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BRAZIL’S ACHIEVEMENTS AND

CHALLENGES

LUIZ DE MELLO*

Introduction

Brazil has come a long way over the last 15 years or
so. Different administrations have maintained and
built on a macroeconomic framework combining
inflation targeting, a flexible exchange rate and
rules-based fiscal management. This policy setting
has served the country well (see Table 1). It has
paved the way for a gradual stabilisation of govern-
ment indebtedness, which has allowed for a coun-
tercyclical response to the slowdown in activity
brought about by the global crisis of 2008–09 in an
environment of reasonably low and stable inflation.
Structural reforms during the 1990s, not least to
liberalise the country’s trade and investment
regimes and to make regulations in product mar-
kets and network industries more pro-competition,
have yielded important productivity gains and alle-
viated several structural impediments to faster
growth. Good policies have
been essential, but external con-
ditions have also been support-
ive. Brazil benefited from a sta-
ble global economy and rising
commodity prices during most
of the 2000s. Equally impor-
tantly, the benefits of strong
growth are being shared more
equally across social groups,
leading to an improvement in
Brazil’s notoriously skewed
income distribution.

Brazil’s growth prospects also appear to be improving.
A resumption in investment and robust employment
growth have raised the economy’s potential output
growth. But the country’s ability to sustain stronger
growth over the longer term will depend on further
structural reform to remove existing impediments to
investment, job creation and productivity gains. The
agenda for further reform is vast: it will require con-
solidating macroeconomic stability to allow the coun-
try to reap the benefits of external support in good
times and to withstand adverse shock in bad times. It
will also call on the new administration that took
office on 1 January to address the short-term chal-
lenges associated with an overheated economy and to
make headways in structural reform areas where
progress has so far been difficult.

This chapter briefly reviews trends in Brazil’s eco-
nomic growth history over the last quarter of a cen-
tury to highlight strengths and weaknesses, and to
identify the policy challenges that will need to be
tackled to improve the country’s growth prospects
and to sustain strong growth in the years to come.
The chapter then lays out the main pro-growth struc-
tural reforms that would need to be implemented to
address current weaknesses and identifies areas

BRAZIL

Table 1 

Basic macroeconomic indicators 1995–2012 

1995

–99 

2000

–04 

2005

–09 2010 2011 2012

Real GDP growth

(annual, %) 2.0 3.0 3.5 7.5 4.5 4.5

Inflation (CPI, 

annual, %) 9.6 8.6 4.7 5.6 5.8 4.7

Budget balance 

(public sector, %

of GDP) .. – 5.0 – 3.5 – 3.0 – 2.9 – 2.2

Primary budget

balance (public

sector, % of GDP) .. 3.8 3.5 3.3 2.8 3.0

Current account

balance (% of 

GDP) – 3.4 – 1.3 0.0 – 2.6 – 3.2 – 3.3

Net government

debt (general

government, end-

period, % of GDP) .. 49.5 45.6 40.9 39.2 38.0

Source: Central Bank of Brazil and median market expectations for

2011–12 (Central Bank of Brazil survey).

* OECD Economics Department. Thanks
are due, without implicating, to José
Roberto Afonso, Martim Ramos Ca-
valcanti, Alzira Rosa Morais da Silva and
Teresa Ter-Minassian for helpful comments
and discussions. The views and opinions
expressed in this paper are the author’s own
and do not necessarily reflect those of the
OECD and the Organisation’s member
countries.



where further reform will be nec-
essary to consolidate macroeco-
nomic stability.

Laying out the task ahead

Brazil’s overarching policy chal-

lenge in the years to come is to

build on and sustain the improve-

ment of the recent years in the

economy’s growth performance.

Following a quarter-century-long
period of lacklustre growth that
started in the early 1980s, Brazil’s
GDP growth rate has picked up
since the mid-2000s, despite the
slowdown associated with the
global crisis of 2008–09. As a
result of this improvement in
growth outcomes, the gap in
Brazil’s per capita income (mea-
sured at purchasing power pari-
ty) relative to the OECD average
has narrowed, although it is esti-
mated to remain large, at about
65 percent in 2010.

Effective utilisation of inputs –

physical capital and labour – as

well as productivity enhancement

will be needed to sustain robust

growth in the years to come. GDP
growth has been driven essential-
ly by a recovery in physical capi-
tal accumulation, albeit from
very low investment levels (dis-
cussed below) and improved use
of labour (Figure 1). Total factor
productivity (TFP), which mea-
sures the overall efficiency with which inputs are
combined in production, has also been on an upward
trend, despite having often acted as a drag on the
expansion of output, especially in the 1980s and early
1990s (de Mello 2008). This is an important develop-
ment, because overall productivity gains, captured by
TFP growth, accounts for most of the variation in
output growth across OECD countries.

Extrapolation of recent trends in factor accumulation

and productivity enhancement suggests that Brazil’s

potential GDP growth is on the rise. It is difficult to
estimate potential output growth accurately, especial-

ly in times of rapid economic transformation. Not-
withstanding these difficulties and on the basis of
conventional growth accounting and plausible pro-
jections for investment and labour force growth over
the medium term, most estimates point to a rate of
growth of potential GDP in the neighbourhood of
4.5 percent per year over the next five years. The rate
of growth of Brazil’s potential output is higher than
that of OECD countries on average, which is cur-
rently estimated at about 1.5 percent per year
(2008–11 average) (OECD 2010). Comparison of
potential GDP growth rates is instructive: if the
wedge in potential growth rates could be sustained
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A. GDP growth rate and trends, 1950–2012

B. GDP growth and its components, 1980–2009

C. Brazill's per capita income relative to the OECD area, 1980–2012a)

%

%

%

10-year moving average

Figure 1

a) Defined as the ratio of Brazil’s income per capita to the average of the OECD countries in purchasing
power parity (PPP) terms. The median market expectations reported in Table 1 for Brazil and OECD fore-
casts for GDP growth are used to calculate the income ratios for 2010–12.

Source: IPEA, World Bank, Central Bank of Brazil and OECD (Economic Outlook database).
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over the longer term, it would take about 35 years for
Brazil to close its current income gap relative to the
OECD area.

The benefits of improved growth in a stable macroeco-

nomic environment are being shared more equally

across social groups. The resumption of strong
growth has resulted in a fall in the incidence of
poverty to about 16 percent of households in 2009
from almost 24 percent in 2005 on the basis of a
broadly agreed national poverty benchmark. And,
probability most importantly, sustained growth is
beginning to make a dent in Brazil’s notorious
income distribution indicators. For example, the
Gini coefficient fell by about 4.5 percent during
2005–09, or 0.9 percent per year, from nearly 0.57 in
2005. Increased emphasis since the late 1990s on tar-
geted conditional transfer programmes has undoubt-
edly played an important role. But improvements in
the distribution of labour income on the back of ris-
ing human capital have account-
ed for a large of the decline in
income inequality according to
some decomposition exercises
(IPEA 2006; Paes de Barros,
Franco and Mendonça 2007;
Soares 2008).

Structural reform to sustain
strong growth

Effective labour utilization: the

role of low human capital and

informality

The level of education of the

Brazilian labour force is compara-

tively low and needs to be raised.

On the basis of the cross-country
indicators available from the
OECD’s Education at a Glance
database, educational achieve-
ment for upper-secondary educa-
tion point to a serious human
capital deficiency (Figure 2). The
quality of education, gauged by
student performance in stan-
dardised tests, such as the OECD
Programme for International
Student Assessment (PISA), is
also low. This is despite signifi-
cant improvements in recent
years, which are due in part to

efforts since the late 1990s to facilitate access to edu-
cation, especially up to the upper-secondary school
level. By contrast, and unlike many OECD countries,
potential GDP growth does not seem to be held back
by insufficient labour supply, since Brazil’s labour
force participation is on a par with the average of
OECD countries for prime-age males (aged 25–54
years), although it is somewhat lower for females
(OECD 2006). Since access to education is already
nearly universal until the lower-secondary level, poli-
cies are now focusing on improving access to higher
levels of education and the quality of services, includ-
ing vocational education and labour training.
Effective follow-through is essential, because invest-
ment in education takes a long time to come to
fruition. Policy mistakes, if not remedied, are there-
fore costly.

Labour informality also needs to be reduced further on

the back of recent achievements. Nearly 35 percent of
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the Brazilian employed population is considered
informal, defined as those workers who do not con-
tribute to social security and/or are self-employed. By
a narrower definition that excludes own-account
workers, who may contribute to social security as self-
employed, the informality rate drops to close to
20 percent of the employed population (OECD 2009).
As far as potential growth is concerned, the problem
with labour informality, however measured, is that it
holds back productivity growth, because employers
have little incentive to invest in the human capital of
workers with a precarious attachment to the enter-
prise. Informal workers are also often ineligible for
off-the-job labour training programmes and, as a
result, are likely to be trapped in low-pay, low-skill
jobs. Moreover, labour informality is closely related to
business informality, which aggravates the problem,
because the capacity of informal businesses to
expand, invest in the human capital of employees and
innovate is constrained by limited, often costly, access
to credit. Informality therefore perpetuates segmenta-
tion in the labour market and in the business sector,
which impedes economic growth by constraining
effective labour utilisation and productivity enhance-
ment. At the same time, the impact of informality on
public finances should not be underestimated, espe-
cially against a background of already high spending
on social security benefits in a country with a still rel-
atively young population (discussed below). 

Labour informality is a complex phenomenon that re-

quires remedial policy action in different areas. First
and foremost, efforts to improve the human capital
of the labour force through high-quality education
and labour training services would yield a double
dividend of also militating against informality. There
is ample empirical evidence showing that low educa-
tional attainment is a powerful determinant of a
worker’s probability of obtaining a formal-sector
job. There is also scope for policy intervention to
remove policy-driven impediments to faster labour
formalisation. For example, social assistance pro-
grammes can be designed in a manner that enhances
the opportunity cost of informality, by for instance
making eligibility to certain programmes condition-
al in part on labour market status.1 Moreover,
greater flexibility in certain provisions of the labour
code could reduce impediments to formalisation, so
long as efforts in this area are part of broader initia-

tives to enhance social protection for vulnerable
workers.2 Finally, the burden of taxes on labour
income (social security contributions, payroll taxes,
mandated saving schemes and a number of para-fis-
cal levies to finance labour training programmes)
could be reduced, public finances permitting, espe-
cially for workers on low pay. 

Physical capital accumulation: the lack of investment

At below 20 percent of GDP, Brazil’s investment rate is

low and needs to be raised to sustain faster growth. The
main culprits for a low investment rate include macro-
economic instability during much of the 1980s and
1990s, a lack of long-term financing for the private
sector and fiscal consolidation, which has taken its
toll on public-sector investment in the absence of
structural reform to constrain the expansion of cur-
rent expenditure commitments. Progress has been
made on most of these fronts, albeit with different
degrees of success, especially to improve corporate
governance and promote financial deepening in a
more resilient macroeconomic backdrop. A resump-
tion in public investment nevertheless remains con-
strained by already high and rising current spending
commitments (discussed below). 

More can be done to tackle the microeconomic deter-

rents to private investment by making product market

regulations more pro-competition. This is important,
because the experience of OECD countries suggests
that a regulatory framework that fosters competition
in product markets is an important driver of pro-
ductivity growth (OECD 2002).3 Despite efforts to
boost competition, Brazil’s product market regula-
tions remain more burdensome on average than
those of several OECD countries on the basis of the
OECD methodology for gauging the stringency of a
country’s regulatory framework (see Figure 3). In
particular, Brazil would benefit from lowering
administrative burdens on enterprises and reducing
barriers to foreign trade and investment. Likewise,
based on the most recent edition of the Doing

Business indicators reported by the World Bank,
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1 In the case of Brazil, the fact that individuals are entitled to a
means-tested social assistance pension at 65 years of age that is
equivalent to the minimum wage and unconditional on labour mar-
ket status discourages individuals whose earnings are at or close to
the minimum wage from contributing to social security.

2 The Doing Business indicators reported by the World Bank suggest
that hiring and firing costs are comparatively high in Brazil, which
may discourage employers from hiring low-skilled workers formally.
The OECD index of Employment Protection Legislation also points
to provisions of the Brazilian labour code that could discourage
employers from hiring low-skilled workers formally (OECD 2005; de
Mello 2008).
3 Empirical evidence for Brazil suggests that economic liberalisation
since the early 1990s, through the gradual withdrawal of the public
sector from manufacturing and services, has exposed producers to
competition from abroad and from domestic peers (Schmitz and
Teixeira 2004). At the same time, the alleviation of trade protection
seems to have been particularly important in boosting labour pro-
ductivity (Schor 2004).
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Brazil fares particularly poorly in comparison with

OECD countries in matters related to the ease of

opening and closing businesses, and on the basis of

administrative burdens to fulfil foreign trade proce-

dures. Reform in these areas is growth-friendly to the

extent that more pro-competition product market

regulations unleash opportunities for investment and

facilitate the diffusion of technological change

through the economy. 

Consolidating macroeconomic stability

Brazil has strengthened its public finances essentially

through revenue hikes, rather than by containing the

growth of expenditure. Different distributive and

social protection programmes have been introduced

since the early 1990s, including
means-tested transfers to the
elderly and the disable. At the
central government level alone,
spending on payroll is on the
rise, following several years of
stability (Figure 4), and pension
outlays already account for
about 12 percent of GDP (in-
cluding both social assistance
and insurance programmes ben-
efiting private- and public-sector
workers), which is a high share
for a country of Brazil’s demo-
graphic structure and income
level. These expenditure com-
mitments, together with sizeable
primary budget surpluses need-
ed to service a large public debt,
have been financed through suc-
cessive revenue hikes in a fiscal
landscape that, unlike most
emerging-market economies, al-
ready combines a comparatively
high ratio of revenue to GDP
with a fairly complex tax system.
Greater effort is therefore need-
ed to break this vicious spend-
and-tax circle (de Mello 2007),
which may be difficult to sustain
over the longer term without
further prejudice to the econo-
my’s growth potential.

Further increases in the current

expenditure-to-GDP ratio should

be prevented in order to stabilise the tax take in rela-

tion to GDP and create fiscal space for a recovery of

public investment. Expenditure containment should
focus on capping additional increases in payroll com-
mitments, as well as on further pension reform to
strengthen the financial sustainability of the social
security system over the longer term.4 Also, there are
important policy challenges in the tax area, not least
to reduce the tax burden on business and labour,
especially on workers on low pay (discussed above),
and to reform the value added tax at the state level to
improve the efficiency of the tax system and to

4 Several proposals have been put forward in this area, focusing on
options for severing the links between pension benefits and the min-
imum wage, while preserving the purchasing power of the minimum
pension, and the introduction of minimum retirement provisions,
among others Draft legislation to cap pension benefits and to create
complementary pension schemes for civil servants has been in dis-
cussion in the legislature since 2003 – see Giambiagi and de Mello
(2006) for more discussion.
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Low scores indicate less restriction

Source: OECD (PMR database).
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reduce the scope for predatory horizontal tax compe-

tition among the states (de Mello 2008). Of course,

until further structural reform has put a lid on expen-

diture growth, policy action on the tax front should

be consistent with revenue neutrality, so that high

enough primary budget surpluses can be generated to

secure a sustained reduction in public indebtedness

over the medium term. At the same time, Brazil will

need to put in place the necessary tools to make the

most of the increases in revenue associated with the

recently discovered oil and gas reserves, when pro-

duction comes on stream, by saving those resources

or using them to finance investments that generate

returns for future generations.

Regained macroeconomic stability has yet to deliver

a sustained reduction in real interest rates. Brazil’s

monetary policy framework
combines inflation targeting
with a flexible exchange rate
and is working well: inflation
has remained by and large with-
in the formal targets, and out-
put and inflation appear to
have become less volatile over
time (Figure 5).5 Policy initia-
tives have also been launched to
strengthen banking supervi-
sion, upgrade the country’s
payments system and deepen
the financial system. The real
cost of credit has therefore fall-
en over time, although it
remains high, especially for
individuals. More can obvious-
ly be done to promote financial
deepening, including by allevi-
ating burdensome constraints
on the allocation of credit in
the economy and high compul-
sory reserve requirements for
banks. However, further reduc-
tions in real interest rates will
depend to a large extent on
additional, sustained declines
in government indebtedness,
which remains high by emerg-
ing-market standards, despite
years of adjustment.

Of course, there are short-term

macroeconomic challenges that

will need to be addressed. Brazil
recovered in earnest from a deep, albeit short-lived,
recession in 2009 on the back of a very supportive
macroeconomic policy mix. Activity is now expand-
ing at a pace that exceeds the economy’s rate of
potential GDP growth, and the output gap is likely
to have been closed. The current account deficit is
widening. Inflation is close to the ceiling of the
inflation target tolerance band, and monetary poli-
cy is appropriately being tightened, including
through macroprudential measures. Fiscal policy,
however, has yet to be tightened to prevent a
counter-cyclical stance during the downturn from
becoming pro-cyclical in the upturn, which would
be destabilising. 
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5 See de Mello and Moccero (2011) for empirical evidence for Brazil
and other Latin American inflation targeters.
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Conclusions

This chapter has argued that Brazil’s efforts over the
years to consolidate its macroeconomy and imple-
ment structural reforms in support of economic effi-
ciency and social development are paying off. Growth
has resumed and social indicators are improving. But
there is little room for complacency in pursuing the
necessary additional reforms that would put the coun-
try on a trajectory of sustained, stronger growth in
the years to come. Further efforts towards this end
could focus on two main areas. 

First, macroeconomic stability, which is an important
framework condition for growth, needs to be consoli-
dated. Effort to stem the increase in current govern-
ment spending would create room in the budget for
much-needed investment and pave the way for a reduc-
tion in the tax take in the future, once the public debt
has been reduced further. Lower indebtedness is also

needed to reduce Brazil’s high real
interest rates. Appropriate instru-
ments will need to be put in place
to save or invest in a manner that
benefits future generations the
revenue that is expected to accrue
to the government budget when
the recently discovered oil and gas
reserves come on stream. 

Second, effort to close a gap in edu-
cational attainment and student
performance in relation to the
OECD area would put Brazil in a
better stead to compete in interna-
tional markets. To the extent that
better education outcomes raise
labour productivity, continued
human capital accumulation
would contribute to improving fur-
ther Brazil’s distribution of
income, which remains skewed
even by Latin American standards.
Implement of much needed further
structural reforms in several areas,
including the tax code, product
market regulations and foreign
trade and investment regimes, will
require resolute policy action to
remove those impediments to
entrepreneurship and productivity
gains that ultimately stymie the
country’s growth potential. 
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IS COPACABANA STILL THE

‘LITTLE PRINCESS OF THE SEA’?

MANOEL BITTENCOURT*

Introductory remarks

When in 1947 the poet João de Barro wrote that
Copacabana beach in Rio de Janeiro was nothing
less than the ‘Little Princess of the Sea’, the likes of
Pelé and Garrincha were still eleven years away, and
Fittipaldi, Piquet and Senna, even farther away in
time. Brazil had not yet made any impact on inter-
national football nor formula one. In fact, the coun-
try was only known internationally, if at all, for its
brand of coffee. However, Copacabana in the 1940s
and 1950s was already setting the trend in fashion
and culture, with celebrities up and down its famous
broadwalk, as simply immortalised by João de
Barro in his majestic, or even royal, description of
the beach.

Since then Brazil has become an eventful place
indeed; football, formula one, military dictatorship,
growth, political transition, democracy, populism,
hyperinflations, no growth, stabilisation, growth
again, a sociologist as president, then a former shoe-
shine boy as president, and obviously high inequality
at the background.1

No doubt the above illustrates that, for better or
worse, some change has taken place in Brazil. Well,
but this should not come as a surprise. According to
Acemoglu (2009), in his landmark textbook, eco-
nomic growth implies changes; new technologies
will substitute old ones, there will be social tensions,
with winners and losers, however overall there is
growth, which is supposed to be good for the major-
ity. Has Copacabana changed at all? Or is it still the
‘Little Princess of the Sea’ with its immutable royal
status quo?

Copacabana has changed, as well as Brazil. The coun-
try has been growing somehow consistently for the last
ten years or so. It is not like looking at the US nor UK
incomes per capita with their long-run increase in eco-
nomic welfare since the industrial revolution.
However, the country has now surpassed its own GDP
per capita of the early 1980s, therefore fully recovering
from the ‘lost decade’. As for Copacabana, it has
changed a lot too, it does not set the trend in fashion
anymore, one would have to go to Ipanema for that,
and the A celebrities do not stroll in the famous broad-
walk as it was their own private catwalk. Nevertheless,
an emerging middle class, direct descendants of the
poor, somehow obese (Brazilians are not known for
their politically correctness), wearing fake D&G sun-
glasses and other colourful garments, not to mention
the heavy intake of burgers with cold beer, are now
enjoying what Copacabana has to offer. A change has
indeed happened, and hopefully for good.

The remainder of this article deals firstly with how
inflation and public debt have behaved from the 1980s
onwards, and also with some monetary and fiscal poli-
cies issues. Change has happened there too, from
extreme macroeconomic instability and somehow lose
and irresponsible monetary and fiscal policies, to sta-
bility and economic pragmatism. Secondly, we take a
look at trade openness and financial development, two
variables that illustrate how much change has occurred
in a once closed and inefficient society to a more open,
competitive, and consequently market-oriented one.
Thirdly, we examine how economic growth and
inequality have been evolving over time, and the good
news is that with consistent growth, which tends to
trickle down, inequality can only go one way, and that
is downwards. Finally, we offer some concluding
remarks in which we highlight the importance of not
only keeping up with the current good work, but also
to start, once and for all, investing in infrastructure, so
that the lack of it does not become an impediment for
growth and prosperity in the very near future.

Inflation and debt

Brazil (and also a number of other South American
countries), had been known for presenting poor

* University of Pretoria. I thank Chang Woon Nam and Nicola
Viegi for comments on this manuscript.
1 Not to mention that Brazil has just elected its first woman presi-
dent, Dilma Rousseff.
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macroeconomic performance, in
particular, but not exclusively, in
terms of high inflation rates in
the 1980s and first half of the
1990s.2 In times that some would
criticise the implementation of
prudent and responsible mone-
tary and fiscal policies in devel-
oping countries, it is always
worth recalling that inflation in
Brazil reached a staggering
82 percent per month in March
1990, and then 2,489 percent in
1993. In this respect Brazil was
indeed unique in South America
at the time, it presented not only
one, but two hyperinflationary
bursts!

All in all, the Brazilian inflation was persistently high
for almost 10 years (from 1985 to 1994), which is per-
haps a fine example of a ‘delayed stabilisation’
(Alesina and Drazen 1991), following the process of
political transition that took place between 1985 and
1989.3 During that time, a number of (heterodox) sta-
bilisation plans were implemented, the populist
Cruzado Plan, the Bresser Plan, the hot Verão Plan
and the colourful Collor Plan, not to mention the
process of redemocratisation itself. Stabilisation came
only in July 1994 with the implementation of the
(somewhat orthodox) Real Plan, and since then infla-
tion rates have been consistently low in Brazil. 

In terms of government size and public debt in gener-
al, what can be said is that the share of government in
the GDP in 2007 is not much bigger than it used to be

in the early 1980s. Many times though, as suggested
by Bruno and Easterly (1998), by just taking the aver-
ages we end up missing the short-run dynamics of
particular processes. In this case, the share of govern-
ment in the GDP presented a considerable increase in
the early 1990s, during the first hyperinflationary
burst of 1989/1990 and the on the run up to the sec-
ond burst of 1993/1994. However, after the stabilisa-
tion of 1994 it has returned to its long-run steady
state (around 20 percent of the GDP).

Moreover, public debt, after ballooning during the
hyperinflationary bursts of the 1980s and early 1990s,
was dramatically reduced during the stabilisation, just
to increase again during the late 1990s.4 However, it
has seen a slight reduction recently, although it is still
much higher than in the early 1980s, which is always a
cause for concern. Given its (erratic) nature during the
period, government debt still does not seem to have a

sort of long-run steady state
which to converge to. 

Basically Brazil has changed
(and is still changing), its institu-
tional framework with regards to
monetary and fiscal policies. For
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2 Other countries presenting a similar
macroeconomic pattern in South America
at the time include: Argentina, Bolivia,
Peru and Uruguay.
3 President Sarney, 1985 to 1989, although
a civilian, was not elected by popular vote,
but by an electoral college. The election of
President Collor by popular vote in 1989
somehow completed the political transi-
tion which was initiated in 1985.
4 In fact, public debt increased sharply
from 1985 onwards, which coincides with
the beginning of the democratic transi-
tion, or with the idea that new democra-
cies incur in higher deficits (Brender and
Drazen 2005).
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instance, on the monetary side the Brazilian Central
Bank has not only improved considerably the quali-
ty of its technical staff, but has also implemented
inflation targeting since 1999.5 This is a significant
step forward in terms of implementing a particular
economic institution (more operational indepen-
dence to the Central Bank to implement particular
policies), which was simply unthinkable of back in
the 1980s.6

On the fiscal side, the Brazilian treasury has also
improved the quality of its personnel significantly.
More fundamentally though, it has implemented
towards the end of the 1990s fiscal responsibility laws
at federal and regional levels to considerably con-
straint the ability of running high public deficits,
which in turn tend to have a knock on effect on infla-
tion (Fischer 2005). 

Essentially, the above-mentioned institutional
framework implemented towards the turn of the
century, as simple as it is, has made, without any
exaggeration, a huge difference in terms of macro-
economic performance, or alternatively speaking, in
controlling the destructive forces of economic pop-
ulism (high public deficit and high inflation in an
unequal country that demands some redistribution),
so prevalent during the transition from military rule
to a more democratic framework seen in the 1980s
and first half of the 1990s in South America in gen-

eral, and in Brazil in particular
(Bittencourt 2010a).

Economic openness and financial
development

For all sorts of populist reasons
(import-substitution policies, aka
protection of particular vested
interests), Brazil (and South
America in general), has also
been known for being a relatively
closed and inefficient society.7

However, the share of exports
and imports to GDP has been
slowly but surely increasing over
time, at least since the early 1990s

when President Collor decided to open up the coun-
try, in particular to imported luxury cars, but not
only, to international competition. Even more impor-
tant, this process of openness has continued and even
furthered with time, with all its (positive) conse-
quences to technological diffusion, international com-
petition and enhanced economic efficiency.

Moreover, foreign direct investment in Brazil has sim-
ply ballooned after the stabilisation of 1994, although
it has seen a natural drop during the crisis of
2000–2002, just to recover again recently. In addition,
during the late 1990s the government implemented
some changes to the constitution of 1988 in which the
rules for foreign investment were somehow relaxed,
not to mention the process of privatisation of public
monopolies that took place during the same period,
which all facilitated investment of all sorts.

Overall, openness to trade and foreign direct invest-
ment have been on the rise during the last ten years or
so, and coincidentally enough the sharpest increase in
both indicators has taken place since the macroeco-
nomic stabilisation of 1994. This indicates the impor-
tance of a stable macroeconomic environment for
trade, investment and prosperity in general, and also
a degree of political maturity to actually implement
particular market-oriented policies which were con-
sidered taboo in Brazil during the eventful 1980s. 

In terms of financial development, Brazil has also
come a long way since the 1980s. In fact, the story is

 0

 500

1 000

1 500

2 000

2 500

3 000

30 40 50 60 70 80 90 100 110

Sources: Brazilian Bureau of Census; International Monetray Fund.

OLS REGRESSION LINE BETWEEN INFLATION AND PUBLIC DEFICIT,
 BRAZIL  1980–2007

Gov. Deficit (% of GDP

Inflation (%)

Figure 3

5 The renovation that the Brazilian civil service has seen recently is
quite remarkable, and the Central Bank is no exception, with a
research department populated with a number of PhDs in econom-
ics from top international schools.
6 However, Carstens and Jácome (2005) warn that Brazil still has one
of the least independent central banks in Latin America, which is
always a cause for concern.

7 It is worth remembering that the import-substitution industrial pol-
icy that Brazil implemented in the 1940s was heavily dependant on
public monopolies which were insulated from international competi-
tion, and also on protection of particular private national interests.
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quite similar to the above. The benchmark measure of
financial development, the share of the liquid liabili-
ties to GDP (which we call M2), started from a timid
20 percent of the GDP in the early 1980s to reach a
much higher share of roughly 60 percent of the GDP
in 2007.8 Again, it is important to avoid the averages
and take a deeper look at what happened during the
late 1980s and early 1990s, when M2 presented an
erratic behaviour of ups and downs, certainly because
of the macroeconomic instability seen at the time.
Nevertheless, M2 played an important role during the
hyperinflationary bursts in terms of providing the
public, at least those with access to financial institu-
tions, with assets which provided even daily indexation
and therefore some protection against high inflation.

Even more importantly, the share of private credit to
GDP, a more sophisticated measure of how active the
financial sector is in actually allocating credit to private

entrepreneurs, has increased
sharply since the 1990s, which
somehow highlights once again
the importance of achieving a cer-
tain level of macroeconomic sta-
bility as a pre-condition for finan-
cial development (Bittencourt
2011). In addition, the financial
deregulation of the 1990s, which
introduced a certain degree of
competition in the financial mar-
ket, clearly played a role in creat-
ing some incentives for the finan-
cial institutions to actually per-
form their supposed duties.

The above trade openness and
financial development deregulation processes that
have been taking place in Brazil since stabilisation are
important not only because they illustrate environ-
mental and behavioural changes in how particular
policies, unthinkable of 25 years ago, are implement-
ed and even accepted by most, but also because some
would argue that more open and competitive societies
tend to growth faster (Lucas 2009), and also that
finance is an important determinant of economic
growth (Levine 2005 or Bittencourt 2010b).

