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To Leila, who loves Brazil as much as I do.
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Vinod Thomas’s book is not a view from the outside, or a foreigner’s work.
It is the work of someone who has made himself a part of Brazilian society
and who, from inside, offers reflections on Brazil—which, as Tom Jobim
says, “is not a country for amateurs.” 

The overarching theme of the book is the right one: development in a
land of contrasts. Let us remember that Roger Bastide, who also observed
Brazil from inside in 1957, entitled his book Brazil, Land of Contrasts.

What has changed since then? Almost everything, and yet the contrasts
remain.

There have been large economic, social, and political changes. The
mass of society is far more expressive and politically involved today. We
need only recall that in the first return to democracy, in 1945, the country
had 7.4 million voters, about 11 percent of the population. Today it has
120 million voters, or 67 percent of the population. 

The economy has been modernized, the capitalist ethos has spread
across the regions, mass communication has reached every part of the
country, and basic education (though of varying quality) has become
almost universal. Poverty has been reduced, but inequality remains ex-
tremely high. Moreover, the country has become more violent and prone
to disorder. Meanwhile, the state has become weaker and less present
where it should be present (in the slums and urban fringes), and more
present where it should not be. 

Vinod Thomas captures remarkably well the transformations of the
1990s, when Brazil deepened its insertion into the global economy,
opening to imports and to foreign direct investment on the one hand and
increasing its competitiveness on the other. This led to a great expansion

FOREWORD: A NEW LOOK AT THE LAND 
OF CONTRASTS

João Paulo dos Reis Velloso
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of exports and to the return of large trade surpluses, increasing consider-
ably the share of trade in the country’s gross domestic product. A large
number of businesses began to export goods on a continuing basis.

However, there is an unfinished agenda with two main imperatives.
The first is the need to enter a new and sustainable growth cycle. We

seem to have emerged from the low and unstable growth of the 1980s and
1990s. But the country still needs to overcome the macroeconomic
syndrome, resulting from the linking of the public debt to the exchange
rate or to the SELIC basic interest rate. In addition, we need to boost our
competitiveness, using innovation to build the potential of business
enterprises.

The second concern is the reform agenda, especially the economic and
institutional reforms that are highlighted by this book. In particular, given
the current political crisis, the reform of Brazilian state institutions of the
executive, legislative, and judicial branches is a priority. The time has come
to promote a true revolution in the productivity of the state and to over-
haul its structure—similar to what was done in the 1990s for the compet-
itiveness of the private sector.

Finally, social and environmental issues must remain a high priority.
With actions along these lines, we may look toward a future of hope,

despite everything.

Rio de Janeiro, September 2005

João Paulo dos Reis Velloso, a former minister of planning in the Brazilian
government, is general coordinator of the Fórum Nacional and a professor at the
Escola de Pós-Graduação em Economia, Fundação Getulio Vargas.
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Interest in Brazil comes from all directions. People everywhere just seem
to like the Brazilians and Brazil—for the country’s enormous diversity, the
warmth and friendliness of its people, its stunning landscape, and many
other reasons, both widespread and personal.

The country’s socioeconomic development also evokes much interest.
For foreign observers and Brazilians alike, there are important lessons to
be learned in examining how Brazil has made its recent gains. The coun-
try sharply reduced inflation in the second half of the 1990s and stabilized
the economy early in the present decade, in a period that straddled two
administrations. It achieved one of the fastest expansions in coverage of
basic education over the past two decades, starting from a very unfavor-
able position. And it sharply lowered the incidence of HIV/AIDS from
original projections for the 1990s and beyond.

There are tough challenges as well. Despite a favorable share of educa-
tion spending in gross domestic product (GDP), Brazil lags behind many
other middle-income countries in secondary education enrollment and
completion rates. Even though Brazilian institutions and policies are rela-
tively well developed, the country suffers from enormous ecological prob-
lems of water management and a sharply risen rate of deforestation. The
lack of rehabilitation and maintenance of basic infrastructure, as well as
the need for regulatory reforms for infrastructure and energy investments,
remain bottlenecks to growth. 

Political reform has been a priority and has been brought to center
stage by allegations involving election campaign funding and its relation
with government contracts, the securing of congressional votes and their
influence on government policies, and other improprieties. The scale and
scope of the charges are surprising, and at this writing, as of the second

PREFACE
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quarter of 2005, the final results and implications of the congressional
hearings are not yet clear. What is clear is that punitive actions and polit-
ical reforms in the wake of this crisis are essential to turn the situation
around to the benefit of Brazilian society. Failure to act will squander a
crucial (although unfortunate) opportunity for progress.

In the first years of the twenty-first century Brazil has opened itself
more to the outside world. It is building on the achievements of the previ-
ous decade and charting much-needed new directions. The crucial ques-
tion is whether the country will seize the moment to realize the upside
possibilities, or whether it will miss this opportunity. From the increase in
the volume of writings about Brazil, it is evident that the country’s
prospects and challenges and the significance of the present period have
not been lost on anyone. 

I had the good fortune to observe much of this ferment from a close
vantage point as the director of the World Bank’s program in Brazil from
mid-2001 to mid-2005. I also spent a year and a half in the early 1980s in
Brazil, teaching urban economics at the University of São Paulo, which
gave me a longer perspective on Brazil’s recent history. Much of this book
is infused with my personal experiences in Brazil as participant and spec-
tator over the past four years—as director of the World Bank, economist,
and fond observer of Brazilian life. That perspective winds through the
book, lending a more intimate and personal interpretation to some of its
formal analysis. I offer these views in the hope that the more informal
focus will bring out fresh insights. 

The beginning of my term in Brazil was marked by great uncertainties
surrounding a governmental transition and a high degree of macroeco-
nomic instability. The new administration reestablished macroeconomic
stability quickly, and the country strengthened its macroeconomic funda-
mentals. The turbulence at the time of my departure related to a host of
serious allegations involving governance and political institutions. The
hope now is that Brazil, as it has done in the past, will use the context of a
crisis as a springboard for much-needed reforms.

Written in the first half of 2005, this work draws on my attendance at
various discussion forums in the country since 2001; on interactions with
government leaders at the national, state, and local levels; on my readings
about Brazil; on visits to all regions and most of the states in the country—
and on my personal views. 

Discussion forums included debates about the investment licensing
regime at the Economic and Social Council, seminars on macroeconomic
management at the Institute for Applied Economic Research (IPEA) and
Catholic University (PUC), reviews of income distribution at the Institute
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for Labor and Society Studies (IETS), explorations of the knowledge
economy at the National Forum, discussions of urban issues at the
Fernand Braudel Institute, a review of the lessons of the 1990s at the
University of São Paulo, discussions of social-environmental inclusion
with civil society groups, and exchanges of ideas with youth leaders.

I met with government leaders in partnership programs such as Family
Grants, Family Health, and Urban Transport at the federal level; in sup-
port of state strategies in Bahia, Ceará, Espírito Santo, Maranhão, Minas
Gerais, Paraná, Pernambuco, Rio de Janeiro, Rio Grande do Sul, São
Paulo, and others; and in investment discussions with the municipalities of
Belo Horizonte, Betim, Recife, São Paulo, Teresina, Uberaba, and others.

In preparing for this work, I also drew on some of the voluminous writ-
ing and commentary on Brazil, especially by Brazilian experts. These writ-
ings include the work of Brazilian entities such as the Getulio Vargas
Foundation, IPEA, University of Brasília, PUC, University of Campinas,
and the University of São Paulo. It also includes analyses by international
development organizations such as the UK Department for International
Development, the Inter-American Development Bank, the German
development agency Kreditanstalt für Wiederaufbau, and the United
Nations Development Programme, as well as from environmental sources
such as Conservation International and the World Wildlife Fund. The
work also reflects reviews of reporting in the Economist and other journals
and papers. 

Also important was the extensive work of my colleagues at the World
Bank, especially the economic and sector work. This included what were
called the Policy Notes (World Bank 2004b), briefs on policy issues pre-
pared for the benefit of the incoming government of Brazil in 2003. I am
indebted for the close collaboration and support of these colleagues during
these years. Without it, this work would not have been possible. 

With so much information already in the public arena, what I highlight
in this book is selective. My hope is that this approach will complement
other writings by bringing out less-emphasized but crucial issues and thus
presenting a sharper picture of Brazil’s true opportunities and the means
to capitalize on them. The book will have served its purpose if it becomes
a basis for discussions of the long-term issues affecting Brazil in addition
to the day-to-day and short-term issues that usually crowd the agenda.

I bring together findings and observations in various stages of develop-
ment, including research presented at technical seminars, views expressed
during policy discussions, and comments of people whom I have met. An
actual day at work during my Brazil posting pretty much provided such a
mix of findings and observations. My wish is that integrating these
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perspectives within a common framework will give us a compelling
perspective while maintaining intellectual rigor.

Based on all this, let me mention my main conclusions about Brazil at
the outset. They are threefold. First, the country has among the best
prospects in the group of large world economies, based on its human, nat-
ural, geographic, and institutional strengths and the potential for building
on them. But second, realizing this potential requires strong and urgent
actions by the government and Brazilian society in a second phase of re-
forms that is focused on the quality dimension. And third, while this re-
form agenda is ambitious, covering a number of areas, it is at the same
time realistic and pragmatic, because progress in one area feeds progress
in others in a virtuous cycle.
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Brazil’s strengths and its potential are legendary. It has an entrepre-
neurial population, a wealth of natural resources, a rich history
and culture, and evolving democratic institutions. The country
has made notable progress in many areas in recent decades, from

improvements in economic institutions and macroeconomic stability to
new levels of excellence in music and sports. 

The economy also faces very difficult problems. Among them are the
high degree of social inequity, unstable economic growth, and the special
policy needs of macroeconomic stability. Pressing policy concerns include
reforming a costly social security system, a slow judiciary process, and an
inflexible labor market. All agree that the task is to confront these prob-
lems before they become even more difficult to resolve. That applies to
political processes as well, because underlying the socioeconomic dilem-
mas are political and governance matters in need of urgent reform.

The country is at a crossroads: it can move to tap its vast potential, or
lose the precious opportunity. Key to this question is the implementation
of socioeconomic measures, in turn facilitated by political reforms. The
path that Brazil chooses in this respect will decide whether the country can
substantially improve the quality of life of the majority of Brazilians or
instead leaves them further behind. In light of the economic and social
circumstances of the country, this is a critical choice.

BRAZIL’S GOALS

No one has a crystal ball. Across a wide range of countries, predictions
about development have been surprisingly wrong. In the 1950s the inter-
national community published a series of reports that ranked Burma (now
Myanmar) and the Philippines as the best prospects in Asia, followed by

INTRODUCTION

Whatever the starting point, it’s the journey that matters.
—Cora Coralina, Brazilian poet



Indonesia, with Thailand and the Republic of Korea at the bottom of the
list. The next 50 years witnessed an exact reversal of these predictions. We
may think we know a country’s prospects, but going forward, things may
turn out in quite unexpected ways.

Brazil is a mystical country in many respects, but there is no magic so-
lution to the challenge of development. I have observed reform episodes
up close and seen their varying degrees of success. One example is Brazil’s
success with inflation targeting and the establishment of fiscal responsibil-
ity in a highly decentralized federal setting. Insights came from a get-
together in May 2002 of World Bank country directors of eight large
developing economies—Brazil, China, India, Indonesia, Mexico, Nigeria,
the Russian Federation, and South Africa. Central Bank Governor
Armínio Fraga spoke of Brazil’s management of monetary and exchange
rate policies and about how they complemented implementation of fiscal
discipline at decentralized levels. 

On fiscal decentralization in Brazil, I also benefited from a comprehen-
sive presentation in that year of how things really worked institutionally
by the then executive secretary of finance, Amaury Bier, at a seminar on
municipal finance organized by Caixa Econômica Federal and the
Ministry of Finance. These reviews also made clear the need for far greater
progress in achieving results on the ground from the very sizable govern-
ment revenues and expenditures. 

My experience with Brazilian policies continued when my World Bank
colleague Joachim von Amsberg (now the World Bank’s country director
in the Philippines) and I met with the economic teams of the various pres-
idential candidates well before the elections of 2002—meetings made pos-
sible because of the good country relations enjoyed by the World Bank.
Early on, we met twice with Antonio Palocci, later finance minister, and
his colleagues in their temporary offices in São Paulo. These meetings
proved to be invaluable in exchanging ideas, especially as we had had little
contact with this team previously. 

The inauguration of the new government of Luiz Inácio Lula da Silva
in January 2003 marked a structured and peaceful democratic transition.
President Lula took over leadership of the country following eight years in
office of President Fernando Henrique Cardoso. The transition was one
of sharp changes in substance and style, but by world standards it also
showed remarkable continuity in institutions. The new government’s re-
solve to ensure a rigorous focus on macroeconomic stability surprised
many, and markets reacted positively. This management of the macro-
economy has been coupled with a desire for social progress, a homegrown
approach that some have labeled the Brasília consensus, in contrast to the
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so-called Washington consensus which emphasized only economic stabi-
lization and market liberalization.

The expectations for the new leadership, both inside and outside Brazil,
were enormous. There was the possibility that Brazil would finally con-
front its acute inequities through democratic processes. This remains a
priority but as an unfinished agenda. There were also expectations for a
higher standard of ethics in politics, but the allegations of irregularities in
electoral campaign financing and in the administration’s actions to obtain
congressional support brought great disappointment in this respect. That
said, the nature of congressional and judicial processes and the intense role
of the media reflect a higher level of transparency and the progress of
democratic institutions in the country.

This book starts from the premise that Brazil’s goal is to improve the
well-being of its people, in all dimensions. On one dimension, Brazil is well
advanced. If there were a measure of gross domestic happiness—a concept
that the Kingdom of Bhutan has adopted in its developmental vision—
some might put Brazil among the top of the list, given the country’s in-
come. There is no simple way to corroborate this hunch. But in field visits,
even to the poorest communities, you can see the enormous positive ener-
gy and the ready smiles on people’s faces—be it at festas juninas, carnaval
festivals, soccer games, the beach, gatherings in parks, or just visits to
homes. Brazilians who live abroad have a revealed preference always to re-
turn to Brazil. Foreigners, too, seem to want to stay on in the country, find-
ing it difficult to leave. At a recent management review, I asked whether a
new expatriate staff member was happy in Brazil. The reply from that staff
member’s Portuguese-born manager, Paulo de Sá, was quick. “Who isn’t?”

There is as yet no objective measure of gross domestic happiness, al-
though Nobel laureate Daniel Kahneman and others have made efforts to
measure people’s satisfaction. Even if not going fully to the roots of peo-
ple’s happiness, concepts of welfare are central to economic discussions.
However, none of the measures we usually work with adequately captures
people’s welfare. Income and poverty estimates based on income, the most
common measures, fall short—sometimes by quite a bit. So, as we contin-
ue to search for other indicators to complement the income measures, for
practical reasons we accept income measures of well-being in much of
what is covered here. But income measures must be augmented by dimen-
sions of quality. These dimensions apply to efforts made, such as public
expenditure targeting, as well as to outcomes, such as the impact of health
care. But the starting point along much of the way is per capita income,
which brings us to the question of growth as a central ingredient of
development.
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This review considers the generation of more and better growth to be
a fundamental goal for Brazil. Many wonder why Brazil is not growing at
the rapid rates seen in China and India or in Asia more generally. The
country’s strengths lie in three sets of assets: human and social capital,
physical and financial capital, and natural and environmental capital. Its
prospects arise from the possibilities for using that capital with increasing
efficiency and productivity. 

But growth rates in the past quarter century have been anemic, because
of constraints to more rapid, inclusive, and sustainable growth, many of
them self-imposed. First, the debt burden, accumulated over past decades,
constrains physical capital and limits new investment. Fiscal management
in recent years has been a model of discipline in strategy and implementa-
tion. But the weight of the social security regime and inflexibilities in the
tax and expenditure regimes are large and growing challenges.

Second, acute income inequality and its legacy of social exclusion have
constrained human capital and limited growth. Growth itself is unlikely to
make enough of a difference to poverty unless the growth process be-
comes strongly inclusive.

Third, the pattern of past growth has been based on subsidies for phys-
ical capital and on the exploitation of natural resources without adequate
concern for sustainability. For growth to be sustained, sustainable, and in-
clusive, a better valuation of the country’s wealth would help.

Thus, there is a reciprocal relationship between the quantity of growth
and its quality. Better quality of growth—growth that is more inclusive
and sustainable—can produce better results for people. And it can also ac-
celerate the long-term rate of growth.

The twenty-first century offers unprecedented opportunities for coun-
tries to participate in and share the rewards of growth. Each of the other
large developing countries—China, India, Indonesia, Mexico, Nigeria,
Russia, and South Africa—is at a different point with respect to its own
possibilities and problems, and each has many lessons to offer the others.
Interestingly, the new World Bank country director for Brazil is South
African–born John Briscoe, most recently senior water adviser in the
Bank’s South Asia Region, based in India. For Brazil, the vital question is
whether and how socioeconomic and political reforms will be pursued
with urgency and staying power. There have been very important reforms
in recent years. Yet far more is needed, and needed now with urgency, if
the course of progress is to change significantly. 

Is it possible for Brazil to carry out a bold agenda of actions, and in this
way, achieve its upside potential for welfare improvements? I believe the
answer is yes—but with important qualifications. 
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The current phase of reforms aimed at such basic targets as the primary
surplus continues to be necessary, but it needs to be complemented by a
second phase of reforms. As emphasized throughout this book, this phase
must go beyond quantitative goals and increasingly target the quality di-
mensions. These include improvements in the quality of public spending
that can promote greater inclusiveness of the growth process. Also in that
agenda is the encouragement of science, knowledge, and innovation that
can bring about greater competitiveness in global investments and trade.
Investment in natural assets is yet another priority that can make
the growth process more sustainable and help deliver on the country’s
dynamic edge.

And so the main conclusion is this: Even with the economic and politi-
cal difficulties of recent years, I believe Brazil’s comparative perspective is
among the best in the developing world. This assessment is grounded in
the country’s unique human and natural assets as well as its institutional
track record. But it is also crucially predicated on serious and timely ac-
tions, most importantly the implementation of the economic and political
reform agenda—with urgency. 

INTERRELATED THEMES

In building toward this conclusion, chapter 1 focuses on the Brazilian econ-
omy, viewed from a global perspective. It looks at the conventional issues
of growth, investment, trade, macroeconomic stability, poverty, and re-
gional differences. But this review also brings out some less conventional,
interrelated themes (figure 1). These are the subject of the remaining
chapters.

Chapter 2 is about welfare, the well-being of all Brazilians. What is the
likely extent of welfare differences among people across regions and across
municipalities? How do these differences vary as we expand beyond the
usual measure of money income to encompass such factors as education,
health, public services, pollution, crime, and violence?

The review reveals striking differences in monetary incomes, but also
large adjustments when other factors are included. Some of these adjust-
ments accentuate the money differences; others reduce them. These dif-
ferences and adjustments suggest that Brazil can more readily achieve its
potential with an emphasis on both growth and the distribution of growth.
Given the country’s special conditions, it seems essential to support a more
growth-oriented climate, while pressing ahead with well-targeted
programs for greater equity.
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Linked to people’s well-being is the productivity with which the coun-
try uses all its resources, the topic of chapter 3. How have investments in
physical, human, and natural capital affected performance? What is the
special contribution of total factor productivity?

Brazil’s particular situation would seem to call for a special emphasis on
the productivity of capital. This has varied greatly over time in Brazil, with
productivity gains and declines. This suggests considerable gaps in
productivity today and, by the same token, substantial possibilities for
raising productivity. The fiscal constraints to expanding investments place
a premium on actions that can help increase their productivity. An
emphasis on the productivity of all factors also has the best chance of
making the growth process more inclusive and less biased in favor of
physical capital.

Well-being is also related to the sustainability of the development
process, in particular the sustainable use of the country’s natural resources.
Given the country’s wealth in natural resources, chapter 4 inquires into
the role of environmental management for improving people’s welfare.
Brazil’s prospects for the long term depend on how it values some of its
special advantages, which include natural resources.
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Some may ask why a book on Brazil’s socioeconomic development, es-
pecially one written by a macroeconomist, pays so much attention to the
environment. First, arguably in no other country do natural resources
represent such a potential source of growth and poverty reduction. Invest-
ing in them rather than destroying them is crucial for Brazil as it seeks to
boost the welfare of its people. Second, the scale of Brazil’s natural wealth
means that protecting this wealth is not only a Brazilian priority but a
global one. This is especially so as increasing evidence points to environ-
mental destruction as one of the key factors in climate change, natural dis-
asters, and epidemics. Third, despite all this, the environment gets little
attention in crucial policy discussions. This book seeks to deal with im-
portant but relatively neglected issues. 

Underlying these questions of welfare, productivity, and sustainability
is society’s support for needed reforms. Chapter 5 turns to the issue of
institutions and governance. How important are the workings of insti-
tutions for policy change, and do they advance or impede reforms? 

It turns out that institutions have much to do with the effectiveness of
the reform agenda in each of the priority areas. These concerns span the
economic, social, and political arenas. Brazil has strong institutions in
some respects and significant gaps to overcome in others. And because
its institutions are interlinked, each affects the other. For example,
institutions of fiscal management, of social transfers, and of people’s par-
ticipation jointly determine the effect of social programs on poverty and
income distribution. This realization calls for an integration of institu-
tional factors in the reform process.

Chapter 6 deals with quality in the change agenda. This is the overar-
ching feature that emerges from each of the key areas and its link to insti-
tutions. On the side of inputs into the process, how can a focus on the
quantitative aspects, such as the size of the fiscal deficit, be complemented
by a concern for quality, such as the effectiveness of expenditures? And
how can quantitative targets, such as school enrollment, be complement-
ed by quality factors, such as educational results?

This concern could be driven by a turn in the agenda toward a focus on
the quality of reforms in the next phase. Targets on quantity remain impor-
tant, but those on quality provide important complementary information,
even if they may be harder to quantify. For example, enrollment rates may
be easy to monitor, but the quality of educational outcomes is more im-
portant since it is the learning outcomes and not the enrollment rates that
underlie the payoffs to educational investments. The crucial question
might be how institutions can support such a shift. 
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Chapter 7 pulls together the main themes, laying out some conclusions,
but also noting some unanswered questions about Brazil’s journey and areas
worthy of further examination.

Tying the various strands together makes clear the interaction among
the key economic, social, and environmental, as well as political steps. It is
often suggested that economic stabilization must precede economic
growth, or that growth must precede a better income distribution, or that
investments in people or in the environment might have to wait. Surely
there are tradeoffs in various respects, but equally, there are huge comple-
mentarities in the Brazilian situation. They suggest, for example, that
more growth could come from greater social inclusion, or that greater
poverty reduction could come from more environmental protection.
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No observer can miss the sheer size and scale of the Brazilian
economy. Brazil is the fifth-largest country in the world in both
population and geographic size. With an average income of
US$3,090 (2004, at current exchange rates), Brazil is the world’s

fourteenth-largest economy (World Bank 2005b). If the growth rates of
2004 are maintained, Brazil could be among the top five economies by
2050, together with China, the United States, India, and Japan (Wilson
and Purushothaman 2003).

Brazil is also a highly urbanized country. At the Third International
Urban Symposium in Brasília in 2005, Ermínia Maricato, the executive sec-
retary of the Ministry of Cities, laid out the scale of Brazil’s urbanization. In
1900 Brazil had 17.4 million inhabitants, 90 percent of them living in rural
areas. A century and a few years later, the population has risen to 180 mil-
lion, and 82 percent now live in cities. The metropolitan area of São Paulo,
with an estimated 18.3 million people in 2005, is among the five largest
metropolitan areas in the world, along with Tokyo-Yokohama (35.3 mil-
lion), Mexico City (19.2 million), New York–Newark (18.5 million), and
Mumbai (18.3 million) (United Nations 2005). São Paulo’s economy by it-
self is larger than Argentina’s. Within Latin America, the economy of São
Paulo is smaller only than the national economy of Mexico, which runs
neck-and-neck with Brazil, depending on the year and type of comparison.

Brazil is home to the world’s largest tropical forests, followed by the
Congo and Indonesia. The expanse and richness of the Brazilian Amazon
region is without parallel. Brazil, China, and Indonesia have the greatest
diversity of mammals and birds in the world (Capobianco 2001). Brazil
also has the largest reservoirs of freshwater, followed by Russia. Some
90 percent of Brazilian energy generation is based on hydropower.

Brazil’s internal differences are enormous; it is almost like several coun-
tries in one. This diversity means that the picture changes with the angle

CHAPTER 1

A WORLD OF DIFFERENCE

The Brazilian style is about holding one’s own without being a fanatic.
—Roberto DaMatta, Brazilian anthropologist



of perspective and the lens, and different strengths and weaknesses come
into focus depending upon the region and social sector being examined. It
is a country of extremes, a nation of contrasts. Surprises and paradoxes
abound.

A program called Vozes Jovens (Young Voices), encouraged by the
Brazilian government and the World Bank, helps to set up networks
of youth leaders. At a meeting in early 2005, the participants—from the
states of Amazonas, Bahia, Ceará, Mato Grosso do Sul, Pará, Paraná, Rio
de Janeiro, Rio Grande do Norte, Rondônia, and São Paulo—discussed
the large socioeconomic, racial, and cultural differences across the
country. All agreed that this diversity would be an asset if it could be
marshaled to improve people’s participation and contributions to social
programs—“if we can find greater unity in all this diversity,” as one
participant put it.

The country’s strong and weak points are reflected in the sharp fluctu-
ations in growth trends over the decades. Before the 1980s the pace of
growth was rapid. Brazil doubled its income per capita during 1961–79, a
record surpassed only by the later growth spurts in East Asian countries,
especially China and Korea. The period since 1980, however, has been
characterized by lackluster growth and stagnation. 

Studies that looked at the Brazilian growth miracle and its collapse
found that one reason performance was not sustained was the nature of
incentives for growth through import protection, capital subsidies,
fiscal deficits, and debt accumulation (see, for example, López 1998).
Another set of studies that tried to understand why Brazil’s growth has
stagnated more recently and what might revitalize performance and spur
long-term growth identified several key areas requiring attention: quality
of human capital formation, investment climate, and innovation, in
addition to continued macroeconomic stability (see, for example, World
Bank 2002). 

Another paradox is the approach to the environment. The Amazon
contains some of the richest ecosystems on earth, and the government has
a formal policy of protecting the forests. Yet by some estimates, burning
and clearing of the Amazon and other forests accounts for three-quarters
of Brazil’s greenhouse gas emissions and has made Brazil one of the world’s
leading contributors to such emissions. According to IPEA (2005), the un-
derlying cause is that the benefits of preserving the rich ecosystem do not
enter the economic calculus of those who have the power to make deci-
sions about it. And, arguably, no region in the world dramatizes the sense
of “paradise being lost”—of abundant natural wealth on the one hand and
rapid resource depletion on the other—as much as the Amazon.
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During the 2002 Conference on Sustainable Development in Johan-
nesburg, the environmental management of the beautiful Brazilian state of
Mato Grosso was showcased. But the state, a world leader in soy and
agribusiness, has recently been clearing vast areas of forests at an acceler-
ating rate. It is puzzling to see the state abandon its previous environmen-
tal progress. I remember my visit in 2004 to Mato Grosso. It was obvious
by then that deforestation had reached an all-time high: the skies were
clouded by thick smoke from the burning of forests, and health costs were
beginning to be evident. Since that visit, my team and I have had several
conversations with the state’s governor, Blairo Maggi. Given the collapse
of the environmental record during the agribusiness boom of the past
three years, the urgent question is how credible actions for environmental
licensing and zoning and against illegality and corruption in Mato Grosso
can reverse the disastrous environmental outcomes—especially as this
damage will hurt agribusiness interests in the end. The same question can
be asked in other states as well.

Institutions are another area of strengths and weaknesses. An influen-
tial seminar in 2004 of the Economic and Social Council, led by Minister
Jaques Wagner, considered the country’s elaborate licensing regime and
the process of fiscal controls. It was clear that the system in Brazil is ad-
vanced compared to those in other countries, especially in its unique con-
tribution to environmental management. But it was also apparent that the
system represented a bureaucratic deterrent to establishing a conducive
climate for enterprises. During the seminar, specific directions were laid
out for streamlining the licensing process and reducing these costs for
businesses, along with advice for further improving environmental
protection. The meeting reflected both the complexity of the issue and the
institutional strengths and weaknesses of the Brazilian system.

The key question, then, is how all this diversity and richness can con-
tribute to the betterment of people’s lives rather than being underutilized
or wasted. How can the evolution of the Brazilian economy and society
build on the country’s strengths rather than bypass them? And how can
policy actions promote better performance rather than postpone it? In this
and other matters, the state governors of Brazil have a decisive role to play
in showing the right way forward. The remainder of this chapter consid-
ers these questions and outlines cross-cutting themes that receive further
attention in the rest of the book. 

Concern over political processes in the country dominates the discus-
sions. The issues of weak governance and corruption in Brazil are not new,
nor are they without parallels in numerous other emerging democracies.
Much has been written about the subject, and there are well-advanced
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presentations of priorities for political reform (see, for example, Reis
Velloso 2005). Reshaping the country’s political institutions is one of the
keys to lasting progress. But an in-depth analysis of these institutions and
processes is beyond the scope of this work.

GROWTH TRENDS AND PATTERNS

Economic growth is a matter of great interest everywhere. In Brazil the is-
sue attracts attention in terms of both the potentialities of the country and
the constraints involved. Brazil had one of the highest economic growth
rates in the mid-twentieth century, behind only Japan and Korea. But the
debt crises of the 1980s and 1990s soon created a drag on economic
growth in Brazil and throughout Latin America. These decades saw the
return to civilian government in Brazil, a new constitution, and the estab-
lishment of civil responsibility, leading up to the Real Plan and the re-
forms of the Fernando Henrique Cardoso era (1995–2002). For Brazil and
for Latin America as a whole, however, the sluggish economic perform-
ance of the past two decades has led to a profile of low growth.

Meanwhile, first East Asia and later South Asia began chalking up high
and sustained growth rates. Per capita incomes have doubled twice in East
Asia since 1980 and have doubled in South Asia since 1985. Brazil and
Korea had about the same income per capita a quarter century ago, but
today Korea’s is three times higher.

Between 1990 and 2003, Brazil’s growth of less than 2 percent a year
was well behind India’s 5–6 percent and China’s 8–10 percent (table 1.1).
Growth in Brazil improved sharply in 2004, to about 5 percent. There is
the possibility that in 2006 the country would raise its growth rate above
the inflation rate; if so, it would be for the first time in 55 years, according
to data from the Brazilian Institute of Geography and Statistics (IBGE).
The key question, explored in subsequent sections, is whether such growth
can be sustained in the years to come. 

In discussions of growth episodes, countries of East Asia provide the
perennial comparisons. Considerable intellectual energy has gone into ex-
plaining East Asia’s phenomenal growth performance. Explanations range
from such proximate reasons as the role of sectors (manufacturing and
industry, for example) and activities (such as trade), to the contribution of
investment and productivity, to more fundamental aspects of society such
as institutions and culture.

Saving and investment rates in East Asia have surpassed those of Latin
America for decades. China’s gross domestic investment rate is more than
35 percent of GDP, while Brazil’s is 20 percent. 
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Equally striking are the differences in total factor productivity growth
(TFPG), discussed in more detail in chapter 3. TFPG explains a third of the
growth in East Asia during 1960–2000 (World Bank 1993); it accounted for
half of growth in the United States until the 1970s (Loayza and Calderón
2002). Brazil had a high share of TFPG in growth during its high-growth
period of the 1960s and 1970s, but TFPG was negative during the subse-
quent two decades of low growth. 

Constraints on growth have included the burdens of past fiscal deficits
and of large debts and debt payments. Rising social security transfers and
the inflexibility of the budget have been major contributors to these
constraints.

Brazil has two main retirement systems that operate on a pay-as-you-go
basis: a system for private sector workers and another for public sector
workers at the federal and subnational levels. Pension system expenditures
and deficits rose rapidly during the 1990s, reflecting generous benefits for
the public sector and lax eligibility criteria introduced by the 1988 consti-
tution. A result was a rapid buildup in fiscal deficits and public debt in the
1990s. Yet it is important to note that up to 60 percent of workers are em-
ployed in the informal sector, implying that some 48 million people are
not linked to social security (Pastore 2005).

