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Introduction

The international financial crisis of 2008 destroyed banks, companies, and jobs
across the world. It also undermined the developing world’s faith in Western
leadership, in Western models of capitalism, in Western models of progress, even
in what economists once called the Washington Consensus on macroeconomics.

In the subsequent vacuum, many began looking for an alternative.

Some have turned to the ‘Chinese model'—the ‘Beijing consensus'—for
inspiration, and no wonder. China has grown with phenomenal speed over the
past 20 years. Thanks to this growth, some 600 million people have escaped
from poverty. At the same time China’s size and military prowess have given
it an outsized strategic and diplomatic significance. The ‘rise of China’ is
now an inescapable cliché of international political debate, so much so that
some believe Chinese-style authoritarianism is a desirable, even a necessary

component of economic growth.

But China is not the only developing country which has achieved high levels

of growth in the past two decades, and its model is certainly not necessary or
even desirable in many parts of the world. Though they do not attract the same
kind of attention as China, there are now several large, successful emerging
democracies in the developing world, all of which have achieved rapid growth, at
least for some periods, without Chinese-style authoritarianism. These include
Turkey, Mexico, and Indonesia, as well as the three primary subjects of this series
of country papers: India, Brazil and South Africa. Through the exploration of the
history, the economics and the politics of these three countries, this series seeks
to establish the elements of another possible road to growth and development:

the democracy ‘model,’ or perhaps the ‘democracy consensus.’

This report focuses on Brazil, asking what lessons Brazil's experience provides for
other countries which want to promote inclusive growth as well as democracy.
It is based on four specially commissioned research papers and draws on insights
that emerged from a workshop discussion held in Rio de Janeiro on May 20,

2013, attended by Brazilian economists, political scientists and journalists.'
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The report starts with the history of Brazilian democracy, and a discussion of the
strengths and weaknesses of the current system. It then explores in detail how
Brazil's democratic institutions (political pacts, elections, parliament, courts, and
civil society) have affected the country’s attempts to promote growth, reduce
poverty, stimulate innovation and keep corruption in check. The final section
focuses on the institutional reforms and policies that should be implemented
to consolidate recent achievements, and which would allow the country to
strengthen the economy, reduce poverty and entrench the political freedoms

which have been established in recent decades.
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'The Story of

Brazil’s Democracy

THE EMERGENCE OF DEMOCRACY IN BRAZIL

Brazil has a long history of democracy, interrupted with
periods of authoritarianism.” In 1964, after a period of political
unrest, the country came under a military regime that lasted
for twenty years. Transition back to democracy began in the
late 1970s, when the military initiated a gradual process of
political liberalisation.

This transition was gradual and relatively stable. The
Brazilian military regime, alone among its counterparts in
Latin America, created its own political party, and began to
compete in semi-free elections. Aided by electoral laws that
enabled it to appoint one-third of the senators, the pro-
military party maintained a majority in the Senate until 1985.
During this period the use of torture was gradually curbed.
Habeas corpus was restored in 1978. In 1979 a general
amnesty took effect and new parties were allowed to form,
and in 1982 direct elections for state governorships took place
for the first time in nearly two decades. Opposition parties
gradually grew stronger but for a long time did not appear to
threaten the incumbent regime.3

An economic downturn and the political ineptitude of the
pro-military regime finally produced a breakthrough to real
civilian government in 1984, when an opposition ‘campaign
for direct elections’ produced the largest mobilisation of
Brazilians the country had ever experienced. This pressure
from below eventually led to the indirect election of the
opposition leader Tancredo Neves to the presidency. He
fell ill and was replaced by José Sarney, a regional boss and
politician who was the civilian vice-president of the last
military government.4 Although the politics of this period

DEMOCRACY WORKS
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were often convoluted, the gradualness of the liberalisation
process may be responsible for the stability of democracy in
Brazil today.

INFLATION AND POLITICS

The transition to democracy took place under extremely
adverse economic conditions. Throughout the 1980s Brazil
had triple-digit annual inflation and in the early 1990s,
inflation spiralled completely out of control. Public pressure,
channelled through new democratic institutions, put pressure
on politicians to control inflation and restore economic
growth. In February 1986, President Sarney attempted to halt
inflation by introducing both a new currency, the cruzado, and
a wage-price freeze. Despite some initial success the ‘Cruzado
Plan’ ultimately failed because it left the underlying causes of
inflation untouched.” Sarney’s popularity declined sharply.