Growth and inequality

In terms of GDP per capita (the main macroeco-
nomic measure for economic welfare), we can guess
by now that for obvious reasons during the hyperin-
flationary bursts of the 1980s and early 1990s
income per capita was considerably reduced (Fischer

1993), which in fact constitutes
the ‘lost decade’. However, in-
come per capita has been experi-
encing a consistent positive
trend since the macroeconomic
stabilisation of 1994, which
highlights once again the impor-
tance of macroeconomic stabili-
ty (or prudent and responsible
macroeconomic policies) in gen-
erating a stable, and conducive
to growth, environment.

Inequality, a much debated –
and somehow perennial – Bra-
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8 For instance, in 2007 the share of the liq-
uid liabilities to GDP in the United States
was of 80 percent.
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zilian problem, has also followed a very natural
trend, with sharp increases during the periods of
macroeconomic instability (Bittencourt 2009); the

poor are certainly the ones at
highest risk during hyperinfla-
tions for being unable to have
access to indexed financial assets
which could somehow protect
them against the full onslaught
of high inflation (via a process
of financial adaptation, see
Erosa and Ventura 2002). On the
other hand, and following the
same pos-stabilisation trend of
other variables before, inequali-
ty, as persistent as it is, has not
only initially converged to its
long-run steady state (a Gini
coefficient of .59), but also de-
creased to even lower and un-
precedented levels.

Ultimately, the macroeconomic
stabilisation, and all the institu-
tional reforms implemented, of
the 1990s has not only brought
down inflation for good, but also
presented a real impact on other
cyclical and structural variables.
The poor, no doubt, had to carry
the heavy weight of a decade of
high inflation and irresponsible
populism. However with stabili-
sation and particular simple eco-
nomic reforms such as trade
openness, deregulation of finan-
cial markets, privatisation and
end of inefficient public monopo-
lies, growth picked up again, and
coincidentally enough, inequality
has been falling to unprecedented
levels since then.9

The take home message in this
particular case is incredibly sim-
ple; macroeconomic stability,
combined with a certain degree
of political maturity, is, to say the
least, a necessary condition for
economic growth, and growth is
still the best and the most equi-
table policy to reduce inequality
(Kuznets 1955).
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9 Some would argue that the new welfare system being implemented
in Brazil is also behind the recent reduction in inequality. However,
this remains to be seen.
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Concluding observations

In this article we have seen how some macroeconom-
ic variables and indicators have been performing in
Brazil since the 1980s. Basically, we argue that Brazil
has come a long way since the convoluted 1980s and
early 1990s, with a number of disruptive events hap-
pening before macroeconomic stabilisation was final-
ly achieved in 1994. Moreover, we argue forcibly that
macroeconomic stabilisation (and the institutional
framework that accompanies it), has been the pre-
condition for increased economic openness and for-
eign direct investment, financial development, eco-
nomic growth and much lower inequality.

No less important, the country has also been an
example in terms of political maturity, with different
political parties alternating in power as in any mature
democracy. All the same, economic stabilisation com-
bined with political maturity (which is also a fine
example of what causes what), are at the heart of
what Brazil has achieved in terms of institutional
reforms, economic policies, and obviously better out-
comes recently (Acemoglu et al. 2008).

However, although Brazil has been on the right track
for the last ten years or so, anecdotal evidence sug-
gests that the public infrastructure is crumbling.
Those visiting the country recently could not avoid
seeing the sorry state of airports, ports and roads in
general, not to mention the national grid and the col-
lapse of the Itaipu dam recently. In addition, govern-
ment consumption has been on the rise for twenty
years or so now, and public investment has not really
kept with the Joneses (Adrogué et al. 2006). All the
same, the lack of infrastructure in a country which is
displaying growth of the private sector is worrying,
since at some point bottlenecks might arise, and it
would be a pity to stop the prosperity because of
infrastructure glitches.

To conclude, Copacabana, like most modern monar-
chies, has evolved and adapted for its own survival,
and it is now a much more representative place which
accommodates a much broader spectrum of the
Brazilian population (perhaps a sign of a more equal-
itarian society), which makes her, as immortalised by
the Poet, the ‘Little Princess of the Sea’.
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THE BRAZILIAN ECONOMY

AFTER LULA: WHAT TO EXPECT?

MATÍAS VERNENGO*

Introduction

Like Chile, which was governed by a left of center
coalition for twenty years after the fall of Pinochet,
Brazil, for the last sixteen years, has been ran by left
of center parties under Fernando Henrique
Cardoso and Luis Inácio Lula da Silva. The
assumption of Dilma Rousseff guarantees the con-
tinuity of the left of center parties for another four
years. Yet, contrary to the Chilean experience, in
which Christian Democrats and Socialists, the main
political parties in opposition to the dictatorship,
formed a coalition, in Brazil the two main parties,
the Party of Brazilian Social Democracy (PSDB)
and the Worker’s Party (PT) have been political
rivals.

The political differences between the two main politi-
cal parties in Brazil, which trace their origins to left of
center groups in São Paulo that resisted the long
Brazilian dictatorship (1964–85), do not translate in
significant dissimilarities in terms of macroeconomic
policy. The pillars of the macroeconomic policy have
been the use of the exchange rate
as an anti-inflation instrument,
which has not changed with the
implementation of inflation tar-
geting since 1999, and the main-
tenance of primary surpluses,
even though in the second half of
Lula’s government, and particu-
larly after the 2008–9 global cri-
sis, counter cyclical fiscal policy
was pursued. Perhaps the most
distinctive characteristic of
Worker’s Party administrations,
in comparison with the preceding
one, is the expansion of the social

programs and the minimum wage, and the consequent
improvement in income distribution.

The remainder of the paper is divided in three parts.
The first looks at the economic performance since the
first of Lula’s terms, with an emphasis on the main
characteristics of the macroeconomic policy frame-
work. The following section discusses the social pro-
grams and the evolution of income distribution. The
last section analyzes what can be expected from the
Worker’s Party third term in command of the
Brazilian administration.

Locomotive or brake-van?

Ever since an economist at Goldman Sachs suggested
that Brazil, together with Russia, India and China,
was part of a special group of economies, the BRICs,
that would take over world GDP before mid-century,
the Brazilian economic performance has been lionized
in the international media. The perception, however,
of Brazil as one of the locomotives of global eco-
nomic growth in the twenty-first century is peculiar,
to say the least.

During the long period associated with the state-led
development strategy, roughly from the late 1940s to
around 1980, Brazil grew at an average of 7.5 percent
per year. The debt crisis led to the so-called lost
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decade, which implied rates of
growth, on average, of 1.5 per-
cent, which was considerably bet-
ter than for the rest of Latin
America during this period. The
stabilization period, associated to
Fernando Henrique Cardoso’s
tenures as Finance Minister and
President, spanning from 1993 to
2002, was associated with a small
recovery in the rates of economic
growth to 2.8 percent. It should
be noted that starting in the late
1980s, a significant process of
liberalization in the context of
the Washington Consensus doc-
trines has been implemented in
Brazil.

In that sense, many economic analysts believed that
Lula’s election foreshadowed a reversal in develop-
ment strategy, one that would reverse several of the
liberalization policies of the previous decade. As it
turned out the break with previous policies was con-
siderably less marked than expected, and in many
respects Lula’s administration represented a contin-
uation of the liberalizing policies of the 1990s. The
economic performance as measured by the real
GDP growth, showed improvement, with a rate of
growth of 4.1 percent per year on average, but this
was a global phenomenon. Additionally, Brazil grew
only slightly above the world average of around
3.4 percent, and considerably below the start per-
formers in Asia and Latin America. In other words,
the Brazilian economy was not leading the world
economy in terms of growth, and was far from the
perceived view as one of the world’s most dynamic
economies.

The reasons for the relatively poor performance in
terms of growth, when compared to more dynamic
economies in the developing world, are obviously
complex and have many causes. But it is fairly rea-
sonable to suggest that macroeconomic policies are
central to any explanation of the growth perfor-
mance. It should be noted that Brazil has had, since
stabilization in 1994, one of the highest, if not the
highest, real rate of interest in the world. Further,
the high rates of interest combined with a relative-
ly unregulated capital account, has led to signifi-
cant capital inflows and a long term tendency to
foreign exchange appreciation, punctuated by
external crisis.

In fact, exchange rate appreciation has been the
main instrument to control domestic prices, since
stabilization and still after the implementation of the
inflation-targeting framework (Vernengo 2008).
Figure 2 shows the evolution of the real exchange
rate (RER)1 over time, and the peculiar Latin
American tendency to appreciation, punctuated by
severe depreciations in time of crisis is clearly visible
(Frenkel and Rapetti 2010). In the Brazilian case, the
significant real exchange rate depreciations were in
the midst of the debt crisis in the early 1980s, with
the collapse of the Collor Stabilization Plan in the
early 1990s, and in 1999, after the Asian and Russian
financial crises.

The tendency to exchange rate appreciation is par-
ticularly problematic for countries with a balance of
payments constraint, as it is the case with develop-
ing countries, including Brazil. In particular, coun-
tries that have an external constraint cannot main-
tain a trade deficit, or a negative balance in the cur-
rent account, for prolonged periods, without signif-
icant capital inflows. The implication is that the risk
of external crises is higher, and that policies that
reduce the possibility of external default should be
favored.

The most reliable source of foreign funds is the one
that comes from export revenues. While export
dynamism depends on several factors, it is clear that
an appreciated exchange rate reduces external com-
petitiveness. In the state-led development period
exports grew at an average yearly rate of 10.3 percent,
which fell to around 5 percent during the two follow-
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1 Measured as the domestic price of foreign currency, which means
that an appreciation is represented by a decline in the exchange rate.
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ing decades. However, after 2002 the rate of growth of
exports picked up, and achieved an unprecedented
17.7 percent. It is clear that the growth of the global
economy, in particular the fast growth of the Chinese
and Indian economies, created space for higher rates
of growth around the globe.

However, the effect of an appreciated exchange rate
on the demand for imports compensated export
dynamism in the last period. As can be seen in
Figure 3, the real exchange rate appreciation of the
early 1990s implied significantly large trade (TB)
and current account (CA) deficits as a share of
total exports. The 1999 crisis, and the depreciation
of the real, allowed for surpluses during the
21st century, but the tendency to appreciation
reduced the trade surpluses and led to current
account deficits by 2008.

This is not to suggest that the Brazilian economy is
approaching an external crisis, as
it did in 1999, since the current
account deficits are still relatively
small, and Brazil has a large
amount of foreign reserves –
approximately 240 billion US
dollars at the end of 2009. How-
ever, it shows that the Brazilian
economy cannot grow at Chinese
levels without incurring into sig-
nificant trade and current
account deficits, and that, as a
result, the pace of growth must
be more moderate.

The recent appointment of
Alexandre Tombini, a fairly con-
servative economist, to head the
central bank, and the continuity of
the tightening of monetary policy,
which started in April 2010, shows
that the exchange rate will contin-
ue to be used as the main instru-
ment of inflationary control by the
new administration. The implica-
tion is that the policy mix of high
real rates of interest, and appreci-
ated exchange rates will remain in
place, and the Brazilian rates of
economic growth will remain well
below the ones of the more
dynamic developing countries.2

A new middle class?

If the participation in the BRICs, as one of the most
dynamic economies of the world, was the hallmark of
the international perception of Brazil in the 21st cen-
tury, then the improvement in income distribution
and the appearance of a new middle class has been
central to the domestic perception about the domi-
nant changes in the new century (e.g. Neri 2008). The
excitement about the so-called new middle class is
associated to what has been publicized as a significant
improvement in income distribution, often connected
to the increase in social spending.

It is true that the evolution of the Gini coefficient
shows an improvement starting in the late 1990s, a few
years after stabilization, and before the election of
Lula (see Figure 4). The Gini coefficient falls from
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2 For a critique of this macroeconomic pol-
icy mix, see Bresser-Pereira (2007).



around 0.6, one of the highest levels of inequality in
the world which would be compatible with a poor
country, to close to 0.54, still an incredibly high level
of inequality, but closer to what a middle income
country like Brazil might have.

As important as the improvement in income distrib-
ution for the discussion of the rise of the new middle
class has been the reduction in poverty rates, which
fell from close to 35 percent of the population in the
mid-1990s to approximately 20 percent at the end of
Lula’s second term. As with income distribution, it is
clear that from the late 1990s onwards there is a sig-
nificant improvement, as can be seen in Figure 5,
and the same occurred with extreme poverty that fell
from around 15 to slightly above 7 percent in the
same period.

As I noted in a previous work,3 however, Gini coeffi-
cients are not necessarily a good
measure of income inequality in
many developing countries, and
other social indicators, besides
poverty, had improved since the
1940s (i.e. before the current set

of social policies implemented by
left-of-center administrations),
which implied that a certain skep-
ticism was guaranteed when dis-
cussing the recent trends in social
indicators.

The average real remuneration of
workers in the metropolitan
region of São Paulo, the most
advanced industrial center in the
country, has not improved, and,
in fact, has decreased significant-
ly since the mid-1990s, remaining
constant at lower levels during
the two terms of Worker’s Party
administration (see Figure 6).

The apparent contradiction of an improvement in
income distribution and a stagnant real wage is rec-
onciled by the fact that the wages of the lower income
strata, in particular, the minimum wage have
increased at a faster pace.4 Further, the participation
of wages in total income remains below its level from
the early 1990s, despite some improvement in Lula’s
last presidential term (see Figure 7).5

It is true that the improvement in the functional dis-
tribution of income in the second term of the
Worker’s Party administration implied that by the
end (available data up to 2008) of the whole admin-
istration wages were higher than at the start in 2003.
Yet, they remain lower than when Fernando
Henrique Cardoso assumed the government in
1995, and still lower than in 1990, when it was
around 37 percent (46 in the extended measure) of

CESifo Forum 1/2011 20

Focus

0

10

20

30

40

50

19
76

19
77

19
78

19
79

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
92

19
93

19
95

19
96

19
97

19
98

19
99

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

Source: IPEA Data.

POVERTY
% of population

Figure 5

0

20

40

60

80

100

120

85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10

Source: IPEA Data.

AVERAGE REAL WAGE, 1985–2010
1985 = 100

Figure 6

3 See Camara and Vernengo (2006) for an
analysis of social policies during Lula’s
first term in office.
4 Serrano (2010) correctly points out that,
while the rate of interest and the exchange
rate have been the instruments of inflation-
targeting, the stagnation of real wages is
the anchor of price stability.
5 If one includes other remuneration of
labor, besides wages, total remuneration is
higher, at around 41 percent of national
income in 2007 (IPEA, 2008) and 42.7 per-
cent in 2008, but follows the same trajecto-
ry of wages, which were just below 34 per-
cent in 2008, virtually the same level that
operational surplus. The latter, it should be
noted is also higher once other remunera-
tion of capital is included.
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national income. It is hardly the sort of earth-shat-
tering event that is associated with the rise of a new
middle-class.6

The unwarranted notion of a new middle-class is tied
to the enlargement of social programs, and the expan-
sion of credit, which has allowed the increase of con-
sumption, and a change in some patterns of con-
sumption with an increase in the proportion of con-
sumer durables, in particular home appliances and
consumer electronics, for the lower classes.

Further, it is far from clear that social spending,
besides the expansion of the Bolsa Família has been
a priority of the Worker’s Party’s administrations.7

Table 1 shows that with the exception of the last
year, in every year government spending with the
service of public debt were higher than social
spending on health and education combined, when
both are measured as a share of total government
spending.

Additionally, it is clear that inter-
est payments have significantly
increased in the 1990s, and have
remained at relatively high levels
throughout the Cardoso and
Lula’s administrations. The fi-
nancialization of government
spending, that is a direct result of
high interest rates, reduces the
policy space for social programs,
particularly because primary tar-
gets for fiscal spending imply the
scope for discretionary spending
is small.

Further, since it is very unlikely,
as we noted in the previous sec-

tion, that monetary policy will change anytime soon,
and it is very likely that price stability will remain cen-
tral for monetary policy decisions, it is not clear that
average real wages will suddenly start growing, or that
functional income distribution will lead to a signifi-
cant increase in labor’s share.

What to expect?

The two previous sections try to demystify the
Brazilian recent experience. As it can be seen,
Brazilian economic performance has not been excep-
tional in the last decade. Also, and more importantly,
the improvements in income distribution have been
marginal, and do not guarantee the enthusiasm about
a new middle-class that has swept the media coverage
and the national conversation in Brazil.

It goes without saying that sheer size, and the owner-
ship of strategic resources, from the Amazon forest to
the recent discoveries of oil in the Atlantic coast,
imply that Brazil is an important player in world pol-
itics, as shown by its leadership in the G20 group. And
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Table 1  

Government Spending (%)

 Interest 

Social

expenditure
a)

1985 1.24 4.70 

1990 4.14 4.70 

2000 6.30 6.09 

2004 8.19 6.45 

2008 9.22 7.39 

2010 8.61 8.82 
a)

 Spending on Health, Education and Labor 

combined. 

Source: STN.

6 In colonial times, and up to the so-called Old Republic (1889-1930),
the middle class was a small group of independent workers and lib-
eral professionals, in an economy largely dominated by agricultural
production for exports. It was the process of industrialization that
expanded the range of the middle class, including the expansion of
state bureaucracy, and the development of higher education institu-
tions. Perhaps, the last significant enlargement of the middle class
occurred, paradoxically, in the late 1960s, when the income concen-
tration that resulted from the military regime economic policies,
allowed for an incorporation of new groups into the economy, and
an expansion of the patterns of consumption. Further, the new
social classes organized in new institutions leading to the new union-
ism of the 1970s, from which the Worker’s Party eventually emerged.
7 Spending on Bolsa Família tripled from 2003 to 2010, but remains
below 1 percent of total government spending in 2010. Coverage
increased from 3.5 to 12.5 million families approximately, which
implies that around 50 million people are covered. Bolsa Família is
the largest social transfer program in Latin America.



it is also true that the so-called two-speed recovery, i.e.
slow in advanced countries, and much faster in emerg-
ing and developing economies, suggests that Brazil
will continue to grow faster than it did in the 1980s
and 90s, but most likely considerably below the levels
of the state-led development era.

The increase in the prices of commodities, in fact,
favors the Brazilian expansion, since Brazil is not an
importer of food, and is an exporter of commodities.
The growth in exports, reduces the risks of external
crises, and allows for more vigorous expansion of the
domestic market. The expansion of credit, the strate-
gic use of the National Development Bank (BNDES
in Portuguese), and the continuity of the Plan for the
Acceleration of Growth (PAC in Portuguese) bode
well for the domestic demand expansion. The planned
cut of 50 billion Brazilian reals, on the other hand,
seems an early concession to conservative groups pre-
occupied with inflation.

Whether Dilma will expand the more progressive
programs of Lula’s second term, and allow the econ-
omy to grow at a faster pace, promoting a more sig-
nificant redistribution of income, something that is
sorely needed in a country that remains among the
most unequal in the world, is far from certain. Early
signs point out to a more moderate agenda, more
akin to Lula’s first term. Perhaps we may suggest,
paraphrasing Marx, that the tradition of the dead
administration ‘weighs like a nightmare on the
brains of the living’.
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MAIN CHALLENGES FOR

BRAZIL’S PUBLIC FINANCES

TERESA TER-MINASSIAN*

Overview

Following decades during which endemic weaknesses
and inadequate control of the public finances con-
tributed importantly to macro-economic instability in
Brazil, the country embarked in the late 1990s on a
sustained fiscal adjustment, marked by high and ris-
ing primary surpluses of the consolidated public sec-
tor. The adjustment reflected strengthened policies;
institutional improvements; and, especially since the
mid-2000s, the beneficial effects on the public finances
of a favorable external environment (strong external
demand, high commodity prices and low internation-
al interest rates) and of increased domestic policy
credibility. The resulting moderation in the public
debt and the improvement in its structure allowed a
strongly countercyclical response to the downturn in
activity in the wake of the global financial crisis of
2008–09. As a result, the Brazilian economy emerged
from the downturn with remarkable speed and rela-
tively small economic and social costs.

Fiscal policy remained, however, strongly expan-
sionary during the subsequent cyclical upswing,
fueling an unsustainable pace of domestic demand
growth, a pick-up of inflationary pressures and a
significant deterioration of the external current
account. Arresting and ultimately reversing these
trends has become an important short-term impera-
tive for macroeconomic, and in particular fiscal,
policy in Brazil. 

Moreover, the country continues to face a number of
more structural challenges in its public finances: the
need for substantial and long-overdue tax reforms; for
related reforms in the intergovernmental fiscal
arrangements; and for further reforms in the social

security, civil service and health systems. It also needs
to continue efforts to strengthen the tax administra-
tion and increase the cost-effectiveness of public
spending at all levels of government. Newer chal-
lenges include creating fiscal space for a needed large
public investment effort; ensuring a responsible man-
agement of the growing natural resource wealth; and
adequately provisioning for rising fiscal risks, espe-
cially from the operations of financial and non-finan-
cial public enterprises that have been increasingly
excluded from the fiscal targets.

This paper provides a compact overview of these
short and medium-term challenges. Following a brief
review in the second section of main historical trends
in Brazil’s public finances and of the country’s fiscal
response to the global financial crisis, the third section
focuses on the current macroeconomic challenges and
the role of fiscal policy in addressing them. The fourth
section briefly discusses the main structural fiscal
challenges mentioned above. 

Background

Historical trends

During the ‘lost decade’ of the 1980s and the crisis-rid-
den early 1990s, high inflation represented the main
mechanism of adjustment of the Brazilian public
finances, as it eroded the real value of public expendi-
tures, while revenues were largely protected through
indexation mechanisms. The rapid decline of inflation
in the wake of the implementation of the Plano Real in
the mid-1990s exposed this fundamental weakness.
Despite a rapid growth of revenues, boosted by the
surge in demand, the primary (non-interest) balance of
the consolidated public sector1 deteriorated significant-
ly, moving into deficit. The overall deficit narrowed ini-
tially, reflecting the sharp decline in nominal interest
rates, but worsened subsequently (Figure 1). The net
public debt climbed steeply (Figure 2). 

* Former Director of the Fiscal Affairs Department, International
Monetary Fund.

1 The consolidated public sector is defined to include the central, state
and local governments, their non-financial enterprises and the Central
Bank. In recent years, the coverage of both public sector targets and
data has been narrowed, to exclude two major federal companies, the
petroleum (Petrobras) and electricity (Eletrobras) ones.



The fiscal weakening contributed, along with a 

relatively lax monetary policy and a significant 

real appreciation of the exchange rate, to the emer-

gence of serious external imbalances that ultimately

forced in early 1999 a strong adjustment program,

supported by large external official financing. 

The program included: the floating of the Brazilian

currency real; a substantial tightening of monetary

policy and the adoption of inflation targeting; and 

a range of revenue-raising and expenditure-contain-

ment measures. A key ingredient of the fiscal 

adjustment was the adoption in 2000 of a Fiscal

Responsibility Law that mandates the setting of

three-year rolling targets for the primary surplus;

stipulates limits on debt and certain types of public

expenditures relative to revenues, as well as strict

transparency requirements for the operations of all

levels of government; and prohibits intergovern-

mental bailouts. Also crucial was the tightening 

of controls on the indebtedness
of sub-national governments,
whose finances had contributed
importantly to the fiscal deterio-
ration of the mid 1990s.2

The fiscal performance remained
relatively strong during the 2000s,
until the onset of the global cri-
sis: the primary surplus fluctuat-
ed narrowly in the 3–4 percent of
GDP range, and the overall bal-
ance (after a sharp but brief dete-
rioration in 2002, reflecting the
adverse impact of the deprecia-
tion of the real during that year)
improved strongly. The net public
debt also declined steadily, from a
peak of nearly 60 percent of
GDP in 2002 to around 40 per-
cent of GDP in 2008. The struc-
ture of the public debt improved
as well, with the share denomi-
nated in foreign currencies declin-
ing from over 20 percent at the
beginning of the decade to under
2 percent in 2008, and the share
at fixed rates rising from around
12 percent to over 35 percent over
the same period. Moreover, the
average maturity of the debt
increased significantly, reducing
rollover risks.

The improvement in the primary balance was wholly
accounted for by a steady increase in the tax burden,
as general government non-interest spending rose by
the equivalent of a cumulative 4 percent or so of
GDP. The rise in spending was mostly driven by
transfers to households (pensions and social assis-
tance programs, including the well publicized Bolsa

Familia3), which contributed significantly to the
improvement in the indicators of poverty and income
inequality4 from the beginning of the last decade to
2008.
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2 In 1997, the federal government refinanced the debt of the states
and of most municipalities. In contrast to previous bailout
episodes, this was accompanied by strict debt servicing require-
ments which, in combination with a prohibition of new borrow-
ing, required sub-national governments to run significant primary
surpluses. 
3 The Bolsa Familia pays poor households to keep children in school.
It is one of the most successful international examples of condition-
al cash transfer programs.
4 The poverty ratio fell from around 35 percent at the beginning of
the 2000s to around 22 percent in 2008, and the Gini coefficient
declined from around 0.6 to 0.54 over the same period.
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Brazil’s response to the global financial crisis

The global financial crisis of 2008–09 hit Brazil ini-
tially hard, through a sudden stop of foreign capital
inflows, a significant fall in commodity prices from
their mid-2008 peaks, and a sharp downturn in exter-
nal demand. The ensuing credit crunch and decline in
exports, together with a fall in consumer and business
confidence, were reflected in a cumulative (seasonally
adjusted) decline in GDP of over 6 percent between
the third quarter of 2008 and the second quarter of
2009. The Brazilian authorities’ response was rapid
and multifaceted, including a number of measures to
ease credit conditions; reduce interest rates; support
the exchange rate, partly with a view to moderating
foreign exchange losses for exposed domestic firms;
and provide substantial fiscal and quasi-fiscal stimu-
lus (OECD 2009).

Specifically on the fiscal front, in addition to accom-
modating the cyclical downturn in revenues, the fed-
eral government reduced the rates of selected indirect
taxes (especially on sectors hard hit by the downturn
in demand); increased the threshold and widened the
brackets of the personal income tax; announced a
new subsidized low-income housing program; and
expanded some of the ongoing social assistance pro-
grams. This countercyclical fiscal response contrasted
markedly with previous crisis episodes, when market
pressures, financing constraints and sustainability
concerns had forced pro-cyclical fiscal policies. The
fiscal impulse to demand was reinforced by increases
in current and capital spending already in the
pipeline (in particular, significant adjustments 
in minimum wages and pensions; increases in 
public employment; and additional public investment
under the so-called PAC (Programa de Aceleração do

Crescimento) program.

These measures were reflected in a decline of the cen-
tral government’s primary surplus from the equivalent
of 2.4 percent of GDP in 2008 to 1.3 percent in 2009.
The decline in the primary surplus was moderated by
exceptional revenues, equivalent to an estimated
2 percentage points of GDP.5 The overall deficit
widened to 3.3 percent of GDP, and the net debt of
the central government interrupted the declining
trend of the preceding years, rising by more than
5 percentage points of GDP. In contrast to the feder-
al government, most states and municipalities were

forced by financing constraints to cut back spending
in response to the cyclical decline in own revenues and
in transfers (mainly revenue sharing) from the central
government. As a result, the consolidated primary
surplus of the states declined only slightly in 2009,
and that of the municipalities was virtually
unchanged, compared to 2008 (Ter-Minassian and
Fedelino 2010). 

In addition to budgetary measures, the federal gov-
ernment provided support to demand through some
quasi-fiscal operations (not reflected in the primary
and overall balances and in the net debt6), in particu-
lar subsidized loans to public banks (the National
Development Bank BNDES and the Housing Bank
Caixa Economica Federal) equivalent to about
3.5 percent of GDP in 2009. These operations were
reflected in a larger increase in the gross than in the
net public debt (Figure 2).

Short-term challenges in fiscal macro-management

A pro-cyclical fiscal policy in 2010

The recession was short-lived in Brazil. Reflecting
both favorable external developments (a rapid recov-
ery in key emerging market partners, leading to a
rebound in commodity prices; and a reflow of for-
eign capital, facilitated by the ample liquidity and
low interest rates abroad) and the effects of the
expansionary domestic policies mentioned above,
GDP began to grow again already in the second
quarter of 2009, and accelerated strongly in 2010,
when the growth rate is estimated to have exceeded
7 percent. The recovery was clearly driven by domes-
tic demand (both consumption and investment), as
the growth of imports far outpaced that of exports.
As a result, and despite a significant gain in the
terms of trade, the current account of the balance of
payments deteriorated from the small surplus prior
to crisis to a deficit equivalent to 2.3 percent of GDP
in 2010. At the same time, inflation accelerated
markedly, to an average annualized rate of over
7 percent.7

5 These included: the transfer to the Treasury of deposits held at the
Caixa Economica Federal on account of taxes under judicial dispute;
accelerated collection of tax debts; and a near doubling of dividends
from federal enterprises.

6 The subsidized Treasury loans to public banks are recorded below the
line in the fiscal accounts and do not impact the net debt because they
involve simultaneous increases in the federal government’s assets and
liabilities. However, the substantial difference between the rate paid by
the Treasury on its market borrowing and that received on those loans
is reflected over time in an increase in net interest payments and there-
fore in the overall deficit of the federal government. 
7 The average rate of increase of the main price indices (IPCA, IGP-
DI and IPC-FIPE) in 2010 is estimated by the Central Bank of Brazil
at 0.63 percent per month. The corresponding figure for 2009 was
0.18 percent.



