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Chapter 2

Dividing the pie:
Income distribution, social policies
and the new middle class

Brazil has made remarkable progress in reducing poverty and inequality. This
reduction is explained by strong growth but also by effective social policies. Besides
growth, public services and cash transfers have played the biggest role, the latter
notably through the successful “Bolsa Familia” programme. Among public services,
improved access to education has played a major role, allowing more Brazilians to
move into better-paid jobs. However, shortages in physical school infrastructure are
limiting the hours of instruction that students receive. The high drop-out rate needs
to be reduced through early interventions such as expanding early-childhood
education, by reducing grade-repetition and through more tailored support for those
at risk. The quality of teaching could also be raised through more in-service teacher
training and stronger performance incentives for teachers. Performance of public
services devoted to health and transports has been mixed. Public health services are
widely available but suffer from underfunding and training places for medical staff
need to be expanded. The public urban transport system suffers from a shortage of
investment which is urgently needed to upgrade capacity. Regarding cash transfers,
the success of “Bolsa Familia” and new programmes put in place under the umbrella
of the “Brasil sem Miseria” programme is remarkable but transfer payments remain
too heavily focused on pension benefits. Giving more priority to “Bolsa Familia” and
“Brasil sem Miseria” while limiting the real growth of pension expenditures in the
future would improve the effectiveness of social expenditures for reducing poverty
and inequality.
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Poverty and inequality have been improving substantially but inequality
remains high

A distinct feature of Brazil’s economic progress since the macroeconomic stabilisation
in the 1990s is its social dimension. Income inequality, which has been relatively high, has
been on a steady downward trend since the late 1990s, as evidenced by the decline of a
common measure of inequality, the Gini coefficient (Figure 2.1). Between 1997 and 2011,
inequality of disposable income has fallen by over 12%, and it is currently at its lowest level
since data became available in 1960. These dynamics are particularly impressive in
international context since two thirds of the countries in the world experienced an
increase in income inequality despite solid growth between 1990 and 2005 (United Nations,
2012, OECD, 2011d). Most of the reduction in inequality results from income gains of
Brazil’s poorest.

Figure 2.1. Inequality and poverty over time
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Source: IPEA.

How to read this chart: Absolute poverty headcount refers to per cent of the population with household income
per capita below the extreme poverty line set out in the Millennium Development Goals of the United Nations
(USD 2 per day). Relative poverty is the per cent of the population with per capita income below 50% of the
median income. The Gini coefficient measures the inequality of distribution on a scale between 0 and 1 with higher
values representing more income inequality.

StatLink Si=m http://dx.doi.org/10.1787/888932924248

Poverty rates have fallen visibly, in particular since 2003, regardless of the exact
definition of the poverty line employed. Using the extreme poverty definition of the United
Nations, the percentage of the population living below USD 2 per day dropped from 23.2%
to 5.9% between 2002 and 2012 (Figure 2.1). As a result, Brazil reached the Millennium
Development Goal (MDG) of reducing extreme poverty by 2015 to one quarter of its 1990
level in 2007, eight years ahead of schedule. Incomes have grown visibly stronger for lower
income strata than for Brazil’s affluent population over the last years, with incomes of the
poorest decile growing 3 times faster than for the most affluent decile (Figure 2.2).

80 OECD ECONOMIC SURVEYS: BRAZIL © OECD 2013



2. DIVIDING THE PIE: INCOME DISTRIBUTION, SOCIAL POLICIES AND THE NEW MIDDLE CLASS

Figure 2.2. Average annual real income growth 2003-11 by deciles
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But despite this progress, much remains to be done. Brazil still has one of the highest
inequality levels in the world (Figure 2.3) and it would take at least 20 years at the current
pace to reach the inequality levels of the United States, which is one of the most unequal
OECD economies (Lopez-Calva and Lustig, 2010). While Latin America is itself a region that
is generally characterised by high levels of inequality, Brazil has one of the highest
inequality levels even among its regional peers. The last decade, however, has seen Brazil
converging towards the regional average, with inequality declining almost twice as fast as
in the regional average (Lopez Calva et al., 2011; Bianchi et al., 2012). Poverty is still higher
than in some Latin American countries, but significantly lower than in a number of Asian
countries (Figure 2.4).

Figure 2.3. Income inequality in international comparison
Gini coefficient, last available year
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Note: The last available year is 2010 for most countries, 2012 for Brazil.
Source: OECD inequality database except for Non-OECD countries for which the source is World Bank (2013):
Argentina, Brazil, China, Colombia, Costa Rica, Indonesia, India, Paraguay, Peru, Russian Federation, South Africa,
Uruguay. The last available year is 2010 for most countries. For Brazil, the source is IPEA (2013).
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Figure 2.4. Poverty in international comparison
Per cent of the population with per capita income below USD 2 a day, last available year
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Note: The last available year is 2009-11 depending on the country, 2012 for Brazil.
Source: World Bank (2013), IPEA.
StatLink Sazm http://dx.doi.org/10.1787/888932924229

The new middle class

As a large number of households were able to leave poverty behind, the middle class
has expanded so strongly that many observers have referred to it as the emergence of a
“new” middle class. These households are now enjoying consumption possibilities that go
much beyond the satisfaction of basic needs, and they have given a substantial boost to
aggregate consumption growth. Around 53% of the population now possess a formal job,
enjoy access to credit and have acquired a car or motorbike (Neri, 2011). Following the
standard class definitions used in the literature, the number of people belonging to the
C-class - representing the middle class - has increased from 66 million to 115 million since
2003, while the lower D- and E-classes have declined (Figure 2.5). In the lowest income
class, the upward dynamics have been particularly rapid (Neri, 2011). At the same time,
movements from the middle to the upper class have been considerably slower than from
the lower to the middle class (SAE, 2012).

