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PRESENTATION 

Thinking about Brazil is the essence of Ipea’s institutional mission and work goals. In 
particular, thinking about the Country in the medium and short term, by carrying 
out economic and social diagnoses, designing public policy proposals in various areas, 
advising their implementation and evaluating their impacts and benefits at the 
national level.  

Along the past ten years, the country’s macroeconomic management has 
undergone important transformations, which have lead to new and more reliable levels 
of price stability and control of foreign accounts and public expenditures. However, 
there is still a lot to do in building a future of steady, sustained and socially inclusive 
growth. The issues linked to our fiscal policy are the core elements of this scenario.  

 Ipea has been present and actively participating in the major fiscal policy 
initiatives and proposals, whether as summoned by the Ministries of the economic area, 
or on its own initiative and that of its technical staff who have an inclination and 
aptitude to specialize in the subject. The Institute has been continuously participating 
in forums and debates on the theme. In line with this continuous presence, the fiscal 
area is in the centre of the conjuncture analyses produced regularly by Ipea through it 
newsletters and reports  

In 2005, a Public Finances Coordination was created inside the Directorate of 
Regional and Urban Studies, specifically to conduct research on fiscal issues, with a 
focus on public expenditures. The motivation for such initiative was to make the 
most of the great synergy established and consolidated along time between the work 
developed by Ipea’s technical staff and that of several different areas of the federal 
administration, among which the Federal Budget Secretariat (SOF), the Ministry of 
Planning, Budget and Management; the Economic Policy Secretariat of (SPE); the 
Federal Revenue Secretariat (SRF); and the National Treasury Secretariat (STN), of 
the Ministry of Finance, with which Ipea maintains close ties and exchange of 
information.  

Thus, the launching of this Fiscal Development Bulletin is timely and of 
particular relevance, not only to maintain the existing synergies, but also in view of 
the moment that the country is experiencing, when the fiscal policy reform and 
changes are crucial to consolidate economic stabilization and sustainable growth. 
The aim is for this bulletin to become a channel for analyses and proposals in the 
fiscal area for public administration – including states and municipalities.  

This is not just a conjuncture report, but rather a periodical that will disseminate 
new ideas and proposals for a new cycle of changes aimed at improving of our fiscal 
system. To this end, I wish to thank the participation and technical and financial 
cooperation provided by the British Government through its Embassy in Brasilia. 
Needless to say, we have much to profit from this partnership, in view of the British 
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Government’s recognized capacity and experience accumulated along several decades 
in the control of public expenditures.  

 

 

Luiz Henrique Proença Soares 
President of Ipea  
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BRAZIL AND UK TECHNICAL COOPERATION – PUBLIC 
EXPENDITURE CONTROL: INTRODUCTION BY THE  
AMBASSADOR OF THE UNITED KINGDOM IN BRAZIL 

The United Kingdom has not always had effective techniques to control public 
expenditures. But in the last decades we have taken active steps to address a critical 
situation for both the treasury and the taxpayers.  

This process of change in the treatment of the public budget, and the concern 
with being more efficient in the allocation, disbursement and control of 
expenditures was largely motivated by the idea of improving service delivery in 
three crucial areas for the lives of citizens: education, health and transport. Our 
greatest challenge, however, was to find mechanisms to develop the efficiency of 
these sectors without increasing the burden on taxpayers. The pursuit of service 
improvements gained strength when we learned valuable lessons from the private 
sector and incorporated the market economy rationale. 

However, market solutions are not always the most effective answer to all the 
needs of the State. One must recognize the limitations and advantages of both the 
market and the State. Each nation must find its own balance between public and 
private in order to ensure that each sector’s services will be delivered as efficiently as 
possible. 

Another significant aspect of the changes in the British public budget sector was 
increased transparency and fiscal responsibility. British citizens are better informed 
about how their taxes are invested. Social scrutiny reinforces the government’s 
concern with the efficiency of its budgetary allocation and the control of public 
expenditures.  

Currently, the benefits of the British macroeconomic and fiscal change are 
visible. Our services are more efficient than in the past. Nevertheless, we still have 
much to learn and to improve. The British government understands that a national 
and transparent policy of sound and efficient public spending can have a major 
impact on global stability and growth.  

On the basis of such guidelines, the British Embassy in Brasilia is pleased to 
work jointly with Ipea in the launching of the Fiscal Development Bulletin, with 
a view to establishing a permanent agenda of fiscal development incentive among 
managers and decision-makers in the area of budgetary and fiscal control. I am 
certain that this initiative will be a way for us to exchange experiences and move  
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forward together in the development of new practices to improve the efficiency of our 
services, the balance of our public finances and the transparency of our spending. 

 

Peter Collecott  
British Ambassador in Brazil  
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EXECUTIVE SUMMARY: EFFICIENCY IN PUBLIC EXPENDITURE 

The Brazilian economy is undergoing a transition towards a situation of consolidated 
macroeconomic stability. As in any successful transition process, elements of a former 
order (exchange rate and real domestic product instability, and high interests rates) 
gave way to elements of the new order (low and steady inflation rates, floating 
exchange, fiscal balance and institutional development). In this period, when 
conditions are created for sustained economic growth, fiscal adjustment plays a very 
important role. The maintenance of significant primary surpluses in the public sector 
through the last eight years, as well as the possible start, as of 2003, of a cycle of 
sustained reduction of the public debt to Gross Domestic Product (GDP) ratio, are 
signs of a lasting commitment with long-tem fiscal balance. This attitude of 
responsibility as regards management of public accounts, supported by a legal-
institutional framework, of which the Law of Fiscal Responsibility is a key element, 
has certainly contributed to Brazil’s resumption of the development path. 

However, there are reasons to believe that the quality of the Brazilian fiscal 
adjustment has been inadequate in the last years. The continuous growth of non-
financial expenditures of the Federal Government, and increased budgetary rigidity – 
that is, increase of earmarked revenues and obligatory expenditures – are reflections of 
the lack of quality in the country’s fiscal effort. The increasing primary surpluses are 
being achieved through revenue increases, mainly from social contributions. The latter, 
in spite of recent changes in some calculation bases, continue for the most part to 
"cascade", distorting resource allocation and undermining the productivity and 
competitiveness of the national industry. The result is an increasing tax burden (37.8% 
of GDP in 2005, a record level), which moves towards an upper limit bearable to 
society. Finally, due to the increased budgetary rigidity and obligatory expenditures of 
the Federal Government (payment of social security benefits, personnel and social 
burdens, etc.), the fiscal policy is losing room for manoeuvre and its power to act as an 
effective stabilization instrument. A side effect of this process is the reduction of public 
investments, with perverse consequences on economic growth.  

For the non-financial current expenditures of the Federal Government, 
including social expenditures and, among them, the major role of the benefits paid 
by the National Institute of Social Security (INSS), criteria to increase fiscal 
flexibility must be established, contemplating three goals: social policy, stabilization 
and economic growth. Obviously, this is not about conferring less weight to the 
drivers and specific goals of the social policies (social justice, equity, combating 
poverty and inequalities), but rather about evaluating social expenditures from a 
macroeconomic perspective as well, considering not only stabilization and growth but 
also efficiency and effectiveness. The great challenge is to identify and promote cuts 
in the social expenditure segments (starting with Social Security) that are inefficient, 
ineffective and unproductive. To this end, it is crucial to develop instruments for 
analysis of social expenditures, from this broader point of view. 
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The main groups of expenses (social expenditure, investments, subsidies, 
transfers) must be evaluated vis-à-vis their redistributive impacts and their possible 
production disincentive effects. In short, for every situation there is an optimum 
combination of various types of expenditure, since each one of them has positive and 
negative characteristics as regards fiscal development. The role of the analysts, in this 
case, is to assess whether the combination of budget headings is appropriate for the 
economic system in question, or if there are imbalances in the division. 