Brazil’s high debt level left it particularly vulnerable to the international
financial perturbations set off by the Russian and East Asian financial crises
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Table 1.1 Growth Rates of Real GDP: Selected World Regions and Countries 
(average annual percentage)

Region or country 1960s 1970s 1980s 1990s 2000–3

Latin America and Caribbean 5.2 5.6 1.7 3.0 1.2
Brazil 5.9 8.5 3.0 1.8 1.9
Mexico 6.8 6.4 2.3 3.4 2.1

Sub-Saharan Africa 4.7 4.1 2.2 2.1 3.4
Nigeria 2.9 7.0 0.9 3.1 4.9
South Africa 6.2 3.4 2.3 1.4 2.9

East Asia and Pacific 3.8 7.2 7.7 8.0 7.2
China 3.0 7.4 9.8 9.7 8.3
Korea, Rep. of 8.3 8.3 7.3 6.3 5.6
Indonesia 3.7 7.8 6.4 4.8 4.0

South Asia 4.2 3.0 5.7 5.4 5.2
India 4.0 2.9 5.9 5.7 5.4

Eastern Europe and Central Asia — — — �1.7 4.7
Russian Federation — — — �4.9 6.8

Source: World Bank data.

Note: — � not available.



of 1998–99. The government responded with broad fiscal reform,
especially changes in subnational finances, and a constitutional amend-
ment to enable pension system reforms in 1998 and 1999 and again in 2003.
Even with these actions, the pension system’s contribution to the public
sector deficit is about equivalent to the primary surplus (the fiscal balance
excluding interest payments). And budget rigidity has limited fiscal reform
possibilities. All this has hurt the climate for investment and growth.

The generation of primary surpluses has been a vital component in
addressing the debt situation and is therefore a topic of great interest with
respect to macroeconomic stabilization in Brazil. The country’s fiscal
stance in recent years has generated solid payoffs in terms of macroeco-
nomic stability and credibility. Management of the fiscal balances contin-
ues to be an area for analysis and evaluation (box 1.1).

Brazil’s choices of primary surpluses in recent years have worked out
favorably, especially in balancing the need for sharply improving stability
and credibility. Going forward, an empirical evaluation of these relation-
ships would be valuable, in particular of the link between primary surpluses
and the debt profile, on one hand, and the effects on growth, on the
other. 

In addition to the level of the primary surplus, how it is generated
matters a great deal. On the expenditure side, its level, composition, and
quality determine the impact on growth. On the revenue side, increasing
already high taxes has a growth-reducing effect (Herrera and Blanco
2004).

There is no simple answer to these tradeoffs between an improved debt
profile and forgone growth, but one thing is certain: the better the quali-
ty of the adjustment through expenditures and taxes, the lower the price to
growth.

In Brazil and elsewhere, the macroeconomic underpinnings of growth
are complex, extending beyond fiscal stability. Actions to contain inflation,
when accompanied by exchange rate appreciation and high interest rates,
also impose a cost to growth, particularly to exports. Exchange rate appre-
ciation, by increasing the consumption of tradable goods, can act as a tax
on the already low saving rate. Continuing high real interest rates, part of
the framework for making transfers to creditors, could also depress invest-
ment. Not all the factors contributing to the high interest rates in Brazil
are fully understood. The underlying SELIC or basic interest rate (which
fluctuated within a range of 15.5 percent to 26.5 percent between mid-
2002 and 2005, and was 19 percent at the end of the third quarter of 2005)
reflects market perceptions of the Brazilian macroeconomic and debt
profile and risks and of the monetary policies imposed in response.
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Box 1.1 Determining the Size of the Primary Surplus

The higher the debt burden, the greater its potential cost to the economy,
and thus the more compelling the argument for generating a larger primary
surplus to help pay back the debt and improve future growth prospects.

At the same time, a larger primary surplus may also involve additional
costs, depending on the quality of the fiscal adjustment—for example,
depending on the extent to which it entails higher and more distortionary
taxes. Such adjustment could also reduce allowable expenditures today, in-
cluding public investment and growth opportunities. Yet it should be rec-
ognized that higher government saving can also provide a long-term basis
for public investment. The opportunity cost of a larger primary surplus in
terms of forgone growth will be higher in situations where the quality of
public expenditures is higher in terms of their impact on potential growth.

The figure below illustrates these points. The additional benefit from
a larger primary surplus is shown to increase, but at a decreasing rate for
any given level of debt, other factors held constant. The level of benefits
from generating a given primary surplus shifts upward from IB to IB�

when the level of debt is higher. The additional cost of a larger primary
surplus is shown to rise at an increasing rate for a given growth rate,
again ceteris paribus. Its level shifts upward from IC to IC�, the latter be-
ing associated with a more efficient public sector when the prospects for
growth related to public expenditures are better, because the forgone
growth would be greater. In this framework, the intersection of the incre-
mental benefit and the incremental cost schedules suggests the desirable
level of the primary surplus (as a share of GDP).

0 Primary surplus/GDP

IC�
IB�

IB

IC

Benefits, costs

The Incremental Benefits and Costs of Fiscal Policy

IB � Incremental benefits
IC � Incremental costs



Banking rates are several times higher, reflecting inadequate market
competition, government-directed credit, high reserve requirements, tax
rates, and risks.

There has been considerable analysis of the causes of Brazil’s low in-
vestment and slow growth in productivity in recent decades. In the public
sector, low investments relate to the need for fiscal adjustment as well as to
the composition of public spending in terms of the rise in current expen-
ditures. In the private sector investments are also connected to macroeco-
nomic constraints, but relate more directly to the high cost of borrowing
and to weaknesses in the regulatory framework governing investments, es-
pecially in infrastructure and energy.

Productivity growth has several important links to sectoral perform-
ance as well. Long-term growth requires investments in education of the
labor force, coupled with investments in innovation and knowledge.
Brazil’s lagging performance in secondary education is especially worri-
some in this regard. Delays in infrastructure investment, including im-
provement of roads, railways, and ports, have taken a toll on growth.
Weaknesses in the regulatory framework and bureaucratic costs also hurt
the climate for business.

Access to financial services, especially for the poor, is likely to be im-
portant for productivity growth. Brazil has a heritage of strong institu-
tional capacity. Institutions such as the National Bank for Economic and
Social Development (BNDES) possess capacity beyond that found in most
countries at comparable stages of development. But the question of how
the public financial sector can improve access for the poor still needs far
greater attention.

The public financial sector in Brazil is the sum of a complicated set of
special taxes, some of them inefficient. The source of financing is often
earmarked taxes, directed to finance specific sectors such as housing and
agriculture at subsidized rates. These arrangements have emerged gradu-
ally over time, and logic suggests that they are almost certainly suboptimal
from the perspective of more and better economic growth. 

In summary, ongoing efforts have created a more favorable debt level
and debt composition, which should allow more investment in the years
ahead. Tougher reforms in related areas of social security, labor markets,
and taxation could also make a big positive difference to the investment
climate and improve growth prospects. Improvements in income distribu-
tion would also be crucial. A more equitable distribution of income can
contribute directly to social stability and strengthen the chances of sus-
tained growth by including more people in the growth process. This is an
obvious point for a country such as Brazil, with its vast inequalities.
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TRADE AND INNOVATION

The areas of trade and innovation illustrate the large unexploited poten-
tial of Brazil. The nation’s resource endowments and technology level
provide a good basis for the development of science and technology, man-
ufacturing, agribusiness, and nontraditional enterprises of various types.
These are all areas of strength. But the country’s participation in global
trade has considerable room to grow. 

Even accounting for Brazil’s large size and large domestic market, trade
of goods and services as a share of GDP is relatively low at around 30 per-
cent in recent years, compared with about 60 percent in China. Exports of
goods and services rose from about 11 percent of GDP in 2000 to about
18 percent in 2004. Brazil’s recent export performance has been solid, with
exports exceeding US$100 billion from mid-2004 through mid-2005. The
country’s trade surplus was the seventh-largest in the world in 2004. There
is reason to believe that considerably more diversification and intensifica-
tion of exports is possible in the years to come. A more open trade regime
could work in Brazil’s interest by contributing to greater productivity,
better prospects for small and medium-size producers, advances in tech-
nology, and greater consumer welfare.

In much of the world, greater openness to imports and trade has been
accompanied by gains in productivity, and Brazil is no exception. Imports
subject domestic industry to more competition and provide competitive
inputs for domestic manufacturing, thereby improving technology, pro-
ductivity, and consumer welfare. Research suggests that the opening to
trade in Brazil during the 1990s was associated with a 6 percent increase in
productivity at the firm level for the relevant groups.

Greater openness to imports also creates short-term external financing
needs, a consideration that can weigh on the minds of policy makers. The
key is to allow the positive effects on productivity and growth to play out,
because over time this will more than compensate for any short-term fi-
nancing constraints. 

Brazil has made news with its success in nontraditional areas such as air-
craft, automobiles, wireless technologies, and biotechnology, aside from
agribusiness and the more traditional and important export sectors such as
coffee. Indeed, there are many areas of great potential for rapid export
expansion. An obvious one is tourism, especially ecotourism, to take
advantage of Brazil’s unique edge. What other country comes close to
Brazil’s wealth of attractions: the broad expanse of coastal areas and beaches,
the many national parks, the flora and fauna of the country’s diverse
ecosystems, the historic cities, the richness of cultures, music, and art? 
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One believer in the potential of cultural and ecotourism is Minister
of Culture Gilberto Gil, who has made presentations on Brazilian music
and culture to business interests abroad. The idea that Brazil could do
much more to promote its tourism earnings meets with wide acceptance.
Just as music, art, and culture are large foreign exchange earners in
countries such as the United Kingdom, they also could be for a country
like Brazil.

Countries in Asia, Europe, and Latin America that are smaller than
Brazil (Thailand, Greece, and Costa Rica, for example) earn more from
tourism as a share of GDP, and sometimes even in absolute terms. Brazil’s
economy is some 30 times larger than Costa Rica’s and roughly 3.5 times
that of Thailand, but still Costa Rica’s receipts from international tourism
are as much as one-half those of Brazil, and Thailand’s are four times
Brazil’s (2003). Data on Brazil’s potential in this and other nontraditional
export areas are convincing. What seems to be lacking is implementation
of the good ideas.

Foreign direct investment brings dynamic gains by advancing technol-
ogy and innovation. The gains are especially great when such investment
feeds into exports that rely on cutting-edge practices. But the discourag-
ing climate for enterprise that hobbles domestic investment also constrains
foreign investment, something recognized in the current reform agenda.

Actions at the state level are important. The states of Bahia, Minas
Gerais, and Rio de Janeiro, among others, show how a virtuous cycle can
be generated across the climate for enterprise, thereby increasing invest-
ment flows, employment generation, confidence, and support for more in-
vestments. At an event organized by the business leader Olavo Monteiro de
Carvalho in 2005, dozens of private sector leaders discussed the vitality and
the problems of Rio de Janeiro and Brazil. Rio’s strengths and challenges
are a blend of conventional issues and unconventional ones, which have few
parallels in other parts of the world. They call for an approach with a high
proportion of nontraditional elements. In this context, the private sector
group displayed both business acuity and a recognition of social priorities.

Despite predictions of a reversal in prospects, Rio de Janeiro has moved
up to second place in per capita income in Brazil (after the Federal Dis-
trict). In 2004 the state saw a record US$16.7 billion in investments and an
84 percent rise in new formal jobs. During 1994–2004 Rio’s economy
expanded at 32 percent while Brazil’s grew by 26 percent, and its industry
grew by 49 percent while Brazil’s grew by 26 percent. Petrochemicals were
important in this growth, but so were pharmaceuticals, iron and steel,
cement, and other sectors. Greater openness and technology transfer
would help even more.
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It is tempting, but wrong, to think that subsidies to capital could boost
trade and growth. Brazil already provides a sizable volume of subsidies, es-
timated at nearly 5 percent of GDP or 20 percent of the federal budget
(Calmon 2003). More than half of these subsidies go to industry, with
questionable impact on productivity. Social subsidies, in contrast, are
small, and environmental subsidies are completely absent, even though
both are more justifiable on grounds of positive externalities than subsi-
dies to industry.

Brazil is a leading producer and exporter of agricultural products, an
area of considerable unrealized potential. Its centers of excellence in agri-
cultural and genetic research present a valuable opportunity for leadership
in high-growth industries, adding value to the country’s abundant primary
exports. Organizations such as Embrapa (the Brazilian Agriculture
Research Corporation) and programs such as the Genoma project are
world leaders in their fields and should be part of modern Brazil’s growth
strategy.

Brazil’s abundant biodiversity affords another promising growth op-
portunity. The Kyoto Protocol’s Clean Development Mechanism allows
countries to trade carbon credits for reforestation. Brazil could continue
to pursue international alliances seeking similar mechanisms to pay for the
protection and sustainable use of its ecological wealth. Progress on devel-
oping such mechanisms has been slow, but could be accelerated. New pro-
posals are emerging on biocarbon projects, many based on reforestation
prospects, an area where few countries have the potential of Brazil.

If Brazil continues to deplete its Amazon inheritance at current rates, it
will damage its own prospects for economic growth. The key is to go be-
yond creating larger units for conservation and to mainstream biodiversi-
ty in the production landscape, investing in research and development to
maximize the sustainable use of Brazilian resources for long-term wealth
creation. This can happen in part through international transfers reflect-
ing the value of these resources as global public goods.

MACROECONOMIC STABILITY

Fiscal discipline is essential in all country settings. But the generation
of primary surpluses is of special interest in the Brazilian context for
macroeconomic stabilization in light of its important contribution to debt
management and the resulting implications for investment and growth.

Studies have traced the roots of Brazil’s high debt to the past develop-
ment strategies of import substitution, subsidies to capital, directed
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credit, and excessive borrowing to cover fiscal deficits. The resulting debt
crises of the 1980s and 1990s neutralized and even reversed decades of
progress.

Brazil has been in the top half of developing countries in the ratio of
debt to GDP and of the fiscal deficit to GDP in recent years. Other large
economies, such as India and Turkey, have ranked higher on the scale
for these macroeconomic indicators, but Brazil has been among the very
highest in the cost of borrowing to finance the deficit and in debt service
payments as a share of GDP because of the high interest rates the country
faces. 

In 2003 India had a higher debt to GDP ratio—85 percent compared
with 58 percent for Brazil ([table 1.2] keeping in mind differences in defi-
nition; for example, Brazil uses the definition of net debt). Yet India’s ex-
ternal debt service as a share of exports was much lower, at 13 percent
compared with Brazil’s 29 percent. China had a lower public debt to GDP
ratio (25 percent) and vastly lower external debt service as a share of ex-
ports (6 percent), as shown in table 1.2 (although the qualifications in the
table notes should be taken into account). Also, India’s overall fiscal deficit
in 2003 (11 percent) was twice as large as Brazil’s (5.3 percent). Brazil
produced a primary surplus that year of 4.3 percent in response to its much
higher debt service burden, while India and China had primary deficits.
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Table 1.2 Comparing Debt and Deficits in Brazil, China, and India 
(percentage)

Indicator Brazil China India

Public sector debt (% of GDP, 2003) 58 25a 85
External debt service (% of exports, 2002) 29 6 13b

International currency reserves (% of external debt, 2002) 16 127 47
Deficit/surplus (% of GDP, 2002–03)

Primary 4.3 �1.7 �4.7
Interest payments �9.6 �1.3 �6.3

Total �5.3 �3.0 �11.0

Source: World Bank data.

a. The estimate for China’s public debt does not include contingent liabilities of state-owned banks
and enterprises.

b. India’s low debt service is partly a result of low interest financing.

Brazil’s improved fiscal performance in generating strong primary
surpluses has contributed to a reduction in the share of net debt in GDP
(figure 1.1). The country’s net public debt as a percentage of GDP de-
clined, reaching around 51 percent in mid-2005. The profile of public
debt also improved as the share of domestic debt indexed to the exchange
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rate fell from nearly 40 percent in 2002 to 13 percent in late 2004, and the
share of fixed rate debt increased to about 20 percent (Santos 2005). All
this has also led to a sharp reduction in spreads for external borrowing,
from more than 2,000 basis points in 2002 to less than 400 in the third
quarter of 2005.

Since 1998 Brazil has been working within an International Monetary
Fund (IMF) standby agreement that made US$80 billion available to the
country. As of March 2005, when the program came up for renewal,
US$58 billion had been drawn. Reflecting the success of the stabilization
efforts, international reserves of more than US$10 billion were accumu-
lated from January to mid-March 2005, so that gross reserves stood at
around US$62 billion and net reserves (net of the outstanding use of IMF
credit) at around US$40 billion. Thus the government decided not to
renew the arrangement. 

While reasonable voices have argued for and against this decision, mar-
kets reacted favorably. Many saw this move as signaling the strength of the
adjustment and the credibility of the government’s intention to stay a sta-
ble course. Countries that have reached an investment grade rating (a
Brazilian goal for the near term) have generally done so after they moved
on from IMF programs. 

Figure 1.1  Public Sector Net Debt and Primary Surplus as a Share of GDP
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But the continuing need for strong fiscal performance has also limited
new government investment. With Brazil’s tax to GDP ratio already
among the highest in the world at 36 percent, there is clearly a premium
on the efficiency of public finances and on productivity gains to generate
economic growth. 

Among areas for improvement is budget rigidity, which arises in part
from extensive legal and constitutional earmarking of revenues and in part
from mandatory and legal obligations for expenditures—with some over-
laps between the two. This leads to a high degree of inflexibility in
responding to changing priorities. Another is the targeting and reach of
expenditures, especially in social areas. A third is the returns to invest-
ments, especially in infrastructure. These issues were the subject of an
IMF seminar at the National School of Public Administration (ENAP) in
2005, which reviewed how public investments can make a difference to
growth and stability. Finally, continuing reforms of social security, the tax
regime, and the labor market are crucial for getting more from available
resources. These and related improvements will largely determine
whether Brazil can avoid serious fiscal and debt problems and generate
sustained high rates of growth.

Brazil’s recent history of fiscal and monetary reforms is complex. I was
fortunate to receive an informal treatise on it from Murilo Portugal, then
Brazil’s executive director at the IMF and now executive secretary of fi-
nance in the Brazilian government, during one of my first long flights
from São Paulo to Washington, DC. Implementation of the Fiscal
Responsibility Law since 2000, with strict adherence to fiscal targets, has
had a great deal to do with Brazil’s strong fiscal performance of recent
years, he noted. There has been marked improvement in implementation
at the federal, state, and municipal levels. The challenge going forward is
to go beyond this quantitative success and make qualitative improvements
for greater efficiency and productivity.

Institutional underpinnings emerge as relevant in case after case. Brazil
has historically strong federal government institutions of planning and fi-
nance. The country also has evolving democratic institutions and laws. 

Experience with reforms, however, features many examples of inflexi-
bility and rigidity that slow progress. Reforms have been hard to
implement, even for a highly popular new government in its first two years
in office. This is to some extent because of the way past actions become in-
stitutionalized in the constitution, making change difficult, and to some
extent it is an outcome of the stalemate in political processes. This suggests
that some form of political reform is a necessary ingredient of a modern
Brazilian growth strategy. The tyranny of the status quo is not a problem
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unique to Brazil, but the status quo may be more damaging to economic
growth here than elsewhere.

INCIDENCE OF POVERTY

Poverty is an overarching concern across the developing world, but it has
a special significance in Brazil. High rates of income poverty are the result
not only of low average incomes but also of a skewed distribution of in-
come. Brazil’s poverty rate is relatively high for its average income because
of a relatively unfavorable income distribution.

Brazil’s average income is about five times India’s and about two and
a half times China’s, based on U.S. dollar exchange rates. In more compa-
rable purchasing power parity terms, Brazil’s average income is roughly 2.5
times India’s and about 1.5 times China’s (World Bank 2005b). Nonethe-
less, Brazil still has a sizable share of its population in poverty, and by some
measures, a higher share than would be expected at its income level.

Estimates of poverty always vary, depending on the poverty line and
the measure of income chosen, but the range of estimates is particularly
wide in Brazil compared with other large countries. Calculations using the
international poverty threshold of a dollar a day per capita income place
Brazil’s poverty incidence at 8–13 percent, while national poverty
estimates for the country range from 20 percent to as high as 40 percent
for around year 2000. 

International comparisons are extremely difficult, but by one interna-
tional poverty measure, also around 2000, some 16 percent in China and
35 percent in India would be in poverty (World Bank 2005b). The nation-
al estimates for China and India also vary a great deal. Interestingly, the
national estimates are generally higher than the international estimates for
Brazil, but the respective national estimates are by and large lower than
the international ones for China and India. Of course, the absolute num-
bers of people in poverty in China and India in a given comparison are far
higher than the number in Brazil because their populations are so much
larger than Brazil’s. 

There is a direct link between the environment and poverty. In Brazil’s
North region and parts of the Northeast, natural resources constitute a
much higher proportion of the assets of the poor than of the rich. Uncon-
trolled deforestation, soil erosion, and water pollution deprive poor
Brazilians of income sources. Urban degradation also affects the poor dis-
proportionately. Inadequate water and sewerage, in particular, have a se-
verely detrimental health impact on poor households.
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As with poverty measures, measures of progress in social welfare vary.
Both micro and more aggregative studies show solid progress in human
development, but there are also reviews that point to continuing lags in
social inclusion and rising rates of crime and violence. The poor continue
to face disproportionately higher costs in making a living, beyond those
captured by income gaps. Putting these differences into perspective is the
task of chapter 2.

In the 1990s, reformers struck by Brazil’s sluggish social progress,
pushed forward the social agenda, with resulting improvements in quanti-
tative achievements in basic education and basic health. Today, Brazil is
building on the education success of FUNDEF, a fund to promote basic
education, by expanding its impact beyond the primary school level and
introducing a regulatory framework for subnational financing of educa-
tion that aligns resource availability and needs transparently. In health
services, Qualisus builds on the successes of Vigisus (both are nationwide,
unified programs) in applying the approach to health services represented
by the Family Health Program. And Bolsa Família (Family Grants),
launched in 2003, merges four programs to provide cash transfers to poor
families conditional on school attendance, vaccination of children, and
prenatal visits.

REGIONAL DIVERSITY

While all large countries have important regional diversity, Brazil stands
out for the striking differences among its five regions of North, Northeast,
Southeast, Center-West, and South. Few countries have such rich diversity
of wealth and potential or such large disparities in living standards. Income
disparities are most acute between the Northeast, with one-third of Brazil’s
population, and the Southeast, with one-half its population, and especially
between the rural areas of Northeast and the urban areas of Southeast.

The contrasts in monetary income are substantial, but differences in
welfare go well beyond those implied by measures of monetary income
alone. If one incorporates differences in cost of living, which are large
across regions and across urban and rural areas, this reduces the differ-
ences observed in monetary incomes (Thomas 1982). So does taking into
account nonmonetary incomes, which are a larger share of total income in
rural areas. A 1999 estimate shows how different poverty lines can be de-
rived for different communities, for example, for Fortaleza and São Paulo
(Rocha 1997). Such adjustments notwithstanding, Brazil’s regional and ur-
ban–rural differences in real terms remain among the largest in the world. 
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The North (the Amazon region), with 15 percent of the population,
shows some of the paradoxes in comparisons of welfare. Average incomes
in this region are just 60 percent of the Brazilian average. The North’s
rankings are also lower than average on the Human Development Index
of the United Nations Development Programme (UNDP). Yet this re-
gion has enormous natural wealth that could be leveraged in a sustainable
manner to boost incomes and improve living standards.

Brazil’s natural resource base is a reservoir that not only protects the di-
versity of life and ecosystems but also supports economic growth and
poverty reduction. Both the richness of this natural wealth and the rate at
which it is being lost vary tremendously. Brazil’s unique Atlantic forest
(Mata Atlântica) has nearly disappeared. Deforestation in the Amazon re-
gion is near an all-time high, having increased sharply for three years in a
row: by 23,260 square kilometers in 2001–2, by 23,750 square kilometers
(an area nearly the size of Belgium) in 2002–3, and by about 26,000 square
kilometers in 2003–4. These and other ecological systems such as the
Caatinga (a semi-arid ecosystem in Northeast Brazil) and the Cerrado
(central Brazil’s plateau of woodlands, savannas, grasslands, and forests)
are especially important to the poor. Protection of these biomes will re-
quire ecological zoning, including an increase in reserves.

The agricultural frontier states of Mato Grosso, Rondônia, and Pará
accounted for most of the deforestation in 2004. Limiting open access to
the interior while promoting the sustainable use of forested areas is vital
for avoiding damage that is as yet poorly understood, but that is clearly ir-
reversible and would foreclose future options. One possible scenario in-
volves fully protecting half of the Amazon.

Land tenure is fundamental, particularly in the precarious agricultural
economy of the Northeast. Viable models such as Crédito Fundiário
(land-based credit) could be expanded, although further impact assess-
ment is needed. Successful models of community-driven micro-catch-
ment basin management, such as those developed in Paraná, Rio Grande
do Sul, and Santa Catarina, need to be replicated or adapted elsewhere,
particularly in the Northeast.

Brazil’s diversity is also manifested in its political decentralization.
Brazil is arguably the most decentralized developing country in the world,
with about a third of public expenditures executed at each of the main lev-
els of government—federal, state, and municipal. The contribution of
governmental decentralization to the quality of life in Brazil is an issue de-
serving much greater study.

Actions to improve growth and welfare cannot escape the impacts of
federalism, democracy, and decentralization. Brazil has had three periods
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of high growth in the twentieth century: the Estado Novo of 1937–45, the
Plano de Metas of 1956–61, and the miracle growth years of 1966–76.
Much of this growth occurred under centralized regimes. Some ask
whether the more democratic and more decentralized system of today can
achieve similar or better results—the same question frequently asked
about several East Asian countries that grew rapidly under dictatorial
regimes. The answer is that for every dictatorial regime that generated
high growth, there are a larger number of others (in East Asia and else-
where) that did not. Furthermore, the subsequent political liberalization
in many of these settings has been accompanied by continuing growth.
From this global perspective, dictatorships and centralization would seem
neither necessary nor sufficient for generating quality growth. 

Considerations of political economy suggest that for decentralized sys-
tems to work efficiently, the power to tax and the responsibility to spend
need to be in balance at each level of the system. Many analysts have iden-
tified Brazil’s tax system as a burden on growth, yet the tax regime seems
even harder to reform than spending.

* * * * *

Macroeconomic stability, growth, and dynamic advantages in trade,
along with stark poverty and great regional differences—these are some of
the issues that most reviews of the Brazilian economy cover. The great di-
versity and richness of the Brazilian economy and society is a source of
strength, but it does not automatically bring gains in welfare. Performance
is a much more complex phenomenon, one that depends on the mix of re-
forms that society is able to put in place.

The situation in Brazil is clearly very different from that in some of the
other large developing and transition economies such as China, India, and
Russia. Yet there are also common themes. One is the concern for people’s
welfare, especially for differences in welfare across regions and across
classes of people—a theme that cuts across all other concerns. We turn
now to this issue, so pressing for Brazil.
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The cabinet of federal ministers and hundreds of municipal mayors
had gathered at the Palácio do Planalto in January 2005 to launch
fiscal oversight of Bolsa Família, more than a year after the inau-
guration of this conditional income transfer program. Following

a series of speeches, President Lula addressed the audience with
impromptu remarks. “Why is it,” he asked, “that when we spend for the
construction of a road or a dam with an outlay of hundreds of millions of
dollars, it is considered an investment. But when we spend on education
and health for the future of the people, it is not?” When social programs
spend well for the future of the people, he continued, the programs are
indeed an investment. “Bolsa Família transfers income to reduce poverty
today, and at the same time ties these expenditures to basic education and
health of families to reduce poverty tomorrow,” he concluded. 

Other countries, too, are looking for effective ways to complement
growth processes with social policies. The Brazilian president’s visits
around the world have increased interest in comparative experiences.
During visits to China and India, the Brazilian teams (which I accompa-
nied) were able to compare these countries’ economic and social transfor-
mations with Brazil’s. While in India, Paraná Governor Roberto Requião
and Mato Gross do Sul Governor José Orcírio Miranda (known as Zéca
do PT) frequently noted the differences between the Brazilian and Indian
contexts, and also some of the commonalities in the challenges. 

It was evident that income distribution in China and India is better than
in Brazil. But Brazil’s conditional income transfer programs seemed a
more effective approach than the food distribution and price subsidy

CHAPTER 2

WELFARE

I think poverty here is something that begins at birth. Some people are unlucky
from the day they’re born. They’ll never go anywhere in the world.

—A poor woman in Brazil, 1995, quoted in 
Voices of the Poor: Can Anyone Hear Us?



programs in those two countries and in others such as Egypt. They may
even be sufficiently effective to turn the fatalism of many of Brazil’s poor
into hope for a better future.

There is a vast and growing literature on the nature and attributes of
welfare, a concept that necessarily pervades any discussion of a country’s
socioeconomic policies. This chapter attempts not so much to deepen our
understanding of the concept as to explore through a common framework
some of the chief attributes of welfare. It considers, in particular, the dif-
ferences in welfare, providing examples of how these differences are
viewed by the people and how policies can help to narrow the gap.

BRAZIL’S INEQUALITIES

Few issues have dominated international comparisons of Brazil as inequal-
ity has. Albert Fishlow of Columbia University did early work showing the
extent and rise of inequality in the 1960s, and Carlos Langoni of Fundação
Getulio Vargas followed with an analysis of the nature of inequality in the
country. Since then, papers and seminars on the subject have been on the in-
crease. A seminar organized in 2003 by the Institute for Applied Economic
Research (IPEA) brought together perspectives from Francisco Ferreira,
the Brazilian director of the World Bank’s World Development Report 2006;
Marcos Lisboa, former secretary of economic policy at the Brazilian
Finance Ministry; José Scheinkman, professor at Princeton University; and
others, on how different the situation in Brazil is from that in other coun-
tries and what policy levers are available to Brazilian policy makers.

In comparisons of income inequality, Latin America turns out to be the
most unequal region in the world, and Brazil the most unequal country in
the region (figure 2.1). Even the most egalitarian country in Latin America,
Uruguay, is more unequal than the least egalitarian country in the
Organisation for Economic Co-operation and Development (OECD),
Eastern Europe, and most of Asia.

In income distribution, Brazil is among the 10 most unequal countries
in the world. An estimated 95 percent of the world’s population lives in
countries where income is more equally shared than in Brazil. Brazil’s Gini
coefficient of income inequality has been 0.58–0.59 (estimated for the
early 2000s), compared with about 0.45 in China for consumption
inequality and about 0.33 in India, also for consumption inequality (the
lower the index, the more equitable the distribution). The top 20 percent
of the income distribution in Brazil holds 64 percent of total income,
compared with 50 percent in China and 42 percent in India, while the
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bottom 20 percent in Brazil holds 2 percent, compared with 5 percent in
China and 9 percent in India (World Bank 2005b).

A recent study (World Bank 2003a) complemented what others have
found about the factors explaining this phenomenon. Three prominent
reasons are the regressive public transfers, inequality in education, and the
high wage differential for skilled workers. Of the 18 percentage point
difference in the Gini coefficient between Brazil and the United States,
39 percent is accounted for by the more regressive nature of public trans-
fers, 29 percent by the greater inequality in education, and 32 percent by
the wage differentials stemming from skill differences.

Brazil has made progress in the past two decades in improving equality
of opportunity. Bourguignon, Ferreira, and Menéndez (2002) find that the
share of inequality of opportunity in total inequality has been falling. As a
result, inequality has begun to decrease among the younger generations.
The latest data also show a reduction in inequality in the past three years,
signaling a better distribution of the benefits of growth.

OVERVIEW OF DIFFERENCES WITHIN BRAZIL

Brazil is a vast country, with vast differences in welfare among its states
and regions and between rural and urban areas. It has pockets of wealth
that resemble the rich areas of the industrialized world and pockets of
poverty that resemble the poorer areas of the developing world. The
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Figure 2.1  Distribution of Household per capita Income, Selected
World Regions, 1990s
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average income in the Northeast is about one-third that in the Southeast,
and the differences between the rural areas of the Northeast and urban
areas of the Southeast are striking. There would be no significant differ-
ence in inequality within Brazil if the Northeast were excluded from the
calculations, suggesting comparable degrees of inequality within the
Northeast and the Southeast.

There are strong differences within states as well. For example, Minas
Gerais ranksaround10thamongtheBrazilianstatesoncertainpoverty indi-
cators and in terms of its comparative ranking on the Human Development
Index (HDI). However, poverty rates are estimated to be four to five times
higher in some of the northern regions of the state than in the Triângulo
Mineiro. Rankings on the HDI range from a relatively low 45 in the munic-
ipality of Setubinha in the north to a relatively high 85 in Belo Horizonte.

