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Chapter 1.

Raising investment and improving infrastructure

The economy’s growth potential has declined in recent years and the income gap vis-
a-vis advanced economy has widened, mainly due to comparatively weak labour
productivity. Following years of falling investment that can explain almost 40% of
the decline in labour productivity, Brazil has one of the lowest investment rates
among OECD and emerging market economies. As a result, growth is likely to fall
substantially below current levels unless new sources of growth are tapped into.
Strengthening investment will be one key avenue to maintain solid growth and build
on the social progress of the past. The ability of firms to pay better wages without
Jjeopardising their competitiveness will depend crucially on stronger investment and
productivity. One area of investment with particularly wide ramifications into other
sectors is infrastructure and almost all areas of infrastructure are characterised by
quality shortcomings and bottlenecks. Explanations for Brazil's low investment are
related to a lack of profitable business opportunities in which the private sector could
invest, owing to structural policy settings that act as a drag on the investment
climate. Areas where reforms could significantly improve the business climate
include red tape and licensing procedures, legal uncertainty, tax compliance costs,
labour costs and improvements in workforce skills. Strengthening competition would
allow a reallocation of resources to more productive firms and sectors, freeing
labour and capital from low-productivity and low-remuneration activities. Financing
has also been a constraint and a second important explanation for low investment.
Long-term investment lending has so far been dominated by one single public-sector
financial institution. Recent policy changes have paved the way for developing
private long-term credit markets and tapping into more diverse sources of financing.
For infrastructure financing, using a wider array of financial instruments would
allow drawing institutional investors, including foreign ones, into financing
infrastructure projects in Brazil.
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Stronger investment is a key requisite for solid growth

Over the last ten years, the growth potential of the Brazilian economy, which measures
how fast GDP can grow over a longer horizon, has declined substantially, from around
3.8% per year in 2008 to now less than 2% (Figure 1.1). This growth differential makes a
noticeable difference for material well-being. Growing at the current potential growth
rate, income per capita would double over the next 40 years, reaching approximately the
level where Greece or Estonia are today. By contrast, if the economy grew at 3.8% per
annum, per capita incomes would be more than 4 times higher in 40 years, reaching
approximately the current levels of Japan or New Zealand.

Figure 1.1. The economy’s growth potential has declined
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Consistent with the lower growth potential, the narrowing of Brazil’s significant GDP per
capita gap with advanced OECD countries has stalled in recent years. This is the result of
comparatively weak labour productivity (Figure 1.2). Productivity will have to become
the principal engine of growth and is intimately linked to inclusiveness, as raising
productivity is also about expanding the productive assets of an economy by investing in
the skills of its people, allowing everyone to contribute to stronger productivity growth
and ensuring that it benefits all part of society (OECD, 2016d; World Bank, 2018). At the
same time, there is no guarantee that the benefits of higher levels of growth, or higher
levels of productivity in certain sectors, when they materialise, will be broadly shared
across the population as a whole. This calls for a comprehensive policy framework to
account for the multiple interactions between inequalities and productivity and how these
interactions play out across countries, regions, firms and between individuals.

Raising labour productivity can be done through two channels: stronger investment to
equip each worker with a larger capital stock or higher multi-factor productivity, which
measures how effectively factors of production are combined to produce goods and
services. In fact, the falling investment has explained almost 40% of the decline in labour
productivity since 1995 (Considera, 2017). Multi-factor productivity is itself partly
related to investment, as technological progress embedded in new capital goods often
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allows improvements in the use of other resources or a better organisation of production
processes. Moreover, many of the policy reforms that would be conducive to stronger
investment are likely to also have beneficial effects for multi-factor productivity.

Figure 1.2. Income gaps with OECD countries remain large due to low productivity
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labour resource utilisation and labour productivity do not add up exactly to the GDP per capita difference
since the decomposition is multiplicative.
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employment as a share of population.

Source: OECD National Accounts and Productivity Databases; World Bank, World Development Indicators
(WDI) (Database); ILO (International Labour Organisation), Key Indicators of the Labour Market (KILM)
Database.
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Brazil invested only 13.7% of GDP in 2016, which is one of the lowest investment rates
among OECD and emerging market economies (Figure 1.3). Even though investment has
never contributed as much to economic growth as in other economies, notably in Asia, a
decline in investment is one of the reasons why the economy’s growth potential has
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declined so sharply. Over the last years, investment has hardly exceeded the depreciation
of the existing capital stock, meaning that growth of the productive capital stock has
stalled if not declined.

Figure 1.3. The investment rate is low in international comparison
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Source: World Bank.
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This comes in addition to declining labour inputs, which are largely the result of
demographic changes. Going forward, the boost to economic growth from demographic
changes is going to diminish continuously as Brazil embarks on a process of rapid
population ageing. As a result, the economy’s growth potential is likely to fall
substantially below current levels unless new sources of growth are tapped into, such as
stronger investment.

Strengthening investment will therefore be one key avenue to maintain solid growth and
build on the social progress of the past. In fact, the recent emergence of a new Brazilian
middle class owes much to the combination of new employment opportunities arising
from economic growth and improving access to education, which enabled more people to
move into better paid jobs (Chapter 2 of OECD Economic Survey of Brazil 2013).
Boosting investment also matters for wage and productivity developments. Low
investment limits the growth of labour productivity, which represents the wage increases
that Brazilian workers can pocket without deteriorating the competitiveness of domestic
producers.

One area of investment with particularly wide ramifications into other sectors is
infrastructure. For households, and especially those with low incomes, the availability of
transport, electricity, safe water and sanitation and other basic facilities have a direct
bearing on their quality of life. Brazilian businesses are suffering competitive
disadvantages from high transport and logistics costs. On infrastructure quality, Brazil
ranks 116 out of 138 countries in the latest World Economic Forum survey, following
years of losing ground to other countries. Quality shortcomings are common to several
aspects of infrastructure (Figure 1.4). For example, transport costs for soy exports to
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China are three times higher from Brazil than from the United States, with the bulk of that
explained by the cost of road transport, which is used for transporting 60% of agricultural
commodities due to an underdeveloped rail network.

Figure 1.4. Infrastructure quality is low
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Source: World Economic Forum, Global Competitiveness Indicator database.
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Why has investment been so weak?

Investment implies foregoing consumption opportunities today in the hope of greater
benefits in the future. Hence when an economy does not invest much, it can be either
because the future benefits of doing so are low or uncertain or because there are not
enough resources to be put aside today. Explanations in the former area call for
improving investment opportunities, including by improving the business climate, while
the latter type of explanations have to do with savings and the capacity of the financial
sector to channel them to those with lucrative investment opportunities.