Brazilian society needs to discuss the functions, the profile and the size of the 
desirable State. The challenge is to match the consolidation of macroeconomic 
stability (which requires fiscal responsibility and sustainability) with social protection 
and the tackling of poverty and inequality. These issues are at the core of the 
discussion concerning efficiency and effectiveness of public expenditure in Brazil. 

The Fiscal Development Bulletin n. 1 hereby presented is an attempt to 
encourage discussion concerning the interactions between fiscal policy alternatives and 
economic development. After eight years of fiscal adjustment, since the Fiscal Stability 
Program (1998) initiated a phase of achievement of significant primary surpluses in the 
public sector, it is vital to reflect upon the quality of the Brazilian fiscal adjustment. In 
this aspect, a consensus has lately emerged among public finance analysts: it is necessary 
to study the efficiency of government spending, in order to design specific public 
expenditure policies aimed at optimising their economic and social returns. It is in this 
spirit that the current Bulletin presents five brief articles addressing the links between 
public expenditure and economic growth from different perspectives. 

The first article, by Professor John Toye, provides an overview of the problems 
faced by Great Britain in the process of development of its public expenditure 
control system, and outlines the current system and its links with macroeconomic 
policy. In this aspect, the British experience can be very useful for the improvement 
of the public expenditure control system in Brazil.  

The second article, entitled "Fiscal Adjustment, Stability and Growth", discusses 
the conditions under which the expansion of the government’s current spending 
would be harmful to economic growth. In line with what several experts in this area 
have been saying, the authors conclude that the impacts of public expenditure on 
economic growth depend crucially on the composition of this expenditure, with the 
increase of public investments and expenditures that promote income redistribution 
(i.e. reducing social inequalities) having a significant positive impact on growth.  

The third article, entitled “Government Current Account saving: a new fiscal 
policy proposal”, discusses the advantages of "replacing the fiscal target based on 
primary surplus with a target based on government current account saving" as a means 
to combine the maintenance of fiscal austerity with the increase of public investments. 
Using a sophisticated methodology, the authors simulate courses for the public debt to 
GDP ratio in different scenarios and conclude that replacing the primary surplus target 
with government current account saving target would not substantially alter the course 
of the debt to GDP ratio. However, the latter alternative has the advantage of 
providing a higher rate of economic growth, and is thus preferable.  

The fourth article, "Budgetary Rigidity in Brazil and Rules for Increasing Fiscal 
Flexibility", advocates the adoption of rules to increase fiscal flexibility that restrict 
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the growth of the Federal Government’s expenditure and allow for increases of 
primary surplus and/or public investments. On the assumption that fiscal inflexibility 
is very high, regarding both revenues and expenditure, and that this causes a kind of 
"trap" that hinders the consolidation of macroeconomic stability, the author proposes 
that the obligatory non-financial current expenditure of the Federal Government 
should be made more flexible by means of rules that impose cuts and/or limits to the 
expenditure segments considered inefficient, ineffective or unproductive. In 
particular, this involves an evaluation of social expenditures, especially the payment 
of social security benefits, that takes into account not only social policy criteria, but 
also macroeconomic policy criteria (stabilization and growth).  

Finally, the fifth article, "Social Security and Efficiency" provides an overview of 
the criteria of social security expenditure efficiency. Efficiency is simply the attribute 
of a process capable of producing "a result with the minimum error, effort, resources, 
energy and time". In the specific case of public welfare, the discussion on efficiency 
must take into account the balance between social benefits resulting from 
government transfers to retirees and pensioners and the social costs of maintaining 
the social security system, both in the form of dead-weight (reduction of the size of 
the markets and loss of welfare by the economic agents), and in the form of 
administrative burden. As regards the dead weight, the possibility of the social 
security system affecting decisions in the labour market, as well as affecting the 
savings and investments decisions of the economic agents, poses important questions 
regarding the impact of Social Security on economic growth. 
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1  THE ROLE OF FISCAL POLICY FOR ECONOMIC STABILIZATION 
AND GROWTH: THE EXAMPLE OF THE BRITISH PUBLIC 
EXPENDITURE CONTROL SYSTEM 

John Toye* 

Great Britain has had a procedure for the parliamentary control of government 
spending for a very long time. However, in order to meet the goals of economic 
stabilization and growth, a planning and management mechanism for public sector 
expenditure had to be created. This new phase began during the Second World 
War. It was driven by two factors. The first was the massive expansion of public 
expenditure as a proportion of the national economy, which made the behavior of 
the public sector a much more powerful determinant of economic stability or 
instability than it had ever previously been.1 The second was policy makers’ 
adoption of a Keynesian perspective on fiscal policy and their belief that the 
capacity to vary the size of the public sector deficit would give them the instrument 
they needed to achieve stabilization and growth. 

1.1 Early difficulties in controlling UK public expenditure 

A variety of difficulties stood in the way of using fiscal policy as an instrument of 
stabilization. The first was that the total and composition of public expenditure as an 
element of national expenditure in the national accounts did not correspond with the 
government spending that was regulated by the existing parliamentary control system 
of Estimates and Accounts. The economic policy makers needed to control the 
demand of the entire public sector for real resources. The parliamentary Estimates 
were the wrong target of control because they did not encompass all of the public 
sector demand for resources, and because some types of government spending did not 
directly affect the pressure of government demand on real resources. 

So the initial tasks of building a planning and management system for the 
function of economic stabilization were (a) to make a comprehensive survey of public 
expenditure using national accounting definitions and (b) to reconcile this with the 
expenditures that were subject to the parliamentary control through the normal 
budget cycle. An annual comprehensive Public Expenditure Survey was pioneered 
from the late 1950s onwards. In the 1980s, control was exercised by limiting the 
public sector borrowing requirement (PSBR) as a percentage of GDP.  

The existing parliamentary system operated on an annual basis. This gave 
incumbent politicians the opportunity to use stop-go expenditure policies to gain the 
political advantage in the electoral cycle. In pursuit of a more rational system, the 
Public Expenditure Survey at first adopted a five-year time horizon for programming 
                                                 
* Oxford University. 

1. For the upwards displacement effect during the two World Wars, see Peacock, Alan and Wiseman, Jack, The Growth of 
Public Expenditure in the United Kingdom, London, Allen & Unwin, 1967, p. 80-95. 
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expenditure. This proved to be too long. Departmental administrators could not 
project their public expenditure realistically in the fourth and fifth years of the survey. 
When they tried to do so, the result was usually a “false peak”: spending rose 
(realistically) in the second and third year and then the projected increase tapered off 
(unrealistically) in the fourth and fifth year. Early attempts to use the Public 
Expenditure Survey figures as the basis for controlling government commitments on 
public spending over a five year period therefore failed. 

