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Economic reforms and potential GDP

Potential GDP is a very important variable for setting economic policy, in both the short and the long term.
At any specific moment, potential GDP establishes the limits for growth without inflation and, therefore,
directly influences monetary policy. In the medium and long term, it determines how rich or poor the country
will be and how much room it will have to enact public policies. Therefore, having a good estimate and a clear
understanding of the evolution of the potential GDP’s components, as well as the successful global experiences
that promote growth acceleration, is crucial for countries that want to dodge the so-called middle income trap1.

The first step is to establish a forward-looking metric of potential growth. That includes analyzing average
growth from a perspective of GDP per capita, since population growth rates affect total GDP growth rates –
which have varied significantly in the past few decades.

The previous table and Charts A1 and A2 shown at the end of this text accurately depict long-term average
economic growth in Brazil. The average rate for the entire period surveyed (1901-2016) is 4.7%, but the rate
drops to 2.4% when we restrict our analysis to a more recent period (1980-2016). If we exclude 2015 and 2016,
the average growth is 2.8%. Per capita, these rates amount to 2.4%, 0.8% and 1.1%, respectively. Population
growth estimates for the next ten years are close to 0.7%, which means that, on a superficial analysis, the
average growth for Brazil compatible with its current demographics is between 2% and 3% (last row of the
table, excluding the recent crisis).

Several questions arise when we look at these numbers, and perhaps the first and most important of them
all is whether this growth interval is too broad or too narrow. To that end, we compared the growth of GDP
per capita of select countries over ten consecutive years, starting when these countries had the same level of
income as Brazil did recently (for this comparison, we used PPP2, a GDP per capita metric). In chart 1, t=0
represents the moment in which the countries had approximately the same GDP per capita (PPP) as Brazil did in
2011, i.e., approximately USD 15,000. The chart also contains two other types of information: the year the
country had the same income as Brazil (for example, in 1986, the US had the same GDP per capita (PPP) as
Brazil did in 2011), and the average growth of GDP per capita over the past ten years.

Igor Velecico

Table 1 – Summary description of Brazilian growth

Source: Bradesco

1 Situation in which a country is not able to grow beyond a certain level of per capita income due to rapid population aging.
2 Adjusted by Purchasing Power Parity, which was designed to equalize cost of living differences between countries.

Average growth, in %
1901-

2016

1980-

2016

1980-

2014

A) GDP 4.7 2.4 2.8

B) GDP per capita 2.4 0.8 1.1

C) Population, next 10 years 0.7 0.7 0.7

D) B + C 3.1 1.5 1.8
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Chart 1 shows that the growth interval of Brazil’s GDP per capita (1.1% to 2.4%)3 is low when compared to
peer nations. The countries shown managed to raise their standard of living between 2.4% (Mexico) and 4.8%
(USA and Germany) per year in the ten years after they had the same standard of living as Brazil in 2011 (which
remained practically the same until 2016).

The second question is whether the Brazilian economy is “doomed” to constantly low growth rates, or if it is
able to reach the growth rates of the countries in question. It seemed reasonable to us to split the answer into
two parts. The first part is technical, or even tautological, and consists of simply breaking down Brazilian
growth. Chart 2 shows the contribution of total factor productivity (TFP), capital and labor to potential GDP
over the past few years. At the height of the growth period, TFP contributed with 2.0% annual growth, but has
now dipped to negative territory4.

Based on this historic performance of TFP, we can simulate several different scenarios. The first – and more
optimistic – scenario starts with a TFP that resumes growth at 1.0% per year. After that, we set out to
determine the rate of investments needed for GDP growth to reach 4.0% (which would result in the GDP per
capita growing 3.3%, i.e., somewhere between Mexico and Israel) The answer, shown in Table 2, is an
investment of 27.1% of GDP. On the other hand, if the objective is to reach 3.0% in (total) growth, with the
same contribution of 1.0% from TFP, an investment of 21.1% of GDP would be needed. As can be seen in Chart
3, Brazilian investments are currently just under 16.0%.

Chart 1 – GDP per capita; t=0: same level as Brazil in 2011 (index = 100 at t=0)

Source: Bradesco
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Chart 2 – Breakdown of potential growth estimate

Source: Bradesco
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3 Line B of Table 1.
4 Total factor productivity (TFP) captures other elements, many of which are procyclical, in addition to its own productivity, which makes its estimates
imprecise. Therefore, it is common to see the TFP fall during recession periods, which does not invalidate the above arguments.
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In both cases (total GDP growth of 3.0% or 4.0%), the investment rate must reach the highest level in the
historical series. Otherwise, the government would have to adopt policies to significantly expand productivity
growth. Moreover, the fact that the level of investment required is the largest in the 20-year series does not
imply that Brazil is doomed to the middle-income trap; rather, it only indicates that if the goal is to raise
potential growth beyond 3.0%, the country would need to consider different policies than those which have
been adopted over this period5. Or, at the very least, that it needs to replicate the policies that were in place for
the years when GDP grew at a faster pace.