Against this background of mounting domestic
demand pressures, fiscal policy remained expansion-
ary in 2010. To be sure, the recorded primary surplus
of the consolidated public sector improved slightly (to
2.8 percent of GDP) and the overall deficit narrowed
correspondingly (Figure 1), but the improvement was
more than accounted for by the proceeds of the sale
of future oil exploration rights to the national oil
company Petrobras (which is not included in the con-
solidated public sector),8 revenues that certainly did
not reduce domestic demand. Federal expenditures
(including the capitalization of Petrobras) rose by
over 22 percent (compared with an estimated growth
of less than 15 percent in nominal GDP) from an
already high level in 2009. While most categories of
expenditures rose significantly in real terms, the
fastest growth was recorded in investment spending
(largely under the expanded PAC-2 program).
Moreover, the federal government continued to sup-
port the expansion of subsidized lending by BNDES

through additional loans equivalent to over 2 percent
of GDP.

Rebalancing the mix of macro-economic policies 

in 2011

Looking ahead, there is growing recognition in Brazil
of the risks (for both inflation and the external
accounts) of a continuation of current macro-eco-
nomic trends. The Central Bank has signaled its
intention to rein back consumer price inflation
towards the official 4.5 percent target, by first arrest-
ing and more recently reversing the decline in its pol-
icy (SELIC) interest rate; by increasing reserve
requirements; and by introducing an array of macro-
prudential regulations to moderate credit growth.
However, the tightening of monetary conditions is
likely to stimulate further capital inflows (which so
far do not appear to have responded much to a pro-
gressive tightening of capital controls in recent
months), and to put further upward pressures on the
exchange rate (which is estimated to have appreciated
by nearly 30 percent in real effective terms over the
last 4 years, to a level broadly comparable to that pre-
vailing just before the 1998–99 crisis).

A significant tightening of fiscal policy would help
rebalance the macro-economic policy mix, moderat-

ing the need for monetary restraint and possibly the
pressures on the exchange rate. This is increasingly
being recognized by the fiscal authorities, who are tar-
geting for 2011 a primary surplus target equivalent to
3 percent of GDP. Albeit only marginally higher than
the 2.8 percent of GDP recorded in 2010, the 2011
target would require a significant expenditure con-
tainment effort, since revenues will not benefit this
year from the one-off receipts from the sale of the
future oil rights mentioned above. 

Towards this objective, the authorities have recently
announced a cut of 50 billion real (about 1.2 percent
of GDP) in the federal budget expenditures
approved by the Congress for 2011. While this is an
appropriate signal in the current circumstances, it
appears that, even if implemented in full, these cuts
would still allow an increase in actual spending of
nearly 10 percent (nearly 4 percent in real terms)
from the high level of 2010. Moreover, given the
rigidities in many categories of expenditures (see dis-
cussion below) and the government’s commitment to
safeguard certain types of discretionary spending,
there are concerns that the proposed cuts may not be
realized in full, or may end up being partly reversed
in subsequent years. On a more positive note, the
government has succeeded in moderating substan-
tially the adjustment of the minimum wage for 2011,
which is essential to contain the growth in real terms
of social security benefits.

Main medium-term structural fiscal challenges

Ensuring a sustainable and transparent framework for

fiscal policies

As indicated in the second section above, with the
enactment of its Fiscal Responsibility Law (FRL) in
2000, Brazil adopted a comprehensive and transpar-
ent framework for fiscal management, appropriately
blending rules and flexibility.9 Although the experi-
ence to date with the implementation of the law has
been in general better than in many other countries,
some important mandates of it (in particular the def-
inition of the ceiling on the federal debt and the cre-
ation of an intergovernmental Fiscal Management
Council) have not been put in practice. Moreover, in
the more recent years the coverage of the target vari-
able (the primary surplus of the consolidated public
sector) has been reduced through the exclusion of
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8 The federal government sold Petrobras the rights to 5 billion bar-
rels from deep-sea (the so-called Pre-sal) fields (not expected to come
into production for several years), and used the proceeds in part to
capitalize the company, to enable it to raise additional funds for its
massive investment programs. The remaining 32 billion Brazilian real
(equivalent to about 0.9 percent of GDP) were used to fund (as rev-
enues above the line) budgetary spending in 2010.

9 See Corbacho and Schwartz (2006), and Ter-Minassian (2010) for
discussions of the Brazilian FRL in an international perspective. 
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some key public enterprises and of a progressively

expanding set of budgetary investments. Also, the

meaningfulness of the primary balance as an indica-

tor of the fiscal policy stance has been weakened by a

significant use of one-off revenues and quasi-fiscal

operations.

The medium-term sustainability and international

credibility of Brazil’s fiscal policy could be strength-

ened by the following steps:

• announcement by the government of its commit-

ment to declining target paths for both the gross

and the net public debt over the medium term,

and to primary surplus targets consistent ex-ante

with such paths, with a simultaneous commitment

to revisit each year (and adjust as needed) the pri-

mary surplus targets to ensure compliance with

the debt targets. This would represent a strong

signal of commitment to medium-term fiscal sus-

tainability;

• calculation and publication of cyclically adjusted

budget balances as indicators of the fiscal stance,

to guide, along with the sustainability considera-

tions mentioned above, the choice of the primary

balance targets over the cycle. The timely calcula-

tion of a cyclically adjusted balance for 2010

would have helped alert to the pro-cyclical nature

of fiscal policy during that year;

• clarification in the budget document of the nature

and amount of quasi-fiscal operations (such as

funding of financial and non-financial public

enterprises not included in the budget; and private-

public partnerships), with a systematic and trans-

parent analysis of their future costs and risks for

the public finances;

• refraining from (or at a minimum transparently dis-

closing) one-off revenues and/or anticipations of

receipts and delays in expenditures that distort the

assessment of the budget stance; and

• creation of an independent fiscal watchdog

responsible for vetting budgetary projections and

publicly reporting on a timely basis on the consis-

tency of budgetary developments with the fiscal

targets.

Generating adequate public savings to finance needed

investment in infrastructure

Although it is notoriously difficult to reliably calcu-

late infrastructure needs and gaps, there is broad con-

sensus among observers of the Brazilian economy

that, despite the strong increase in the last couple of

years, infrastructure bottlenecks remain substantial

in the country, particularly as concerns roads, rail-

roads, ports and urban sanitation facilities.

Infrastructure investment needs will be compounded

in the next few years by the fact that Brazil will host

major international sporting events (the World Cup

and the Olympic Games). Moreover, the relevant fed-

eral enterprises (Petrobras and Eletrobras) will be

substantially ramping up investments in the energy

sector (in particular oil exploration and electricity

generation). 

How much of the increased investment can be

responsibly financed through debt, as opposed to

higher public savings, depends on a number of con-

siderations, including careful (and duly cautious)

comparisons of the projected streams of costs of the

additional borrowing and of fiscal returns on the

investments; and assessments of conditions in

domestic and external markets. Such considerations

should inform the choice of the target paths of the

public debt and primary balances mentioned above,

as well as the specific choices of investment projects

and their pace of executions, to be reflected in the

next four-year Plan for 2012–15.

The need to increase public savings to fund in part the

higher public investment is reinforced by the consider-

ation that private investment will also need to rise as a

ratio to GDP in the years ahead, to boost the poten-

tial growth rate of the economy and to promote ade-

quate gains in productivity and international compet-

itiveness (which has been significantly eroded by the

appreciation of the exchange rate). The scope to

increase the resort to foreign savings to finance the

increased national investment effort is likely to be lim-

ited, as the current account deficit is already

approaching 3 percent of GDP. Thus, a failure to raise

significantly public savings in the years ahead would

likely put further upward pressure on domestic inter-

est rates, stifling private investment and hindering the

needed recovery of competitiveness. 

Over the longer term, a particular challenge will be

posed by the management of a growing stream of fis-

cal revenues from the exploration of the deep-sea oil

fields. A recently approved law envisages a shift from

the current concession regime to a production-sharing

arrangement (PSA) for the exploration of such fields.

The PSA regime is expected to increase significantly

the federal government’s take of oil revenues. The

resources so obtained will be used to constitute a sav-

ings-type sovereign wealth fund (the Fundo Social).



The law mandates that the returns on the investments
of this fund be used for education, health and other
social programs. While the constitution of such a fund
is theoretically sound and in line with international
best practice, significant doubts remain at this point
on how the fund will operate in practice, given the
large degree of discretionality afforded by the law to
the government in its implementation.

Main tax reform needs

At over 35 percent of GDP, the tax burden in Brazil
is already the highest in Latin America, and one of
the highest among emerging market countries.
Therefore, tax reform efforts should focus, rather
than on further increasing the tax ratio, on address-
ing the main distortions and inequities created by the
current tax systems, and on simplifying it, with a
view to reducing compliance costs for taxpayers,
which rank as the highest in the world in a World
Bank index.10 Rapid progress in such reforms would
make an important contribution towards increasing
potential growth and strengthening international
competitiveness.

The area in greatest need of reform is undoubtedly
indirect taxation. In contrast with widespread inter-
national practice, the main form of indirect taxation
in Brazil is state-level VAT (ICMS) levied on intra-
and inter-state sales of goods and selected services, on
a mixed origin and destination basis. It is comple-
mented by a municipal-level tax on other services
(ISS). The federal government also levies selective
excises (IPI), and so-called contributions (PIS and

COFINS) based on enterprises’ turnover, and ear-
marked for the financing of social security. It has
relied increasingly on these contributions in the last
decade, since their revenue is not shared with the sub-
national governments.

The ICMS (which currently raises the equivalent of
nearly 8 percent of GDP) suffers from a number of
serious shortcomings that include:

• de facto incomplete crediting of exports and capi-
tal goods purchases;

• use of the tax for predatory competition by the
states in attracting investment;

• huge dispersion in rates on intra-state transactions
and in administration procedures, raising sharply

compliance costs, especially for enterprises operat-
ing in multiple states; and

• the fact that it does not cover most services and it
is levied at very high rates on a few services (e.g.
electricity and telecommunications) which repre-
sent key inputs into production processes.

The federal contributions are also quite distortive
because (despite recent reforms) they maintain a sig-
nificant degree of cumulativity which impacts differ-
ently enterprises in the same sector, depending on
their degree of vertical integration.

The need for reform in these areas has long been rec-
ognized by the Brazilian authorities and by economic
opinion-makers, as witnessed by the numerous reform
proposals put forward in recent years. However, past
reform efforts have been stymied by strong opposition
of those states and municipalities most likely to be neg-
atively affected by the proposed changes. The prospects
for reform may be enhanced, over the next year or so,
by the increased urgency of addressing the deteriorat-
ing competitiveness of Brazilian industry, on the one
hand; and by the scope that scheduled reforms of the
intergovernmental transfer system (discussed below)
may create for compensating at least in part sub-
national losses entailed by the tax reform, on the other.

A desirable reform of the indirect tax system would
involve the replacement of the ICMS, ISS, IPI,

COFINS and PIS with a dual (federal and state) VAT,
complemented by federal and state excises, and by a
municipal retail sales tax. The dual VAT should be of
the consumption type (with full credit for both exports
and purchases of capital goods); have a very small
number of rates that could be allowed to vary across
states within a nationwide band;11 and be collected on
an origin basis, to facilitate enforcement, but with the
revenue redistributed on a destination basis through a
clearing house mechanism, to avoid incentives to
predatory tax competition. The introduction of the
dual VAT should be accompanied by steps to harmo-
nize collection and enforcement procedures across the
national territory. This would contribute to both mak-
ing the administration of the tax more effective, and
reducing compliance costs.

Another area of the tax system in need of reform is
labor taxation. According to OECD (2009) calcula-
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10 A compact and up-to-date overview of the Brazilian tax system
can be found in Afonso and Barroso (2008). See also OECD (2009)
and Rezende (2010) for more comprehensive discussions of tax
reform needs. 

11 There is broad consensus in the literature that redistributive objec-
tives should be pursued through expenditure policies, rather than
through a proliferation of VAT rates. A degree of differentiation
among states may be necessary to allow adequate play to the histor-
ically well entrenched autonomy of the states in this area.
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tions, the combined burden of employer and employ-

ee contributions to the social security system (pen-

sions and unemployment insurance) and assorted

other levies on payroll can exceed 50 percent, damp-

ening demand especially for low-skilled labor and cre-

ating a significant incentive to informality. Given

however the precarious current state of the social

security finances, the scope for a significant reduction

of this burden hinges largely on simultaneous reforms

of social security benefits (see also discussion below).

In the short term, reform efforts could focus on a

rationalization of the payroll levies to finance training

and other labor services (the so-called S system).

Finally, reforms in both taxation areas should be

accompanied by a review and narrowing of the scope

of the simplified system for taxation of small and

medium enterprises (the so-called SIMPLES), which,

by providing a substantial tax preference to enterpris-

es with turnover below a (too high) ceiling, signifi-

cantly erodes the tax base and constitutes a disincen-

tive to enterprise growth beyond that ceiling.

Reforming intergovernmental transfers

A further priority area for reform (and one that is

closely linked with tax reform) is the system of inter-

governmental transfers (including revenue-sharing).

The current system is characterized by:

• low discretionality of the transfers (most of which

are mandated, and defined in considerable detail,

by laws, or even by the Constitution). This imparts

to the system relatively high degrees of transparen-

cy, predictability, and immunity from continuous

political bargaining, but also of cyclical volatility

and inflexibility in the face of changing economic,

social and demographic trends;

• the fact that a significant portion of the revenue

sharing arrangements is based on derivation (geo-

graphic origin of the revenue) criteria, thus com-

pounding the already substantial differences in rev-

enue capacities that characterize sub-national own

taxes. The (also derivation-based) sharing of nat-

ural resource rents further aggravates these differ-

ences, as such resources are concentrated in rela-

tively few states and municipalities;

• a relatively high degree of fragmentation of the

sharing arrangements, as regards the purpose of

the different regimes, the definition of their bases

(with resulting distortive incentives for upper

level governments to exploit non-shared taxes),

and their distribution formulas. This complicates

the assessment of the allocative and distribution-

al effects of the overall revenue sharing system;

and finally

• lack of a comprehensive and well-designed equa-

lization transfer system. While existing studies

suggest that some of the existing transfers have a

(more or less significant) progressive redistribu-

tive impact, they fall well short of an equaliza-

tion system.

A reform of the main revenue-sharing mechanisms

(the Fundo de Participação dos Estados (FPE) and the

Fundo de Participação dos Municípios (FPM)) has

been mandated in 2010 by the Constitutional Court,

which found the current criteria for horizontal distri-

bution of the transfers unconstitutional.

The reform of the system should be guided by the

objectives of simplifying it, making its effects more

transparent, reducing its sensitivity to the cycle, and

especially making it more equitable. As the interna-

tional experience shows, however, there are likely to be

trade-offs between some of these objectives, and care-

ful choices would need to be made in the design of a

reformed system. To maximize the chances of politi-

cal acceptability of proposed reforms, a further objec-

tive should be the broad maintenance of the vertical

distribution of the total transfers among the three lev-

els of government.

As regards the more complex issue of the horizontal

distribution of the transfers, a theoretical first best

would be the implementation of a full-fledged equal-

ization system combining both revenue capacities and

spending needs equalization criteria. As the experi-

ence of Australia shows, however, such a system

would be so demanding in terms of data requirements

and resources for its effective implementation that it

does not appear to be a practical option for the fore-

seeable future in Brazil. A more manageable alterna-

tive would appear to be the implementation of a sys-

tem to equalize revenue capacities (such as e.g. the

Canadian one), which could be developed initially

only for the state level, given the more limited number

of entities involved. 

Expenditure reform needs

The need to maintain, for macro-economic stability

and longer-term fiscal sustainability reasons, signifi-

cant (2–3 percent of GDP on average over the cycle)

primary surpluses, and the already high level of the

tax burden highlight the need to arrest the relentless



increase in the size of the public sector over the last
decade. Indeed, Brazil could benefit from adopting at
all levels of government expenditure rules consistent
with this aim. Moreover, as indicated above, there is a
clear need to reduce current spending as a ratio to
GDP, to create fiscal space for the needed increase in
public investment.

Unfortunately, these are likely to prove difficult tasks,
requiring fundamental changes in the legal (in some
cases constitutional) frameworks for major spending
categories, and therefore a strong government com-
mitment to building the necessary broad base of polit-
ical and social support for such changes. The difficul-
ty reflects a number of factors, in particular:

• pervasive rigidities in the main public expenditure
programs, ranging from extensive earmarking
provisions,12 to selective indexation require-
ments,13 and to strict tenure provisions for civil
servants; and

• mounting pressures on spending on pensions and
health, due to ongoing demographic changes that
are leading to population aging at a faster pace
than in most advanced and emerging market
countries. 

Space limitations prevent a comprehensive analysis in
this paper14 of needed expenditure reforms in the
health, education, public administration and social
security systems, as well as of ongoing and further
desirable reform efforts in public expenditure manage-
ment systems, aimed at improving the cost-effective-
ness of existing spending programs. Because of their
importance, however, reform needs in the pension sys-
tem are briefly discussed in what follows.

The public component of the pension system in
Brazil includes separate regimes for private and
public employees. Expenditures of the former
(Regime Geral da Previdência Social, RGPS) (with
over 23 million beneficiaries) amount to over 7 per-
cent of GDP; those of the latter (Regime da

Previdência dos Servidores Públicos, RPPS) (with

about 3 million beneficiaries) to around 2 percent of
GDP. Both are defined-benefit, pay-as-you-go sys-
tems, currently running primary deficits in excess of
1 percent of GDP each, despite the above-men-
tioned relatively high levels of social security contri-
butions. There is also a growing network of private
(open or closed) pension funds, operating mostly on
a defined contribution basis, and participation in
which is voluntary.

The RGPS suffers from a number of significant weak-
nesses that are largely responsible for the relatively
high (in an international perspective) level of its
expenditure:

• indexation of its minimum benefits (about 40 per-
cent of total benefits) to the minimum wage (which
rose by over 120 percent in real terms over the last
15 years);

• absence of a minimum retirement age requirement
after 35 years of contributory service;

• a relatively low minimum retirement age for women
(60 years, or less after 30 years of service); and

• excessively generous survivor benefits.

The RPPS is widely recognized to suffer from exces-
sive generosity in both the retirement age and deter-
mination of benefits provision.

Previous reform efforts (in 1998 and 2003) included
the introduction of a formula (fator previdenciário) to
link the level of benefits under the RGPS to recipi-
ents’ life expectancy, and to modify the RPPS for new
public employees.15 These reforms moderated signifi-
cantly the growth of the RPPS benefits, but had a
limited impact on the expenditures of the RGPS, that
have been boosted strongly by the above-mentioned
growth of the minimum wage.

Looking forward, a comprehensive reform of the pen-
sion system, aimed at ensuring its longer term finan-
cial viability during the coming demographic changes,
would need to include: 

• indexing benefits to prices, rather than the mini-
mum wage;

• introducing a unified minimum retirement age
requirement for all pensioners, linked to the rising
average life expectancy;
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12 These provisions include the earmarking of federal contribu-
tions on payroll, turnover, and company profits to fund social
security expenditures; a constitutional requirement to devote
25 percent of total primary spending to education; and an (also
constitutional) mandate to increase health spending at least in
line with nominal GDP.
13 For example, the minimum pension and social assistance benefits
are indexed to the minimum wage, which is in turn indexed to price
(with a one-year lag) and real GDP growth (with a two-year lag). 
14 Selective references to detailed studies of needed expenditure
reforms (in particular in the social security, health, and civil service
systems; and in expenditure management systems) are provided in
the bibliography attached.

15 The 2003 reform envisaged the introduction of a ceiling (the same
as under the RGPS) for the pension benefits under the RPPS. This
was to occur simultaneously with the creation of a complementary
mandatory defined-contribution regime for new public employees.
Both reforms have not been implemented to date.
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• implementing the ceiling on pension benefits and
introducing a complementary mandatory defined-
contribution regime for public employees, as envis-
aged by the 2003 reform; and 

• tightening eligibility requirements for survivors’
pensions.

To facilitate their social acceptance, most of these
reforms should be adequately phased-in, and existing
pensioners should be grandfathered.
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A NEW BRAZILIAN

ECONOMIC MIRACLE?

EDMUND AMANN*

The rise to prominence of Brazil is one of the salient
features of the current global economy. To an increas-
ing extent Brazil can be viewed as a paradigm case of
how rapid economic expansion can be reconciled with
democratisation and social justice. Still, it is easy to
forget just how recently Brazil was a byword for eco-
nomic mismanagement, poverty and yawning
inequality. In the 1980s – the so-called ‘Lost Decade’
– growth stagnated while the gap between rich and
poor widened. As recently as 1998, Brazil hit such dif-
ficulties that it required the assistance of the IMF. 

Today, things are very different. While Europe and
North America struggle to emerge from recession,
Brazil is coping with the opposite problem: how to
prevent a boom from overheating. Far from needing
to reassure international investors, Brazil is now
imposing capital controls to prevent an exchange rate
overshoot. Matching growing economic self-confi-
dence is an increasing ability to influence internation-
al events. The Brazilian government is, to an ever
greater extent, a key player in international economic
negotiations whether this be in the field of trade or in
discussions affecting currency alignments (Brazil’s
intervention over the valuation of Chinese yuan being
a case in point). 

The current resurgence represents, in some sense,
Brazil’s second economic miracle. The first occurred
in the 1967–1973 period. It was associated with a
state-driven industrialisation strategy known as ‘Post
Import Substitution Industrialisation’ (Baer 2007).
Eventually, that miracle expired in a haze of debt and
inflation. Could the current miracle go the same way?
I will suggest that this is very unlikely. Nevertheless,
there are good reasons to be cautious in one’s opti-
mism. In what follows I look at the causes of the cur-
rent boom, examining the interplay of sensible macro-
economic, trade and industrial policy with fortuitous
shifts in the pattern of international demand.
Towards the end the discussion turns to the lingering
challenges Brazil faces. Not the least of these com-
prises the need to tackle resurgent inflation and a long
legacy of underinvestment in education and infra-
structure. 

Brazil’s remarkable turnaround

As the data in Table 1 show, Brazil‘s recent macroeco-
nomic record has been impressive. The emphasis
needs to be placed on the word ‘recent’ since, during
the 1990s and early 2000s, the country suffered bouts
of expansion interspersed with crisis and recession.
Since, around 2002, though, there is evidence that a
corner has been turned. Growth has tended to accel-
erate and, perhaps more impressively still, it has
sharply rebounded following the international finan-
cial crisis of 2008–09. At the same time, unlike during
the first miracle of the late 1960s and early 1970s,
inflation, though still an issue, has remained under
control and certainly in single digits. Other symptoms
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Table 1

Brazil: key macroeconomic indicators, 2001–2010 

 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

(esti-

mates)

GDP growth rate (%)

Consumer price (% change,

December to December)

Representative lending rates

(% of annual average of

monthly annualized rates)

1.3 

7.7 

41.1 

2.7 

12.5 

44.4 

1.1 

9.3 

49.8 

5.7 

7.6 

41.1

3.2 

5.7 

43.7

4.0 

3.1 

40.0

6.1 

4.5 

34.5

5.2 

5.9 

38.8

– 0.6 

4.3 

40.4

7.7 

5.6 

38.6 

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

* University of Manchester and Johns Hopkins University.
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of an economic renaissance abound. The Brazilian

real, from a position of chronic weakness in the early

2000s has become one of the world’s best performing

currencies. The trade balance has also performed well,

though a deficit was registered in 2010. 

Perhaps most notably, the fruits of economic success

now appear to be being divided rather more equitably

than ever was the case during Brazil’s first economic

miracle. Then, the military government prized growth

and modernization above equity and poverty allevia-

tion. Under civilian rule, however, the emphasis has

changed markedly. The governments of Fernando

Henrique Cardoso (1995–2002), Luiz Inácio Lula da

Silva (Lula) (2003–2010) and Dilma Rouseff (2011–)

are associated with conditional cash transfer pro-

grammes which have tackled extreme poverty and

social deprivation. At the same time, accelerating eco-

nomic growth and expanding employment opportuni-

ties have helped to create a new Brazilian middle class.

This is a much broader and more populous demo-

graphic than its analogue in the earlier miracle.

What can possibly account for this rather dramatic

reversal of economic fortunes? The answer here is a

complex and fortuitous mix of internal and external

factors. The obvious starting point of the story of

Brazil’s economic recovery lies with the Real anti-

inflation plan launched in 1993. However, also of sig-

nificance lies the decision of the governments of José

Sarney (1985–1989), Fernando Collor de Melo

(1990–1992) and Itamar Franco (1992–1994) to open

up the economy to imports and greater inward invest-

ment. The decision to embrace economic openness

meant that the supply side was obliged to behave more

competitively while external price pressures could

now act as a check on domestic price formation. In

order to actuate this external check, it was necessary

that the national currency became stronger and more

stable (Amann and Baer 2003). The essence of the

Real Plan, then, was to tackle inflation through the

use of a pegged currency – the real – through which

the microeconomic reform agenda could be allowed

to exercise a benign influence on the macroeconomic

environment. 

As is well known, the initial results of the Real Plan

were highly favourable with inflation tumbling from

quadruple to single digits in three years (ibid.).

Growth also picked up, albeit not on a sustainable

footing. The problem with the Plan was that, despite

its anti-inflationary success, it did not prove compati-

ble with external balance. The strong real sucked in

imports during the late 1990s resulting in a rising cur-

rent account deficit and high external borrowing. The

high interest rates necessary to retain the currency peg

generated painful public sector borrowing costs.

These contributed to the emergence of a worryingly

large fiscal deficit. International investors might have

been prepared to overlook these shortcomings in a

more benign global economic climate. However, the

eruption of the Asian and Russian crises in 1997 and

1998 spelt disaster for Brazil. By 1999, the Brazilian

Central Bank was obliged to abandon the real’s

Dollar peg. This was immediately supplanted by an

inflation targeting regime. By late 1998 the authorities

had become newly reliant on IMF funding to meet

their short term international financial obligations.

Matters arguably deteriorated further in 2001–02 as

Brazil reeled from the negative effects of reduced cap-

ital inflows stemming from the end of the Dotcom

bubble.

How is it, then, that Brazil has been able to pull itself

out of these difficulties with such facility? The ques-

tion is all the more puzzling at first sight given the

absence of dramatic policy change in the past ten

years. The answer, I would argue, lies in the combina-

tion of two factors. These are the consolidation of

the long standing reform agenda on the one hand,

Table 2

Brazil: export performance and external account indicators

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 
(esti-

mates)

Exports (US$bn fob)

Exports of primary 

products as % of the total

International reserves

(US$bn)

Net Foreign Direct

Investment (US$bn)

58.4 

na 

35.9 

24.7 

60.4 

47.4 

37.8 

14.1 

73.1 

48.5 

49.3 

9.9 

96.5 

47.0 

52.9 

8.4 

118.3 

47.3 

53.8 

12.6 

137.8 

49.5

85.8

– 9.4 

160.6 

51.7

180.3 

27.5

197.9

55.4

193.8

24.6

153.0 

60.9

235.8 

36.0

201.9 

na 

284.9 

na 

Sources: Economic Commission for Latin America and the Caribbean (ECLAC); IPEA.



and the emergence of a more favourable internation-
al climate for trade and investment on the other.
Turning to the first factor, it is clear that over the past
decade the authorities have met with some success in
cementing in place the key foundations needed to
ensure continuing financial and economic stability
(Sanchez-Ancochea and Morgan 2008). In particular,
so far as fiscal policy in concerned, the main elements
of 1998’s IMF-agreed stabilisation plan have been
retained in place with a continuing series of primary
surplus targets set and met. A key consequence of
this has been the containment of public debt expan-
sion. This, in turn, has helped Brazil secure more
favourable terms for external borrowing (see Table 3).
It is also true that the Brazilian Central Bank has, by
and large, met with success in implementing its infla-
tion targeting regime. It has been willing, in the
process, to countenance interest rates which are high
by international standards. 

On the microeconomic policy side, governments since
2000 have remained committed to economic openness
whether in terms of trade policy reform, or, with one
or two exceptions (notably in parts of the hydrocar-
bons sector) to the admission of foreign capital
(Prideaux 2009). The continuity here stands in con-
trast to the behaviour of administrations in other
parts of the region. In Argentina and Venezuela, for
example, the past decade has seen a much more hos-
tile attitude towards the role of foreign capital in the
economy. There, nationalisations and forced divest-
ments have become a common feature. In sum, it can
be said that Brazil has provided a comparatively sta-
ble platform for investment. In this sense it was always
going to be well placed to benefit from any improve-
ments in the external environment.

Though it might be easy to forget in the context of the
events of 2008-09, the past ten years have provided
exceptionally benign international conditions for the
growth and development of the Brazilian economy.
There are two key elements to the story here: the first
concerning exports and the second capital inflows. 

In first place, as is well known,
the expansion of emerging mar-
ket economies in Asia, notably
China, has contributed towards a
surge in commodity prices
(ECLAC 2010). For Brazil, this
has proven to be a real bonanza
since the country is a leading pro-
ducer of many of the key com-
modities involved, especially iron

ore, soya, gold and, increasingly, oil (see Table 2). The
acceleration in international demand and prices for
such commodities has driven Brazil’s exports sharply
higher to the point where the country has been able to
run a series of trade surpluses. The contrast with the
first miracle is especially instructive here. Then,
growth shuddered to a halt in 1973 following the
ramping up of oil prices by OPEC. This generated
large trade deficits which Brazil was obliged to
finance via international borrowing throughout the
remainder of the 1970s. Ultimately, the burden of
debt servicing became unsustainable, triggering the
eruption of the debt adjustment crisis of the early
1980s. The contrast with the current period could
hardly be sharper. Brazil today, unlike the 1970s, is a
major oil producer following huge onshore and off-
shore discoveries in the 1980s, 1990s and 2000s.
Production has now reached the point where self suf-
ficiency has been achieved. Against this background it
becomes easy to see why the vertiginous rise in oil
prices of the past few years has served to bolster both
growth and the external accounts.