Estimates based on money income, however, tell neither the whole
story nor an accurate story. Some additional factors reduce the extent of
real inequality, while others add to it. Brazil’s inequality is lessened when
basic education, basic health care service, and other basic public services
are included in income calculations. The provision of these basic needs to
the lower income groups has not historically been an area of strength in
Brazil. But there have been sharp improvements in the past 20 years rela-
tive to the rest of the world in access to basic services. Social indicators
such as infant mortality and life expectancy have been equalizing across
people and regions. More difficult to assess, however, are improvements in
the quality of services.

The economic leadership of the country has seen the importance of un-
derstanding social inequities and social progress. Former finance minister
Pedro Malan used to point out to visiting World Bank missions the
importance of looking at the vast social differences across the country. So
did Central Bank president Henrique Meirelles, in a discussion on socio-
environmental issues to which some of my colleagues and I were invited.
My environmental colleagues were pleasantly surprised to hear the finan-
cial leader of the country express such keen interest in environmental
issues and their relationship to poverty.

But there are other aspects that suggest that true inequalities are greater
than those measured by income alone. While some social indicators are
improving, it is commonly noted that the poor stand in longer lines to get
health care and that the quality of that care is inferior to what wealthier
people receive. In general, poor people seem to pay more than wealthier
people for basic services of comparable quality. Crime and violence, the
lack of amenities, the impact of pollution, and the degradation of the
environment all tend to affect the poor disproportionately (box 2.1).
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Box 2.1 Welfare Differences

The degree of inequality of monetary incomes is high in Brazil, as indi-
cated by a Gini coefficient of 0.58–0.59. The estimated inequality of
consumption is usually less than that of income. Furthermore, welfare
includes dimensions such as education, health, public services, crime and
violence, and pollution as well, which are not adequately captured by
income or consumption measures. How unequal is the distribution of
these nonmonetary attributes? And how is the inequality of welfare
affected when they are added to income or consumption to obtain an
overall measure?

Preliminary estimates suggest a possibly systematic difference when it
comes to some of these nonmonetary aspects. In each of these cases, we look
at the distribution among the population of the total amount of an aspect
standing as a proxy for the attribute in question: for example, school enroll-
ment or the number of years of schooling for basic education; infant mortal-
ity or life expectancy for basic health; the number of homicides for crime
and violence; and air pollution for environmental quality.

The estimated inequalities are lower for components of welfare such
as basic education, basic health, and public services than for consumption
and income. A part of the reason could simply be that these aspects of
welfare have a ceiling (school enrollment, for example) or a floor (infant
mortality, for example) that limits the possible degree of inequality to
begin with. Also, there has been strong progress in these attributes in
Brazil, as discussed elsewhere. On the other hand, aspects such as pollu-
tion, crime, and violence seem to be even more unevenly distributed than
consumption or income. 

In measuring inequality, we ordered the population by the attribute
in question, or alternatively, looked at its distribution for the population 
already stratified by income. There are a large number of differences and
subtleties across these facets, but the most robust result is that inequality is
less for basic education and basic health than for income and consumption.
For example, the estimated Gini for education of the population is around
0.40, while the Gini stratified by income is close to 0.58. The estimated
health Gini is much smaller than the education Gini. (These measures do
not account for differences in quality. Other evidence suggests that incor-
porating the quality dimension might have made the inequality even
higher.) In the case of crime and violence, the estimated Gini for the popu-
lation is about 0.80, while the Gini stratified by income is about 0.70. 

(continued on the next page)
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box 2.1 (continued)
There is no simple or accepted way to combine these attributes into an

aggregate measure of welfare. However, a hypothesis would be that if we
first add basic human development and basic services to income, the
degree of inequality might fall. And if we then add more complex attrib-
utes such as crime and violence and environmental pollution, the degree
of inequality might rise again. (Note that in this proposed aggregation,
overall inequality would depend not only on the magnitude of each com-
ponent but also on its relative mean, or importance, and correlation with
the other variables.) If this relationship holds up, we might see a kind of
U shape with respect to such an ordering, going from some of the basic
aspects to more complex ones, as shown in the figure below. This is a
hypothesis worthy of further examination. 

Furthermore, inequality has declined during the past decade, as indi-
cated by the downward shift in the curve. The improvement is stronger
in matters of basic health and basic education than in money income. On
the other hand, there seems to have been little change in the distribution
of crime and violence.

A Hypothesis: Inequality and Concepts of Welfare
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Income inequalities are also large within and between groups defined
by age, gender, and color. On average, a white woman earns about 80 per-
cent of the wage of a white man, and a nonwhite man earns less than half
the wage of a white man. A nonwhite woman is even more disadvantaged. 

Among white men and women, income inequality is as marked as for
the population as a whole. For nonwhites, inequality is slightly less than
for Brazil as a whole but is still high, indicating that even among non-
whites there is significant income variance. Inequality within groups ac-
counts for about 88 percent of inequality in Brazil; inequality across
groups accounts for the remaining 12 percent. 

The elderly in Brazil fare better than the young. Table 2.1 shows this
difference in the Latin American context. Overall, social programs and
policies are directed more toward the elderly than toward the young.
What skews this distribution the most is generous pensions in the public
sector and old-age benefits that result in Brazil having one of the lowest
old-age poverty rates in Latin America.

Table 2.1 Proportion of Each Age Group in Poverty, Latin American Countries, 1998
(percentage)

Entire
Country population Age 0–14 Age 15–39 Age 40–64 Age 65�

Bolivia 30.5 34.4 24.1 31.0 47.5
Brazil 24.6 33.4 22.3 18.7 18.5
Chile 20.8 24.4 19.2 18.5 23.9
Colombia 24.0 27.1 20.6 23.8 32.9
Costa Rica 21.7 23.6 19.4 21.0 29.1
El Salvador 27.4 31.3 22.8 26.5 38.0
Guatemala 19.1 21.6 16.6 15.0 27.1
Mexico 22.1 27.4 18.3 19.6 37.6

Source: Wodon and others 2000.

INEQUALITIES IN EDUCATION 

Among the factors that contribute to higher inequality, perhaps the easiest
to remedy is the unequal distribution of education. Brazil has made signif-
icant progress over the past two decades but still has a long way to go. In
a group of about 100 developing countries, Brazil was among the top
10 countries that had achieved the greatest increase in primary school
enrollment since 1980, most of it among the poor.
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Figure 2.2  Net Secondary Enrollment and per capita GDP, Selected
Countries, 1998

Net secondary enrollment rate (%)

Log of per capita GDP

Source: De Ferranti, Perry, Gill, and others 2003.
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The introduction of the Bolsa Escola program, which provides cash
payments to poor families who send their children to school, has likely
played an important role in increasing enrollment. An ex-ante evaluation
of Bolsa Escola predicted that the program would halve the number of
poor children out of school, increasing enrollment among poor children
10–15 years old by about 4 percentage points (Bourguignon, Ferreira, and
Leite 2002). Further evaluation is necessary to determine whether the
program has produced these outcomes. 

As primary enrollment rates rise, attention is shifting to secondary ed-
ucation and its role in reducing inequality and poverty. Brazil has already
made progress over the past two decades in raising secondary school en-
rollment rates, but enrollment remains below the international average
for countries at Brazil’s income level (figure 2.2). Improving the propor-
tion of poor youth enrolled in secondary schooling is critical. The returns
to secondary education are high in Brazil; for youth from the poorer
classes, a secondary school education can be a key to higher earnings and
an escape from poverty. Having more educated workers can also boost
labor productivity and production. 

Inequality is particularly high at the university level, and Brazil’s invest-
ment in university education is one of the most regressive in the world.
The high-quality public institutions accept only one in nine applicants;
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the few who get in usually have had the advantages of parental guidance
and a good private secondary education. Students from middle-class and
poor backgrounds, who typically go to public secondary schools of lower
quality, end up attending private, fee-charging postsecondary institutions,
usually of lesser quality than the public universities—if they attend uni-
versity at all (Horn 2002).

Representative sample studies find few students from the poorest
40 percent of the population enrolled in Brazil’s public universities: some
70 percent of public university students are from the wealthiest quintile in
the country (Von Amsberg, Lanjouw, and Nead 1999). On current trends,
expansion in university enrollment is most likely to benefit the wealthy
and the upper middle class. Targeted policies are needed if students from
public secondary schools and from the poorer classes are to benefit from
an increase in university enrollments.

DIFFERENCES IN REMUNERATION

Unequal distribution of assets, such as education and health, translates
into even more unequal labor market outcomes because of high skill pre-
miums and rigidities in labor laws. The skill premium (the relative price of
skill) is determined by the supply of education on the one side and by the
demand for skilled workers on the other, the latter having increased along
with technological advances over the past two decades.

Wage differentials by skill level in Brazil are approximately 50 percent
higher than in the United States and well above those in Mexico
(figure 2.3). A Brazilian worker who has completed secondary education
earns, on average, about 3.7 times as much as a worker who has completed
only one to four years of schooling. In the United States, high school
graduates earn just 2.5 times as much as those with a first- to fourth-grade
education. Raising the share of workers with a secondary education would
reduce the skill premium for Brazilian graduates.

Labor law rigidities also contribute to the skill premium through barri-
ers to formal hiring. The high levels of taxes and mandatory benefits, in-
cluding private sector pension contributions, discourage formal sector
hiring and, coupled with policies that facilitate capital investment, pro-
mote capital-intensive rather than labor-intensive economic growth
(World Bank 2002). Thus, increased productivity is achieved by combin-
ing high skill levels with improved capital equipment, whereas if formal
labor costs were lower, the same increase in production could be achieved
with increased hiring.



DISTRIBUTION OF PUBLIC SPENDING

Brazil spends about a fifth of its GDP on social programs and transfers,
including public pensions. While many of these social programs are
intended to benefit the poor more than the rich, the results do not always
fulfill this objective. Public sector pensions, which account for more than
half of social spending, benefit the relatively wealthy disproportionately.
The wealthiest 20 percent of the population in Brazil receives more than
twice the share of total public sector pensions (61 percent) as the same
group in the United States (26 percent)—and at a cost that is 5 percentage
points of GDP higher than in the United States.

By middle-income country standards, the share of Brazil’s GDP devoted
to social programs is high, but the share that reaches the poor is low. In
2000, the poorest 20 percent in Brazil received only 1.7 percent of mone-
tary social transfers (including pensions but excluding basic services, such
as health care and education). Those transfers boosted their income from
1.3 percent of the total to 1.7 percent (Ministry of Finance 2003). In
Brazil, the rich pay the most taxes and receive a proportionate share of
transfers; in countries such as the United Kingdom, the rich pay the
highest taxes but the poor receive the largest share of transfers.
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Figure 2.3  Wage by Skill Level, 1990s
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Government programs in Brazil do less to improve income distribution
and reduce poverty than they might. Taxes and transfers are estimated to
reduce inequality by 14 percent in Brazil, compared with around 50 per-
cent in European countries (figure 2.4). Many European countries would
be nearly as unequal as Brazil were it not for taxes and transfers. It is the
effectiveness of their policies for transferring income that has allowed
these countries to achieve greater equality. 

Brazil’s more recent social programs, such as Bolsa Escola and Bolsa
Família, transfer cash to poor families who meet certain requirements
such as school attendance or visits to health clinics. These programs ap-
pear to be more focused on the poor. A recent study (Lindert 2005) shows
that the poorest 20 percent of the population receives 40 percent of the
benefits from Bolsa Escola and a similarly large share for other focused
programs, such as Auxílio Gás (48 percent) and Program for Eradication
of Child Labor (PETI, 67 percent). 

In assessing the contribution of social programs to reductions in
inequality and poverty, two aspects are important: the share of program

Figure 2.4  Impact of Taxes and Transfers on Reducing Inequality,
Selected Countries
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benefits targeted to the poor, and the share of the poor who benefit from
the program. These considerations yield four possibilities.

• In the case of social assistance programs, a high share of program bene-
fits goes to the poor, but coverage of the poor is low because the pro-
grams are small relative to the need.

• In the case of economic growth, only a small share of the benefits goes
to the poor, but coverage of the poor is almost universal. 

• Bolsa Escola does both: a high share of the program benefits are rela-
tively well targeted to the poor, and a high share of the poor benefit. 

• Pensions (excluding rural pensions) are not targeted to the poor and
they do not benefit a large share of the poor.

INCOME DISTRIBUTION AND POVERTY

Income distribution influences the degree to which economic growth can
lift people out of poverty. It also influences the way institutions function
and the effectiveness of government. An equal society, in which each mem-
ber has an equal voice in governance, tends to be more effective at pro-
moting growth and social well-being than a society where a small segment
of the population controls the government and uses government institu-
tions for its own benefit. There is a two-way link between growth and
equality: greater equality can help to sustain higher growth, and economic
growth, if it includes the poor, can foster greater equality.

At Brazil’s current level of inequality, economic growth of 1 percent is
estimated to reduce poverty by less than 1 percent. In India and China,
countries with greater equality, 1 percent growth reduces poverty by more
than 3 percent. In China and India, high rates of economic growth, cou-
pled with their greater equality, have resulted in strong reductions in
poverty. In Brazil, slower growth and greater inequality have meant less
poverty reduction over the past two decades.

In Brazil, perhaps surprisingly, macroeconomic adjustment, not
growth, has made the greatest contribution to poverty reduction in the
past decade. Since high inflation eroded the real incomes of the poor more
than those of the rich, bringing inflation under control in 1994 brought
immediate benefits to the poor and sharply reduced poverty. In part this
was due to a realignment of prices, as prices in the nontradables sector
(which includes mostly informal workers) rose relative to prices in the
tradables sector (which includes mostly formal sector industrial workers),
reflecting the appreciation of the real exchange rate. 



In Brazil, debates about the merits of inflation targeting are common,
with opponents citing the deleterious effects of monetary policy on eco-
nomic growth. In the past decade, however, inflation targeting and credi-
ble monetary policy have helped rather than harmed the poor.

URBAN SCALE OF POVERTY

Shifting demographics have been accompanied by increasing urbaniza-
tion, changes in the spatial distribution of poverty, and the need for an ex-
pansion in service provision. All this requires new ways of thinking about
how to reduce inequality and poverty.

While the poverty rate is still significantly higher in the Northeast and
in rural areas, the number of poor people in the country’s rural areas is
somewhat less than in urban areas. This is a dramatic shift from less than
two decades ago, when poverty was a predominantly rural and Northeastern
phenomenon. This shift requires a corresponding change in public
policy. 

China and India are less urbanized than Brazil, but because of their
larger total populations they have much larger urban populations. Brazil is
about 82 percent urbanized, with about 145 million people living in urban
areas. China is 36 percent urbanized, with 450 million urban inhabitants,
and India is 30 percent urbanized, with 330 million urban inhabitants.
China’s population increases by the size of the city of São Paulo every year.
When it comes to scale of operations, China has the experience. 

An anecdote told by Enrique Iglesias, the Uruguayan-born former
president of the Inter-American Development Bank, gives a sense of the
Chinese scale. A mission from Uruguay was visiting China, and the
Chinese host minister asked how many delegates from Uruguay were in
town. Thinking that the question was about the population of Uruguay,
the leader of the mission said, “Three million.” Responded the Chinese
minister, “In which hotel are they staying?”

There are valuable lessons of experience across these countries regard-
ing the scale of poverty. China has made urbanization an instrument for
addressing rural poverty. Cities are planned to attract and accommodate
new rural migrants. India has had success with participatory programs for
urban poverty reduction, organizing slum dwellers to have a voice in
politics and economic life. A third of all the copper cable exported by India
is produced in Mumbai slums.

The urban environmental agenda is pressing in Brazilian metropolitan
areas. There is much work to be done in combating air and water pollution
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in the built-up urban centers, but there has also been striking progress in
containing urban pollution in many cities. Priorities are to concentrate
urban subsidies on the poor, to integrate urban planning and slum
upgrading, and to work with municipalities to expand successful solid
waste management initiatives such as the “trash that is not trash” program
in Curitiba.

Decentralization of management at the municipal level is a Brazilian
strength. To varying degrees, municipalities have established participatory
processes for developing their vision and meeting their responsibility for
delivering services.

In visiting municipalities, I have been struck by the evident concern for
improving human development indicators and by people’s awareness of
the Millennium Development Goals. Social issues traditionally dominate
the themes adopted by the samba schools in their performances during
Carnival, which weave music, costumes, and dance into thematic
presentations. Many of these schools have their roots in the favelas, or
shantytowns. The 2005 Carnival in Rio became a wonderful forum for
promoting awareness of the Millennium Development Goals as UNDP
joined in a partnership with the Portela samba school. The school adopted
the Millennium Development Goals as its theme and sang a song based
on the goals in its Carnival performance, together with about 130 of us
from the United Nations family. The display was made possible by Carlos
Lopes, the Guinea-Bissau–born development expert who was then the
UNDP representative in Brazil. 

These municipal strengths notwithstanding, urban poverty is more in-
tractable than rural poverty. While assets can be identified even in poor
villages, linking the poor to opportunities in urban areas is a complex
undertaking. During one of our visits to an urban housing project for the
poor in Novos Alagados in Salvador, Bahia, a young beneficiary remarked:
“The project has given us housing, but with that you have only managed
to change the address of poverty.”

The work of Columbia University’s Janice Perlman in recent decades
shows the evolution of the quality of life in Rio de Janeiro’s slums. Among
the many contributors of exclusion that she tracks in her 2005 work “The
Myth of Marginality Revisited,” the biggest one is residence in slums,
which looms much larger than race, physical appearance, and other fac-
tors. Over three generations, as the influence of other factors on exclusion
has lessened, an address in the slums has remained stubbornly important.

Some urban issues have become more urgent than ever, among them
crime and violence; deficiencies in water, sanitation, and housing; unem-
ployment; youth issues; and urban crowding and pollution. Traditional
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policies aimed at rural poverty reduction cannot address these problems.
Land reform, rural credit, and investment in irrigation remain important
approaches for reducing rural poverty, but different measures are needed
to meet the challenges of a growing number of urban poor.

New policies to reduce urban poverty include overarching ones, such as
labor reform to promote hiring and reduce informality and unemploy-
ment; a regulatory framework for public–private partnerships to increase
investments in infrastructure, especially electricity, roads, rail, water, and
sanitation; tax reform to promote balanced industrial investment across
regions, rather than fiscal wars between the states; and continued
decentralization of decisions about public expenditure.

New policies also include a more local focus on strengthening the ca-
pacity of municipalities to address poverty issues. The previous focus on
regional development agencies, such as SUDENE and SUDAM, needs to
change to account for the changing profile and dynamics of poverty within
and across regions. Local spending should be focused less on areas that
need it most and more on the specific populations in need.

The total cost to lift every poor person in Brazil out of poverty would
be 1.8 percent of GDP a year (World Bank 2001a). Brazil already spends
more than 10 times that amount on federal social expenditures, including
pensions. While many other programs, such as sanitation, health, and ed-
ucation, are intended to be universal, there are lags in coverage, especially
among the poor, that could be improved. As enrollment rates and health
service provision increase, these lags become less a matter of reach and
more one of quality. 

BEYOND INCOME POVERTY

In Ceará state in Northeastern Brazil, more than 50 percent of the popu-
lation lives below the national poverty line. Though still high, that share
represents significant progress from two decades ago, when more than
70 percent of the population lived in poverty (World Bank 2003b). 

Most of this progress came between 1990 and 1995 and is associated
with the country’s stabilization plan. Since 1995, however, Ceará has made
little progress in reducing extreme poverty. Ceará was a well-managed
state in the 1990s, implementing programs to stimulate the private sector,
generate employment, improve income, and raise the education and
health levels of the population.

The relatively disappointing poverty results during the second half of
the decade stimulated debate about whether the policies in place were
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sufficient to reduce poverty, whether the policies would have a greater
impact with more time, whether the state had to adopt a new approach to-
ward poverty reduction—or whether this measure of poverty perhaps did
not convey the whole story.

In my first visit to the state, then-governor (and now senator) Tasso
Jereissati asked why the World Bank’s poverty measure did not reflect the
palpable progress in the state, especially after all the actions that had been
taken, and if we could try to resolve this puzzle. In response, my colleague
Mark Thomas conducted a study relating to the size of the poverty gap—
with very interesting results. 

In Ceará the challenge, which is masked by measures of the incidence
of poverty, is that the poor are so far below the poverty line that even ro-
bust improvements in income, while improving their welfare, may not be
sufficient to lift them over the poverty line. With time, however, current
policies may raise the incomes of the poor sufficiently to reduce the
poverty rate.

Furthermore, because the measure of poverty rate looks only at in-
come, it may still result in some misleading conclusions. While some of
the state’s programs have focused on income generation, others have
focused intensively on improving the human capital and provision of serv-
ices to the poor, an outcome that is not fully captured by measures of the
poverty rate and service delivery.

UNDP’s Human Development Report 2003 and the World Bank’s World
Development Report 2004 cite progress in the area of health and the case of
the Family Health program (previously called Community Health Agents)
in Ceará as an example of successful service delivery in developing
countries. The state reduced infant mortality from over 60 per 1,000 births
in the late 1980s to less than 30 in the early 2000s. Better health and edu-
cation may translate into higher income, but only over the medium to
long term. Thus, the state’s investments in education and health may not
be captured in current poverty trends even though they are likely to lead
to a sustained reduction in future poverty.

Between 1995 and 1999, according to data from IPEA, Ceará raised
school enrollment rates from about 85 percent to about 95 percent among
children under 14 years old, and from about 61 percent to about 79 per-
cent among children 15 to 17 years old. Most of the beneficiaries of these
education policies were poor children who had not previously been
attending school.

One way to convey this progress in education is to define poverty as
both insufficient income and insufficient education (World Bank 2003b).
If the poor—defined as families below the R$65 a month per person
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poverty line—also have children who are not enrolled in school, then their
poverty line increases by an estimated cost per child for primary school (ad-
justed for family size, in 1997 terms). Relative to this augmented poverty
line, the degree or incidence of poverty would also be different to the extent
that children are then enrolled in school or not. 

For example, because more than 20 percent of children in Ceará, most
of them poor, were not enrolled in school in 1993 (the base year), the
poverty rate in 1993 increases from about 57 percent under the income-
only definition to about 67 percent under the definition that accounts for
education expenditures. We can then calculate the estimated rate of poverty
for 1995, 1997, and 1999 as well (figure 2.5).

This new definition of poverty conveys progress in poverty reduction
in Ceará between 1995 and 1999 based on improvements in enrollment
rates, even though income poverty remained essentially unchanged.
Poverty falls by about 4 percentage points, whereas the baseline, which ig-
nores education, shows a flat profile between 1995 and 1999. With suffi-
cient data on public spending, this example could be expanded to include
the provision of other welfare-enhancing services to the poor, such as
health care, security, basic water and sanitation, and basic shelter. While
income poverty may remain unchanged, improvements in the provision of
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Figure 2.5  Ceará: Baseline Poverty and Poverty Adjusted for
Education Expenditures

30

40

70

Poverty rate (%)

60

50

Baseline poverty

Sources: IBGE/PNAD (Brazilian Institute of Geography and Statistics/National Household Survey)
and World Bank staff calculations.

Poverty adjusted for education expenditures (one child)

1993 1995 1997 1999



these basic services raise living standards for the poor and may signal that
social policies are having a positive effect. 

Thus, measuring only income poverty may yield misleading conclu-
sions about the effectiveness of government policies in improving the
well-being of the poor. A more holistic measure of poverty may unmask
the impact of social policies and could be more effective at tracking
changes in welfare.

* * * * *

In debates about how to improve income and welfare distribution, there
is growing recognition that fuller measures of welfare need to be consid-
ered, even though this is not always easy to do. This recognition also
extends to the search for more effective means of addressing the true
components of well-being. Making space for the views of poor people and
engaging them in development programs improves the chances for greater
effectiveness and impact. 

This chapter found that broadening the definition of poverty makes an
important difference in the assessment of its incidence and trends. The in-
clusion of basic education and basic health as well as service provision may
give a better profile and trend than otherwise, whereas the inclusion of
crime and violence and environmental problems may reverse this gain—
especially in urban areas where these considerations would seem to be
more serious. In any event, there is an evident need for greater attention
and better strategies for addressing urban poverty, including the exchange
of lessons with other large countries such as China and India.

Discussions about programs to improve welfare acknowledge that the
programs must aim primarily to improve people’s contributions to society.
And yet the question of what holds back their productivity gets inadequate
attention. The question of how to increase the productivity of all resources
is especially important to Brazil, given the other constraints to growth that
the country faces. The answers hold one of the keys to success in the
future. We turn now to this topic.
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Welfare depends on the productivity of all the resources
employed, as reflected in the concept of total factor produc-
tivity (TFP) used in economic growth accounting (box 3.1).
In many ways, this is really a measure of how much value is

added by the efforts of the public sector, the private sector, and civil soci-
ety beyond what can be accounted for directly by the use of resources. 

In looking at the productivity of resources in Brazil, the size of the gov-
ernment and the extent of its spending are hard to miss. The government
spends a considerable amount on health, education, and social security.
The concern is with the productivity of this spending, in terms of who gets
what and what they get out of it. Greater efficiency (resulting in higher
productivity) could increase people’s welfare.

Greater productivity is just as important in the private sector. Compet-
itive market forces drive productivity gains in the private sector, but the
effectiveness of this phenomenon varies across sectors, areas, and contexts.
Nor is the process automatic. Government policies can play an important
facilitating role to promote productivity gains in the private sector.

The Amazon, with its broad expanses of territory, may seem an unlikely
place to focus on intensive use of land. And yet that is just what is needed,
said Governor Simão Jatene, the newly elected governor of Pará, to a team
of World Bank visitors in Belém in early 2003. Governor Jatene recog-
nized the importance of using the state’s enormous natural wealth in a sus-
tainable manner. As a way forward, he proposed intensive use of land
inside the frontier of areas that had already been cleared, protection in the
area beyond the frontier, and more sustainable practices in the areas of

CHAPTER 3

PRODUCTIVITY

We live in a paradoxical situation of a government that spends 
a lot and benefits a few.

—Minister of Finance Antonio Palocci, 
inauguration speech, January 2, 2003



46 FROM INSIDE BRAZIL: DEVELOPMENT IN A LAND OF CONTRASTS

Box 3.1 Total Factor Productivity

It is customary in accounting for economic growth to build models that
express output as determined by the services of various forms of capital.
This book uses a framework of physical capital, human capital, and natu-
ral capital. In growth accounting models, a typical specification includes
physical capital, human capital (meaning education), and labor. The part
of the output that is not explained by these services or endowments—
and that augments the contribution of all else—is called total factor
productivity. 

The growth of output, or economic growth, can then be expressed as
depending on the rate of change in physical capital, human capital, and
labor. This type of accumulation does not explain all of growth, especially
when growth is relatively high. Total factor productivity growth (TFPG)
is what remains after accounting for the contribution of these compo-
nents of capital accumulation—that is, the growth in output that is not
accounted for by the growth in the measured inputs into production. 

TFPG is sometimes viewed as the technological progress that drives
the contribution of the factors of production in the economy. This
technological progress can have at least two components. One is the gain
from going beyond the frontier of best practice through further techno-
logical breakthroughs. The other is the gain from achieving greater
technical efficiency in getting to the frontier. 

It is not easy to disentangle whether progress comes from technologi-
cal advances in the production process or from better allocation of
resources—or from both. Various estimation techniques try to get at the
answers to these questions.

transition. He recognized that production had to rise rapidly to improve
people’s well-being, but that there was a premium on achieving that
through higher productivity—through intensive rather than extensive
cultivation. 

PRODUCTIVITY AND GROWTH

Why focus on productivity? Productivity gains could be an unexploited
area with quick payoffs, including for the poor. People work with all forms
of capital—human, physical, and natural—and in varying combinations.



Investing in all these forms of capital contributes to growth and well-
being, but capital accumulation can be a slow process. Meanwhile, policy
reforms can help to get the most from the available investments. There
could be avenues for raising the productivity of all forms of capital relevant
to the poor. Indeed, raising the productivity of the poor is the best way to
improve income distribution and reduce inequality.

A second reason for the emphasis on productivity is the constraint in
recent years on capital accumulation in Brazil. High debt payments have
required the generation of sizable primary surpluses, limiting government
expenditures. Given the inflexibility of current expenditures, the burden
of fiscal discipline has fallen disproportionately on investments. High in-
terest rates and other weaknesses in the investment climate, especially
with respect to the regulatory framework, have discouraged private in-
vestments. While long-term actions to increase investments are vital, the
value of raising productivity now is clear. 

A third reason is that rural productivity growth relieves pressures to
deplete natural resources for income and consumption. This has great sig-
nificance in Brazil, where natural resources are one of the major assets of
the poor and are being depleted at unsustainable rates.

Over the long term, productivity growth has to be a major source of per
capita income expansion in any economy given the constraints to capital
accumulation. This is especially so for Brazil in the near term because of
the fiscal constraints on capital accumulation.

During 1960–94, the growth rate of Taiwan (China) was 8.5 percent;
Korea, 8.3 percent; Singapore, 8.1 percent; China, 7.5 percent; Thailand,
7.5 percent; Hong Kong (China) 7.3 percent; Malaysia, 6.8 percent; and
Indonesia, 5.6 percent. Japan’s growth in an earlier period, 1950–73, was
9.2 percent. There is some debate about whether these fast-growing
economies in East Asia grew mainly because of capital accumulation or
because of productivity gains (World Bank 1993; Stiglitz and Yusuf 2001).
The same debate has been going on in Brazil.

The answer everywhere seems to be that growth requires both accu-
mulating more capital of all forms and using capital in better ways. Thus,
notwithstanding the importance of improving productivity, the need for
more investment remains. Brazil is no exception to the importance of
capital accumulation. 

Today, any discussion of Brazil’s development quickly arrives at the is-
sue of infrastructure bottlenecks, especially in ports, railways, roads, and
passenger transport such as bus and rail (World Bank 2004b). People won-
der why, after so many years of so much investment in roads with external
financing, the country is not yet able to maintain these assets, even though
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there are large taxes on gasoline to finance maintenance. A top priority
would be to increase productivity and get the greatest payoffs from invest-
ments already made. But clearly, additional investments in capital can also
help boost productivity.

Productivity improvements and capital accumulation can be mutually
reinforcing. Experience in East Asia suggests that productivity-enhancing
reforms can ignite a process of efficient capital accumulation (Nelson and
Pack 1999). Without the catalyst of productivity, physical and human cap-
ital accumulation might have little impact on economic development. A
highly educated workforce without employment opportunities will
emigrate, as Taiwan (China) and Korea saw in the 1950s and 1960s.
Accumulating physical capital without having an educated workforce or
gains in productivity could simply result in idle capital. If an economy
marshals resources but does so without an emphasis on innovation and
learning, development will not necessarily follow.

Productivity growth has historically been a driving force behind Brazil’s
rapid growth. During the 1960s and 1970s Brazil was able to increase pro-
ductivity to levels comparable to those in OECD economies (Gomes,
Pessôa, and Veloso 2003). From a simple growth-accounting exercise, us-
ing the augmented Solow decomposition including human capital (as in
Mankiw, Romer, and Weil 1992), TFPG is shown to be large and positive
in the 1960s and 1970s when growth was high, and negative in the 1980s
and 1990s when growth was low (table 3.1).

During the high growth years of the 1960s and 1970s, physical capital
accumulation was high, but with economic growth even higher, the
capital–output ratio fell. This relative scarcity of physical capital (related
to import substitution policies and closure to the world economy) raised
the cost of capital. After this period, Brazil faced several constraints to
sustaining high growth rates. The physical capital to output ratio actually
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Table 3.1 Growth of Output, Physical Capital, Human Capital, and TFP 
(percentage)

Share of output
Output Physical capital Human capital TFP growth due

Decade growth growth growth growth to TFP

1960s 5.89 1.42 1.69 2.15 37
1970s 8.05 3.21 1.82 2.33 29
1980s 1.44 1.79 2.75 �3.74 �260
1990s 1.98 1.23 2.15 �1.82 �92

Source: Loayza and Calderón 2002.

Note: TFP � education-augmented Solow residual.



increased by 50 percent between the mid-1970s and early 1980s, making
this unlikely as the proximate bottleneck. The scarcity of skilled labor,
however, may have been an important constraint. Without sufficient
skilled labor to assimilate new technology, Brazil could not keep up with
the evolving technology frontier.