In 1988 a new constitution was enacted, with strong emphasis
on political and social rights, creating large entitlements and
the transfer of resources to states and municipalities. At first,
these costs were covered by inflation, implying large transfers
of income from the poor and wage earners to the public sector,
and, later, as inflation came under control, led to a large
increase in the country’s tax burden.

Inflation was controlled at last in 1994 and Fernando
Henrique Cardoso, the politician responsible, was rewarded
with enormous popular support. As finance minister in the
government of Itamar Franco, Cardoso designed the ‘Real
Plan’ which promoted fiscal restraint, tight monetary policy
and the encouragement of foreign investment. As a result of
this policy change, inflation plunged from 5,200 percent to
nearly zero. Cardoso was elected president with 54 percent
of the popular vote. Throughout his presidency, Cardoso
continued to control inflation while preparing Brazil for
integration into the world economy.

Cardoso’s plan used the exchange rate as an anchor for
stabilising prices. A strengthened currency (initially created
by pegging the real to the dollar) produced cheaper imports,
which dampened inflation and forced domestic producers
to lower their prices and become more competitive. To
combat the subsequent current-account deficit Cardoso
sought to attract foreign capital inflows by keeping interest
rates attractively high while promoting movements towards
balanced public accounts to mitigate his strategy’s impact
on internal debt. He consequently fought hard to reduce

)
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government deficits by reforming social security, the civil
service, and the tax system. In addition, Cardoso promoted
the privatisation of state-owned companies and sought to
eliminate deficit spending at all levels of government.

LULA AND ROUSSEFF

In 2002 Luiz Inacio Lula da Silva, the leader of the Workers’
Party (PT), won the presidential election. He had tried and failed
to win the presidency in three previous elections. The success of
his fourth attempt can largely be attributed to a combination
of three factors: his popular appeal as a working-class person
and union leader who opposed the military regime; the
unfavourable scenario that had stalled the Brazilian economy
since 1999 and eroded the support of the government’s party;
and the skilful way in which he assured the business sector
that he would maintain the macroeconomic arrangements
put in place by the Cardoso government. He chose a wealthy
businessman, José Alencar Gomes da Silva, as his running mate.’

The first challenge Lula faced as president was, predictably, the
spectre of inflation. Before Lula even took up his presidency,
a sharp depreciation of the Brazilian currency and a spike in
inflation led the Central Bank governor, Arminio Fraga, to
enter into an agreement with the International Monetary Fund
(IMF). The governor called upon all presidential candidates
to support the agreement. Lula replied with an open letter
in which he pledged to uphold currency stability and fiscal
austerity. When he took the reins Lula invited Henrique
Meirelles, a top executive at the FleetBoston Corporation, to
run the Central Bank, promoted high interest rates, and did
not reverse the privatisation of public companies. In 2003, his
primary-budget surplus totalled 4.3 percent of GDP.

With economic stability and the world’s commodity boom,
the Brazilian economy started to grow again in 2005, allowing
the government to engineer repeated wage and pension
hikes while also channelling modest social spending towards
Brazil's poorest families through the Bolsa Familia (Family
Stipend) programme, which granted monthly cash payments
to poor households with children of school-going age. In 2006
Lula was re-elected, and by then it was clear that his voting
base had shifted from his traditional stronghold in the urban
industrial South and Southeast regions to the impoverished
municipalities in the North and Northeast, where Bolsa
Familia benefitted a large share of households.”

DEMOCRACY WORKS | 5
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Brazil's next president, Dilma Rousseff, attained office on the back of endorsements
she received from Lula, and because she promised to protect and extend the legacies
of Lula’s presidency. In the run-up to the 2010 elections Lula endorsed Rousseff as
his “incarnation” in female form, while Rousseff herself promised that if elected she
would be “a mother for our people,” putting the needier and more fragile first.®

The booming export sector and the redistributive policies helped to lift millions
of Brazilians out of extreme poverty, helping to ensure the continued dominance
of the PT. However, the government was unable to mobilise sufficient investment
in infrastructure and could not make the Brazilian economy more competitive
beyond the commodities sector. The world-wide economic slowdown hit Brazil
hard in 2008, when the economy shrank by 0.2 percent, and again in 2012, when it
remained at 0.9 percent growth. Now, inflation and budget deficits are once again
creating a major challenge for Brazil’s leaders. Generous government spending
on pensions or minimum wages, for example, no longer appears to be an option.
Under increasing pressure from protestors, the president who is elected in 2014
will have to ensure the higher and more inclusive growth that Brazil needs to
survive as a stable democracy.
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Growth and Democracy

Brazil's economic trajectory since the start of the twentieth
century has been highly uneven, with periods of strong
growth followed by severe economic crises. While growth
levels have not been directly linked to the type of political
regime in operation, economic crises have often produced
social instability, which has itself produced major political
changes. Figure 1 (see p8) illustrates the trajectory of Brazilian
economic growth from 1902 onwards, as well as indicating the
alternations between democracy and dictatorship.

