LL ISSN 1677-4205

BANCO CENTRAL DO BRASIL

\Ban cO Atral do/Brasil

%hmc% ' otes

Number 39

July 2003

Fiscal Rules and Debt Sustainability in Brazil
llan Goldfajn and Eduardo Refinetti Guardia




ISSN 1677-4205

CGC 00.038.166/0001-05

Banco Central do Brasil
Technical Notes

Brasilia

.39

Jul

2003

P.1-28




Banco Central do Brasil Technical Notes

The views expressed in this work are the author(s) opinions only and do not reflect the ones of the Banco Central do Brasil, except
in what relates to methodological notes.

Coordination:

Economic Department (Depec)
E-mail: depec@bcb.gov.br

Reproduction permitted provided the source is mentioned. Banco Central do Brasil Technical Notes, no. 39, July/2003.

General Control of Subscriptions

Banco Central do Brasil

Demap/Disud/Subip

SBS - Quadra 3 — Bloco B — Edificio-Sede — 2° ss
Caixa Postal 8670

70074-900 Brasilia — DF — Brazil

Telephone: (5561) 414-3165

Fax: (5561) 414-1359

Statistical conventions:

. Dataunknown.

- Null data or an indication that the corresponding item does not exist.
0 ou 0,0 figure smaller than half the value of the last digit to the right.

* preliminary data.

An hyphen (-) between years (1970-1975) indicates the total of years, including the first and the last. A slash (/) between years
indicates the yearly average of such years, including the first and the last, or harvest-year or agreement-year, according to the text.

Any discrepancy between data and totals or percentage variations are due to rounding.

The sources for tables and graphs prepared by the Banco Central itself are not mentioned.

Banco Central do Brasil Information Center

Address: Secre/Surel/Diate
Edificio-Sede — 2° ss Telephones: (5561) 414 (....) 2401, 2402, 2403, 2404, 2405, 2406
SBS — Quadra 3 — Zona Central Toll-free: 0800 992345 (just in the country)
70074-900 Brasilia — DF — Brazil Fax: (5561) 321-9453

Internet: http://www.bcb.gov.br

E-mail: cap.secre@bcb.gov.br



Foreword

The institutionalization of the Banco Central do Brasil Technical Notes,
conducted by the Department of Economics, promotes the dissemination of works
featuring economic content, attracting both theoretical and methodol ogical interest,
giving a view of the short-term developments of the economy and reflecting the
work of the Bank’s employeesin all areas of action. Besides, other works, though
external to the Banco Central, may be included in this series provided the Bank has
afforded institutional support to their preparation.



Fiscal Rules and Debt Sustainability in Brazil

ILAN GOLDFAJN
EDUARDO REFINETTI GUARDIA

Abstract: This paper discusses the sustainability problem in Brazil and describes the
recent experience with fiscal rules, considered as a permanent constraint on fiscal
policy, emphasizing the main macroeconomic and institutional aspects of fiscal
adjustment in the Brazilian economy since 1998. We will argue that the adoption of
fiscal rules, especially the Fiscal Responsibility Law, isan outstanding feature of the
fiscal consolidation process, reinforcing the credibility of monetary stability and
economic growth.
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Fiscal Rules and Debt Sustainability in Brazil*

ILAN GOLDFAJN 2
EDUARDO REFINETTI GUARDIA 3

1.Introduction

Assessing fiscal sustainability in a real economy involves a degree of
subjectivity. The numerous future possibilities for the relevant variables — real GDP
growth, real interest rates, and real exchange rates—may lead to different assessments.
Debt sustainability exercises should focus on medium- and long-run scenarios, but
transitory adverse market swings commonly result in biased assessments. In general,
neutral assessments are more common in tranquil times.

Fiscal sustainability discussions should depend on probabilities. What isthe
probability of afurther real depreciation of the exchange rate in Brazil over the next 5-
10 years? What are the chances that equilibrium real interest rates will remain as high
asthey are currently? Both questions are relevant, given the sensitivity of the Brazilian
public debt to these variables. We will argue in this paper that both probabilities are
small when we consider atime frame of 5-10 years. The current real exchange rateis
probably undervalued, and real interest rates are very high and on a declining trend.

Some analysts tend to extrapolate the past behavior of the debt-GDP ratio
in Brazil into the future. We argue that this is incorrect because the factors that have
contributed to the increase in the debt ratio are nonrecurrent. These factors are:

a) aweak institutional framework for controlling public finance at the three
levels of government;

b) arecognition of already existing hidden liabilities (the so-called skeletons)
of about 10% of GDP;

c) weak public sector primary results until 1998;

d) significant real depreciation since 1999;

e) high real interest rates.

All of the factors above should be excluded in aforward-looking analysis
of fiscal sustainability in Brazil. Thefiscal stance hasimproved considerably sincethe
introduction of arules-based fiscal policy systemin 1998, and thereisreason to expect
that this policy will continue to be followed; the real exchange rate has adjusted under

1/ Wewouldliketothank Amaury Bier, Arminio Fraga, Katherine Hennings, George Kopits, Joaquim Levy, Helio Mori, Pedro
Malan, Roberto Pires Messenberg, Daniel Sonder, and the Economic Department at the Central Bank of Brazil for valuable
commentsand suggestions. All remaining errorsaretheauthors’ responsibility.