The second key element in the more favourable exter-
nal environment concerns the state of international
markets for capital flows, whether in terms of direct
or portfolio investment. In response to the bursting of
the Dotcom bubble in the early 2000s, advanced econ-
omy Central Banks, notably the US Federal Reserve,
provided a massive injection of liquidity to the inter-
national financial system. The subsequent global
recovery witnessed, perhaps unsurprisingly under the
circumstances, acceleration in portfolio flows
(Ocampo 2009). Brazil, having cemented in place a
stable macroeconomic framework and, benefitting
from reformed and increasingly open domestic capital
markets, received from a surge of portfolio inflows. At
the same time, foreign multinationals, drawing
strength from stronger equity prices and more cost
effective access to bond finance, embarked on a spree
of foreign takeovers and greenfield expansion. Brazil’s
favourable investment climate, both in terms of regu-
lation and growth prospects, meant that it was able to
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Table 3

Brazil: fiscal indicators

2006 2007 2008 2009 2010 

(esti-

mates)

Primary balance (% of GDP)

Non-financial public

sector debt (% of GDP)

2.1 

47.0 

2.2 

45.1

2.4 

38.4 

1.3 

42.8 

1.2 

39.1

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
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attract substantial foreign direct investment (FDI)

inflows (Chudnovsky and Lopez 2007). Such invest-

ments have brought two important benefits. 

In first place, they have provided a more stable means

of financing current account deficits when they occur.

Second, the surge of inward FDI (see Table 2) has

allowed productive capacity to rise and new technolo-

gies and organizational techniques to be introduced.

Taking these effects together, the effect has been to

increase the potential rate at which GDP can grow

while avoiding the traditional pitfalls of debt led

growth: in the previous miracle growth was fuelled by

accumulation of external debt with the role of FDI in

deficit finance being more restricted. Although capital

inflows – both portfolio and direct – suffered during

the 2008-09 international crisis, Brazil is now once

again facing little difficulty in attracting foreign capi-

tal. Indeed, as already indicated, the recent surge in

portfolio inflows has been such that the government

has been obliged to impose a temporary capital con-

trols tax. 

The challenges ahead

Brazil’s current success, while impressive, should not

obscure the fact that its economy continues to face

serious challenges. Perhaps the most obvious sign that

much remains to be done lies in the current resurgence

of inflation. While nothing like on the scale of the

early 1990s, inflation has been trending upwards. In

part, this reflects increases in prices for basic com-

modities, especially foodstuffs and fuel. However, it is

also evident that structural bottlenecks in the

Brazilian economy are creating price pressures, while

also constraining competitiveness and moves to diver-

sify exports away from natural resource based prod-

ucts. The problem here is that, for years, thanks to the

pressures of fiscal adjustment, lack of private sector

funding and an uncertain regulatory climate, too little

was invested in infrastructure. The issue of under

investment in infrastructure is especially acute in the

fields of transportation and electricity generation and

distribution. Brazil’s highway and port networks, in

particular, are now quite inadequate to cope with the

rise in traffic volumes resulting from the boom of the

past few years. 

The pressure to resolve difficulties here is especially

urgent given the approach of the World Cup in 2014

and the Olympic Games in 2016, both events which,

of course, Brazil will host. Fortunately, both the Lula

and Rouseff governments have recognized the scale of

the problem and have acknowledged that something

needs to be done. As a result, the government is now

pressing ahead with the Growth Acceleration

Programme (or PAC, as it is known in Portuguese), a

portfolio of investment projects targeted at addressing

infrastructural bottlenecks. The problem is that the

programme, launched in 2007, has been making rela-

tively slow progress. Many projects are facing delays

or have failed to get off the ground at all. In the short

to medium term, the government’s ability to speed up

progress on the PAC may be constrained by a series of

spending cuts introduced in early 2011. These have

been introduced in an effort to rein in inflation. Still,

the PAC is not in crisis and should be able to benefit

from National Economic and Social Development

Bank (BNDES) funding as well as possible increases

in private participation.

The issue of private sector, as opposed to public sec-

tor driven investment, is another area where urgent

attention is needed. In order to contribute towards the

PAC, but also in order to upgrade production process-

es and enter new markets, the private sector needs to

ramp up its capital spending. Historically, private sec-

tor capital formation has been constrained in Brazil

because of uncertainties in the investment climate, the

existence of high real interest rates and thin domestic

capital markets. Fortunately, domestic capital market

reforms and innovations – notably the introduction of

the Novo Mercado (which promotes shareholder con-

fidence through better corporate governance rules) –

mean that recourse to equity finance is a far more

viable proposition today than was ever the case in the

70s, 80s or 90s. However, base interest rates remain

high for reasons already explained and interest rate

spreads over these are even more startling. 

The upshot of this is that financing investment

through private sector bank borrowing is rarely a

viable option for domestic firms. The existence of

high spreads means high effective interest rates (see

Table 1) and reflects, in some part, the legal difficul-

ties encountered by creditors in Brazil in securing

their rights against debtors. However, high spreads

may also reflect the somewhat oligopolistic structure

of the domestic banking system. Here, competition is

arguably more limited than in the more mature finan-

cial systems of the West. In order to bring interest rate

spreads down, and unleash private sector investment,

a process of further reform is needed in the financial

system. The authorities will have to tread a fine line

between stimulating productive investment and giving



rise to a damaging credit boom of the sort which has

so badly traumatised the United States and Europe. 

Another issue for the longer term comprises the pat-

tern of exports. As already argued, Brazil has richly

benefitted from its status as a major producer of key

primary products. In the last decade these have driven

exports strongly upwards with non-traditional

exports such as manufactures losing ground in relative

terms (see Table 2). The challenge for Brazil will be to

ensure that the non-traditional export sector remains

in good enough shape to be able to take up the slack

should commodities prices enter a prolonged period

of decline. Although the latter does not look probable

in the short to medium term, even the most cursory

examination of the historical record suggests that

periodic commodity price slumps can and do occur.

The problem at the moment is that the strong Real is

starting to place manufacturers and other non-tradi-

tional export sectors under real pressure. This, of

course, explains why the government has adopted

portfolio inflow taxes and why it has gone on the

offensive over the valuation of the Chinese currency.

In the longer term, however, a more competitive valu-

ation of the Real will require that domestic interest

rates decline and converge towards international

norms. This will not happen until inflation trails off.

One of the most significant achievements of Brazilian

public policy over the last decade has been its target-

ing of poverty through the use of a conditional cash

transfer programme known as the Bolsa Familia

(Family Grant). This provides welfare payments to

poor families on condition that children attend school

on a regular basis (Amann and Baer 2009). The pro-

gramme – which is justly famous – draws our atten-

tion to another lingering challenge: that of education.

Educational provision, or the lack of it, is intimately

tied up with such critical economic issues as produc-

tivity growth, technological upgrading and the ability

to shift one’s comparative advantage in the global

economy. While rates of school attendance have ben-

efitted from the introduction of the Bolsa the fact

remains that average levels of educational attainment

in Brazil lag well behind those common in the emerg-

ing market economies of East Asia. The quality of

public sector primary education, in particular, has

long been recognized as deficient while the best of the

public sector education system – the federal and state

universities – only serves a tiny elite. The challenge

then is to both improve the quality of the educational

experience while ensuring that as broad a section of

the population as possible benefit from it. 
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BRAZILIAN DEVELOPMENT:
THIS TIME FOR REAL?

LEE J. ALSTON* AND

BERNARDO MUELLER**

Introduction

In the late 1980s a popular Brazilian television come-
dian presented a skit on his weekly show that con-
sisted of a Brazilian General awaking from a coma he
had entered in the heyday of the military regime circa
1975. Anxious to catch-up with the news of the day
the general was shocked as the nurses and doctors
recounted what was currently happening in the now
democratized country. The humor laid in the way
current events, which had become mundane from the
perspective of viewers, assumed dramatic propor-
tions for the oblivious general. Having lived the day-
to-day process of incremental change the viewers
came to take the status quo for granted, yet the gen-
eral was systematically shocked that activities, situa-
tions and outcomes that were unthinkable in the past
could now have become routine, and that such a
striking reversal of fortune could have taken place for
key public figures. 

If this skit were to be revived today, updated to com-
pare the changes in Brazil from the late-1980s/early-
1990s to the present day, it would have plenty of mate-
rial to astound the new coma-emerging character.
This time around the greater contrast would be on
economic rather than political issues, but the punch
line would still rely on the fact that people who lived
through the gradual process of change tend not to
perceive the magnitude of the total shift that has
taken place. Although almost everyone would agree
that Brazil is economically better off today than it was
20 years ago, we suspect that many people would be
surprised at the breadth, depth and magnitude of the
change when presented with the data. Not only have
salient pathologies which once seemed to be ineradi-

cable features of the economy, such as bouts of hyper-

inflation and external debt, been tamed and beaten,

with the country achieving investment grade status in

2008. In addition a wide variety of other not so

prominent variables have also undergone dramatic

improvement, collectively reinforcing the shift from a

dysfunctional to thriving economy. 

Even when analysts acknowledge the importance of

these changes, there is often skepticism as to whether

the data constitute evidence that Brazil has funda-

mentally and permanently moved towards becoming

a developed economy. After all, history is full of

examples of countries that seemed to have made the

transformation only to slide back down when hit by

the next shock. Brazil is a prime example of such past

disappointments, having been the fastest growing

economy in the world from 1913 to 1980, followed by

near-zero rates of growth for the rest of the century

(Coatsworth 2007). Also, just like we can point to a

list of areas where Brazil improved, we can point to an

equally impressive list of things that have not

improved or have gotten worse. Corruption scandals

of all shapes and sizes continue to pop up periodical-

ly; Brazil remains towards the bottom of educational

achievement tables, and towards the top of inequality

rankings; infrastructure is falling apart; the tax bur-

den is one of the highest in the world; and interest

rates cripple domestic investment. These are all real

and damning characteristics of the current Brazilian

economy and they certainly seem to mitigate the case

made by the list of achievements. 

Despite the seemingly contradictory evidence we will

argue that Brazil is currently undergoing a significant

and permanent move towards becoming a developed

economy. Confronted with strong evidence for both

sides of this issue how can one determine which set of

evidence outweighs the other? In this paper we will

argue that there is no way to make a definitive assess-

ment based on the evidence at hand. There is no

‘smoking gun’ or set of evidence that can definitely

close the case proving the other side wrong. On their

own, none of the achievements reached thus far,

impressive as they may be, is incompatible with this

being another instance of temporary, short-lived
* University of Colorado and NBER.
** University of Brasilia.



growth. Similarly, none of the problems that persist is
sufficient to refute the case that the current positive
changes will be profound and permanent. Ultimately
only time will tell which argument best describes the
stage of development Brazil is currently undergoing.
Until then the case must be made by putting forth a
conceptual argument why the current mix of evidence
is compatible with the claim that changes in Brazil
will lead to sustainable economic and political open-
ness, and ultimately sustained economic prosperity.
The conceptual argument must present an interpreta-
tion of the facts and data that passes a preponderance

of evidence standard, as even beyond a reasonable

doubt is unlikely to be achieved at this point.

We proceed in the second section by first presenting
the evidence for and against the claim that Brazil has
undergone deep and sustainable economic and social
progress in the past twenty years, leaving it in a pro-
pitious position to make a transition to developed-
nation status. We argue that although the evidence is
necessarily circumstantial, it is consistent with Brazil
being on a sustainable trajectory to development. In
the third section, in order to provide greater theoret-
ical consistency to our position, we show that the
changes over the past twenty years are crucially
grounded in a deep process of institutional change
that has fundamentally increased open access to
economi and political resources. North, Wallis and
Weingast (2010) have recently argued that increasing
economic and political access is a necessary condi-
tion for the transition to an ‘Open Access Society’
which includes the developed countries in the world.
The underlying institutional changes that generate
open access have eluded most countries in the world
so we will have the burden of
presenting evidence that such
changes in Brazil are real and
sustainably reinforcing. We will
make our case based on the com-
bination of virtuous economic
and political changes towards
greater access to more players
and members of society. 

Economic changes from the
1980s to 2011

Few people would disagree with
the assertion that the Brazilian
economy is currently undergoing
a very positive period. But that is
not the issue that we address. The

essential question is whether this recent performance
is merely a temporary stretch of good results, similar
to that which several other emerging economies are
currently experiencing, or whether it is part of a more
profound process of change, and part of a fundamen-
tal transformation of the country towards a higher
stage of development. Although the scope and mag-
nitude of the changes in the last twenty years have
been dramatic, similar spurts have happened before
and subsequently been reversed, leading to natural
skepticism that this time will be for real. Figure 1
shows the growth rate of GDP per capita in Brazil
from 1950 to 2007 relative to the average of 124 other
countries. The middle line shows the (unweighted)
average of the other countries and the lower and
upper lines show the top and bottom 20th percentile.
The Brazilian rate of growth is shown as diamonds
when it is above the world average and as circles when
it is below.

In the thirty years prior to 1980, Brazil’s rate of eco-
nomic growth exceeded the world average in 21 years
(eleven times above the top 20th percentile) and fell
below the average only nine years. After 1980 it was
below the average in 22 years and above it in only
8 years. The positive results during the early period
fostered a confidence and belief amongst Brazilians
that a country so well endowed with land, natural
resources, climate, geography and a potentially large
internal market could only be destined for greatness.
But the reversal in the second period eroded that
belief, both among experts and the Brazilian public.
The long line of failures and setbacks produced a pro-
found skepticism that the recent good news may not
be sustainable. In this section we will first present evi-
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dence on the positive and negative aspects the

Brazilian ledger of development. In the final section

we provide an argument for our belief that the

changes since 1994 a real and fundamental. Our focus

initially is on economic variables and outcomes, with

political and institutional variables left for the fourth

section as they are part of our explanation for why the

economic changes are well-grounded.

The first point to note is that by looking at GDP fig-

ures alone there is nothing in the recent performance

of the Brazilian economy to suggest that there is any-

thing special going on. Since 1995, GDP growth has

been below the world average in 13 years and above it

in only 3 years. It is true that the high growth years

have been recent: 2007, 2008 and 2010, and also that

forecasts are for high rates of growth in the upcoming

years (IMF 2010). But it is still a rather lackluster per-

formance for a country we claim to be transitioning to

a higher stage of development. So why has Brazil been

attracting so much attention lately? Why is it now,

along with China and India, expected to be a major

source of world economic growth in the coming

decades ushering, by some accounts, the start of a

new world order? Why have predictions of the type

that it “could be one of the world’s five biggest

economies by the middle of this century” (The

Economist, 14 November 2009, 3) reemerged decades

after similar predictions failed so blatantly? 

In order to answer these questions we present the

most conspicuous evidence for the case that the

transformation in Brazil is sustainable and real. The

idea is not to give a fully integrated account that

explains the evidence in detail and weighs the differ-

ent interpretations. It is instead to provide a barrage

of evidence that together reinforce each other so

that their simultaneous occurrence reduces the

probability that, in such a scenario, that claim could

be wrong. Subsequently a different set of evidence,

which sometimes includes the same data used before

but with different interpretations, will be provided

so as to consider the counterargument that current

economic growth in Brazil is fragile and cannot be

sustained.

Although we do not intend to fully integrate all the

different strands of evidence, we will give the presen-

tation some structure by considering the following

perspective: if Brazil is in fact on the path to a higher

stage of development, then we should expect to see

changes in the past one or two decades in several areas

that are essential for growth, especially those where

Brazil has traditionally been particularly deficient.

One of the main themes in the Brazilian development

literature has always been the paradox of why a coun-

try that had achieved such impressive economic

growth before the mid-1970s was thereafter incapable

of recovering that past performance (Bacha and

Bonelli 2005; Blyde et al. 2008; Hausmann 2008;

Pessoa 2006). Scholars in this literature presume that

the growth potential is there for Brazil, but that there

are different constraints that hold it back. Some con-

straints are more binding than others and collectively

they restrict the growth potential from being realized.

We use this perspective as a guide for the presentation

of our evidence. For our claim to hold that Brazil is

on a positive trajectory we will show that significant

progress has been made in those areas traditionally

held as causes of Brazilian chronic backwardness. It is

not necessary that Brazil has fully solved each of these

constraints, but rather that significant strides forward

have been made and that further progress is likely to

persist. In absolute terms some of these areas might

still present significant deficiencies, for example edu-

cation, but our interest is not so much in the snapshot

of the current situation as it is in the likelihood that

this problem will be addressed in a timely manner so

as not to become a roadblock for growth. 

So what are the main constraints and deficiencies that

are typically credited with holding back Brazilian eco-

nomic growth? There is no lack of candidates. Some

of the major limitations include: poor human capital,

low savings, poor infrastructure, inefficient and exces-

sive taxation, macroeconomic instability, poor busi-

ness environment, highly concentrated income distri-

bution, rigid labor markets, informality, weak rule of

law/property rights, and corruption (Bacha and

Bonelli 2005; Blyde et al. 2008; Hausmann 2008;

Pessoa 2006). The problems appear to be so pervasive,

deeply rooted and impervious to past attempts at

tackling them, that for many analysts there is a belief

that the problems are insurmountable, a belief that is

especially strong among those who lived through the

process. Our goal is to show evidence that much has

changed in recent times and often in quite unexpected

ways, and areas. In some policy areas complete turn-

arounds have taken place and in other areas only ini-

tial improvements. Some old flaws and vices that were

typically thought to be an inextricable part of the

Brazilian way of being and doing things have disap-

peared or been diluted. Similarly, some surprising new

strengths and comparative advantages have emerged.

Clearly there are still numerous problems and need for

further change. Yet our hope is that the collective



weight of the data presented substantially changes the

reader’s assessment of the probability of our position

that a transformation is underway in the Brazilian

society.

A good place to start is by noting that the poor per-

formance for most of the 1990s and into the

21st century in terms of rates of GDP growth is not

due to a lack of growth opportunities. On the con-

trary, given that Brazilian interest rates have system-

atically been among the highest in the world in the

past two decades is a consequence of the need to

avoid demand from exceeding supply and leading to

inflation. Hausmann (2008) argues that it is the lack

of savings to fund these repressed investments that is

the main ‘chain that holds Brazil back’, with the

implication that changes that increase savings will

automatically be reflected in higher growth levels.

The view that Brazil is set for a long period of

growth relies on the capital constraint being relaxed.

Given that public savings in Brazil are negative,

increasing the availability of capital requires that

foreign capital increases along with domestic sav-

ings. At several points in the past Brazil has had

access to foreign capital, but never in a sustained

manner. In this sense the achievement of ‘investment

grade’ in 2008 is crucially important. It not only pro-

vides a weighty confirmation by skittish global

financial markets of the main point of this paper but

it has also opened the door to considerable new

sources of capital inflows. Since 2008 the levels of

foreign direct investment have shot up with a record

inflow of 48 billion US dollars in 2010, making

Brazil the 12th country in the world in terms of

stock of foreign direct investment (UNCTAD 2011).

Also, by the end of 2010 Brazil had a historical high

of over 260 billion US dollars in foreign reserves,

more than covering its foreign debt obligations. Such

a situation would have been unfathomable a mere

10 years earlier when the excess of foreign debt over

reserves reached its record level at 205 billion US

dollars. Brazilians, who have typically viewed the

foreign debt as one of the greatest symbols of their

country’s submission to foreign capitalist domi-

nance, have not failed to see the irony in the fact that

in 2010 Brazil became for the first time a creditor of

the IMF. Similarly, domestic savings have been

increasing in Brazil partly due to large increases in

export revenues. 

The increased availability of foreign inflows of capital

and domestic savings has already translated into

increased economic activity, record low unemploy-

ment, and 7.5 percent GDP growth in 2010. To sus-

tain this performance it is necessary that current inter-

national circumstances, such as high commodity

prices and foreign direct investment availability,

remain fairly stable, which seems a reasonable

assumption given that there appears to be no inherent

limitations on demand for Brazilian exports, especial-

ly in the new world order that seems to be emerging

with Asia being the leading source of demand.

But will the country be able to continue increasing its

supply of goods and services in terms of quantity,

quality and innovation in order to satisfy both the for-

eign and the rapidly growing internal market? Several

of the old constraints hold the potential to delay or

maybe even derail these ambitions, the most direct of

these being a backward agricultural sector, lack of

qualified human capital and poor infrastructure. Let

us take these in turn to see how they have evolved in

the past two decades.

During the 1980s the agricultural sector in Brazil

was so highly dysfunctional in so many aspects that

few analysts would have predicted the changes that

would ensue in the next 20 years. Land reform and

rural labor legislation in the 1960s increased the

price of labor, and perverse subsidies reduced the

cost of mechanization, leading to a productive

structure that defied the country’s natural factor

endowments (Rezende 2006). The upshot was a con-

centrated and mechanized set of large productive

farms co-existing with large under-utilized holdings,

and hordes of landless peasants. Low productivity

amid much rural poverty prompted an exodus of

labor. Weak property rights to land retarded invest-

ment and innovation, and impeded tenancy con-

tracts closing one of the most traditional avenues

for individual progress in agriculture (Alston and

Mueller 2010). Well-intentioned but misguided land

reform policy resulted in one of the world’s most

massive series of land conflicts, spreading violence

throughout the countryside and further hindering

production and productivity (Alston, Libecap and

Mueller 1999 and 2010). The government viewed

agriculture not as a leading source of economic

growth but rather a supporting sector whose pur-

pose was to provide some inputs that the more mod-

ern parts of the economy needed to push the coun-

try forward.

This situation led to a standard view into the early

1990s among analysts of Brazilian agriculture that

without structural change through land reform and
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more government involvement in the form of subsi-

dies, purchases and price controls, the sector could

not be truly modernized. Years later no such structur-

al change had taken place. The government redistrib-

uted a considerable amount of land but in a wasteful

manner and without substantively changing the sec-

tor; a small proportion of all farms are still responsi-

ble for most of the production. In the 1990s the gov-

ernment phased out subsidies and now the govern-

ment’s direct involvement in agriculture is minimal.

Yet, under the radar screen and contrary to most

prognoses, Brazil has become a major agricultural

powerhouse. By 2009 Brazil was a an agricultural

superpower in production with the following world

rankings in parentheses: sugar (1); coffee (1); orange

juice (1); beef (2); soybeans (2); chickens (3); pork (4);

corn (4); and cotton (5), as well as a significant pro-

ducer and exporter of a very large range of other agri-

cultural products. 

Brazil also has considerable growth potential in agri-

culture because it has more available arable land than

any other country, part beyond the current agricultur-

al frontier and part in the form of degraded pasture

that can be put to more productive uses, all without

threatening the Amazon rainforest. Complementing

its land endowment, Brazil is one of the best endowed

countries in terms of water. On the energy side, biofu-

els, derived from sugarcane are a major domestic

source of energy, and there is still a huge potential

export market that is bound to grow as Brazilian

ethanol is cheaper and more environmentally friendly

than other existing biofuels. Part of the success is due

to domestic research and innovation that created

more productive procedures and varieties for

Brazilian conditions, defying some long established

perceptions of what can and cannot be grown in dif-

ferent regions of the country. Given the current

endowments of Brazil we are not overly optimistic to

imagine that the impressive changes in Brazilian agri-

culture are only beginning and that agriculture will be

a major source of growth for the country in the com-

ing decades. 

One objection to our prognosis is that the country´s

already deficient infrastructure will significantly

raise costs not only for agriculture but for econom-

ic activity more generally. A decaying road net-

work, crowded airports, increasingly frequent

blackouts, clogged ports and generally over-

stretched urban infrastructure already hinder the

production and movement of goods, services and

people. As the rate of economic growth picks up

pace these bottlenecks will become an even greater

drag on the economy. Given that there has been so

little investment in infrastructure in the past two

decades, why would one expect this to be forthcom-

ing now? The answer to this question is important

because once we have determined what has been the

impediment for infrastructure investment in the

past we can assess whether it is likely to continue

blocking investments in the future. We argue that

the current state of infrastructure was a deliberate

choice made in the context of trade-offs that have

yielded compensating benefits but that the con-

straints on investment in infrastructure are now less

severe and indeed there appears to be a growing

consensus that investment in infrastructure should

be a priority. 

Alston, Melo, Mueller and Pereira (2010) argue that

infrastructure has been the prototypical residual poli-

cy in Brazil in the past decade. The government goal

was first to ensure a fiscal balance which meant sus-

pending expenditures in policy spaces. We argue that

the costs imposed by the increasingly subpar infra-

structure contributed importantly towards assuring

the monetary stability that has been the foundation of

the economic and social transformation in Brazil. In

short the costs of prior investments in infrastructure

costs were, in a sense, ‘not worth it’. Now that fiscal

and monetary stability are the norm – remember the

investment grade status of Brazilian debt – and with

Brazil predicted to experience several years of higher

rates of growth, this tension between macro-stability

and infrastructure may be obsolete. We maintain that

the shadow price of infrastructure services and the

consolidation of Brazil’s fiscal maturity will allow for

increased government investment in infrastructure,

with the funding partially coming from greater private

and foreign investment.

The government has initiated new rules that decouple

infrastructure investment from primary surplus

accounting. In addition the government elevated

greater investment in infrastructure as a central objec-

tive through its Program for Growth Acceleration and

the national development bank (BNDES) has put its

weight behind investment in infrastructure. Part of

the impetus for greater investment has come in prepa-

ration for the World Cup in 2014 and the Olympics in

2016. Our argument is that the circumstances that led

to poor infrastructure in the past have changed and

that the new government under President Dilma

Rousseff has put better infrastructure at the top of

her priorities for spending. 



Of all the constraints that the Brazilian economy

faces, a deficient educational sector leading to a

shortage of human capital appears to many analysts

as the most severe. Since the end of the 19th century,

and continuing to today, Brazil has been below the

Latin American literacy average. Better delivery of

educational services is clearly a major obstacle for

the country’s ability to sustain higher rates of growth

and a more distinguished role in international

affairs. The list of ills that afflict education in Brazil

run the gamut: low quality of instruction, weak cur-

riculum, short hours for the school day, absenteeism

by students and teachers, poorly paid and motivated

teachers, poorly educated and non-involved parents,

child labor, and low, erratic and misplaced funding.

The title of a volume edited by Birdsall and Sabot

(1996) for the Inter-American Development Bank,

as well as the title of the first chapter, summarize

well the state of Brazilian education in the mid-

1990s: Opportunity Forgone: Education in Brazil and

Chapter 1 – ‘Education in Brazil: Playing a Bad

Hand Badly’.

The litany of problems and deficiencies in education

chronicled by Birdsall, Sabot and other scholars are

still present in Brazil today, and the ubiquitous preoc-

cupation with education is certainly warranted.

However, what is important for our argument is not

the current level of education quality and attainment

as much as the direction and pace in which it is head-

ing. Since 1996 the government has initiated major

reforms to the educational system along several dif-

ferent fronts, with the result that, despite the doom-

sayers, there has been significant improvement and a

promise of more to come. Our assessment can be seen

by contrasting the chapter on Brazil in 1996 by

Birdsall and Sabot to a recent OECD (2010) study on

‘Strong Performers and Successful Reformers in

Education’, which included Brazil as a leader in

reform. The OECD study stressed that in Brazil

coherent and innovative reforms have started address-

ing the underlying causes of poor education in ways

that promise significant long-term changes.

The reforms addressed several different dimensions of

the educational system and at several different levels –

federal, state and municipal (OECD 2010). Funding,

which is constitutionally hardwired, is high by world

standards but the productivity of the expenditures has

been improved and made more equitable. The govern-

ment created several new funds to assure resources for

different educational purposes: they increased teacher

salaries, especially in the poorer regions, and empha-

sized better training for teachers; government man-

dated local education councils increased community

participation; conditional cash transfers have been

extremely successful and have been expanded to cover

more than 11 million families, contributing to reduce

absenteeism, repetition and child labor; and comple-

tion rates have also improved. With school attendance

now nearly universal, government has directed efforts

to increase the length of the school day and the school

year. The government also extended the number of

years in the curriculum to 12 years. 

Brazil has long had one of the highest returns to edu-

cation in the world, which is a direct consequence of

the unmet demand for human capital. This market

signal is clearly perceived by the population which has

now found it easier to respond as education availabil-

ity and quality has improved. At the higher educa-

tional level, the number of private universities has

increased dramatically as have the number of students

in public universities, with both forms of expansion

spurred by purposively government created policies.

Today Brazil boasts half a million graduates and

10,000 PhDs every year and the number of scientific

papers has increased with Brazil’s share in the world

from 1.7 percent to 2.7 percent since 2002 (The

Economist, 6 January 2001).

What is more important than the impressive albeit

insufficient results that have been attained so far is the

change in governance over education policy. There

has long been a consensual recognition of the key role

of education, as expressed in the hardwiring of edu-

cation expenditures in 1988 Constitution. On its own,

hardwiring did not ensure that expenditures would be

effective. An important change has been the willing-

ness to measure, evaluate and benchmark perfor-

mance at all different levels, creating accountability

and incentives for improvement, effort and innova-

tion. As in most countries, this type of policy was met

with initial resistance from teachers, students, parents,

unions, and political parties that feared the new bur-

dens and requirements that such a change might

impose on their constituents. Nevertheless, as the gov-

ernment pushed through the new policies, earlier

opposition subsided. The various evaluation schemes

began to be seen as providing valuable feedback that

was eventually used not only by policymakers but also

by parents and consumers to pressure for better qual-

ity of education. 

We stress that this change in mentality is important

because it creates an environment where improvement
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is continually sought and incentives start to break the

traditional resistance to competition and meritocracy.

