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Brazil faces an enormous fiscal challenge, one that will take stern discipline to keep a leash on expenses and
income adjustments. Despite this hurdle being much bigger than anything else the country has faced in the
past, it can be overcome by passing reforms and lining up actions to ensure the spending cap is followed,
ultimately cutting down on GDP-based mandatory spending over time. The underlying premise is that the
adjustment must focus primarily on spending, since Brazil’s tax burden is already much higher than other
countries with similar income, and the country has notorious competitiveness issues that would only be
compounded by a heftier tax burden. Similarly, falling interests and economic growth are unlikely to solve these
problems; if Brazil fails to first address the fiscal challenge, uncertainty will remain high, there will not be any
growth, and interest rates will continue to rise, as a result of higher inflation triggered by fiscal uncertainty.
Although reducing fiscal uncertainty is paramount to recover growth, it may not be enough by itself.

To have an idea of the magnitude of this challenge, suffice it to say that the country is making its way to the
sixth consecutive year of primary deficit – which is unprecedented – and the gross public debt/GDP is
approximately 60% higher than the average of emerging countries. Given this troubling scenario, the country
must turn this deficit into a surplus and at least stabilize public debt. To merely stabilize the debt-to-GDP ratio
at its current level would take a permanent fiscal effort of approximately 4% of the GDP, which translates into
BRL 270 billion. This simulation considers a GDP growth of 2.5% with the real interest rate at 5%. If GDP growth
is closer to 1%, even with the real interest rate at 4% (which is an unlikely scenario), the country would need an
even bigger effort: nearly 5% of the GDP or BRL 330 billion. To illustrate the problem, the CPMF at the height of
its collection rates (1.5% of the GDP) would raise around BRL 105 billion nowadays, which is less than a third of
what is needed to start stabilizing debt.

The downturn in the primary surplus is partly attributed to a lower tax collection, but especially due to
higher spending. In the last three decades, Brazil increased spending-to-GDP ratio of 11% to 20%. Despite such
massive upsurge, perception regarding public services remain virtually unchanged. This gap is attributed to the
fact that the increase in spending came mainly from transfers, rather than expanding public services. In other
words, from the total spending upsurge across all levels of government, 5.2 p.p. of the GDP relates to social
security retirement payoffs (INSS), currently servicing 30 million people; 1.0 p.p. of the GDP relates to
retirement payoffs in the public sector regime, which serves 1,0 million people; and another 1.6 p.p. of the GDP
relates to the growth of other transfer programs, such as LOA, BPC, unemployment insurance and special salary
raises. This increase in public spending with transfers has two consequences: it tightens the budget and
prevents any adjustment to the economic cycle – after all, wages and retirements can’t be reduced –, and it
hinders the provision of quality public services in healthcare, education and security. The scope of social
welfare broadened and the social security system expanded its list of beneficiaries in recent decades, as life
expectancy rose over time. The demographic bonus should be reversed in the next few decades, featuring
fewer taxpayers for each beneficiary, which reinforces the importance of making adjustments.
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Compared to other countries, Brazil proportionally spends more than other nations with transfers and less
with the provision of other services. While Brazil spends 14% of the GDP with social security across different
levels of government, OECD countries spend 8.1% on average1. With transfers, healthcare spending in Brazil,
which is a younger country than the OECD average, totals 3.8% of the GDP, compared to 6.5% among the
group’s nations. Brazil spends around 6.0% of the GDP in education, compared to the OECD’s 4.8%, which
indicates the need for adjustments focusing more on the education system itself, rather than on how much is
spent. It is because of this scenario that following the spending cap is so important. The purpose of the
spending cap is to control public spending, which has been rising for the past 30 years. However, instead of
merely curtailing public investments and the minimum discretionary spending needed to keep the country
running, reforms and actions are needed to make sure the cap is feasible.

In order to comply to the spending cap rule, however, major spending adjustments are needed, especially
through a social security reform. The spending cap’s current framework implies a debt/GDP reduction to
somewhere around 60% and 70% in the next few years, depending on the average GDP growth expected. This
means that spending must be cut down from 19% to nearly 13% of the GDP by 2026. Only 8% of expenses are
discretionary – expenses that can be freely adjusted under the current rules –, including spending with
subsidies, the Bolsa Família welfare program, and public investments. Therefore, the government can only use
a small slice of its budget to make adjustments and meet the spending cap. As social security spending will
continue to quickly rise in the coming years, above the spending growth permitted by the cap, this leeway will
diminish over time. This will ultimately require drastic adjustments in the government’s spending with other
ministries and investments. In fact, these non-mandatory expenses would have to be cut in half by 2026.

1 Brazil spends 3% of the GDP with death benefits, for example, way above the global average of 1%.

Chart 1: Brazilian public spending
In % of total spending

Source: National Treasury, Bradesco 
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Assuming a GDP growth of 3% and the inflation steadily on target, the current cap rule would allow a
spending increase of BRL 63 billion in 2023. Social security alone would represent an upsurge of BRL 74
billion, which means that the cap would not be feasible without a reform. Even in a hypothetical scenario of
an undesired relaxation of the spending cap rule, allowing spending to increase 1.0% over inflation, for
example, the social security reform would still be crucial. The reason for that is, even with a more flexible
regulation, the cap would increase by BRL 81 billion, 91% of which would be taken up by the boom in social
security spending and, in this case, at the expense of postponing debt settlement, at a much lower pace than
currently expected, which would remain close to current levels over the next few years. Any shock,
frustration of growth expectations, interest spike or external crises would very quickly take a toll on this debt
status.
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Chart 2: Increase in Brazilian public spending 
In billions of BRL