Over a five year period, it seemed necessary to make some allowance for inflation. If 
the aim was to control public pressure on real resources, it seemed mistaken to aim to 
constrain public expenditure at current prices. Depending on what the rate of inflation 
turned out to be, totals in current prices might lead to more or less in terms of the use of 
real resources. So the control figures were set in terms of constant prices, i.e. having made 
allowance for a forecast future rate of inflation. Unfortunately, this gave the general 
public the impression that the government was intending to be passive in the face of 
anticipated inflation, and to concern itself only with the goal of promoting growth at full 
employment. The use of constant prices held another danger. Controlling expenditure at 
constant prices tended to insulate the government from the consequences of its own 
decisions on public sector pay. This was the British experience in the 1970s, and it 
showed that the constant price method of managing expenditure was unworkable once 
annual inflation had passed the double-digit level.2 

Finally, in this catalogue of early difficulties, control was then exercised over the 
total of public expenditure, to prevent a breach of the maximum permitted 
PSBR/GDP ratio. However, the government could not control all areas of public 
expenditure. Some of the government’s expenditure (e.g. unemployment benefit) was 
intended to vary according to the economic cycle, to act as a counter-cyclical stabilizing 
influence. Moreover, apart from the central government, the public sector contained 
the local authorities and the nationalized industries. For the local authorities, the 
government had various instruments to influence to size and composition of their 
spending, but they could still decide to spend more or less than the government 
forecast. Also, nationalized industries could exceed their forecast deficits, leaving the 
central government to fill the resulting gap. Public expenditure was divided into two 
categories: A meaning controllable and B meaning not subject to control. The 
combination of fixing the total of public expenditure and not being able to control 
category B spending had the perverse result of letting the pressure for more current 
spending to foreclose opportunities for more government investment, even when cost-
benefit analysis indicated that it would be socially profitable. The share of public 
investment to GDP contracted and a crisis of under-investment in public services 
weakened the impulses of growth.  

Describing these early difficulties helps in understanding why the current UK 
system of public expenditure planning and management has been designed in the 
form that it has. The current system, i.e. the one that has been developed by New 
Labour governments since 1997, has the following major features. 

                                                 
2. For further details, see Pliatzky, Leo, Getting and Spending, Oxford, Basil Blackwell, 1982, p. 122-75. 
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1.2  The current UK system of public expenditure planning 

Today, the annual springtime Budget is the document that sets the limit of total public 
expenditure in the years ahead. The planning of public expenditure takes place by 
projecting the framework of the national accounts. This projection is based on (a) 
forecasts of key parameters and (b) the observance of two self-imposed constraints. 

The parameters that are forecast are: the future growth rate of the economy; the 
likely yield of major direct and indirect taxes; and of the future course of interest rates, 
which affects the cost of servicing government debt. Additionally, the expenditure 
totals have to satisfy two constraints, or fiscal rules. One applies to the national 
accounts category of current spending and the other applies to the national accounts 
category of investment spending. They are: 

On current spending: “the golden rule” is that, over the economic cycle, the 
government will borrow only to invest, and not to fund current spending. This means 
that, over the economic cycle, current spending must not exceed current revenue. 

On investment spending: “the sustainable investment rule” is that, over the 
economic cycle, public sector net debt will not exceed 40 per cent of GDP. 

Taken together, the Treasury forecasts and the observance of these two fiscal rules 
as constraints sets the upper limit for the projection of total managed expenditure. 

Although the Treasury makes the underlying forecasts, they have to be 
independently audited by the National Audit Office, which has to judge whether they 
are well-founded and prudent – and this judgment must be published. This is to 
prevent the government from making unduly favorable growth, tax yield and interest 
rate forecasts simply in order to justify excessive public spending. Moreover, the 
question of whether or not the fiscal rules have been complied with is assessed 
independently by the Office of National Statistics. The adoption of these safeguards 
against the manipulation of the planning numbers is a novel feature of the current 
system of planning public spending. 

The delegation of the task of inflation control to the Bank of England in 1997 
resulted in a very important simplification of the task of planning public expenditure. 
This measure made it clear that the government wanted to achieve a low inflation rate, 
by giving the Bank discretion to use monetary policy to hit the low inflation target. 
This removed the temptation for the government to add to inflationary pressures in its 
wage bargaining, because doing so would trigger interest rate rises that would raise the 
cost of its own borrowing. (It also removed the opposite danger, that the government 
would use cash limits on public spending in order to achieve a target level of pay 
settlements in the public sector). The fact that since 1997 the Bank has been able to 
keep inflation close to 2 per cent has made it easier to forecast future interest rates and 
made it possible to restore a planning system based on constant prices, by keeping the 
difference between current and constant prices very small. 

1.3  The current UK system of public expenditure management 

For the purpose of managing public expenditure, the total is still divided between two 
major categories, depending on whether or not the spending is of a type that is 
amenable to control by setting medium term limits or not. The distinction is similar to 
the old division into categories A and B, but the labels are new. They are called DEL – 
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which means Departmental Expenditure Limit spending, and AME – which means 
Annually Managed Expenditure. The share of each is shown in Table 1. 

TABLE 1 

Total UK public spending split by category 2004-07 
£ billion 2004-05 2004-5 % 2005-06 2005-06 % 2006-07 2006-07 % 

Departmental Expenditure Limits (DEL) 279,3 57 301,9 58 321,4 58 

Annually Managed Expenditure (AME) 208,3 43 218,9 42 227,8 42 

Total Managed Expenditure (TME) 487,6 100 520,8 100 549,2 100 

TABLE 2 

UK public spending aggregates from 1967-8 to 2007-08 
year current spending net investment Depreciation total UK spending 

 Cash £ bn % of GDP Cash £ bn % of GDP Cash £ bn Cash £ bn % of GDP 

1967-8 13,7 33,6 2,9 7,1 1,5 18,2 44,5 

1977-8 58,1 38,4 4,3 2,9 6,8 69,1 45,8 

1987-8 166,4 38,6 2,8 0,7 12,3 181,5 42,1 

1997-8 303,4 36,8 5,3 0,6 12,2 320,9 38,9 

2007-8 534,2 39,5 30,9 2,3 17,7 582,8 43,1 

DEL spending is controlled on a three year time horizon, by Spending Reviews 
which take place every second year. For example, DEL spending is currently limited 
by the the 2004 Spending Review, which set limits for the years 2005-6, 2006-7 and 
2007-8. The choice of a three year time horizon evidently responds to problem of the 
“false peak” already mentioned– although there are some important exceptions to 
this. Health spending is now operating with a five-year fixed budget, and transport 
and science are operating with ten year spending plans, because of the long term 
nature of the investment that they require. 

Departments are set separate resource (current) and capital budgets. These are 
on an accruals basis, reflecting the consumption of resources rather than the timing 
of cash payments. Departments may now carry forward unspent DEL allocations 
from on year to the next. This change is designed to remove the incentive, which 
existed for so many years under the annual Estimates procedure, to spend wastefully 
at the end of the year to use up their budget. The three year allocation, however, is 
strictly enforced, and departments have to manage their spending within it as best 
they can. For truly exceptional circumstances, there is a small, centrally held DEL 
reserve or contingency fund. 

Since the 1970s, various methods had been tried in order to re-orient budgeting 
away from the regulation of inputs and costs towards the delivery of outputs and 
benefits. The latest method for achieving this transformation is the “public service 
agreements” (PSA). The PSA is an agreement between the Treasury and the spending 
department which sets specific targets for the delivery of public services, and 
stipulates the measures to be used to evaluate performance achieved relative to the 
target. Performance is then reported to Parliament. The current emphasis on the 
delivery of “front line” services is reinforced by the setting of an administration 
budget within the DEL allocation, which limits how much departments may spend 
on running themselves. 
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Concern about past under-investment in public services has produced a surge 
in public sector net investment from 0.75 per cent of GDP in 1997, when the 
first new Labour government was elected, to 2.25 per cent in 2005-6. To manage 
their existing assets and planned future changes to their asset stock, each 
Department is required to produce an Investment Strategy derived from its 
objectives, with an account of its management systems to ensure that its capital 
programs are delivered effectively.  