Productivity seemed to have declined in this subsequent period of the
1980s and the 1990s for several reasons. Macroeconomic instability and
high inflation encouraged investments in assets resistant to price fluctua-
tions, such as real estate, which may not lead to high productivity and long-
term returns. Inefficiencies in credit markets led to reduced lending in areas
of higher risk and higher returns. The climate for doing business, with its
dense web of bureaucratic requirements for starting, expanding, and closing
businesses, kept many good ideas from getting off the ground and failed to
freeupresources fromideas thathave faltered.Arigid labormarket impeded
a more productive allocation of labor. And the inequitable distribution of
schooling meant that the majority of the population has few skills, while a
small minority is expected to carry on the work of assimilating new tech-
nologies and moving the country back on to a path of high productivity.

Reforms in these areas could raise productivity and encourage invest-
ments in human and physical capital. Substantial improvements in pro-
ductivity could also be achieved through reforms in such areas as social
security, labor markets, and public expenditures, as mentioned above.

Figure 3.1 traces Brazil’s estimated total factor productivity in relation
to a base of the United States as 100 in 1950. It also looks at Brazil’s capi-
tal output ratio. During Brazil’s periods of peak TFP and lowest capital-
output ratios, it employed its factors productively in comparison with the
United States, but it did not do so subsequently.

Other comparisons tell a similar story. From the 1950s through the mid-
1970s, productivity was higher in Brazil than in Korea, a country that ac-
cumulated physical and human capital rapidly. But subsequently, and espe-
cially since the 1990s, with the decline of Brazilian productivity, Brazilian
and Korean productivity levels have been nearly the same. Productivity has
followed a similar evolutionary path in Brazil since the 1950s as in Austria,
New Zealand, the United Kingdom, and some other countries. All experi-
enced an increase in productivity until the mid-1970s, followed by a sharp
decline. But Brazil’s economy slowed more than the others.

As it turned out, Brazil could not sustain the high growth of the 1960s
and the 1970s, in part because of the accumulating costs of the approach
to growth that it adopted. Chile and Korea, which have been more suc-
cessful in sustaining growth in recent decades, took different paths than
Brazil—and than each other.
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In a comparison of earlier growth episodes in Brazil, Chile, and Korea,
Thomas and others (2000) find that Chile’s public sector has generally
abstained from directly favoring physical capital since the early 1980s. And
except in the period 1997–2000, Chile gave little special support to the so-
cial sectors, particularly education and health. The lack of dependence on
direct public subsidies of physical capital may have led to stable growth
rates in Chile’s expansion during the 1990s.

Korea’s approach was to balance incentives for the growth of physical
and human assets. Korea subsidized capital investments before the 1990s,
but the subsidies were selective and imposed a less explicit financial bur-
den on the public sector than in Brazil. Meanwhile, public spending on
education prioritized basic education, and spending overall gave relatively
greater priority to human capital than to physical capital. Korea faced a fi-
nancial crisis in the late 1990s, but this was quickly overcome, returning
the country to a continuation of high-impact growth.

Brazil, like several other countries at the time, used direct public subsi-
dies as well as directed credit, tax breaks, and price policies to support the
profitability of capital, both domestic and foreign; to build infrastructure;
and to develop environmentally sensitive areas. There was also high
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Figure 3.1  Evolution of TFP in Brazil, with U.S. Comparison
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protection for domestic industry. And while physical capital was heavily
supported, there was underinvestment in basic human capital. The debt
situation, the continuation of high inequality, and the unsustainability of
high growth could be related to this pattern of capital subsidies. The inef-
fectiveness of this type of industrial policy is a useful lesson for the future.

LESSONS FROM OTHER COUNTRIES

East Asia’s experience of the past quarter century has considerable rele-
vance for Brazil because of comparable initial conditions and the rapid
progress achieved in East Asia. 

I had the opportunity to follow developments in East Asia closely dur-
ing the mid-1990s as the World Bank’s chief economist for the region.
Many at the time had a sense that the full story of East Asia’s miracle had
not yet been written. Ironically, a few years after the World Bank’s 1993
publication of The East Asian Miracle, an in-depth analysis of the rapid
growth experience in East Asia, the region plunged into a financial crisis.
Among the underlying contributions were weaknesses and corruption in
corporate and financial sector governance. The crisis, however, prompted
strong and timely reforms in governance. The speed and decisiveness with
which Korea, for example, recovered and its economy regained its footing
following the crisis was a testimony to the solid foundations of the growth
miracle as well as the effectiveness of reforms in response to the crisis.

Most of the growth in East Asia is usually attributed to physical and hu-
man capital accumulation (Young 1992, 1994; Kim and Lau 1994). What
is striking in the case of East Asia, however, is that while growth has been
especially high, the contribution of TFPG to economic growth has also
been disproportionately high during periods of high growth compared
with periods of slower growth.

For the fastest-growing East Asian economies between 1960 and
1990—Taiwan (China), Korea, Singapore, Thailand, Hong Kong (China),
Malaysia, and Indonesia—physical and human capital accumulation ex-
plains 60–90 percent of economic growth, depending on the country, with
productivity improvements explaining the rest in one set of estimations
(Yusuf 2001). This contribution of productivity to growth is high relative
to other developing economies and about average relative to industrialized
economies.

The East Asian experience brings out two mutually reinforcing
approaches: assimilation-led growth and accumulation-led growth.
Assimilation-led growth relies on learning, innovating, and assimilating
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the technology of economically advanced countries. For Brazil, given its
existing stocks of physical and human capital, this approach might trans-
late into greater investments in machinery and education to achieve
greater gains in productivity. Before attempting to increase the amount of
investment in the economy, however, Brazil might need to have policies
that facilitate a shift of resources to the most productive sectors, to ensure
that new investments will flow to these areas. 

Accumulation-led growth seeks to increase the amount of physical and
human capital available in the economy, with new capital that would grav-
itate toward the more efficient sectors, thus boosting productivity. Brazil
would need to ensure that investments in the skills of its workforce result
in skilled labor moving into production and innovation rather than into
the government and administrative sector. In Korea and Taiwan (China),
for example, public sector reform to reduce the size of the bureaucracy
freed up skilled labor for private sector production. Along with invest-
ments in education, this ensured that the increase in the supply of skilled
labor flowed to production instead of to bureaucracy, thereby raising
productivity.

In the past 10 years, Ireland and Taiwan (China) have been pushing the
technology frontier in assimilation-led growth. Both implemented cross-
cutting reforms in the macroeconomy, credit markets, and labor markets
that led to productivity gains and then to higher profits, savings, and in-
vestment. This in turn led to faster capital accumulation in the more pro-
ductive sectors. Both of these economies also had periods of favorable
external conditions for investment, trade, and aid.

In Ireland, per capita income nearly doubled during 1989–2000. The
increase in living standards propelled Ireland from nearly last place among
the OECD economies to seventh. Real income per capita rose from
50 percent of the U.S. level in 1989 to 75 percent in 1999 (Fortin 2001).

Over the past 40 years, Irish economic policy has focused on opening
markets, stabilizing the macroeconomy, and generating a fiscal surplus, as
well as on tax reform to make the business environment more competitive.
Under a policy of providing quality secondary and university education
for all since the 1960s, Ireland’s labor productivity has risen consistently
since the 1970s. 

Centrally negotiated wage agreements between unions and industry
contributed to pushing wages up from 48 percent of GDP in the early
1970s to 58 percent of GDP in the mid-1980s, making Irish labor pro-
ductive but relatively expensive. The employment ratio declined from
over 85 percent of the economically active population in the 1970s to less
than 70 percent by the beginning of the 1990s. Unemployment climbed to

52 FROM INSIDE BRAZIL: DEVELOPMENT IN A LAND OF CONTRASTS



16 percent. So while Irish labor was relativity educated, more than three
people out of 20 were unemployed (OECD 1999).

The catalyst for higher productivity would seem to be new wage
agreements in the late 1980s and early 1990s that permitted more modest
wage increases (Wagle and Shah 2003). The foundations for a positive
economic reaction had been established previously: a favorable business
climate with business-friendly tax policies, fiscal restraint, trade openness,
integration into the European Union (EU), and a relatively educated
workforce. 

The good relationship between labor and industry and the more com-
petitive real wages inspired high rates of foreign direct investment into
Ireland. International businesses, many of them high-technology firms,
came to reap the benefits of Ireland’s business climate, educated labor
force, and competitive wages by producing for export to the European
market. Ireland benefited from this influx of high-technology investment.
A liberalized financial market and low real interest rates, a result of fiscal
restraint and the credibility premium of adherence to EU monetary poli-
cies, allowed for investment in physical capital (Kelly and Everett 2004).
The outcome has been higher living standards and income for the major-
ity of people. What ignited this process was productivity-enhancing wage
reform, facilitating labor employment in more productive uses.

In the case of Taiwan (China), no discrete policy change seems to have
triggered higher productivity; the economy has fine-tuned its policies
gradually, allowing for acceleration in productivity growth. Two policies
in particular are noteworthy. One is the continuing emphasis on exports,
as in the other East Asian miracle economies, a policy that allows for the
financing of capital imports with their accompanying technologies. The
other, which differentiates this economy from the other East Asian
economies, is its focus on small and medium-size enterprises (Aw 2001).

Unlike most of the East Asian economies, which have experienced a de-
celeration in TFPG since the mid-1980s, Taiwan (China) has seen its pro-
ductivity grow faster in the last 15 years than in the 20 years between 1950
and 1970, when world productivity was rising. While the other East Asian
economies directed credit to favored sectors and provided export subsidies
to large conglomerates (the chaebol in Korea, the industrial groups of
Japan), this country established mechanisms that facilitate entry and exit
and access to resources for firms of all sizes. 

In Taiwan (China), the highest levels of productivity are achieved by
firms that survive and grow, whether microenterprises that grow into small
firms or medium-size firms that grow into large firms. Focusing only on
the largest firms would have denied the economy the productivity
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enhancements of its micro and small enterprises. Strong market-selection
forces promoting the expansion of productive micro firms and the closure
of unproductive large firms make an important contribution to high ag-
gregate productivity growth.

In addition to mechanisms conducive to self-selection and incremental
gains in aggregate productivity, Taiwan (China) has a strong legal system
for contract enforcement that encourages large and medium-size firms to
subcontract their work to small and micro firms, with confidence that
their orders will be filled. This symbiotic relationship among firms allows
the Taiwanese economy to adjust quickly to shocks. During economic
booms, large firms expand production quickly by subcontracting to small
ones; during slowdowns, the least productive of small and micro firms fail
in a process of natural selection. The result is that the most productive
firms survive and grow, the least productive fail, and the Taiwanese
economy, by facilitating this process, reaps large gains in aggregate
productivity.

Neither the East Asian miracle economies, nor Ireland in the 1990s,
nor the other OECD economies have had high growth in periods of ac-
celerating inflation. While many of these economies had bouts of infla-
tion, they were mostly mild and of short duration and did not coincide
with high-growth periods. A precondition for rising productivity and sus-
tainable growth is price stability. Price stability allows for sound invest-
ment decisions driven by considerations of high returns, whereas under
high inflation, price distortions can lead to less-productive investment
choices, for example, in real estate as an inflation hedge.

Rising productivity has also tended to coincide with periods of fiscal
prudence, in part the result of a mutually reinforcing relationship. Rising
productivity and growth result in increasing tax revenues, allowing gov-
ernments to achieve a sounder fiscal position. For Ireland, most of the
East Asian economies, and the OECD economies, governments took steps
to reduce deficits and, especially in East Asia, to generate large public
sector savings. In all of the recent cases of rising productivity and growth,
government-implemented reforms made room for private sector
investment.

Also contributing were investments in human capital. Because of the
lead time between educating children and achieving a more skilled work-
force, countries cannot afford to wait for periods of high growth and pro-
ductivity gains to begin investing in education. At the same time, without
an improvement in employment opportunities, countries face the risk that
their newly skilled labor force will emigrate. But without skilled labor,
countries miss out on opportunities to generate and attract skilled
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employment, foreign direct investment, and technology transfers (Nelson
and Pack 1999).

Brazil has made significant improvements in these areas. Price stability
since the 1994 advent of the Real Plan has permitted sounder investment
decisions. The country has invested in human resources. More recently,
the government has curtailed its overall fiscal deficit and generated pri-
mary surpluses. Growth rates, however, have remained relatively low,
except for the strong pick-up in 2004. The crucial question is how recent
actions can be deepened to sustain long-term growth and welfare
improvements.

RETURNS TO BETTER SERVICES

In the past 40 years, 100 million more Brazilians gained access to an im-
proved water supply and 50 million more to sanitation services. In the past
30 years access to electricity increased from 490 kilowatt-hours per capita
to about 2,300 kilowatt-hours per capita, largely through the development
of hydropower. In the past 10 years or so, 20 states adopted legislation to
modernize water resources management.

As in the rest of Latin America, however, much remains to be done to
improve access to services. Nearly 40 million Brazilians do not have ade-
quately treated water, and approximately twice that number do not have
adequate sanitation. Access is lowest among the poor, with coverage espe-
cially lacking in the North and the Northeast, and in municipalities with
fewer than 20,000 people. Water and sanitation services are high on the
list of stated priorities as municipalities prepare projects for financing. 

Brazil faces a twofold crisis in water: droughts in the Northeast and
pollution near large urban centers. Almost every river that runs through
urban areas is highly polluted, causing serious health problems and
environmental damage and increasing costs for water treatment. All of this
hurts the poor the most and makes clean water less affordable for
everyone.

The investment cost to deal with these problems is staggering. The cost
of developing new water resources is rising because of scarcity, contami-
nation of nearby sources, and the distant location of alternative sources.
And the cost will be higher to provide services to areas and people that are
still without services—marginal areas and small towns where the popula-
tion is more spread out—than it is in the more densely populated cities.
Making progress will require productivity gains through reform and inno-
vation on legal, institutional, financial, and technical fronts.
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The efficiency of provision will determine the services that can be pro-
vided within budget constraints. In 2000 only three out of the 26 state-
level water and sanitation companies had losses in their distribution
networks of less than 30 percent—and seven had losses of more than
50 percent. These enormous losses stem from the lack of incentives to
invest in greater productivity, a reflection of the fragmentation of institu-
tional control and inadequate attention to operations and maintenance
and to environmental considerations. Water tariffs generally cover operat-
ing costs, but half the companies face operational deficits requiring fiscal
support, leaving no possibility of new investments.

One key to a solution is coordination between the water sector and
urban planning and management, solid waste collection and disposal,
health services, land use planning, and environmental protection to
improve efficiency and reduce wasted resources. Reforms could ensure
that subsidies are carefully targeted to the poor, realistic environmental
and engineering standards are adopted, conservation practices are
implemented through changes in tariff regime and bulk-water pricing,
innovative financing programs are created to provide incentives to im-
prove operational efficiency, and a clear legal framework is set up to im-
prove the investment climate.

Consider the services situation in urban areas more generally. The pres-
sure for service provision is high and growing: the urban areas have more
than 80 percent of the country’s population, about 90 percent of GDP, and
more than 50 percent of the poor. Decentralization and more private sec-
tor participation could generate greater payoffs from available resources
by expanding municipal investments through private sector participation,
improving the efficiency of urban services, and improving municipal
management capacity. 

Better coordination could also yield greater productivity gains. Urban
transport suffers from a lack of coordination at the federal and state levels
for integrating land use and transport needs. Public transport, used mainly
by the low-income population, is becoming increasingly unsafe and unre-
liable, hurting productivity. Management of urban pollution could benefit
from greater coordination between sectors and the integration of urban
pollution management into other sectors. 

Better use of subsidies and other interventions is also important.
Housing finance needs to become more available, more efficient, and
more equitable. The poor are big losers in the current system, as evi-
denced by the proliferation of informal human settlements and clandes-
tine land subdivisions. Housing finance, subsidies, and land management
must be integrated to have meaningful impact.

56 FROM INSIDE BRAZIL: DEVELOPMENT IN A LAND OF CONTRASTS



PAYOFFS TO INFRASTRUCTURE 

Infrastructure holds a key to unlocking many of the potential gains in pro-
ductivity in Brazil, as in many other Latin American countries (Calderón
and Servén 2004). Logistics costs (for transport, storage, ports) are a large
component of the cost of doing business in Brazil; at about 20 percent of
GDP, they are almost twice the level in OECD countries. Reduction
of these costs depends in large measure on greater private sector provision
of infrastructure, which depends in turn on effective regulation. 

Rapid progress has been made in privatizing telecommunications,
transport, and energy, but sector regulations and institutions still have
major weaknesses that impede service delivery and discourage investment.
Strengthening the regulatory framework for infrastructure, establishing
and clarifying important legal concepts and regulations, building the
capacity of regulatory agencies, and increasing transparency and credibil-
ity would greatly reduce investors’ risks and promote investment. 

Infrastructure finance is in short supply because of fiscal constraints, an
underdeveloped domestic capital market, and the country and exchange
risks associated with foreign sources of investment. But the lack of consis-
tent demand in the form of bankable infrastructure projects is also delay-
ing development of the capital market. Leveraging private funding for
infrastructure will depend on coordinating strategies for infrastructure
and capital market development, emphasizing public–private partnerships
in the planning and design of infrastructure projects, and developing in-
novative project finance instruments with limited government support.

Transport costs are particularly high in interregional trade, which is
still dominated by truck transport. This trade is greatly hampered by the
deteriorating condition of the highway networks and by problems at ports,
especially excessive labor costs and outdated customs procedures. These
are major constraints to the development of the North, Northeast, and
Center-West regions and to Brazil’s international competitiveness. Resolv-
ing outstanding regulatory issues and the main infrastructure bottlenecks
would enable railroads, coastal shipping, and multimodal transport to play
bigger roles, reducing costs along interregional corridors. Promoting the
development of an integrated multimodal transport system is a priority for
greater efficiency and lower costs. Development of railways in particular
could be a huge gain for transport in Brazil. Retraining and redeploying
excess port labor and reforming customs would facilitate trade and
contribute to increasing exports. 

Inadequate mass transit in the major cities has contributed to explosive
growth in the number of automobiles. The resulting gridlock wastes time
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and resources and contributes to air pollution loads. One challenge will be
to create an enabling environment for big cities to extend and coordinate
their mass transport networks, either by arranging for co-financing by
state and municipal authorities or by providing financial instruments to
enable private investors to participate. Another challenge is to help the
more than 30 medium-size cities to better integrate their land use, air
quality, and urban transport strategies and to reserve exclusive corridors
for bus or light rail, helping these cities avoid some of the problems that
the major urban centers are now facing. 

Energy costs and the reliability of supply are also important to produc-
tivity and the investment climate. Brazil’s power sector is unusual in its
concentration on hydroelectric power. Regulatory deficiencies and pricing
distortions are major barriers to private investment. Reform of the power
sector remains incomplete; the partial reforms of the 1990s seem to have
left the power industry caught between state controls and private markets. 

The implied regulatory, pricing, and incentive gaps, combined with
droughts, resulted in an energy crisis early in the 2000s. Completing the
reform of the energy sector, revising regulations to restore incentives, and
strengthening sector institutions would improve access to a more efficient
and reliable energy supply. The adequacy and distribution of energy are
important concerns and will become increasingly critical as economic
growth picks up and the demand for energy rises.

BUSINESS-FRIENDLY ENVIRONMENT

Brazil’s greatest strength may well be the dynamism and entrepreneurial
spirit of its people. Brazilians are recognized for knowing how to get
things done. The country has weathered political change, macroeconomic
crises, financial crises, high inflation, and overvaluation followed by
devaluation. If the principle of survival of the fittest applies to Brazil’s pri-
vate sector, then the businesses that have survived the economic turmoil of
the last two decades are surely adaptable, resilient, and productive—
qualities that in periods of economic tranquility and favorable conditions
ought to allow them to grow robustly.

The strength and dynamism of Brazil’s private sector should fuel
Brazilian growth in this century, but realizing this potential requires the
right foundation. Public policy can help by saving more to avoid crowding
out the private sector; streamlining taxation to lighten the tax burden and
distribute it better; providing legal guarantees for investment, to reduce
risk; facilitating land registration, to allow land to serve as collateral for
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loans; and rationalizing business registration, to encourage formality and
access to credit. Recent reforms of social security for public servants, im-
provements in the tax system, and the approval of a new bankruptcy law
are important steps. 

Excess bureaucracy is a drag on the economy. A review by the Brazilian
Institute of Tax Planning found that the country has produced 37 tax
norms (normas tributárias) a day, or 1.57 an hour, in the 16 years since the
establishment of the October 1988 constitution.

Pamela Cox, the World Bank’s vice president for Latin America and
the Caribbean, and her colleagues had a revealing discussion with leading
Brazilian analysts in early 2005. Professor José Pastore of the University
of São Paulo noted at this meeting how even simple reforms had a way of
becoming law, and how steps to make the labor market flexible became so
legalistic that the market could not benefit from them within any reason-
able time.

It takes an average of 152 days and 15 separate procedures to start a
business in Brazil, at an average cost of 11 percent of GDP per capita.
By comparison, it take 48 days and 80 procedures in Taiwan (China), at
a financial cost of 6 percent of GDP per capita, and just 12 days and
3 procedures in Ireland, at a financial cost of 10 percent of GDP per capita
(World Bank 2004d).

The difficulty, cost, and inefficiency of closing a business are also an im-
pediment to releasing the capital that is locked in a failing business for
other, more productive uses. In Brazil it takes 10 years to go through
bankruptcy procedures, at a cost of 80 percent of the value of the business
(figure 3.2). Creditors, employees, tax authorities, and other claimants on
the assets of failed businesses recover an average of just 2 cents on the dol-
lar, the eighth-lowest recovery rate in the world. In Taiwan (China), by
contrast, it takes 10 months at a cost of 4 percent of the value of the busi-
ness, and claimants recover an average of 90 cents on the dollar. In Ireland,
it takes five months at a cost of 8 percent of the value of the business, and
claimants recover 89 cents on the dollar. 

The speed and efficiency with which businesses can close down and re-
sources can be reallocated leads to more productive outcomes in Taiwan
(China) and Ireland than in Brazil. The ability of claimants to recover
most of their investments when businesses fail leads to more aggressive
investment decisions and stimulates business creation, innovation, and
productivity.

On a recent visit to the state of Rio de Janeiro, as we were riding over
the Ponte Rio-Niterói, my colleague Gabriel Azevedo, a Sector Leader
for Brazil, recalled that construction on the bridge had started around
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1968. Since we were talking about how long it takes to close a business, he
wondered whether the agency established to oversee the bridge construc-
tion had ever been dissolved, considering how difficult it is to close down
anything in Brazil, even an entity whose purpose no longer exists.

Contract enforcement is also weaker in Brazil. It takes an average of 16
procedures and 380 days to enforce a contract and resolve a dispute in
Brazil, compared with 15 procedures and 210 days in Taiwan (China) and
16 procedures and 183 days in Ireland. The short time needed to enforce
agreements allows firms in the latter two countries much greater flexibility,
such as by facilitating subcontracting arrangements in Taiwan (China) that
allow larger firms to pass on work to micro and small firms.

Having a similar business climate in Brazil, with greater ease in starting
a business and enforcing agreements, would facilitate the growth of micro
and small enterprises and would likely lead to gains in productivity and em-
ployment. In all this, the key question is how to resolve the institutional
tensions between the need for a predictable legal framework on the one
hand and the need for efficient processes on the other. Striking the right
balance is a challenge for the government to address, and one that
influences the effectiveness of the functions of the government, the private
sector, and international agencies as well. As Minister of Labor and
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Figure 3.2  Years to Resolve Insolvency, 2003
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Source: World Bank 2004d.
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Employment Jaques Wagner once noted about the value of reaching clo-
sure in negotiations and business dealings: “A tragic ending is better than
a tragedy with no ending.”

There are crucial links between investments and the business climate
and between investments and the quality of life. In infrastructure, for
example, surveys show that much-needed investments in the quality of
infrastructure would go a long way toward improving the business climate
and the quality of life. With the fiscal constraints on new public sector in-
vestments, other ways need to be found, including greater private partici-
pation, to improve the infrastructure stock so that it can achieve an
acceptable level of service.

Improvements in urban transportation are also important. Safe and
comfortable access to work is a major component of the quality of life in
cities, but is yet to be achieved in the major cities in Brazil. Some studies
suggest that urban transportation deficiencies contribute to low produc-
tivity, forcing workers to rise early to get to work on commutes requiring
two or three modes of transport, with a high risk of assaults and thefts.
Pilot research by IPEA for the municipality of Osasco in São Paulo indi-
cated that time lost in urban transport may have contributed to a 14 per-
cent drop in productivity in factories (Colenci and Kawamoto 1997). 

KNOWLEDGE AND TECHNOLOGY 

Science and technology could be areas where Brazil has a dynamic edge.
Economies such as Costa Rica, Israel, Korea, and Malaysia have carved
niches in manufactured exports based on new or improved technologies.
Their shares of high-technology exports in total manufactured exports are
about 25–50 percent. Brazil’s share is about 18 percent, up from a third of
that a decade ago. Technology in service exports is also important: India’s
rapid rise in exports of information technology, increasing by some 50 per-
cent a year over the past decade, is a compelling case. 

There is great interest in Brazil in the knowledge economy. At a meet-
ing of the Economic and Social Council in 2003 devoted to that topic, the
then council chair and later minister of education Tarso Genro drew far-
reaching conclusions about what Brazil needs to do to compete better in
the global economy. States such as Minas Gerais and Pernambuco are
placing special importance on this issue. The 16th Fórum Nacional in
2004, chaired by former minister of planning João Paulo dos Reis Velloso,
also focused on the knowledge economy and produced a set of influential
papers on the subject. 
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Figure 3.3 provides a visual representation of the relative strengths and
weaknesses of countries in this area, in this case a comparison of Brazil and
Korea (Dahlman and Thomas 2000). Korea’s advantage is striking when it
comes to the lower spreads of the rate of interest and the higher rate of eco-
nomic growth. Also notable is the fact that Korea has somewhat smaller
public spending on education as a percentage of GDP, but higher average
years of schooling than Brazil.

Building a knowledge economy allows a country to capitalize on its true
advantages, whatever they might be. It also better equips a country to seize
new opportunities as they arise. It is traditional to think that trade and de-
velopment need to build on industry, but experience now shows that this
does not have to be the case in all countries. For Brazil, some of its great-
est comparative advantages no doubt lie in less-emphasized areas. 

Science and technology is one such area. Technological parks in Rio
de Janeiro, Porto Alegre, Recife, São Leopoldo, and Santa Rita do
Sapucai demonstrate the promise of promoting the use of technology in
business. Music, art, and culture are other areas of great potential. So is
ecotourism. 

I heard many compelling presentations on these possibilities. At a semi-
nar in 2003 on science and higher education, then minister of education
(now senator) Cristovam Buarque began his presentation with a strong de-
fenseof the importanceofsocial inclusion,environmental sustainability,and
culture.Education,hesaid, influencesallof thisandis influencedby it. Ihave
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Human Development Index
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Figure 3.3  Expanding Opportunities: Brazil and the Rep. of Korea

Source: World Bank Institute.
Note: Based on most recent data available in 2005.
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found that the case for supporting a sector is more persuasive when such
cross-linkages are established than when it rests on the predictable argu-
ments in favor of the sector.

Is the availability of natural resources a help or a hindrance to innova-
tion? Brazil has strong entities such as Embrapa, Embraer, Petrobras, and
others, whose embrace of innovation and technology have had and con-
tinue to have an important influence on innovation in resource use. The
experiences of Australia, Canada, Chile, Finland, and Sweden, among oth-
ers, suggest that the combination of knowledge with natural resource en-
dowments, human capital investment, and open trade policies is a
potentially powerful engine of growth. Knowledge and natural resources
are complements whose potential can best be unleashed through greater
openness, investment in human capital, and public–private research and
development partnerships in natural resource-intensive sectors.

ACCESS TO FINANCIAL SERVICES

As Taiwan (China) has shown, micro and small firms can be among the
most productive. In Brazil, a comparison of small firms and larger firms
finds that small firms face greater disadvantages, mainly in access to credit
(Kumar and Francisco 2005). The exclusion of micro and small firms from
credit markets hinders a process of natural selection that allows the more
productive to thrive and the least productive to drop out. Exclusion from
financial markets means that even very productive micro and small firms
in Brazil may remain small and limited in their capacity to produce. Ex-
panding financial services to all firms and strengthening information net-
works to allow micro and small firms to obtain credit at a reasonable cost
will help to address these constraints. 

Compared with Latin America as a whole and with other countries in
Latin America, Brazil has reasonably good financial depth and intermedi-
ation services. Credit to the private sector in 2003 was 35 percent of GDP
in Brazil, compared with 11 percent in Argentina and 18 percent in
Mexico, both wealthier countries. Nonetheless, the East Asian and OECD
economies had significantly higher shares of private sector credit to GDP,
from 104 percent in Korea and 122 percent in Ireland to 149 percent in
Hong Kong (China) (figure 3.4). 

Brazil’s credit is also highly concentrated, not likely a productive
allocation. Only one in three Brazilians (60 million of 180 million) has a
bank account. The lowest share of credit per capita is in the North and
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Northeast regions. In the Northeast, deposits per capita exceed credit, in-
dicating that most financing in the region comes from retained earnings. 

Nearly 30 percent (or 1,680) of Brazil’s municipalities lacked a bank
branch in 2002. This means that many good ideas never get the funding
needed to get off the ground, especially in the poorest regions where a
marginal dollar of credit is likely to have a much larger impact on produc-
tion and productivity than in regions where credit is significantly higher.
The government has made great strides in establishing focal points for
providing banking service: today, virtually all municipalities are served by
some such point of service.

Directed credit has been greatly reduced in Brazil, but it still has a siz-
able role, especially in the housing and rural sectors. Directed credit is
funded by implicit and explicit taxes, goes through public banks, and is
subject to administered interest rates. There have been indications that
Brazil’s directed credit programs do not reach traditionally excluded
groups and may be causing spreads on other credit to increase, to the
detriment of many micro, small, and informal firms. In the National

64 FROM INSIDE BRAZIL: DEVELOPMENT IN A LAND OF CONTRASTS

Figure 3.4  Credit to the Private Sector as a Share of GDP, Selected
Countries, 2003
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Program to Strengthen Family Agriculture (PRONAF), for example, the
largest 2 percent of borrowers receive 57 percent of loans while the
smallest 75 percent receive 6 percent. 

Those without access to directed credit, especially micro and small
firms, have to pay more for their own credit as a result of such credit pro-
grams. Guillermo Perry, the World Bank’s chief economist for the Latin
America and Caribbean Region, notes that this effect of directed credit in
raising the cost of capital has been important in the experience of various
countries. Spreads in Brazil in 2003 averaged some 40 percentage points
above the annual prime SELIC lending rate. More than 16 of the 40 per-
centage points were due to bank margins to compensate for below-
market-rate loans through directed credit programs. Default expenses
accounted for nearly another 7 percentage points of this spread. This sug-
gests that Brazil could reduce by nearly half the final rates paid by bor-
rowers if recovery rates on loan defaults were improved and if banks
narrowed their profit margins as a result, among other measures, of a
smaller share of directed credit in total credit and of greater competition.

Expansion of microcredit is also important for increasing productivity
and well-being. Brazil’s 4.1 million micro and small firms account for
45 percent of formal employment and for more than 60 percent of urban
jobs. They are the primary source of income, directly or indirectly, for
60 million Brazilians and generate nearly 20 percent of GDP. So there are
significant socioeconomic benefits to ensuring that the most productive of
these firms have the resources to expand. Institutional reforms to further
this agenda would be a priority.

Most Latin American countries have achieved significantly higher mi-
crocredit market penetration, from 27 percent in Chile to apparent satu-
ration in Bolivia, compared with only 2 percent in Brazil (table 3.2). The
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Table 3.2 Penetration of Microfinance in Latin American Countries, 2001

Estimated size of Current clients Market penetration 
Country market (thousands) (thousands) rate (%)

Bolivia 232.3 379.1 163
Nicaragua 116.4 84.3 72
El Salvador 136.3 93.8 69
Paraguay 83.0 30.2 36
Peru 618.3 185.4 30
Chile 307.8 82.8 27
Brazil 7,875.6 158.7 2

Source: Kumar 2002.



estimated size of the Brazilian microcredit market is more than 7.8 million
clients. While coverage has increased from a base of near zero in 1994 to
160,000 in 2001 and approximately 200,000 in 2004, that remains a small
fraction of the total. 