Possible explanations for Brazil’s low investment rate can be found along both of these
dimensions. Much can be done to create more profitable business opportunities in which
the private sector could invest. This includes a variety of measures that could reduce the
by now well-known “Brazil cost”, such as reducing the costs of complying with
unnecessarily cumbersome regulations and complex tax rules, a more effective judiciary,
or further progress in alleviating skill scarcities. All of these factors have contributed to
low productivity in tradable sectors (Figure 1.5). In the infrastructure sector, a better
performance of public institutions could make it significantly easier for the private sector
to engage in the execution and the financing of infrastructure projects. Better incentives
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and more opportunities for strong-performing enterprises to grow, including at the
expense of less efficient incumbents, would also create new investment opportunities
with higher returns. These issues will be discussed in the section on raising the returns on

investment.
Figure 1.5. Productivity is low in international comparison
Labour productivity in thousands of 2010 USD per employee, 2015
250
200
150
100
50
R S EE T
o

Source: World Bank, ILO, IBGE
StatLink iz http://dx.doi.org/10.1787/888933655909

On the financing side, Brazil has traditionally been characterised by low domestic
savings, lower than in other emerging economies, particularly in Asia (Figure 1.6). The
scarcity of saving is also reflected in the high real interest rates with which Brazil
remunerates saving (Bacha, 2010a). At the same time, already low saving has declined
markedly since 2013, reflecting primarily a steep decline in public sector savings. This
means that an increasing amount of private saving has been absorbed by the public sector,
estimated at 6.2% of GDP in 2016. Since the public sector has invested less and less over
time, potential private investment has been crowded out by public consumption, not
public investment. Empirical work suggests that whenever domestic savings, which
include public savings, increase or decline by one percentage point of GDP, investment
increases or declines by half a percentage point of GDP (Considera, 2017). Increasing
public savings through a reduction of the fiscal deficit would therefore alleviate financing
constraints for investment. At the same time, even in the years when public savings were
higher, investment was still low, suggesting that additional policy action is required to
strengthen investment.
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Figure 1.6. Saving is low and has declined

A. Savings are low in international comparison
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Brazil also has a few peculiar features in the relationship between the public and private
sectors with respect to savings. While most countries use private savings to finance
private investments, much of private savings in Brazil flow into public debt. The portfolio
of Brazil’s asset management industry consists to more than 70% of public-sector bonds
and has risen by almost 10 percentage points of GDP over the last years (Figure 1.7). At
the same time the public sector is the single largest source of financing for private
investment (Canuto and Cavallari, 2017). Possible reforms affecting the financial sector
and its role in intermediating between savers and investors will be discussed in the next
section on improving access to financing.

Figure 1.7.Private sector assets under management
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Foreign savings can be a complement to domestic savings as capital inflows can finance
domestic investment, in particular when it comes in the form of foreign direct investment
(FDI). In theory, this should decouple investment in a given country from its own
capacity to save since in a frictionless world, capital would simply flow to where its
returns are the highest. In reality, however, foreign savings are an imperfect substitute to
domestic savings and domestic investment tends to be highly correlated with domestic
savings. This empirical regularity has become known as the Feldstein Horioka (1980)
puzzle. In Brazil, the correlation between domestic savings and domestic investment has
been 67% since the turn of the millennium. Although FDI inflows have been resilient
even in the face of the major recession that the economy has gone through, the stock of
foreign direct investment is below those observed in other Latin American countries, such
as Chile, Peru or Mexico (Figure 1.8).
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Figure 1.8. Brazil attracts less direct investment than other countries in the region
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The economy is fairly open to international investment flows. Particularly restrictions on
foreign direct investment are at comparable levels with OECD economies and
concentrated in only a few sectors (Figure 1.9). A recent presidential decree has
temporarily removed ceilings on foreign capital in airlines, although this has yet to be
approved by Congress. Without this, Brazil’s FDI restrictions in air transportation are still
high in international comparison.

Figure 1.9. FDI restrictions are low compared to OECD countries
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However, more can be done to attract more FDI. Adopting a comprehensive and coherent
approach to investment climate reforms, which are essentially the same as those that
would raise domestic investment, would allow Brazil to use foreign savings more than it
has in the past to finance its investment needs. Among the different aspects of the
business climate, foreign investors may be particularly sensitive to judicial uncertainty
and the stability of rules. Bolstering foreign direct investment in the agriculture sector
could be a valuable avenue to bolster Brazil’s participation in global value chains,
particularly in the agro-food sector. In the area of infrastructure, structural changes on
financial markets and a wider variety of financial products tailored to the needs of
specific foreign investor profiles would allow tapping into international financial markets
in a way previously unseen.

Raising returns on investment

Better policy settings could result in substantially lower costs of operations for most
Brazilian companies. Brazil’s high cost of production is the result of complicated
regulatory procedures, ineffective contract enforcement, judicial uncertainty, high tax
compliance costs, labour costs and infrastructure bottlenecks. Costs beyond the influence
of firms make it harder for them to compete and reduce returns to investment.

Reducing red tape and regulatory barriers would reduce costs and improve
incentive structures

Brazil’s regulatory procedures for market entry and licensing have long been significantly
more cumbersome and restrictive than in OECD countries, and lack transparency and
simplicity, according to the OECD Product Market Regulation indicators (Figure 1.10).

Figure 1.10. Regulatory barriers to entrepreneurship are high
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The widely used World Bank Doing Business indicators confirm this picture, positioning
Brazil at rank 123 out of 190 economies surveyed for the ease of doing business. Brazil is
particularly far behind best practice in areas such as the licensing process to start a
business, dealing with construction permits or registering property. Starting a business
requires 12 procedures in Brazil and takes 83 days, while Chile, Colombia and Mexico
require fewer procedures that can be accomplished in less than 11 days (Figure 1.11).

Figure 1.11. Ease of starting a business
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Recent government initiatives have included pilot projects, including in the capital city of
Brasilia and in Sao Paulo, to allow opening and closing a company within a few days. In
Sdo Paulo, for example, the time to open a business fell from 101 days to 7 days. A
nationwide rollout of such fundamental reforms has not happened yet, but would be a
major improvement. Besides the procedures to open a business, streamlining licensing
procedures is also crucial. In this regard, Portugal has recently made positive experiences
with applying a silence-is-consent rule in areas without major safety or environmental
concerns. Brazil could apply easier administrative procedures and streamline licensing
procedures more widely, to make sure its regulations do not unnecessarily hinder entry
and competition.