Annually Managed Expenditure (AME) consists of spending programs that 
cannot be subjected to firm multi-year limits. The largest single element of AME is 
social security transfers, where – once the conditions of eligibility and rates of 
payment have been set, expenditure depends on the rate of public up-take, which in 
turn is determined by economic conditions and public knowledge about availability. 
The problem of nationalized industries’ deficits has gradually disappeared in the 
1980s and 1990s, as a result of widespread privatization. It has been replaced by a 
relatively novel form of unpredictable expenditure – spending financed by the 
proceeds of the National Lottery. This is a residual that varies with the public’s 
demand for lottery tickets, and the size of the prizes needed to induce the public to 
buy lottery tickets. 

Another component of AME is public expenditure that may be influenced by 
central government actions, but which for constitutional reasons, cannot be 
absolutely controlled by central government. Examples are where sub-national 
authorities have been granted their own powers of taxation, as have the Scottish 
Executive and the local authorities in the whole of the UK. This type of expenditure 
is of greater significance in federal countries than it is in a relatively centralized 
country, which the United Kingdom still is, despite recent measures of constitutional 
decentralization. 

For AME, the best that can be done is to forecast its size and composition, 
review the forecasts regularly when taking budgetary decisions. The government must 
consider any policy changes that will increase the likely total of AME in conjunction 
with its plans for DEL expenditure, so that the total does exceed the constraints of 
the fiscal rules. Since DEL allocations are firm, this implies a need for great caution 
in all policy decisions that influence the expansion of AME. Otherwise the objectives 
of stabilization and growth will be jeopardized. 

1.4  Lessons from UK experience 

The building of a system for the planning and management of public expenditure to 
achieve stability and growth has been a lengthy process in the United Kingdom, 
stretching over a period of more than forty years. It has been important to sustain the 
effort of institution building, even through crises and apparent failure. The early 
difficulties have pointed to the problems to which the present generation of fiscal 
administrators has had to respond creatively. 

It is also clear that some of the solutions to these problems lay outside the 
domain of fiscal policy as normally defined. British politicians have learned the hard 
way that, where economic policy is concerned, they can get better results if they limit 
their own policy discretion, and if they strengthen institutions that act as agencies of 
restraint. The delegation of inflation control and monetary policy to the Bank of 
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England is the most important example of an agency of restraint that has improved 
fiscal policy. 

In the domain of fiscal policy itself, a self imposed requirement to state 
government fiscal objectives and rules of operation, and to have compliance 
independently monitored and reported has been conducive to improved expenditure 
planning and management. Independent auditing of fiscal forecasts and transparent 
statistics of public expenditure have also helped to improve the credibility of the 
system. Technical changes have eased the task of rational planning and management, 
particularly the introduction of accruals accounting, and end-year carry forward. 
Insistence that departments commit themselves to service delivery targets, plus greater 
willingness to trust them to manage within their fixed allocation, has also been 
helpful in achieving better value for public money. In sum, the management of the 
controllable portion of public expenditure has definitely been improved. 

It is interesting to note that the controllable portion of public spending has not 
increased, despite privatization. That must imply that some dangers still lurk of fiscal 
events that could threaten stability and growth. The need for the careful integration of 
the management of DEL and AME expenditure has been emphasized. The planning 
and management system in the UK is, however, still evolving. A Comprehensive 
Spending Review is scheduled for 2007 and will surely produce further refinements. 
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2  FISCAL ADJUSTMENT, STABILITY AND GROWTH  

Alexandre Manoel Ângelo da Silva*  
Manoel Carlos de Castro Pires* 

In the period prior to the implementation of the Real Plan, marked by high inflation 
rates, the applied economic literature indicated that seigniorage revenues were essential 
to maintain the sustainability of the Brazilian public debt. For a brief period, after the 
implementation of the Real Plan and ensuing decline of the inflation rates, the revenues 
from privatisations compensated the revenues from the high inflation rates. 

After the substantial reduction of the privatisation proceeds, and within a 
context of international crisis, at the beginning of the floating exchange regime that 
increased the Brazilian public debt by approximately 18 percentile points of GDP, 
the Brazilian government forcibly initiated its fiscal adjustment, which culminated 
with the primary surplus target of 4.25% of GDP. 

Despite the implementation of this fiscal adjustment, alongside the expansion of 
the federal government’s current expenses (table 1), the debate among economists 
specialised in public finances has intensified, since there is a concern that this 
expansion might undermine economic growth.  

To what extent is this expansion harmful to economic growth? Even if the answer 
to this question is not as simple as these specialists claim, there are insights to be 
obtained. For example: there is empirical evidence that links decreased income 
inequality to increased economic growth rate.1 Furthermore, in Brazil, applied 
literature indicates that the intensification of redistributive policies – other social 
assistance expenditures, Organic Law of Social Assistance (LOAS) and Lifelong 
Monthly Income (RMV) – reduces income inequality. Thus, if these redistributive 
policies actually help reduce income inequality, one can also believe that they have a 
positive indirect effect on economic growth. In this sense, in the last ten years, the fact 
that the sum of other social assistance expenditures, the LOAS and the RMV, has risen 
substantially, i.e. from 0.44 percentile point (p.p) of GDP in 1995, to 0.78 p.p. of 
GDP in 2005, does not mean damage to economic growth (table 1).  

In fact, in the Brazilian conjuncture discussion, the growth of current expenses 
must be better characterized, inasmuch as it is not the growth of any heading of current 
expenses that is harmful to economic growth. However, according to table 1, the 
expenditures with social security benefits and transfers to states and municipalities 
account for most of the variation of current expenses in the last ten years. Moreover, 
still according to table 1, it is observed that, in the last three years of the Lula 

                                                 
* Planning and Research technical experts of the Directorate of Regional and Urban Studies (Dirur) of Ipea. 

1. See, for example, the evidence found in Alesina, A. and Rodrik, D. "Distributive Policies and Economic Growth". The 
Quarterly Journal of Economics, vol. 109 n. 2, 1994; and in Persson, T. and Tabellini, G. "Is Inequality Harmful for Growth". 
The American Economic Review, vol. 84, n. 2, 1994.  
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Administration, from 2003 to 2005, the average of expenditures with economic 
subsidies and subventions, about 0.51 p.p. of GDP, is substantially higher than the 
average of the last term of the Fernando Henrique Administration, from 1999 to 2002, 
approximately 0.31 p.p. of GDP  

TABLE 1  

Composition of Public Expenditure of the Federal Government (% of GDP): 1995-2005  
 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 

Personnel and Social Burdens 5.86 5.25 5.11 5.24 5.30 5.29 5.46 5.57 5.07 4.85 4.95 

Social Security Benefits 4.84 5.14 5.07 5.69 5.84 5.87 6.23 6.39 6.84 6.67 7.50 

LOAS and RMV 0.25 0.24 0.27 0.29 0.29 0.32 0.36 0.39 0.42 0.41 0.49 

Other Social Assistance Expenditures 0.19 0.11 0.13 0.15 0.15 0.13 0.17 0.24 0.32 0.40 0.29 

Unemployment Insurance and Salary 

Allowance 

0.52 0.51 0.47 0.52 0.48 0.43 0.48 0.53 0.54 0.51 0.60 

Health Costing 1.45 1.26 1.43 1.33 1.51 1.48 1.54 1.54 1.45 1.44 1.64 

Transfers to States and Municipalities 2.94 2.83 2.88 3.22 3.31 3.61 3.84 4.16 3.97 3.69 4.72 

Economic Subsidies and Subventions 0.16 0.03 0.13 0.28 0.44 0.26 0.36 0.20 0.39 0.52 0.62 

Other Current Expenses 1.91 1.78 1.90 1.96 1.92 2.05 2.02 2.26 1.83 1.84 2.37 

Sum of Current Expenses 18.1 17.2 17.4 18.7 19.2 19.4 20.5 21.3 20.8 20.3 23.2 

Investments 0.73 0.73 0.87 0.91 0.71 0.92 1.22 0.75 0.41 0.59 0.91 

Financial Investments 0.22 0.98 0.19 0.35 0.07 0.30 0.45 0.10 0.11 0.17 0.17 
Source: Coordination of Public Finances, Dirur, Ipea. 