Long gone are the days in the 1980s when the only

ranking of university departments available to stu-

dents deciding on what to study was the Playboy

ranking, published once a year. Today there are

indices and rankings for several different levels and

dimensions of departments and universities across

Brazil. Not only are the rankings used by students but

the government has used the rankings to change poli-

cy in ways that reward what works and to locate and

reform low performers. The new mentality of educa-

tional excellence, together with the federal structure of

Brazilian education provides an environment where

experimentation and innovation are fostered. It is thus

the magnitude of the changes in the ways in which

government(s) make education policy, more than the

actual achievements in terms of measurable statistics

that provide our optimism that education will not be

a critical constraint to economic growth. Rather we

see the advances in education as a crucial input to sus-

taining growth in the coming years.

However one may choose to define what constitutes

an improvement in economic development, at some

point it is necessary to have progress in reducing

poverty which most likely in turn will reduce income

inequality. So even if one accepts our position that

changes in the last two decades have surprisingly and

fundamentally improved the outlook regarding capi-

tal availability, agriculture, infrastructure and educa-

tion, there may still be some skepticism whether these

changes were merely isolated and transient events, or

part of a more systemic process of development. In

the next section we will show the institutional founda-

tion that connects these changes, but first we show

that the changes in poverty in Brazil are quantitative-

ly significant and qualitatively unprecedented.

Poverty rates in Brazil fell by half from 1993 to 2009,

declining from 43 percent to 21 percent of the popu-

lation. Extreme poverty rates fell even further from

20 percent to 7 percent. Though impressive, one could

argue that throughout Brazilian history there have

been spurts of poverty reductions, and that they have

simultaneously taken place in other countries, per-

haps driven by high commodity prices. However, a

crucial difference this time is that both decreases in

inequality and economic growth have produced a

decline in poverty (Barros et al. 2007). This is much

different than the fall in poverty in China which has

been accompanied by a significant increase in

inequality. The same is true of the recent growth in

Russia, and India – rates of inequality have increased,

though less than in other developing countries

(Bardhan 2009). In Brazil the Gini coefficient of

income inequality has been falling nearly every year

since 1995, dropping from 0.60 in 1995 to 0.54 in

2009. Though this is still a very high level of concen-

tration, a systematic fall over such a prolonged period

is unprecedented in Brazil, a country historically

impervious to reductions in wealth and income

inequality. The main determinants of this improve-

ment include real increases in the minimum wage,

lower wage heterogeneity and various governmental

transfer programs, and at a more fundamental level

the end of endemic inflation. 

Leaving the social and political causes and conse-

quences of these changes for the next section we want

to stress here the important economic impact of the

incorporation of a massive contingent of consumers

into the domestic market. From 2002 to 2010 the class

of citizens that earns from 900 US dollars to 3,000 US

dollars a month, known in Brazil as the C class, cor-

responding to about 49 percent of the population, has

gone from making 27 percent of all purchases of

durable goods to 45 percent (Folha de São Paulo,

15 December 2010). This means millions of people

making first time purchases of computers, washing

machines, refrigerators, automobiles, and other

durable goods, along with the purchase of non-

durable goods and services such as airline tickets, and

restaurant meals. A greater access to credit has fueled

much of the consumption. The resulting increase in

the extent of the market is much more consequential

than the mere expansion which the numbers suggest,

as a larger market may stimulate greater productivity

and growth potential. The vigorous internal market

has already been credited with allowing Brazil to sail

smoothly through the recent global depression.

In the pages above we provided evidence of improve-

ment in just a few important aspects of the Brazilian

economy and society. We could expand the list con-

siderably. Brazil has recently discovered massive oil

reserves that will make it potentially one of the

world’s top producers. The new phenomenon of a

Brazilian transnational company has become a reality

with significant increases in foreign/domestic partner-

ships in recent years. Regulatory governance has

improved, not only in infrastructure, but also finan-

cial regulation, bankruptcy laws, labor markets, envi-

ronment and other areas (Correa et al. 2007).

Informality is declining as is urban violence in most

cities. We anticipate that preparation for the World



Cup in 2014 and the Olympics in 2016 will further cat-

alyze change.

No matter how compelling the evidence that we have

shown, it is not sufficient to close the case that Brazil

is undergoing a fundamental change in its economic

and societal growth trajectory. For each of the areas

discussed above counterarguments could be made

pointing out the limitations and hazards for the

Brazilian economy. Education is still highly deficient,

and the current rate of improvement may still be too

slow. Income inequality improvements may be just the

low hanging fruit. The oil discoveries may be a curse

rather than a blessing. Additionally several other

points which we have not touched upon might be

brought up such as corruption, excessive tax burdens,

and social security commitments that will hamper

growth. We take these counter-points seriously, but

they cannot definitively refute our argument. We have

not argued that all improvement has occurred in all

policy areas or that all the needed improvement has

taken place in the areas that have moved in the right

direction. Note that even in highly developed coun-

tries there are always underperforming sectors and a

myriad of constraints on growth – much of the devel-

oped world is awash in debt and many suffer from a

skewed demographic profile with too many people

leaving the labor force and an insufficient number

entering. Furthermore, successful development does

not proceed in a smooth monotonic pace, but is rather

a highly complex process that moves in fits and starts,

waxing and waning on different margins in unpre-

dictable ways. We simply argue that Brazil has wit-

nessed significant and fundamental changes in the

past two decades, commencing with the stabilization

of the currency in 1994. Although the evidence we

have presented is largely circumstantial, the more evi-

dence that points in the same direction the stronger is

our inferential chain of reasoning. We maintain that

our evidence cannot be simply due to a wave of high

commodity prices and there have been underlying

fundamental changes in Brazilian society grounded in

significant changes in institutions. In the next section

we argue that institutional changes are the key reason

for believing that the process of economic, political

and social development is sustainable.

The institutional underpinnings of Brazil’s 
transformation

Economic performance of the sort that Brazil expe-

rienced in recent years can be driven by a series of

factors: favorable external circumstances; enlight-
ened leaders; or even by sheer chance. But if these
are the root causes of the improvements, the good
run will be temporary. For improved performance to
be sustained, it is necessary that there be more fun-
damental structural changes that produce forces and
incentives that buttress past achievements and foster
future development. One obvious, though elusive,
way to achieve sustained development is to establish
institutions that produce an environment where:
governments and policymakers face incentives and
constraints to seek the public good rather than pri-
vate gain; and where secure property rights and
endemic rule of law create conditions for individuals
and organizations to invest, transact, innovate and
prosper. In this section we argue that Brazil is under-
going such a process of institutional change, and
that this has been the most important underlying
determinant of the economic and social develop-
ments discussed above.

Our claim may seem counterintuitive, given the over-
whelming powers of the president in Brazil and that
strong presidential powers have not historically been
associated with rule of law and democracy in Latin
America. Alston and Mueller (2006) show that the
Brazilian executive possesses a series of prerogatives,
instruments and political currencies that allow the
president to set the political agenda and generally get
what she wants. Though such powers more often than
not lead to outcomes with shades of tyranny and
autocracy, in Brazil, accompanying institutions since
1995 have ensured that the powers of the president
will generally be used for the common good rather
than for personal gain or that of private groups.1 The
greatest manifestation of presidential power being
used for the public good has been the unrelenting zeal
with which the government has pursued monetary
stability. President Cardoso initiated the Plano Real as
finance minister in 1994 and it pulled the economy
out of a history of recurring inflation including a
crippling 10 year run of hyperinflation following
1985. Maintaining low inflation requires a level of fis-
cal discipline that runs counter to any politician’s nat-
ural instincts as it necessitates policies and decisions
that holds enormous upfront costs and delivers only
diffuse future benefits. Choosing enlightened leaders
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Alston, Melo, Mueller and Pereira (2008). Similarly we will not have
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tutional arrangements emerged, which is the subject of our ongoing
research: Alston, Melo, Mueller and Pereira, Power, Beliefs and
Institutions: Development in the Modern World, Brazil – 1960–2010,
book manuscript in progress.
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initially may be necessary but it is not sufficient to

ensure the sustained required restraint. In Brazil, even

the left-wing Workers’ Party under President Lula and

now President Dilma Rousseff, fully embraced con-

servative fiscal and monetary policies once they came

to power. President Lula was elected in part on a man-

date to push social justice through aggressive but

unsustainable redistributive powers but he quickly

abandoned this agenda in favor of following in the

footsteps of Cardoso. This turnabout suggests that

there are deeper incentives and constraints influenc-

ing the exercise of strong presidential powers.

One of the key incentives for the president to main-

tain macro-orthodoxy is a deep understanding by the

electorate, acquired through experience, of the evils

of inflation and the precedence that this issue must

take over other things they may also value highly.

This understanding has become engrained in the

form of a widely held belief which resulted in power-

ful inducements for presidents since the 1990s, what-

ever their personal ideologies, to prioritize monetary

and fiscal stability. Given the nature of presidential

powers, the responsibility for any lapse back to infla-

tion could never be credibly shrugged off by the pres-

ident, and for the past fifteen years revealed behavior

has been exemplary, with some license to following

the political business cycle. A second powerful incen-

tive for careful monetary and fiscal policy is the dis-

cipline imposed by globalized financial markets that

would instantly punish evidence of lax behavior.

Although every country is subject to this form of

market scrutiny, Brazil is particularly susceptible

given its high integration in international financial

and goods markets.

In addition to the incentive placed on presidents since

the success of the Plano Real, political choices are

also highly constrained by a series of checks and bal-

ances that have evolved in the past few years. The

underlying characteristic of these constraints is a

belief that arose in reaction to the authoritarian ways

of the military dictatorship (1964–1985). This belief

rests on an aversion to despotism, exclusion, oppres-

sion, censorship, inequality, disenfranchisement and

other undemocratic manifestations. This anti-author-

itarian and inclusive democratic belief has been the

bedrock for many changes that have taken place in

Brazil, both at institutional and policy levels, with

both desirable as well as regrettable consequences.

The Constitution of 1988 epitomized the belief in

anti-authoritarianism and inclusion. The constitution

enshrined these just and noble aspirations often with

no concern for economic reality. One example was the

extension of social security benefits to millions of

rural workers who had not contributed to its funding,

in a rare instance of redistribution towards some of

the poorest members of society, yet with a big impact

on the fiscal deficit. Whether one approves of any

given policy or political choice, our argument is that

the beliefs in anti-authoritarianism and inclusion have

significantly influenced the general nature of policies

and institutions since democratization in 1985. 

In particular the beliefs prompted the establishment

of checks and balances creating an important net-

work of counterweights to the powers of the execu-

tive. The Supreme Court, for example, despite many

faults, is highly independent and systematically rules

against the president’s interest. Similarly there are

other organizations such as district attorneys and the

Courts of Accounts that have increasingly played the

role of watchdog, not only acting directly as veto

players but also by providing platforms through

which other actors can pursue their rights (Mueller

2010; Melo, Pereira and Figueiredo 2009). The belief

in participation, inclusion, transparency and

accountability has given rise to numerous institution-

alized and informal entry points for different groups

to participate in the policymaking process, giving rise

to a rich tapestry of social groups, associations,

NGOs and other participatory groups in civil society.

Similarly, the belief against any form of censorship

or lack of transparency contributed to the rise of a

highly combative and high quality press. Despite

some ownership concentration of media conglomer-

ates and the general low level of education, it is unde-

niable that the freedom of the press provides a key

check on politicians at all levels in Brazil and spurs a

healthy debate on public issues. Though democracy is

still a relatively new experience for most Brazilians

alive today, sufficient elections have been successfully

held to uproot the old cynicism born from the

crooked political practices of the past. High levels of

political competition with frequent and peaceful

turnover of those in power including the demise of

formerly perennial oligarchic families, provides

strong inducements for those in office to pursue the

public interest.

As in the previous section, here we have enumerated a

series of positive institutional changes that have tran-

spired in Brazil in the past two decades. We posit that

the economic and social virtuous changes chronicled

in the previous sections resulted from the institutions

and beliefs that emerged. Yet here again a skeptic



could easily provide a list of wrongdoings, injustice
and absurdities from current public life as counterar-
guments to our claim of virtuous institutional change.
For some, a glance at the morning paper is sufficient
to show the naivety of our portrayal of Brazilian pol-
itics. Yet once again we insist on the point that the evi-
dence is circumstantial on both sides of the ledger but
that the preponderance of evidence is consistent with
our view. After all, doesn’t the morning paper even in
highly developed countries stand the hair on one’s
neck? Especially with current events it is difficult to
sort out which events will be consequential and which,
despite their current sound and fury will prove irrele-
vant as time passes (Gavin 2010). In the end only his-
tory will prove whether our forecast about the trajec-
tory of Brazilian society is accurate. By developing a
logically consistent account of the economic and
social changes in Brazil, and their ties to the underly-
ing institutional changes, our goal in this essay was to
convince the reader that this time Brazilian develop-
ment is for real. 
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CAUSES, CONSEQUENCES AND

POLICY MEASURES: 
IFO’S STATEMENT FOR THE

CAMDESSUS COMMISSION1

HANS-WERNER SINN, 
TERESA BUCHEN AND

TIMO WOLLMERSHÄUSER*

Excessive capital flows resulting from nonexistent

public and private debt constraints due to a lack of

regulation, prudence and liability have been the major

causes of trade imbalances in recent years. A period

of soft budget constraints had driven some countries

into an overheated boom and others into a slump,

channelling capital and goods from the latter to the

former. To rebalance the world economy, a system of

tighter budget constraints with stricter and better

banking supervision, more extensive liability and nar-

rower public debt limits is needed. For that purpose

we advocate an internationally accepted three-step

crisis mechanism to be applied when countries face

liquidity and/or solvency crises. Furthermore, we sug-

gest a regulatory framework for the banking sector

that goes beyond Basel III. The accompanying sur-

veillance should be headed by a superordinate regula-

tory body – the IMF or the BIS – endowed with the

right to issue directives to the subordinate regional or

national agencies. Only a well-designed, comprehen-

sive regulatory framework, which is implemented

worldwide, can instil more prudence in capital mar-

kets and thus prevent excessive capital flows and trade

imbalances.

Growing imbalances and bursting debt bubbles

The world financial crisis that had first seemed to cul-

minate in 2008 regained new momentum in Europe in

2010, triggering a public debt crisis. In 2008, the world

was forced to implement public bank rescue programs

amounting to 4,900 billion euros and Keynesian

recovery programs of about 1,000 billion euros. These
policies stabilized the banking system and helped the
world economy to get back on its feet. World indus-
trial output, which had declined by 12 percent by
February 2009, has by now returned to its pre-crisis
level and even surpassed it. World GDP growth,
which was – 0.6 percent in 2009, rose to 4.8 percent in
2010. The slump was V-shaped, with recovery occur-
ring faster than had been expected at the time. 

However, the recovery is uneven, and the world divid-
ed. While the BRIC countries have regained their old
momentum, US growth has been driven largely by
excessive deficit spending. The US budget deficit in
2010 was 10.7 percent of GDP, raising the debt-to-
GDP ratio to 90 percent by the end of the year. 

Similarly, the economies of Europe’s south and west-
ern periphery, from Greece through Spain to Ireland,
are shrinking and suffering from a sovereign debt cri-
sis and a dearth of domestic investment, while
Germany is recovering quickly, with a record growth
of 3.7 percent in 2010. More than half of Germany’s
growth was fuelled by domestic investment demand,
and only about a quarter came from foreign trade
(Carstensen et al. 2010). 

These imbalances are largely due to the bursting of
debt bubbles in those countries that were huge capital
importers in the past. Figure 1 shows the average cur-
rent account balances over the five years to 2009
which, leaving aside negligible currency flows, are
identical to the respective capital flows. 

The chart shows that while a number of countries
have had huge capital imports, the GIPS countries in
particular (Greece, Ireland, Portugal and Spain) were
among the outliers. Although the crisis in Europe is

* Ifo Institute for Economic Research.
1 Officially known as the Palais-Royal Initiative, it consists of a group
convened by Michel Camdessus, Alexandre Lamfalussy and
Tommaso Padoa-Schioppa, and also comprising Sergey
Aleksashenko, Hamad Al Sayari, Jack T. Boorman, Andrew
Crockett, Guillermo de la Dehesa, Arminio Fraga, Toyoo Gyohten,
Xiaolian Hu, André Icard, Horst Koehler, Guillermo Ortiz, Maria
Ramos, Y. Venugopal Reddy, Edwin M. Truman, and Paul A.
Volcker. The group submitted a report to the G20 called “Reform of
the International Monetary System: A Cooperative Approach for
the Twenty-First Century,” to which the present statement con-
tributed, on 19 February 2011.



not identical to that in the United
States, there are some similarities,
and these crises will have long-
lasting implications for the
Western world, as budget con-
straints in the previously boom-
ing countries will be tightened for
many years to come. Budget con-
straints will tighten because capi-
tal will shy away from these coun-
tries, reflecting investors’ pro-
found change in their assessment
of country risk. Investing in
Greek bonds or US mortgage-
backed securities is no longer
seen as attractive, since the fear of
default or an inflation-cum-
depreciation strategy dwarfs all
promised returns.

The US current account deficit

As Figure 2 shows, the US cur-
rent account deficit, or net capital
imports for that matter, started to
surge around 1975. Since then the
deficit has experienced a cyclical
movement, culminating at about
5 percent of GDP in the years
before the crisis. 

While it was popular in the
United States to make a global
savings glut responsible for the
US current account deficit and
capital imports (Bernanke 2005),
the true reason was a collapse of
the US savings rate. As Figure 3
shows, US households had virtu-
ally stopped saving in the period
before the crisis. It is true that
the data revision of June 2009,
due to a change in statistical cat-
egories, retroactively improved
the numbers a bit, but even with
this revision the savings rate
declined to 1.4 percent in 2005.
If households stop saving while
firms need loans to finance their
investment and the government
needs to cover a budget deficit,
importing capital becomes un-
avoidable.
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The reason for the lack of savings in the United States
can be traced to various developments that led to the
subprime crisis.2

• The Community Reinvestment Act of Presidents
Carter and Clinton had obliged banks to extend
cheap loans to low-income people to fight red lin-

ing, which was feared to result in the spreading of
slums.

• The non-recourse nature of US mortgage loans
had induced households to gamble on increasing
house prices by overborrowing. Households knew
that in the case of an adverse development with
stalling or even declining house prices, which
would place their homes ‘under water’, they could
get rid of their debt by returning the houses,
including the mortgage debt, to the banks.

• Banks gambled along with the households on
increasing house prices, knowing that, if things
went sour, they would only be liable to the extent of
their very low equity capital or could even hope to
be bailed out by the government. 

• The reform of US investment bank regulation in
2004 dismantled debt constraints and enabled
investment banks to leverage their equity enor-
mously. 

• Brokers and banks securitized and sold their
claims by issuing non-recourse securities, thereby
shifting the risks onto other shoulders, often locat-
ed in foreign countries. 

These points have in common that the lack of private
debt constraints and liability led to excessive bor-
rowing from foreign countries to permit a living
standard in the United States that could not be sus-
tained with the country’s own means. As the triple-A
rated mortgage-backed securities (MBS) and the col-
lateralized debt obligations (CDOs) based on them
promised high and safe rates of return, they could
successfully be sold to foreign investors on a large
scale. The largest purchasers were British and
German banks that in the aftermath of the crisis
have faced write-off losses on such assets on the
order of 290 billion dollars.3

Due to the lack of accountability in the US financial
system and a dubious role of the rating agencies that
had been unable or unwilling to warn off buyers of
US securities, the United States enjoyed a period of
‘soft budget constraints’, to use a phrase which
Hungarian economist Janós Kornai had once used to

predict the fall of Communism (Kornai 1980). The
soft budget constraints fed a boom in the real-estate
market that translated to the rest of the economy via
increasing building investment and consumption by
both construction workers and homeowners who
enjoyed capital gains on real-estate property. The
boom went along with rapid income growth and cor-
respondingly strongly rising imports, leading to the
current account deficit shown above. 

As the housing boom fuelled expectations of steadily
increasing house prices and triggered speculation
among homeowners and firms as described above, the
boom developed into a bubble that ultimately burst.
Prices of family homes declined by one-third from
their peak. Among the most dramatic implications of
this bursting bubble was the obliteration of the US
mortgage securitization market. Whereas in 2006 the
annual new issues of MBS and CDOs based on them
amounted to 1,900 billion dollars, by 2009 that figure
had collapsed by 95 percent, to 85 billion dollars.4

And 95 percent of US mortgages had been financed
by three state-owned enterprises, Fannie Mae, Freddie
Mac and Ginnie Mae.5

The counterpart of the US current account deficit
were surpluses in China, Japan and Germany.
While the Chinese surplus can be attributed to
ongoing interventions by the central bank aimed at
keeping the renminbi undervalued, enabling it to
buy US government bonds with the resulting cur-
rent account surplus, the Japanese and German
surpluses resulted from market reactions. Relative
to the high rates of return that investors hoped to
earn in the United States, both countries no longer
seemed attractive locations for investment, and in
fact, as is shown in Figure 4, the net investment
shares in NDP of these two countries were extreme-
ly low in the last one-and-a-half decades. Germany
even had the lowest net investment share of all
OECD countries. 

The European imbalances

The reasons for the low German rate of net invest-
ment were 

i) the loss of foreign investment as a result of declin-
ing relative competitiveness after the collapse of
the Iron Curtain, which had brought substantial
low-wage competition to Germany’s doorstep, and 

2 For a detailed analysis, see Sinn (2010a).
3 See Sinn (2010a), Chapter 8, esp. Table 8.1.

4 See IMF (2010), Figure 2.1 on p. 59.
5 See Krainer (2009), Figure 3.



ii) the euro, which had levelled the playing field in
Europe’s capital markets and had equalized lend-
ing conditions.

The latter turned out to be a particularly problemat-
ic effect for the eurozone, because it resulted in exces-
sive capital inflows fuelling extremely rapid growth
and ultimate overheating in the countries on
Europe’s south and western periphery, the above
mentioned GIPS countries (Greece, Ireland,
Portugal and Spain). Whereas in 1995 substantial
interest spreads had prevailed in Europe, on the
order of 5 percentage points and more between
Spain, Italy and Portugal on the one hand and
Germany on the other, the firm announcement of a

common currency had resulted
in a rapid convergence of inter-
est rates from 1995 through
1997. This is shown in Figure 5
for long-term government
bonds; a similar pattern was
shown by private debt of various
maturities.

But not only was there a conver-
gence of interest rates. What is
more, for the first time the euro
established long-term capital
markets in the GIPS countries.
Before the euro, twenty-year
mortgage loans with fixed inter-
est rates had simply not been
available. Interest rates were vari-
able and extremely high. With
the introduction of the euro, all

of a sudden fixed-interest loans became available at
rates nearly as low as those hitherto available solely in
Germany. The result was a building boom that ulti-
mately developed into a bubble. Like in the United
States, people borrowed to invest in new housing, and
banks often lent sums that exceeded the value of the
house. Construction workers were in high demand
and wages increased, transmitting the impulse to the
whole economy via a rapidly increasing consumption
demand. Capital gains made real-estate owners rich-
er and induced them to undertake further invest-
ments leveraged with additional funds borrowed
from the banking system. The rising incomes raised
imports, and the increasing price level undermined
the competitiveness of the domestic economy, hurt-

ing exports. The results were the
current account deficits shown in
Figure 1. 

Conversely, an economic slump
engulfed Germany because do-
mestic investment, which offered
low rates of return, no longer
seemed attractive.6 As shown in
Figure 4, Germany’s net invest-
ment share fell to the lowest level
of all OECD countries. As a
result, the growth rate, which had
been very high in the 1970s and
1980s and even in the early years
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after unification, fell to the second-lowest level in
Europe (regardless of how Europe is defined, if nec-
essary even including Russia). This is shown for a sub-
set of the European countries in Figure 6. 

In the past few years, Germany was the world’s sec-
ond-largest capital exporter after China. From 2002
to 2010, Germany had exported two thirds of its
aggregate savings, some 1,050 billion euros altogether.
Only one-third was invested at home in factories,
equipment, construction, roads, public buildings and
the like. In recent years German net capital exports
peaked just below 200 billion euros annually, while the
net capital imports of the GIPS countries peaked at
about the same figure.

The German slump resulted in
mass unemployment that peaked
around 2005 and forced the
German government to carry out
painful labour market reforms
that deeply split German society
and even brought down a Ger-
man government. Due to the lack
of growth in general and invest-
ment demand in particular, the
scope for wage and price increas-
es any was low, resulting in
Germany having the lowest infla-
tion rate of all euro countries
since 1995, as shown in Figure 7.
Germany depreciated by 18 per-
cent in real trade-weighted terms
relative to the other eurozone
countries. 

The low rate of income growth
dampened German imports,
while the low prices stimulated
German exports, both translating
into a huge current account sur-
plus. Thus, Germany’s current
account surplus resulted from the
country’s weakness rather than
being a sign of particular
strength, as has sometimes been
argued. 

Germany did grow strongly in
2010, however, in the aftermath
of the European debt crisis. This
growth resulted from the new risk
perception pervading capital
markets, German banks and
insurance companies in particu-

lar. As these institutions no longer dared to channel
German savings abroad and now instead seek safe
German customers, German real investment demand
turned out extremely dynamic in 2010, explaining
most of the expected 3.7 percent growth rate. 

Intra-European capital flows could have been mitigat-
ed, had German banks shown more prudent invest-
ment behaviour. After all, four-fifths of German net
capital exports were in the form of financial capital
flows rather than direct investment. However, for var-
ious reasons, these banks shut their eyes to the poten-
tial sovereign state risk. One of these reasons was that
they expected their clients to be bailed out by the
community of states should a particular European
state run into trouble. Another was a deficiency in the
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Basel system, under which banks did not have to

impose any risk weights on government bonds and

thus did not need equity against holding such bonds.

In fact, the Basel system had virtually imposed no

constraints on banks lending to governments. This

was a major reason why capital flows had been so

excessive in Europe in recent years and why the

European sovereign debt crisis eventually had to

erupt. 

The lesson: trade imbalances resulted from capital flows

Capital flows and trade flows are two sides of the

same coin. They are determined simultaneously in

world markets. Sometimes capital flows dominate,

sometimes trade flows do. But, apart from minor cur-

rency movements, a current account deficit is always

identical to a capital import and a current account

surplus is always identical to a capital export.

Within a business cycle context, trade flows tend to

dominate capital flows. Capital flows endogenously

adjust to accommodate whatever the respective

trade imbalances require. If a country enters a

boom, it imports more, its current account turns

negative, and capital will be imported to finance the

additional imports. The import demand in turn trig-

gers a boom in the exporting countries. The coun-

tries move in the same direction, their GDPs are

positively correlated.

However, in a long-term, structural perspective, capi-

tal flows often dominate the trade flows. This defi-

nitely has been the case in Europe since the euro was

introduced, and in the United States following the

Community Reinvestment Act and the deregulation

of the banking sector. Excessive capital imports

implied soft budget constraints in the United States

and the GIPS countries, which boosted the respective

domestic economies and triggered additional goods

imports. Conversely, capital-exporting Germany (like

Japan) exhibited extremely low net investment rates, a

fact that drove this country into a slump with low

wage and price increases, dampening imports and

fuelling exports. When capital flows predominate

trade flows, the countries’ movements are negatively

correlated. The country receiving the capital flows

booms, while the country from which the capital orig-

inates slumps. 

Only the current account surplus of China is a some-

what different matter, insofar as the decision to amass

an export surplus and to export capital was jointly

made by central planning authorities and executed by

way of fixing the renminbi at an artificially low rate. 

It follows from this that, except for China which needs

a political approach, the clue for reducing the global

economic imbalances is to impose tighter debt disci-

pline throughout the world. 

It would definitely be wrong to induce countries to

adopt Keynesian demand policies to change the trade

balances. Trade imbalances that have built up over a

decade or more certainly do not result from

Keynesian imbalances that could be remedied with

such tools. And it would be utter nonsense to impose

trade restrictions to bring the imbalances down. This

would be curing the symptoms rather than the causes

of the disease. 

The trade imbalances can also not be fought with tra-

ditional exchange rate policies. After all, the trade

deficits also arose in the United States that has flexi-

ble exchange rates, and in the GIPS countries, which

even share the same currency. Since the trade imbal-

ances resulted from flaws in the microeconomic incen-

tive structures resulting from a lack of accountability

and loose budget constraints as described above, they

can only be reduced with policy measures that change

these incentive structures. 

Limiting unsustainable capital flows

While the last decade was characterized by a strong

belief in the self-regulation of markets, the crisis has

clearly shown that more prudence and liability is

needed in the financial system, which requires a bet-

ter, globally coordinated regulatory framework. With

globally integrated financial markets, a national

course of action has outlived its purpose. The regula-

tory framework should aim at preventing excessive

capital flows not by capital controls but by strength-

ening the liability principle, which is one of the fun-

damental principles of the market economy.

To be specific, the answer lies in re-imposing the mar-

ket discipline of credit interest spreads and equity risk

premia so as to avoid both overheating and moral

hazard. But as long as the present policy of bailing

out insolvent banks and countries persists, the disci-

pline is stymied. The idea of joint liability and the cor-

responding socialization of creditors’ or shareholders’

losses perpetuate the imbalances in foreign trade and

capital flows.
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Our proposals for re-constructing the international
monetary system can be grouped into various com-
ponents.7

First, a crisis mechanism has to be devised that
takes effect when a sovereign debtor faces a liquid-
ity crisis or threatens to become insolvent. An
appropriate system of support would provide liq-
uidity assistance by the community of states only
for a limited period of time and in limited amounts,
and would then be followed by an insolvency pro-
cedure that conditions further financial assistance
on a well-defined participation of the creditors. The
potential capital loss leads to proper pricing of the
various risks, thereby inducing investors to choose
more cautious strategies and debtors to be more
reluctant in taking on debt. Thus, bankruptcy is
less likely to occur in the first place and, in case of
a crisis, a panic-driven intensification is prevented
because of the assistance by the community of
states.