In addition, environmental licensing is often adding to the costs and regulatory
uncertainty of investment projects. Despite recent improvements, overlapping
responsibilities between understaffed environmental agencies at the federal, state and
municipal levels and cumbersome licensing procedures create delays and regulatory
uncertainty, including about the length of the delay. The licensing process could be
streamlined significantly without detriment to legitimate environmental concerns, for
example by rolling out single-window facilities, making use of on-line tools or improving
the sharing of information across government agencies.

Several regulatory agencies have made progress in launching regulatory impact
assessments before making changes to existing regulation, although this is not yet a
consistent practice across the whole administration. Applying such assessments more

OECD ECONOMIC SURVEYS: BRAZIL 2018 © OECD 2018


http://dx.doi.org/10.1787/888933656004

80 | 1. RAISING INVESTMENT AND IMPROVING INFRASTRUCTURE

widely and in a harmonised manner could help to avoid further regulations with
detrimental effects on entry. In addition, systematic use of ex post evaluation to assess
whether regulations achieve their objectives is mostly unexplored.

One factor that delays licensing is that public sector managers can be held personally
liable for their decisions. In fact, officials have much to lose if ex-post a judge takes a
different view on the impact of a specific license than the official had at the time of
granting it. As a result, public officials tend to be overcautious and try to back up any
decision with long legal analyses. Limiting the possibilities to take public officials to
court over their decisions to cases of abuse or bad faith would have significant potential
to speed up licensing procedures.

Empirical results from firm-level analysis suggest that easing these administrative
burdens is likely to improve the productivity of Brazilian firms as the number of
procedures required for starting a business and the associated delays are negatively
associated with firm level productivity (Box 1.1, Arnold and Flach, 2018a). These
findings are confirmed by cross-country panel regressions that control for other time-
invariant differences across countries and for time effects (Ferreira Mation, 2014). Their
work suggests that if Brazil’s labour productivity could be 11% higher if its business
climate were to improve to the level of Chile’s, for example. The prospects for the entry
of new and innovative firms could also improve with the development of deeper capital
markets (Kerr and Nanda, 2009; Hubbard, 1998; Beck, 2007; Aghion et al., 2007).

Brazil’s tradable sector would also benefit from more competition in upstream non-
manufacturing sectors, as access to cost-effective and innovative services inputs can play
an important role for manufacturing productivity (Arnold et al., 2011; 2015; World Bank,
2018). As measured by the OECD Product Market Regulation (PMR) indicators,
regulations that curb competition in non-manufacturing sectors are more restrictive in
Brazil than in the average OECD country, but less so than in the average of the BRIICS
countries. While Brazil scores 2.54 on a scale of 0 to 6 in 2013, similar to the average
values of China, India, Russia and South Africa, but significantly higher than the OECD
average of 1.51.
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Box 1.1. Identifying constraints to productivity growth using firm-level data

In order to explore the link between structural policy variables and productivity, a large
data set of accounting data from over 16 000 firm observations across Brazilian industrial
and services sectors has been analysed. Using data from firms’ annual balance sheets and
profit and loss accounts from the ORBIS database, total factor productivity (TFP) is
calculated as a multilateral index with industry-specific factor intensities, following
Griffith et al. (2004). The main advantage of the index approach of measuring TFP is that
it makes the comparison between any two firm-year observations possible, since each
firm’s inputs and outputs are calculated as deviations from a reference firm. Robustness
checks with other TFP measures have also been used to confirm the findings. The data
have been cleaned for obvious outliers and reporting mistakes, which has resulted in
dropping less than 1% of the original sample. A few sectors have been excluded from the
analysis due to their monopolistic nature such as in the case of utility sectors, or due to
their the strong degree of public control, such as in public administration, defence,
education and health services, or because they are subject to strong cyclical swings such
as financial services or mining.

In a second step, firm-level TFP is then used as a dependent variable and related to policy
measures or variables that are directly influenced by policies. The empirical strategy
follows closely the difference-in-differences approach proposed by Rajan and Zingales
(1998). The rigour of this approach stems from the fact that it draws on comparisons only
across comparable units, such as firms within the same state of Brazil and the same year.
In a typical estimation set-up, and there are minor differences across the estimations due
to data availability, the policy variable varies across time or across states, and is
interacted with an industry-specific variable that is assumed to measure the relevance of
this policy aspect for the sector to which the firm belongs. For example, in the case of
energy costs that vary across states, the interaction factor is the energy intensity of
industries. This set-up assumes that firms in sectors that are more energy-intensive are
more affected by regional differences in energy costs than other sectors. The estimation
coefficient is hence identified only from comparisons across firms in different industries
within the same state. State industry combinations are the level at which the interaction
measure varies, while fixed effects control for all idiosyncratic productivity influences
specific to combinations of states and years and specific to industries. The resulting
estimation equation in this case is the following:

TFP;; = o+ B energy cost.,*energy_intensity, + sizej + agei; TDreg,t + Ds + €i¢

where subscripts i denote the firm, 7 the year, reg the region or state, s the sector. Size and
age denote a firm’s size in number of employees and age since its date of incorporation.
D are binary variables and € is a white-noise error term. Whenever possible, and
following the strategy of Rajan and Zingales (1998), the interaction factors at the industry
level have been taken from international benchmarks, for example the United States,
rather than from Brazilian data, to ensure a maximum degree of exogeneity. This
empirical strategy means that the estimated effect can be interpreted as causal under
acceptance of the identifying assumption, i.e. the relevance of the interaction factor
chosen. Estimation results have been obtained for the effects of energy prices, transport
and road infrastructure, the tax burden, several aspects of administrative burdens, labour
regulations and skill availability. Detailed estimation results including regression results
are presented in the Annex to this Chapter.
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Reducing legal uncertainty and strengthening contract enforcement

The investment climate could also be improved by reducing uncertainties related to the
judicial system and to regulation. Both an ineffective court system and frequent
regulatory changes in recent years have made legal uncertainty a key concern among
investors. Clear, transparent and stable legal and regulatory frameworks help reducing
legal risks, which can be a strong deterrent for investors as the possibilities for insuring
against such risks are usually very limited. In regulated sectors such as utilities,
communications and transport, the principle responsibility for this lies with sectoral
regulatory agencies, which have been characterised by heterogeneous degrees of
institutional capacities and independence in the past. Building up confidence in regulatory
frameworks will take time, but avoiding ad-hoc changes and political interference,
including through political appointments, is key for confidence to improve.