The economic expenditures with subsidies and subventions are basically 
discretionary, so it is possible to reduce the rate of concessions, which has been rising 
in the last three years. These expenditures do not contribute to the reduction of 
income inequality, and most of them result from political agreements to refinance 
public financing of the agricultural sector. 

As regards the growth of expenditures with transfers to states and municipalities, 
we do not envisage a reduction in the short term, since these expenditures result from 
negotiations around the federative pact between the Federal Government, the states 
and the municipalities. Therefore, even if these expenditures do not promote economic 
stability and growth, they might promote democratic stability. In addition to these 
issues, there are others concerning the Brazilian fiscal federalism that are beyond the 
scope of this article. 

Despite their impact on inequality reduction and the fact that their concession is 
compulsory, there is a drawback concerning the welfare benefits of the General Regime 
of Social Security (RGPS). At some point, the substantial growth of expenditures with 
welfare benefits will require from Brazilian society, by means of the National Congress, 
the following discussion: is the current social security regime a right or a privilege? 
When analysing the quality of the current fiscal adjustment and its contribution to 
economic stability and growth, it is impossible not to focus on the growth of spending 
on welfare benefits, from approximately 4.84 p.p. of GDP in 1995, to about 7.50 p.p. 
of GDP in 2005. 

The National Congress needs to decide on the situation of the RGPS. If it 
decides that the current RGPS benefit is a right, it needs to establish changes in 
health costing and in redistributive expenditures. If it decides that it is a privilege, the 
concession of RGPS benefits will need urgent reform. Whichever its decision, one 
thing is clear: the problem of the Brazilian fiscal adjustment is not in the expansion of 
all the current expenses, but rather, specifically, in the substantial rise of expenditures 
with welfare benefits, as observed in tablet 1. Moreover, in this environment of fiscal 
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adjustment, another obstacle to economic growth seems to be the low average of 
public investment. However, we believe that this obstacle can be addressed through 
the implementation of government current account saving as a fiscal target, as 
outlined in the next article.  
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3  GOVERNMENT CURRENT ACCOUNT SAVING: A NEW FISCAL 
POLICY PROPOSAL 

Alexandre Manoel Ângelo da Silva*  
Manoel Carlos de Castro Pires* 

In the last years, even among economists concerned about the sustainability of the 
Brazilian public debt, there is an increasing dissatisfaction with the fiscal policy of 
primary surpluses obtained by means of public investment reduction, since this 
policy represents an obstacle to economic growth. Thus, there is a recurrent view that 
the maintenance of effective fiscal austerity must be combined with increased public 
investments. 

In this sense, in line with renowned economists such as Blanchard and Giavazzi,1 
we propose an alteration in the current fiscal policy, in order to maintain fiscal austerity 
and increase the level of public investment, that is, we propose to replace the fiscal 
target based on primary surplus with a target based on government current account 
saving. Since it does not undermine the rise of capital supply, one of the determinants 
of economic growth, the concept of government current account saving is 
economically more appropriate than that of primary surplus.  

However, a question related to this replacement is whether the use of 
government current account saving is not more of a fiscal slackening than a policy 
change justified by economic theory. Thus, we evaluate this proposal from the point 
of view of fiscal sustainability, that is, we analyse whether the change from the 
primary surplus target to government current account saving leads to an alteration in 
the course of the public debt/GDP ratio.  

In order to establish relations for the construction of scenarios, we estimated self-
regressive vector models, in which the results confirm the intuition that the increase of 
public investment can contribute to the increase of economic growth. Given this relation, 
we studied possible courses for the Brazilian public debt to GDP ratio both in an 
environment of fiscal target based on primary surplus and in an environment of fiscal 
target based on government current account saving.  

The simulations of the scenarios are based on a primary surplus target of 4.25% of 
the GDP and on a target of government current account saving of 7.65% of GDP, 
which corresponds to a similar target of a primary surplus of 4.25% of GDP, since in 
the 1999-2005 period the average of public investment is of 3.40% of GDP. 
According to our simulations, as public investment increases, the rate of economic 
growth rises. 

                                                 
* Planning and Research technical experts of the Directorate of Regional and Urban Studies (Dirur) of Ipea. 

1. Blanchard, O. J. and Giavazzi, F. “Improving the SGP through a proper accounting of public investment”, Discussion Paper 
Series, nº 4.220, Center for Economic Policy Research, 2004. 
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Regarding the real interest rate, we made projections according to three states of 
nature, based on real interest rates of 12%, 11% and 10%. In the first state of nature 
(real interest rate of 12%), in the environment of fiscal target based on primary 
surplus, in a ten-year horizon, the public debt /GDP ratio grows about 5.5 percentile 
points (p.p.) of GDP (table 1); in the environment of fiscal target based on 
government current account saving, the public debt/GDP ratio grows approximately 
6.3 p.p. of GDP (table 2). 

TABLE 1  

Simulations for the Public Debt (Primary Surplus)  
(In%)  

 T+1 T+3 T+6 T+10 

r=12%; n=2.5 51.59 52.78 54.57 56.95 

r=11%; n=2.7 50.98 50.94 50.89 50.83 

r=10%; n=3.0 50.32 48.96 46.92 44.20 
Source: Brazilian Central Bank.  
Prepared by the authors.  

TABLE 2  

Simulations for the Public Debt in a Scenario of Implementation of fiscal target based on 
government current account savin 

 T+1 T+3 T+6 T+10 

r=12%; n=2.5% 51.70 53.11 55.22 58.04 

r=11%; n=2.7% 51.11 51.35 51.70 52.17 

r=10%; n=3.0% 50.47 49.42 47.85 45.75 
Source: Brazilian Central Bank.  
Prepared by the authors.  

In the second state of nature (real interest rate of 11%), in the environment of 
fiscal target based on primary surplus (table 1), in the next ten years, the public debt 
is stable and in the environment of government current account saving it is virtually 
stable, since there is an addition of about 1 p.p. of GDP (table 2). In the third state 
of nature (real interest rate of 10%), along the next ten years, in the environment of 
fiscal target based on primary surplus (table 1), the public debt drops approximately 
6 p.p. of GDP and, in an environment of fiscal target based on government current 
account saving (table 2), the public debt drops about 4 p.p. of GDP  

Therefore, the results show that the adoption of the concept of government 
current account saving does not result in any substantial alteration in the course of 
the public debt/GDP ratio. In the scenarios where the public debt/GDP ratio is 
unsustainable, it is both with the primary surplus target and the government current 
account saving target. It should be noted that, although the course of the public 
debt/GDP ratio is practically the same in the primary surplus and government 
current account saving environments, in the latter, since public investment is not 
discouraged, our estimates suggest a higher growth rate, increasing general welfare.  

A second issue regarding the adoption of the government current account saving 
is related to its implementation, since there is a strong incentive for public managers 
to account for current expenses as public investments. Nevertheless, we understand 
that this window of opportunity can be exhausted relatively easily. In the first place, 
in the federal government, in the Ministry of Finance, the National Treasury 
Secretariat (MF/STN) has a General Coordination of Economic-Fiscal Analysis of 
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Public Investment Projects that, among others functions, evaluates and monitors 
investments made through Public-Private Partnerships. With this function, attention 
is drawn to the fact that this Coordination is fully capable of evaluating or 
distinguishing current expenses from expenditure that should be labelled as 
investment.  