Second, more demanding equity regulation of the
banking sector is needed to foster prudence among
investors and to protect against the occurrence of
housing and asset price bubbles that could overheat
the economy and result in excessive capital flows.
The better the equity endowment of the banking sys-
tem, the less need there is for a bail-out of banks and
countries, the lower the incentive to gamble, and the
smaller the probability of bubbles forming. Basel III
took a step in the right direction but it did not go far
enough. 

Third, a crisis mechanism is needed that takes effect
when a bank is threatened by impending insolven-
cy. A higher equity requirement by itself would not
help if a bank must be shut down as soon as its
equity falls below this requirement (regulation
paradox) and will therefore be rescued by the gov-
ernment sector with gifts such as subsidies for bad
banks, excessively low central bank rates or other
measures that involve a resource transfer to the
bank’s shareholders. To make sure that the share-
holders bear the risk they are supposed to bear,
while systemically relevant banks are rescued
nonetheless, new equity should be provided not as
gifts but in exchange for stock. For that purpose
private or public rescue funds should be set up that,
if necessary, become co-owners of endangered
banks. 

Fourth, a precondition for a worldwide application of

the Basel framework is the harmonization of account-

ing rules. These rules should not allow the netting out

of certain assets and liabilities from the balance sheet

as in the accounting system used in the United States,

nor should they suffer from the multipliers implicit in

the mark-to-market or fair-value principle.

Fifth, governments should strictly regulate the riskiest

investment activities such as multi-stage securitization

(like mortgage-backed securities or collateralized debt

obligations) or credit default swaps, in order to elimi-

nate practices that lack any economic function but

can have destabilizing effects on the economy. Again,

much more equity is required for such operations to

make sure that the investors are able to bear the risk

they incur and cannot exploit the privilege of limited

liability by simply shifting the potential losses onto

others while they themselves collect the gains. 

Sixth, financial supervision should also apply to rat-

ing agencies, given the unfortunate role such agen-

cies played in the recent crisis, as well as to hedge

funds, private equity companies and special-pur-

pose vehicles, which sometimes undertake extremely

risky transactions without having to back them with

capital.

Seventh, a multi-level supervisory system should

monitor compliance with the regulatory framework

described above. Since all major banks engage in

cross-border activities, a merely national approach is

inappropriate. Instead, a superordinate supervisory

agency, designed according to a harmonized organi-

zational plan, should preside over regional and

national agencies. The IMF is a potential candidate

for such a superordinate agency. 

In the following these aspects are described in more

detail. 

Sovereign debt: a credible crisis mechanism

To solve debt crises of countries, clear and credible

rules are important to guide investors’ behaviour and

avoid ad-hoc measures by politicians that are costly

and prone to misconception. 

While in theory no-bailout rules lead to a proper pric-

ing of risks and a cautious choice of investment

strategies, in practice they are not credible and thus

fail to deploy their incentive effects. They are not cred-

ible because investors can expect systemically relevant
7 See Sinn (2010a, 2010b and 2010c), and Sinn and Carstensen
(2010).



countries to get financial assistance in order to pre-
vent domino effects. This was clearly shown by the
European Union when it created the European
Financial Stabilisation Mechanism (EFSM) in May
2010 despite the no-bailout rule as laid down in
Article 125 of the Union Treaty. Thus, any crisis
mechanism aimed at providing effective help to
endangered countries and avoiding panics without
becoming full-coverage insurance against insolvency
must stipulate credible rescue measures that force
investors to bear part of the costs. The mechanism
needs to be established beforehand.

When countries cannot meet their obligations to their
creditors, other states should and would often provide
rescue funds. On a world-wide scale this help is orga-
nized by the IMF. Within the eurozone, the funds are
provided by the community of eurozone countries. 

We envisage a three-step procedure for a credible cri-
sis mechanism.

Step 1: At the start of a crisis the presumption is
always that the country faces a mere liquidity crisis
because of dysfunctional markets. To fight the liquid-
ity crisis the community of states can provide liquidi-
ty help in the form of senior short-term interest-bear-
ing loans, assuming that the respective country will be
able to again meet its obligations in due course. The
loans should be endowed with a country-specific rate
of interest, substantially above the average interest
rate of other countries with similar debt characteris-
tics or equal to the average interest rate of other coun-
tries if covered bonds collateralized with privatizable
state property are provided in exchange. The loans
should be limited to the amount needed to replace the
outstanding debt for two consecutive years plus a
budget deficit of up to 3 percent of GDP. The liquid-
ity help is not provided for more than two years, since
that period should be enough to carry out the fiscal
reforms necessary to convince private creditors to
continue lending funds to the country. 

Step 2: If a country is unable to reassure its creditors
after the two-year period, it obviously does not face a
mere liquidity crisis but is threatened by insolvency. To
prevent full insolvency, i.e. the default of the country’s
entire debt, first a procedure applies that serves the
function of a breakwater structure to forestall a
default, which allows for a piecemeal solution to the
problem by dealing only with the maturity of the debt

coming due.8 For that purpose, it is necessary for the

outstanding debt to have been previously endowed

with collective action clauses (CAC). Today, all credi-

tors of a country can normally call in their debts if a

country negotiates a debt moratorium with only some

of them. The new clauses, which from now on should

be included in all debt contracts of all countries

belonging to the IMF and the EU, for that matter,

would specify that in the case of impending insolven-

cy the respective country can negotiate a debt morato-

rium with the subset of creditors whose claims are

coming due, and that it suffices if a qualified majority

of them agrees to a moratorium. Given the collective

action clauses, the country then negotiates a haircut

with the respective creditors. Such haircut follows the

market discount on the nominal value of the debt, as

materialized during the previous three months, but is

constrained by lower and upper limits, say 20 percent

and 50 percent. The reduced value of the debt is then

exchanged by the country for new debt instruments,

so-called replacement bonds that are partially, say at

80 percent, guaranteed by the community of states.

This breakwater procedure gives the respective coun-

try another chance to get back on its feet and serves as

an intermediate step to solve a crisis that falls between

a mere liquidity crisis and a full insolvency crisis. 

Step 3: If the country proves unable to service the

replacement bonds or has accumulated a stock of

replacement bonds exceeding a certain percentage of

its GDP, say 30 percent, it has to declare full insol-

vency. In this case a debt rescheduling programme,

involving substantial and unlimited haircuts for the

outstanding debt and/or the interest it bears, needs to

be negotiated with all creditors. 

In steps 1 and 2, all help coming from the community

of states is contingent on compliance with the condi-

tions set forth by a rescue programme worked out

between the country in question and the community

of states, the IMF or the EU. Such a programme,

which effectively places the budget of the country

threatened by illiquidity or insolvency under external

supervision, is aimed at overhauling the state’s

finances and includes reforms aimed at fostering eco-

nomic growth. 

Our crisis mechanism is basically a partial coverage

insurance contract against insolvency. It fully insures

against a mere liquidity crisis, but since by its very def-

inition such a crisis cannot go on forever, it places its

main emphasis on the intermediate case of impending

insolvency, which might also be called a more serious
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liquidity crisis. We believe that this plan avoids a

panic-fuelled intensification of a liquidity crisis. Panic

can emerge in financial markets when investors fear

that their losses will exceed all limits, and it can lead

to a chain reaction that infects other countries. Yet, a

well-defined haircut instils the necessary caution in

investment decisions because the risk of losing at least

part of one’s capital is essential for stoking investors’

prudence, and it minimizes the risk of bankruptcy in

the first place. The potential capital loss causes

investors to demand higher interest premia to cover

the idiosyncratic country risks. Borrowers will also be

more circumspect in taking on debt, further reducing

the danger of a solvency crisis. 

On 28 November 2010, the eurozone’s finance minis-

ters agreed on the main features of a permanent crisis

resolution mechanism that is to replace the EFSM in

mid-2013. The agreements are compatible with the

specifications outlined above. They do include the

issuance of new government bonds furnished with

collective action clauses, and they also foresee collec-

tive action clauses. These clauses could be formulated

such that they allow for a case-by-case participation

of private creditors as explained above. 

Once the new rules are in place, there is no further

need for the European Central Bank to buy sovereign

bonds, especially those with an inferior rating. Acting

as a lender of last resort, the ECB launched an unlim-

ited government bond-purchasing programme in May

2010, spending about 70 billion euros in such pur-

chases so far. Should a sovereign insolvency occur, the

European taxpayers will have to bear the cost. The

ECB has already announced that it will have to dou-

ble its capital. These problematic and highly disputed

actions of the ECB should be ruled out in the future

as they would undermine the crisis procedure speci-

fied above. 

Under no circumstances should Europe take mea-

sures to socialize the public debt explicitly or implicit-

ly by avoiding the haircut specified in the second or

third steps above. Eurobonds, which have recently

been proposed by some EU countries, would be a par-

ticularly dangerous recipe for maximizing the moral

hazard in terms of excessive lending and borrowing

operations. Such bonds, as well as an extension of liq-

uidity help under Step 1 in the above procedure,

would reinstate the forces that in the past have led to

excessive capital flows between countries. They would

again lead to overheated growth in Europe’s south

and western periphery and perpetuate the stagnation

in its core, with the obvious implications for trade

imbalances pointed out above. This would only lay the

foundation for even bigger future debacles in the glob-

al financial system. 

Regulating the banking sector

(a) Basel IV

By far the most important regulatory measure for

banks is to require larger amounts of equity to

underlie their operations. A larger equity buffer

enhances stability in case of a crisis and, what is

more, it encourages more prudence in dealing with

risk in the first place because it increases the share-

holders’ actual liability. At the November G20

Summit in Seoul the heads of government agreed the

Basel III framework that will apply from 2013 and

will be gradually implemented by 2019. This frame-

work raises the mandatory reserves in relation to the

sum of the risk-weighted assets (Tier 1 capital) from

4 to 8.5 percent by 2019. 

The most important step in the Basel III agreement is

that banks will be required to hold Tier 1 equity of at

least 3 percent of their entire balance sheet, implying

a leverage ratio of 33. For the first time banks will

have to hold equity for positions with zero-risk weight

like government bonds, even though formally the

zero-risk weight for government bonds has been

maintained. 

As was argued above, the zero-risk weight for govern-

ment bonds, which implied that banks needed no

equity capital to hold against them, was one of the

main drivers of the European sovereign debt crisis. It

explains why banks were overexposed to government

bonds and why markets did not provide proper inter-

est surcharges on the bonds of countries with a lower

probability of repayment, which in turn implied that

the effective, mathematically expected rates of interest

for such countries were below those of the safer coun-

tries and induced excessive borrowing, excessive capi-

tal imports and excessively large trade imbalances. 

Although Basel III substantially increases the capital

requirements, it is still not strict enough, since during

the financial crisis many banks suffered far greater

losses than the size of the buffer now required. Big

international banks like Wachovia, Washington

Mutual, Fannie Mae, Freddie Mae and German IKB

all experienced write-off losses during this crisis in the

double-digit percentage range relative to the size of



their balance sheets. Thus, even the new Basel III

framework offers insufficient protection against

future crises. 

In a new Basel IV framework the system of risk

weights should generally assign higher risk weights to

investment in securities than to loans to companies.

Under the present Basel system, banks need 2.5 times

as much capital even for loans to well-managed busi-

nesses as they must hold for structured US securities.

This is flawed insofar as loans made to individual bor-

rowers should generally be considered safer than

investing in anonymous non-recourse securities that

do not imply a title against the issuing institution but

only against the collateral it provides. In addition,

government securities should generally receive risk

weights, the weights being strongly differentiated

according to the specific rating of the respective coun-

tries. It would furthermore be advisable to increase

the leverage ratio significantly above the 3 percent

foreseen in the Basel III system.

(b) A crisis mechanism for banks 

As explained above, a mere increase in the required

equity constraint would be insufficient to induce

prudent behaviour because of the regulation para-

dox. If the supervisory agency threatens to shut

down a bank whose equity has fallen below this con-

straint, and if, therefore, the government or the cen-

tral bank steps in to bail out this bank, banks will

always have an incentive to gamble, privatizing the

upside risk and socializing the downside risk. To

eliminate this incentive, a credible bail-out proce-

dure has to make sure that troubled banks do not

receive gifts but equity in exchange for shares of

stock. This would make sure that the existing share-

holders bear the banks’ losses while the bank can

continue to operate. The bank is rescued, but not its

shareholders. 

For that purpose, a rescue fund needs to be estab-

lished beforehand with the banks’ own contribu-

tions. If a bank suffers from an equity loss that

endangers its banking licence and if it is unable to

plug the loss by issuing new shares in the market, as

the market is dysfunctional, the fund would become

a temporary co-owner, selling its shares when the

market will have returned to normality. Should the

fund’s endowment prove to be insufficient, the gov-

ernment would have to step in to become a tempo-

rary co-owner, as was the case in the current crisis in

the United States, Britain and elsewhere. However,

this would clearly be an inferior solution to the pri-

vate fund partaking of the ownership. 

(c) Accounting rules

An important prerequisite for a worldwide applica-

tion of the Basel system and one of the most impor-

tant tasks of the G20 is the harmonization of

accounting rules. Currently there is a confusing vari-

ety of such rules. In Europe, for example, there are

many national accounting systems that are only grad-

ually being replaced by the common IFRS system

endorsed by the European Commission and con-

trolled by a London-based accounting institution, the

IASB. The United States, in contrast, uses US GAAP

as formulated and controlled by another accounting

institution, the FASB. IFRS and US GAAP have the

same origins and are largely based on the same basic

principles. However, US GAAP allows banks to net

out certain assets and liabilities from their balance

sheets which then do not fall under the minimum cap-

ital requirements. 

Furthermore, both accounting systems suffer from

the pro-cyclicality of the mark-to-market or fair value

principle. According to this principle, the assets of the

bank are valued at current market values, while the

loans raised by them are usually booked at face val-

ues. Thus the size of profits and the accounting equi-

ty are subject to large fluctuations. In an economic

upswing, when all asset prices are rising, high profits

are shown even if no money is coming in, while in

downturn phases accounting losses may be reported,

although banks are actually performing well. As a

consequence, a bank that in good times adjusts its

equity to the minimum capital ratio by distributing

dividends or repurchasing its own stocks will be con-

fronted with deficient equity in a downswing and be

forced to limit its lending, thereby hurting real invest-

ment and intensifying the downswing. 

In contrast, a harmonized accounting system could be

based on the lowest-value principle. This principle

was established first under French Finance Minister

Colbert and it was used, for example, in Germany

after the reforms of 1884 that followed the Great

Panic of 1873, which had been largely caused by the

application of the mark-to-market principle. Instead

of continuously adjusting the valuation of the assets

to changing market prices, the principle says that a

company must always choose the most cautious valu-

ation method to protect its creditors. Accordingly,

after comparing the market value and the acquisition
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cost of an asset, the lower of the two ought to be used

for accounting purposes. 

Applying the lowest-value principle implies that

banks and other companies tend to have hidden

reserves in their books that serve as a buffer in turbu-

lent times. The stability of the German financial sys-

tem before the IFRS was introduced could be largely

explained by the application of this principle. 

(d) Limiting risky business activities

Governments should strictly limit risky business activ-

ities. The most risky ones should be prohibited for

commercial banks altogether. In order to increase

transparency and protect savers, commercial banks

should be banned from owning private equity firms,

hedge funds, or special-purpose vehicles, as was the

case in the United States until 1999 under the Glass-

Steagall Act.

A complete separation of investment and commercial

banks along the provisions of the Glass-Steagall Act,

however, would go too far. It would not only under-

mine the European banking system, which has never

had such a separation. What is more, it could aggra-

vate a financial crisis by making the banking system

more dependent on the functioning of the interbank

market. When commercial banks can no longer pur-

chase stocks, bonds, or debentures, they would have to

channel a correspondingly larger fraction of the sav-

ings they collect from households to ultimate real

investors via the investment banks. This would make

the system vulnerable to a confidence crisis such as

the one triggered by the demise of Lehman Brothers,

which implies a breakdown of the interbank market.

The channel from savings to real investment could be

more easily interrupted if commercial and investment

banks were fully separated, and hence the economy

would be more unstable. 

Short sales should be banned entirely because short

sellers, by trading huge quantities of borrowed assets,

effectively use market power to move the market,

which leads to economic inefficiency and welfare loss-

es. Unlike forward speculation, which tends to stabi-

lize asset prices, short sales destabilize them. 

The market of non-recourse claims should be strictly

regulated in order to achieve transparency, account-

ability, and liability. Non-recourse loans to home

owners, which are common in the United States but

forbidden in Europe, should be eliminated to ensure

that homeowners remain responsible for the repay-

ment of their loans and exhibit more prudent and

restrictive borrowing behaviour. Had US loans been

of the recourse type, the housing bubble, the resulting

capital imports and the US trade deficit would all

have been milder or avoided altogether. 

Multi-stage securitization beyond simple collateral-

ized debt obligations (CDOs) should be prohibited.

Even at the first CDO stage, it is extremely difficult for

the buyer to determine the probability of repayment

and to find out against whom he is actually acquiring

claims. Multiple securitizations beyond that just make

the system opaque without enhancing its risk consol-

idation capacity. Every institution that securitizes

claims should moreover be obliged to keep a certain

fraction of the securities, at least 20 percent, in its own

books. This rule would induce the participating banks

or brokers to be much more cautious in selecting the

parties they are lending to. They would be more care-

ful in selecting the mortgage claims on which they

base the CDOs they issue. 

Investors in financial markets could be encouraged to

avoid non-recourse securitization entirely by develop-

ing an international market of covered mortgage

bonds along European patterns. Covered mortgage

bonds are not only secured by the collateralized prop-

erties, but represent legal claims against the issuing

banks, providing maximum incentives for avoiding

unproductive risks. After the wholesale collapse of the

US mortgage securitization market, this could be an

instrument to re-establish trust. 

There is an urgent need for prudence-fostering regula-

tion of the market for credit default swaps (CDSs). As

this market has not been subject to any regulation, it

has turned into a gambling casino that has become so

huge that the world economy would be severely hit

should this market collapse some day. Originally,

CDSs were guarantees granted by one bank to anoth-

er bank as insurance against losses. As such, they ful-

filled an important economic function by distributing

the risk of a real investment onto several shoulders.

However, over time credit default swaps all too often

mutated into mere bets on the demise of firms or on

other events that do not directly affect the contracting

parties. In addition to high equity/asset ratio require-

ments, an international supervisory body should be

set up to register and examine the various existing

hedging contracts. At the very least, the contracting

parties must be able to prove that the insurance buyer

has an insurable interest in the sense that the buyer



would suffer from a true loss that exceeds or equals

the contracted indemnification payment. 

(e) Extending the set of regulated institutions

It is of great importance to close the current gaps in

financial supervision. This does not only concern the

market for credit default swaps as explained above,

but also entities that banks create to run big risks off

their balance sheets, in particular special-purpose

vehicles in Europe and hedge funds that are more

common in the Anglo-Saxon countries. These insti-

tutions undertake extremely risky transactions with

huge leverage and minimum capital input, as they

are not subject to any supervision. These financial

entities, whether owned by banks or independent,

must be subjected to the Basel system and back their

transactions with capital. This applies to all hedge

funds and not only those being considered as ‘sys-

temically relevant’ as agreed on at the London G20

Summit in April 2009. 

The same level of international supervision should

apply to rating agencies. The institutional conditions

in the rating market are unacceptable from the point

of view of bank customers and of European competi-

tors of American banks. Therefore, a regulatory sys-

tem should be drafted that ensures that the criteria

according to which the rating agencies determine their

rating categories will be completely transparent.

Furthermore, the rating agencies must no longer be

involved in the structuring of the securities they are

rating. As this was an important part of their business

in the past, the corresponding business divisions

should be managed as independent service companies.

And finally, while the service companies can continue

to be paid by the sellers of financial products, the rat-

ing agencies themselves could be financed by the buy-

ers and/or the government, given the public goods

nature of their services.

(f) Supervising banking supervision

In order to monitor compliance with the regulatory

framework, international institutions like the

International Monetary Fund or the Bank for

International Settlements should be assigned the

responsibilities of a superordinate regulatory agency.

This agency would stand at the apex of a hierarchy of

supervisory bodies and give directives to be followed

by the subordinate institutions. In the EU, the next

level down would be occupied by a common

European agency, endowed with the right to issue

directives to the national agencies. The latter, finally,
could be either central banks or independent supervi-
sory agencies that are designed in accordance with a
uniform organization chart and are responsible for
the supervision of individual banks. 
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Introduction

Since the publication of pioneering work on measur-
ing governance quality by Huther and Shah (1998),
there has been a proliferation of composite world-
wide governance indicators purporting to measure
various aspects of governance quality (see Arndt
2008a for the history and politics of governance rat-
ings). The growth of these indicators has been
spurred by generous support by the development
assistance community, especially multilateral devel-
opment finance agencies, and the infinite appetite of
media and the academic community for governance
assessments and country rankings. Governance indi-
cators are now being used as tools for conducting
development dialog, allocating external assistance
and influencing foreign direct investment. Each new
indicator series is now released with great fanfare
from major industrial country capitals and the pop-
ular press uses these indicators to name and shame
individual countries for any adverse change in rank
order over time or across countries. The develop-
ment assistance community is increasingly using
these indicators in making critical judgments on
development assistance. The World Bank’s In-
ternational Association (IDA) allocation – a window
of subsidized lending to the developing world and
the United States Agency for International
Development’s Millennium Challenge Account uses

various governance indicators as criteria for allocat-
ing external assistance. At the same time, some of
the recent findings of these indicators have also led
to much controversy and acrimony and thereby con-
tributing to complicating the dialogue on develop-
ment effectiveness.1 In view of the influential nature
of these indicators and potential to do harm if judg-
ments embodied in these indicators are biased and
erroneous, it is imperative that they capture critical
dimensions of the quality of governance and all
countries are evaluated using uniform and reason-
ably objective assessment criteria.

Do the existing indicators meet this test? While the
literature on this subject is woefully inadequate and
thin, four widely used indicators-namely the World
Bank’s Worldwide Governance Indicators (WGIs),
Overseas Development Institute’s World Gov-
ernance Assessments (WGAs), Mo Ibrahim Foun-
dation’s Indexes of African Governance (IIAGs) and
the United Nations Economic Commission for
Africa’s African Governance Report Indicators
(AGRIs) – all lack a conceptual framework on gov-
ernance, as well as citizen-based evaluations; their
time and country assessment inconsistencies also
make their rankings suspect (see Figures 1–3 for
examples of these inconsistencies). A number of
recent papers have been especially critical of WGIs
for lacking ‘concept’ (implying lack of clarity in con-
ceptualization) and ‘construct’ (implying lack of
clarity in measurement) validity, sample bias (mostly
interest group views), lack of transparency and time
inconsistency of definitions and measurements (see
Arndt 2008a; Arndt 2008b; Arndt and Oman 2006,
Kurtz and Schrank 2007; Iqbal and Shah 2008;
Langbein and Knack 2008; Schrank and Kurtz 2008;
Thomas 2006). One of the most important limitation
common to all available composite indexes of gover-
nance is that they fail to capture how citizens per-
ceive the governance environment and outcomes in
their own countries.

* Michigan State University.
** World Bank.
The authors are grateful to participants at seminars at the
Maastricht School of Governance, World Bank, Southwestern
University of Finance and Economics, Chengdu, China and Chang
Woon Nam for helpful comments on earlier versions of this paper.
The views expressed in this paper are those of the authors alone and
should not be attributed to World Bank and its Executive Directors.

1 See Iqbal and Shah (2008) for examples of indefensible country
ranking by WGIs. They show that 2007 WGI scores imply that:
Botswana is politically more stable than either Norway or Sweden;
India is politically less stable than either Rwanda or Sierra Leone;
voice and accountability in China is worse than Zimbabwe; and mil-
itary coup de’tat in October 1999 led to improved voice and account-
ability in Pakistan.



For governance assessments to be useful for policy
purposes, they must conceptualize governance and
provide uniform and consistent criteria for measuring
governance across countries and over time. Foremost
concerns for such measurement should be citizens’
evaluation of governance environment and outcomes
in their own countries supplemented of course by
objective indicators of the same. For development

assistance purposes, these indica-
tors could be supplemented by
experts-based evaluations. There
is some work available on objec-
tive indicators as done by the
Doing Business indicators of the
World Bank and on experts-
based evaluations as done for the
Global Integrity Index. The most
important void in our knowledge
is how citizens view governance
environment and outcomes in
their countries. This paper takes a
first step to fill that void.

The rest of the paper is organized
as follows. The following section
discusses conceptual issues in
measuring governance, specifies a
citizen-centric conceptual frame-

work on measuring governance quality. The third sec-
tion describes an empirical framework, data sources
and aggregation techniques. The fourth section pre-
sents preliminary results. In the fifth section we dis-
cuss the robustness of our results, followed by the
contributions and limitations of the empirical
approach in the final section.

Conceptualizing and measuring
governance quality in a 
comparative context

Governance is a fuzzy yet fash-
ionable buzzword and its use in
the literature has exploded in
recent years. Dixit (2008) notes
that there were only 4 citations in
EconLit in the period 1970–1979
compared to 15,455 in the most
recent period of 2000–2007 and
currently Google lists more than
152,000 pages of this literature.
According to American Heritage,
Random House and Merriam
Webster dictionaries, governance
is equated with government and
is defined as the ‘exercise of
authority and control’ or ‘a
method or system of government
and management’ or ‘the act,
process or power of governing’.
Huther and Shah (1996 and
1998) defined governance as a
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multi-faceted concept encompassing all aspects of the
exercise of authority through formal and informal
institutions in the management of the resource
endowment of a state. The quality of governance is
thus determined by the impact of this exercise of
power on the quality of life enjoyed by its citizens.
The World Bank Governance and Anti-corruption
(GAC) Strategy defines it as the manner in which
public officials and institutions acquire and exercise
the authority to shape public policy and provide
goods and services (World Bank 2007).

For our current purpose, none of the above defini-
tions with the exception by Huther and Shah (1996
and 1998) is helpful in serving as an operational
guide to carry out a comparative review of quality
of governance across countries or even of one coun-
try over time. This is because of their singular focus
on the processes/institutions which do not lend
themselves to easy or fair comparability across
countries and sometimes not even within one coun-
try without conducting deeper analytical studies.
There can be little disagreement that same processes
and institutions can lead to divergent governance
outcomes just as dissimilar processes could yield
similar outcomes in two different countries. For
example, anti-corruption agencies in countries with
fair governance helps curtail corruption but in coun-
tries with poor governance prove either to be inef-
fective or worse a tool for corrupt practices and vic-
timization (Shah 2007). As another example, budget

secrecy prior to its presentation
to the parliament is just as im-
portant under parliamentary
form of government as in
Canada, Britain, India, New
Zealand, as open and participa-
tory budget determination pro-
cess is to presidential form of
government as in the United
States. There can be little dis-
agreement that both types of
processes have the potential to
advance public interest but may
succeed or fail in different coun-
try circumstances. During the
past two decades, we have also
seen that single party dominant
political systems in China,
Malaysia and Singapore have
shown dramatic results in im-
proving governance outcomes
whereas pluralistic party sys-

tems have also shown positive results in other coun-
tries such as Brazil and India. Similarly monarchy
has shown positive results in Britain but unwelcome
results in Nepal. Even similar electoral processes do
not always lead to representative democracy and
may instead yield aristocracy (elite capture) in some
countries and corrupt oligarchies in others. In fact,
Aristotle’s main argument for elections was based
upon the premise that these would produce aristoc-
racy, a form of government he considered superior
to median voter rule (see Azfar 2008). 

Andrews (2008, 2) argues that such “good gover-
nance picture of effective government constitutes a
threat, promoting isomorphism, institutional dual-
ism and ‘flailing states’ and imposing an inappropri-
ate model of government that ‘kicks away the ladder’
today’s effective government climbed to reach their
current state”. In any case, such comparisons of
processes and institutions out of their context are
almost always ideologically driven and value laden
and could not be acceptable as unbiased profession-
al (scientific) judgments. This also explains that
while citizens of Bangladesh, China, India and
Malaysia over the last decade have experienced
remarkable improvement in governance outcomes,
available primary indicators fail to capture these
accomplishments due to their focus on processes at
the neglect of outcomes. Even for the world as a
whole, the information revolution by letting the sun
shine on government operations, has brought about
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dramatic improvements in government accountabili-

ty, but the WGIs with their on one-size-fit all vision

of the world, have consistently failed to notice or

recognize such a mega change. 

These indicators rank China in the lowest percentile

on voice and accountability but according to the for-

mer Auditor General of Canada, China has the most

effective public accounts committee anywhere which

has a track record of holding government to account

for malfeasance (Dye 2007). Furthermore local gov-

ernments in China have relatively much larger role in

public service provision than in most countries. Local

governments below the provincial level account for

about 54 percent of consolidated public expenditures

in China compared to about 4 percent in India and

about 27 percent in OECD countries (Shah and Shah

2006). Thus having the decision making closer to peo-

ple, directly elected local governments, and party

oversight of local government performance – all work

to create a system of voice and accountability that is

quite unique to China and not easily comparable to

other countries (Qiao and Shah 2006). China has also

demonstrated superior government effectiveness

through its unique and unparalleled success in allevi-

ating poverty and improving the quality of life of its

citizens over the past two decades. About two decades

ago, China had about 35 percent of its population

below poverty level compared to less than 2 percent in

2006 (Shah and Shen 2007).

In conclusions comparisons of governance institu-

tions requires deeper analytical work through in-

depth comparative studies rather than aggregate indi-

cators. Such indicators are more usefully used to com-

pare governance outcomes and complementary ana-

lytical studies of institutions and process can be used

to explain varying outcomes. Of course, governance

outcomes also assume commonly shared values but it

is relatively less problematic than one-size fit-all pre-

scriptions on processes.