Table 1 shows that after the Second World War, Brazil achieved
spectacular annual growth rates of over seven percent on
average. These economic improvements were, however,
accompanied by rapid population growth, so that per capita
GDP expanded at a more moderate rate of just over four
percent per year.9

TABLE1™
YEAR GDP GDP PER CAPITA
1951-1980 71% 4.3%
1981-1994 1.9% -01%
1995-2004 2.6% 1.0%
2005-2010 4.2% 31%

In 1981-2003, GDP growth became both lower and more
irregular, with GDP per capita expanding at a modest 0.7
percent annually. Starting in the mid-2000s, GDP growth
accelerated again, reaching an average of 4.2 percent, with
per capita growth at a healthy three percent per year.11

The economy recovered strongly in 2010, following the
severe downturn sparked by the 2008 global financial crisis.
But since then growth has been anaemic. During the first

DEMOCRACY WORKS | 7
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FIGURE 1: BRAZILIAN ECONOMIC GROWTH FROM 1902
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quarter of 2013 Brazil's economy grew by just 0.6 percent, which suggests an
annual growth rate for 2013 of 2.4 percent.12

These numbers were well short of the recovery analysts had expected. For the
first time in years the country ran a trade deficit, while government debt rose and
inflation edged towards 6.5 percent.13 The importance of controlling inflation in
Brazil once again became evident as rising prices helped to stimulate widespread
protests in 2013 and the Central Bank, with the president’s full support, raised
the base interest rate from 7.5 percent to eight percent, making Brazil the only
big economy to tighten monetary policy at a time when the global economy was
faltering."* By the end of 2013, interest rates were running at ten percent, and the
signs were that additional increases were imminent.

THE FACTORS BEHIND BRAZIL'S GROWTH PERFORMANCE

An assessment of the main contributors to Brazil's post-war growth performance
can best be broken down into the following four periods:

1. The golden age of high and relatively stable growth that started in the 1950s
and ended in 1980;

2. The high inflation period that began with the 1981 foreign debt crisis and ended
with the launch of the Real Plan in 1994;

3. The period of post-price stabilisation and market-friendly reforms from 1995 to
2004; and

4. The most recent boom that began in 2005 and has now run out of steam.”

8 | DEMOCRACY WORKS



LEGATUM"
INSTITUTE

Both rising employment and a substantial increase in productivity contributed to
the high growth rates from 1951-1980. The millions of rural people who entered
the labour market in cities in this period contributed greatly to this process too.
By contrast, improvements to health and education were not significant enough to
contribute to this expansion, which came to an end in 1980."

The growth slowdown between 1981-1994 resulted mostly from a decline in
labour productivity, which was itself caused by high inflation and excessive
regulation. In the reform period after 1994, rises in employment remained the
main source of output growth. A noteworthy trend during this period was the
significant slowdown in population growth, which allowed per capita GDP to grow
more than labour productivity.17

This period was one of stabilisation rather than dramatic improvements in
incomes. Nevertheless, empirical studies show that privatisation greatly improved
productivity at former state-owned enterprises, and there is also evidence
that trade liberalisation pushed firms to modernise and to improve managerial
practices. Much greater inflows of foreign investment probably had a similar effect.
As prices stabilised, firms shifted their focus from cash management to greater
operational and sales efficiency‘18

In 2005, Brazil's fiscal, monetary, and public credit policies became more
expansionist, which led to a boom in domestic demand. Between 2006 and 2010,
domestic demand grew on average 5.6 percent annually. This strong expansion
stemmed from higher public spending and a virtuous cycle linking monetary,
product, and labour markets. Looser monetary policy, a substantial increase in
lending by public banks, as well as institutional changes and a large influx of foreign
capital led to a major expansion in credit, notably to consumers. From 2003 to 2017,
total loans expanded at an average 15.6 percent above inflation, while credit to
consumers grew 21.8 percent per annum, i.e. four times the growth in the payroll.
This, in turn, led to an expansion in investment and hiring. Lower unemployment
and rising real wages brought loan delinquency rates down and encouraged banks to
lower interest rates and extend the periods in which loans had to be paid back.”