Since this institutional framework is located within the federal government itself, 
another possible argument is that this might suffer "political" pressures. Therefore, the 
process of deciding what investment is might not be transparent enough, and based on 
exclusively economic criteria. Two simple solutions are presented for this possibility: i) 
to include in the Law of Fiscal Responsibility (LRF) severe penalties for the manager 
who intentionally indicates current expense as investment; and ii) in the LRF, 
regarding the monitoring and control of the implementation of the government 
current account saving, including recommendations to the Federal Court of Accounts 
(TCU), an agency outside the Executive Branch responsible for the auditing of federal 
expenditure.  

As regards the state and municipal governments, similar structures to the 
General Coordination instituted in the MF/STN can be implemented. Moreover, 
external audits should be carried out by courts of accounts responsible for the state 
and municipal expenditures, respectively. Obviously, the inclusion of penalties in the 
LRF is valid for all the Federation entities. 

Thus, there are no practical or theoretical obstacles that might undermine the 
adoption of the government current account saving target as a fiscal policy instrument. 
Furthermore, it should be noted that, beyond the possible gains in economic growth, 
the implementation of this concept does not suggest a slackening of the fiscal austerity 
pursued by the Brazilian Federation entities in recent times. 
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4  BUDGETARY RIGIDITY AND RULES FOR INCREASING  
FISCAL FLEXIBILITY 

Maurício Mota Saboya Pinheiro*  

The importance of discussing the theme of budgetary rigidity1 in Brazil becomes clear 
in the context of the recent history of the Brazilian economy, marked by a transition 
towards consolidated macroeconomic stability and by the creation of conditions for 
sustained growth. One of these conditions is the structural fiscal adjustment of the 
public sector, a process strongly driven by the 1998 Fiscal Stability Program, with 
which significant and increasing primary surpluses are being achieved in the scope of 
the Federal Government. This movement was consolidated after the enactment of the 
Law of Fiscal Responsibility in 2000. 

However, the Brazilian fiscal adjustment process also presents problems, mainly 
on the side of expenditure. For several years, a growth of non-financial current 
expenses of the Federal Government has been observed, particularly of obligatory 
items, i.e. those not subject to restrictions or cuts.  

The continuous growth of obligatory expenses reflects the increased degree of 
rigidity of the Brazilian budgetary structure, where an increasing share of obligatory 
expenditures is covered with an increasing share of earmarked revenues. Consequently, 
the degrees of freedom of the fiscal policy as regards cuts in public spending are 
reduced (graph 1). This causes, among other consequences, loss of capacity of the fiscal 
policy to play its role as an instrument of macroeconomic stabilization. The results of 
this loss of degrees of freedom of the fiscal policy should be investigated, considering 
the pros and cons of the different policy strategies and options.  

Graph 1 shows that the discretionary expenditures, which allow room for 
manoeuvre to the fiscal policy on the side of expenditure, are increasingly compressed 
by the obligatory expenditures and the primary surplus. This means that the 
government’s capacity to increase its primary surplus beyond the current levels is 
quite reduced, because the discretionary expenditures are already at a low level and, 
in practice, cannot be totally eliminated – this would cause paralysis of the public 
apparatus. Moreover, public revenues have been growing – for example, the tax 
burden has just beat a new record in 2005, reaching about 37.8% of GDP, and it is 
not reasonable to expect them to grow indefinitely. 

 

                                                 
* Planning and Research technical expert of the Directorate of Regional and Urban Studies (Dirur) of Ipea.  

1. Budgetary rigidity (or fiscal rigidity) is understood as an attribute of the public budget characterized by the existence of 
earmarked revenue and obligatory expenditures. A budget can be rigid to different degrees, while in practice there is no 
completely rigid or completely flexible budget, i.e. without any earmarked revenue or obligatory expenditure. 
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GRAPH 1  

Brazil: Budgetary Rigidity  
In % of non-financial federal revenue  
2000-2005 
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Source: Ministry of Planning –Federal Budget Secretariat.  
Elaboration: Ipea/Dirur/CFP.  

When emphasizing the effect of budgetary rigidity over the stabilizing role of the 
fiscal policy, it is claimed that, in the presence of economic shocks, fiscal rigidity can 
promote the growth of the public debt to GDP ratio. Although there are no 
empirical studies that associate budgetary rigidity with growth of the public debt, this 
relationship is justified in the light of current intuition concerning the behaviour of 
economic agents, because their perception concerning fiscal rigidity provides the 
bases for the belief that the government, sooner or later, will not be able to achieve a 
primary surplus – at least not the necessary amount or with the necessary speed – 
sufficient to maintain the debt/GDP ratio on a sustainable course. The result is that 
economic agents frequently take on a "defensive attitude" towards government 
bonds, preferring short-term papers, with high risk premiums and/or indexed to the 
basic interest rate (over-selic).2 In turn, this post-fixed nature of the public debt 
stimulates the growth of its supply, whenever the Central Bank, faced with 
inflationary pressures caused by shocks that are transmitted to foreign exchange, has 
to raise the target of the over-selic rate. Consequently, the net debt of the public 

                                                 
2. It is undeniable that in the last two years the prospects of placing prefixed papers have been improving constantly, as 
demonstrated by the rising weight of these papers in the total federal bond debt. Another remarkable fact, as of 2003, is the 
reduction of the participation of foreign exchange bonds in the total federal bond debt in the market (including swaps), 
causing a reduction of the foreign exchange risk of the Brazilian public debt. What is not known is whether the change in 
course is sustainable, since there are reasons to believe that the reduction of the foreign exchange exposure of the Brazilian 
public debt has been determined by an abundance of dollars in the domestic and foreign markets, motivated, among others 
things, by a cycle of growth of world trade and of the prices of commodities that make up an important share of the Brazilian 
exportation portfolio. 
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sector remains highly sensitive to interest rate variations, which becomes a kind of 
vicious circle, particularly in the presence of the said economic shocks.  

Considering only expenditure, the main burden of the fiscal adjustment befell 
a small share of discretionary expenditures (other financing and capital 
expenditures), including investments. In the 1995-2005 period, Federal 
Government investment was kept at a minimum level (table 1). Regardless of 
public investment not playing the crucial role it had in the past in Brazilian 
economic growth (e.g. 1970’s), and regardless of the creation of alternative 
mechanisms to increase private participation in the provision of public services (e.g. 
public-private partnerships), it is hard to imagine how to achieve the standards of 
economic and social development yearned for by society, without the support of 
public investment. 

TABLE 1  

Brazil: Execution of non-financial expenditure of the Federal Government  
Period 1995-1998 1999-2005 1995-2005 

Personnel and Social Burdens  5.37 5.22 5.27 
Social Security Benefits  5.18 6.48 6.01 
LOAS and RMV 0.26 0.38 0.34 
Other Social Assistance Expenditures 0.15 0.24 0.21 
Unemployment Insurance and Salary 
Allowance  

0.51 0.51 0.51 

Other Health Costing 1.37 1.51 1.46 
Investments 0.81 0.79 0.79 
Transfers 2.97 3.90 3.56 
Other Current Expenses 1.89 2.13 2.04 
Others 0.61 0.60 0.60 
Total 19.11 21.55 20.66 

Source: Chamber of Representatives – Federal Government’s Budgetary Execution  
Elaboration: Ipea/Dirur/CFF.  

Table 1 shows the evolution of the non-financial expenses of the Federal 
Government, in the 1995-2005 period. A significant growth of the total expenditure 
in percentage of the GDP is observed. The data also show that the period of effective 
fiscal adjustment (1999 onwards) presented an average annual expenditure above that 
of the 1995-1998 period, which was characterized by a relatively slack fiscal policy. 
This is one more indication that the Brazilian fiscal adjustment has concentrated on 
revenue increase, because both the primary surplus and the primary expenditures 
grow. Nevertheless, this is not a good sign, in view of the fact that a large share of 
these revenues corresponds to accrued contributions, i.e. "cascading" incidents, in 
each phase of the productive process, which distort the decisions of the agents and 
undermine the productivity and competitiveness of the economy as a whole.  