Source: National Treasury, Bradesco 

Despite the critical nature of the social security reform, a bill like the one that is currently being reviewed by
the Brazilian House of Representatives, which projects total savings of around BRL 450 billion over 10-years,
should ideally be supplemented to include adjustments in other areas of public spending. By 2023, to use the
same example, with the current social security reform proposal, annual spending would drop from BRL 74
billion to BRL 62 billion, with the spending cap set allowing an increase of BRL 63 billion. But this “window”
closes more and more over time, making it more challenging to maintain the spending cap once more. It is
important to remember that this gap isn’t a budget surplus, since other expenses (civil servant wages,
healthcare and education, among others) are also mandatory spending items required by the Constitution. If
the country wants to comply to the spending cap, it will soon have to shift to a broader spending control
agenda, rather than just focusing on social security.

The spending cap law itself establishes a series of penalties if total spending exceeds the cap. Among them is
the impossibility of adjusting the minimum wage of civil servants and the prohibition of hiring new civil servants
within the central government. Therefore, if the social security reform is just barely enough to keep spending

growth under the annual cap limit, the penalties will adjust the budget to the cap. Although this automatic

adjustment may be a valid strategy, it is still a “passive” adjustment, in which the government has no control of
priorities, in addition to not being able to expand its spending leeway to meet society’s needs. That’s why other
more direct actions would be better to open up the budget before it is completely drained by the spending cap.
From now on, the country will have to make budget choices as it remains under the leash of the spending cap.
The cap does not establish which expense shall prevail; it merely sets the general spending limit, given the new
fiscal restriction rules established in recent years.

Chart 3: Annual increase of the spending cap and reformed social security expenditure
In billions of BRL

Source: National Treasury, Bradesco 
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Although controlling spending is crucial to maintain the spending cap feasible, actions involving revenues are
important to speed up a recovery in the primary balance. Here we have two fronts: measures that positively
affect economic growth – reforms in the business environment, trade liberalization, tax simplification –; after
all, just one single extra point in the growth rate means a revenue surplus of BRL 26 billion, without increasing
the tax burden. And, besides growth, there is also a possibility to review certain exemptions granted. Tax
revenues dropped significantly since 2014, which can’t be justified solely by the lack of growth. Part of it came
from the increase in exemptions, which now total 4% of the GDP. A thorough cost-to-benefit analysis of these
subsidies is needed in order to justify them. In fact, policy evaluation should be a fixed criterion to maintain
each and every subsidy. An interesting parallel to draw is that of the long-term interest rate (TLP). Despite the
Brazilian Development Bank (BNDES) reducing its portfolio by approximately BRL 50 billion in the last 12
months, the private capital market expanded by BRL 200 billion in the external and internal markets. In other
words, the end of a subsidy often does not represent fewer expansion opportunities for a given business area.
Another positive and non-recurring intervention on the revenue side could be revenues from oil surplus
auctions from the assignment for consideration area, which could yield USD 50 billion.

On the side of gross debt management, other actions tied to privatizations and continuing to return BNDES
funds are also possible. According to a survey conducted by consulting firm Roland Berger2, Brazil could earn
up to BRL 299 billion by privatizing all of its companies. Continuing to return BNDES funds to the Treasury can
also help push this agenda forward. Another possibility to mitigate gross debt could be to sell part of
international reserves as the fiscal solvency agenda3 advances. Brazil has some surplus of reserves compared to
its peers, which may not be needed if the country reaches a scenario of stronger economic stability. This
reduction, however, is almost irrelevant to public debt solvency – since the reserves are assets –, but it is
important for the level of gross debt and the cost of transferring reserves, holding repo operations at 17.4% of
the GDP as the main trade-off for this reserve surplus. Transferring part of these repo operations to voluntary
deposits of the Central Bank of Brazil – a measure that seeks greater efficiency in the monetary policy – could
also help reduce gross debt statistics, despite its arguable ability to reduce the real perception of public
indebtedness. In our own simulations, actions in this sense could lower gross debt by 4.0% to 8.0% of the GDP.
By adopting all of these measures as of 2020, clearly and explicitly addressed as of next year – revenues,
spending and debt –, maintaining the spending cap, and considering a real interest rate of 4% and average
growth of 3%, the debt/GDP trend is reasonable and converging in the medium term.

2 Published by Folha de S. Paulo on January 14, 2018: “Privatization of 168 state-owned companies could generate up to BRL 500
billion”. But the government doesn’t own 100% of these companies. Some of them belong to the States, which is why the amount
the government would get is smaller than the total value of privatized companies.
3 Refer to Bradesco’s DEPEC Highlight dated 09/16/16: “Considerations on the optimal level of international reserves in Brazil”.

Chart 4: Gross debt trend
In % of the GDP

Source: Central Bank of Brazil, Bradesco 
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In short, the fiscal adjustment required is sizeable, but it can be done if the right reforms are rolled out. That
is an inherent characteristic of fiscal challenges: correlations are not immediate and it takes a lot of discipline
and strength in Congress. Once debt starts to recede, however, it is also difficult to revert the adjustemnt.
Taking the right steps is crucial to improve the economic environment, which could favor adjustments either
through lower equilibrium interest rates, higher potential GDP, or a bigger appetite regarding the country’s
funding. Despite the challenges, we have no doubt that this shift in trend is paramount to fend off solvency
risks and set the stage for the country to recover steady and sustainable growth.
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