Fears surrounding the ascendency of Lula da Silva and the PT to power did lead to
a major devaluation of the currency in 2002. As a result, once inflation pressures
stemming from the weak real were controlled, Brazil was left with a very competitive
exchange rate, and the currency had room to appreciate. From 2003 to 2011 the real
gained 50 percent in value, controlling for inflation, against a basket of currencies of
Brazil's main export markets.”’

Rising export prices were the other, very important, stimuli behind Brazil's boom.
Starting in late 2002, export prices started to rise rapidly (commodities and food),
more than doubling in US dollar terms over the following decade. As a result the terms
of trade improved dramatically, rising 35 percent above their 2005 levels in 20117
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HOW HAS DEMOCRACY AFFECTED GROWTH?

Government intervention designed to protect selected economic sectors and to
provide specific benefits has historically been widely supported in Brazil, and is seen
as a legitimate means of promoting economic development. Over time, several
public agencies have been created to stimulate private investment and to co-
ordinate economic decisions. Consequently, government and public agencies have
come to play an important role in regulating private activities in Brazil.

While democracy has not eradicated this tradition of government intervention and
rent seeking, democratic politics have affected its extent and its shape. Under the
dictatorship, government regulations helped to ensure that the majority of economic
opportunities were available only to powerful interest groups. Under democracy,
state resources have been disseminated more widely, and are often used to build
support for political decisions.

But private demands for the state’s resources frequently exceed the state’s capacity
to deliver. Examples include the universal, free healthcare system established by the
1988 Constitution, and the assumption that all higher education should be provided
for free by public-supported, research-intensive universities. When this happens, the
result is either inflation, tax increases or attempts to reform the system, reducing
state obligations and allowing the private sector greater leeway.

The pattern of reform in this regard has largely been one of ‘two steps forward
and one step back’ for a considerable period of time. In the 1960s, high inflation,
low growth, and an external crisis under a fixed exchange rate regime combined
with political instability led to the overthrow of the civilian government and the
establishment of a military regime that would last until 1984. In its first years, the
military government introduced fairly extensive reforms, including government
spending controls, the creation of the Central Bank, regulation of capital markets,
and the introduction of several credit instruments. In response to these reforms,
growth rebounded during the late 1960s, averaging seven percent annually although
income inequality remained high and rose even further in the 1980s, because

of inflation, while the provision of standard public services such as health and
education remained poor.

The economic achievements of the 1970s, plus the availability of cheap international
credit, led the government to embark on an ambitious nationalist project of
economic and military self-sufficiency. Key policies included import substitution,
with particular support for sectors such as the naval industry, and those which
produced capital goods and goods for export, as well as infrastructure, managed
mostly through the National Development Bank (BNDES); and the nuclear
agreement with Germany, which was supposed to provide Brazil with the ability to
produce enriched uranium. With increasingly expansionary fiscal policies, inflation
accelerated and the current-account deficit rose.” Rather than promoting fiscal
consolidation to deal with spiralling inflation, the government strengthened
economic indexation. By the 1980s, inflation spiralled out of control, and this,
combined with the sudden increase in international interest rates and the 1980s
world recession, led the ambitious growth model of the military to collapse.23
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As spiralling inflation was harming growth and increasing income inequality, the
focus of the early democratic years was on price stabilisation as well as liberalising
reforms. Although this process took the best part of a decade, from 1994 to 2001,
important reforms—including the dismantling of some sector-specific protections
and benefits—were eventually effective. The 2002 economic crisis, which occurred
during Lula’s first administration, was handled with orthodox economic policy,
including a focus on macroeconomic stability and additional market-oriented
reforms in the credit and capital markets.”* This process of reform has improved
market efficiency in Brazil, while related microeconomic reform has helped to
formalise the economy, improving firm access to capital markets and reducing
income inequality. Over the longer term, these various reforms have resulted in
increased investment, rising productivity, and falling income inequality, as illustrated
in Figure 2.

FIGURE 2: INCOME DISTRIBUTION AND GROWTH

SOURCE: M DE BARROS LISBOA AND Z LATIF, ‘'DEMOCRACY AND GROWTH IN BRAZIL", PAPER
PREPARED FOR DEMOCRACY CONSENSUS WORKSHOP, RIO DE JANEIRO, MAY 2013
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Despite the success achieved by these moves to deregulate the economy, Lula

in his second administration gradually began to move back towards old patterns
of ‘national developmentalism'.sthis trend gathered strength after 2008, when
the state responded to the global crisis with increasing government intervention
and the resuscitation of old rent-seeking mechanisms, which the government
believed would help Brazil recover from recession. Market distortions, such as tax
incentives and protections for selected sectors and a growing range of interest
groups, were reintroduced. The results have not been positive. Productivity growth
and economic growth have both fallen, and the macroeconomic environment has
again become volatile. In this challenging economic environment, government
agencies are struggling to attain acceptable levels of public service delivery.26 The
lack of resources, combined with the inability of public agencies to manage the
investments required for the economy to grow, led the Rousseff government to
invite the private sector to bid for partnerships in road construction, oil production
and the administration of ports and airports, in spite of the PT’s traditional
prejudices against privatisation.