2/ Deputy Governor for Economic Policy, Central Bank of Brazil.

3/ Finance Secretary of the State of S&o Paulo.



the new floating exchange regime; and most of the hidden liabilities have already been
identified and are factored into our analysis.

Assessing fiscal sustainability also requires analyzing the current institutional
framework. Such an analysis revealswhether current primary surpluses are sustainable
and whether there is scope for further adjustment, if conditions so require. In this
respect, a few important points are worth considering. First, although a tax reform
would increase efficiency, there are no structural difficultiesin generating revenuesin
Brazil; on the contrary, the overall government tax revenue amounts to about 35% of
GDP. Second, fiscal discipline has been achieved at all levels of government due to
successful agreements between the federal government and subnational governments
currently generating structural primary surpluses. Third, the Fiscal Responsibility Law
ensures asound, permanent fiscal regime. There are borrowing limits and no government
can spend beyond its means; furthermore, the borrowing capacity of state and local
governments was significantly constrained by the closure of most state banks. Fourth,
thereisaconstitutional ban on any law that modifies existing financial contracts or that
can be interpreted as forced restructuring. The constitution establishes that “the law
shall not injure the vested right, the perfect juridical act and the res judicat”*.
Nonetheless, there is recognition that further reforms are still needed to increase
flexibility in spending and reduce the social security deficit.

Theimportance of institutionsin explaining the differencesin fiscal outcomes
among countries received growing interest in economic literature. Although empirical
evidence is still sparse, studies have emphasized that the characteristics of the fiscal
organization, the budgetary process, the political system, the balanced-budget laws,
and the procedural rules of a country are examples of institutions affecting fiscal
performance. Asamatter of fact, empirical evidence suggesting that institutions matter
IS stronger than the evidence on the mechanisms by which these institutions matter
(POTERBA and HAGEN, 1999).

Even though thereis a consensus that “institutions matter”, the adoption of
fiscal rules as an alternative to imposing fiscal discipline is still controversial. This
debate becomes even more complex considering that a fiscal rule can be designed in
various wayswith quite different effects.

A fiscal rule can be broadly defined as a permanent constraint on fiscal
policy. The experience of devel oped and emerging market economies has emphasized
four major types of fiscal rules: debt cellings; targetsfor selected fiscal variables, usually
the nominal and/or the primary balance; limitations on payroll or on expenditures growth;,
and the use of a broader law of public finance frequently defined as the Fiscal
Responsibility Law.

4/ Article5, Item XXXV, Constitution of the Federative Republic of Brazil. Additionally, Article 1 of Constitutional Amendment
32, of September 11, 2001, that changes Article 62 of the Constitution, establishesthat theissuance of Provisory Measures by
the President of the Republicisforbidden whenit targetsthe arrestment of goods, of private savings, or any other financial assets.



This paper discusses the sustainability problem in Brazil and describesthe
recent experience with fiscal rules, emphasizing the main macroeconomic and
institutional aspects of fiscal adjustment in the Brazilian economy since 1998. We will
argue that the adoption of fiscal rules, especially the Fiscal Responsibility Law, isan
outstanding feature of the fiscal consolidation process, reinforcing the credibility of
monetary stability and economic growth.

The paper has five sections. After an introduction, the second section
analyzes the recent fiscal performance in Brazil. The third describes the Brazilian
experience with fiscal rules, emphasizing their importance for the federal government
and subnational governments. The fourth section discusses the solvency and sustainability
of the public sector in Brazil. The last section summarizes the main findings and
conclusions.

2. Recent fiscal performancein Brazil

Thefiscal resultsin Brazil have improved significantly in the recent past.
The nominal deficit or the public sector borrowing requirements (PSBR), which had
reached about 7% of GDP in the twelve months up to the end of 1995, improved to
4.61% of GDP in December 2002 (Graph 1).

The primary fiscal results, which include total revenues and expenditures
excluding interest payments, show positive developments, with the surplusincreasing
from 0.36% in December 1995 to 3.91% in December 2002. The operational fiscal
results — defined as the primary surplus minus real interest rate payments — evolved
from a deficit of 4.89% in 1995 to a surplus of 2.60% in December 2002.

Graph 1 —Public Sector — PSBR and Primary Results
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The net federal government debt, which includes the National Treasury and
the social security system, amounted to R$566.7 billion in December 2002, or 36.4%
of GDP. Adding the central bank’s net debt, the resulting net central government debt
reached R$560.8 billion, or 36% of GDP.

If one considersthe three levels of government —federal, state, and local —
the net general government debt was R$859.7 billion in December 2002 (55.2% of
GDP). Thisamount added to the net debt of the central bank and the public enterprises
resultsin anet public sector debt of R$881.1 billion, or 56.5% of GDP (Table 1).