Table 1 shows very clearly the contribution of the INSS social security benefits 
to the dynamics of the non-financial expenditures of the Federal Government along 
the last ten years. Whether the analysis is done on the basis of levels or on variation 
rates, the data seem to indicate that any attempt to restrict the growth of non-
financial expenditures of the Federal Government will necessarily require a 
mechanism to control expenses with social security benefits. 
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With a view to analysing the effect of budgetary rigidity on the structure of public 
expenditure, the evolution of the rigid expenditures of the Federal Government’s Budget 
in the 2006-2008 period is simulated.3 The simulation mechanics follow the following 
guidelines: on the basis of the expected course of primary surplus of the Government 
(2.5% of GDP, compatible with the 4.25% of GDP relative to the consolidated public 
sector established as a target), the series of total non-financial expenditure is deducted, 
given the hypothesis that the non-financial revenue remains constant in relation to GDP 
throughout the projection period (based on the fact that it is no longer acceptable to 
increase the tax burden/GDP ratio). Then, the obligatory expenditures (personnel, social 
security, health and social assistance etc.) are projected, assuming that their behaviour will 
follow the model. In this scenario, the maintenance of recent trends for obligatory 
expenditures implies a reduction of the investment to GDP ratio.  

Table 2 presents the results of the simulations and shows that, given the 
hypothesis adopted, there is a trend of relative reduction along time for public 
investments, given the fact that the expenses considered rigid grow more than the 
non-rigid expenses, in general, and more than investments, in particular.4 Soon, in a 
context of high tax burden and the need to maintain the primary surplus, in addition 
to the strong growth trend of rigid public expenses, public investments tend to 
undergo a reduction in their relative participations in total expenditure and in GDP. 

TABLE 2  

BRAZIL: Simulation for Investments and Rigid Expenditures of the Federal  
Government – Basic Scenario 
2005-2008 – R$ billions 

Year Expenditure cap  
(a)1 

Rigid 
expenditures 

(b) 

Non-rigid 
expenditures 

(c) 

Investments  
(d)2 

(d)/(a)  
(%) 

(d)/(GDP)  
(%) 

2005* 418.3 293.6 101.4 23.2 5.5 1.2 
2006 443.3 328.3 90.8 27.2 6.1 1.4 
2007 469.9 370.4 73.4 22.0 4.7 1.0 
2008 498.1 416.7 53.5 16.1 3.2 0.7 

Elaboration: Ipea/Dirur/CFP. 
Notes: 1Expenditure cap = total of non-financial expenditure of the Federal Government required to keep the primary surplus 

of the Federal Government at 2.6% of the GDP (compatible with 4.25% for the consolidated public sector), 
assuming that the non-financial revenue of the Federal Government remains constant in percentage of the GDP  

2 Includes financial inversions.  
Obs.: * Realized values.  

In order to prevent the materialization of this somewhat sombre scenario, this 
article argues in favour of the need to create mechanisms to increase budgetary 
flexibility, particularly on the side of public spending. It is necessary to create 
mechanisms to restrict the growth of obligatory expenditures, in order to generate 
additional resource savings. These savings could be used to increase the primary 
surplus, in the cases where this is necessary, for example, due to a severe international 

                                                 
3. To obtain a detailed description of the Federal Government’s public spending simulation model that provides the basis for 
the results of the exercise presented below, see Pinheiro, Maurício M. S. et al “Avaliação e Acompanhamento do Gasto 
Fiscal no Brasil: evolução recente e perspectivas” (Evaluation and Monitoring of Fiscal Expenditure in Brazil: recent evolution 
and perspective). Brasilia: Ipea, 2006, mimeo (Text for Discussion, in the press). 

4. The growth of investments in 2006 results from the hypothesis that the relative participation of investments in the total of 
non-rigid expenditures will return, in the 2006-2008 period, to its historical average (about 30%). In 2005, this participation 
was approximately 23%. This hypothesis is justified for 2006, because this is a general elections year and, as such, presents 
a typical pattern of increased investments. 
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financial crisis, or could be directly allocated to increased public investments. The basic 
idea of the rules for increased fiscal flexibility is to provide to the economic agents safe 
signals that the primary surplus can be raised quickly and significantly, strengthening 
the "fiscal shield" against internal or external shocks. It is reasonable to assume that the 
mere existence of rules to increase fiscal flexibility, duly regulated in Law, will have a 
favourable effect on the expectations of the market, and will thus help to lower interest 
rates and the debt even more quickly, even if these rules are not actually enforced.  

The great challenge is the design of specific rules to increase fiscal flexibility – 
applicable, say, to certain segments of social expenditure – that simultaneously 
contemplate the goals of the social policies (social security, reduction of poverty, 
inequality and informality) and the economic stabilization and growth targets. The 
goal is to promote cuts or systematic reduction of those segments of expenditure that, 
by reasonable criteria, are considered inefficient, ineffective and/or unproductive.5 
This has nothing to do with conferring less importance to the effect of social 
expenditures as poverty, inequality and informality reduction instruments. Rather, it 
is about improving the evaluation of the social expenditures, introducing broader 
criteria, such as the effect of these expenditures on economic stabilization and 
growth. It is clear that a huge analytical effort must be undertaken, particularly by 
government agencies responsible for public policy design, evaluation and control.  

In the centre of the Brazilian fiscal problem, there is a certain "choice of priorities" 
(materialized or institutionalised in the 1988 Constitution) determining a budget that 
is extremely rigid to social expenditure cuts and that causes serious restrictions to the 
increase of public investment in infrastructure and other important areas for economic 
development (examples: C&T, public security, Justice enforcement etc.). In face of this 
problem, one assumes that Brazilian society will hope for a State whose size and 
functions are compatible with the consolidation of macroeconomic stability – which 
entails fiscal responsibility and sustainability – and with the improvement of a social 
protection network that provides, efficiently and effectively, a minimum standard of 
welfare for the most vulnerable social segments. The position defended in this text is 
that, in the current circumstances, both principles – fiscal responsibility and universal 
social protection – are in conflict in Brazil. Fiscal rigidity and the historical drop of 
public investments are indicators or reflections of this conflict. It is impossible to 
maintain fiscal sustainability without increasing the flexibility of expenditure; it is 
impossible to increase the flexibility of expenditure without social costs. In turn, with 
the current public expenditure structure, it is impossible to increase social protection 
without undermining fiscal sustainability. 

Therefore, Brazilian society needs to discuss thoroughly the State profile that it 
wants. For this, the dilemmas involved in the pursuit of the consolidation of 
macroeconomic stability, reduction of poverty and social inequality, and, finally, the 
pursuit of sustained growth, have to be addressed directly. The discussion around the 
rules to increase fiscal flexibility takes up these dilemmas only partially. 

                                                 
5. Systematic analysis of the efficiency of social public expenditure can reveal some segments that could be cut. For example: 
between 2001 and 2005, the evolution of the number of sick pay benefits increased from 574 thousand to 1.5 million, a fact 
generally attributed to increase of the number of frauds, resulting from a disastrous policy of outsourcing of INSS medical 
examinations. If this number had matched population growth in the period (which would be a reasonable expectation, if 
there had not been a failure in the management of the medical examinations), the resource saving with the payment of 
those benefits would have been of approximately R$ 14.6 billion, in accrued terms. 