Figure 2.5. Distribution of population by income classes in Brazil (in millions)
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Source: IBGE, IPEA, Neri (2011).
StatLink Sa=P http://dx.doi.org/10.1787/888932924647

OECD ECONOMIC SURVEYS: BRAZIL © OECD 2013


http://dx.doi.org/10.1787/888932924647

2. DIVIDING THE PIE: INCOME DISTRIBUTION, SOCIAL POLICIES AND THE NEW MIDDLE CLASS

The distributional trends that Brazil has experienced are in line with developments in
some other countries in Latin America, although Brazil’s performance is quite remarkable
even in a regional comparison. Using purchasing-power-adjusted prices in a common
currency, the regional comparison in Panel A of Figure 2.5shows the weight of Brazil's
middle class — 64% of the population - in the upper range of countries, although below
Argentina, Chile, Costa Rica and Uruguay. Given that the last available data are 2009 for this
comparison, it is likely that Brazil’s position has improved relatively to other peers, given
the particularly fast growth of its middle class (Figure 2.6, Panel B).

Figure 2.6. A comparison of growth and size of the middle class in Latin America

A. Class composition in select Latin American countries in 2009, in 2005 USD at purchasing power parity
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B. Growth of the middle class in select Latin American countries, 2000-2009, in 2005 USD at purchasing power parity
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Source: Ferreira et al. (2012).
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A closer look at the characteristics of people who have joined the middle class
suggests that even members of socioeconomic groups that have traditionally been
disadvantaged had fair chances to move into the middle class during the last decade, such
as inhabitants of rural areas, ethnic minorities, informal workers or people with low
educational attainments (Figure 2.7).

The strong role of improvements in education that underpin the increase of the
middle class households (see next section) suggest the sustainability of their social ascent,
but there are also risks. Many middle class households finance a significant share of their

OECD ECONOMIC SURVEYS: BRAZIL © OECD 2013

83


http://dx.doi.org/10.1787/888932924666

2. DIVIDING THE PIE: INCOME DISTRIBUTION, SOCIAL POLICIES AND THE NEW MIDDLE CLASS

Figure 2.7. Characteristics of people who joined the middle class

Per cent of people belonging to a socioeconomic group that have joined the middle class
between 2002 and 2012
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consumption through credit, which has increased leverage and debt servicing costs. Rising
household indebtedness levels currently amounts to 44% of annual income including
mortgage debt or 30% excluding mortgages, which is not out of line with the levels
observed in Mexico and Colombia (Figure 2.8). However, given that households face higher
interest rates in Brazil (34% for personal credit), the costs of servicing this debt relative to
incomes is substantially higher at 21% of disposable income. This number is larger than in
the other countries in the region (IMF, 2012). A number of reasons can explain the high debt
service, including the high level of interest rates, short maturities, and stringent rules on
paying back credit-card debt. House price indices for major metropolitan regions indicate
annual increases of around 12%.

Figure 2.8. Household indebtedness in select economies, 2011
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1. Data for Brazil are for 2013. Interest rates are for household credit from non-earmarked funds.
2. Data for the US are for 2010.
Source: IMF (2012), Central Bank of Brazil.
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Regional disparities have diminished but remain high

Regional income disparities among Brazil’s states are very high (Figure 2.9). Average
labour incomes are 4.4 times higher in Brazil’'s capital region Distrito Federal than in the
state of Piaui, while GDP per capita is more than 8 times higher. But there has been a
convergence in regional incomes in recent years, driven mainly by rising income levels in
resource-intensive regions (Tocantins, Mato Grosso, Rondoénia, Espirito Santo and
Maranhao), while a number of other states appear to have been excluded from this
convergence process (Amapa, Pernambuco, Pard and Ceard). Inequality within states tends
to be higher in regions with lower average incomes per capita, with particular progress
made in Piaui and Maranhdo in the Northeast. Poorer states have also been able to lift a
greater number of people out of poverty, implying a convergence in poverty rates across
states (Allwine et al., 2012).

Figure 2.9. Average labour incomes per capita and inequality by state, 2011
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The sources of social progress

Deliberate policies to improve income distribution have contributed significantly
to social progress

Brazil’s social progress since the macroeconomic stabilisation has been supported by
a solid growth performance, which has increased the size of the pie for the entire society,
but it is also the result of deliberate policies to distribute the pie more evenly. To evaluate
the contribution of policies to the observed improvements and get a sense of their
effectiveness, a useful exercise is to decompose the respective contributions of the
increasing pie and the improvements in distribution.

The poverty reduction of economic growth between 2001 and 2011 can be isolated,
using household data, by assuming that the distribution of incomes remained constant
over this period while all incomes grew proportionally to the average income growth over
the period. By contrast, keeping the average income level constant while applying only the
change in income distribution to the households data allows an estimate of how much
redistribution alone contributed to poverty reduction. Such a decomposition reveals that
between 52% and 56% of the observed decline in poverty can be traced back to growth,
depending on the poverty definition applied, with the other half owing to successful
policies that improved the income distribution. If the distribution of income had remained
unchanged, the same observed decline in poverty would have required average incomes to
rise by 89%, instead of the 32% observed between 2001 and 2011 (IPEA, 2012).

The same simulations have been applied to analyse the determinants of the rise of the
growing middle class (SAE, 2012). Between 2002 and 2012 the middle class increased by 14%
of the population. This increase is the net result of 21% of the population joining the
middle class, and 7% leaving it - the vast majority of which upward. Applying the average
income growth rate over the decade to all households without altering the distribution
would have led to a net increase in the size of the middle class of only 5%, instead of the
14% actually observed. In other words, approximately two thirds of the growing middle
class can be attributed to improvements in the income distribution, which was strongly
affected by policies, while only one third was due to growth.

Education and labour market policies have improved the distribution
of labour incomes

Policies have improved the distribution of incomes through a number of channels, the
most effective of which have been the effects of education and labour market policies on
one hand, and social transfers on the other. Improvements in education and changes on
the labour market have allowed individual to earn higher labour incomes, while the
beneficial effects of rising transfer incomes are also clearly visible in household surveys.

Evidence from micro data suggests that labour income contributed the lion’s share of
58% to the fall in inequality in disposable incomes between 2001 and 2011 (Figure 2.10).
Besides labour income, social transfers have reached an increasing number of households
and this has been the second largest driver of improvements in the income distribution,
accounting for 23% when contributory and non-contributory pensions are counted
together. Finally, conditional cash transfers are responsible for 13% of the declining
inequality, although Brazil spends less than 1% of GDP on these. This is a first indication of
how effective conditional cash transfers are in the quest for more income equality, an
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Figure 2.10. Contributions of different factors to declining inequality
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observation on which there seems to be broad consensus in the literature (e.g. Barros et al.,
2009, 2010).