Enforcing contracts through the judicial system is lengthy and the outcome is often
uncertain due to the significant discretionary power of judges. The cumbersome
procedures of dealing with courts can substantially add to firms’ costs and reduce their
productivity. Enforcing a standard debt contract takes 731 days in Brazil, compared to
230 in Korea, 338 in Mexico, 426 in Peru or 480 in Chile (Figure 1.12). The time and
value losses resulting from inefficient processes of resolution of contractual conflicts and
insolvency situations have repeatedly been mentioned as a key constraint for the
investment climate (Canuto, 2016). Empirical evidence from firm-level data suggests that
higher enforcement costs hamper firm productivity, and this effect becomes particularly
pronounced when focusing young firms that have been in business for less than 5 years
(Box 1.1, Arnold and Flach, 2018a).

Measures to enhance the efficiency of the judicial system adopted across OECD countries
include reorganising courts, implementing electronical judicial files and promoting out-
of-court solutions to conflicts. The latter is particularly important, as mediation
arrangements can provide faster and more efficient resolution of commercial disputes.
Increasing competition in the legal profession can also induce lower litigation and hence
have a positive effect on the efficiency of the system.
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Figure 1.12. The court system is slow to resolve commercial disputes

Time required to enforce a contract (in days), 2017
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Source: World Bank (2017b).
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Effective insolvency procedures can play a crucial role to boost investment and
productivity (Adalet McGowan and Andrews, 2016). A well working insolvency
framework is crucial to restructure companies that are still viable and to allow a speedy
recovery of non-viable companies’ assets before they lose value or can be abducted from
the insolvent company. It can also boost entrepreneurship by providing second chance
opportunities to entrepreneurs.

Brazil reformed its insolvency law in 2005. The reform aimed at providing creditors with
a more rapid liquidation of distressed firms and allocated higher priority for secured
creditors vis-a-vis workers and tax authorities. It resulted in credit expansion and business
investment growth, especially in high productivity firms (Arnold and Flach, 2018b).
However, Brazil’s insolvency procedures continue to be less efficient and more costly
than those found in OECD and in peer Latin America countries (Figure 1.13). A typical
bankruptcy resolution takes 4 years in Brazil, compared to 2.9 years in LAC countries
and 1.7 years in OECD countries. Since assets of distressed companies tend to lose value
quickly, it is not surprising that Brazil’s recovery rate on debt with insolvent companies is
only 15.8 cents on the dollar, while it is 31 cents in Latin America and Caribbean and 73
cents in OECD high-income countries (World Bank, 2017b).
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Figure 1.13. Insolvencies are slow and recovery rates low
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Faster and more efficient insolvency procedures would lower the credit risk of corporate
borrowers and contribute to boost private investment. Acknowledging this, authorities are
reviewing insolvency procedures to make them clearer and to facilitate quicker processes.
Among new features being considered is the possibility for tax authorities to take a
haircut, facilitating that firms can access finance during the recovery processes and
strengthening out-of-court procedures. The latter is particularly important, as bottlenecks
in the judicial system prevented that the 2005 reform boosted investment and productivity
more strongly. Firms operating in districts with more congested courts experienced lower
access to loans and lower increase in investment and productivity than firms operating in
districts with less congested courts (Ponticelli, 2015). Overall, planned changes seem to
go in the right direction to improve insolvency procedures.

Reducing the cost of complying with taxes

Brazil’s tax system is a major cost driver for companies and substantially reduces
investment returns, both because of the level of taxes and compliance costs. Corporate
taxes with a peak rate of 35% are high in international comparison. A combination of
unifying several parallel corporate tax systems, broadening the base and reducing the rate
may help to simplify corporate taxes and reduce distortions. In addition, several
consumption taxes drive up overall tax levels on formal sector companies. In part, this is
owing to the weak design of consumption taxes which, when properly designed, do not
constitute a burden on businesses. However, in the current fiscal context, the scope for
reducing public revenues is extremely limited. Still, even within the realm of revenue-
neutral tax reforms, Brazil can improve investment returns significantly by making the
tax system more efficient and easier to comply with.

When measuring the time requirement to comply with taxes for a benchmark
manufacturing company in 190 jurisdiction across the world, the World Bank finds that
Brazil comes out as one of the last, with 2 600 hours required, as opposed to 356 in the
average Latin American country or 184 in the average OECD country (Figure 1.14). Tax
departments of companies are consequently huge in international comparison, adding
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substantially to fixed costs. Some estimates suggest that for the whole economy, tax
compliance costs alone amount to 0.43% of GDP (Appy, 2013), while other estimates
have calculated that tax compliance costs for industrial companies as 2.6% of consumer
prices (Coelho, 2015).

Figure 1.14. Hours required to prepare taxes
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Source: World Bank (2017b).
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Scope for simplification exists primarily in the area of indirect taxation. Brazil has 6
different kinds of consumption taxes, which generate more than half of public revenues.
The industrial sector stands to gain particularly from a comprehensive consumption tax
reform, as it is heavily affected by the complexity and weak design of consumption taxes,
including the lack of refunds for taxes paid on fixed assets. For example, about a third of
consumption tax revenues comes from manufacturing firms, which account for only 13%
of value added, according to industry estimates (Coelho, 2015). In contrast, the services
sector is facing a lighter tax burden.

The largest of Brazil’s 6 consumption taxes, called ICMS raises revenues of around 8%
of GDP. It is levied by Brazil’s states and each state applies its own tax code, tax base
and tax rates. Brazil applies a mixture of the origin and destination principles to interstate
commerce and companies wishing to offer goods and services nationwide are required to
comply with each state’s individual tax rules. Credits for interstate transactions are
regularly delayed or refused (CNI, 2014a).

Another reason why compliance costs are high relates to the imprecise definition of tax
credits for inputs, which gives rise to excessive litigation. Tax credits for consumption
taxes paid on inputs follow the so called “physical credit” principle, by which tax credits
are granted only for inputs embodied in the final good sold. This rules out tax credits for
overhead expenses and in particular fixed assets. As a result, it raises the cost of capital
and breaks the usual “neutrality” of a well-designed VAT. The “physical credit” principle
requires companies to prove that every input for which they claim a credit goes directly
into the final product. A practical example is that industrial companies often hire tax
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accountants to identify how their electricity consumption is divided between the part that
powers the machines and the part that lights the companies’ offices, with the former being
deductible and the latter not. Lawsuits over disputes are common and use up resources
that could be employed more productively. Recent initiatives to allow tax credits for all
intermediate goods should be implemented swiftly.

The ICMS tax base is narrowed by the exclusion of many services, which are instead
subject to a municipal service tax called ISS, which does not allow any credit for inputs,
making it effectively a sales tax T. The uneven tax treatment of the industrial and the
services sector should be eliminated. This could even lead to some increase in revenues,
given that the services sector is currently taxed less than the industrial sector.