To have meaningful governance comparisons across

countries and over time, one needs to have concepts

which are somewhat invariant to time and place and

are focused on citizens’ evaluations rather than inter-

est groups’ views. To this end, we define governance

as an exercise of authority and control to preserve

and protect public interest and enhance the quality

of life enjoyed by citizens. Note that this definition

encompasses both the governance environment

(quality of institutions and processes) as well as gov-

ernance outcomes.

Towards a simple framework for assessing country 

governance quality

Considering a neo-institutional perspective, various

orders of government (agents) are created to serve,

preserve, protect and promote public interest based

upon the values and expectations of the citizens of a

state (principals). Underlying assumption is that there

is a widely shared notion of the public interest. In

return, governments are given coercive powers to

carry out their mandates. A stylized view of this pub-

lic interest can be characterized by four dimensions of

governance outcomes.

• Responsive governance. The fundamental task of

governing is to promote and pursue collective

interest while respecting formal (rule of law) and

informal norms. This is done by government creat-

ing an enabling environment to do the right things

– that is it promotes and delivers services consis-

tent with citizen preferences. Further, the govern-

ment carries out only the tasks that it is authorized

to do that is it follows the compact authorized by

citizens at large.

• Fair (equitable) governance. For peace, order

and good government, the government mediates

conflicting interests, is focused on consensus

building and inclusiveness and ensures a sense of

participation by all and protection of the poor,

minorities and disadvantaged members of the

society.

• Responsible governance. The government does it

right i.e. governmental authority is carried out fol-

lowing due process with integrity (absence of cor-

ruption), with fiscal prudence, with concern for

providing the best value for money and with a view

to earning trust of the people.

• Accountable governance. Citizens can hold the gov-

ernment to account for all its actions. This requires

that the government lets sunshine in on its opera-

tions and works to strengthen voice and exit

options for principals. It also means that govern-

ment truly respects the role of countervailing for-

mal and informal institutions of accountability in

governance. 

Given the focus on governance outcomes, Table 1 pre-

sents some preliminary ideas for discussion on how to

operationalize these concepts in individual country

assessments.

The above simple framework captures most aspects

of governance outcomes especially those relevant
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for development policy dialogue and can serve as a
useful starting point for a consensus framework to
be developed. In any event, there can be little dis-
agreement that one cannot embark on measuring
governance quality without first defining and
defending an appropriate framework that measures
governance – a point also emphasized by (Thomas
2006) and the European Commission (see Nardo et

al. 2005). Once a consensus framework is developed
then one needs to focus on only a few key indicators
that represent citizens’ evaluations and could be
measurable with some degree of confidence in most
countries of the world and could be defended for
their transparency and reasonable degree of com-
parability and objectivity.2 Having an enormous
number of indicators which could not be scruti-
nized is nothing but a distinct disadvantage for a
measure that aims for wider acceptance and confi-
dence. 

Implementation of the above framework requires a

worldwide survey with uniform questionnaire honing

on the four dimensions of governance identified

above across countries. Given that such a survey is not

available and costly to commission, in the following

section, we take a pragmatic approach based upon

available survey data to develop rough indexes of gov-

ernance quality. 

Citizen-centric governance: empirical framework 

Our procedure of the governance assessment consists

of the two main steps. First, data source – the raw

data from inter-country public opinion survey – is

chosen. The responses on questions in the survey,

which characterize governance outcomes as in Table

1, are recorded. Second, the responses are aggregated

in order to achieve governance index for each country

from the sample.

In what follows, we consider both of the steps in

details.

Table 1 

Governance outcomes and relevant considerations

 Relevant considerations

Responsive governance - public services consistent with citizen preferences;

- direct possibly interactive democracy;

- safety of life, liberty and property;

- peace, order, rule of law;

- freedom of choice and expression;

- improvements in economic and social outcomes;

- improvements in quantity, quality and access of public services; and 

- improvements in quality of life.

Fair governance - fulfillment of citizens’ values and expectations in relation to participation,

social justice, and due process;

- access of the poor, minorities and disadvantaged groups to basic public

services; 

- non-discriminatory laws and enforcement;

- egalitarian income distribution; and 

- equal opportunity for all.

Responsible

governance

- open, transparent and prudent economic, fiscal and  financial

  management; 

- working better and costing less;

- ensuring integrity of its operations;

- earning trust;

- managing risks;

- competitive service delivery; and

- focus on results.

Accountable

governance

- justice-able rights and due process

- access to justice,  information;

- judicial integrity and independence;

- effective legislature and civil society oversight;

- recall of officials and rollbacks of program possible;

- effective limits to government intervention; and 

- effective restraints to special interest capture. 

Source: Shah (2008).

2 See Andrews and Shah (2005) for details and relevant indicators of
an approach that emphasizes citizen-centric governance; and Shah
and Shah (2006) for citizen-centered local governance and relevant
indicators.



Data

Ideally one needs a worldwide survey with uniform

questionnaire focused on aspects of governance

highlighted in Table 1. The data must also be avail-

able for free so that other researchers are able to

replicate and verify results. Such a survey, however,

is not currently available. Instead a wide range of

surveys with varying methodologies and coverage

are available. It is tempting to draw upon these

sources as done by the Worldwide Governance

Indicators. However as Bertrand and Mullainathan

(2001) has argued that even the small difference in

the formulation of a question (assigned to the same

sub-criterion) or the sequence of questions in a sur-

vey may bring significant discrepancies in the

responses for the same country and same sub-crite-

rion. Following this advice, we have used the World

Values Survey (WVS) as the primary source of the

data. The WVS uses a uniform questionnaire that is

applied in 97 countries. The survey, however, does

not cover all countries in the same years and it is

primarily focused on cultural values with limited

number of questions of direct relevance to the mea-

surement of governance quality. However, each

aspects of governance noted in Table 1 has sufficient

number of questions to get reasonable first esti-

mates. To enhance coverage to an additional

28 countries, we supplemented these data with four

other surveys of the same genre i.e. uniform ques-

tionnaire and data is publicly available free of

charge, namely Afrobarometer, Asiabarometer,

Global Corruption Barometer and the World

Gallup Poll. This enabled us to construct a unique

data set covering 421,994 responses on 74 questions

covering 125 countries. The records in the dataset

can be sorted by the gender, income, education of a

respondent, as well as by the sub national adminis-

trative unit of his/her residency. The dataset is avail-

able from the authors upon request.

Our main estimation procedure is done for 3 waves of

the World Values Surveys based on the year when the

surveys were taken. Wave 1 includes countries sur-

veyed from 1994 to 1998, wave 2 – from 1999 to 2004,

and wave 3 – from 2004 to 2008. In addition to ques-

tions from WVS, in the wave 3 we also use one ques-

tion about corruption from Transparency Inter-

national’s Global Corruption Barometer (TI 2005).

As an alternative to the WVS, we also report results

when using Gallup World Poll data points for four

questions, which are available freely from the World

Bank Institute website (see WBI 2008).3

Aggregation

The underlying assumption of our empirical investi-
gation is that the quality of governance in a given
country is best judged by the citizens themselves
rather than foreigners. At the same time, answers of
the respondents are random variables, which are sub-
ject to errors:

(1)

where i = 1..M is the index of a country, j = 1..Ni is the
index of a respondent (total number of respondents,
obviously, changes from country to country), and
k = 1..K is the index of a question in a survey (thus of
a particular governance outcome). sijk is the answer on
question k of the respondent j in the country i. Each
response was normalized by us on a scale from 0 to 1,
with 0 being the worst answer, and 1 being the best
answer. gi is the quality of governance in the country
i, which obviously does not depend neither on con-
crete respondent, nor on specific question. Coefficient
ßk reflects the degree, to which governance affects the
answer of a respondent. Note that it does not depend
on a country or a respondent. Finally, 

is the personal random error of the respondent j in the
country i, which may also depend on a specific ques-
tion. Each error is independently normally distributed
with zero mean and the variance σ2

ik, which may
depend on the country and the specific question.

The expression for gi can be rewritten:

(2)

where

are the question-specific weights assigned to each ques-
tion. The weights are normalized to add up to one –
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3 Gallup World Poll, is itself very expensive (28 thousands US dol-
lars per year) and also does not have governance focus, and therefore
cannot be used as a base for a rigorous and replicable research.
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– so that gi is between 0 and 1 for every country. For
our main estimation, and for further comparative
analysis, the weights are exogenously chosen. They
reflect the relative importance of every question in
assessment of governance (i.e. ‘satisfaction with life
in general’ is clearly more comprehensive than ‘satis-
faction with health’ or ‘satisfaction with environ-
ment’), as well as alleviate certain data deficiencies
(i.e. European countries were not asked some ques-
tions in the second wave of WVS, so these questions
received lower weights). At the same time, the
weights can be easily changed to tailor one’s specific
research agenda or check the robustness of the
results reported here.

Given our assumptions, the most efficient, unbiased,
and consistent estimator for the governance in coun-
try i is just the sample mean of weighted averages of
citizens’ responses, the estimator for the governance’s
variance is adjusted sample variation:

(3)

We chose not to use more sophisticated data mining
approaches (e.g. principal component analysis or ran-
dom projections) for the sake of transparency, sim-
plicity and replicability. The choice of weights or
aggregate procedure does not significantly alter the
overall assessment of governance quality (see Ivanyna
and Shah 2010 for details). Our procedure is maxi-
mally open and simple in order to allow for further
research and analysis. Besides, in addition to the gov-
ernance scores we report and analyze the responses on
each separate question, which makes our indicators
‘actionable’, and allows drawing the conclusions
which are completely independent of weights and
aggregation procedure. 

Citizen-centric governance: worldwide rankings

In the following, citizen-centric governance indica-
tors are presented for most countries in the world
using the three waves of World Values Surveys and
the Gallup World Poll. This is followed by reflec-
tions upon these results in comparison to the
Worldwide Governance Indicators. Finally sub-

national governance indices for Germany and Italy
are portrayed. 

Mapping of country rankings: waves 1 to 3

Worldwide ranking of countries on governance quali-
ty are mapped in Figure 4 (World Value Survey 2005)
and Figure 5 (Gallup World Poll). All three waves of
survey are shown in Figure 4: (a) wave 1 – for surveys
taken between 1994 and 1998 (53 countries), (b) wave
2 – for surveys taken between 1999 and 2004 (71 coun-
tries), and (c) wave 3 – for surveys taken between 2005
and 2008 (51 countries). In Figure 4, we rank our sam-
ple of countries into three broad categories of gover-
nance quality and six governance rankings in Figure 5:
from dark-green high-governance-quality countries to
light-green low-governance-quality countries. While
developed countries (especially Scandinavian coun-
tries and Switzerland) show high stable governance
rankings, contrary to WGIs but not surprisingly, the
East Asian countries (especially, Vietnam, China) are
also highly rated by their citizens. The governments of
Central and Eastern European countries, on the other
hand, are rated poorly by their citizens and are always
in the lowest percentiles in worldwide rankings. 

In Figure 6, we compare citizen-centric governance
indicators with corresponding Worldwide Govern-
ance Indicators (WBI 2008), which are (in our view
mistakenly) considered as the ‘gold standard’ of gov-
ernance assessment by the popular media. The scale
changes from dark-green for countries, which were
severely under-rated by WGIs, to dark-red for coun-
tries, which were greatly over-rated. 27 out of
82 countries in our sample were over- or under-rated
at a significance level less than 25 percent (9 at a level
less than 5 percent) by WGIs in comparison to our
assessments. The East Asian countries are mostly
underrated with China, and Vietnam being the lead-
ing outliers, while Central and Eastern European
countries are over-rated by WGIs with Latvia,
Lithuania, Moldova and Hungary being the leading
outliers. Our indicators are not value laden and sim-
ply capture growing satisfaction of citizens of East
Asia with their governments in improving quality of
governance over the past decades, whereas the WGIs
in view of their focus on the Anglo-Saxon institution-
al design of a government appear unable to capture
governance quality improvements associated with dif-
ferent cultural and institutional contexts. For exam-
ple, China is ranked relatively low on government
effectiveness by the WGIs while it has demonstrated
superior performance in delivering public services and
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combating poverty. Its record in
poverty alleviation is unparal-
leled in the economic history of
the world. 

Group comparisons

Figure 7 presents analysis of gov-
ernance outcomes by groups of
countries. Here we depict region-
al averages by each governance
outcome (based on the data from
the third wave of WVS). It can be
seen that the governance ranking
curve of the EU-15 group – ‘old’
members of the European Union
– is almost always above other
curves in the dimension of Re-
sponsive governance (till the
‘happiness’ point on the x-axis).
When it comes to the questions
about Responsible and Account-
able governance (confidence in
parliament, government, press,
TV, courts) the curve steeps
down. The governance ranking
curve of the East Asian coun-
tries, while mostly above the
world average, rises above the
curve of EU-15 only on trust-
related dimensions. The curve of
Central and Eastern European
countries (CEE) is always below
the East Asian curve, as well as
below the world average. The cit-
izens of CEE countries give rela-
tively very low rankings to police
(‘safety’ on x-axis) and respect for
human rights in their respective
countries (‘human rights’ on the
x-axis). 

The fact that people in the East
Asia, trust their governments
more than the people in industri-
al countries is understood as
these countries have experienced
positive economic, social and
governance transformation in
recent years. However, in some
instances, there may also be bias-
es. In politically repressed coun-
tries, people may not be forth-
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Figure 4
CITIZEN-CENTRIC GOVERNANCE INDICATORS (WAVES 1–3)

Source: World Value Survey (WVS) database.

Source: Gallup World Poll (GWP) database.

Figure 5 
CITIZEN-CENTRIC GOVERNANCE INDICATORS
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coming to express their true assessment of the gover-
nance environment and outcomes. Also, when mass
media in a country is controlled by the government,
people may be indoctrinated to believe in false truths.
We test for presence such effects in our data later in
this paper. 

Intertemporal comparisons

The inter-temporal consistency of WVS question-
naires and repeated surveys during three waves allow
us to assess changes governance quality over time in

selected countries. In particular,
citizens of 41 country were sur-
veyed both during the first wave
of WVS (1994–1998) and during
the second wave (1999–2004).
Surveys both from the second
wave and the third wave
(2005–2008) are available for
33 countries. An analysis of
changes in governance quality is
reported in Figure 8. It is worth-
while noting that WGIs, in con-
trast, to analysis reported here,
assume that governance quality
remains invariant over time.

The results reported in Figure 8
show that there was statistically
significantly increase in gover-
nance quality (at significance
level of less than 1 percent) from
wave 1 to wave 2 – in contrast to

the WGI’s world of unchanging governance quality –
but no statistically significant change from wave 2 to
wave 3. The principal driver of the growth in world’s
quality of governance was increasing (in practically
all regions) satisfaction of the citizens with improve-
ment in economic and social outcomes and attendant
improvements in governance environment. This trend
continued unabated from wave 2 to wave 3 but the
overall progress was apparently mitigated by the fall
of confidence in governments, courts and army in
developing and transition countries, though CEE
countries still ended up progressing from wave 2 to
wave 3. 

Subnational CGIs

Assessing governance quality at
the sub-national levels is impor-
tant for determining the impact
of decentralization policies,
knowledge about regional equity
and discovering early signs of
potential threats to national
unity. However, such assessments
have not been carried to-date due
to a lack of appropriate frame-
work and associated data.
Fortunately, our dataset and
empirical framework enables us
to rank governance quality at
sub-national levels in most coun-
tries. The idea is to aggregate cit-

Figure 6
HOW DO WORLDWIDE GOVERNANCE INDICATORS STACK UP AGAINST

CITIZEN-CENTRIC GOVERNANCE INDICATORS? 

Note: u. X-Y% means that the country was underestimated by WGI in comparison to CGI
at the significance level between X and Y%; o. X-Y% means that the country was overes-
timated by WGI in comparison to CGI at the significance level between X and Y%. The time
period considered is 1994-2005, aggregate CGIs are taken, WGIs are averaged over all 6
components.

Source: Authors’ calculation.
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izens’ responses not over the whole country, but over
its sub-national jurisdictions. For the wave 3 of WVS
there are 1,121 sub-national jurisdictions in our sam-
ple – these include for some countries, all second tier
administrative jurisdictions and for others only
groups of second tier jurisdictions. Figure 9, by way
of illustration, presents sub-national governance
rankings for Germany and Italy. Similar calculations
are possible for several more countries. In Germany,
residents in rich industrial lands of Hessen,
Nordrhein-Westfalen and Saarland together with
independent cities of Bremen, Hamburg and Berlin
are most satisfied with their governments. While rela-
tively poorer eastern states receive much lower gover-
nance ratings from their residents – only in Sachsen-

Anhalt residents gave their
Länder government close to aver-
age rating, surprising are the
average scores received by the
governments of rich southern
states like Baden-Würtemberg
and Bayern. 

The relative correspondence
between richness of a sub-nation-
al jurisdiction and its govern-
ment’s score on governance qual-
ity is also maintained in Italy.
Most rich northern regions re-
ceive a governance score of more
than 0.55, while poorer Southern
regions – with the exception of
Abruzzo, Molise, and Basilicata
regions – receive a lower score.

Robustness tests

The empirical analysis presented here must be sub-
jected to rigorous testing for statistical reliability and
validity. Such tests are presented in Ivanyna and Shah
(2010) and only the conclusions of these tests are
reported below.

The public opinion in a country – especially about the
issues related to the government – might be influenced
by factors, which are not directly related to the quali-
ty of governance. These factors may include ‘intimi-
dation’ effect, when people are afraid to express their

true opinions about their govern-
ment for fear of reprisals. A sec-
ond factor frequently mentioned
in the literature, is the ‘indoctri-
nation’ effect, when mass media
in a country is used to brainwash
people. A third factor is the
degree of citizen activism and
perceived role of government in a
country. Norris (1999) observes
the emergence in the 1970s in
developed countries of ‘critical
citizens’ – people who are increas-
ingly critical and demanding even
of well performing governments.

Assuming that intimidation, in-
doctrination and critical citizen-
ship affect respondents’ views
about the quality of governance,
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it is not possible to estimate the magnitude of these
effects, since ‘true’ governance quality is unobserv-
able. However, the problem can be mitigated, if we
note that for some questions about governance out-
comes there are no effects of intimidation, indoctri-
nation or critical citizenship, and for some others such
effects may be present. For instance, when an individ-
ual is asked about the satisfaction with her/his health,
it is likely that she/he will not be intimidated to tell the
truth. At the same time, questions like ‘Do you have
confidence in your government?’ are most probably
subject to all of the above mentioned effects.
Therefore, we can isolate the effect of governance on
the individual responses by taking the difference
between these questions. 

As the proxy for indoctrination we take the frequen-
cy with which an individual exposes her- or himself
to TV and press. Specifically, we use questions ‘Did
you watch TV during the last week?’ and ‘Did you
read newspapers last week?’ from the World Values
Survey. The more people watch TV or read newspa-
per the more they are likely to be exposed to possible
indoctrination. The main conclusion from our esti-
mation is that even though developing countries,
especially those in the East Asia, may have indoctri-
nation, the mass media bias is also present in many
developed countries – Japan, Sweden, Switzerland,
the United States, France. The latter might be the
outcome not of state monopoly (or dictate) on mass
media, but ideological orientation of mass media
ownership such as conservative leaning of Robert
Murdoch, the owner of Fox News. The magnitude of
the indoctrination effect ranges from 0.02 (except for
Ukraine and Rwanda, where those who watch TV are
actually more critical towards the government) to
0.12, which combined with on average 75 percent of
respondents watching TV or reading newspaper, may
lead to a decrease in our estimates of governance by
0.005–0.03 points.4

Intimidation and critical citizenship effects are mea-
sured at the country level. Specifically, as a proxy for
the intimidation level in a country we use the aver-
age score of the country in the ‘Freedom in the
World’ ranking – an annual publication of the
Freedom House, where political and civil rights of
the citizens are assessed. As for the critical citizen-
ship effect, we follow Norris (1999) in her definition
of a critical citizen, and define the country to be in
the stage of critical citizenship if it had been classi-

fied ‘free’ by the Freedom House for at least ten

years before the survey was conducted (long period

of stable democracy), and the GDP per capita in

this country (taken from IMF) was more than

10 thousands US dollars (wealthy population).

Most OECD countries together with Slovenia and

Chile form this group. 

We find that both freedom of the county and its

being in the stage of critical citizenship are highly sta-

tistically significant in explaining biases on responses

on trust-related questions in the WVS surveys. The

directions of the effects are what would be intuitively

foreseen. 1 score up in the Freedom House ranking

(which means country becomes less free, 1 being the

best score, and 7 – the worst) leads to the citizens of

this country to be more cautious in answering gov-

ernment-related questions in a survey, and conse-

quently overestimate their governments in trust-relat-

ed questions by 0.03 points. For the least-free coun-

try, the effect on our governance estimate would be –

0.07 points. On the other hand, residents of the coun-

tries, which are in a stage of critical citizenship, do

have significantly less confidence in their govern-

ments then they should have. If not too ‘critical’, res-

idents of these countries would give their govern-

ments a score 0.09 points higher, which would imply

an increase of about 0.03 in the citizen-centric gover-

nance indicator.

Even though we find statistically significant effects

of indoctrination, intimidation and critical citizen-

ship in some countries, the magnitude of these

effects is not particularly large. For example,

Vietnam is ranked 0.72 on governance but it is

ranks relatively low (rank of 6 in 2005) on the

Freedom House index, and there is a moderate

(0.05) effect of indoctrination by mass media (tele-

vision). Together these effects would cut its citizen-

centric governance indicator by 0.07 points. New

indicator would be 0.65 – still in the highest 20th

percentile of the sample. Economic stability and

growth may also lead to improvements in gover-

nance environment and the citizens’ perceptions in

governance quality (Lou and Wang 2007). At the

same time, poor economic performance, political

conflicts and corruption in the 1990s in Central and

Eastern European countries may be responsible for

low scores on governance quality for this region.

Overall, our tests confirm the robustness and valid-

ity of citizen-centric governance rankings even in

the presence of indoctrination, intimidation and

critical citizens’ effects.
4 Note that our estimates of governance are assessed on a scale from
0 to 1.



Contributions and limitations of the empirical
approach

This paper has provided a conceptual framework for

measuring governance quality using citizens’ evalua-

tions consistently across countries and over time. It

further provided empirical illustration – using data

from the World Values Survey Association – of the

usefulness of the methodology by developing gover-

nance quality rankings for 125 countries. These

rankings significantly differ from those provided by

available indicators that mostly capture foreigners’

(mostly interest groups) or arm-chair experts’ opin-

ions. Further, we illustrate the usefulness of our

approach for measuring governance quality at sub-

national levels.

The WVS data are subject to important limitations.

They are not conducted in the same year for all coun-

tries, and the questionnaires may slightly differ from

country to country, which may produce significant

departures from objective estimation. It is also possi-

ble that in spite of the claims to the contrary by the

survey organization, the survey may not be based on

stratified random sampling for some countries due to

practical difficulties.

Notwithstanding these limitations, the dataset con-

structed by us has important merits. The governance-

related questions and answers are reported at the level

of individual respondents in our dataset, which gives

researchers flexibility in computing rankings across

different strata e.g. education class, by gender or by

income groups etc. Most importantly and contrary to

the WGIs, the data used in our estimation is freely

accessible, and can be used by other researchers to

replicate or modify our estimation procedure. Ideally,

our theoretical framework should be implemented

using a world poll with stratified random sampling

employing a uniform questionnaire across countries

and over time. The World Gallup Poll or a similar

instrument might offer such an opportunity in the

near future.
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TREATY CONSTRAINTS, POWER

AND CREATIVITY IN THE EU’S
HANDLING OF THE FINANCIAL

AND ECONOMIC CRISIS

CHRISTIAN DEUBNER*

Introduction

The financial and economic crisis of 2008–2010 con-
stituted a unique challenge to the economic-financial
governance of the European Union. On the one hand,
economic and fiscal policies remain national compe-
tencies of the Member States. On the other, the latter
exercise these within an EU system of non-discrimi-
nation, solidarity and mutual co-ordination, with sev-
enteen of the Member States sharing a common cur-
rency and common monetary policy. These central
elements of the EU’s economic and financial gover-
nance were all challenged by the deep crisis of large
parts of the financial system, by economic recession
and unemployment, and by an exploding public debt
in the Member States. 

The scale of this crisis gave national political leaders
strong incentives to concentrate primarily on battling
their economies’ slide into recession, and only in the
second place on respecting – not to mention deepen-
ing – the EU’s economic governance. How does one
prevent domestic crisis-management from damaging
European integration? How do we assess the added
value of EU integration and take advantage of it in
anti-crisis policy? Can the crisis favour new advances
in European Union building? These are questions
which merit closer analysis in assessing the EU’s reac-
tion to the crisis. 

In the last years before the crisis began, the desire for
a further deepening of integration in terms of finan-
cial and economic policy in the European Union had

descended to very low levels. An unmistakable sign of

the stalemate was the relegation since 2000 of further

integration efforts to the less binding method of so-

called open coordination, and the absence of any sig-

nificant advance of economic policy integration in the

Lisbon Treaty. Since 2008, the development of the 

US subprime crisis into a full-blown world-wide

financial crisis with grave consequences for EU

economies has created a new set of pressures and

incentives for all concerned actors. They highlight the

shortcomings of the existing institutional architecture

in Europe and could end this stalemate.

It is true that the first waves of policy reactions in the

EU in the fall of 2008 and in January 2009 were

marked by discord about common approaches and by

Member States’ preference for differentiated national

strategies. As a result, the pessimism about further

integration perspectives in EMU appeared to be con-

firmed. But these were the first waves of policy reac-

tions. At that moment and in the following months,

contradictory expectations dominated the public

debate. There were voices that warned against the dis-

integrative dynamics that might result and endanger

the cohesion of the single market and even the sur-

vival of today’s Monetary Union. The euro-sceptics’

vision of the 1990s came back to mind, which saw – in

a monetary union without the resource transfers of

true fiscal federalism – the rigor of a common stabili-

ty-oriented monetary policy provoking social and

political unrest in the less competitive euro-countries,

which would in the end drive them out of the euro

zone. But other voices maintained that today’s inte-

gration levels in the EU can no longer be put into real

jeopardy and that a further deepening of economic

and financial policy integration was in the end much

more likely to result from the financial crisis. 

How can this question be addressed? Keeping the

contrasting scenarios for EU economic governance in

mind, as the grand reference frame for answering the

question asked in this article’s title, the inquiry had

nonetheless to be conducted at a more technical level.

First, this article focuses on the banks, and especially

on cross-border banks in the EU. In Europe there are

around 5,000 banks (compared to 8,000 in the United

* New York University Berlin. This article summarises the results of
a research project that the author coordinated for the Foundation of
European Progressive Studies FEPS, from 2008 to 2010; the final
report was published in February 2011 (see Deubner 2011).
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States). Of that number, the great majority are small

and medium-sized domestic – frequently regional –

institutions. They face around forty cross-border

groups representing almost 70 percent of the

European market. These groups saw dramatic asset

growth: in excess of 50 percent between 2001 and

2005 according to de Larosière in a recent speech to

the Belgian Financial Forum on 22 January 2010. 

Secondly, the article looks at a number of distinct

activities which the EU governments and institutions

have undertaken at the financial and economic policy

level to counteract the detrimental effects of the

financial and economic crisis and prevent its 

repetition. They were inspired by Nobel laureate 

Paul Krugman, in an approach shared by many of his

colleagues. He pointed to three necessary and consec-

utive steps, addressing three distinct, but differently

urgent, aspects of the crisis. Governments and EU

institutions should:

• end the quasi-freeze of the global credit system

and get credit (especially inter-bank credit) flowing

again by bailing out banks;

• contain the global slump by applying ‘good old

Keynesian fiscal stimulus’; and

• reform the weaknesses of the financial system reg-

ulation, which made this crisis possible, limiting

the measures to the supervision, regulation and re-

structuring of banks, especially cross-border

banks, in Europe.

Given that our analysis deals with the challenge which

the financial crisis poses to European integration, a

fourth aspect concerns the effects on its monetary

centrepiece, the euro system:

• Governments and the ESCB must deal with the

threat of the debt crisis or even a state insolvency

in one of the euro states. How to react, given the

stability-obligation of ESCB-monetary policy and

the no-bailout rule of the Treaty? 

The overarching question concerns the challenge

posed to European integration by the global financial

crisis and especially in the banking sector: will the

acquis be preserved, will integration regress or will it

advance and deepen? In January 2011, we can give a

provisional first general answer to this question. In

sum it is positive: in the process of reacting to the cri-

sis, EU integration tends to preserve its most central

acquis, its institutions and procedures tend to advance

in integration, rather than to regress. Nevertheless, the

European strategies for a number of important issues

are still not far enough advanced to permit a definite

answer to our question. 

First phase of reactions to the crisis by the 
Member States and the EU 

After the full outbreak of the crisis with the Lehman

Brothers insolvency in the fall of 2008, EU member

governments assembled in the Council to reach agree-

ment on a common approach. The European

Commission started the debate about an adequate

common reaction only after a first series of divergent

national measures had already been taken, mainly in

the field of bank rescue. 

The eurozone member governments took the initiative

in a series of Council sessions from September 2008. On

12 October 2008 they met for the first time ever at the

European Council level, whereas they normally meet at

the ECOFIN ministers’ level only. They were the most

active and constructive actors at this early moment. this

is especially true of the French government that held the

Council presidency in the fall of 2008. 

The rescue of distressed banks and the stimulation of

the economy: The most urgent concerns for crisis-

stricken economies were the rescue of distressed

banks, and the stimulation of economic activity. The

start of national programs in these policy fields was

marked by a pre-eminence of national governments,

by the many differences between the national

approaches, and by the relative absence of activity by

the European Commission.