To further understand the sources of falling inequality, the next step is to analyse in
turn why labour and transfer incomes have become more equally distributed. Household
data for 2009 suggest that almost half of the differences in labour incomes can be
explained by education as measured by years of schooling, even after controlling for other
differences (Ferreira de Souza, 2012). This indicates that improvements in access to
education have played a significant role for the declining inequality of labour incomes.
Indeed, youth are staying in school longer than in the past, and the starkest changes have
occurred among people from the lower income strata (Figure 2.11, Panel A). Among the two
lowest income quintiles, enrolment rates of 15-17 year olds have more than doubled to
42%, while for ages 6-14, more than 98% of children are in school (PNAD, 2011). Higher
school attendance has also translated into higher educational attainments. The shares of
youth at age 19 with completed lower and upper secondary education have roughly
doubled within a decade (Figure 2.11, Panel B). This has also allowed an increase in tertiary
enrolments by 73% between 2003 and 2011. These improvements have also left their mark
on the skills of Brazilian youths, as evidenced by the results of the OECD’s PISA study which
suggests that between 2000 and 2009 students gained the equivalent of a full academic
year of math (OECD, 2012a). Brazil went from being the lowest performing country in 2000
to being one of the 3 fastest improving countries over the past decade, although in
comparison to other countries levels continue to be low. This is despite the fact that more
students from less privileged backgrounds have been included in the education system
and the aptitude tests.

Exiting poverty has been highly correlated with educational achievement. Slightly over
20% of the poor household whose household head had less than primary education exited
poverty between 2003 and 2011, compared to 50% of households whose head had
completed primary education (Fruttero et al., 2012). As more people have attained better
education, they gained access to better paying jobs. Given Brazil’s sizeable skill premiums
in international comparison, this has had a large impact on many households. A
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Figure 2.11. Progress in education

A. Share of people at age 19 B. Enrollment rates of 15-17 year olds by family income quintile
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Source: IBGE (2012) and OECD (2013c).
StatLink Sa=m http://dx.doi.org/10.1787/888932924761

completed tertiary education, for example, would increase expected earnings by 45% in
2003. But as more people attained higher levels of education, skills have become less scarce
and skill premiums have declined accordingly (Figure 2.12). The wage premium for a
completed tertiary education, for example, fell to 31% in 2012. Concretely, this meant that
even people that were not able to improve their educational attainments personally saw
their earning opportunities rise with the emergence of more skilled labour. In other words,
improving access to education has had positive externalities on low-educated individuals.

In addition to the role of skills, other developments on labour markets have also
underpinned the rising labour incomes at the bottom end of the income distribution. A
strong rise in minimum wages has benefited the incomes of low-income employees. Over
the last decade, the real value of the minimum wage has almost doubled, while the average
real wage has risen by around 25% (Figure 2.13). This has compressed wages in the formal
sector, and improved the relative earnings of those receiving the minimum wage. The level
of Brazil’s minimum wage relative to the earning of other employees has become an outlier
in international comparison. At 69% of the median wage, Brazil’s minimum wage was the
second highest in that comparison among OECD and BRIICS countries (behind Turkey) in
2011, with the OECD average being at 49%, although the absolute level of the minimum
wage remains low compared to OECD countries (OECD, 2013a). While unemployment has
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Figure 2.12. Educational attainment and skill premiums
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Figure 2.13. Real minimum wages and average wages
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decreased steadily over the years, labour market informality in the main metropolitan
areas has fallen from 55% in 2001 to 33% in 2013, supported by special tax and registration
regimes that made it easier for small enterprises to declare formal employees with a
minimum of bureaucracy and a low tax burden. At the same time, the rising minimum
wages have been associated with a structural shift of the economy towards non-tradable
sectors, which suggests that international competitiveness may have been affected by the
strong minimum wage increases, even if unemployment has not (see Chapter 1).

Social transfer programmes have played an important role

Transfers have been the second pillar of Brazil’s social progress. Transfers comprise a
wide range of heterogeneous policies, designed around a number of policy objectives. From
the perspective of poverty and inequality, the most important ones are pensions and the

OECD ECONOMIC SURVEYS: BRAZIL © OECD 2013 89


http://dx.doi.org/10.1787/888932924780
http://dx.doi.org/10.1787/888932924799

2. DIVIDING THE PIE: INCOME DISTRIBUTION, SOCIAL POLICIES AND THE NEW MIDDLE CLASS

conditional cash transfer programme Bolsa Familia which is now part of the larger policy
package Brasil Sem Miseria (Brazil without Misery).

Based on a fairly complete nationwide single registry of poor households and their
living conditions, Bolsa Familia was designed to provide direct transfers (as opposed to in-
kind support) to households whose monthly per capita income is below BRL 70
(Soares, 2012). While initially some of the benefits were available only to households with
children, households without children have by now become eligible for all the benefits
necessary to lift them above the poverty line. Beneficiaries must meet a series of conditions
such as keeping their children in school and regular health check-ups, which adds a
sustainability element to the programme and lays the foundations for families to move out
of poverty over time. Since poverty is highly concentrated in the Northeast region, more
than 50% of Bolsa Familia transfers are paid out in this region, which also reduces regional
inequalities (OECD, 2011b).

Over the years, the programme has expanded in several dimensions (Table 2.1) and it
has proven a powerful and well-targeted tool to reduce poverty, with hardly any leakage.
This is the reason why its impact on the incidence of poverty has been so remarkable,
despite costing less than 1% of GDP. In particular, Bolsa Familia has proven to be a very
effective tool for fighting child poverty (Afonso et al., 2011).

Table 2.1. Bolsa Familia characteristics over time

Number of beneficiaries Average value of benefit Expenditure as % of GDP
2004 6571839 67 0.3
2005 18 700 445 63 0.3
2006 10 965 810 63 0.3
2007 11 043 076 75 04
2008 10 557 996 86 0.4
2009 12370915 95 0.4
2010 12 778 220 97 0.4
2011 13 352 306 120 0.4
2012 13 724 590 150 0.5

Source: IPEA data and Ministério do Desenvolvimento Social e Combate & Fome (MDS).