Table 1 — Net public sector debt, December 2002

R$ million

Itemization Domestic External Total % of the GDP
Net Consolidated Public Debt (A + B + C + D) 654 312 226 796 881 108 56.5
Net General Governmet Debt (A + B) 581 673 278 040 859 713 55.2
Federal Government (A) 310 003 256 732 566 735 36.4
States and Local Government Debt ( B) 271 670 21308 292978 18.8
Central Bank (C) 53235 -59 141 -5 906 -0.4
Net Public Enterprises Debt (D) 19 404 7897 27 301 18

Source: Fiscal Policy Press Release, January, 30 2003

While the net general government debt stood at 55.2% of GDP, the general
government debt in gross terms reached R$1,132.9 billion in December 2002, or 72.7%
of GDP. Thisfigure includes the total external debt of R$284.3 billion, and domestic
debt of R$848.6 billion, for the federal, state, and local governments.

We argue that, while the concept of federal gross debt is more frequently
used for exercises of debt dynamics because the figures on regional government are
difficult to collect and the quality of the assets of the government difficult to measure,
the net debt concept is quite appropriate in the case of Brazil. The concept of net
public sector debt includes the three levels of government, the central bank, and the
public enterprises. Intergovernmental debt has been consolidated on a sound footing
and the nature of the government assetsis quite clear.

The net debt concept takes into account that assets can be used to redeem
gross debt. Running out assets without affecting the gross debt level can alwaysfinance
deficits. In this respect, the net public debt concept is closer to the true measure of a
public sector’s net worth, because it deductstotal liabilitiesfrom all assets. Incidentally,
thisisthedirection taken by the IMF's 2001 Gover nment Finance Satistics Year book,
which proposes a set of statistics that attempt to reflect the true net worth of the
public sector®.

5/ Althoughtheconcept of net debt iscloser to the definition of net worth than gross debt, by no meansdoesit substitutethe need
for the development of amore appropriate net worth concept.



Liquid assets are particularly suitable for redeeming debt at short notice.
However, from amedium-term perspective, lessliquid assets clearly ought to be taken
into consideration (in symmetry with the accounting of less liquid liabilities, that is,
government debt that does not mature in the short term). In the case of Brazil, the
assets owed to the government, included in the net government debt calculations, are
effectively available for payment of fiscal expenses (Table 2). In particular, the deposits
of the social security system, the tax collected by all government levels but not yet
transferred to the treasuries, the demand deposits of all levels of government —including
the treasury deposits at the central bank —total almost 7% of GDP and are very liquid.
Of course, the investments of several constitutional public funds, the resources of the
L abor Assistance Fund (FAT), other government credits, and credit to public enterprises
arelessliquid, but not necessarily of lower quality.

Table 2 — Gross and net general government debt, December 2002

Itemization R$ million % of GDP
Net Consolidated Public Debt 881 108 56.5
Net General Government Debt 859 712 55.2
Gross General Government Debt 1132 894 72.7
General Government Credits (assets) 272 683 17.5
Deposits of the Social Security System 876 0.1
Tax collected (not transfered — float —, all government levels) 1144 0.1
Deposits (all government levels) 102 493 6.6
Investments of Financial Funds and Programs 38 847 25
Labor Assistance Fund (FAT) 67 133 4.3
Other government credit 23293 15
Credit with public enterprises 32613 2.1
Federal government external credits (collateral) 6284 0.4

Source: Fiscal Policy Press Release, January, 30 2003

The debt ratio increased 26.5 percentage points from 1994 to 2002. During
this period substantial reforms were implemented, leading to inflation stabilization,
increased transparency and debt recognition, and adjustmentsin the real exchangerate
inthelast threeyearsto improve external accounts. These factors significantly influenced
therisein the debt ratio. For example, the exchange rate depreciation was responsible
for an increase equivalent to about 19% of GDP, and the recognition of hidden liabilities
(“skeletons”) to another 12% of the GDPrise. The key point is that these factors are
nonrecurrent, because the adjustment in the real exchange rate has occurred (the real
exchange rate is now probably undervalued) and alarge share of “skeletons” has been
recognized (the rest are factored into our basic scenario).

Some hypothetical calculationsillustrate the impact of these factors on the
debt ratio path. If the exchange rate had been kept stable from the end of 1994, and
other factors had remained as actually observed, the debt ratio would have reached
37.8% in 2002, instead of 56.5% (Graph 2). Since the effect of the depreciation is



calculated on accrual basis, part of thiseffect might actually reverseitself if the exchange
rate were to appreciate to its earlier level.

Similarly, Graph 2 shows the evolution of debt ratio without recognizing
the " skeletons”. Recognizing no “ skeletons”, the debt ratio would have reached 44.7%
of GDP.

Graph 2 —Actual evolution of net public sector debt and counter-factual
constant exchange rate and no-skeletons exercise (% of GDP)
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Since 1999, Brazil has produced significant and consistent primary surpluses.
One can ask whether adopting the current policy earlier would have prevented the
recent increase in the debt ratio. A positive answer implies that current fiscal policy
could have stabilized the debt, even under adverse conditions, as the period 1994-2002
was characterized. Under a policy of generating primary surpluses of 3.5% of GDP
(remarkably lower than today’s 4.25%) since 1995 and maintaining other factors as
observed, the debt ratio would have declined, reaching 30.7% of GDP in 2002 (Graph
3). In fact, in such a virtuous context, one would have expected lower interest rates.
Under the same fiscal policy and a reduction of 5% in the basic interest rates in the
period 1995-98, the debt ratio would have declined more steeply. The debt ratio would
have reached 26.8% in December 2002, a reduction of 3.5% of GDP compared to the
1995 level. This path would have reflected the incidence of alower interest rate on the
lower stock of outstanding debt.