 

ipea fiscal development bulletin | 01 | Jun. 2006 29 

5  SOCIAL SECURITY AND EFFICIENCY 

Marcelo Abi-Ramia Caetano*  

Efficiency is defined as the capacity to achieve a result with minimum errors, efforts, 
resources, energy and time. For the particular case of a public policy, its efficiency 
would be measured by comparing the results achieved and the efforts and distortions 
generated for the achievement of its objectives. 

The purpose of a social security regime is to guarantee that the insured will 
receive income after they fulfil the necessary requirements to have the right to the 
social security benefits. As is the norm in any governmental action, the social benefits 
are obtained with social costs. In the case of Social Security, the benefits enjoyed by 
society as a result of the amounts paid by the government to retirees and pensioners 
must be compared to the social costs imposed by a social security regime. Within a 
more macro line, the social costs or, alternatively, the loss of efficiency generated by 
social security, are divided into two natures: dead weight and administrative burden.  

Dead weight is understood as reduction of the size of the markets and consequent 
loss of welfare caused to various social agents, namely, firms, workers, consumers, 
producers, savers and borrowers, as a result of the alterations of incentives under social 
security rules. In turn, administrative burden refers to the time spent by the insured to 
pay their contributions and receive their benefits, to the ease in obtaining and keeping 
the documents required by social security as well as their recovery if they are lost, to the 
simplicity of the rules for collection of contributions and application for benefits in 
view of the fact that the complexity of the rules increases the administrative burden 
because it involves the hiring of lawyers, accountants and specialized staff or greater 
time spent to comply with the obligations and to receive the social security benefits. 
The last factor to measure the administrative burden would be the size of the 
administrative apparatus needed for the operation of social security. 

Social Security can change the allocation of resources and generate dead weight 
in three different spheres: labour market, savings decision, and allocation of 
investment portfolio. 

Regarding the labour market, it should be noted that most of the Brazilian Social 
Security collection is payroll-based. Taxes or contributions reduce the size of the 
market by differentiating the price that the applicant pays from the price that the 
provider receives, generating the dead weight. The salary cost for the firms exceeds the 
salaries received by the workers. There are two disincentives: firms employ less and, in 
principle, depending on the behaviour of manpower supply, workers would supply less 
work. However, most of the time it is hard to claim that the substitution of the payroll-
based contribution by a value-added tax, for example, would be a desirable option. 

                                                 
* Planning and Research technical expert of the Directorate of Regional and Urban Studies (Dirur) of Ipea. 
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This is because public policy goals are not limited to efficiency, but are also related to 
equity. From the distributive point of view, replacing payroll-based contributions with 
value-added taxes, for example, tends to increase the regressive character of the taxes or 
contributions. Payroll-based contributions are generally proportional or progressive in 
relation to income, while indirect taxes befall lower-income people more strongly. 
Moreover, with simultaneous effects on distribution and allocation aspects, the difficult 
discussion ensues regarding which productive sector or type of firm should be 
burdened and which should benefit from the tax structure. Incentives given to sectors 
based on cheap labour and disincentives given to firms that innovate technologically 
deserve careful consideration. Finally, doubts emerge as to whether the dead weight 
generated in the goods market will not exceed that of the labour market. Finally, from 
the point of view of stabilization, the extent to which the substitution of incidence 
bases will affect total collection should be verified. 

The second argument to consider in the relation between social security efficiency 
and the labour market would be the Laffer curve. Smaller payroll-based contribution 
aliquots might stimulate formalization, besides encouraging firms to employ more and 
the workers to work more. As a result, even if the government loses in the collection 
from each payer, it would gain from stimulating the expansion of the contribution 
base. The counter-argument is quite pragmatic: fiscal conservativeness. In principle, 
there is no guarantee that a reduction of the contribution aliquot will encourage 
individuals to produce more in a way that will compensate the smaller aliquot.  

The last aspect that associates social security with the labour market refers to the 
incentives that a social security regime could have over an insured person’s decision to 
abandon the labour market prematurely. An efficient economy makes the most of its 
production factors. Social security plans that allow early retirement discourage the full 
use of labour, as the insured will no longer produce to enjoy their retirement because 
they will have the benefit of an income without the disutility caused by labour.  

The second aspect where Social Security could alter individuals’ decisions and 
promote resource allocation different from that of the free market would be the savings 
decision. Economic theory does not offer a final conclusion concerning the impacts of 
Social Security on accumulation of capital. Social security can encourage an individual 
to save less because social security would provide the resources that the individual was 
previously forced to obtain by means of saving. There would be no need to save as 
much for retirement, since the government will pay the benefit. However, national 
saving can be increased if individuals believe that the government will not pay the 
benefits promised or if there are other reasons to save apart from forming a reserve for 
the purpose of retirement, such as precautionary saving. In the latter case, the increased 
public collection could exceed a possible drop in private saving and therefore increase 
national saving. For not trusting the government or for saving for reasons other than 
retirement, the private sector would not promote substantial alterations in its saving. 
Nor is there, from the empirical point of view, enough evidence to determine the 
impact of Social Security on saving. 

The last aspect referring to Social Security and allocation is related to the 
composition of the investment portfolio. There are two different approaches. In the 
first place, it is possible to investigate whether the existence of a social security regime 
would alter the way people invest financially, e.g., if Social Security influences the 



 

ipea fiscal development bulletin | 01 | Jun. 2006 31 

composition of the portfolio among real estate, fixed income and variable income. 
Another example: tax incentives combined with long-term saving can alter the way 
agents make their financial investments. Regarding the former aspect, there is no 
empirical evidence or theoretical facts that allows drawing an unambiguous 
conclusion. A second approach would consider countries such as Brazil, which 
regulates the applications of institutional investors such as retirement and pension 
funds. For this situation, since there is direct imposition of quantitative limits, 
regulation changes the composition of the portfolio, except in cases of very flexible 
regulatory structures. 

The other side of the loss of efficiency caused by Social Security is related to the 
administrative burden. As a positive aspect of the Brazilian case, it should be noted that 
the costing and personnel expenditure of the General Regime of Social Security 
(RGPS) is around 3% a year of the total collection and expenditure of the National 
Institute of Social Security (INSS). For the purpose of comparison, there are private 
social security plans managed by large national banks whose administration fee reaches 
5% a year on the investment value. It is clear that a thorough analysis would require 
comparison between the costs of the administration fee and the benefits gained by it. 
However, when taking into account the complexity, the geographic distribution and 
the catering to various social groups, the 3% fee of the RGPS is not high.  

A second positive aspect referring to the administrative burden is related to the 
payment of benefits after they are granted. Very few benefits are deposited 
inaccurately or not corrected as determined in legislation. This saves time and 
confusion, and reduces the need for staff to ensure the operation of the administrative 
apparatus. 

The downside of the administrative burden is related to the complexity of the 
legislation on social security collection and granting of benefits, which imposes several 
costs particularly on small companies, as well as time spent in queues for INSS services.  

In conclusion, it should be noted that, given society’s choice for the existence of 
a social security regime, its design must minimize the loss of efficiency caused by 
distortion of incentives, the so-called dead weight, as well as the administrative 
burden. However, two comments should be made to balance this point of view. In 
the first place, public policies are not based only on efficiency principles. In societies 
marked by inequality, as in the case of Brazil, issues related to equity must be taken 
into account. Secondly, a shortsighted behaviour regarding the formation of saving 
on the part of individuals may lead to negative externality and more poverty in the 
absence of an appropriate social security system. In this way, poverty reduction as a 
consequence of Social Security actions could generate a positive externality for society 
as a whole. In other words, the existence of social security regimes is justified by 
market imperfections, to the extent that Social Security does not only generate dead 
weight, but it also serves as a potential reducer of inefficiencies generated by the 
market itself and by individual decisions. 
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