Beyond this traditional anti-poverty programme, pensions — which amount to around
7% of GDP - have also contributed to reducing inequality and poverty. The primary
objective of the pension system is to act as a saving vehicle and provide incomes to the
retired, providing for a link between individual contributions during working life and
future pensions. At the same time, pension payments deviate from individual
contributions in a number of instances, introducing a sizeable redistributive element into
the system. This is particularly the case for people who have made low contributions to the
system during their working life and for whom the system tends to be more generous than
for those with higher contributions.

To prevent pensioners’ incomes from falling behind the rest of the population, the
minimum pension benefit payable by the social security system is required by law to be as
high as the federal minimum wage. This is exceptionally generous by international
standards, as most OECD countries have a minimum pension level lower than the
minimum wage. This rule also means that any upward revision to the minimum wage has
immediate fiscal consequences. In fact, changes in the minimum wage affect more
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people’s incomes through their effect on social transfers than through their effect on
wages. Over the last decade, the real value of the minimum wage has almost doubled, and
this has affected the large share of pension recipients who receive the minimum pension
benefit. As a result of this constellation, the pension system pays out average benefits that
are fairly generous in international comparison, with net replacement rates for average
earners at 97%, compared to an OECD average of 69% (Figure 2.14).

Figure 2.14. Net pension replacement rates: average earners
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Source: OECD (2011e).
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Besides the regular contributory pension system, there are several smaller pension
programmes allowing additional benefits targeted at specific groups. One is the non-
contributory pension system, consisting of the social assistance pensions and the Rural
Social Security programme. Both programmes extend coverage to persons above 65 years
of age who are unable to fulfill the usual contribution criteria, and provide pension benefits
at the level of the minimum wage. People with disabilities are also covered under these
schemes, whose existence explains the almost universal coverage of the elderly under
Brazil’s social security system. This is a part of the pension system that covers a fairly small
part of the pension beneficiaries (around 3% in 2009), but has a high poverty impact. At the
same time, the system fails to reward workers that have contributed during their working
life while earning minimum wages, because they receive no additional pension benefit
over an individual who never paid into the social security system.

Another programme grants survivor pensions at the full value of the retirement
pension paid or payable to the deceased. These benefits can be accumulated with the
beneficiary’s own retirement benefit, and almost half the beneficiaries have other sources
of income (Mesquita and Neto, 2010). As a result, per-capita income typically rises with the
passing of a family member. In 2011 Brazil spent 2.8% of GDP for survivor benefits, which is
almost a quarter of total social security expenditure. For comparison, most countries in
Europe spend around 1.6% of GDP on this kind of pensions. The system presents strong
incentives for abuse. For example, a young person marrying a pensioner will be eligible to
the spouse’s pension for the rest of life, even if the marriage lasted only a few days and
without any means testing.
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Policy options for sustaining and enhancing social progress

Brazil’s social achievements have been remarkable, and many good policy choices
have supported this progress. But as people manage to move out of poverty, there is always
arisk of falling back, and future policies will need to ensure that the positive developments
of the last decade become more sustainable. Beyond that, the sizeable number of Brazilians
who are still struggling to meet all their basic needs call for further progress at an even
faster pace than in the past. Indeed many indicators suggest that in terms of the level of
social inclusion, much more work remains to be done in Brazil.

Policy should continue to focus on the broad set of instruments that has been
successful in the past: the improvement of public services such as education, but also
health and transport services and social transfers. In addition to these, as addressed below,
more attention could be paid to the potential role of the tax system for reducing income
inequality, and to developments in consumer credit markets. Within these broad areas,
there may be scope for rethinking the allocation of resources and the reliance on a
particular policy mix. Given how much Brazil has changed over the years, policymakers
should not take for granted that what has worked well in the past will deliver best results
in the future. This is particularly true for the allocation of resources in the area of social
transfers.

Provision of public services

The public sector provides a number of essential services, and many of these have
played key roles for reducing poverty and inequality, as argued in the preceding section.
Education is probably the most prominent example for such public services, but other
areas may play important roles as well, including health and transport policies. Despite
much progress, a significant share of Brazil’s population lacks access to essential services.
In 2011 nearly 22% of the population lived in a household where no resident had completed
at least 8 years of schooling, although ten years earlier this share was almost twice as high
(Figure 2.15). Also, a quarter of Brazilians live in dwellings with no access to a sewage
network or septic tank, while 7 % of dwellings have no access to piped water or wells. The
perceived quality of public services, in particular in light of Brazil’s high tax burden (see
Chapter 1), was one of the issues that prompted many Brazilians to take to the streets in
June 2013, which highlights the importance of improvements in this area.

Figure 2.15. Share of population deprived of access to basic goods and services
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In Brazil’s federal system, many public services are delivered by state or municipal
authorities, and capacities to deliver public services can vary substantially across
jurisdictions. Beyond that, for municipal services, the size of a municipality may not
necessarily coincide with the most efficient scale at which to provide a given service, in
which case there is scope to improve service efficiency by having several municipalities
join hands for the delivery of services, but this involves significant coordination
challenges. One example where successful ways have been found to address such
challenges is the central government’s “Territories of Citizenship” initiative, launched in
2008 to support development in poor rural areas. Many projects included in the initiative
have successfully enhanced capacity at municipal level, increased citizen participation and
accountability and enhanced the coordination of sectoral policies at the federal level.

Educational policies

Education has played a key role for social progress in the past, and will continue to be
paramount in the future. Following the advances in terms of access to education described
in the preceding section, one of the principal challenges going forward will be to improve
the quality of education. Competencies of school-aged children have increased over the
years as enrolment rates improved, but compared to international benchmarks, Brazilian
students still learn significantly less. The OECD PISA programme assesses 15-year-olds'
competencies across 70 countries, and allows direct comparisons (OECD, 2012a). Despite a
92% enrolment rate in education up to age 14, Brazilian youths still underperform their
peers from other countries significantly in terms of competencies (Figure 2.16). This
suggests that the bottleneck is no longer access but quality. The quality of public secondary
schools tends to be lower than that of private schools, resulting in easier access to high-
quality public tertiary education for graduates from private secondary schools. However, a
law enacted in 2012 reserves 50% of places in public universities for students from public
secondary schools or disadvantaged backgrounds. There are also strong geographic
disparities, with students in the North-East region - where adult illiteracy still is close to
20% — scoring particularly low in the tests.