Brazil recently adopted measures to increase microcredit. A portion of
bank deposits are now earmarked for this purpose, and special terms have
been established for small loans, with interest rates capped at below-
market rates. Microcredit has increased as a result, but these measures
may be a disincentive to market-based private microcredit, and it is not
clear that the approach is sustainable. Brazil’s experience indicates that the
main challenge for micro and small businesses is not high lending rates but
lack of access. Brazil might now begin to phase in market-lending rates, to
avoid the disincentives to private microcredit.

FLEXIBLE LABOR LAWS

Brazil’s labor laws date to the 1940s, when the structure of the economy
was far different than it is today, and technological improvements and
economic adjustments were considerably slower. Labor law reforms are
needed, but changes are politically sensitive.

Innovation, as measured by the number of patents and new innova-
tions, has accelerated rapidly worldwide in the last three decades. New in-
dustries and areas of economic activity have emerged; others, including
many of the heavy manufacturing industries, are no longer considered the
stars of the economy. In the United States, the fact that Google and
Microsoft are worth more than General Motors and Boeing is evidence of
this shift from heavy industry to high-skilled services. 

Brazil’s labor laws were shaped by the belief that heavy industry would
remain the primary form of economic activity, and long employment
tenures the norm (World Bank 2002). There are impediments to hir-
ing workers and even more to firing them. The use of part-time labor is
severely constrained, and the labor code encourages litigation to resolve
disputes between employers and employees and their unions. This model
of labor–employer relations is a poor fit with today’s innovation-based
economies, which emphasize services more than industry and require
rapid transitions and nimble shifts in response to market changes.

Brazil ranks among the 10 most difficult countries in which to expand
employment. Temporarily expanding production by 50 percent involves a
more than 100 percent increase in labor costs. The same production in-
crease boosts labor costs by about 30 percent in Malaysia and the United
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States, 6 percent in Kenya, and zero percent in Ireland (World Bank
2004d). 

For Brazil this means that a firm operating near capacity will have to in-
crease its costs enormously to temporarily ramp up production, leading to
higher prices to tame demand and compensate for higher labor costs. A
more flexible labor market that permits overtime, weekend work, and
night shifts without penalizing companies for hiring additional workers
during peak demand periods helps to hold down inflation by reducing the
cost of increasing production.

There are social costs as well. When employment regulations are too
rigid, businesses seek other means of remaining competitive. They hire
outside the law and fail to provide social benefits. Countries with more
rigid labor laws have a larger informal sector and a greater share of child
labor. In countries where it is more difficult to dismiss employees, the
poorest 20 percent of the population has a smaller share of national in-
come. If the goal of rigid labor laws is to protect the poor, they do an infe-
rior job of it, and ultimately harm productivity and growth.

Greater labor law flexibility can yield significant gains in productivity
and growth, as well as in social well-being, as Ireland’s experience has
shown. Despite lower real wages in Ireland after labor market reforms, the
country’s income grew because more people were employed, social indica-
tors improved, and many Irish living abroad returned home to enjoy a
better standard of living.

* * * * *

The concept of productivity covers the spectrum of economic activities
of government, private business, and civil society. Productivity concerns
organization, regulation, and efficiency of processes. It also concerns tech-
nologies, old and new, whose application improves outcomes. Upgrading
and improving technological applications depends on connections to sci-
ence, research, and development activities and on regulatory frameworks
and policies.

In view of Brazil’s particular circumstances, improving productivity is
an even greater priority than factor accumulation. This boost in produc-
tivity can come from greater investments, for example in service provision
and knowledge and technology. It also comes fundamentally from reforms
in the business environment, the financial sector, and the labor market.
Some important reforms such as those affecting labor markets may be po-
litically sensitive, require legislative changes, or both. Others, such as the
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climate for enterprise, depend on administrative actions and thus can be
considered low-hanging fruit.

Productivity applies with special significance to natural resources in
Brazil. The country is blessed with an abundance of resources, but that
abundance coexists with scarcity in some regions and with problems of
resource depletion and poverty. This is the subject of the next chapter. 
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Few countries can match Brazil’s wealth of natural resources—or
the environmental problems that this wealth implies. The natural
environment has an enormous impact on people’s welfare and the
country’s assets. The challenge is to establish policies and institu-

tions that support the sustainable use of these resources for the country’s
long-term well-being.

Mayors, secretaries of the environment, and environmental workers
gathered at a conference in late 2004 to evaluate the National Forests
Program. There was a general sense that the program was highly effective,
but there was also frustration that its scale was limited. The modesty of the
program’s scope and the enormity of the challenges were not lost on
the keynote speaker, Minister of the Environment Marina Silva. She ral-
lied the troops, reminding them that each person can make a difference. 

Silva told this story: “A schoolteacher in a poor Indian village noticed
that a girl in her class had a wonderful smile but only shabby clothes. So
she bought her a pretty blue dress. The mother, surprised to see her
daughter in a new dress the next day, groomed her in a way that befit her
new look. Her father, surprised at how good his daughter looked, decided
to spruce up the house, so it would do justice to her appearance.
Neighbors, seeing how nice the family’s house looked, decided to renovate
their own houses. Community leaders, noticing how good the whole
neighborhood looked, began to channel more resources to it.” Even small
improvements can lead to big changes.

There is growing interest and debate with regard to Brazil’s natural
resources. Still, considering the magnitude of this natural wealth, its rapid

CHAPTER 4

SUSTAINABILITY

We may utilize the gifts of nature as we choose, but in the books, the debits will
always equal the credits.

—Mahatma Gandhi
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rate of use and destruction, and the vast potential for better use, the degree
of domestic and international attention is surprisingly low. A number of
good programs seek to address the challenges of the natural environment:
some try to mainstream environmental efforts into other activities, while
a few attempt to influence market forces to achieve better outcomes. 

Everyone agrees that these initiatives are small relative to the forces of
environmental destruction, and that ways need to be found to scale them
up and to help Brazilian development become more sustainable. 

Increasingly, people also agree that a sustainable environment is vital
for economic growth and the well-being of the country’s population. The
Brazilian Institute of Geography and Statistics conducts excellent surveys
with far-reaching impacts on public opinion and policy making. A survey
of municipal mayors found that four out of five highlighted serious envi-
ronmental problems relating to water, pollution, silting, soil erosion, and
massive deforestation as major concerns affecting their municipalities.
Half of them linked unsustainable agricultural and other economic
practices to environmental degradation, and one-third related such
environmental destruction directly to economic losses (IBGE 2005).

PRECIOUS ASSETS 

Among countries, Brazil is second in total forest area, after Russia, and first
in tropical forest area. It has the largest freshwater reservoirs, enormous
biodiversity, and a climate that allows three annual harvests in some areas,
making the agriculture sector one of the most productive in the world. 

Brazil’s natural capital covers a wide spectrum of renewable and nonre-
newable resources—from the rich biodiversity of the Amazon and Atlantic
forests and the Cerrado, to mineral and energy resources, to water
resources, the latter abundant but unevenly distributed over space and
time, across regions, and between rural and urban areas.

Each of these areas and regions gives rise to specific concerns. In the
North and the Northeast, natural resources constitute a much higher
proportion of the assets of the poor than of the rich. Ensuring their preser-
vation and controlled use is thus a condition of equity as well as of sus-
tainability. Much of the environmental damage is irreversible (as in the
near-disappearance of the unique Mata Atlântica and the losses in the
Cerrado and the Caatinga of the Northeast). Urban degradation also
affects the poor disproportionately: inadequate water and sewerage, in
particular, take a heavy toll on health. The relation between resource use
and growth and poverty deserves much greater attention (box 4.1).
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Box 4.1 Environment and Growth

There are many reasons to care for the environment: for its contribution
to people’s health, for the safeguarding of a country’s heritage, for the
conservation of biodiversity, and in a country as rich in natural resources
as Brazil, for the link between the environment and economic growth.

This link has a time and a distributive dimension. Intuition and
anecdotal evidence suggest that even if environmental neglect might be
compatible with short-term growth, it is costly in the long term.

The essential reason why superior solutions of growth and environmen-
tal protection do not emerge automatically is that private gains differ
from the social gains because of externalities. Addressing this imbalance
might take the form of establishing stronger property rights as well as tax
and subsidy schemes to more closely align private and social interests.
Finding ways to allow markets to capture the social gains from a better
environment would also contribute toward finding a more sustainable
solution.

The figure below illustrates the challenges and possibilities. Available
natural resources are shown by the length of the X axis. In one direction
(from left to right), MNBC shows the additional net returns from
resource use with current approaches, as seen by private interests. From
the other direction (from right to left), MNBS shows the additional net
returns to a more sustainable path, also as seen by private interests. As
things stand now, in equilibrium E1, there would be a large volume of
unsustainable approaches, ON1, and only a small volume of sustainable
practices, O�N1. 

Better outcomes could be achieved through a tax that lowers the
private benefits of the unsustainable path or through market schemes that
raise the private returns to the more sustainable path.

If the private gains for current practices can be modified in these or
other ways, the resulting schedule would be MNB�C. Even better, if mech-
anisms can be found to bring the private returns to sustainable practices
to higher levels that correspond more accurately to the true social value
of natural resources, the new schedule would be MNBS�. With both these
shifts, the new equilibrium would be E2, with the level of sustainable
practices higher at O�N2 and current practices lower at ON2. This situa-
tion would be better for long-term growth and poverty reduction.

(continued on the next page)



Natural capital is part of the asset base for a country’s development, with
people’s welfare as the central concern. One of Brazil’s largest challenges is
transforming its natural wealth into material wealth and social well-being.
This transformation depends on the distribution and use of natural assets. 

The unsustainable use and rapid depletion of forests, freshwater re-
sources, and topsoil might provide a temporary boost for the Brazilian
economy, but would do so at the expense of higher long-term growth.
Brazil has the opportunity—already lost to many industrialized countries—
to ensure that its development process uses natural resources productively
and sustainably so that they contribute to growth and well-being for
generations. Unlike oil wealth, Brazil’s natural wealth has the benefit of
being renewable and, if used sustainably, could last for generations.

VALUE OF FORESTS

The administrative unit formally known as the Legal Amazon covers
60 percent of Brazil’s national territory, is home to 21 million people, and
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Returns to Sustainability

Marginal net benefits Marginal net benefits

Use of natural
resources

Current
practices

Sustainable
practices

O O�
N2 N1

MNBs�

MNBs

MNBc�

E1

E2

MNBc

MNBc – marginal net benefits of current practices
MNBc� – the same with a tax 
MNBs – marginal net benefits of sustainable practices
MNBs� – the same with a subsidy

Source: Author’s analysis.

Box 4.1 (continued)
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Table 4.1 Annual Carbon Dioxide Emissions, Top 20 Countries, 2000

Rank Country Emissions (kilotons)

1 United States 5,601,509
2 China 2,790,451
3 Russian Federation 1,435,057
4 Japan 1,184,502
5 India 1,070,859
6 Germany 785,510
7 United Kingdom 567,843
8 Canada 435,858
9 Italy 428,171

10 Korea, Rep. of 427,014
11 Mexico 423,972
12 Saudi Arabia 374,344
13 France 362,432
14 Australia 344,760
15 Ukraine 342,771
16 South Africa 327,279
17 Iran, Islamic Rep. of 310,301
18 Brazil 307,520
19 Poland 301,346
20 Spain 282,934

Source: World Bank data.

is the largest tropical forest biome in the world. All the countries of
Europe, with more than 400 million people, could fit into the Amazon
with room to spare (map 4.1).

The value of the Amazon lies in its three main functions: as forestland, as
a storehouse of biodiversity, and as a carbon sink. Local communities in the
Amazon rely on the forest for their livelihoods. As home to between 10 per-
cent and 20 percent of known species, the Amazon is one of the world’s
greatest storehouses of biodiversity (Capobianco 2001). The Amazon is
also a carbon sink, with each hectare holding an estimated 300–500 tons of
carbon. These functions are of unquestionable global importance. 

The large-scale changes in land use that are taking place in the Amazon
are rapidly modifying the ecological processes there. Cattle ranching,
agriculture, and logging all lead to deforestation, which alters regional and
global atmospheric conditions and the carbon budget. The burning
of forests and the release of carbon into the atmosphere makes Brazil one
of the top 20 contributors to carbon dioxide emissions (table 4.1). The
Amazon is also a local climate regulator and provides various ecological
services to Brazil, such as providing for water cycles. Rapid deforestation
interferes with these functions.
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Deforestation rates spiked during the 1970s and 1980s in response to
policies, including taxes and subsidies, implemented by the regional
development agency SUDAM. Roads were opened through the Amazon,
such as highway BR-364, and other incentives were established to encour-
age Brazilians to migrate to the Amazon frontier and cultivate farmland.
These policies were later reversed, but not before they led to an increase
in the population along the Amazon frontier and greater pressures on
forestland.

Since the 1950s, the Amazon forest has shrunk by 15 percent, primarily
along an arc of deforestation that extends from Rondônia through
northern Mato Grosso and southern Pará. Deforestation slowed in the
1990s to rates below the average during the 1970s and 1980s, but it began
to accelerate again in 2002, and was above this average in 2003 and 2004
(figure 4.1). 

Every once in a while there is a seminar where the assembled experts
reveal a genuine sense of discovery at the findings. World Bank Senior
Economist Sergio Margulis presented the results of a study on the causes
of deforestation in the Amazon at a seminar in 2004 at our Brasília office

Figure 4.1  Average Yearly Deforestation in the Amazon, 1978–2004
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to a group that included Regional Development Minister Ciro Gomes and
Minister of the Environment Marina Silva. You could see that some of the
implications were surprising to many of the assembled experts—an exam-
ple of the power of knowledge to influence perceptions.

The study showed that a key factor in deforestation has been the
expansion of cattle ranching into the Amazon. Brazil has the largest cattle
herd in the world, with some 190 million head of cattle, more than one for
each Brazilian. Cattle ranches occupy 75 percent of deforested land, with
large and medium-size ranches taking up most of it (Margulis 2003). 

The economic returns to deforestation and ranching in the Amazon
region are high—higher than returns to ranching in other regions or to
other uses of the Amazon. For example, the annual net income from cattle
ranching is US$139 per hectare in the town of Alta Floresta in Mato
Grosso state and US$103 in the town of Paragominas in Pará state. Returns
are substantially lower in the traditional cattle ranching areas of the South
and Southeast, for example, US$65 per hectare in Tupã, São Paulo.

These vast differences encourage the expansion of cattle ranching into
the Amazon. Moreover, with the increased export of Brazilian beef, mostly
from the South and Southeast regions, to the rest of the world, there has
been greater demand for Amazonian beef to meet domestic demand. As
hoof and mouth disease is eradicated in the region, it will be possible to
export Amazon beef directly to world markets, threatening further
deforestation.

The challenge is that the private returns to cattle ranchers do not take
into account the social costs of deforestation. While the profits to ranch-
ers in the Amazon region average US$75 per hectare per year, the envi-
ronmental costs are estimated, conservatively, at around US$100, with the
true value likely much higher. This suggests that there is a tradeoff
between private benefits and social costs.

The environmental or social losses are diffuse, however, ranging from
local to global effects, while the gains to deforestation are concentrated.
The result is little individual incentive within the world community to
lobby for a reduction in deforestation rates, and large individual incentives
for ranchers to expand into the Amazon without concern for the popula-
tion as a whole.

Devising a transfer mechanism to compensate ranchers for not tres-
passing onto forests would be a complicated endeavor. More immediate
measures might involve incentives for alternatives to ranching, which is
the current focus of Brazilian policy toward development in the Amazon.
Examples include improving the provision of basic services in the cities
and towns already established along the frontier in order to expand
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economic opportunities and raise the opportunity costs of leaving these
towns to enter standing forests (Diewald 2002).

The Free Trade Zone of Manaus in the state of Amazonas, for example,
has concentrated economic activity in the city, rather than dispersing it
throughout the state. This has contributed to both growth and welfare.
Governor Carlos Eduardo Braga often notes that despite being the largest
state, Amazonas has had among the lowest rates of deforestation in the
process of economic development because it has succeeded, through fed-
eral and state policies, in creating forms of employment such as the Free
Trade Zone that do not involve destruction of the forest (figure 4.2).
Besides the Free Trade Zone, other factors such as the state’s low road den-
sity also contribute to the low deforestation rate in the state of Amazonas.

Another crucial measure involves better property rights. If land
ownership rights are not clear, sustainable use becomes difficult. Tighter
licensing requirements, too, can make expansion of ranching onto public
lands more difficult. While ranching is a principal force driving deforesta-
tion, the expansion of soy farming onto pastureland in the Cerrado
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Figure 4.2  Deforestation in the Amazon by State
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contributes indirectly, by pushing cattle grazing up into the Amazon as
well as by directly encroaching on forestland.

The picture is also muddled by land conflicts, illegal logging, and illegal
land occupation. Corruption remains a serious issue feeding the illegality.
The government has announced measures to curb land conflict and pro-
tect the environment, including a presidential decree creating five new
environmental reserves. But success depends on effective enforcement.

The state of Mato Grosso, Brazil’s main soy producer, was responsible
for almost half of the deforestation in 2003–4. While deforestation rates
have declined in all other Amazon states, they rose in Mato Grosso and
Rondônia, despite laws that permit a certain amount of deforestation
(20 percent) in exchange for protection of the remaining forestland
(80 percent). Better environmental licensing and enforcement could help
to reduce the rate of deforestation.

Despite environmental laws protecting forests and advanced environ-
mental licensing, deforestation has increased over each of the four years
since 2000 and set a record in 2002–3 and 2003–4, especially in Mato
Grosso. In this period, a forest area the size of Belgium was lost. Weak
enforcement of licenses, illegality, and corruption are big reasons. Land in
the region is comparatively cheap, providing a distorted incentive for
extensive rather than intensive agriculture. Effective enforcement of
environmental licenses would give both farmers and ranchers an incentive
to boost productivity. 

Limiting access to forests would also reduce deforestation. One step
would be a moratorium on paving roads in the forests until enforcement
mechanisms operate as intended. The higher the travel costs into the
Amazon, the less incentive there is to intrude beyond the current frontier.
The World Bank’s unfortunate experience in providing loans for the
paving of the BR-364 highway in the Amazon without effective mitigation
and protection has shown that deforestation is rapid along roads when the
cost of transporting goods from the region becomes cheap. 

The paving of the BR-163 highway from Cuiabá to Santarém, to facil-
itate the transport of soy, could raise deforestation along that route to rates
experienced around other paved roads in the region. This would mean
that along 50 kilometers on both sides of the road, more than 30 percent
of the forest could be lost in less than 30 years—affecting 258,000 square
kilometers, an area approximately the size of the United Kingdom. 

What would happen to the Amazon if all roads in the region were
paved? Assuming a rate of deforestation similar to that along the BR-364
highway in Rondônia—a fair assumption, as the rate has been close to
the average for paved roads in the Amazon region (figure 4.3)—some
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projections suggest that by 2050 less than half the original Amazon would
still be standing (Ferreira 2003; Nepstad and others 2000).

In addition to limiting road access, establishing protected areas also
makes a positive difference. Evidence shows that even during periods
of rapid deforestation, protected areas are relatively preserved. In 2002
Brazilian president Fernando Henrique Cardoso together with James
Wolfensohn, president of the World Bank, Claude Martin, president of
World Wildlife Fund International, and Mohamed El-Ashry, chairman of
the Global Environment Facility, signed an agreement for the Amazon
Region Protected Areas (ARPA) program to transform the conservation
landscape in the Brazilian Amazon. The program aims to protect 50,000
square kilometers of key biomes and unrivaled natural wealth. As a step to-
ward ARPA’s long-term goals, the government has established 15,600
square kilometers of new protected areas, encompassing 23 new conserva-
tion units at federal and state levels, an area half the size of Belgium. 

Donor interest in these issues can play a crucial role. The Rainforest
Pilot Program, launched in 1992 with donor funding from the G7 coun-
tries, the European Union, and the Netherlands, is designed to slow
deforestation and demonstrate the compatibility of conservation and
sustainable development. As of 2005, with US$220 million in investments
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Figure 4.3  Percentage of Deforestation along Paved and Unpaved Roads
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and US$180 million in commitments, 16 projects are under implementa-
tion and two are set to begin. Achievements include demarcation of
indigenous lands over some 460,000 square kilometers (an area larger
than Germany, the Netherlands, and Switzerland combined); establish-
ment of community-managed extractive reserves over some 20,000
square kilometers; increased adoption of certified forest management;
and training of thousands of community leaders in fire prevention and
control.

Yet the Rainforest Pilot Program has not been able to slow deforesta-
tion. The most important forces behind deforestation—cattle ranching
and highly profitable soybean cultivation—have powerful dynamics. Sur-
veillance and control of land clearing and logging and demonstration of
alternative land uses and technologies must go hand in hand with the use
of economic instruments to change the behavior of economic agents.

Moreover, donor interest in supporting sustainable development
through efforts such as the Rainforest Pilot Program seems to be waning.
I have been struck by the decline in messages of support from other coun-
tries for protection of the Brazilian rainforest. This seems to be partly
because of the lackluster results in slowing deforestation and partly be-
cause of inadequate drive by the Brazilian government to secure external
program funding. But it is also the result of priorities other than the
Amazon crowding the donor agenda. It would be in everyone’s best
interests to put concern and support for the Brazilian rainforest back
on track.

ENDANGERED BIOMES

While the Amazon has captured the imagination of people everywhere,
the Cerrado has been relatively neglected. It, too, deserves a Brazilian vi-
sion for long-term use and conservation. In the past four decades, more
than half of the 2 million square kilometers of Cerrado have been trans-
formed into pastureland or cash-crop plots or put to other uses. Today,
this land accounts for more than half of Brazil’s soybean and beef produc-
tion, with most of the soy exported.

The Cerrado has the richest diversity of flora of any savanna in the
world, but it is being rapidly degraded. The area being cleared of native
vegetation in the Cerrado is even greater than in the Amazonian forest:
55 percent of the Cerrado has been deforested, an area half the size of
Mexico, and 63 animal species are threatened with extinction. The rate
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of clearing is also greater: the Cerrado’s deforestation rate of 1.1 percent a
year is twice that of the Amazon.

As in the Amazon, licensing, monitoring, enforcement, and use of eco-
nomic incentive instruments could be employed in the Cerrado to control
land use. Pará state has a plan in the works, and international support is
likely to be forthcoming if the plan moves forward. A biome-wide project
similar to the ARPA project for the Amazon would have great merit for
the Cerrado.

To be sure, the region has a huge upside for agribusiness, which must
be capitalized. The challenge for leaders is to help the region become not
only the greatest producer but also the greatest protector of its natural
wealth. 

The Caatinga of the semi-arid Northeast is also seriously endangered,
its rich biome fragmented by slash-and-burn agriculture and suffering
from droughts, inappropriate expansion of grazing lands, and extraction of
charcoal and firewood. It is a vast ecosystem, spanning all nine Northeast
states plus part of Minas Gerais state. The region is one of the poorest in
Brazil and continues to contribute thousands of migrants to other regions,
particularly during drought years. 

The Caatinga is the least protected ecosystem in Brazil. In 2000, the
Ministry of Environment convened a workshop with 140 participants
from government, academia, and civil society to discuss the problems of
the Caatinga and identify areas to be preserved or used in a sustainable
way. Following up on these recommendations and protecting at least
10 percent of the Caatinga should be a priority. New practices for the
sustainable use of rural and urban land are needed, based on economic and
ecological zoning of the region. The federal government prepared a
National Action Plan to Combat Desertification, which could be an
instrument for fostering environmental sustainability and the transfer of
resources and technology to the Northeast.

Destruction of the Caatinga has reached a critical point in some areas,
with the threat of irreversible desertification. Management of the region’s
water resources is enormously important to its sustainability. Federal and
state governments, in collaboration with the private sector and the inter-
national community, can develop policy instruments to reverse the
destruction of this region and its natural resources.

Another critically endangered biome is the Mata Atlântica. Only an
estimated 7 percent of the original Atlantic forest remains standing. The
Mata Atlântica is important not only because of its rich biodiversity
but also because it contains the watersheds supplying the cities of Belo

SUSTAINABILITY 81



Horizonte, Curitiba, Florianópolis, Recife, Rio de Janeiro, Salvador, São
Paulo, and Vitória. Development by the tourism industry and other inter-
ests along the coast continues. Finding an effective formula for protecting
this dwindling resource is an urgent priority, requiring joint efforts by fed-
eral and state governments and the private sector.

During my years in Brazil, I visited some of these successful efforts. For
example, the Mico Leão Dourado is a successful conservation and devel-
opment project to restore endangered monkeys at the Poço das Antas bi-
ological reserve in Rio de Janeiro’s Mata Atlântica. The reserve supports
sustainable practices, including the creation of wildlife corridors connect-
ing native forests. The project is supported by the Critical Ecosystems
Partnership Fund, financed in turn by Conservation International, the
Global Environment Facility, the MacArthur Foundation, the govern-
ment of Japan, and the World Bank. The partnership fund has made grants
around the world to more than 215 civil society groups implementing
projects in 13 of the world’s most threatened ecosystems, including the
Brazilian Atlantic rainforest. 

There are also promising initiatives in the Amazon, but the big chal-
lenge now is to scale them up to an adequate level. Research and policy in-
stitutions such as Museu Goeldi are working to get greater traction for
successful activities; these efforts need support. International financing
possibilities also need to be capitalized. One example is the Poverty and
Environment in the Amazon project (POEMA) in Ponte de Pedras on
Marajó Island. Affiliated with the Federal University of Pará and sup-
ported by the International Finance Corporation (IFC), POEMA sup-
ports poverty reduction and sustainable development by strengthening
community-based agro-industries in the region. An example is its partner-
ship with Daimler Chrysler, which uses car seats made from coconut fiber
for its Brazilian assembly line. The IFC is providing funding for POEMA
through its capacity-building facility.

It is rewarding to see these and many other examples of success, includ-
ing those under the previously mentioned Rainforest Pilot Program.
While these are encouraging experiences for us all, offering hope for the
future, we also need to realize how much has already been lost and how
little time there is to turn things around.

WATER RESOURCES

Only one-fifth of the world’s farmland is irrigated, but that fifth produces
40 percent of the world’s food. By 2025 irrigated farmland is expected to
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produce 70 percent of the world’s food to feed an additional 2 billion peo-
ple. The world’s water needs are expected to double by that year, and some
4 billion people—half of the world’s population—may be living under
conditions of severe water stress. 

Brazil has an abundance of freshwater. Its freshwater availability, more
than 70 percent of it concentrated in the Amazon Basin, represents an es-
timated 12.7 percent of the world’s total. With 7.32 trillion cubic meters,
Brazil has the largest internal flows of water, followed by Russia (4.50 tril-
lion), China (2.83 trillion), Canada (2.79 trillion), and the United States
(2.48 trillion). Properly managed, this precious resource can meet the
country’s needs for agriculture, industry, and household use and help to
drive economic growth and improve social well-being.

Reflecting the country’s abundance of water and hydroelectric poten-
tial, access to electricity rose from less than 500 kilowatt-hours per capita
in 1970 to 2,000 kilowatt-hours today, with hydroelectric plants account-
ing for the bulk of installed capacity—still only 42 percent of Brazil’s
hydroelectric potential. Despite this, a reliable supply of electricity over
the long term remains a concern. 

But while water is abundant in some areas, it is scarce in others. The
Northeast region, with 28 percent of the population, has only 5 percent of
the country’s water resources. Clean water is also scarce in the industrial-
ized South and Southeast regions, where nearly 60 percent of the popula-
tion resides (Mejia and others 2002). Water is available, but it is usually
highly polluted. Drought is also a recurrent problem. During 1998–99 the
government spent US$3.3 billion for drought relief for 10 million people
in the Northeast. A more developed system of reservoirs and water dis-
tribution could have averted this crisis. All these factors make water
resources management a special challenge for Brazil.

A major priority is to carry forward and complete water infrastructure
projects, which could provide a stable supply quickly and at reasonable
cost. Public projects whose infrastructure is ready or almost ready have the
potential to irrigate an additional 100,000 hectares of land in the semi-arid
Northeast. In the states of Ceará, Piauí, Paraíba, Pernambuco, and Rio
Grande do Norte, completing unfinished water infrastructure projects for
domestic and industrial uses would cost an estimated R$606 million and
benefit some 4.3 million people with a stable supply of water, at a cost of
R$140 per beneficiary. On economic and social grounds, this effort would
constitute the first phase of a program addressing the water needs of this
region. The estimated costs of initiating a major program to transfer wa-
ter from the São Francisco River are clearly much higher, on the order of
R$4.5 billion. Although it would potentially benefit nearly 12 million



people in the Northeast, such an approach could mean a conservatively
estimated cost of R$375 per beneficiary.

The exact numbers could be sensitive to the assumptions made. But the
favorable economics and relative benefits to the nation of immediately
completing the ongoing works are clear, in contrast to those of starting up
a major new project for transferring water. A one-to-one comparison is
summed up in table 4.2.

On the other hand, in a program phased over a couple of decades, the
completion of ongoing works could be followed over time by the initiation
of new works for water transfer. With adequate analysis and preparation,
these approaches, so phased, could be seen as complementary and as part
of a long-term water strategy.

Floods, with their high human costs, are another recurrent phenome-
non, aggravated by relentless deforestation and soil erosion. In China,
flooding along the Yang-tze River in 1998 led the government to ban
deforestation. High rates of deforestation had left topsoil exposed, and
silting during heavy rains reduced the capacity of the river, resulting in
flooding that left 75 million Chinese homeless. While levees might have
mitigated the problem, more sustainable use of forests could have avoided
it. This experience provides an important lesson on the need to protect the
environment.

Inadequate water for irrigation during dry periods also hurts agricul-
tural production and the welfare of those who depend on agricultural
employment. Brazil uses only 15 percent of its irrigation potential (Costa
2003). Expanding utilization, especially in areas where agricultural
production is highly variable because of wet and dry seasons, could smooth
some of the income variability for agricultural households.
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Table 4.2 Comparing Benefits and Costs of Water Programs

Completion of works Transposition

Investment (million R$) 606 4,500
Number of beneficiaries (million) 4.3 12.0
Cost per beneficiary (R$) 140 375

Sources: Brazilian government and World Bank estimates.

AGRICULTURAL PRACTICES

Brazil is a major exporter of coffee, soybeans, maize, sugar, bananas,
manioc, orange juice, and meat. Agriculture and agro-industries account
for 27 percent of GDP. The sector has historically been responsible for



more than a third of exports, and that share has risen to nearly half in re-
cent years. Agriculture employs 23 percent of the workforce, and another
10–15 percent work in related, upstream agro-industries (Azevedo and
others 2002). 

Total area under cultivation is estimated at 47 million hectares (6 per-
cent of Brazil’s land area), pastures cover another 220 million hectares
(26 percent), and cleared fallow land makes up another 20 million hect-
ares (2 percent) (Edward 2004). Sustainable use of land and natural
resources is critical to maintaining Brazil’s agricultural competitiveness
and ensuring that agriculture contributes to economic growth.

Expansion and modernization of Brazilian agriculture has had positive
socioeconomic impacts. It has increased the supply of agricultural prod-
ucts for domestic use and for export and boosted incomes. In the Cerrado
region, for example, the economic activities associated with the expansion
of agriculture, the use of modern technology, and the resulting gains in
productivity have contributed to the diversification of local economies and
to an increase in agricultural and nonagricultural incomes and municipal
revenues. This in turn has brought about improvements in welfare. The
question for Brazilian society is how to develop agriculture and agribusi-
ness in increasingly efficient and sustainable ways that contribute to faster
economic growth while maintaining potentially high-value biodiversity
and ecosystem services.

Every year, erosion wears away the topsoil on more than a million
hectares of agricultural land at a cost of some R$3.2 billion, primarily in
decreased agricultural productivity. Most land currently under production
was cleared in the last 30 years. Significant areas of land were deforested
for cropland and then proved unsuitable for agriculture; much of this land
was later abandoned. Exposed to the elements, these vulnerable areas
continue to degrade and adversely affect downstream land and rivers.

Public intervention and environmental awareness have reduced the
amount of unsuitable land brought under production, while agricultural
research has contributed to integrated management of resources and
increased yields, reducing the need for expanding agricultural areas.
Progressive farmers have adopted sustainable land use management prac-
tices, reducing harmful environmental impacts. Most crop and grassland
areas, however, continue to be managed using conventional technologies,
causing soil erosion and degradation of natural resources. The damage is
most acute in poor areas of subsistence agriculture.