The change in the debt ratio curve due to the persistence of an appropriate
sequence of primary surplusesissignificant. The primary surpluswould have produced
an initial reduction in the debt amount, and then this reduction would have become
steeper with smaller payments of interest and the sequencing of new surpluses. This
favorable dynamics would have allowed a considerable decline in the debt ratio over
the period.



Graph 3 —Actual evolution of net public debt and counter-factual fiscal
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If the past is any indication of the future, these exercises suggest that in the
absence of major adjustmentsin thereal exchangerate, or the need to recognize hidden
liabilities of about 10% of GDP, and with the current policy of generating a sizable
fiscal surplus, the debt ratio islikely to decline in the future.

3. Fiscal rulesin Brazil

Important institutional reforms have been implemented in the last few years
SO as to maintain the primary fiscal surpluses at appropriate levels and ensure the
sustainability of the debt.

A comprehensive view of the consolidated public sector performancein
Brazil requires an understanding of the state and local government finances and their
important role in terms of fiscal policy. The 27 existing states and over 5,500
municipalities are responsible for approximately 50% of public expenditure and have
amajor rolein providing essential public goods such as basic education, health, and
public security. In December 2002, states and local governments’ net debt amounted
to 18.8% of GDP, representing 33% of the consolidated public net debt in Brazil
(Table 3).

Thefederal constitution guarantees financial and administrative autonomy
to subnational governments and clearly defines their tax base and legal transfers from
the federal government, resulting in a significant degree of decentralization of public
expenditurein Brazil. Although Brazil is organized under afederal system with ahigh
degree of autonomy for subnational governments, the Senate regulates public sector
indebtedness. Since 1968, the Senate has issued several resolutions to control public
debt. In addition to the Senate control on the demand for credit, there are al so restrictions
for its supply. National Monetary Council Resolutions authorize the central bank to
control the supply of domestic bank credit to subnational governments. Under Resolution



2,827, outstanding loans to the public sector (the three levels, including public
enterprises) may not exceed 45% of any bank’s (private and public) net worth.

Last but not least, the federal constitution forbidsthe Central Bank of Brazil
from financing the national treasury. The Central Bank of Brazil cannot grant |loansto
thetreasury or to any other nonfinancial public entity, nor isit authorized to buy primary
issues of government securities®.

Table 3 — Public Sector Net Debt (% of GDP)

1994 1995 1996 1997 1998 1999 2000 2001

Federal Government 13.1 13.4 15.9 18.7 25.0 30.1 32.8 36.0
State and Local Governments 10.1 10.7 11.6 12.9 141 16.3 18.3 18.8
Public Enterprises 7.2 6.7 5.9 2.8 2.6 2.8 1.6 1.8
TOTAL 30.4 30.8 334 344 4.7 49.2 52.6 56.5

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 (Table 3)’. Two major aspects explain the debt growth and the failure
of the existing system. First, the ruleswere extremely permissivein termsof debt rollover.
During some periods Senate resolutions authorized the states to roll over up to 100%
of the debt service (interest plus principal). In the context of high real interest rates
existing in Brazil, this permissive rule led to the rapid growth in debt due to the
capitalization of interest, even with no new borrowing.

Second, the federal government had been accustomed to bailing out insolvent
state and local governments. From 1987 to 1997, the federal government implemented
at least four major programsto refinance subnational governments and their enterprises.
Furthermore, the fast growth of the state debt during the nineties, especially the debt in
securities, forced the federal government to exchange state bonds for federal bondsto
make the debt rollover viable, as the states were not able to finance their debts in the
market. These procedures artificially reduced the subnational government cost of
borrowing, created an incentive for indebtedness, and introduced a dangerous moral
hazard into Brazil’sfiscal federalism.

State banks and state public companieswere al so amajor source of imbalance
until the late nineties. State banks routinely provided financing for state governments
and nonfinancial public enterprises increased their debts to support quasi-fiscal

6/ However, thetreasury isauthorized toroll over existing liabilitiesheld by the Central Bank of Brazil.
7/ Thedebt growth observed in 2001 was mainly associated with theimpact of the exchange rate depreciation.



operations. Although few states have borrowed directly from their commercial banks,
the banks have facilitated state borrowing by underwriting state bond issues. It isworth
mentioning that a significant stock of liabilities of state enterprises was assumed by the
respective states and renegotiated with the federal government at alower cost.

The growth of state and local government debt was also caused by a
deterioration of the federal government’sfiscal performance after Brazil’sReal Planin
1994. The combination of high real interest rates and low (or even negative) primary
surpluses resulted in asignificant growth of the net federal debt as a percentage of the
GDP. Thissituation was a so worsened after the Asian and Russian crises, which required
a strong reaction in terms of monetary policy, reversing the interest rate reduction
initiated in 1995.