Figure 2.16. PISA scores on reading and mathematics
Average of scores in reading and in mathematics, deviation from the OECD mean
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To some extent, lower quality of education is the natural consequence of an education
system that has expanded rapidly over the last years, and as time goes by, the system
should be able to recruit better-trained teachers in sufficient quantities. What is essential
for this improvement to be realised, however, is to improve teacher training and create the
right performance incentives now. While the provision of education is the responsibility of
the states, the federal Ministry of Education (MEC) has played an important role in this
context.

With regard to teacher training capacity, the MEC has created a new national exam for
entrants into the teaching profession, and has collaborated with federal universities to
fund 100 000 new training places for teachers. In addition, it has required states and
municipalities to establish a formal recruitment process and career plan for teachers, and
set a nationwide floor for teacher pay in 2009. In-service training to improve the
capabilities of existing teachers has become more prominent, and some states have
founded specific schools for training current teachers.

Concerning performance incentives, the federal government has provided additional
funding to equalise and top up per student school funding across regions, states and
municipalities via the FUNDEB programme, and much of this funding is coupled to
performance improvements. Brazil has established a set of nationwide student
competency tests after the 4th, 8th and 11th grades that allow almost every school in the
country to be benchmarked, and this has proven tremendously helpful for introducing
incentive mechanisms. A reform of the school assessment system, with targets for
learning outcomes down to the school level in all regions, rewards schools not only for
improving results but also for student retention, and this reform is beginning to show
results. Some states have also devised promising incentive mechanisms of their own. For
example, the state of Sdo Paulo offers regular performance tests to teachers with pay rises
conditional on test outcomes. Two more states have also adopted similar procedures,
which continue to be an exception in a system where pay scales are largely dominated by
seniority. The early empirical evidence suggests visible improvements in student
aptitudes, with schools with more ambitious targets achieving more progress (Bruns and
Ferraz, forthcoming). Extending such performance-based pay nationwide would be a
useful measure.

Another impediment to better teaching quality is the lack of physical infrastructure,
with many school buildings operating in several shifts a day. Most secondary students
receive only 4 hours of instruction a day, while the average in OECD countries is 7 hours
(World Bank, 2012). Only 5.8% of students up to age 14 receive full-day schooling (OECD,
2011a). In addition, teachers in Brazil spend less time on actual teaching and learning
activities than in other countries (OECD, 2013d, p. 33). International evidence suggests that
increasing instruction time has a positive performance effect, provided that the curriculum
remains focused on core subjects (Glewwe et al., 2011). Additional investment in
appropriate education infrastructure, including class rooms, libraries, science labs and
computer facilities should therefore be undertaken. These facilities have become standard
in most OECD countries.

An aspect of the education system that is particularly relevant from a distributional
angle is the high number of drop-outs and the disengagement of some groups from the
education system. Almost 10% of students leave secondary school in a given year. In many
instances, this affects youths from disadvantaged backgrounds, who have been exposed to
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social issues such as family instability, gang or drug involvement, teen pregnancy or
developmental deficits (World Bank, 2012). If these youths simply drop out from schools,
future earning opportunities for such disadvantaged youths are reduced even further.
Drop-outs can be reduced through action in a number of dimensions, including early
childhood education, targeted assistance during primary and secondary school and
sufficient flexibility of the curriculum including a stronger vocational focus.

Early childhood education (ECE) has important short and long-term effects on
cognitive development, social behaviour and students’ ability to succeed in the education
system and on labour markets further on. In the United States, both early experience in the
1970s that allow a long-term evaluation and more recent evidence from the state of
Oklahoma suggest strong benefits associated with ECE (Heckman and Masterov, 2007). In
fact, marginal returns on spending appear to be higher than anywhere else in the US
education system. When looking at how children from ECE programmes perform later on
in life, evidence suggests complementarities between ECE and later education investments
(Felicio et al., 2012). Children from disadvantaged family backgrounds that are at risk of
receiving less attention than others during their early childhood years can benefit
particularly strongly from ECE enrolment. For this reason, ECE also improves the equality
of opportunities and strengthens social mobility.

While 55% of 4-year olds are enrolled in ECE programmes in Brazil, the OECD average
enrollment at that age is 79%, with a number of countries reaching almost full coverage
(France, Netherlands, Spain, Mexico, Belgium, see Figure 2.17). A lack of funding is one of
the reasons for low enrolment rates, although federal funding is available to support the
current expenditures of operating childcare centres and building pre-schools has been one
element of the infrastructure programme PAC2. In addition, the federal ProInfancia
programme provides financial support for the costs of building and equipping childcare
centres. It has so far funded over 2000 centres and provided resources to equip several
hundred more (Evans and Kosec, 2012). Federal support for ECE should be continued and
expanded to reach the ambitious objective of the new National Education Plan (PNE) of
achieving universal enrolment of 3 and 4-year-olds by 2016. In comparison to the
40 countries covered in the OECD’s Education at a Glance study, Brazil is placed in the bottom

Figure 2.17. Enrolment rates at age 4 in early childhood and primary education
(2005 and 2011)
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quarter of countries with respect to expenditure on early childhood education relative to
GDP (OECD, 2012a).

While widening access to ECE programmes, particularly in disadvantaged areas, will
be the most immediate priority, its quality could also be improved, including through more
intense training and supervision of educators (Early et al., 2007). In Denmark, France and
Sweden a sizeable proportion of childhood education workers are required to have
specialised training (Moss, 2000). The Brazilian Federal Ministry of Education operates a
distance-learning programme for ECE educators called ProInfantil, on which efforts to
improve training could build. Regular in-class observation by experts coupled with real-
time feedback has proven a useful tool in the PERA programme of the US state of Illinois.
The Ministry of Education could also support municipalities in applying benchmarking
mechanisms such as the “Early Childhood Environment Rating Scale” developed in the
United States.