Another large consumption tax is a set of federal “contributions”, including those known
as PIS/Pasep, and Cofins. Together these contributions account for 7.5% of GDP in
revenues. Tax credits for intermediate inputs are also subject to the “physical credit”
principle, as in the case of the ICMS. In addition, PIS/Cofins is often applied on the value
of a good including ICMS tax already paid on it, thus making the two taxes cumulative.

A special sales tax called IPI is levied on certain industrial products. The IPI has been
used for temporarily protecting Brazilian producers in specific sectors, for example the
automobile sector, against international competition since 2011, by charging differential
rates according to the share of local content. Finally, another special federal tax called
CIDE has been levied on select goods and services, most notably on imports of services
and financial transactions including remittances abroad. CIDE contributes to the very
high taxation of imported services, for which effective tax rates range between 40% and
50% (Ernest and Young, 2013). This is not only a very high tax burden but also a barrier
to competition and it precludes Brazilian companies from the competitive advantages
associated to international trade in tradeable services. The tax distortion against imported
services is further aggravated by the relatively low tax burden on domestically produced
services relative to goods. CIDE has also been levied on petrol, on which the effective tax
burden is lower than in other countries and could be raised further to promote responsible
use of fossil fuels and incentivise the use of ethanol for powering cars (see Assessment
and Recommendations).

A sensible tax reform would be to consolidate the different consumption taxes into one
value-added tax with simple rules. The federal government could lead the way by
consolidating its own consumption taxes into a single value added tax with a broad base,
full refund for input VAT paid and zero-rating for exports (OECD, 2017c). Once such a
tax were established, it might be easier to integrate the state-level ICMS into this system,
possibly as state-specific surcharges on the same tax base that preserve current revenues.
While tax reforms involving different levels of government are typically politically
difficult, other countries like India has recently managed to unify state-level consumption
taxes (OECD, 2017b).

In principle, it is possible to accommodate the desire for different states to tax at different
rates, once taxation strictly follows the destination principle and tax credits are refunded
swiftly for interstate transactions. Such a system is applied in the European Union, for
example, where different member states apply different tax rates but consumers are
normally subject to VAT in the destination country.

For many years now, the central government has discussed plans to harmonise the state-
level ICMS. The challenge, however, is to find a political consensus among the states,
some of which are threatened by revenue shortfalls from a rationalisation of the system as
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they effectively tax consumption taking place in other states. Moving towards a
destination principle would make this impossible, so that a temporary compensation of
some states via the federal government may help to allow these states to adjust gradually
and would make it easier to reach a consensus, as has been done in India (OECD, 2017b).
In light of the political difficulties involved in reforming the ICMS system, there has not
been any progress since the unification of ICMS rates for imports in 2012, which had put
an end to unproductive tax competition among states to attract import shipments.

Labour costs and complex labour regulations have curbed investment incentives

Labour regulations have been reported as the fifth most important obstacle to growth and
competitiveness by Brazilian firms, and as the second highest by large firms (World
Bank, 2014). Brazil’s labour justice alone costs 0.3% of GDP, more than twice as much
as the whole justice system in Argentina (Da Ros, 2015; CNJ, 2016). The 1943 labour
code contains many very detailed rules whose benefits to either employees or employers
are no longer evident. Prior to a labour market reform passed in July 2017, alternative
firm-level agreements on some of these details would not be recognised by courts,
resulting in 4.4 million court cases pending (BNDES, 2017). The recent reform has
provided more scope for firm-level agreements while keeping essential employee rights
non-negotiable.

In the area of collective bargaining, the reform implements the principle of derogation of
collective agreements and individual contracts above a certain pay threshold from the
labour code. The reform allows derogation in a number of areas such as annual leave
organisation, working time, incentive pay and other issues of internal flexibility.
However, the minimum wage, the mandatory 13th salary, unemployment insurance and
27 other key employee rights explicitly remain non-negotiable. In addition, the reform
lifts the obligation to pay affiliation fees to a union for formal workers and enhances the
scope for outsourcing, which can now be done in all areas of activity of a company, while
before it was permitted only for cleaning and security services.

In the area of employment protection for open-ended contracts, the reform introduces a
new form of separation (by mutual agreement), which should result in lower
compensation for workers and lower cost to employers with respect to dismissal without
just cause. The reform also reduces the incentives for workers to file a complaint since
the overall cost of the procedure is now charged to the losing party -either the employer
or employee- with no more public financial aid, except in a few cases. Prior to the reform,
essentially all costs of an employee’s complaint were covered by public money,
regardless of whether the case was lost or won.

In principle, the labour reform should diminish legal uncertainty and litigation, thereby
reducing labour costs. It will likely result in greater flexibility with advantages for both
employers and employees. By regularising a number of de facto situations and reducing
the cost of formal labour it might result in a reduction of informality, more inclusive
growth and higher productivity. However, it will be important to ensure that outsourcing
does not result in greater informality due to a possible higher prevalence of informal
employment among subcontractors. In order to avoid this risk, sufficient resources should
be given to the competent authorities to fight informality. Moreover, it will be important
to evaluate the effectiveness of the reform after a few years and see if additional measures
are needed to ensure a reduction in informality.

Labour costs, both wage and non-wage costs, have outpaced productivity for several
years which has resulted in rising unit labour costs (Figure 1.15). This has eroded returns
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on capital among large firms, with concomitant effects on corporate savings and
investment (Rocca and Santos Junior, 2014; Considera, 2017). Estimates suggest that
88% of the variation in average wages can be explained by changes in the minimum wage
(Considera, 2017). The current rule for yearly adjustments of the minimum wage is based
on the previous year’s inflation and GDP growth two years back and has led to real
increases of 80% over the past 15 years. At 75% of the median wage, Brazil’s minimum
wage is higher than in any OECD country by that measure (Figure 1.16). Allowing a
progressive reduction of the minimum wage relative to the median wage by limiting
future real increases would help to improve international competitiveness and reduce
informality.

Figure 1.15. Unit labour costs have risen
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To ensure future wage developments that are compatible with strong investment and
employment, the current minimum wage rule, which is set to expire in 2019, could be
replaced by a rule that indexes annual minimum wage increases to the consumer price
index for low-income households for some time. Such a rule would protect the
purchasing power of minimum-wage earners, and imply reducing but not halting future
real increases in the minimum wage.
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Figure 1.16. Minimum wages are high in international comparison

Minimum wage as a percentage of median wages, 2016!
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The federal minimum wage is defined only as a monthly payment, with no hourly
equivalent. This severely limits the scope for low-wage earners to work part-time, or
pushes work opportunities with less than full time into the informal sector. Given that the
minimum wage is a binding floor for a large share of Brazil’s workforce, the lack of an
hourly definition may have a significant impact. This may be particularly relevant for
women, who are almost 5 times more likely to work part-time across OECD countries.
Moving towards an hourly definition of the minimum wage would make it easier to
combine work and childcare without losing the benefits associated to formal employment.