In a vicious cycle, soil degradation is both a cause and a consequence of
rural impoverishment: it leads to declining yields and revenues, promotes
land clearing, harms the water cycle, and reduces biodiversity. This de-
structive cycle is perpetuated by market developments and government
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policies that reinforce biases toward technologically advanced producers
and against low-technology, small, and semi-subsistence farmers, who
find it difficult to identify and adopt sustainable resource management
practices that might break this cycle.

The link between natural resource management and the poor is
twofold. First, many natural resources are commonly shared assets, and
since the poor have fewer of their own assets, natural assets make up a
larger share of the total wealth of the poor than of the better-off. Second,
limited financial capacity means that poor people will have access mainly
to natural assets that are fragile, lower-value resources that have lower in-
trinsic productivity and are more prone to degradation through improper
management.

These factors result in a paradox: alongside a rural Brazil that exports
record levels of agricultural produce to the world, there is another rural
Brazil, with widespread poverty and deprivation affecting millions of peo-
ple in small-scale and subsistence farming households. These households
are concentrated in the Northeast, in remote and sparsely populated areas
with scant infrastructure, low productivity, and degraded lands.

The semi-arid region covers some 50 percent of the Northeast and has
approximately 20 million people, or about 40 percent of the population of
the Northeast region. It is the largest concentration of rural poor in Latin
America. Growth of the livestock and cotton sectors in recent decades was
the basis for significant agricultural expansion and diversification, but this
growth has faded, to a large extent because of the environmental vulnera-
bility of the region and its population.

The obstacles to a better life in the rural Northeast are formidable.
Millions of people are trapped in poverty by a weak and degraded natural
resource base, drought, low labor productivity, highly skewed patterns of
landholding, population pressures, and severe deficiencies in basic infra-
structure and services. High illiteracy and poor-quality education hinder
successful migration or efforts to improve rural livelihoods. Inadequate
water supply, sanitation services, and water resource management, includ-
ing drought mitigation efforts and pollution control, adversely affect the
health and productivity of the rural poor.

RURAL DEVELOPMENT PATTERNS

Rapid economic growth similar to what Brazil experienced in 2004, with
urban job creation and expanded domestic demand for farm products, can
significantly reduce rural poverty. But the type and structure of growth are
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as important as the growth itself. What accelerates the reduction of rural
poverty is growth within agriculture, especially growth of labor-intensive
agriculture and small-scale enterprises linked to the rural economy—not a
shifting of labor and capital out of agriculture into large-scale industry. 

Increases in agricultural yields are crucial: a 33 percent increase in yields
can reduce poverty by about 25 percent. Brazil needs a pro-poor growth
strategy that includes agriculture and environmental management to make
agricultural growth more enduring.

Sustainable development of agriculture and the rural economy is just as
important to the state of São Paulo as expansion of industry and the urban
economy. The state has had its share of problems in raising rural produc-
tivity and ensuring sustainability. That is why my Brazilian colleague
Isabel Braga, an environmental specialist, and I found so instructive our
visit in mid-2004 to a land management project with Governor Geraldo
Alckmin. The project aims to foster the conservation of natural resources
and the sustainability of small farms by providing farmers in selected
micro-watersheds with the technical capacity and tools, including
community organization, to use water more efficiently.

We saw fields with no-till agriculture, small farms with rotational
pasture, areas with community water distribution, and a site with a
community milk refrigeration tank. And we saw a fourth-grade environ-
mental curriculum in schools serving children from rural areas. In the mu-
nicipality of Lourdes, the governor noted that the project “helps small
farmers to produce more and better, while conserving precious natural re-
sources such as water.” São Paulo’s experience and that of other southern
states showed that there are many opportunities for learning right within
Brazil.

There may be important lessons as well from the experience of China
and India with rural development and environmental management. China’s
rapid industrial growth of the last three decades has roots in the rural sec-
tor. Liberalization of agricultural prices and private leases on what had been
publicly owned lands allowed China’s rural sector to accumulate savings
and provided incentives for investment in modernization and production.
This, in turn, freed a substantial share of farm labor for nonfarm activities. 

The result was a more productive rural sector, capable of feeding the
population, and an exodus of surplus rural labor into industry. It is this
process that, with other factors, fueled China’s three decades of rapid
growth beginning in the mid-1970s. Key to improvements in the rural
sector were clear land rights that provided incentives for rural farmers to
invest in their land and the availability of nonfarm employment opportu-
nities, which provided an outlet for surplus agricultural labor.
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India is especially vulnerable to wet and dry seasons, with 70 percent of
its population living in rural areas and dependent on nonirrigated agricul-
ture. From the 1950s through the 1980s, India’s rural poverty rate held at
about 45 percent, peaking at more than 65 percent during dry seasons.
Price subsidies and government incentives for agriculture did not have
much effect on rural development. Neither did programs aimed at gener-
ating rural employment.

Rural poverty has been declining only since the mid-1980s, as country-
wide economic growth has spurred rural-to-urban migration and as India
has implemented rural infrastructure programs whose aim is to establish
irrigation and road systems rather than to create jobs. This focus on the
infrastructure needs of rural communities produced real results, whereas
the single-minded employment-generation focus of previous programs
had little long-term impact.

In China and India, both improved opportunities in rural areas and mi-
gration from vulnerable areas have been vital for poverty reduction and
better environmental management. Following thousands of years of culti-
vation in both countries, soil degradation is pervasive, and yields in many
areas are too low to support the population. By some estimates as much as
70 percent of China’s and 25 percent of India’s arable land suffers from
severe to moderate degradation or salinization. In Northeast Brazil, as
much as 80 percent of arable land may be moderately to severely degraded. 

Environmental problems in vulnerable areas are intensified in a vicious
circle: low yields drive farmers to adopt expansive agricultural methods
and to cultivate degraded areas, causing more erosion and more degrada-
tion of neighboring farmland. An obvious solution would be to provide
incentives for populations to move away from these vulnerable areas. In
China, incentives have included government investments in rural educa-
tion and health intended to spur out-migration by younger generations
and reduce the number of farmers per hectare. In India, microcredit in
rural areas has attempted to create more nonfarm opportunities.

Including the rural and agriculturally dependent poor of Brazil’s
Northeast in the country’s development strategy is crucial for economic
growth, poverty reduction, and environmental protection. Social invest-
ments in these rural areas, especially for education and health, empower
the local population to search for other employment opportunities. With
fewer agricultural workers per hectare, more sustainable use of natural
resources, especially water and fuel, can make agriculture more produc-
tive. Brazil can leverage this agricultural potential, in the Northeast and
elsewhere, to generate productivity gains and higher returns. This has
been China’s experience—and Finland’s.
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In Finland and the other Scandinavian countries, the savings from nat-
ural resource–based production, coupled with high levels of human capi-
tal, encouraged investments in high-technology and high-growth sectors
(De Ferranti and others 2001). Nokia and Saab, for example, began in the
forestry and pulp industries before moving into telephones and automo-
biles. By leveraging natural resources sustainably, the Scandinavian coun-
tries were able to develop other sectors of their economies. This experience
bodes well for Brazil’s growth prospects, development, and well-being if
the country uses its wealth of natural resources sustainably while simulta-
neously investing in human capital.

Finally, sustainable forest management in Brazil has positive global ex-
ternalities. Many of the benefits of forest conservation are global—the use
of forests for their biodiversity, tourism, and, as a carbon sink, for exam-
ple. And yet the public and private sectors in other countries have not
demonstrated a willingness to contribute to specific incremental costs of
conservation. Nor has a mechanism been developed that would provide
for larger global transfers to Brazil in recognition of the global value of its
forests. 

The emerging market in carbon offsets could one day provide such a
mechanism. This market is growing rapidly, and Brazil can play a large
role in its development—as well as reap a large share of its benefits.
Eventually, if reforestation as well as standing forests become eligible for
such trading, the incentives for action could rise. Without prejudice to its
sovereignty, Brazil has an interest in an international dialogue on the
global environmental services that it provides and on compensation
mechanisms.

* * * * *

Of all the topics in development, sustainability issues present the
greatest conflicts between what is good socially and what is perceived to be
good privately, between what is good in the short term and what is desir-
able in the long term, and between what is good for a locality or country
and what is good for the world. The recent findings of the IBGE survey of
municipalities (2005) provides perhaps the most powerful evidence that
people and their leadership now believe it is in everyone’s urgent interest
to address environmental degradation before it worsens.

This chapter documents Brazil’s unparalleled natural wealth and also
the unprecedented risk to its sustainable use. Brazil’s great comparative
advantage lies not in destroying this wealth but in harnessing and investing
in it—even if this means losing short-term profits to private individuals. A
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booming agriculture is more consistent with a sustainable environment
than with a deteriorating one, but leadership needs to come from the
federal ministers and government, as well as—indeed especially—from
state governors and governments. 

Resolution of these issues will not be easy, but essential to the solutions
are questions of incentives, markets, governments, and institutional
reforms. Institutions are important well beyond issues of sustainability, of
course, affecting everything we have discussed thus far. It is to such
institutional aspects that we now turn.
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In February 2005 the prime minister of Egypt and his cabinet met with
Patrus Ananias, social development minister of Brazil, Santiago Levy, di-
rector general of the Mexican Institute of Social Security, and a team led
by then president James Wolfensohn of the World Bank to exchange

ideas on social programs and institutional and policy change. Each dele-
gation was keenly interested in the lessons of experience offered by the
others. But everyone also believed that these lessons are not all transfer-
able, and that they need to be adjusted to take account of institutional and
cultural differences. 

Egypt has a centralized structure that is closer to Mexico’s arrangement
than to Brazil’s highly decentralized form of government. That means that
Egypt’s implementation of conditional cash transfers to poor families, for
example, would likely involve some institutional features that are more
similar to those in Mexico than to those in Brazil. Nonetheless, partici-
pants at the meeting also converged on the view that some principles of
reform and institutional change might have universal applicability. 

As the day drew to a close, Minister Ananias observed, “Perhaps every-
where, three principles of institutional reform would have validity. First,
reforms should never be against the well-being of the poorer segments of
society. Second, it pays to consult the people early on and to develop some
degree of common understanding. Third, always tell people the truth.”

While there are few areas where generalizations are as difficult as in the
sphere of institutional reforms, one can say that progress usually requires
reforms that may be politically costly in the short term—and thus depend
on courageous leadership to implement them.

CHAPTER 5

INSTITUTIONS

We have all this creativity . . . and when we pull together, Brazil can succeed in
any situation . . . not just in football.

—Luiz Felipe Scolari, coach of Brazil’s winning 2002 soccer team
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AGENTS FOR CHANGE

Any agenda for change will be influenced by country conditions as well
as by general considerations of efficiency. In seeking improvements in
well-being, productivity, and sustainability, reformers face the key ques-
tion of whether and how institutions promote or stifle change—of
whether they support efforts by all on common goals for greater develop-
mental impact.

For example, if extensive earmarking of government revenues has a
high cost in terms of flexibility and impact, will institutions with already
established norms and interests support a shift to greater flexibility? If the
quality of education is an urgent matter, would educational institutions
press for the needed changes? If there is great value in protecting natural
resources for the future, which institutions will raise their voices in support
of the poor or of future generations?

This chapter touches on these questions, which emerge during almost
every serious policy discussion about Brazilian development. There is a
rich and growing literature on how institutions make a crucial difference
to the achievement of socioeconomic goals. This chapter does not try to
summarize this literature. Rather, it lays out examples of both the institu-
tional capabilities and the gaps in Brazil, within the common framework
depicted in box 5.1.

This chapter offers three examples of areas in which institutional factors
influence effectiveness. They range from the macroeconomy at one end,
through sectoral issues, to the microeconomy at the other end. At
the macroeconomic level, there are tradeoffs between the predictability
of public expenditures and their flexibility. At the sectoral level there
are tradeoffs between the rigor of licensing for investments and the
speed of investments. At the microeconomic level there is a need for
clearer and stronger regulatory frameworks that improve the quality of
service.

All countries are complex; large countries are especially so. The four
years I spent in Brazil was not long enough for me to fully understand the
intricacies of Brazilian institutions, but was long enough to absorb many
different views about them. I was fortunate to have patient introductions
from state and municipal authorities. 

I was also fortunate to have the guidance of the previous World Bank
country director for Brazil, Gobind Nankani, now the World Bank’s vice
president for the Africa Region. In my early days in Brazil, people
sometimes confused me with the Ghanaian-born Gobind, who like me is
of Indian origin. Given his great reputation in Brazil, I hardly minded the
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Box 5.1 The Development Cycle

The development process is an interactive cycle. Underlying the process
is a vision guiding development that is expressed at various levels, from
the country’s multiyear plan to the opinions of its people. Next comes the
establishment of targets and priorities, again at various levels of aggrega-
tion. Getting from the vision to targets can be quick, or it can be
prolonged. 

The targets are then linked to actions by the various actors. The
bureaucracy weighs in at this point, sometimes in a rule-based manner,
sometimes in a discretionary way.

Moving from actions to results requires interactions among the
various actors. These interactions can be horizontal and synergistic or
vertical and isolated. Feedback and assessment of the results inform the
outcomes. This process may involve different forms of popular
participation, sometimes genuine, sometimes manipulated to protect
vested interests.

The various facets of the institutional process—the time frame,
bureaucracy, interactions, and participation—can come into play at any of
the four stages of the development cycle. The nature of these attributes
helps to determine the effectiveness of the process.

Vision
Goals

Actions
Implementation

Targets
Priorities

Results
Feedback

Time
frame

The Development Cycle

Participation

Long/
short

Genuine/vested
interests

Horizontal/
vertical

Interaction

Rules/discretion

Bureaucracy

Source: Author’s analysis.



confusion. Throughout my stay, I also benefited from the counsel of
Antonio Rocha Magalhães, senior adviser for the Brazil program, from
whom I learned something new every day.

FISCAL FLEXIBILITY

Development is a dynamic process, and fiscal flexibility facilitates policy
adjustments in response to changing circumstances. Such flexibility is
especially important when the overall fiscal constraint is as tight as it is in
Brazil. As it turns out, however, fiscal management is highly rigid for a
variety of historical and policy reasons.

Fiscal rigidity arises both from earmarking revenues for specific
purposes and from mandating certain expenditures. In 2003, for example,
about 80 percent of federal revenues were earmarked, and mandatory
expenditures represented about 89 percent of total nonfinancial expen-
ditures. There is some overlap between the two, as some mandatory
expenditures are financed by earmarked revenue. But the bottom line
is that the share of the executed budget that is fully free is rather small.

It is important to consider what would happen to expenditures—and
who would benefit—if revenues were not earmarked. The government
would have greater flexibility to focus spending on true priority areas.
This could improve the quality of fiscal adjustment and of spending to pro-
vide greater support to currently excluded or more vulnerable populations.
This quality adjustment is crucial, as the quantity of spending cannot be
increased.

But given domestic political interests, could an end to earmarking re-
sult in less spending on those who need it most? Brazil’s poor still have lit-
tle voice in government. If allocations to health, education, and other
social causes are no longer mandated and lose their guaranteed revenues,
will services to the poor be cut? This possibility—that an end to earmark-
ing could result in fewer expenditures on the poor and an even lower
quality of spending—needs to be considered carefully as bold steps are
taken to make the budget more flexible.

A second aspect of inflexibility relates to the urgency of reform, the
weightiest issue being pension reform. The social security system, partic-
ularly for civil servants, with its full replacement ratios and early retire-
ment options, has been more generous than the systems in OECD
countries. The annual deficit in the public pension system alone, at
4.5 percent of GDP, is comparable to the primary fiscal surplus target of
the public sector. Reforms approved by Congress in December 2003 and
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confirmed by a Supreme Court ruling in August 2004 are now being
implemented at the federal, state, and municipal levels. 

These reforms, although back-loaded, reduce significantly the actuarial
imbalances of the public system. Simulations indicate that the net present
value of projected pension deficits of the public sector in the first 50 years
would be reduced by roughly one-third. But these reforms would still lead
to larger deficits (even if smaller than without the reforms) in the period
before the stronger gains set in. This clearly points to the need for stronger
actions that could, inter alia, increase the average length of service and the
average age of new retirees, slow the growth of pensioners, reduce the
average new pension, and improve both the fiscal and equity aspects.

Social security expenditures are over 10 percent of GDP and account
for more than half of social expenditures (see figure 5.1 for a comparison
with other countries). By their nature, these expenditures are not progres-
sive in their impact on income distribution. Social assistance expenditures

INSTITUTIONS 95

Figure 5.1  Public Spending on Social Protection in Selected Countries and
Regions, as a Percentage of GDP

Sources: Lindert, Skoufias, and Shapiro 2005; P. Lindert 2004.
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are about 1 percent of GDP and are much more progressive. Social
security reforms are therefore important not only for the fiscal balances,
but also for greater equity. 

Brazil’s reform agenda needs to address growth and income distribution
objectives simultaneously. That means shifting from programs that are
regressive to those that are more progressive (and efficient). The question
is how institutions might support such a shift.

Comprehensive social security reform will no doubt require a slow
process of consensus building, but signaling definite intentions to tackle
the system’s imbalances is important for reinforcing macroeconomic
credibility. The gains of going further are clear for public finances and
for equity. The benefits would be felt on the external side as well, not
least through increased national saving as public pension liabilities are
reduced.

Chile’s pension reform in the 1980s lowered the implicit public sector
debt and helped keep interest rates low. Pension debt was about 80–100
percent of GDP at the time of the reform. The new system was fully
funded, and employees who had contributed to the old system were given
recognition bonds that could not be traded in the market until 1995. Bond
values implied a real rate of return of 1–2 percent on past contributions
and thus a markdown of the pension debt by about 15–20 percent. The
real rate of return on these bonds was fixed at 4 percent, which implied a
further markdown. 

Chile’s pension debt was thus marked down by at least 25 percent, but
Chileans had traded high and uncertain obligations for lower but service-
able ones. By 1991, with high economic growth, old-age pensions in the
new system had grown by about 40 percent and disability pensions by
about 90 percent. More recent assessments, however, provide important
and cautionary lessons—for example, with respect to the lack of competi-
tion and the high administrative costs for the companies managing the
pension funds.

Social security is not the only category of public spending that is rigidly
set and constitutionally guaranteed in Brazil. Under current arrangements
there is little scope for the Brazilian government to cut public spending,
should this become necessary from a macroeconomic point of view, with-
out either changing the constitution or decimating basic social services.
The logical response would be to introduce more budget flexibility in ar-
eas where spending is less essential, while preserving essential spending,
thereby increasing the overall quality of public spending.

Making progress on such difficult reforms requires institutional and
political adjustments in any country. Reforms could be guided by a focus
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on long-term benefits rather than short-term costs. That would help to
identify necessary spending reforms that can improve the quality of
macroeconomic adjustment while making room for critical social spend-
ing. Securing fiscal adjustment by cutting spending in areas that worsen
inequality can avoid the need to raise taxes or cut infrastructure spending,
which can slow economic growth.

REGULATORY FRAMEWORK: LICENSING

Brazil is an international leader in environmental legislation, even if im-
plementation of these laws has been relatively weak. Since the 1970s the
government has used licensing to direct investments to be consistent with
the country’s environmental goals, especially conservation.

At the same time, businesses cite unnecessary rigidity in the licensing
process as a significant cost of doing business. Reducing certain constraints
on market entry and exit, they claim, could boost investment, competi-
tion, and productivity without hurting the environment. Simplified ad-
ministrative procedures for business registration, land acquisition, site
development, and environmental approvals would help. Brazil also has a
unique institution, the Ministério Público, to protect people’s rights to
environmental quality.

A second issue relates to the implementation of licensing at local levels.
The states and municipalities are responsible for implementing environ-
mental licensing in Brazil’s decentralized environmental administration.
Despite the transparency of the process and its participatory nature, it is
not considered flexible enough to deal with economic pressures or to meet
new challenges at local levels. In seeking a solution, the key is to maintain
and strengthen environmental protection while streamlining the process
for greater efficiency.

Consider the environmental licensing required to implement a new
water supply and sewerage system. This obligation rightly places the
burden of any public health impacts of proposed investments on the en-
terprise, not on consumers. The questions are whether the licensing
process is streamlined enough to make the investment realistic, and
whether the environment is being protected in practice. The poor suffer
both from delays in such investments and from environmental neglect.
The need is to find the right balance in institutional arrangements so that
they value both environmental safeguards and the need for investments.
This tradeoff is not unique to Brazil; OECD countries have struggled
with it too, and some have taken decades to get the balance right.
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A particular issue in Brazil, given its size and decentralization, is how to
disseminate technical parameters, understand their interactions, and coor-
dinate implementation across the three levels of government. Greater
clarity in the roles of each level and clearer rules would go a long way
toward addressing the tension between the need for effective safeguards
and support for investment and growth.

SERVICE DELIVERY

Provision of services is crucially linked to people’s welfare. Again, water
services provides an example. How water is used, priced, and distributed,
as well as how residual waters are collected and disposed of, affects the
sustainable use of water over time. In all this, the functioning of the insti-
tutions supporting service delivery determines how the rules of the game
are enforced, how various interests interact, how beneficiaries participate
in the process, and what results are obtained.

Most investments in water supply and sanitation are funded by public re-
sources or publicly channeled resources. State and municipal authorities
tend to politicize decision making in water and sewerage utilities and thus
to interfere in day-to-day management. Even privately operated utilities
are sometimes subject to politically motivated terms and conditions. As a
result, utility management frequently lacks the autonomy to operate effi-
ciently and either cannot be or is not held accountable for outputs and costs. 

Although utility tariffs are generally high enough to cover operations
and maintenance costs and to leverage 10–20 percent of the investments,
half the utilities in Brazil still have operational deficits that require fiscal
support. Collection rates and productivity are low in many utilities when
compared to the best regional utilities, and water losses are high in almost
all of them. 

Utility managers need the autonomy, resources, and proper incentives
to improve the efficiency of investments, management, and operations.
The efficiency gains should be allocated to improve service coverage and
quality and to maintain affordable tariffs. More efficient and autonomous
utilities will be better able to mobilize the internal and external investment
resources needed to pursue higher levels of water and sanitation service
coverage and quality for the poor and to expand wastewater collection and
treatment.

A number of strategies can be used to improve productivity. Some are
relatively painless, and some are particularly difficult. Since political inter-
ference and special interest pressure are at the root of excess staffing,
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political leadership must be committed to rationalizing staff. To ensure the
success of any plan to improve productivity, labor representatives need to
be involved in designing the strategies and presenting them to employees.
It is also important to address issues of pensions in many utilities to make
them solvent.

One indicator of inefficiency is a high level of water losses, measured as
the ratio of the volume of water billed to the volume placed in the distri-
bution system. Although several service providers in Brazil have achieved
important improvements, average losses are still very high. In 2000, three
of the 26 state companies had losses of less than 30 percent and seven had
losses greater than 50 percent; the average was 39 percent. For municipal
utilities, losses ranged from less than 20 percent to more than 70 percent;
the average rate was 40 percent overall (public and private) and 30 percent
for privately operated utilities alone.

Revenue collection losses for state and regional utilities are about
12 percent, but again variations are large. Of the seven utilities with losses
greater than 25 percent, five are in the North, one is in the Northeast, and
one is in the Southeast. State and regional utilities in the Center-West and
South have consistently good collection ratios. While the data for
municipal utilities present some analytical problems, several municipal
utilities appear to have serious collection problems. Improving collection
is difficult where service is unreliable, but most surveys indicate that where
service is good, people are willing to pay. 

It is difficult to substantially improve service quality without adequate
resources. Greater private provision is one way to increase resources.
Experience shows that private sector participation can result in better per-
formance when contracts are awarded on the basis of transparent criteria,
are enforced fairly and effectively, obligate public authorities to set rea-
sonable tariffs, and incorporate incentives for private operators to achieve
clearly specified performance targets. These criteria are not easy to meet,
and poorly prepared and implemented private sector participation can do
more harm than good. In developing an approach to private sector partic-
ipation, funding agencies and policy makers need to focus on improving
efficiency and generating investment funding for high-priority projects.

INTEGRATION ACROSS SECTORS

Whether at the federal, state, or municipal level, an important issue is how
to work across sectors to get the greatest impact. For instance, the health
impact of government interventions depends on the work of people not
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only in the health sector but also in infrastructure, such as water and san-
itation services, and in education, with studies showing the importance to
health of educating girls. And education outcomes depend not only on
activities in the education sector but also on what is done to improve
children’s health and nutrition, among many other things.

Having observed how the governments of Bahia, Minas Gerais,
Pernambuco, Maranhão, São Paulo and other localities are beginning to
rely on teamwork across planning, finance, education, infrastructure, and
environment sectors, our team in Brazil was able to shift the World Bank’s
approach in the states. There was a new focus on support for such inte-
grated approaches rather than on stand-alone projects in individual sectors.

There is a growing number of examples of development strategies being
implementedacross sectorsat the state level inBrazil.Bahiahasmadestrong
progress on social and economic programs, in part because of the integra-
tion the state has achieved across priority areas. Bahia has a well-articulated
approach to improving the quality of life in urban and rural areas and sees
advances in both as closely linked. The secretaries of infrastructure, water,
urban affairs, planning, and the social sectors work together with clearly laid
out targets, as Governor Paulo Souto explained at the international Scaling
Up Poverty Reduction conference in Shanghai in 2004.

For Minas Gerais, turning around the fiscal situation has been a top
priority. The state has successfully established a shared understanding of
the fundamental importance of sound government finances. It has pur-
sued this objective while also establishing strong teamwork across sectors
to identify measures for integrated development and to rekindle growth
momentum. The focus is on cross-cutting impacts in taxation, spending,
and partnerships with the private sector. Working together, the goal is, as
Governor Aécio Neves is fond of saying, “to make Minas the best place to
live in Brazil.” By the end of 2004 the state had achieved a balanced
budget, a remarkable accomplishment in a relatively short time.

Pernambuco’s approach has been to get the state sectoral, planning, and
finance secretaries to work together on matters such as the quality of edu-
cation, information technology, infrastructure, tourism, culture, and pub-
lic sector reform. The state’s turnaround in performance—3 percent
annual growth in the past half decade, following a previous decade of
stagnation—seems to owe much to this kind of teamwork in strategy and
implementation. School enrollment continues to rise and health indicators
to improve. In the last half decade, Pernambuco improved from 24th in
ranking to 19th in the assessment of its basic education system by the
National System for Evaluation of Basic Education (SAEB). There is a
strong focus on promoting technology and innovation, the most visible
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sign being the cluster of information technology and related activities in the
center of Recife under the Porto Digital initiative. Governor Jarbas Vas-
concelos gives credit to the people of the state for what has been achieved.

To improve the quality of institutions and accountability across states,
the federal government could encourage competition through bench-
marking and monitoring based on surveys and indicators of institutional
quality. Mexico publishes state-by-state indexes of governance and corrup-
tion. In Bangalore, India, a citizen scorecard of service provision motivates
service providers to set higher standards. Indonesia, too, has benefited
from public disclosure of compliance with environmental standards.

Brazilian states and municipalities already track, monitor, and publicize
their performance on the Human Development Index, and these results
have fed into public investment decisions. Also promising is the use of
performance contracts in environmental management at the state and
municipal levels to encourage greater compliance and better outcomes.

DECENTRALIZATION OF GOVERNMENT

The merits of decentralization are evident from reports on programs that
function better by functioning closer to their clients. Several successful ru-
ral projects in the Northeast have benefited directly from decentralization
and community participation. The effectiveness of several federal pro-
grams also hinges on decentralized service delivery and on links to other
municipal programs.

At the same time, the highly decentralized Brazilian system also creates
implementation challenges. In particular, there are problems of coordina-
tion across levels of government, and sometimes accountability is hazy.
The lack of continuity, even in technical staff, from one administration to
another compounds such problems.

Partly in reaction, there has been a push by some for more centralized
control. In the social sectors this has put in some jeopardy the impressive
federal accountability framework built in the 1990s. This push toward
centralization has also generated confusion by blurring some of the dis-
tinctions in responsibilities and roles across states, municipalities, and the
federal government in infrastructure development for social sectors
(hospitals, schools), among other areas.

Brazil’s federal structure affects its long-term vision for 2020. Building
institutional capacity for Brazil’s future is a key challenge, especially for
states and municipalities, which have responsibility for the delivery of key
services. 
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There is keen interest at the state and municipal levels in the exchange of
lessons on capacity building and institution strengthening. Whenever may-
ors are involved, the energy level of discussions intensifies. A group of 100
mayors came together in late 2004 for the signing of a World Bank loan to
Betim, the first to a Brazilian municipality. Following the signing with
World Bank Vice President Pamela Cox, Betim’s mayor, Carlaile de Jesus
Pedrosa, made a rousing speech on the value of such partnerships for
municipalities, not just for the financing they provide but also for the
knowledge exchange they foster. Mayors from Belo Horizonte, Cubatão,
Teresina, and other cities agreed. From the state of Rio Grande do Sul, the
mayors of Bagé, Pelotas, Rio Grande, Santa Maria, and Uruguaiana
described their programs under consideration for World Bank financing,
including integrated efforts in education, entrepreneurship, urban housing,
participatory planning, environmental protection, rural development, and
tourism.

Related to all this is the issue of modernization. Progress in this area has
been very slow. Today, the costs of doing business and accessing services
are too high, largely because of the complex regulatory framework and red
tape at all levels of government. 

Modernizing the state means creating an agile and credible regulatory
framework that encourages new business formation and job creation. It
also means cutting the red tape required by three levels of government, to
reduce costs to service providers and users and enable improvements in
the quality of public services. 

PARTICIPATION OF THE PEOPLE

Service provision improves when users have a voice in program decision
making and implementation. The rural poverty reduction programs in
Northeast Brazil are a powerful testament to the value of beneficiary par-
ticipation. The programs in 1,500 municipalities reach about 1.7 million
families, with investments in basic socioeconomic infrastructure and serv-
ices. Government representatives and development technicians from
around the world have made field visits to the Northeast to learn about
these mechanisms and why they achieve superior results. At the 2004
conference in Shanghai, these programs were highlighted. 

Two pivotal features of these programs are direct transfer of resources to
beneficiaries and a reliance on representative municipal councils as forums
for expressing community preferences on priorities, approving investment
proposals, and monitoring and supervising community subprojects. The
councils are composed of beneficiaries and civil society (80 percent of
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membership) and municipal authorities (20 percent). Observers have noted
the progressive evolution of these projects—better integration and com-
plementarities with other programs, and more accurate targeting with less
leakage when resources are transferred directly to beneficiaries. 

Some of the sites that we have visited over the years speak to these fea-
tures. In Garanhuns, Pernambuco, we met with beneficiaries of rural
poverty reduction and land reform activities, who explained why partici-
pation pays off. In Conceição do Coité and Euclides da Cunha, in Bahia,
we saw the same enthusiasm and appreciation by beneficiaries who had a
voice in the decision making and implementation of programs that directly
affected their well-being.

The Northeast states are scaling up these projects and extending par-
ticipatory approaches to other programs. Ceará has been integrating its
rural poverty programs with other state and federal programs, especially
in water resources. Project municipal councils in Bahia, Maranhão,
Pernambuco, Piauí, Rio Grande do Norte, and Sergipe are being used as
forums and clearinghouses, both to improve integration with federal pro-
grams and to ensure access for the poor, as with the program of universal
access to electricity. 

Paraíba is seeking to strengthen the participation of women in the
councils and beyond, to organize illiteracy reduction campaigns, and to
promote community participation in other programs. In Maranhão, a new
project is using integrated municipal development plans to inform com-
munity investment decisions with the goal of raising human development
indicators across the state. I remember the early meetings on the project
that Governor José Reinaldo Tavares called. He brought together all his
secretaries at these meetings, seeking to uncover synergies across their
areas of responsibility.

Worldwide, there are numerous examples of the impact of participation.
In Brazil the participatory budget processes of Rio Grande do Sul are
widely referenced and studied. Citywide assemblies discuss expenditure
priorities for education, health, transport, taxation, city organization, and
urban development. The assemblies elect members to a budgeting council,
which decides on the investment plan. In Argentina, citizens have partici-
pated in crafting transparent rules of public procurement. In Chile and
Mexico, e-government initiatives such as electronic tax filing are reaching
more and more people. In El Salvador, the Educo program encourages par-
ent associations to play a stronger role in learning programs and their poli-
cies, reducing teacher absenteeism and improving student performance. 