While ECE can reduce drop-out rates by addressing some of the underlying problems
before they occur, targeted support to those at risk of leaving the education system should
be available during primary and secondary education. Useful remedial interventions that
are consistent with global best practices include early detection and tailored support with
tutoring classes (Glewwe et al., 2011; Guimaraes and Sampaio, 2013). Increasing flexibility
in the way qualifications are acquired could attract more students, such as organising
school years by semesters or adopting credit systems (Barros et al., 2012). More subject
choice should be introduced in secondary education as the curriculum is heavily
standardised and academically focused (Schwartzman, 2010). A curriculum reform could
integrate more vocational components for those students who are less academically
inclined (Bassi et al., 2012). Some of the attempts to address the issue appear promising
and should be pursued further, such as the comprehensive youth programme ProJovem
Integrado launched in 2008, which aims to reengage disadvantaged youth with the
education system.

International experience suggests that grade repetition has high costs and doubtful
benefits (OECD 2011a). Brazil has one of the highest proportion of students repeating a
grade and significant numbers of students in a given grade are over-aged, which
constitutes a waste of students’ time and system resources. Already in the first grade,
repetition rates are 24.5% (United Nations, 2012). More than 40% of 15 year-old students
reported having repeated a grade at least once, compared to an OECD average of 13%. In
countries where more students repeat grades, overall performance tends to be lower and
social background has a stronger impact on learning outcomes than in countries where
fewer students repeat grades, although it is hard to ascertain the dominant direction of
causality (OECD, 2011b).

Vocational training is another way to offer education opportunities to students who
are disengaged with an academically-oriented curriculum. The number of students
enrolled in alternative learning programs, such as upper secondary vocational education,
has more than doubled in the last 10 years. However, it still represents a small fraction of
total enrolments, below the OECD average, despite evidence that returns are high and
labour market outcomes are positive (OECD, 2012). The Pronatec programme launched in
2011 aims to expand and strengthen the federal network of technical schools, invest in
distance learning courses, provide free training places for young people from poor
backgrounds and give financial support through loans and bursaries. Overcoming liquidity
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constraints through bursaries is an important pillar of this strategy, as financial reasons
are a common explanation for not attending or finishing professional qualification and
vocational courses (Ministry of Education, 2009; Neti, 2012).

Health policies

Basic health services are provided to the population by the public Unified Health
System (SUS) free of charge. The 1988 constitution established health as a fundamental
right and the responsibility of states, which resulted in increased access to primary and
emergency care, in addition to achieving universal coverage of vaccination and prenatal
care (Paim et al., 2011). SUS is funded by tax revenues and social contributions. Service
delivery is strongly decentralised, which has led to a fragmentation in the delivery of
services and inequalities in the distribution of health system resources, as not all
municipalities are capable of delivering services to people and economies of scale are often
not exploited sufficiently.

Despite the success of the SUS, the Brazilian public health system suffers from chronic
underfunding. Brazil’s public sector invests about 4% of GDP in health, compared to almost
6.5% of GDP in OECD countries. As a result, medical infrastructure and the number of
doctors and nurses are insufficient, with 1.8 doctors and 0.9 nurses per 1 000 inhabitants in
2009, compared to OECD averages of 3.1 and 8.4, respectively (Figure 2.18). This shortage of
medical staff leads to insufficient access to basic health care services.

Figure 2.18. Physicians per 1 000 population
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Source: OECD Health data 2013.
StatLink SazP http://dx.doi.org/10.1787/888932924875

Catching up with the OECD average would require a 70% increase in the number of
doctors, and a much larger increase in the number of nurses. Despite recent increases in
training capacity, Brazil is currently not training enough doctors and nurses to keep up
with demand. The measure to require new medical graduates to serve in the SUS for two
years before their degree becomes officially valid — discussed in July 2013 - can be useful if
supervision is ensured, as it would boost the number of doctors available to the public
system in the short term. However the experience form OECD countries suggest that
increasing overall supply of doctors does not necessarily help to rectify geographic
imbalances. Recent attempts to recruit foreign doctors are unlikely to make any noticeable
difference, even provided that they can be successfully attracted. Of the estimated
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388 000 doctors in Brazil, about only 0.6% of them are foreign trained non-Brazilians. Even
a multiple of this share - which is ambitious given similar shortages in other lusophone or
hispanophone countries besides Cuba — would have only a negligible impact on Brazil’s
doctor shortage. Besides the quantity of health professionals, nurses in public health
services tend to have low qualification levels, which may impede the delivery of high
quality services.

Beyond the number and skill level of health professionals, regional disparities and lack
of access to specialty care need to be addressed. Regional disparities in the availability of
human resources are strong, with the South and Southeast regions being twice as well
served as the rest of the country. The capacity of municipalities to deliver health services
varies. Therefore, the quality and type of services offered vary. Beyond primary care, there
is limited access to diagnostics services and specialist care within the public system, with
long waiting times and high out-of-pocket costs. This has clearly negative consequences in
terms of inequality as the poorer parts of the population cannot access the costly private
health system and suffer from a lower quality health service.

Urban transportation services

The poor state of urban transportation in Brazil has been a factor in igniting recent
street protest, and indeed, virtually all major Brazilian urban centres suffer severe
transport bottlenecks. While Sdo Paulo’s metropolitan underground railway system has
71 km of rail tracks, Mexico City has more than 200 km. Improving urban transport systems
is one of the focuses of the Growth Acceleration Programme PAC2, which is meant to fund
infrastructure investments across Brazil.

However, a lack of local administrative capacity and complicated administrative
procedures seem to be holding back progress. Strengthening the capacity of local
governments to execute projects might be one way forward. To the extent that user charges
are reduced or scheduled increases are not allowed to occur in response to recent street
protests, it is important to ensure that the result will not be further reductions in the funds
available for investment. The cost of investing in urban transportation could be reduced by
reconsidering local content restrictions under the PAC2 programme, which are at 80% for a
number of manufactured goods such as buses.