It is also important to note that individual states can set a state—level minimum wage
above the federal level, which could be used to reflect differences in labour market
conditions and productivity, across Brazilian states. Moreover, state-level minimum
wages have no fiscal implications through linked social benefits, while the amount of the
federal minimum wage acts as a floor for several social benefits.

Other labour market policies have rightly placed a priority on reducing gender and race
gaps, including the 2012-2015 National Plan for Women and a 2014 law establishing
race-based affirmative action in filling federal civil servant positions (World Bank, 2016).
Just like income inequality, gender or racial discrimination tends to reduce growth and
hold back development by crippling a part of society’s human capital.

Improving skills

Brazil has progressed substantially over the last decades in facilitating access to
education, but attainments and the quality of education remain low in international
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comparison (Figure 1.17). More than 50% of Brazilians have not attained secondary
education, and 17% did not even complete primary education, well above the OECD
average of 2%. Low performance on the OECD PISA tests suggests quality challenges,
but also large disparities in outcomes depending on socio-economic background.

Figure 1.17. SKkill gaps are significant

B. Graduation rate - Upper secondary education,
2015 or latest year available

A. Total Labor force with tertiary education
2014 or latest year available

%

120

100

80

60

40

20
2 P8 SSZBECRE835E2EE | SSf-85SFSRCESSS23EEE
CEl8B =Py R Scm® rx=EN BN 3ES S8
CT553aCEEos USRS OHTES BETPeESRANESSHSOCBT S5
8= S258aICPFLPLz2"8icS S=8XH5=22FRPO0 50837 T S
I3 » Q Pl @D N O » 2o @ Q h=} o e N
< QOO =] = o < o & O £
) @ = IS = @
=Z c (2] c = D

s} =}

Source: World Bank World Development Indicators database; OECD Education at a Glance database; and

UNESCO Education database.
StatLink Si=r http://dx.doi.org/10.1787/888933656099

Survey results suggest that employers are finding it particularly hard to find technicians,
skilled trades and engineers (Figure 1.18). Empirical analysis suggests that a lack of skills
is a significant factor behind low productivity levels (Arnold and Flach, 2018a). Wage
premiums of up to 20% for those with technical training and of 120% for those with
tertiary degrees reflect a dearth of skills (CNI, 2014b, OECD, 2016c).

Figure 1.18. Many firms struggle to fill jobs

Firms identifying difficulty filling jobs, 2015, in percent
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Higher spending on education is not a guarantee for success; how money is spent is
critical. In fact, Brazil increased spending on primary and secondary education by 58%
per student between 2010 and 2014, while across OECD and partner countries it
increased by 5% on average. But these increases in spending still need to translate into
better learning outcomes. Other low-spending countries, such as Colombia, Mexico and
Uruguay, spend less per student than Brazil does, and perform better (OECD, 2015a).

Many students in Brazil repeat grade and finally drop out of secondary education. Grade
repetition has high costs and its benefits are highly disputed (Ikeda and Garcia, 2014).
Focusing on early and targeted support to those students with a higher risk of leaving the
education system would be more efficient and produce better outcomes, as drop-outs
often lack basic cognitive and social skills that are acquired during early childhood.
Brazil has reached near universal enrolment of 5 and 6 years old but lags behind in the
participation of younger children (OECD, 2017d). An education reform passed in
December 2016 has provided some room for offering relevant content to the less
academically inclined into secondary curricula by reducing the number of mandatory
subjects. Inspiration for further reform could come from interesting experiences in some
Brazilian state, such as the north-eastern state of Ceara, which have demonstrated the
potential power of incentives and regular evaluations, together with teacher training and
management support for schools (Box 1.2).

Enrolment in professional training and technical degrees is low in international
comparison (Figure 1.20). Only 3.8% of secondary students choose technical courses,
with the rest being academically focused. Brazil has started to address this issue by
creating additional vocational training opportunities under the umbrella of the Pronatec
programme. The programme has also contributed to gender equality, as 67% of
participants have been women (World Bank, 2016). It has also supported youths, with
47% of participants being under the age of 29. While progress has been made, the
programme has often missed labour market demands, as witnessed by dropout rates of
above 50%. One reason for dropping out is that participants found a job in another
industry than the one they were training for. Systematic consultations of local labour
market and evaluations of labour market outcomes of participants of vocational education
and training are therefore crucial to guide the supply of training courses, but have only
recently been introduced. Demand-driven programmes initiated by requests from
employers have proven significantly more effective in raising the chances of finding
employment (O’Connell et al., 2017). Dropout rates are substantially lower in integrated
secondary programmes with vocational content, suggesting that these may be avenues
worth exploring further. Given that many Brazilians with training needs have already left
formal education, it is crucial to ensure access to the Pronatec programme to adults that
are either unemployed or looking for new opportunities.
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Box 1.2. The power of incentives in education policies: Lessons from the state of Ceara

The experiences of some of Brazil’s states show that progress is possible with well-
designed policies and good governance. Educational outcomes have improved visibly in
the relatively poor north-eastern state of Ceara. Starting from a very low base, the state of
Ceara has become one of the top performers with respect to the quality of education
(Figure 1.19). This progress was based on an effective mix of increasing resources and
introducing incentive mechanisms (OECD, 2011, Boekle-Giuffrida, 2012). Practices
included an early extension of compulsory schooling to nine years, production and
distribution of structured course materials to all schools and performance-based pay for
teachers and principals, coupled with teacher training and management support for
schools. The state of Ceara has even tied the distribution of consumption tax revenues
across municipalities to educational outcomes, which created competition of
municipalities for improving their schools. In all cases, incentive-based measures were
coupled with periodic evaluations based on student test scores. It is likely that many of
these local experiences could be successfully expanded nationwide.

Figure 1.19. The state of Ceara has made substantial progress in education quality
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1. IDEB is a synthetic indicator of education quality, based on the academic passing rate and the results of
student assessments for each municipality in Brazil.
Source: Observatdrio do Plano Nacional de Educagao.
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Figure 1.20. The share of students in vocational and technical programmes is low
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International experience suggests that workplace training and employer participation in
the design and delivery of the training are key elements for a successful development of
VET. Currently, training institutions are the dominant players of the Brazilian VET
system and the involvement of employers is minimal. Giving employers a more central
role, both in the design of courses and in the delivery of workplace training, would bring
the Brazilian VET system closer to international standards.