Strengthening supervision: Insufficient supervision

had quickly been identified as an important Achilles

heel of the European financial system. This applied

especially at the macro level. No dedicated institu-

tions existed which were able to give timely alert to

financial market authorities, about the emergence of

systemically relevant risks to financial market stabili-

ty (for instance concerning the growth of ‘market

bubbles’). Transnational supervision existed at the

micro level, as for the business practice of cross-bor-

der banks, but with many deficiencies. National

supervisors cooperated insufficiently, and the more

important the stakes were for the different host states,

the less effective this cooperation became.

Confronting the sovereign debt crisis: The first appear-

ance ever, of an open sovereign debt crisis in the EU
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and in the euro area (Greece in the first three months
of 2009), showed the complete absence of any institu-
tional provisions for that kind of case, at the EU level.
In a first phase, this crisis only provoked a far flung
and already divisive debate about the different
approaches vis-à-vis affected EU Member States,
between more or less explicit, and ‘europeanised’, sol-
idarity. The possibility of a sovereign ‘insolvency’ was
not yet mentioned officially. 

Preserving the level playing field on the internal mar-

ket: On the other hand, the tools of EU rules on
competition, or the control and authorisation of
state aid, were ready to be applied when national
strategies for the rescue of distressed banks and the
stimulation of economic activity violated EU rules
for the Internal Market. The Commission quickly
started to apply these rules. But soon it had to acqui-
esce in a rare degree of Member States’ participa-
tion, pressuring it to establish the ‘stability of the
financial system’ as a first key criterion of its inter-
vention, besides the objective of the level playing
field of the Internal Market. 

Improving the accessibility of credit: At the level of
common monetary policy and of EU sponsored
investment credit, the European Central Bank and the
European Investment Bank intervened with massive
liquidity injections and a dramatic increase of credit
levels.

These initial reactions to the crisis by the Member
States and the European Union are not surprising. In
fact, they reflect exactly the distribution of compe-
tences at this moment, as fixed by the Nice version of
the EC Treaty:1 

1. For monetary policy in the euro area, full EU
level competence lies with the European System
of Central Banks. For investment credit at the
EU level, the European Investment Bank stands
ready.

2. For preserving the level playing field in the
Internal Market, it is the European Commission
which is vested with a set of established EU level
competences for protecting competition and pre-
venting or authorising state aid. The Directorate
General for Competition (DG Competition)
wields these instruments with authority and
effectiveness.

3. An institutional supervision of banks’ activity, as
to systemic risk at the euro area level, did not
exist. In contrast, it does for the compliance with
a number of micro-level EU-directives imple-
menting an internal financial market with the
freedom of establishment for banks. In principle,
the Member States implement these directives,
with the Commission supervising adequate imple-
mentation. In one of its first strategic actions, in
the fall of 2008, the European Commission
acknowledged the inadequacy of the system and
commissioned a report on the future of European
financial regulation and supervisions, from a
group headed by Jacques de Larosière.

4. Concerning public debt crises or the insolvency of
Euro Member States, the EU Treaty does not men-
tion them expressly. But it does accept the possi-
bility, by explicitly forbidding the bail-out of sov-
ereign debtors in the euro zone by Member States
and central banks.

5. For aiding or rescuing distressed banks, on the
other hand, the respective home country gov-
ernments were (and still are) responsible, fol-
lowing different national legislation. EU rules
only set up a framework, controlling for com-
pliance with EU competition and state aid
rules. The ECB did its part with drastically low-
ered interest rates and quantitative monetary
easing. A minimal set of common criteria was
set up by the Council decisions of October
2008.

6. Finally, the stimulation of national economies
by fiscal policy remains in full national compe-
tence, with the Treaty only setting minimal lim-
its to this autonomy with a demand for non-
binding participation in a loose co-ordination
effort.2 In the fall of 2008, the Council could
only establish a minimum of additional rules,
with a short list of criteria to respect. One EU
actor, the European Investment Bank, exists for
EU sponsored investment credit. In contrast,
the instruments of monetary policy stimulation
are fully ‘europeanised’, concentrated in the
European Central Bank. The ECB could and
did act early on with lowering interest rates and
with expanding its refinancing operations,
according to its assessment of the situation, and
its perceived obligations and competences under
the Treaty.

1 This version remained valid until 30 November 2009. From 
1 December it was replaced by the version of Lisbon (the former
constitutional treaty for the EU). Since that date EU competences
conform to the Lisbon Treaty.

2 This is organised around a commonly decided set of ‘broad guide-
lines of the economic policies of the Member States and of the
Union’ according to Art. 99 TEC (Article 121 Lisbon Treaty
TFEU).
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Second phase of reactions to the crisis by 
Member States and the EU 

In the second phase of the reactions to the crisis three
types of strategies may be distinguished oriented
either towards a preservation of the existing integra-
tion level, towards an adaptation of rules and institu-
tions in the sense of making them more effective, or
towards the creation of new rules and institutions to
extend the scope of EU integration over not yet cov-
ered financial policy aspects.

1. Concerning monetary policy in the euro area, the
ECB’s status was preserved and confirmed and
its instruments and their scope further devel-
oped.

2. For the control of competition and state aid,
directed by the Commission’s DG Competition,
the powerful status of the latter has been con-
firmed as well. Even so, important qualifications
for its role in this crisis had already been demand-
ed by the Council in October 2008. The
Commission quickly implemented them. As a con-
sequence, the DG Competition has had to take a
broader approach to its cases, and take issues of
financial stability and Member States’ economic
situations and interests more explicitly into con-
sideration.3 

3. Supervision of banks at EU level is substantially
strengthened, together with the role of the
European Central Bank and the Commission.
Both play an important part in the construction of
the innovative institutions ESRB and ESA, estab-
lished for a first-ever EU level supervision at the
macro-level, and for a more effective supervision
at the micro-level of banks and other financial
market actors.

4. The first-time threat of sovereign default of an

euro Member State (€-MS) has provoked the

biggest advance of all, towards the uncharted

waters of binding fiscal policy intervention vis-

à-vis over-indebted eurozone members, flanked

by the introduction of a gigantic bailout mech-

anism financed by the EU, its Member States

and the IMF. The Greek and Irish bail-outs 

are the first life-size experiments for this new

structure. As yet, these innovations are con-

ceived only as 3-year emergency regimes for

resolving the affected eurozone members’ pub-

lic debt crises, to be supplemented by a more

robust framework for (sovereign debt) crisis res-

olution, attached to the existing but re-enforced

Stability and Growth Pact (SGP). They may

well permanently re-structure the whole set of

rules and institutions governing the fiscal poli-

cy co-ordination between eurozone members.

By the end of 2010 the first drafts for a change

in the SGP and a crisis resolution were on the

13 10 2008 – State aid: Commission gives guidance 

to Member States on measures for banks in crisis

(state guarantees), IP/08/1495 

08 12 2008 – State aid: Commission adopts gui-

dance on bank recapitalisation in current financial

crisis to boost credit flows to real economy,

IP/08/1901 

25 02 2009 – State aid: Commission provides 

guidance for the treatment of impaired assets in the

EU banking sector, IP/09/322 

23 07 2009 – State aid: Commission presents

guidelines on restructuring aid to banks, IP/09/1180 

In the words of the regulations, which established

these bodies, the main objective of the ESFS shall

be to ensure that the rules applicable to the financial

sector are adequately implemented to preserve

financial stability and to ensure confidence in the

financial system as a whole and sufficient protec-

tion for the customers of financial services. 

The ESFS shall comprise the following:

(a) the European Systemic Risk Board (ESRB), for

the purposes of the tasks as specified in

Regulation (EU) No 1092/2010 and this

Regulation;

(b) the European Supervisory Authority (European

Banking Authority) established by Regulation 

(EU) No 1093/2010 of the European Parlia-

ment and of the Council;

(c) the European Supervisory Authority (Euro-

pean Insurance and Occupational Pensions 

Authority) established by Regulation (EU)

No 1094/2010 of the European Parliament and 

of the Council;

(d) the European Supervisory Authority (European

Securities and Markets Authority) established

by Regulation (EU) No 1095/2010 of the

European Parliament and of the Council;

(e) the Joint Committee of the European

Supervisory Authorities (Joint Committee) for 

the purposes of carrying out the tasks as

specified in Articles 54 to 57 of this Regu-

lation, of Regulation (EU) No 1094/2010 and

of Regulation (EU) No 1095/2010; and 

(f) the competent or supervisory authorities 

in the Member States as specified in the Union

acts referred to in Article 1(2) of this

Regulation, of Regulation (EU) No 1094/2010

and of Regulation (EU) No 1095/2010.

3 For the control of state aid by the Commission vis-à-vis the
Banking Crisis, see Doleys (2010); Gibson-Bolton and Reiss
(2010).
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Council table.4 In the context of this change,
the European Central Bank has assumed a role
as lender and bailer-out of last resort – even
though indirectly– for illiquid €-MS govern-
ments, effectively dumping the no-bailout rule
also on its part.5 Market pressure against over-
indebted governments could be usefully har-
nessed, but would hopefully not be removed by
these new EU-level institutions.

5. The Commission is trying to extend EU competence
in banking legislation, especially by creating an ex-

ante rule book for aiding or rescuing distressed
banks, especially cross-border banks. But in the
best-case scenario, only limited progress is foresee-
able for EU-level procedures or institutions, consist-
ing of further rapprochement and co-ordination of
national legislation and of national banking emer-
gency tools. Integration will advance only in small
steps. Relative to the market break-up in 2008–09,
these steps may well be too small to re-establish the
pre-crisis freedom of movement and establishment
of banks in the single market.6 Its most important
symbol, the ‘single passport’, may not survive. 

6. Finally, the direction of economic policy formally
remains in national competence. Even so, collective-
ly the EU Member States have delivered a very volu-
minous fiscal policy stimulus. And they have divided
it up according to their respective ability, and not
according to their GDP shares, a step of further
increased de-facto intra EU solidarity – as suggested
by the common criteria of the fall of 2008. On 
6 October 2008 the euro group agreed on common
principles for stimuli: they must be timely, temporary
and targeted. The European Commission submitted
its proposals on 26 November 2008. The European
Council, in its session of 11–12 December 2008,
accepted this Commission framework called a
‘European Economic Recovery Plan (EERP)’.
Especially for the activation of the EU’s own bud-
getary and credit facilities, it set binding new quanti-
tative and qualitative objectives. For the vastly more
important national measures of the Member States
(a) it stipulated a fiscal policy response equal to 
1.5 percent of the EU’s GDP in 2009–10, (b) all mea-
sures were to be timely, temporary and targeted, and
(c) the response was to be differentiated in accor-
dance with the availability of fiscal scope.

Concerning the European Investment Bank, there

was a drastic expansion of its credit volume of

almost 60 percent in 2008–09, a volume which may

in large part remain in place after the crisis situa-

tion, and strengthen the EU’s funding power.

In 2010 the wind-down of stimulus measures

moved to the fore, and here the established

Eurosystem Stability and Growth Pact compe-

tences for correcting excessive deficit and debt did

give formal co-ordination powers to the EU-level

institutions and procedures – but as yet no ‘bite’.

Even so, these competences have been utilised

since early spring 2010. Concerning monetary pol-

icy stimulation, competence is concentrated at the

ESCB, i.e. at EU level. The ECB has meanwhile

started to withdraw liquidity as required by the

coming stimulus ‘wind-down’. 

Thus, the degree of European integration or co-oper-

ation, of monetary, financial and economic policy

reactions to the crisis, has remained high overall and

has even clearly advanced in important areas since the

full onset of the crisis. That is the good news. 

Remaining questions

Even so, important question marks remain. Firstly,

concerning policies in the competence of the

European Union already before 2008: here the com-

mon denominator of many of the advances (and even

of the preservation) of the established level of

European co-operation and integration has been that

supranational institutions were bound more closely

into a strategy defined and directed by intergovern-

mental decision-making at the Council level. The spe-

cific rule-sets designed to safeguard the autonomy of

supranational institutions and their specific role in the

execution of the tasks at hand, appear to have been

partly sidelined in this process. 

Secondly, concerning the policies in the competence

of the Member States before 2008: here, important

advances in policy cooperation (or co-ordination) are

being made while trying to avoid all transfers of com-

petences from the national to the Community level

and to conserve the distribution of powers. The

Member States circumvent those institutions and

decision-making methods specific to community type

integration and in the process renounce the advan-

tages it can confer for effectiveness and speed of com-

mon action. Advancing in that manner can, for

instance, entail sidelining the European Commission

4 For the re-enforced SGP, see European Council (2010).
5 Sinn and Carstensen (2010) give a good summary of the bail-out
measures taken by the ECB and of certain modifications of its role
to be envisaged for preventing a perpetuation of this practice.
6 See the very modest advances made between the first communica-
tion of the European Commission on the issue (20 October 2009,
COM(2009) 561/4), and the second one of October 2010 (COM
(2010) 579 final).
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or limiting it to a secretarial role, or having to find

original new ways of having Member States co-oper-

ate to reach a given common objective.

This experience could be a singular one, with a quick

return to the institutional and procedural status quo

ante. But current EU policy does not seem to move in

that direction. 

In case the unorthodox co-operation of Community

and intergovernmental methods were to be preserved,

together with the reduction of institutional ‘inhibi-

tions’ on the supranational side, there are two con-

tradictory scenarios to expect: first, this could be

considered a sign of increasing maturity of integra-

tion, and the changes could be considered an impor-

tant step forward with a longer-term pro-integra-

tionist perspective. But the second interpretation

would be that underlying differences in interest con-

tinue to prevent Member States from converging

toward consensus in an un-constrained co-operation

with the supranational institutions. Even for the most

important issue of all, the enhancement and ‘harden-

ing’ of fiscal policy co-ordination under the Stability

and Growth Pact, the two sides would remain unable

to find a consensual and effective solution. Then, the

devaluation of rules, criteria and status in the system

could lead to a serious longer-term impairment of

integration.

In another interpretation, the intergovernmental solu-

tions pre-empt crucially important fields of function-

al co-operation that are eminently suitable for further

integration by competence transfer to the EU. In a

pessimistic and static vision they thus close them to

further ‘europeanisation’; in a more dynamic view, it

would at least take additional time before Member

States would come around to switching a given coor-

dination scheme from the intergovernmental to the

Community approach. 

The EU’s actors in crisis policy

The principal actors involved in EU reactions to the

crisis include:

• Member States (especially those of the euro area)

assembled in the European Council

• The European Parliament

• The European Commission

• The European Central Bank

• The European Investment Bank.

Summing up the actors’ record in crisis policy at this

point is all the more important as roles and the relative

influence of the actors have changed during the battle

with the crisis. As the crisis is not yet over, these

changes have not yet ended either. In fact, the exten-

sion of the crisis to that of sovereign debt is affecting

actors in different but not less serious manner, and has

caused the creation of new EU institutions in its turn.

The relative distribution of powers between the different

EU institutions and the principles guiding their work,

viz. on the supranational and the intergovernmental lev-

els, has remained formally unchanged. But in fact, new

policy co-ordination became urgently necessary in fields

which had remained under national competence such as

bank rescue and insolvency law, fiscal stimulation and

public borrowing. Here, initiatives and first co-ordina-

tion steps necessitated a strong investment of Member

State initiative at the intergovernmental level.

This gave a larger share of the EU-level policy initiative

and policy direction to the European Council, and to the

Council of the EU. Insofar as these new policies were

specific to the euro area – as for instance the protracted

debates about saving the ability of insolvency-threatened

eurozone members to service their public debt –, a strong

incentive arose to treat them only in a euro group for-

mation of the European Council. Thus not only did the

crisis strengthen the weight of the European Council in

EU policy making. It also gave rise, more and more rou-

tinely since the fall of 2008, to a limited euro-formation

of the European Council, the constitution of which had

always been opposed before, by many governments such

as the German one.

Given this change of actors’ relative influence, which is

largely due to the relative weight of intergovernmental

and of community type policies in the EU’s handling of

the crisis, the push for a larger or a smaller role for com-

munity type policies is also a push to increase, or to

reduce the supranational institutions’ and especially the

Commission’s weight in this crucial domain. But the

issue must not only be judged in terms of effectiveness

and institutional merit. It is also an issue of basic orien-

tation for the EU’s future integration logic.

Fiscal and economic governance within the 
Monetary Union

This combination of institutional jostling, effective-

ness considerations and basic structural choices is

nowhere more evident than in the EU’s search for the
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best way to reform the EU Member States’ fiscal and

economic governance within the EMU. 

Judging by the decisions of 2010 and early 2011, a few

preliminary conclusions may be drawn on the out-

comes:

1. As to the forum for formulating the proposals, the

Member States assumed control by creating the

Van Rompuy task force composed mainly of

national ministers of finance, with the

Commission and the ECB only entitled to ‘inputs’,

alongside the Member States. Even among the

members of this limited group there has been a

massive difference of influence to the advantage of

certain large Member States (France and

Germany).

2. As to the respective roles of the actors, clear dif-

ferences would result depending on the weight of

two mechanisms:

(a) Enhancing the Stability and Growth Pact

(SGP): on the one hand, the governments assem-

bled in the Councils and especially the European

Council (full and euro group members) have fur-

ther strengthened their innovative role even in the

EMU domain, vis-à-vis Commission and ECB,

confirming previous developments. This also

showed in the negotiations about the reformed

SGP. On the other hand, in implementing the

reformed SGP (according to the present drafts),

the Commission would gain considerable addition-

al power by making more – and more consequen-

tial – assessments, and recommendations, on the

rule-conformity of Member States’ fiscal policies,

and on sanctioning their non-compliance.

(b) Creating an orderly debt restructuring: in case

that the orderly debt restructuring became a cred-

ible instrument of EU’s fiscal-economic gover-

nance, the whole procedure of the sharpened SGP

with its enhanced Commission competences could

lose much of its importance. Governments could

well pay more attention to sovereign bond yields

than to the preventive and the corrective arm of

the SGP. Depending on the relative success of

these two components of new financial and eco-

nomic governance of the euro area, either of the

two might lose importance relative to the other.

The integration advance resulting out of this gov-

ernance reform might indeed take very different

paths in the future.

A short and anticipatory look at the other policy

domains shows the Member States in the driver’s seat

also elsewhere, like in EU-wide innovations in com-

mon economic and financial policy making where it

involves the supranational institutions. The Council

strove to determine the direction and the guidelines of

EU action down to the point of defining the place

which the Commission or the ECB should assume in

it. The letter and the spirit of the Treaty rules defining

the two institutions’ role vis-à-vis the Member States

sometimes took second rank. It is true that in sum this

tended to re-define the division of powers between

EU institutions, in financial and economic policies, to

the advantage of the Council and Member States.

This process had not ended by January 2011.

The most significant evolution has taken place at the

level of the European Council, first for its increasing

measure of leadership, and second concerning the

emergence of a euro group formation of the

European Council. This originally French proposal

has long been successfully opposed by the German

government. The repeated need for high-level emer-

gency decisions at euro group level has finally pre-

vailed over this opposition. Member states have

emerged from the crisis with a stronger role in EMU

than they had before, and this is as true vis-à-vis the

Commission as vis-à-vis the ECB.

The Commission went through a dip in influence

from which it only re-emerged in 2010. The EU itself

having little other direct competence, it had its first

and by far its strongest operational and immediately

effective role in supervising and defending the level

playing field of the Internal Financial Market, by

applying the Union’s existing financial market legisla-

tion, and especially its competition and state-aid poli-

cies. It also must preserve the integrity of these poli-

cies and competences itself. 

But it has also had quick success with new conceptu-

al work for improving financial supervision.

Regarding the other issues it appeared absent from

the debates, returning only from the end of 2009, with

new concepts especially in the field of bank regulation

(resolution regime, CRD, and neighbouring issues like

rating agencies) which have only started to bear fruit

at the end of 2010. 

Given the Member States’ continuing inability to

decide on an EU initiative for an emergency and reso-

lution regime for bank crisis, cooperation on the issue

of emergency legislation for the important field of

banking regulation, the Commission’s state aid con-

trol was not only a ‘negative’ integration measure of
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acquis preservation, but also contributed ‘positively’
to the emergence of a new de facto EU regime for
handling future banking crises. 

The European Parliament became involved once the
innovations took the form of legal proposals, espe-
cially since 2010. New supervision legislation is a case
in point. To date, the Parliament does not appear
affected in its role and power by EU crisis politics.

Finally, the European Central Bank has at once
proved itself an adept operator of its monetary policy
competences, but also a dramatic innovator. It has
gone up to and for many beyond, the limits of what
the EU Treaty permits, assuming the role of the euro
area’s lender of last resort and even of Member
States’ bail-out. These unquestionable advances in the
‘europeanisation’ of euro Member States’ sovereign
risk certainly also constitute advances in European
integration. But they also appear to endanger the
strong institutional and financial position of the
European Central Bank which gives it its dominant
monetary policy role in the first place. At the end of
2010 the ECB has appeared to look for an exit from
its excessive bail-out engagements. 

Here, as for the Commission, a definite assessment of
the changes will only be possible in a few years’ time. 
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GLOBAL ENERGY

CONSUMPTION

JANA LIPPELT AND

MAXIMILIAN SINDRAM*

In recent years, primary energy consumption in the
world constantly increased. Since the Second World
War it rose to a current level (2009) of 131 million
gigawatt hours. This trend was only interrupted by a
slight decrease from 1979 to 1982, which was due to
the second oil crisis. In 2008, the worldwide recession
led to another decrease, particularly observed in the
United States (– 5.0 percent), the European Union
(– 5.6 percent) and Russia (– 6.4 percent). In China,
however, consumption increased by 8.7 percent.
Generally, a decline by 1.1 percent was noticed
throughout the world. This article gives a short
overview of the primary and final energy consump-
tion and the related global connections.

First, it is necessary to differentiate between primary
and final energy. Primary energy describes the energy
stored in fossil energy sources like oil, coal and gas. In
addition to that there is energy from uranium and bio-
mass as well as energy from physical processes driven
by solar radiation, wind and hydraulic power. In con-
trast, final energy is energy actually available to the
final consumer. The flow from energy production to
its consumption is displayed by energy balances that
show the quantity, transformation and consumption
of energy in a country or economic area are shown
during a certain period (see AG Energiebilanzen
2010). They provide information about both the
amount and structure of energy consumption, the
share of imported and exported energy as well as con-
sumption patterns and conversion losses. They also
constitute the basis for determining CO2 emissions.
Generally, energy balances are a prerequisite for eco-
nomic and energy policy decisions and forecasts. 

The global primary energy consumption per capita is
shown in the first map of Figure 1. It reflects the con-

sumer demand for energy, which depends on a coun-

try’s stage of development and the energy awareness

of the people. Among the countries with the highest

energy consumption per capita are the countries of

the Arab Peninsula, Scandinavian countries and

industrialized countries such as the United States,

Canada or Australia. China only is in the middle of

the per capita consumption since large parts of the

country are not industrialized, while its total energy

consumption is in second place worldwide, after the

United States. The map below shows the share of final

energy consumption in primary energy supply, which

varies globally from 100 percent to 40 percent, with

Luxembourg on the top. Germany is highly-ranked

with a share of 70 percent, whereas Qatar, compared

to high final energy consumption per capita, has a rel-

atively small share of final demand (IEA 2010).

Rising final energy consumption per capita leads to a

declining share of consumed final energy in primary

energy. This is especially apparent in countries that

export most of their primary energy such as Qatar,

United Arab Emirates and Kuwait. 

High energy consumption per capita does not neces-

sarily mean that a country consumes much of the

energy resources. Iceland, for example, possesses a

sufficient amount of energy from hot springs and

water power, so that only 30 percent of its primary

energy needs to be imported from fossil fuels.

Consequently, energy costs are very low compared to

world standards. This provides incentives to shift

energy-intensive processing of raw materials to

Iceland. As a result, the primary energy consumption

(and thus the statistical per capita consumption) is

high without Icelandic consumers being responsible

for this.

In order to limit the consumption of energy, many

countries already have established different regula-

tions. Since a majority of energy consumption takes

place in buildings (in Germany up to 40 percent),

regulations are often introduced in this sector. In

Germany, the Energy Conservation Act was passed

in 2002, requiring minimum technical standards for

old and new buildings. This new method of deter-

mining thresholds of energy consumption affects* Ifo Institute for Economic Research.
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existing buildings as well as new buildings. Rather
than defining a maximum annual heating demand
and minimum thermal insulation for plant-specific
heat protection, the new rules relate to the annual
primary energy demand. Besides the heating demand
this measure also includes the amount of energy
used for heating water. Regulations also concern the
energy consumption of cars and the energy efficien-
cy of the industrial sector. In 2009, a new system of
a combined CO2 and cubic capacity related taxation
of cars was enacted in Germany. In addition to the
capacity and the type of engine, the tax rate is
defined by the amount of CO2 emissions (Umwelt-
bundesamt 2009).

The United States held the top position of worldwide
total energy consumption in 2008 with a share of
20 percent and had thereby overtaken China (BP
2010). Interestingly, 25 percent of the world’s popula-
tion, mainly located on the northern hemisphere, uses
75 percent of the available primary energy (Katalyse-
Institut 2011). Against the background of rising glob-
al energy demand, it is essential to further discuss
approaches for the regulation, conservation and dis-
tribution of energy consumption on a regional as well
as global scale. 
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The annual growth rate of M3 decreased to 1.7% in December 2010, com-
pared to 2.1% in November. The three-month average of the annual growth
rate of M3 over the period from October to December 2010 rose to 1.6%,
from 1.4% in the period from September to November 2010.

Between April and November 2009 the monetary conditions index
remained rather stable after its rapid growth that had started in mid-2008.
The index started to grow again since December 2009, signalling greater
monetary easing and reached its peak in June 2010. In particular, this has
been the result of decreasing real short-term interest rates. However, the
index started to decline again since June 2010. 

In the three-month period from November 2010 to January 2011 short-
term interest rates decreased. The three-month EURIBOR rate declined
slightly from an average 1.04% in November 2010 to 1.02% in January
2011. Yet the ten-year bond yields increased from 3.73% in November 2010
to 3.94% in January 2011. In the same period of time the yield spread
increased from 2.69% (November 2010) to 2.92% (January 2011).

The German stock index DAX grew in January 2011, averaging
7,077 points compared to 6,914 points in December 2010. The Euro
STOXX also increased from 2,826 in December 2010 to 2,901 in January
2011. The Dow Jones International grew as well, averaging 11,802 points
in January 2011 compared to 11,465 points in December 2010.
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According to the first Eurostat estimates, GDP increased by 0.3% in the
euro area (EU16) and by 0.2% in the EU27 during the fourth quarter of
2010, compared to the previous quarter. In the third quarter of 2010 the
growth rates were 0.3% in the euro area and 0.5% in the EU27. Compared
to the fourth quarter of 2009, i.e. year over year, seasonally adjusted GDP
increased by 2.0% in the euro area and by 2.1% in the EU27.

After pausing in January 2011, the Economic Sentiment Indicator (ESI)
resumed its upward trend in February in both the EU27 and the euro area
(EU16). The indicator increased by 1.4 points in the EU27 and by 1 point
in the euro area, to 107.2 and 107.8 respectively. In both the EU27 and the
euro area the ESI stands above its long-term average.
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following questions: financial and general economic situation (over the next
12 months), unemployment expectations (over the next 12 months) and savings (over
the next 12 months). Seasonally adjusted data.

In February 2011, the industrial confidence indicator improved by
1.1 points in the EU27 and by 0.4 points in the euro area (EU16). On the
other hand, the consumer confidence indicator increased more strongly by
1.2 points in the euro area, while it remained rather stable in the EU27.
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(left-hand scale)
Assessment of order books

(right-hand scale)
Capacity utilisation

Managers’ assessment of order books improved from – 5.4 in January 2011
to – 2.9 in February 2011. In November 2010 the indicator had reached 
– 12.5. Capacity utilisation increased to 79.7 in the first quarter of 2011,
from 78.3 in the previous quarter.
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The exchange rate of the euro against the US dollar averaged 1.34 $/€ in
January 2011, a decrease from 1.39 $/€ in October 2010. (In September
2010 the rate had amounted to 1.31 $/€.)

The Ifo indicator of the economic climate in the euro area (EU16) has risen
clearly in the first quarter of 2011, surpassing its long-term average for the
first time since the end of 2007. Especially the current economic situation,
but also the expectations for the coming six months have been assessed
more favourably than in the fourth quarter of 2010. These results indicate
that the economic upswing will continue in the coming half year for the
euro area on the whole.
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Source: Eurostat. 

Euro area (EU16) unemployment (seasonally adjusted) amounted to 10.0%
in December 2010, unchanged compared to November. It was 9.9% in
December 2009. EU27 unemployment stood at 9.6% in December 2010,
also unchanged compared to November. The rate was 9.5% in December
2009. In December 2010 the lowest rate was registered in the Netherlands
(4.3%), Luxembourg (4.9%) and Austria (5.0%), while the unemployment
rate was highest in Spain (20.2%) and Latvia and Lithuania (both 18.3% in
the third quarter of 2010).
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Source: Eurostat. 

Euro area annual inflation (HICP) was 2.2% in December 2010, compared
to 1.9% in November. A year earlier the rate had amounted to 0.9%. The
EU27 annual inflation rate reached 2.6% in December 2010, up from 2.3%
in November. A year earlier the rate had been 1.5%. An EU-wide HICP
comparison shows that in December 2010 the lowest annual rates were
observed in Slovakia (1.3%), the Netherlands (1.8%), Germany and
Cyprus (both 1.9%), and the highest rates in Romania (7.9%), Estonia
(5.4%) and Greece (5.2%). Year-on-year EU16 core inflation (excluding
energy and unprocessed foods) rose to 1.13% in December 2010 from
1.10% in October.
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