The future of social transfers

Social transfers have played a significant role in fighting poverty and reducing income
inequality in the past, and will continue to be an important policy tool in the future. The
principal challenge for the future will be to rely more strongly on the policy instruments
that are most effective in addressing poverty and that deliver the most results on social
expenditure. In particular, this means giving a higher priority to increasing expenditure on
Bolsa Familia and other complementary programmes within the Brasil sem Miseria
framework rather than on further pension increases. Evidence suggests that the effect of a
marginal increase in Bolsa Familia benefits on inequality would be many times greater than
for pension increases (IPEA, 2012).

Managing expenditure increases in the pension system

Pensions have undoubtedly played a significant role in the quest against old-age
poverty, and they have been very successful in reducing it well below the population-wide
average, as Figure 2.19 shows on the basis of data from 2009. At present, all pension
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recipients - and this includes almost all people aged 65 and above - receive at least the
minimum wage, which is almost 10 times as much as the extreme poverty line of BRL 70.
Further real increases in the level of the minimum pension will hence have hardly any
poverty impact, while at the same time, poverty is significantly above average among
children and youths (Barros et al., 2010). Such increases could still reduce inequality since
minimum pension recipients have incomes below the national average, but the inequality
reduction that could be achieved by allocating the same funds to the poorest would be
much greater.

Figure 2.19. Poverty impact of public transfers by age group, 2009
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Source: Barros et al. (2010).
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Severing the automatic link between the minimum pension and the minimum wage
will be required to prevent the pension system from absorbing an increasing amount of
social expenditures that could be used in a more effective and targeted way to combat
poverty. It will also help to address long-term fiscal challenges for the pension system
related to a rising old-age dependency ratio. Addressing this problem sooner rather than
later is likely to make any adjustment easier. This should be done in a way that preserves
the real value of pensions, while in addition passing on part of the productivity gains
achieved by the current working generation. Preserving the purchasing power of pensions
would be achieved by indexing minimum pension increases at least to the inflation rate for
low-income households, which has been slightly above general consumer price inflation in
recent years. Beyond this inflation-adjustment, the political question is how much of the
productivity gains achieved by the current working generation should be passed on to
pensioners, or in other words, at which point between inflation-adjustment and average
wage increases the pension indexing factor should be placed. The current automatic rule
passes on the full amount of productivity increases achieved by the current working
generation to pensioners with minimum pension benefits. An alternative rule that would
pass on only part of these productivity gains, while ensuring that the purchasing power of
pensions continues to rise, would not raise poverty but it could exacerbate income
inequality in the short run. However, if part of the resulting savings are directed towards
Bolsa Familia to raise benefit levels and thereby minimum incomes, as recommended in this
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survey, inequality would almost certainly decrease. One possibility would be to pick the
middle of that range, such as the choice made by Switzerland.

In addition, Brazil’s pension system, which is comparatively generous in relation to
working-life incomes even if absolute levels of benefits are lower than in OECD countries,
could be brought more into line with current practice in OECD countries and other
emerging economies by raising effective retirement ages. This could be achieved through
the introduction of a general minimum retirement age and stronger incentives to retire
later, as discussed in the 2011 OECD Economic Survey of Brazil. A successfully implemented
reform of the pension system for civil servants is a step into the right direction.

There is also scope to reduce pension expenses by subjecting survivor pensions to
means testing and defining some threshold level of income at which survivors become
ineligible for a survivor pension. In addition, given the evidence of abuse in this area
(Gragnolati et al., 2011), survivor pensions could be made subject to a minimum number of
years of marriage or to additional contributions during working life in order to insure a
surviving spouse, as practised in Sweden.

Beyond the implications for social expenditures, continuing the current pace of
minimum wage increases may also bear other risks. Although the economy is currently at
full employment, the recent past has been characterised by a structural shift of the
economy towards non-tradable sectors, which present less scope for productivity gains. A
further deterioration of competitiveness in the tradable sector, in particular
manufacturing, could at some point also have more visible effects on unemployment than
is currently the case. A window of opportunity for revising the minimum wage rule will
open in 2014, the last year for which the current automatic rule determining minimum
wage increases based on past real GDP growth will apply. Replacing the current rule, which
is set to expire in 2015, with one that links the minimum wage solely to the consumer price
index for low-income households would both preserve living standards and help improve
international competitiveness. Individual states that wish to set a higher minimum wage
at the state level are free to do so under current law. Given that state-level minimum wages
have no effects on benefit levels in the social transfer system, this would also further the
objective of giving priority to the most effective transfer instruments.

Expanding and improving the successful cash transfer programme

Bolsa Familia and related social assistance programmes under the umbrella of Brasil
sem Miseria have managed to achieve a very good targeting to poor families through the use
of the Single Registry of poor families, and this has endowed Brazil with a very effective
policy tool for combating poverty. It has also reduced poverty among children and youths,
whose poverty rates are well above the overall average. The administrative structure of the
programme is so effective that several state governments have decided to rely on the Single
Registry to devise specific assistance programmes that go beyond federal benefits. For
example, the state of Rio de Janeiro decided to top up Bolsa Familia benefits up to the level
of the extreme poverty line, a policy that was adopted by the federal government for the
whole country in 2012. All families with per capita incomes of BRL 70 per person are now
receiving the amount of transfers necessary to lift their incomes to this level. This implies
that, according to the BRL 70-definition, extreme poverty is almost eradicated by now, with
the exception of a few households that are not covered by Bolsa Familia, e.g. perhaps
because they have not yet been discovered by the Single Registry’s active search policy.
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Additional social programmes included in Brasil Sem Miseria deliver other social
services to poor families according to their specific needs, such as early childhood
education, care for elderly family members, training, assistance in finding employment or
the provision of loans. By addressing specific bottlenecks of individual families, these
programmes are meant to make the escape from poverty more sustainable and enable
families to move away from dependence on transfer incomes.

Despite much progress, the integration of different social assistance and social
protection programmes could be further enhanced. In addition to the federal government,
state and municipal authorities also operate social assistance programmes, and
sometimes these programmes overlap, or eligible recipients are not aware that they could
apply for a certain kinds of assistance. A promising initiative is the roll-out of Centres of
Reference for Social Assistance (CRAS) across municipalities with a high incidence of
poverty. These centres deliver family-assistance services, and could become the main
point of delivery of all assistance programmes, including federal programmes under Brasil
sem Miseria and state and municipal programmes. At present, they are institutionally
separated from Brasil sem Miseria, and a full integration could improve the awareness of
households about the social assistance programmes for which they are eligible. Increasing
this awareness could trigger additional strong demand for some of the assistance services
offered and lead to bottlenecks in their delivery, such an integration would nonetheless
enhance the transparency of social assistance policies and help identifying programmes or
municipalities that should receive more resources.