Brazilian civil society has supported innovative and participatory ways
of converting simple ideas into improvements in the quality of lives. The
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Cabocla women’s project in the municipalities of Santarém and Belterra in
Pará features women’s traditional knowledge and contributions in the
areas of health and social development. The Yanomami education pro-
gram in Roraima tailors basic education to the culture and needs of these
indigenous people. Petrolina, Pernambuco, has developed an integrated
system for reusing desalination waste from reverse osmosis. In Minas
Gerais, small dams are used for surface rainwater collection for more than
250 municipalities. In the Northeast semi-arid region, a project in the
Macambira community works with the contributions of poor families to
build basic housing structures for the poor. 

During a visit to Salvador, Bahia, at the end of 2003, I met with the ben-
eficiary children of a project called Empregar (work). This two-year-old
project grew out of the previous experiences of two programs working
with disadvantaged youth, the Instituição Beneficente Conceição Macêdo
and the Centro Social Sementes do Amanhã. These programs found that
poor youngsters regain their self-esteem and are keen to reinsert them-
selves in society when their talents are utilized and their creativity stimu-
lated. Building on this experience, Empregar focuses attention on poor
adolescent orphans, whose parents were victims of HIV/AIDS and who
thus find themselves excluded from society. The project works with
100–200 such youth and facilitates their learning and participation in small
and medium enterprises. 

With some of the results already in place, the project had just won a prize
at the World Bank’s annual Development Marketplace in 2003, participat-
ing with 3,000 projects from 133 countries. The Development Market-
place, with its annual event in Washington and special events in several
countries a year, has encouraged promising ideas in development from
around the world. When I met with Empregar manager Maria Fátima Car-
doso and the participating youth, it was clear what a huge role the project
had played in recognizing the young people’s abilities—and how much the
recognition of Development Marketplace meant to the project.

The difficulties of processes that do not involve participation are also
evident across the world, even as they coexist with successful examples of
participation. China is a case in point. During the Shanghai conference,
several participants noted with admiration how China manages to mobi-
lize its people and count on their participation to implement programs.
Once decisions are made on a new approach, the population pulls together
to ensure the best results. But China also faces the challenge of stimulat-
ing more participatory approaches in decision making and in the distribu-
tion of resources. For example, richer provinces get more health resources
and better-quality services than poor provinces. China has good health
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indicators and reasonably good income equality, but its global ranking in
the distribution of health services is surprisingly low. 

Equity in the provision of services across regions is a challenge in most
large countries. Brazil’s national Fund for Primary Education Develop-
ment (FUNDEF), which began operating in 1998, simplifies and makes
more transparent and equitable the transfer of federal funds to finance
basic education. Together with the State Participation Fund, FUNDEF
has contributed to reducing interregional and interstate inequality in basic
education. This experience illustrates the importance of attending to the
greater needs of poorer regions and areas.

An interesting example of the benefits of this approach comes from my
home state of Kerala in India, where social gaps were vastly reduced.
Kerala has an average ranking among the 29 Indian states in economic
growth. But when it comes to social indicators such as school completion
or life expectancy, Kerala compares favorably with industrial countries. A
girl born in Kerala can expect to live longer than one born in New York
City. Participation, democratic processes, and freedom of the press are
well above developing-country norms—and some even argue that they are
too high from the perspective of promoting economic growth. 

Why is Kerala such a positive outlier among developing countries and
areas in social progress and participation (though it has much to learn
about modernizing its business environment)? History plays a part. In
1817 the Maharani (queen) of Travancore, today one of the provinces of
Kerala, proclaimed that “the State shall defray the entire cost of the edu-
cation of its people in order that there may be no backwardness in the
spread of enlightenment among them, that by diffusion of education they
become better subjects and public servants.” She wanted all girls to go to
school, and so they did, raising the status and contribution of women in
this matriarchal society.

GOVERNANCE AND CORRUPTION 

The nature of governance and the role of corruption is the first observation
insomediscussionsaboutBrazil—butthelast inothers.Ofteninassessments
of Brazil’s development processes, these aspects are left to the imagination.
The concepts are hard to define and their empirical weight is hard to pin
down. And yet there is a pervasive, if often unstated, sense that they are
crucial determinants of the effectiveness of the development process.

Governance is a broad term, and it covers all the ways in which
authority is exercised for the common good. Governance has several

INSTITUTIONS 105



components—voice, accountability, service delivery, regulatory frame-
work, rule of law, and control of corruption. 

Kaufmann, Kraay, and Mastruzzi (2005) compiled survey responses by
businesses, citizens, and experts on the quality of governance in industrial
and developing countries, as reported by survey institutes, think tanks,
nongovernmental organizations, and international organizations. While
the aggregate results suggest countries’ relative positions on these indica-
tors, the results are subject to margins of error, and precise country
rankings cannot be inferred from the data. 

Still, updatedrelative rankings showthatwithinLatinAmerica, andoften
in comparisons of middle-income countries across the world, Brazil comes
out in the middle or in the better half of the ranking based on performance
indicators for governance and corruption (figure 5.2). But Latin America’s
comparative position globally is not particularly favorable. In any case, for a
potential world power and contender in a competitive global economy, a
middle status on governance will not be enough to advance.
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Figure 5.2  Control of Corruption in Latin America and the Caribbean, 2004
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What are the particular governance constraints in Brazil? Those at the
top of the list would likely include the judiciary, political processes, the
rule of law, and the regulatory framework. Some of the surveys suggest
that governance and corruption problems are greatest in the judiciary, po-
litical parties, and police and within such areas as customs administration,
tax collection, construction, private business, and public services. Address-
ing these issues across sectors would be a high priority.

Corruption in the political process has risen to the surface as a perva-
sive and serious constraint to Brazil’s development, even if the immediate
focus of the political scandals that dominated the news in 2005 has been
on personalities and political parties. The scandal seemed to have broken
out almost by chance, but its intrinsic features and dimensions had deeper
roots. Analysts called for punishment and decisive actions against wrong-
doing on the one hand and for the launch of political reforms on the other
to put Brazil on track for lasting progress. Indeed, in some countries, the
identification of such a phenomenon through crisis has offered an
opportunity to carry out much-needed reform. Brazil too could take
timely and far-reaching action to combat corruption in its political
processes, turning a crisis into an opportunity to improve governance.

HOW INSTITUTIONS HELP OR HINDER 

With a diversified economy and enterprising people, Brazil appears to lack
neither potential high-return investments nor the people to find them.
Key constraints to realizing these prospects have already been mentioned:
high real interest rates, low capital investment, and low savings. Since gov-
ernment can control only government savings, but can influence private
savings, fiscal discipline is emphasized. Within that there is increasing
mention of the need to reform social security, one of the main burdens on
Brazilian public finance. 

In addition to trying to raise the domestic saving rate, Brazil might use-
fully press on some of its nonfinancial savings. Can the energies of the
private sector be mobilized to participate in social programs along with
youth, international organizations, and civil society? Can there be a focus
on the triple balance sheet of financial returns, social returns, and
environmental returns? This is a challenge, but private sector and civil
society leaders think it is crucial. 

With David de Ferranti, the World Bank’s former vice president for
the Latin America and Caribbean Region, I have had encouraging
conversations with prominent private sector and civil society leaders.
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Roberto Irineu Marinho, president of Organizações Globo, elaborated on
the crucial role of debate and dissemination of key topics of the develop-
ment agenda. Israel Klabin, president of Fundação Brasileira para o
Desenvolvimento Sustentável, and Roberto Young, director-president of
Uniethos, discussed the idea of the private sector promoting not only
financial profits but also social and environmental dividends. But there is
still a long way to go in making this interest more the norm than the
exception.

Another constraint is the difficulty of implementing specific reforms.
Consider some examples from two of the toughest areas of reform, the
macroeconomic arena and the environment.

With respect to the macroeconomy, nearly everyone in Brazil agrees
that social security reform is necessary, but when it came to the point of
actually passing legislation, even a popular government in its first year in
office had trouble closing the deal. Brazil has made progress, but much
more is needed. Brazil’s tax system is another burden on growth identified
by many commentators, yet taxation seems even harder to reform than
spending. International experience suggests that tax reform may involve
increasing states’ powers to tax and reducing the reliance on transfers from
the center, which could be limited to distributive purposes.

In the environment, there is an international component to the reform
strategy. Brazil has an established scientific edge, with proven leadership
in several areas of primary and applied research. It is a leader in agricul-
tural research, highly prominent in agribusiness, and a leading exporter of
agricultural products such as soy and beef. The country’s biodiversity gives
it a further growth opportunity. The Kyoto Protocol’s Clean Develop-
ment Mechanism provides for the trading of carbon credits for reforesta-
tion. Brazil could continue to pursue international alliances seeking similar
mechanisms to pay for the protection and sustainable use of its ecological
wealth. Progress on developing such mechanisms has been slow, but could
be accelerated. 

The uniqueness of Brazil’s endowments of natural wealth implies that
the debate about environmental protection should not cast development
and conservation as antagonistic forces. Over the long term, if Brazil
continues to run down its Amazon inheritance at current rates, it will be
damaging its own prospects for economic growth. 

The answer is not simply to create larger units for conservation, but to
invest in research and development that aim to maximize the sustainable
use of Brazilian resources for long-term wealth creation, including
through international transfers reflecting the global character of these
public goods. My colleague Kenneth Chomitz, a lead economist at the
World Bank, made a dramatic comparison at the Fórum Nacional in 2005.
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Conversion of Amazonian forest to pasture creates an asset worth about
R$500 per hectare. But the release of carbon dioxide by that action in-
volves damages that are assessed in the market at about R$17,000 a
hectare. The calculation is based on the estimated carbon emissions of
536 tons per hectare from forest conversion to pasture, valued at some
10 euros per ton with an exchange rate of 3.25 R$/euro. This theoretical
value is based on the current price of carbon allowances in the European
Trading System, which can be taken as a measure of societal willingness to
pay for reducing carbon dioxide emissions. The possibilities for interna-
tional arbitrage would seem to be immense. However, neither the
European nor Kyoto carbon markets currently admit carbon services from
averting tropical deforestation.

How might this arbitrage be realized? One route would be through
modified rules on the admissibility of forest carbon in the second commit-
ment period of the Kyoto Protocol. One possibility is that Brazil might
agree to accept a “soft cap” on deforestation-related carbon emissions, an
allowance below current levels. Aggregate reductions below the soft cap
could be sold on the international market. For Brazil Chomitz has sug-
gested that these reductions might be accomplished through prevention
of illegal deforestation and imposition of a fee for legal deforestation.
Revenue from the fee would be used to support intensification of agricul-
ture on already-deforested areas.

The provision of ecosystem services might be a promising area for
Brazil, both nationally and internationally. Some countries have made ef-
forts to enhance conservation in agricultural landscapes by taking into
consideration incentives for farmers, for example in pastoral systems in
Colombia, Costa Rica, and Nicaragua. Through integrated management
schemes in pasturelands, these countries are making direct payments to
farmers for the provision of ecosystem services, such as biodiversity
conservation or carbon sequestration. The scale of these projects is still
small, but results are promising.

There is also growing recognition of the true wealth of the Northeast
and the Caatinga. In a discussion on the program to develop the forests in
the Parnaíba River Basin, Governor Wellington Dias of Piauí, one of the
poorest states in the Northeast with just 3 million people, opened the dis-
cussion by saying “Piauí is a rich state in its endowments.” Plantations of
forests, complementing native forests, could be a great resource for the
future. Again, there is the question of how to intermediate in the market
to translate future earnings into current investments.

Brazil has a heritage of strong institutional capacity in areas such as
planning. Any development strategy ought to use this capacity, comple-
menting it with effective personnel and civil service reforms. Other
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advantages to capitalize on are the high degree of decentralization and
participatory decision making and the capacity of civil society organiza-
tions and their contributions to debate and actions. 

A national debate on key issues could draw on many of these strengths.
Consider the public financial sector, a complicated arrangement of special
taxes (some of them very inefficient), earmarking, directed credit (to hous-
ing and agriculture, for example), and nonmarket pricing that emerged
gradually over time for a variety of reasons. A modern growth strategy
could revisit the mission of the large public sector financial institutions
and the rationale and functioning of these various schemes.

There are other key issues, such as employment, especially for youth;
crime and violence, especially in urban areas; race and social inclusion;
governance and corruption; intermodal transport, including railways; and
the regulatory framework for energy. Many topics will be controversial,
making broad debate all the more urgent. 

Debate is the key to developing common approaches with better prob-
abilities of success. Does broad debate make a difference? Absolutely. I
recall a decisive discussion in mid-2003 with some 30 representatives of
civil society as we were developing the Country Assistance Strategy for
Brazil. Their contribution clearly helped to ensure that the program kept
its focus on the three pillars of equity, competitiveness, and sustainability.
These consultations were also instrumental in incorporating concerns for
youth, culture, and vocational education.

* * * * *
As we discuss social and economic diagnoses and policies, the deeper as-

pects of problems—and their solutions—would seem to be rooted in insti-
tutional factors. These are not always easy to understand or to deal with in
their totality, so we often deal with aspects that we can put our arms around.

While reforms are needed for progress, the implementation of those
reforms draws on institutional strengths and weaknesses. Top areas for
reforms, and hence institutional considerations, include fiscal flexibility,
regulatory framework, and service delivery. Actions at decentralized levels
and people’s participation are a great strength of Brazil. But to help chan-
nel these energies Brazil needs to confront, with urgency, the issue of gov-
ernance and corruption, particularly in political processes, the judiciary,
public–private interactions, and regulatory mechanisms.

One common theme that emerges from this review is that attention to
quality in the reform agenda has payoffs, but the results may be less than
optimum because of institutional arrangements that favor the status quo.
This is a thread that runs through much of what we have discussed.
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Few would disagree that economic reforms can contribute to raising
people’s standard of living. Quantitative aspects both on the side of
actions, such as the quantity of public expenditures, and on the side
of results, such as the rate of economic growth, are important.

Equally critical, however, are the qualitative aspects, such as the quality
of public expenditures or the distribution of income associated with
economic growth. Such a focus on quality is often missing or deficient in
much planning and analysis. 

In Brazil, economists from all ideological camps have taken up the issue
of quantity and quality with a passion. They feel that governments at all
levels have taxed too much and spent too much and that people have
gotten too little value for all the money spent. 

At the World Bank Development Forum in October 2000, Professor
Ricardo Pães de Barros of Catholic University in Rio de Janeiro remarked:
“If all the resources spent on social policies in Brazil were dropped from a
helicopter, they would have a better chance of reaching the poor than they
have now.” A World Bank (2003b) study bears that out: only 13 cents of
each real spent on social programs reach people in the bottom 20 percent
of the income distribution.

Economic journalist Miriam Leitão draws attention to quality issues
across the socioeconomic spectrum, with great effectiveness. In a recent
column (2005) she asks why educational expenditures are less efficient in
Brazil than in major comparator countries. Brazil’s public sector spends
more on education as a percentage of GDP than most countries (except
Malaysia and some OECD countries), but does not obtain correspondingly
highresults. In termsof spendingontertiaryeducation,Brazil’s government
spends twice as much as Korea’s as a percentage of GDP, but while 82 per-
cent of youth attend university in Korea, only 18 percent do so in Brazil.

CHAPTER 6

QUALITY

What I have always seen is that all action really begins in a word that is thought.
—João Guimarães Rosa, Brazilian novelist, physician, and diplomat
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QUANTITY AND QUALITY: PRACTICAL IMPLICATIONS

Quantitative targets are important for achieving and assessing progress.
Brazil’s debt burden and its unequal income distribution are two areas in
which quantitative targets are needed to help reduce these constraints
over time. For example, to reduce the debt burden, quantitative targets
should be set for the size of the primary surplus. To improve income
distribution, quantitative targets should specify the number of families to
be reached by the Family Health Program, among other things. 

But quality is also very important (box 6.1). For instance, the nature and
composition of the expenditures that go into the fiscal accounts determine
how growth-oriented and inclusive the fiscal stance might be. Asked what
holds back the government’s capacity to promote long-term growth,
government leaders say that the inflexibility of public expenditures is high
on the list.

Brazil has done well recently in meeting some of its quantitative targets.
GDP growth was about 5 percent in 2004. Continued rapid growth is
essential for significantly reducing poverty rates, but with income inequal-
ity so high, growth alone will not adequately reduce poverty. Growth must
be equitable and favor the poor. 

In another example, Brazil’s annual exports recently crossed the
US$100 billion threshold. High export growth has contributed strongly
to stability and economic growth, but export growth could be even more
beneficial if, for example, small and medium-size enterprises had greater
opportunities to access foreign markets. 

Box 6.1   The Notion of Quality

Quality refers to the nature of the development process that targets welfare
attributes as its outcome. Quantitative results can be strongly and positively
correlated with these welfare attributes, but are not necessarily so. 

Growth in the quantity of output is an important determinant of all other
progress. Yet certain types of growth may not be enough and, in some
extreme cases, may not even be helpful in the long term for achieving the
desired welfare outcomes. Growth driven by biases against labor or against
natural capital could be such an extreme case. That is why this discussion
repeatedly specifies growth that is inclusive and sustainable. 

Inputs to the development process also have a quality angle. Whether it is
stabilization policy or health policy, we can do better by going beyond the
quantitative targets for these inputs to measures of their quality. Doing so
would also help to ensure that the growth that results is good-quality growth.



Quality is also important in another area. Brazil needs to produce a
primary fiscal surplus to pay off its debts, and the country accumulated a
primary fiscal surplus of 4.5 percent in 2004. But how this surplus is built
up—whether by cutting wasteful (if sometimes mandated) spending or by
cutting much-needed investments—will determine whether today’s cuts
diminish the country’s growth potential. 

A focus on quality is all the more important when resources are con-
strained. Brazil’s spending and taxes are high by international standards,
with little room for additional increases. At the same time, poverty and
welfare indicators need improvement. This calls for greater productivity
in resource use by all participants to achieve the most efficient outcomes. 

As international experience shows, when program beneficiaries are
involved, when parents and teachers are engaged in their children’s educa-
tion, and when civil society actively oversees and monitors infrastructure
projects, the same results can be achieved with less spending, or better
results can be achieved with the same amount of spending—the quality
bonus.

This push for more productive resource use, for engagement by the
people and by civil society, and for the quality of efforts can make reform
more sustainable, as shown by experience not only in Brazil but in China,
Ireland, Korea, and elsewhere. With Brazil’s social structure, it is especially
important that reforms benefit the poor. Difficult reforms, involving diffi-
cult adjustments, are more likely to be implemented and sustained when
they make a contribution to the welfare of the poor. This is relevant for so-
cial security and labor reforms, where the social benefits of including the
lowest classes are as important as the fiscal benefits of curtailing spending.

NATURE OF STABILIZATION

Macroeconomic adjustment has had a large impact on poverty reduction in
Brazil. When inflation was brought under control in 1994–95, the poverty
rate declined by one-fifth. Previous periods of high inflation and failed sta-
bilization plans have shown that the poor are especially susceptible to
macroeconomic fluctuations, suffering a severe decline in their real income
with every sharp acceleration of inflation and every currency devaluation.

Maintaining a sound macroeconomic policy is therefore important,
especially for the poor. Inflation targeting has allowed Brazil to recover
from inflationary shocks and to tame inflationary pressures. High primary
surpluses have helped Brazil pay down some of its debt and reduce its
vulnerability to external and internal shocks. 
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The credibility of inflation targeting remains a concern, however. Since
the 1960s Brazil has experienced 28 years with inflation above 30 percent
a year, and average inflation has been above 100 percent. In China and
India, inflation has not exceeded 20 percent a year during these decades,
averaging below 8 percent a year in India and below 4 percent in China. 

Brazil has done very well in curbing inflation in recent years, but
memories are long. It is hard to escape an inflationary history. The fear of
inflation surfaced visibly during the 2002–3 transition to the new govern-
ment administration, and it could arise again during another presidential
transition. That fear is also evidenced in the country’s sticky inflationary
expectations, with large increases in interest rates required to produce
small declines in inflation. 

In countries without a history of high inflation, where inflationary
expectations are low, even politically dependent central banks are capable
of keeping inflation in check. In Brazil, however, with its history of politi-
cally induced inflation, reducing inflationary expectations might require
autonomy for the authorities charged with inflation targeting.

Another concern is the fiscal deficit. In recent years, Brazil has been
able to produce sizable primary surpluses (higher than most other devel-
oping countries), while China and India have run primary deficits. Yet
because of Brazil’s disproportionately high debt payments, its total fiscal
deficit is relatively large.

To reduce the overall deficit, Brazil could further increase its primary
surplus, but the question is whether there is much room for that. It could
also focus on lowering the cost to roll over its debt. Other measures
include reducing vulnerability by stimulating exports and accumulating
reserves—a policy the country has been implementing. Brazil can also im-
prove the composition of its debt by reducing the share that is indexed to
foreign currencies, and it has been doing that. Brazil can also implement
reforms and fiscal adjustment that are growth enhancing. The greater the
likelihood of growing out of debt, as China and India seem to be doing,
the lower the premium the country will have to pay as the price of making
investments. This is a self-reinforcing scenario: higher growth leads to
lower premiums, freeing up more resources for critical investments, in
turn spurring higher growth.

IMPACT OF GOVERNMENT SPENDING 

An obvious question arises: which reforms and what kind of fiscal adjust-
ment are growth enhancing? Fiscal adjustment could be made more
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rigorous by raising taxes, cutting investments, or cutting current spend-
ing. The first two approaches tend to be politically more palatable, given
that their costs are diffuse. Cutting spending, in contrast, often affects
specific constituencies—for example, retirees in the case of pension
reform—which makes it politically more difficult to do. Brazil has relied
primarily on the first two approaches. 

Taxes, at about 36 percent of GDP, are at levels comparable to or even
exceeding those of OECD economies, and are among the highest in the
developing world. Argentina, Chile, Japan, Korea, Mexico, and Singa-
pore, for example, all have tax burdens below 22 percent of GDP. Brazil’s
high taxes force many of its firms and workers into the informal sector,
leaving a heavy tax burden on legally registered firms. This limits the
formal private sector’s savings and investment and may be constraining
higher long-term growth.

Cuts in public infrastructure investment can also have a pernicious ef-
fect on long-term growth unless the private sector steps in to fill the void.
Brazil’s public sector investments have been declining since the 1980s,
with little, if any, increase in private sector investment to compensate.
While capital investment is not necessarily a determinant of high growth,
lack of it can represent a serious constraint. 

During the past decade, Brazil’s infrastructure investments have re-
mained consistently below those of competitor countries. China, India,
Korea, and Thailand have invested, as a share of the existing stock of
infrastructure, between two and five times as much as Brazil. Brazil’s
competitiveness has suffered as a result. 

With all this as backdrop, the better means of securing fiscal adjustment
would be through cuts in current spending that, unlike raising taxes or
curtailing investments, are less likely to harm long-term growth and
Brazil’s ability to grow out of debt. 

One challenge to this strategy, however, is earmarking. Earmarked
revenues have ballooned from about 30 percent of the budget in the 1970s
to nearly 80 percent today. In part this reflects a shift in social security
expenditures from an off-budget item to a budget allocation. To ease
budget pressure, the government approved legislation in 1993 to de-
earmark 20 percent of earmarked revenues (figure 6.1).

While earmarking has been common for decades, its extent and pur-
poses have changed considerably. In the 1970s it was used mostly for in-
frastructure spending; after the 1988 constitution it became much more
heavily directed toward social expenditures, including poorly targeted
ones such as public pensions. Going forward, the flexibility and quality of
spending will depend on whether and how earmarking is addressed.
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The combination of primary surpluses, constraints on investment,
earmarking, and inflexibility has circumscribed external financing for
development—and limited its usefulness. Traditional investment financ-
ing from the World Bank and the Inter-American Development Bank
required some counterpart funding from the government, and to the
extent that the investments were incremental, they required fiscal space to
ensure adequate funding. Both these assumptions were becoming increas-
ingly unrealistic. Revenue earmarking and expenditure inflexibility needed
to be reformed, and external financing arrangements needed another look. 

In 2003 the secretaries of finance Joachim Levy and Bernard
Appy, along with Otaviano Canuto (now Brazil’s executive director at the
World Bank) and others in the government held a decisive meeting with
a World Bank team. As the meeting wound down, several conclusions
seemed clear to everyone. The World Bank ought to consider financing
existing government programs rather than necessarily creating new ones.
It should treat ongoing government expenditures as counterpart funding,
so that new spending would not always be required, and it should consider
adding value to these ongoing programs through technical assistance.
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Figure 6.1  Evolution of Earmarked Revenues, 1970–2002
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Along with other features of evaluation and impact, the meeting envisaged
a new instrument called the sectorwide approach program (SWAP).

EDUCATIONAL ACHIEVEMENTS

Brazil’s primary enrollment increased from less than 80 percent of the
school-age population in 1980 to nearly 97 percent in 2002, placing Brazil
above the international average for countries at its level of income. Few
other countries have achieved such substantial gains so quickly.

The increase in primary enrollment has produced positive results in
areas of basic learning. The illiteracy rate among 10- to 14-year-olds
decreased from more than 20 percent in 1980 to less than 5 percent in
2002, also lowering the country’s overall illiteracy rate. 

With 90 percent of children entering school expected to complete
primary grades 1–4, the challenge has shifted to securing opportunities for
all children in secondary education (grades 5–11). In lower secondary
education (grades 5–8), grade repetition rather than physical access is the
main constraint to raising the completion rate (currently 66 percent). In
upper secondary education (grades 9–11), physical access and opportunity
cost for overage students who need to work have become bottlenecks. 

Repetition rates, completion rates, passage into secondary school, and
the value of what is being learned are all related to the quality of primary
education. The central question is whether these years of schooling and
the higher literacy rates have translated into additional learning
and knowledge that will allow today’s children to be more successful and
productive in the future. The data are mixed. 

At current repetition rates, only two of three children who enter first
grade (starting in 1998) are expected to complete grade 8, and on average,
it will take them 10 years to do so. Only one of two is expected to complete
grade 11, and it will take 14 years to do so. These are national averages
(Rodríguez and Herran 2000, 15). The situation is more severe in the
North and Northeast regions. Besides the direct benefits of a good educa-
tion to children and families, it is estimated that a 1 percent decline in rep-
etition (of children held back a grade in grades 1–4) translates into
financial savings of US$240 million (World Bank 2004b).

While progress on reducing repetition rates and ensuring that more
children continue to secondary education is essential, still at issue is the
quality of the curriculum and teacher training. Brazilian students have
faired poorly in international comparisons with students in OECD and
East Asian economies. In an OECD assessment conducted in 2003, more
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than 85 percent of Brazilian students scored at or below level two in math-
ematics, reading comprehension, and science. In Ireland and Korea, less
than 10 percent of students performed as poorly (OECD 2004). 

Brazil has made encouraging improvements, however. Its students
raised their performance in the OECD assessments between 2000 and
2003, in a period when the country was also making great progress in
expanding access. 

Korea has made similarly large gains in education over the past 20 years,
allowing it to become the second-highest-ranked country in the sample in
the OECD assessment. Korea’s success came from a balanced strategy of
investing heavily first in primary education, then in secondary education,
and finally in university education. 

Brazil has focused on primary education, but the low quality of primary
schooling results in relatively few students continuing to secondary school
and on to university. This outcome leaves the country with two extremes:
a large group of people with only a primary education, and a minority of
people with a university education. 

There has also been a focus on tertiary education, but here too, quality
is an issue. The rich tend to enroll their children in private primary and
secondary schools. But later they also capture the benefits of subsidies
going to high-cost, high-quality public university education. The poor
generally attend lower-quality public primary and secondary schools. If
they go any further, they typically go on to low-quality but high-cost
private universities.

In practical terms, this might mean that Brazil needs to focus more on
primary and secondary education, strengthening important efforts such as
the school-based initiatives that encourage community participation and
enhance social accountability for schools. Also, it will be important to set
new systemwide targets that measure progress in student learning, not
only expansion of access. Reform of higher education is also needed, with
a focus on the level of public spending and equitable access. 

Improving educational outcomes does not have to imply more spend-
ing; often, better-quality spending is needed. A study of Brazilian munici-
palities shows high variation in student pass rates at the same level of
spending per student, and similar student pass rates with large variations
in spending (figure 6.2). Fortaleza and Maceió in the Northeast and Belém
and Manaus in the North have similar per capita incomes and expendi-
tures on schooling, but vastly different school outcomes. 

So, if per student spending alone does not determine educational
outcomes, what else does? Experience with poverty reduction projects and
other social programs in Brazil and elsewhere has demonstrated that
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outcomes are significantly better when beneficiaries actively participate in
decisions and provision, and when the mixture of educational inputs is
efficiently administered and equitably distributed. Refining the quality of
the curriculum, holding teachers and students accountable, and improving
learning and knowledge may thus require more teacher, student, parent,
and civil society participation and coordination.

RESULTS OF HEALTH PROGRAMS

Like all public spending, public health spending needs to be efficient and
equitable in order to improve the lives of as many people as possible. In
addition, it is important to consider how health outcomes are affected by
activities in other areas; for example, access to improved water sources and
sanitation can reduce the incidence of readily preventable diseases.

Brazil has made significant progress in the past two decades in reducing
infant mortality. As with school enrollment, Brazil was among a handful of
countries with the greatest progress in this area, reducing infant mortality
from more than 70 per 1,000 live births in 1980 to about 30 today—more
than 150,000 infant lives saved per year (figure 6.3).
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Figure 6.2  Municipal Administrative Expenses per Student and Student
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There is still much room to improve the impact of health spending
on health outcomes. In part, better quality depends on improving equality
in the health system. The quality of health care is much higher for people
in the wealthiest 20 percent of the population than for people in the poor-
est 20 percent. At issue is where, and whether, the poor receive treatment.
A snapshot of this distribution is shown in figure 6.4.

The majority of users of publicly funded primary care services are poor.
However, there is some leakage of public financing to high-income
groups. For example, people in the poorest quintile receive nearly 90 per-
cent of their hospital care from public hospitals and health posts and nearly
7 percent from privately run hospitals and clinics financed by SUS, the
Universal Health Service. Those in the wealthiest quintile receive about
16 percent of their care from the public facilities, but they also receive
about 35 percent from the private SUS-financed institutions. The wealthy
tend to access SUS for expensive, high-complexity care, provided mostly
in public research hospitals not covered by private health insurance plans,
whereas the poor tend to use the health system more for basic, low-cost
services.

Closer examination shows that the well-off access better-quality care
offered by both publicly and privately financed facilities (Von Amsberg,
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Figure 6.3  Infant Mortality and GDP per capita, Selected Countries
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Lanjouw, and Nead 1999). Of the 54 accredited hospitals in Brazil, half are
prestigious, for-profit facilities used almost exclusively by the rich. An-
other third are nonprofit facilities also used by the wealthy, but the poor
have access to a limited number of beds in them. The vast majority of the
SUS-financed hospitals which are used by the poor unfortunately do not
meet minimum quality standards. The cost of travel to distant SUS hospi-
tals and clinics is also a barrier to the poor receiving care.

Another issue is that an important proportion of SUS acute care is
performed in hospital settings, but the same treatment could be delivered
at a primary care or ambulatory facility. Since treatment for a given diag-
nostic is usually more expensive in a hospital setting than in a primary care
or ambulatory facility, shifting resources away from hospitals to primary
and ambulatory facilities may represent an efficient reallocation of public
resources. This would contribute toward improving the quality of these
facilities, which are used mostly by the poor.

International experience suggests that there is a premium on preventive
and traditional care, compared with the more complex treatment often
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Figure 6.4  Where Health Care is Obtained, by Consumption Quintile, Urban
Brazil, 1997

Source: IBGE (Brazilian Institute of Geography and Statistics).
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provided in Brazil. Countries like China, Korea, and India, which rely
more extensively on herbal and traditional medicine and on preventive
care, seem to achieve better health outcomes at a lower cost.

Brazil spends about seven times more per capita on health expenditures
than India and three times more than China (table 6.1). For this extra
expenditure, Brazil has basic health indicators that are slightly less favor-
able than China’s. China’s life expectancy was about 71 years and infant
mortality was about 30 per 1,000, at a per person expenditure of US$63;
the corresponding figures for Brazil were 69 years and 33 per 1,000, at a
per person expenditure of US$206. Brazil’s indicators are, however, more
favorable than India’s, given India’s extremely low per capita expenditures
and more widespread poverty.
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Table 6.1 Health Quality Indicators in Brazil, India, and China

Indicator Brazil India China

Life expectancy at birth for both sexes in 2003 (years) 68.7 63.4 70.8
Infant mortality in 2003 (per 1,000 live births) 33 63 30
Low birthweight babies in 1996 (percentage) 10 30a 6a

Physicians per 1,000 people in 2004 2.06 0.51b 1.64
Hospital beds per 1,000 people in 1996 3.11 — 2.55
Health expenditures per capita in 2002 (US$) 206 30 63

Source: World Bank data.