Democracy has, therefore, had a dual effect on Brazil’s gradual move away from a
state-dominated economy to a private-sector driven economy. On the one hand,
a democratic system has reduced elites’ exclusive access to state resources, while
keeping inflation down and maintaining macroeconomic stability. On the other
hand, when growth has been high enough to allow it, democratic governments
have used their public resources to secure the votes of poorer Brazilians, as well
as the support of powerful private groups that benefited from privileged access to
government contracts and subsidised credit. Social programmes have had some
positive benefits, as a subsequent section of this paper will argue. But the temptation
to extend these programmes beyond budget limitations is strong under democracy,
and therefore introduces an added element of instability.

A particularly important outcome of democracy has been the rise in public spending on
education, increasing from around 2.7 percent of GDP in 1985, to 5.7 percent in 2009.”
Although education is now recognised as the single most important explanation for
Brazilian inequality during the 1970s, it was largely neglected because Brazil's leaders
and intellectuals, focused on industrialisation, failed to appreciate that large numbers
of highly skilled people were important for economic growth. A small amount of
money was invested in universities and research and development (R&D), but overall
government spending on education was low compared to other developing countries.
The new focus on education that emerged in the 1990s is not only an important means
of closing the inequality gap, but, hopefully, can have a significant impact on increasing
the country’s productivity, depending on whether Brazil is able to improve the quality
of, and better manage, public education.
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Democracy and
Poverty Reduction

Poverty and income inequality in Brazil have their roots in
the slave economy that lasted until 1889. The first policies
of social security were introduced in the 1930s, but limited
only to civil servants and those in formal employment in
the countries’ main cities. As urbanisation increased, social
security was gradually extended to other sectors of society.
A fund for assistance to rural workers was introduced in 1963,
and in 1966 a unified National Institute of Social Security
was established, bringing together a myriad of institutes
that existed for the different sectors of the economy. As the
economy modernised and most of the population moved from
the impoverished countryside to the expanding urban centres,
it was easier to get access to better jobs and public services,
including free schooling and healthcare. Urban migration
and the demographic expansion of the 1960s and 1970s led
to overcrowding, with the creation of large, irregular urban
settlements (favelas). Today, 85 percent of the population is
urban and fertility rates have fallen dramatically in all social
strata. The average rate is now 1.9. Democratisation allowed
for the urban and rural poor to get organised and demand
better support and living conditions, and politicians realised
that they had to respond to these demands if they wanted

to attract votes. However, most of the reductions in poverty
and income inequality that took place after 1990 are due

to broad processes of economic growth and demographic
changes, rather than to specific anti-poverty policies. Brazil
has no official poverty line, but IPEA, a government think tank,
estimated that, according to its criteria, in 2012, Brazil had
6.5 million persons living in extreme poverty and between
15.7 million in poverty, compared with 19.1 and 44 million
respectively in 1992.%

DEMOCRACY WORKS | 13
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As illustrated by Figure 3 the first major drop in poverty occurred in 1994, when
inflation was curtailed by the ‘Real Plan’” Inequality also began to fall at this point.
Once inflation had been curtailed, efforts were made to boost economic growth
and reorganise the public sector. This period of economic and political stability
allowed for the implementation of long-term macroeconomic policies, such as
some privatisation and strict fiscal constraints on state and local government. Policy
improvements were also made in education access, health and other social sectors.

FIGURE 3: POVERTY LEVELS IN BRAZIL, 1992-2011
SOURCE: THE BRAZILIAN INSTITUTE FOR GEOGRAPHY AND STATISTICS, NATIONAL
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Lula was elected in 2002 promising to end poverty altogether. The first anti-poverty
programme, ‘Hunger Zero’, was ill-conceived, and was later replaced by Bolsa
Familia, a conditional cash transfer programme which became the government'’s
flagship.30 As the economy started to recover, and after the programme was
introduced in 2003, poverty levels started to decline and inequality fell, with the Gini
index reaching 0.53—lower than South Africa, though still high by global standards.”

Other social indicators have been improving regularly since at least the early 1990s,
such as infant mortality, life expectancy and access to education, services and
consumer goods. Av