On-the-job training could be expanded by eliminating distortions originating from the
individual unemployment insurance account system FGTS. Given that dismissals or
resignations disguised as dismissals are the usual strategy to access these accounts, less
than 20% of jobs have a tenure of more than 2 years. These high job turnover rates
significantly reduce incentives for employers to invest in training.

As in many OECD countries, there is also scope for a better alignment of university
curriculums to the type of occupations prevailing on the labour market (OECD, 2017d).
Deepening integration to the world economy, together with global trends such
digitalisation, demographic shifts and other changes in work organisation are constantly
reshaping skill needs, creating challenges for the education system, in particular
universities, to update curriculums regularly (OECD, 2016c¢). The tertiary education
system produces relatively few graduates in science, technology, engineering and
mathematics. Sciences and Engineering account for 13% of graduates, below the OECD

average of 20% or Mexico at 26%.

Reallocating spending from tertiary to earlier levels of education would also make
spending both more inclusive and efficient. Students from high-income families are those
who tend to reach virtually free public tertiary education in Brazil, while attendance of
pre-primary education decreases the likelihood of low performance in secondary
education for students from low-income households (OECD, 2016Db).
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Strengthening competition and shifting resources to firms with the best investment
opportunities

Competition is key for creating incentives to invest and for allowing those firms with the
best investment opportunities to thrive. However, policies such as entry barriers, directed
lending, low integration into the global economy and targeted industrial policies have led
to low competitive pressures in the Brazilian economy (Lucinda and Meyer, 2013; Clezar
et al., 2011; World Bank, 2018).

For existing firms, low competition has reduced incentives to invest into the adoption of
the most efficient production technologies, to introduce new innovative products and to
reach global best practice (Pinheiro, 2013; IEDI, 2011; IEDI, 2014).

But besides affecting incentives for existing firms, such policies also affect entry and exit,
and the reallocation of resources. Brazil’s policies towards the business sector have often
tended to defend the status-quo rather than to accompany productivity-enhancing changes
in industry structures. This has been the case for targeted industrial policies that conferred
benefits, in the form of tax breaks or subsidies, to a handful of established incumbents at
the expense of potential entrants. Targeted benefits also reduce the pressure for the exit of
less productive firms, which is essential for releasing the resources that more successful
firms need to grow to an efficient scale (Andrews et al, 2017). Subsidised directed credit
has had a similar effect. Although financing conditions for incumbent and new clients are
equal, incumbents with a standing business relationship with the national development
bank BNDES probably found it easier to get access to subsidised loans than new entrants.
Moreover, much of the directed lending volumes have flown to large firms up until 2015.
In 2017, 42% of disbursements were to small and medium enterprises.

Low competition tends to foster rigid industry structures, characterised by low entry rates,
and a misallocation of resources. Evidence suggests that reallocation mechanisms,
including entry and exit, are an essential element of aggregate productivity growth
(Hopenhayn, 1992; Melitz, 2003; Aghion et al., 2005). In fact, these reallocations can
often account for a larger share of aggregate productivity growth than developments
within individual firms (Olley and Pakes, 1996; Foster et al., 2001; Bartelsman et al.,
2008; Andrews and Cingano, 2014). Those Brazilian firms with strong productivity
growth are on average significantly younger and smaller than others (De Negri and
Ferreira, 2015, Criscuolo et al., 2014).

Reallocation mechanisms do not seem to work well in Brazil, and it is often the less
productive firms within a sector that enjoy large and even increasing market shares
(Gomes and Ribeiro, 2015, OECD 2015c¢). Start-up rates in Brazil’s manufacturing sector
are low in international comparison, and new firm entry has been on a constant decline
over the last 15 years (Calvino et al., 2015). This has reduced profitable investment
opportunities in potential new entrants, as some of those few firms that manage to enter
the market tend to have particularly strong productivity and employment growth (Calvino
et al., 2015). These firms would have significant investment opportunities. Instead of
making full use of this potential, however, rigid industry structures have trapped
resources in low-productivity firms with fewer investment opportunities, and with lower
pay prospects for workers.

A boost to competition could come from lower barriers to market entry, but also stronger
foreign competition as a result of lower trade barriers (see Chapter 2 of this Survey). In
addition, policies to support the business sector should be mindful not to inhibit the
natural selection process of firms and provide neutral treatment across incumbents and
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entrants, and across different sectors of activity. The OECD’s Competition Assessment
Toolkit (OECD, 2010) can assist the government by providing a flexible methodology not
only for identifying but also for revising policies that unduly restrict competition.

Brazil is using specific support policies in several areas. Brazil’s support policy for the
information technology sector (Lei de Informatica), for example, required foreign
companies in the computer and information technology business to become minority
partners in joint ventures with Brazilian firms and move production activities to Brazil in
order to sell in the domestic markets. Only very few major companies did so. On the
whole, the policy has not enabled Brazilian made computers or communication
equipment to become globally competitive. The resulting price distortions may well have
slowed down economic growth more generally, given the widespread use of information
and communication technology throughout the economy (IDB, 2014).

Tax breaks for specific sectors can also distort relative prices across activities in the
domestic markets. The Information Technology Law of 1991 allocates tax breaks worth
BRL 5.5 billion per year to domestic electronics producers (almost 0.1% of GDP), but
evidence suggests that it has failed to stimulate R&D or raise productivity in the sector
(Kannebley and Porto, 2012). Tax benefits related to the Manaus Free Trade Zone located
in the state of Amazonas, far away from major consumer markets, cost BRL 25 billion
per year (0.4% of GDP), but no systematic analysis of the economic benefits of this tax
expenditure has been made. While employment and industrial activity have risen in these
special zones, the corresponding fiscal costs of USD 47 500 per job created are a multiple
of workers earnings (World Bank, 2017).

Targeted policies are generally designed with learning effects in mind, but learning will
only occur if their temporary nature is made clear from the very outset, ideally with a
clearly defined phase-out schedule for specific support measures. Looking at the
international experience, the temporary nature of support is what has often drawn a line
between the structural upgrading achieved in East Asia and the creation of uncompetitive
industries that remained dependent on public support. The Brazilian case illustrates that
the political economy of withdrawing public support can easily become complicated if
the temporary nature of the measure was not made clear from the beginning.