Therefore, the first part of the answer is reasonably intuitive: if Brazil wants to grow more, it need to invest
more and be more productive. The second part of the answer is what the country can do to increase TFP
growth and the investment/GDP ratio. And, to this end, the experience from other countries and from high-
growth periods in Brazil allows us to highlight a set of policies that could encourage potential GDP growth.

(1) Trade liberalization: Brazil must address the restrictions to free trade. Not only is its current trade/GDP
ratio one of the lowest in the world, but import tariffs are still high, and there has been little to no progress
made in to lower them since the 2000s. The chart below shows the nominal and actual import tariffs – which
fell significant in the early 1990s, but remained stable thereafter. This was not the case with Brazil’s peers
(South Africa, Colombia, Mexico and Peru), which continued to lower their nominal rates (Chart 5). In fact,
recent studies6 indicate that the impact of different reforms on TFP can be significant, especially since Brazil is
far from the “frontier,” here understood as a scenario featuring best practices or greater trade integration.

Table 2 – Investment/GDP ratio required for GDP and productivity combinations

Chart 3 – Investment/GDP ratio at current prices

Source: Bradesco

GDP 0.0% 1.0% 2.0% 3.0%

2.0% 21.6 15.5 9.6 3.9

3.0% 27.7 21.5 15.4 9.6

4.0% 33.9 27.5 21.4 15.4

5.0% 40.1 33.6 27.3 21.2

Total Factor Productivity (TFP)

Source: Bradesco
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5 The simulations above were made for aggregate GDP, without accounting for the effect of population growth. Since it grows at an annual rate of
approximately 0.7%, we are talking about a potential per capita growth of between 2.3% and 3.3%, which puts us somewhere between Mexico and Israel
(Figure 1). The operations are as follows: 4.0% - 0.7% = 3.3% and 3.0% - 0.7% = 2.3%.
6 Norris, Ho, Kyobe, 2015. “Structural Reforms and Productivity Growth in Emerging Market and Developing Economies”. IMF Working Papers.
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Source: Bradesco

(2) Tax reform: the Brazilian tax system is notoriously complex. Historically, instead of charging a single value-
added tax (VAT), the country opted for a system that kept incorporating new specific rules that made paying
taxes increasingly complex and raised the costs associated with tax management. For example, in an
international comparison of the number of hours worked annually to pay taxes, Brazil is ranked first, at more
than 2,000 hours per year. Citizens in the second-ranked country (Bolivia) need to work approximately 1,000
hours, while the average is close to 200 hours.

The solution found to deal with this increased complexity was to create several different special tax regimes
that do not always favor productivity growth. One of the examples, the “Simples” tax regime, which was
created in part to help companies migrate out of the informal sector, could produce unintended side effects,
despite its original merits. The problem with such a complex tax system, which allows for different sets of rules
such as the “Simples” regime, is that it can lead to excessive verticalization, with large companies looking to
avoid being taxed at every production stage. On the other end of the spectrum, smaller businesses could resort
to excessive fragmentation, since the economies of scale achieved with expansion are usually not worth moving
into a “conventional” tax regime.

Chart 4 – Nominal and actual Brazilian import tariffs, in %

Chart 5 – Nominal and actual import tariffs of select countries, in %

Source: Bradesco
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In other words, the inefficient allocation of resources affects both large and small businesses. A recent study7

analyzed the normalized distribution of productivity for several sectors in Brazil and peer countries. Productivity
distribution is normalized to the point that important information is determined by the tails. In other words,
“fat tails” indicate a greater share of unproductive businesses in a given economy. The following figures
illustrate the density of business productivity. At a first glance, we see that the Brazilian curve has excessively
fat tails, suggesting that the country has a disproportionate number of inefficient companies.

(3) The public sector’s savings remain very low, and the composition of public expenditure is not conducive
to growth. Federal government expenditures account for nearly 20% of GDP, with the pension plan responsible
for an increasingly larger share of that total. Brazil currently spends as much as Japan does with social security,
even though the proportion of its over-60 population is three times smaller. Excessive spending with this item
results in lower public sector savings, which results in a phenomenon known as “crowding-out,” leading to an
upward pressure on interest rates.

Chart 6 – Distribution of density of corporate productivity, Brazil and selected countries

Retail Hotels and Restaurants

Overall Economy

Source: Ibre

7 Presentation by Fernando de Holanda Barbosa Filho: “Produtividade: Evolução, Efeitos Composição, Nível e Distribuição entre Firmas”, 2016.
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In addition to Brazil spending much more with social security than other countries with a similar
demographic makeup, failure to reform this system will lead to an even tighter budget for investment
spending. This has already been the case in the 2015-2017 budgets, but the situation could worsen in the next
few years if social security expenditures continue to rise. Recent empirical evidence8 indicates that an increase
in the share of infrastructure spending is reasonably positive for growth purposes, which means lower
investment spending can have a negative and significant effect on potential GDP.