An inefficient budgetary process at the three levels of government also
characterized Brazilian fiscal policy up to 1998. Until 1994, thisinefficiency resulted
from theimpact of inflation on budget execution. All the major revenues had some sort
of formal or informal indexation, but high inflation existed without indexation
mechanisms on the expenditure side. In this context, cash management policy affected
the allocation of resources and the real level of expenditure (CARDOSO, 1998). Asa
result, the budget was almost a fictionary instrument, with very little influence over
expenditure all ocation and fiscal performance.

In sum, any consistent attempt to improve fiscal policy in Brazil inthelate
1990s had to deal with the following issues: the stabilization of the debt ratio; the need
for new instrumentsto control state and local government debt; the creation of conditions
for avoiding future bailouts of state and local governments; the restructuring of the
budgetary process and the introduction of a medium-term macrobudgetary framework;
and the increase in the transparency of fiscal reporting.

The approach towardsfiscal policy dramatically changed in 1998, when the
federal government’s Fiscal Stabilization Program was announced. This comprised four
initiatives:

a) afront-loaded fiscal adjustment aiming to increase the primary surplus
of the consolidated public sector;

b) institutional reforms, notably the social security system and administrative
reform;

c) redesign of the fiscal federalism based on a comprehensive debt
refinancing agreement with states and local governments,

d) reform of the budgetary process and the introduction of fiscal rules.



Recent achievementsin the consolidated public sector primary result show
the effectiveness of the reforms. Starting from a primary deficit in 1997 and virtually
zero primary surplusin 1998, the consolidated public sector has shown primary surpluses
superior to 3.5% of GDP since 20008. The important aspect 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.

To explain this adjustment, we must examine the impact of two sets of
reforms mentioned later: 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 were the two most important
changesin the Brazilian fiscal regime since the 1988 Constitution: they substantively
changed public sector fiscal behavior.

Twenty-five of Brazil’s 27 states signed debt-restructuring agreements’.
According to these agreements, states refinanced their debts for 30 years with a fixed
real interest rate of 6%. The federal government issued federal securitiesto redeem the
existing state debts and became creditor to the states. The cost assumed by the federal
government isreflected in the differential between the interest rate paid by the statesto
the federal government and the latter to the financial markets. According to estimates
of the National Treasury Secretariat, this cost reached approximately US$22 billion by
July 2001.

Two important aspects of this program require emphasis. One is that for
the first time in the relationship between federal and state governments, the bailout
wasfollowed by an explicit obligation for the states to commit themselves to an agreed-
upon 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 expenditures, and determines the use of privatization proceedsto 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 federal
government as aguarantee. In the case of adefault, the contracts authorize the federal
government to retain thelegal transfersor, if thisisnot enough, to withdraw the amount
due from the state’s own bank account. 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.

8/ Asalready mentioned, fiscal accountsin Brazil aredefined comprehensively. The PSBR (released on amonthly basisby the
Central Bank of Brazil) comprisesthethreelevelsof government (including the central bank and the social security systemat
thefederal level) and thenonfinancial public enterprises(federal, state, and municipal). Thisisparticularly important for the
purposeof international comparisons.

9/ Only two small states, Tocantinsand Amapa, with virtually no debts, did not sign agreements.



The fiscal program signed by each state contains, as a general rule, the
obligation of aminimum debt payment to the federal government equivalent to 13% of
the state net revenue. Thisisthereason for the highly significant change in the states’
fiscal performance since 1998. This program introduced a major structural changein
state financing, imposing a substantial fiscal adjustment effort at the state level. The
most important aspect is the reduction of payroll expenditures. Total state personnel
expenditure represented more than 70% of their net revenue in 1987; in 2001, this
expenditure was reduced to less than 60%.

Following state models, the federal government al so restructured the local
government debt incurred before May 2000. This program was approved by law and
benefited 183 municipalities responsible for more than 95% of the existing local
government debt. In this case, the federal government al so took the municipalities own
revenue (including state and federal transfers) as a guarantee and required a monthly
payment equivalent to 13% of the municipality net current revenue.

By December 2001 the total debt restructured by the federal government
amounted to more than US$100 billion, resulting in an annual flow of payment (principal
plus interest) of US$6 billion. This obligation resulted in a structural change in
subnational government fiscal performance.

The top-down approach used to deal with the subnational governmentsin
Brazil can be characterized as a coordinated approach (KOPITS, 2001). The goal was
to establish collective credibility for overall macroeconomic policy, therefore creating
conditions for a sound fiscal policy at the subnational level. The debt-restructuring
agreement with states and local governmentsisthe basisfor the changein the subnational
governments’ fiscal performances after 1998. The improvementswere also intensified
after the approval of the May 2000 Fiscal Responsibility Law.

The Fiscal Responsibility Law sets a general framework for budgetary
planning, execution, and reporting for the three levels of government. (As a
complementary law, its modification requires a qualified majority of Congress.) The
law calls for sustaining the structural adjustment of public finances and constraining
public indebtedness. It comprises three types of fiscal rules: general targets and limits
for selected fiscal indicators; corrective institutional mechanisms in case of
noncompliance; andinstitutional sanctionsfor noncompliance!.