Harnessing the tax system for redistribution objectives

While transfers and the provision of public services appear to be the most efficient
tools to reduce inequalities, the tax system can also contribute to distributional objectives,
although there are some trade-offs between making taxes more progressive and a
potentially negative impact of such a change on economic efficiency. In fact, in many
countries, the progressivity of taxation is a significant redistribution instrument, even
though public expenditures typically account for three quarters of the overall redistributive
impact in OECD countries (Joumard et al., 2012). In Brazil, however, reliance on the tax
system for redistribution seems underexploited compared to other countries (Figure 2.20,
also Immervoll et al., 2009).

A closer look at the individual effects of taxes and transfers on inequality confirms
that transfers are a key source of inequality reductions, and this applies both for cash-
transfers and for in-kind transfers such as the imputed value of public health and
education services. While the former reduce inequality by around 7.5%, the latter decrease
it by another 16%. The tax system as a whole, i.e. taking both direct and indirect taxes
together, actually increased the Gini coefficient in 2009, suggesting an overall regressive
effect of taxes (Figure 2.21). This, however, masks stark differences between direct and
indirect taxes. Direct taxes — which account for around 45% of tax revenues - have a mildly
progressive effect, reducing the Gini coefficient by around 1.5 percentage points, which
corresponds to more than twice the average annual decline over the last decade. European
countries achieve an average of 4 percentage points of inequality reduction through direct
taxes (Atta-Darkua and Barnard, 2010). Taken together, transfers and direct taxes reduce
inequality by around 10%, which compares well by Latin American standards, but
European countries manage to achieve a reduction of around one third through these
instruments (Higgins and Pereira, 2013). Given that Brazil’s level of taxes is not far away
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Figure 2.20. Reduction of inequality through taxes and transfers
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Figure 2.21. Effects of taxes and transfers on inequality
Gini coefficient, 2009
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from European levels, this comparison suggests that more could be done to raise the
distributional effect of direct taxes in Brazil.

OECD estimates of the average tax wedge on labour income illustrate the low effective
progressivity of personal income taxes and employee social security contributions in
Brazil. For example, comparing the labour tax wedge for a single individual at 67% and
167% of the average wage, this wedge increases by only a tenth in Brazil, compared to an
increase in the labour tax wedge by one quarter in the average OECD country (Gandullia et
al., 2012). Social security contributions are currently capped at about twice the average
wage, and this could be reconsidered to achieve more progressivity.

In contrast, indirect taxes — which account for 55% of tax revenues in Brazil — are
typically considered slightly regressive from the usual perspective of annual disposable
income (although this may change when considering lifetime income instead). This is not
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unique to Brazil; in fact consumption taxes tend to have less favourable distribution effects
than personal income taxes in most countries. In many cases, however, there are strong
efficiency arguments for using consumption taxes nonetheless (Arnold et al., 2011),
although in light of the fragmented and cascading nature of Brazil’s indirect tax system
and their large share of revenues - OECD countries raise about one third of revenues from
consumption taxes - it is doubtful to what extent this empirical result obtained on OECD
countries carries over to Brazil. Simplifying the current system would be a first priority in
the area of indirect taxes (see Chapter 1). If any revenue losses were to materialise in the
process of a simplification, these could be replaced by a moderate increase of more
progressive income taxes.

Lower rates on specific items consumed by low-income households have the potential
to improve the distributional impact of consumption taxes, but they often do so at the
expense of creating significant leakage. This applies also to the recent exemptions of food
and toiletry items from federal indirect taxes, which have included items that are heavily
consumed by high-income households. If the objective is to reach the poorest households,
the tax revenues lost with these exemptions would be more effectively spent on transfers,
such as Bolsa Familia, instead.

Box 2.1. Summary of recommendations
Education

@ Scale up early childhood education, and improve upon its current quality level with
more intense training and supervision of educators.

® Reduce the use of grade repetition and focus on early detection and tailored support
with tutoring classes instead to reduce the number of drop-outs. Increase the subject-
choice and integrate more vocational content in secondary education for students who
are less academically-inclined.

e Continue expanding in-service teacher training and increase the number of teachers
that participate.

e Extend the successful experience of some states, including Sao Paulo and Pernambuco,
with performance-based teacher pay to a nationwide scale.

e Ensure full-day schooling nationwide and invest in school buildings where that is
currently an obstacle to full-day schooling.

® Reinforce the Pronatec initiative with more resources to keep on expanding vocational
training and apprenticeships.

Health policies

@ Increase the funding for public health services and create more training places for
doctors and nurses.

Urban transport policies

e Strengthen incentives and accountability for local governments to execute projects and
withdraw unspent funds more rapidly.

® Reconsider local content requirements that drive up the costs of investment in urban
transportation.
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Box 2.1. Summary of recommendations (cont.)
Social transfers

@ Give higher priority to increasing Bolsa Familia and other policies under the Brasil Sem
Miseria programme rather than pension expenditure. Sever the automatic link between
increases in the minimum pension and the minimum wage. Introduce a general
minimum retirement age and strengthen the disincentives for early retirement.

e® To protect the purchasing power of the minimum wage while allowing a gradual
reduction relative to the median wage, index annual minimum wage increases to the
consumer price index for low-income households for some time.

e Allocate more resources to the conditional cash transfer programme Bolsa Familia and
other social assistance programmes under the umbrella of Brasil sem Miseria.

® Work towards a full integration of social assistance programmes and delivery through
local centres for social assistance (CRAS) to improve awareness about available
programmes.

Tax system

@ Increase the progressivity of direct taxes by reviewing the rate schedule, exemption
thresholds and reconsidering the cap on social security contributions paid by
employees.

® Remove the exemption of basic consumption items from federal indirect taxes and use
these resources on more effective tools to improve income distribution, such as
conditional cash transfers.
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