4) Budget management needs to be adjusted to follow best practices. In a recent publication, the World Bank9

warned about the “lack of evidence that existing programs have been effective and efficient in their goal of
boosting productivity and sustainable job creation.” In an environment of active budget constraints, the
government must embrace best practices for assessing potential programs, adopting quantitative goals and
clearly established start and end dates, in order to prioritize the most efficient programs. There is ample
evidence that Brazil’s government programs tend to concentrate income, with rare exceptions. One of the
report’s findings is that improvements to management and reforms could help save approximately 8% of GDP,
as can be seen in the following table.

Chart 7 – International comparison of social security expenditures and demographic profile

Source: OECD

Chile

Finland

Germany

Greece

Italy

Japan

Luxembourg

Mexico

Poland

Turkey

USA

Brazil

0

2

4

6

8

10

12

14

16

18

5 10 15 20 25 30 35

So
ci

al
 S

ec
u

ri
ty

 E
xp

en
d

it
u

re
s 

(%
 o

f 
G

D
P

)

% of over-60 population

Gasto com previdência e 
perfil demográfico



Macroeconomic Research Department 7

DEPEC Highlight – Bradesco

Source: World Bank, Bradesco

Sector Measures Efficiency Equity

Potential 

Savings 

through 2026 

Social Security
Reforming social security system (as negotiated in Congress in May 

2017)
+ + 1.80%

Public sector’s wage 

bill

Reducing wage premium of federal government employees over 

private sector workers by 50%
+ + 0.90%

Public acquisitions Optimizing procedures for select goods and services + Neutral Up to 2.0%

Welfare
New integrated social assistance program (merging BPC, rural 

retirement program and “Salário-Família” with “Bolsa Família”)
+ + Up to 0.7%

Reforming Salary Bonus and “Salário-Família” programs + Neutral 0.01%

Reforming Guarantee Fund for Length of Service (FGTS) and 

Unemployment Insurance
+ + 0.60%

Improving efficiency of health professionals + Neutral 0.09%

Expanding primary healthcare coverage (from 65% to 100%) + + 0.03%

Improving integration between basic and advanced healthcare + Neutral 0.12%

Improving efficiency of hospitals + Neutral 0.05%

Removing federal tax subsidies for private health insurance + + 0.33%

Eliminating inefficiencies at city-level elementary schools + Neutral 0.50%

Eliminating inefficiencies at state-level elementary schools + Neutral 0.30%

Eliminating inefficiencies at state-level high schools + Neutral 0.20%

Federal higher education schools + + 0.50%

Reforming the SIMPLES tax program (preferably as part of a broader 

tax reform)
+ Uncertain Up to 1.2%

Eliminating reduction of payroll taxes + Uncertain 0.40%

Reforming the Incentive Program for Technological Innovation and 

Consolidation of the Automotive Supply Chain (Inovar-Auto)
+ Uncertain 0.03%

Reforming the Manaus Free-Trade Zone (to a less distorted and 

costly alternative)
+ Up to 0.4%

Total savings in subnational expenditures 1.29%

Total savings in federal tax expenditures 2.33%

Total savings in federal expenditures 4.74%

Total 8,4%

Labor Markets

Healthcare

Education

Private-sector 

development 

programs

(5) Labor reform is important to reduce the uncertainties and costs of the labor market. Despite limited
empirical evidence on impact of the labor reform on growth rate, this does not mean that it cannot generate
significant welfare gains. For instance, when looking to reduce the wage bill by 1%, the country could cut wages
by 1%, or dismiss 1% of the labor force. The total number of employees in the formal sector is just under 40
million, which means that a nominal wage adjustment would save approximately 400,000 jobs – certainly a
preferable solution in terms of social welfare. During the 2014-2016 recession, our estimates indicate that if the
new labor rules were in place, the country could have prevented the loss of approximately two million jobs.

Table 3 – Summary of public policy options and their impact on efficiency, equity and potential fiscal savings 
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(6) Continued implementation of credit market improvements. There has been significant progress in the past
few months, which should gradually make access to credit more horizontal. As we have pointed out, the long-
term interest rate (TLP) will play an important role in reducing future subsidies and increasing the potency of
monetary policy, lowering the expected volatility of public debt, as well as the risk premium for fiscal solvency.
But there is an entire agenda, partly contemplated in the BC+ agenda, which can make credit access less risky
and cheaper, including creating a positive credit registry, implementing an electronic trade bill, regulating the
LIG housing bond, reinforcing the legal structure of credit guarantees and reassessing earmarked credit10,
among other measures.

Besides the items on this agenda, there are other issues that the country needs to address in order to
become more productive. It needs to increase the efficiency of the education system, improve the business
environment for infrastructure investments, create the conditions to allow women’s access to the labor market
to expand, invest in sanitation infrastructure and public transportation in cities, and many others. But,
essentially, the country needs to expand productivity and increase the level of investments. The agenda of
successful experiences implemented worldwide, and even in Brazil itself, provide us with a reasonably safe
roadmap to help the country escape the middle-income trap.

Annex

Chart A1 – GDP growth, GDP per capita and population: 1901-2030

Chart A2 – GDP growth, GDP per capita and population: 1980-2030
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10 Depec – Bradesco Highlight, February 8, 2017. “Earmarked credit and the efficiency of monetary policy in Brazil.”
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