The Fiscal Responsibility Law promoted several important changesin the
Brazilian fiscal regime, but certainly the most important innovation was the prohibition
of thefederal government from financing state and local governments. The importance

10/ The Stateof S&o Paulo, themostimportant state of thefederation, signed thefirst contract December 1997. Thelast contract
was signed May 2000.
11/ IMF, 2001.



of thisrestriction is that it not only regulates the future behavior of states and local
governments, avoiding therisk of intergovernmental bailouts, but that it al so preserves
the existing contracts. In other words, the Fiscal Responsibility Law prohibits any
changesin the financial clauses of the existing debt-restructuring agreement, therefore
enforcing the maintenance of the existing sound fiscal policy at the subnational level.

An important innovation of the fiscal rules introduced by the Fiscal
Responsibility Law isthe definition of debt ceilingsfor each level of government. These
ceilings have to be approved by Senate resolution (based on an executive branch
proposal) and are defined as a percentage of the net current revenue of each government.
In case of economic instability or drastic changesin monetary or exchange rate policy,
the federal government can submit to the Senate a proposal for changing these limits.

Any excesses have to be eliminated within one year. Whilethe excess persists,
new financing and discretionary transfers from the federal government are prohibited.
A list of the governmentsthat exceed thelimit hasto be published by the finance ministry
on amonthly basis.

Although the debt—net revenueratio varies significantly among subnational
governments, the Fiscal Responsibility Law requires the same ceiling for each state
and each municipality. To enforce thelimitsimmediately, Senate Resol ution 40, approved
December 2001, authorizes state and local governments to adjust to the limits within
15 years, requiring an annual adjustment equivalent to 1/15 of the difference. In other
words, although each state and local government will have to achieve the same limit,
each subnational government will have its own path, based on the existing debt on
December 2001. All the sanctions and penalties established by the Fiscal Responsibility
Law for noncompliance with the debt ceiling will refer to these specific limits cal culated
for each subnational government.

The Fiscal Responsibility Law also introduced limits and procedural rules

for the three levels of government:

- new, recurrent expenditure commitments have to be matched by instruments
ensuring their full funding for the year in which they become effective and
for the two consecutive years,

-public financial institutions at all levels of government are not allowed to
lend to their main shareholders;

- payroll spending (widely defined as expenditures on personnel and
pensions) is capped at 50% of net revenues for the federal government
and at 60% for subnational governments. Several restrictionsfor personal
management apply as long as expenditures are above the limits,

- spending commitments that exceed one budgetary period during the last
year of apolitical term of office are prohibited;

- tax benefits should be included in the annual budget together with the
instrumentsto offset their impact on the budget for two consecutive years;



- changesin monetary or exchange rate policy affecting fiscal performance
will trigger an extension in the time limit for debt adjustment;

- sanctions for misbehavior range from withholding federal voluntary
transfersto denial of credit guarantees or banning of new debt;

- personal responsibility appliesto all public officials. A Fiscal Crime Law
detail s penalties for mismanagement, ranging from finesto loss of job and
ineligibility for public office for amaximum of 5 years, to imprisonment.

The new institutional framework also improves the transparency of fiscal
reports, through comprehensive, timely, frequent, and detailed government reporting.
Fiscal statistics haveimproved significantly, providing greater transparency and accuracy.
The efforts made by the Brazilian government were recognized in 2001 in the
International Monetary Fund’s Brazil: Report on Observance of Sandards and Codes
(ROSC) — Fiscal Transparency Module:

Brazil attained high standards with respect to main
indicators of fiscal management and transparency. ... The
coverage of fiscal targets and fiscal statistics is
commendably broad. Recent reforms in the budget and
planning process have substantially improved therealism
and transparency of thefederal budget, and its consistency
with macroeconomic constraints, as well as its
effectiveness in resource allocation. Mechanisms of
internal and external control are generally well devel oped,
and increasingly aim to access not only formal compliance
with legal requirement, but also the quality and cost-
effectiveness of public spending. Fiscal statistics at the
federal level are of high quality, timeliness, and detail.
Brazil isat the forefront of countries at comparablelevel
of development in the use of electronic means for the
dissemination of fiscal statistics, legislation, and
administrative regulation on tax and budgetary matters,
and for delivery of government services, as well as to
facilitate civil society’s scrutiny of government activities
and programs.

Another important change adopted in the context of a rules-based system
has been the introduction of alegal target for the primary surplus. The legal target was
first used in 1998, as part of the measures adopted during the Russian crisis. Since
then, amore comprehensive legal target for the central government — including social
security, the central bank and federal enterprises — has been defined every year in the
Budget Guideline Law.

The objective of the Budget Guideline Law, applicableto thethreelevels of
government, isto set therulesand guidelinesfor budget preparation. Thislaw isprepared



by the executive branch, and sent to Congress four months before the executive's
deadline for submitting the budget proposal for the next year. According to the Fiscal
Responsibility Law, the Budget Guideline Law should fix atarget for the primary surplus
for the upcoming year and areference for the next two years. Given the macroeconomic
assumptions, also specified in the Budget Guideline Law, the established primary surplus
must be consistent with the debt caps fixed by a Senate resol ution.

One important feature of the rules-based system introduced after 1998 is
that the adoption of a legal target for the primary surplus imposed the need of more
realistic assumptions for budget preparation, resulting in an improvement in the
budgetary process. The deficiency of the budgetary processin Brazil up to 1998 can be
seen by the difference between the investment (Table 4) and the fiscal result (Table 5)
approved in the budget law and the results obtained after budget execution. The numbers
indicate that the budget was neither relevant for defining the budget constraint nor the
allocation of public expenditure.

