general government increased only 1.9 percentage points of GDP in this period, with a 38.7
to GDP ratio in 2002. Besides increasing revenue, the public demand for goods and services
decreased. More than a third of this increased revenue was destined to social security and
assistance benefits expenditures, and more than two thirds was used to increase the fiscal
margin. By level of government, this fiscal adjustment was more acute at central and state

level than at local level.
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Public current revenues and expenditures - 1995 and 2003

As % of GDP Change 03/95
In
1995 2003 pergentage Dls_tn-
points of bution
GDP

By revenue (A) 34.43% [ 42.35% 7.92 100.0%
Tax burden 28.44% [ 34.01% 5.57 70.3%
Other current revenues 1/ 5.99% | 8.34% 2.35 29.7%
By expenditure (B) 36.1% | 38.1% 1.93 24.4%

Demand for goods and services (consumption + o o 0
investment) 22.13% | 21.59% -0.54 -6.8%
Social security and assistance benefits 13.15% | 15.89% 2.74 34.6%
Other income transfers to private sector 2/ 0.86% | 0.59% -0.27 -3.4%
Fiscal Margin (A - B) -1.71% | 4.28% 5.99 75.6%

Prepared by the authors. Primary Source: Brazilian National Accounts 2003, IBGE.

1/ It includes: dividends, withdrawals from income of quasi-corporations, property income attributed to insurance policyholders,
rent, and imputed social contribution.

2/ Considers benefits paid by the INSS + RJU + FTGS + benefits in cash + various current transfers.

3/ Itincludes: subsidies on products and imports + transfers to non-profit institutions

Coverage: public administration = general government.

Aside from the upward primary surplus tendency, the net public debt to GDP ratio in Brazil
also jumped higher from 32.3 percent in June of 1994, when the new currency was created,
to 51.1 percent in November of 2004, after reaching 41.7 percent in December of 1998, one

month before the maxi-devaluation.

The fiscal situation that generated such tremendous growth in the net debt to GDP ratio
requires caution in analysis. Firstly, the fiscal stance deterioration after the first quarter of
1995 was heavily contaminated by the previous very large inflation ra