Note: — � not available. National data may differ from the data used by international agency compar-
isons; for example, Brazil’s infant mortality according to national data is about 30.

a. 1999.

b. 1998.

With current fiscal constraints and the large share of public spending
already going to the public health care system, ensuring high-quality
health care has to be less a matter of additional spending and more a mat-
ter of new arrangements to get the best results from current levels of
spending. One potentially cost-effective solution would be to complement
the current health care structure with more traditional forms of medicine,
which can produce positive results at lower costs. And more resources
could be shifted to primary and ambulatory care facilities that provide less
costly care to the poor. 

Differences in health care costs are not systematic across types of facil-
ities, so generalizations are hard to make. That said, shifting resources to
basic care—to improve the quality of services for the poor—would likely
have a greater impact on average welfare than investing in complex care,
which yields benefits primarily to the wealthy.



MORE FROM SOCIAL PROTECTION

Out of a concern to improve the quality of spending for social assistance,
the government integrated four federal conditional cash-transfer
programs into the Bolsa Família program. Each program had been man-
aged separately, with separate administrative structures, beneficiary selec-
tion processes, contracts with the banking sector for payments, and so
forth. These separate structures created inefficiencies and administrative
duplication. While many of these programs were individually promising,
their integration into a single conditional cash transfer program offers the
prospect of greater efficiency.

Bolsa Família has become one of the government’s major social initia-
tives. With a planned budget of R$6.5 billion in 2005, its main objectives
are to reduce extreme poverty today through direct cash transfers and to
reduce future poverty through better incentives for investments in human
capital by beneficiary families. The program integrates various cash trans-
fer programs and coordinates them with other social programs and
policies at all levels of government.

Bolsa Família is intended to provide support to the entire family,
provided that all members comply by making key human development
investments—including getting basic health care for children and making
sure children attend school. Important synergies are expected from the
simultaneous promotion of investments in health and education. 

The program expects to reach 11 million families (or about 44 million
people) by 2007. The primary target group is families with per capita
incomes of less than R$50 per month (the extreme poor), followed by fam-
ilies with per capita incomes of R$50 to R$100. Families that qualify as
extremely poor receive a base transfer of R$50 per month plus variable
transfers depending on the composition of the household (R$15 for each
member, up to R$45). Moderately poor households receive the variable
transfer. Transfers average about R$71 per beneficiary family. 

The program is managed by the Ministry of Social Development,
though municipalities continue to be involved in data collection for the
household registry. The Ministries of Health and Education are also in-
volved, focusing on monitoring compliance with program conditions in
conjunction with states and municipalities.

One question going forward is how well the unification of programs
and the single register (cadastro) will work to improve targeting, reduce
duplication, and improve efficiency. Another is how effective the invest-
ments in education and health will be in enabling people to graduate from
the program and make it on their own.
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RESOURCES FOR THE FUTURE

Natural resources are a major share of the assets of the poor and a major
contributor to their livelihoods. Thus the quality of natural resource man-
agement has important implications for poverty and poverty reduction. 

In poor urban areas, water pollution from inadequate wastewater
collection and treatment undermines health and development, with a
disproportionate impact on the poor in the slums surrounding the largest
cities. Air pollution also affects the urban poor more than others, since the
poor generally live in more polluted neighborhoods.

In rural areas, most land under cultivation has been cleared in the
last 30 years, including large areas of unsuitable land. Many areas
have been abandoned. Vulnerable areas continue to degrade and pollute
rivers through excessive silting. Brazil loses over a million hectares of
topsoil to erosion each year, with the most destructive impact on small
farmers.

The states of Paraná, Rio Grande do Sul, and Santa Catarina have de-
veloped a successful strategy to maximize soil cover, improve soil struc-
ture, minimize surface runoff, and control water pollution. Committees
were set up in selected micro-catchments to run soil surveys and prepare
management plans. Committee members received management training,
and farmers received technical training in land management and tech-
nologies. The participatory strategy helped to cut soil losses in half, im-
prove crop yields, and raise groundwater levels. The micro-catchment
strategy is being replicated with new features in other states such as São
Paulo, and in a new generation of projects in Paraná, Rio Grande do Sul,
and Santa Catarina. 

It is not uncommon to hear the argument that the destruction of natu-
ral wealth is the price of rapid growth. Yet there is no evidence that Brazil
has grown more rapidly during periods of faster deforestation or grown
more slowly during periods of slower deforestation. If Brazil’s natural
wealth were viewed as a unique asset, its conservation would be under-
stood as one of the keys to Brazil achieving its potential, as many would
now agree. 

Deforestation is proceeding at a record rate in Brazil. What kind of
forest management and what targets could Brazil adopt with a view to
improving the quality of outcomes? Brazil still has a significant amount of
nonforested land that can be turned to agricultural uses. There are even
large tracts of land that have already been cleared but are not being used.
Cutting down more forests is not the answer to faster development.
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Targets and objectives are also important in other areas of environ-
mental management, for example, for lands set aside as reserves. For
conserving biodiversity, the solution may be to selectively protect areas
that are rich in biodiversity rather than to focus on protecting large tracts
of land.

A scientific consensus is emerging that using a landscape scale for con-
servation planning can significantly improve the chances for long-term
survival of biodiversity. An ecological corridor involving a mosaic of dif-
ferent land uses represents one of the most promising approaches. The
Ecological Corridors Project and other biodiversity projects are building
economic, social, and political support in Brazil to conserve biodiversity
across large landscapes in the country’s main rainforest areas. The corri-
dors are dimensioned and managed to guarantee that plant and animal
species can survive and continue their normal biological processes
undisturbed.

From a biological perspective, the principal goal of corridor planning is
to maintain or restore the connectivity of existing forest fragments across
the landscape. This involves the creation of additional protected areas, the
introduction of more benign land use strategies, and the restoration of
degraded lands in key sites.

From an institutional perspective, the corridor strategy seeks to
improve protected area management, build management capacity, and
promote biological and socioeconomic research that can identify tools to
reduce the threat of species extinction. The needs of local communities
and other stakeholders must also be included in the planning to ensure the
long-term sustainability of parks and reserves.

* * * * *

Attention to quality is important not only in its own right, but also for
increasing the effectiveness of quantitative measures. Education and
health outcomes can be improved when quantitative targets are comple-
mented by efforts to strengthen impacts on the ground. The same is true
for public sector management and the impact of expenditures, the regula-
tory framework, and the licensing regime. 

This chapter shows how big a difference the shift to quality can make in
key areas. In macroeconomic management, it broadens the focus from pri-
mary surplus targets to the composition of fiscal expenditures and rev-
enues that go into those targets, the flexibility of resource use, and its
impact on results. In education, health, and social assistance, it reinforces
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the direction the professionals in the sector are trying to give in aiming for
high-quality outcomes. It places the right valuation on the country’s
natural resources. 

A transition to greater attention to impact and results would be key in
the next phase of reforms. These touch on a range of areas and sectors—
from education, health, and the environment to infrastructure and the
macroeconomy, thus setting an agenda for Brazil’s action.
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Each fall and spring during 2001–5, a Brazilian delegation led by the
country’s finance minister met with the World Bank president and
his team to take stock of progress. The meetings were always cor-
dial and upbeat. Early concerns in this period were economic sta-

bilization and the revitalization of growth. The extent and nature of World
Bank support always featured in the discussion. The question was never
whether there would be partnership, but rather how to shape it to fit
Brazil’s needs.

The spring meeting of 2005 was the last between outgoing President
James Wolfensohn and Finance Minister Antonio Palocci. The minister’s
statement highlighted Brazil’s commitment to environmental sustaina-
bility, which was front and center in his comments. Acknowledging the
difficulty of the issue, the World Bank president said that this was the best
news he had received during these meetings. 

These memorable encounters not only show the evolution of thinking
in Brazil, but also provide a cross-country perspective. These discus-
sions emphasize the comparative experiences of the large developing
countries—high growth along with the need for macroeconomic stability
in China and India, efforts to meet the challenge of good governance in
Nigeria, recovery from natural disasters in Indonesia. In this international
context, the great importance of Brazil and the country’s reform agenda
emerges clearly, as seen in the indications and interest of the incoming
World Bank president, Paul Wolfowitz.

Most projections by outside experts place Brazil’s prospects in the
moderate range, below those of China, India, and other Asian economies.

CHAPTER 7

BRAZIL’S AGENDA

An adequate conception of development must go much beyond the accumulation
of wealth and the growth of gross national product . . . Without ignoring the

importance of economic growth, we must look well beyond it.
—Amartya Sen, Development as Freedom



128 FROM INSIDE BRAZIL: DEVELOPMENT IN A LAND OF CONTRASTS

To be sure, these projections reflect the country’s various constraints, as
discussed throughout this book. But they also extrapolate the future based
on recent trends. Past performance is not necessarily a predictor of future
performance, especially in a country like Brazil, where breakthroughs
appear imminent in so many areas—science and technology, trade,
agribusiness, ecotourism, art, and culture. Some are traditional areas
where one looks for value added; others are unique to Brazil. The reform
agenda includes actions to improve social inclusion and augment the
contribution of all citizens. It offers possibilities for making the most of
the country’s conventional and unconventional strengths, for changing
course from the recent past and proving predictions wrong, as Korea did
not so long ago.

Early in the new administration in 2003, President Lula hosted a one-
day seminar on reform priorities with a special focus on international
experience relevant to Brazil. Virtually the entire cabinet of ministers was
present. Co-hosting the seminar was the World Bank president. Other in-
ternational participants included Inter-American Development Bank
president Enrique Iglesias, former prime minister of the Netherlands
Willem Kok, and World Bank chief economist Nicholas Stern.

An hour into the deliberations, President Lula remarked that the meet-
ing resembled the usual international forum, covering the required ground
but lacking any sense of urgency or practical perspective. His intervention
shook up the meeting. What followed was a sharply focused discussion of
global experience with social assistance programs and the political econ-
omy of change, particularly in Mexico. If one clear priority for implemen-
tation emerged from the meeting, it was the idea of Bolsa Família. 

The reform agenda can be broad. The question is how to set priorities
and proceed with urgency. To some extent the components can be phased
in over time, but remaining open to opportunity and seizing the moment
is vital. Surely this is more an art than a science. In this spirit, box 7.1 sets
out five areas of opportunity and related reforms that Brazil is pursuing to
help capitalize on them.

INVESTING IN ALL ASSETS

As we look across all the areas affecting performance, a clear theme
emerges: the need to emphasize human capital and people’s welfare. While
a focus on progress toward quantitative targets, such as school enrollment,
is important, just as critical is a focus on the attributes of investments in
human capital.
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Box 7.1 Scoring Goals 

When you place Brazil’s opportunities and constraints side by side, the
question is what priorities for action are revealed. The list in the table
below is the result of listening to what people have said about goals and
options and then evaluating these against criteria for welfare outcomes
(education, health, incomes), feasibility (such as productivity increase),
the country’s unique assets (human and natural resources), and the
overriding role of institutions. 

All the goals listed below are highly desirable and feasible over the
next 15 years. But scoring goals requires a vision and a game plan that
people can get behind. In many ways, each goal is also proxy for a certain
stage of broader advancement that is within striking distance.

Corresponding to each goal is a priority area for action. These goals
are not comprehensive, but each is a response to the question: which
single direction would you press for before all others? Some of the
actions, such as social security reform, require legislation and even
constitutional approval; others, such as improving service quality, can be
sparked by administrative actions.

Goals and Options for Brazil, 2005–2020

Goals Areas for action

Achieve investment Implement the next round of social 
grade rating security reform

Advance in global Place a single-minded focus on the quality 
competitiveness of education

Shift to greater equality Carry out a campaign to boost impact of public
expenditures

Upgrade natural assets Enforce contracts in the states for environmental
sustainability

Improve service quality Improve the regulatory framework for energy
and infrastructure

Reform the political process Implement changes in the electoral and 
political financing mechanisms

These goals and actions are, of course, interrelated. For example,
better public spending complements an improved regulatory framework
to spark private investments and growth. A shift to better quality in edu-
cation together with a higher priority on sustainability leads to better use
of natural resources. Political reform makes socioeconomic reform more
viable and sustainable. These are some of the virtuous cycles the country
hopes to generate.



A second theme relates to physical capital and the need to achieve
higher growth by improving productivity, especially that of smaller pro-
ducers. An emphasis on productivity and inclusion, rather than on accu-
mulation through subsidies to physical capital, would help to address the
need for growth with equity.

A third theme concerns natural capital. Productivity is paramount:
Brazil needs to use its precious natural resources wisely while also protect-
ing them as a source of sustainable growth. It is widely accepted that coun-
tries must invest in both physical capital and human capital to grow. It is
becoming equally evident that countries also need to invest well in their
natural capital to grow.

Tying these three themes together to make it all happen are the institu-
tional contributions, and in this regard it is important to ask how macroeco-
nomic accounts are managed, how political transitions are carried out, and
how natural resources are managed. These institutional connections should
be recognized and supported. Furthermore, there are institutional gaps that
need to be addressed: the high cost of doing business, weak coordination
across sectors and tiers of government, and inadequate property rights in
rural areas. Brazil can achieve its potential if it capitalizes on its institutional
capabilities and turns the weaknesses around. Unleashing the power of the
private sector is one step in that direction. Building on the decentralized
municipalities is another. Drawing on the strength of civil society is a third.

In each of these aspects—human, physical, and natural capital—
qualitative aspects emerge as important. That means that the reform
agenda and its institutional underpinnings need to factor in the quality
effects—the unifying theme of this book.

GROWTH AND BEYOND

Economic growth dominates discussions of development, as it should
because of its pervasive benefits. But it is also important to focus on the
broader aspects of welfare, including basic education, health, water, sani-
tation, shelter, and a clean environment. Even if the impacts of interven-
tions along these dimensions are not immediately captured by poverty or
income indicators, they contribute to real improvements in welfare and
poverty and help to overcome the fatalistic belief that those who are born
poor will remain poor. Ceará’s experience in that regard could have far-
reaching implications for how to strengthen poverty assessments and how
to use targeted policies to improve service provision to the poor, increase
welfare, foster inclusion, and redistribute consumption.
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Economic growth will not be sufficient to reduce poverty rapidly in one
of the most unequal countries in the world. Actions need to build on the
progress already made in strengthening human capital, especially among
the poor. Demographic shifts bring new challenges, such as the rising
incidence of urban poverty, calling for new approaches.

What stands out in this review, with implications for other countries as
well, is that a combination of growth and targeted income transfers is
needed to make a significant impact on poverty. It would be worthwhile to
extend the initial work mentioned here on understanding the nature and
extent of welfare differences as a basis for stronger social programs.

The significance of the growth–poverty link goes even further. An in-
clusive approach that pays specific attention to poverty and welfare can
contribute to faster growth and help to sustain it. For Brazil to achieve and
maintain growth of, say, 7 percent, it will be essential to include a far larger
share of the population in the production process. And in that way,
effective social programs are not only good complements of growth, they
are also contributors to growth.

If this is true, it calls into question some of the traditional thinking
about development strategies. It used to be said that countries need to
grow first and distribute later, or grow first and clean up later. The truth
may be that growth and distribution and growth and a better environment
go hand and hand, at least in Brazil.

MORE PRODUCTIVITY FROM ALL

Productivity growth is one of the keys to growth that is sustainable and in-
clusive. It can also trigger factor accumulation, which is critical to growth.
The reform agenda needed to restore Brazil to a high-productivity growth
track is by now quite well established. The agenda includes regulatory
reform, labor market reform, and capital market reform to overcome the
severe infrastructural bottlenecks, facilitate better use of human capital,
and improve the use of natural capital. Some of these reforms are chal-
lenging to carry out, but real progress often requires some tough choices.

In the drive for growth, investments in capital should not be favored
over investments in labor. That would only worsen income distribution,
with little payoff in sustained growth. Also important is to avoid a bias
against natural capital, which would impede progress toward sustainable
growth. A relatively neutral stance toward all three forms of capital would
enable Brazil to draw on its relative strengths while ensuring that growth
is inclusive and sustainable.
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The importance of and potential for productivity improvements comes
through strongly in Brazil’s particular circumstances, but has relevance for
other countries as well. It would be useful to learn more about the relative
importance of investments and productivity in the policy scenarios, their
relative effects on fiscal outcomes and growth, and avenues for generating
higher productivity and investments.

SUSTAINABILITY FOR POVERTY REDUCTION

The wealth of its natural resources sets Brazil apart from other countries.
Though sometimes viewed as a constraint, Brazil’s natural resources are a
collection of valuable assets—some of them priceless. They are the com-
mon patrimony of Brazil’s people, making their preservation and prudent
use prime considerations. Valued properly, they could be a strong force for
sustainable growth with equity, Brazilian-style. Brazil will be that much
richer if it succeeds in pursuing these goals successfully.

Sustainable use of natural resources would require great care in envi-
ronmental management, with increasing attention to enforcement—
including stronger control over illegal logging. Showing great promise are
efforts to combine ecological and economic zoning with institutional
strengthening, for example in enforcement efforts in the Cerrado and the
Caatinga.

Also promising are efforts to integrate environmental policies with
overall reforms, making environmental measures proactive rather than
remedial and mainstreaming them across sectors. Natural resource man-
agement also needs to rely more on economic incentives where possible
(such as incentives to promote sustainable forest management), and less
on costly, often unrealistic standards (such as for wastewater collection in
urban areas). 

The careful management and protection of natural resources is a key tool
for economic growth and stability. Natural resource management assumes
a special importance for poverty reduction and inclusive growth because
these resources make up a large share of the assets of the rural poor, and
environmental mismanagement harms both the rural and the urban poor. 

While especially important in Brazil, a deeper understanding of
the poverty–environment link could have broad implications. It would
be valuable to follow up on the growth and poverty effects of alterna-
tive approaches to natural resource use in order to identify the most
successful.
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POLITICAL REFORM

Brazil’s political system, administration, and financial institutions are
relatively developed and democratic. The federal contract and decentral-
ization, with a strong role for states and municipalities, are major assets in
Brazil’s efforts to fulfill the aspirations of its people. 

The institutional structure and political processes also slow the pace of
reform, however. Some view the constitution as a stumbling block to
progress and would like to see it reformed. While delays are sometimes a
natural part of participatory and democratic processes, they also reflect
the power of those who support the status quo. None of this is unique to
Brazil, but attention to such political issues is at least as important as
attention to the economic rationale of reforms.

The pace of economic reforms clearly suffered with the onset of the
political crisis in 2005. Analysts agreed that, first of all, there should be full
prosecution of the guilty. Second, the crisis should be taken as an
opportunity to launch the much-needed political reforms. 

Political setbacks, especially in a pre-election year such as 2005, are also
not uncommon across countries. What is crucial is that where problems of
governance and corruption are identified, the opportunity is seized to take
action, as in the previous experiences of Chile, Finland, and others. Those
countries that have not responded to such crises have seen prolonged
political problems and economic decline.

Reforms of political processes have various facets. In light of this book’s
focus on economic welfare, however, a primary concern would be how po-
litical processes serve public welfare rather than vested interests. Reforms
improving the rule of law, transparency, and recourse to legal and judicial
processes are just some of the directions that might better align the use of
public resources to public welfare rather than allowing capture by special
interests.

Analysis of what needs to be done in Brazil has not been lacking (see,
for example, Reis Velloso 2005; Gall 2005). The broad agenda for reform
involves reducing opportunities for corruption while at the same time in-
creasing its consequences. Analysts have highlighted several dimensions of
reform. One aspect, on which some steps have been taken, relates to con-
taining political influences in the public sector, for example by limiting
political appointments to public offices. Another has to do with electoral
processes, including rules for public financing of election campaigns,
transparency in the accounts of political parties, and supervision and
review of political campaigns.
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Brazil is among the most decentralized of countries. It also has rela-
tively developed central institutions, such as its licensing regime. The
challenge is to take advantage of the strengths at each level of government
and to ensure that the country’s great institutions are a force for sustain-
able development. For Brazil, more than for most countries, there may be
much value in better integrating federal, state, and municipal agencies.

Brazil’s people may be its greatest strength, but much of that strength is
still untapped. Investments in human capital, which lagged in previous
decades, are recovering strongly. Further efforts in this direction, to make
human capital a special asset, are not only possible but also complemen-
tary to all other measures. 

It will be crucial to take proper advantage of the enormous energy of
Brazil’s large and growing youth population. The last decade saw the
largest increase in the number of young people: by 2003 there were some
34 million Brazilians between the ages of 15 and 24, nearly one-fifth of the
total population (IPEA 2005). The country’s civil society and its informa-
tion media are complementary and positive forces. They could do much to
mobilize youth, and the population in general.

One reason that efforts to generate greater participation and mobilize
human resources are especially important for Brazil is that the country’s
financial saving rate is low. Given the debt and borrowing limits, total
investment is constrained by these low savings. Reforms to generate more
participation and contributions of the people, some of them discussed
here, can help to relieve some of these constraints on financial savings and
investment. 

Meanwhile, Brazil can also augment its financial savings by dipping
into its social and natural capital. Civil society is a powerful force for gen-
erating and applying all forms of savings, including through social move-
ments, partnerships, and volunteerism (Villela 2005). Institutions, in the
broadest sense, are vital for mobilizing these savings and putting them to
work for development.

The nature of political and institutional reform deserves greater atten-
tion. Brazil is likely to achieve the largest gains by striking a better balance
between rules and flexibility, participation and stalemate, centralization and
decentralization—issues important in any country, but especially in Brazil.

SHIFT TO A FOCUS ON QUALITY

Brazil has made good progress in setting quantitative targets in its devel-
opment agenda. Impressively, municipalities track human development
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indicators, including those of the Millennium Development Goals. The
indicators relate to goals at human and social levels as well as at macro-
economic and financial levels. The Fiscal Responsibility Law, imple-
mented at all levels of government, is one of the most noted aspects of this
broad tracking effort.

Qualitative aspects are also important. Brazil needs faster and better-
quality growth that is more inclusive and pro-poor, and it has the means to
achieve it. Macroeconomic stability remains essential. Growth might also
be faster and better sustained if the growth process were more inclusive,
with greater attention to social and environmental sustainability. 

Policy makers and stakeholders are coming to realize the importance
of these fundamental interactions in the development process. Reflecting
this realization in the policy agenda is not always easy. Progress thus seems
vitally to depend on a commitment to political reform, however difficult
this may be.

TYING IT TOGETHER

All these many strands can be woven together into an approach that goes
beyond business as usual and raises the bar for all Brazilians—with the
promise of better outcomes. Each of the strands summarized below is
based on discussions of individual issues throughout Brazil and on a
common understanding of the initiatives that Brazil needs to undertake.
The task now is to integrate them into an interrelated, ambitious, and yet
highly doable agenda. 

• Stabilization remains necessary, but it is not sufficient to achieve the upside
possibilities. Government spending is high, and much can be done to im-
prove its composition and efficiency. Progress in this direction starts
with creating greater flexibility in public resource use. Flexibility does
not automatically mean more effectiveness, however. Rigorous monitor-
ing and evaluation are needed to provide a sound basis for identifying
the areas where spending can have the greatest impact. 

• Better distribution is not only a desirable end in itself but also the means to
more and better growth. There needs to be a greater focus on the quality
of human development, including in education, health, and social assis-
tance, with improvements in the quality of spending in these sectors
and others. The quality of secondary education in Brazil is just one of
the most noted areas for action.

• The key to better distribution and higher growth is productivity. Priorities and
successes are often measured by how much is spent or invested. Yet it is
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productivity gains, not spending itself, that result in large differences in
performance. Brazil needs more investments in infrastructure and other
areas that will contribute to productivity gains. Coupling that with
reforms in the regulatory framework, labor market, and the financial
sector would not only bring higher returns to investments but also
attract more investments.

• Nontraditional approaches are vital in the search for higher productivity. The
knowledge economy could give Brazil a true competitive edge. So could
complementing the usually emphasized areas such as industry with a
focus on science and technology, arts and culture, and ecotourism—all
areas where Brazil has uncommon advantages. Public–private partner-
ships and a stronger role for civil society could contribute to high-
yielding initiatives.

• It is crucial to invest in all assets, not just physical capital. After a long period
of neglect, the importance of human capital has been stressed in recent
years, though quality issues require further attention. Today it is natu-
ral capital that is heavily undervalued, as reflected in the uncontrolled
deforestation in some states, the pollution of water, and the degradation
of coastal areas, in addition to urban problems. Market-oriented
approaches that complement government policies and investments
could help turn this situation around to the benefit of all, but especially
the poor. Few countries in the world could benefit as much as Brazil
from a new and dynamic approach that combines environmental
protection with infrastructure development.

• Changes in policies and investments, even with a consensus, require political
reform and not just administrative measures. Administrative actions can
make some headway, but real change—be it de-earmarking some rev-
enues or reform of the social security system—depends on political and
institutional reforms. Where there are opportunities for such reform,
including in moments of crisis, it is essential to capitalize on them by
taking prompt action.

• Together, these changes represent a shift in the nature of the reform agenda
from a focus on quantity to a focus on quality. Both emphases are needed,
and they complement each other. But increasingly, it is the quality of
inputs and the quality of outputs that seem to matter. The mayors in
the 2005 IBGE survey clearly understand this needed direction.

* * * * *
Brazil is marked by contrasts—between its wealth and poverty, its

achievements and gaps, its prospects and challenges. A common refrain is
that Brazil has enormous potential, that it is a country of the future. Yet an
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ambitious reform agenda must be started today, if tangible results are to
reach the majority of Brazilians who will make this future.

If these actions are taken, substantial progress is within reach. The
needed reforms go all the way from administrative improvements and
economic policy changes to deeper institutional and political transforma-
tions. Their focus does not stop with stabilization and primary surpluses,
however necessary these may be. Such quantitative measures can help to
avoid certain problems, but they are not nearly imaginative enough to
seize the opportunities that await Brazil. 

A successful development agenda will be Brazilian in nature because it
needs to address Brazilian issues. Not only is the “Brasília consensus” a
holistic approach to development, but it also recognizes that without
greater social inclusion from the start, traditional formulas will not deliver
greater competitiveness and higher growth rates, let alone greater equity.
The environmental and social sustainability of growth, too, would bear
the Brazilian stamp, recognizing the enormous upside of valuing all the
country’s assets.

This is an invitation to advance Brazil’s future: to recognize distribution
and inclusion as part of growth, to value natural resources, to emphasize
nontraditional areas of trade and growth, and to blend political and
economic reforms. Doing so could mean the difference between perform-
ance that is mediocre and that which is exceptional—and exceptional in a
uniquely Brazilian way.
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“Brazil has undergone dramatic change in the last 15 years. Sometimes,
in the midst of surging problems and disappointing economic growth,
this advance is forgotten. Vinod Thomas does not. His book is dedicated
to specifying Brazil’s real gains, as well as the crucial steps needed. It is 
an essential read.”

—Albert Fishlow, Professor of International Affairs and Director, Center
for Brazilian Studies, Columbia University, New York

“This is exactly the type of comprehensive and insightful work that I
would have loved to have had access to when I arrived in Brazil. It is an
empathetic view from an author who has been deeply engaged in and
committed to the development of a nation that is in the process of
maturing.”

—Carlos Lopes, Director of Policy, Secretary General’s Cabinet, United
Nations, and former Head of UNDP, Brazil

“The work emphasizes Brazil’s enormous diversity, examines wide-ranging
questions and brings out the essential linkages across them. It looks at
Brazil in the global context, while providing specifics at regional and state
levels.”

—Aecio Neves, Governor of Minais Gerais, Brazil

This book sets out an integrated vision of development in Brazil, a
country marked by sharp contrasts. It emphasizes the complemen-

tarity among economic, social, and environmental actions in a growth
strategy. The book offers striking cross-country comparisons, placing
Brazil’s prospects in a global perspective.

Vinod Thomas wrote the book while serving as the World Bank’s
country director for Brazil, and is currently director-general for the
World Bank’s Independent Evaluation Group.

ISBN 0-8213-6455-3


	CONTENTS
	Foreword: A New Look at the Land of Contrasts
	Preface
	Acknowledgments
	Abbreviations
	Introduction
	Brazil’s Goals
	Interrelated Themes

	1 A World of Difference
	Growth Trends and Patterns
	Trade and Innovation
	Macroeconomic Stability
	Incidence of Poverty
	Regional Diversity

	2 Welfare
	Brazil’s Inequalities
	Overview of Differences within Brazil
	Inequalities in Education
	Differences in Remuneration
	Distribution of Public Spending
	Income Distribution and Poverty
	Urban Scale of Poverty
	Beyond Income Poverty

	3 Productivity
	Productivity and Growth
	Lessons from Other Countries
	Returns to Better Services
	Payoffs to Infrastructure
	Business-Friendly Environment
	Knowledge and Technology
	Access to Financial Services
	Flexible Labor Laws

	4 Sustainability
	Precious Assets
	Value of Forests
	Endangered Biomes
	Water Resources
	Agricultural Practices
	Rural Development Patterns

	5 Institutions
	Agents for Change
	Fiscal Flexibility
	Regulatory Framework: Licensing
	Service Delivery
	Integration across Sectors
	Decentralization of Government
	Participation of the People
	Governance and Corruption
	How Institutions Help or Hinder

	6 Quality
	Quantity and Quality: Practical Implications
	Nature of Stabilization
	Impact of Government Spending
	Educational Achievements
	Results of Health Programs
	More from Social Protection
	Resources for the Future

	7 Brazil’s Agenda
	Investing in All Assets
	Growth and Beyond
	More Productivity from All
	Sustainability for Poverty Reduction
	Political Reform
	Shift to a Focus on Quality
	Tying It Together

	Bibliography
	Index
	Boxes
	1.1 Determining the Size of the Primary Surplus
	2.1 Welfare Differences
	3.1 Total Factor Productivity
	4.1 Environment and Growth
	5.1 The Development Cycle
	6.1 The Notion of Quality
	7.1 Scoring Goals

	Figures
	1 Quality Threads across the Themes
	1.1 Public Sector Net Debt and Primary Surplus as a Share of GDP
	2.1 Distribution of Household per capita Income, Selected World Regions, 1990s
	2.2 Net Secondary Enrollment and per capita GDP, Selected Countries, 1998
	2.3 Wage by Skill Level, 1990s
	2.4 Impact of Taxes and Transfers on Reducing Inequality, Selected Countries
	2.5 Ceará: Baseline Poverty and Poverty Adjusted for Education Expenditures
	3.1 Evolution of TFP in Brazil, with U.S. Comparison
	3.2 Years to Resolve Insolvency, 2003
	3.3 Expanding Opportunities: Brazil and the Rep. of Korea
	3.4 Credit to the Private Sector as a Share of GDP, Selected Countries, 2003
	4.1 Average Yearly Deforestation in the Amazon, 1978–2004
	4.2 Deforestation in the Amazon by State
	4.3 Percentage of Deforestation along Paved and Unpaved Roads
	5.1 Public Spending on Social Protection in Selected Countries and Regions, as Percentage of GDP
	5.2 Control of Corruption in Latin America and the Caribbean, 2004
	6.1 Evolution of Earmarked Revenues, 1970 –2002
	6.2 Municipal Administrative Expenses per Student and Student Pass Rate
	6.3 Infant Mortality and GDP per capita, Selected Countries
	6.4 Where Health Care Is Obtained,by Consumption Quintile,Urban Brazil, 1997

	Maps
	1 Brazil Regions
	4.1 Comparative Size of the Brazilian Amazon and Europe

	Tables
	1.1 Growth Rates of Real GDP: Selected World Regions and Countries
	1.2 Comparing Debt and Deficits in Brazil, China, and India
	2.1 Proportion of Each Age Group in Poverty, Latin American Countries, 1998
	3.1 Growth of Output, Physical Capital, Human Capital, and TFP
	3.2 Penetration of Microfinance in Latin American Countries, 2001
	4.1 Annual Carbon Dioxide Emissions, Top 20 Countries, 2000
	4.2 Comparing Benefits and Costs of Water Programs
	6.1 Health Quality Indicators in Brazil, India, and China