Table 4 — Federal Budget, 1995-2000

R$ billion

Investment expenditures

1995

1996

1997

1998

Budget Approved
Executed

Executed / Approved

13.3
6.3
46.3%

1.7
6.9
59.0%

12.5
9.2
73.6%

13.2
1.9
90.2%

Source: Ministry of Budget and Planning and National Treasury Secretariat

Table5— Federal Government Primary Surplus (% of GDP)

1996

1997

1998

1. Budget Approved

2. Effective Result
— "above the line"

— "Below the line"

0.01
0.38

0.20
-0.26

0.80

0.58
0.57

Source: Ministry of Budget and Planning and Central Bank of Brazil

The situation was exactly the opposite after the introduction of a ruled-
based system, and the definition of alegal target for the primary surplus: morerealistic
assumptions for revenue and nondiscretionary expenditure increased the consistency
between the primary surplus considered in the budget proposal and the result observed.
Since September 1998 all the quarterly fiscal targets set for the primary result of the
consolidated public sector have been met.

In sum, besides all the improvements in terms of fiscal transparency, the
new rules-based system was based on two fundamental issues: the design of a new



fiscal federalism, aiming at maintaining fiscal discipline at the subnational level and
prohibiting future bailouts; and the maintenance of public sector solvency through the
definition of alegal target for the primary surplus consistent with the debt sustainability.

4. Debt sustainability in Brazil

The government is considered to be solvent if the present discounted value
of its current and future primary expenditure is no greater than the present discounted
value of its current and future path of revenue, net of any initial indebtedness. A
government’s debt position is considered to be sustainable if it satisfies the present
value budget constraint (that is, it is solvent) without any major correction in the future
that would be unfeasible or undesirable for economic or political reasons (IMF, 2002).

The solvency condition derived under constant values for growth, interest
rates, and primary surplusisalso acondition for sustainability since, by construction, it
does not require amajor change in future variables to satisfy the intertemporal public
sector budget constraint.

Theinstitutional framework implemented in recent years has contributed to
preserving the solvency of the public sector. Indeed the framework currently in place
discourages excesses at any level of government by means of instruments to preserve
fiscal discipline. Additionally, the Fiscal Responsibility Law has created a set of
constraints — borrowing limits and ceilings for expenses with personnel — preventing
fiscal irresponsibility.

Analyzing debt sustainability requires devising a basic scenario. The
hypothesesin our basic scenario are conservative:

a) an annual growth rate of 3.5%, less than the potential output growth for
Brazil, currently estimated at about 4.5% with recent dataon productivity
and labor force growth;

b) ahigh and conservative real interest rate of 9%;

¢) anominal (but not real) currency depreciation;

d) a stable primary surplus of 4.25% of GDP;

e) the recognition of “skeletons” (including all FCV S accounts), estimated
at 0.63% of GDP in 2003 and approximately 0.65% of GDP between
2004 and 2007.

Thenominal and real interest rates are defined by theimplicit internal public
debt interest rate. Thisimpliesthat a 9% real interest rate assumes an even higher value
— at about 10% — for the real interest rate based on a Selic rate. Thisis conservative
since alower rateiswarranted by the current fundamentals— a healthy banking system,
floating exchange regime, and fiscal framework. The assumption regarding the



“skeletons’ —recognition of 0.65% of GDP until 2006 — provides afaster declinein the
debt ratio after 2006.

Under these hypotheses, the net debt to GDP ratio declines substantially
and reaches 40% of GDPin 2011 (Table 6). Alternative scenarios for GDP growth and
real interest rates may produce different outcomes. Table 7 shows the required primary
surplus to stabilize the debt to GDP ratio over the next decade. The results show that
maintaining the primary surplus close to 4.0% of GDP, the debt ratio should start
declining over the next few years. Thisresultisvalid even if there are negative outcomes
from both variables.

Table 6 —Baseline scenario

Discrimination 2002 (2003 (2004 |2005 2006 2007 |2008 (2009 |2010 (2011

Inflation GDP deflator (average) 8.47 18.03 7.35 4.75 4.00 4.00 4.00 4.00 4.00 4.00
Inflation GDP deflator (dec/dec) 10.88 9.21 5.50 4.00 4.00 4.00 4.00 4.00 4.00 4.00
GDP real growth 1.52 2.20 3.50 3.50 3.50 3.50 3.50 3.50 3.50 3.50
Interest rate"” 17.54 | 23.09 14.99 13.36 13.36 13.36 13.36 13.36 13.36 13.36
Real interest rate 6.00 12.71 9.00 9.00 9.00 9.00 9.00 9.00 9.00 9.00
Nominal currency depreciation 52.29 -3.75 3.94 2.46 2.46 2.46 2.46 2.46 2.46 2.46
Primary (% of GDP) -3.96 -4.25 -4.25 -4.25 -4.25 -4.25 -4.25 -4.25 -4.25 -4.25
"Skeletons"” 0.81 0.63 0.65 0.64 0.63 0.63 0 0 0 0
Net debt (% of GDP) 56.53 56.74 55.30 53.78 52.17 50.48 | 48.10 45.60 | 42.97 | 40.22

1/ Implicit interest rate of internal net debt .
2/ Net of privatization proceeds (% of GDP).

Table 7 —Primary Surplus Required to Stabilize Debt/GDP Ratio

GDP growth Real Interest Rates
8 9 10 12
1.50 2.50 3.20 3.60 4.00 4.80
2.50 2.00 2.70 3.00 3.40 4.20
3.50 1.40 2.10 2.40 2.80 3.60
4.50 0.90 1.60 1.80 2.30 3.10
5.50 0.40 1.10 1.30 1.80 2.50

But, what if the exchange rate continues to depreciate over the coming
years? First, it is important to realize that it is the real exchange rate that mattersin
sustainability calculations. The path of the nominal exchange rate depreciation only
affectsthe debt ratio insofar it exceedsinflation (measured by the GDPdeflator). If the
nominal rate path generates aconsistent depreciation, it will eventually lead to ahigher
inflation rate.



Second, the probability of real exchange rate depreciation from current
levelsin the coming yearsis|ow. Indeed, Graph 4 shows that the real exchangerateis
undervalued and well above the average level recorded over the last 15 years*. Under
an inflation-targeting regime, monetary policy is geared towards avoiding this
inflationary outcome, increasing the likelihood of anominal exchange rate appreciation.
This outcome is more likely when the longer-term trend of the real exchange rate is
more appreciated than the current levels.

Graph 4 — Effectivereal exchange rates— Prices of December 2002V
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1/ Basket of currencies.

On balance, the likelihood of any of the worse-case scenarios is small.
Moreover, if such contingencies occur, reasonable correctionsin the future fiscal efforts
are feasible, as was the case with the increasing targets that were set from 1999 until
2003. In fact, the key necessity isto maintain the current primary surplus.

5. Conclusions

The institutional reforms introduced since 1998, particularly the Fiscal
Responsibility Law, have brought about a major improvement in the fiscal stancein
Brazil. The main arguments raised in the paper are as follows:

- Fiscal rules do not compensate for bad fiscal management or eliminate
structural imbalances, but they do contribute to restoring credibility,
Increasing transparency, and improving fiscal management practices. The
rules-based fiscal policy in Brazil has played animportant rolein redeeming
fiscal and monetary policy confidence and credibility. The clear definition
of targets for the primary surplus and the achievement of all targets since
1998 have restored the authorities’ credibility and reinforced the

12/ Graph4isconstructed with real appreciation indicating downward movements.



effectiveness of inflation-targeting framework.

- The important reforms since 1998, notably the Social Security Reform
and the debt-restructuring agreement with states and local governments,
have been instrumental in promoting fiscal discipline and improving fiscal
behavior. The contracts signed with the federal government as part of the
debt-restructuring agreements played a decisive role. A few states, with
the state of S&o Paulo undoubtedly the best example, made effortsto adjust
their finances on a voluntary basis. The present rules-based policy has
entirely changed the scenario of the eighties and nineties, when recurrent
bailouts represented powerful incentives for politicians to avoid the
inevitable political cost of the fiscal adjustment. The subnational
governments had to deal with the adjustment of the primary flows, but not
with the debt problem that was transferred to the federal government. In
this context, top-down fiscal rules became very effective.

- Under reasonable and even conservative hypotheses the debt ratio should
start declining over the next few years. Thisresultisvalid even if thereare
negative outcomes from any of the relevant determinants — real interest
rate, GDP growth, real exchange rate, or contingent liabilities. The key
necessity isto maintain the primary surplus close to 4.0% of GDP.

- It is possible to construct sufficiently negative scenarios in which the
debt ratio does not stabilize. However, the likelihood of such scenarios
issmall. More specifically, further permanent real exchange depreciation
is unlikely, given that the currency is substantially weaker than its 15
year average; real interest rates are on a declining trend, but still very
high compared to other emerging markets. Further decline seems to be
the natural path over the medium run. Finally, a recovery in the world
economy will push GDP growth rates closer to the potential output
growth—about the 4.4% observed in 2000.

- Nonetheless, if an unlikely negative scenario does materialize, further
corrections in the balance of revenues and expenditures are feasible, as
shown in the recent past. The comfort arises from the recent institutional
progressin thefiscal regimein Brazil, in particular the Fiscal Responsibility
Law and the agreements with states and municipalities.

- Therecent debt ratio increase should not be used as an indication of future
performance. Nonrecurrent events explain almost all of the past behavior.
Therecognition of hidden liabilitiesamounting almost 10% of GDP explains
agood proportion of the increase. In addition, the required adjustment in
Brazilian external accounts has led to the corrective adjustment that has
already taken placein the real exchange rate. Also, the shift to consistent
primary surpluses since 1998 has changed the fiscal outlook in Brazil.
Finally, one should not expect real interest rates averaging 20% ayear to
be recurrent. In summary, if the past is to be used as an indication of the
future, our analysis suggests that with no major adjustments in the real
exchange rate, and with the current policy of generating a sizable fiscal
surplus, the debt ratio islikely to decline in the future.
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