One example for the effect of local content rules can be seen in the case of equipment for
generating electricity from wind and solar sources. Brazil’s unique geography and wind
resources imply a significant comparative advantage for wind and solar energy (IRENA,
2013). The average capacity factor of the country’s wind farms, a measure of how much
they actually produce compared with what they could produce under perfect wind
conditions, is more than 50%, twice the world average (Abeeolica, 2016). However, local
content rules (LCRs), some of which have been attached to financing from BNDES, have
made wind turbines more expensive than in other emerging economies, such as India and
China (IRENA, 2017). This has hampered investment in generation capacity. By raising
prices, LCRs have led to the emergence of a domestic wind power equipment industry,
but so far, there are no signs that this industry is becoming more competitive or could at
some point survive without LCRs. In addition, the LCRs created upward price pressure
on Brazilian steel, an industry that is dominated by a single supplier (Azau et al., 2011).
Empirical evidence shows that LCRs have a significant detrimental effect on global
investment flows in renewable energy sectors (OECD, 2015b). LCRs add also significant
rigidity, which is especially detrimental in an industry such as the wind energy in which
technology is evolving quickly and is dependent on global supply chains.
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Horizontal policies to boost productivity across the economy have recently gained
momentum. The government has launched a support programme called Brasil Mais
Produtivo (More Productive Brazil) to help firms to adopt new technologies (MDIC,
2017). The program is being evaluated by the public-sector think tank IPEA, which is in
itself a novelty, and has shown positive outcomes. Plans exist to scale it up. This is a
move in the right direction to raise productivity without favouring specific sectors.

Attracting private investment into infrastructure projects

Infrastructure bottlenecks are acting as a drag on productivity, export performance and
the integration of the domestic market. Infrastructure needs are sizeable in almost all
sectors although they are most pronounced in transportation and logistics, and sanitation
(Frischtak and Mourgo, 2017). Brazilian companies suffer from high costs of transport
and logistics, which reduce the profitability of many otherwise viable investment projects.
For domestically oriented producers, infrastructure shortcomings limit the possibilities to
exploit economies of scale, while exporters are put at a comparative disadvantage.

Brazil scores low in international rankings in terms of quality of infrastructure. It ranked
at 116 out of 138 in the latest World Economy Forum ranking. Brazil scores have been
persistently worsening over the last decade. Recent estimates put total infrastructure
stocks at a value of 36% of GDP in 2016, while a reasonable mid-range infrastructure
stock target for Brazil would be around 60% of GDP, which would still be far below
international best practice (Frischtak and Mourao, 2017).

The relatively poor state of infrastructure reflects low spending over the last decades
(Figure 1.21). Three decades of low infrastructure investment have left a strong mark, and
compared to its significant needs in the area of infrastructure, Brazil still invests too little.
Doubling infrastructure investment from currently around 2% of GDP to slightly above
4% of GDP would allow Brazil to reach this target over a period of 20 years (Frischtak
and Mourdo, 2017). By contrast, current levels of infrastructure investment are not even
sufficient to offset depreciation, estimated to be around 3 per cent of GDP per annum
(World Bank, 2016). While comprehensive comparable data are not available, existing
evidence suggests7 that Brazil’s infrastructure investment has been well below the levels
observed in other Latin America and emerging market countries, such as Chile, China and
India (Calderdn and Servén, 2010; Frischtak, 2013).
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Figure 1.21. Investment in infrastructure is low
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The impact of the lack of investment in infrastructure can be seen most clearly in
transport. While Brazil scores lower than any of its main trading partners in all transport
categories, road conditions are a particular bottleneck as two thirds of all cargo
transportation is via road. Only 13.5% of the total road network in Brazil is paved and 8%
has dual-carriage. This implies that Brazil compares poorly to other large countries and
has a direct impact on logistic costs (Figure 1.22). For example, transport costs to export
soy to China from Brazil are approximately USD 190 per ton, three times the cost from
the United States. The difference is entirely accounted for by the cost of transport from
the interior to the ports.

The relatively poor development of Brazil’s rail network also contributes to high
transportation costs. Inter-urban railway transport, almost exclusively dedicated to cargo,
has a relative low extension and has not increased since the 1950s (World Bank, 2016). In
addition, the use of different gauges fragments the railway network. Rail transportation is
particularly well-suited for high-volume, low-value-added commodities and most other
commodity-producing countries use it extensively. By contrast, Brazil moves 60% of
agricultural commodities by road, with only iron ore exports traveling predominantly by
rail (Credit Suisse, 2013). This transportation mix limits export competitiveness,
particularly given the poor state of roads.
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Figure 1.22. Density of paved road network by country
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Entry regulations have contributed to the poor development of rail transportation.
Although different operators exist, each of them has exclusive rights to a geographic area,
which limits competition and investment. Providing better opportunities for entry on the
basis of regulated access fees and allowing different franchisees to compete in the same
area would allow economies of scale and reduce rail transportation costs.

Port operations are another aspect of transport infrastructure characterised by high costs
and low efficiency. Governance shortcomings in public ports are reflected in the fact that
the port of Santos, South America's largest port, recently had to restrict the loads of large
vessels because the drainage had not been properly ensured by the public operating
company (Financial Times, 20/8/2017).

Many public ports are suffering from underinvestment and inefficient management under
public operating companies, which are proving hard to reform. Terminals are usually
managed as private concessions, granted through public tenders. However, some
contracts have been signed before the 1993 Ports Law and these have not gone through an
open and transparent process. Concessions have often lacked well-defined investment
commitments by concessionaires and have not led to a considerable expansion of port
capacity. A tendency towards automatic renewals has failed to harness the benefits of
competition. Public ports are also subject to a special labour regime under which port
labour can only be contracted through a monopoly entity (OGMO) rather than hired
directly under regular labour laws. Despite a reform in 2013, inter-port competition
remains insufficient (Lodge et al., 2017).

The strategy to improve the current situation includes both an enhanced efficiency of
publicly managed ports and new licenses for entirely private ports. While in the past,
ports could only be managed by private companies if they would commit to providing
70% of the cargo volume through own merchandise, new port licenses can now be
obtained without any vertical integration requirements. Given how difficult it is to reform
public port operating companies, private ports may be a powerful option for raising port
efficiency. Another strategy currently discussed is the privatisation of the public operated
port companies (Companhias das Docas). The Central Government has conducted the
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necessary studies to implement the first privatisation of a public port company in
combination with a service concession for a predetermined period, mimicking the
successful airport concessions programme launched in 2011.

There is also significant scope to reduce red tape and bureaucratic obstacles facing port
users. Despite some progress in selected areas, there is not generally a one—stop shop for
all the permissions and payments required to dock, load and unload cargo in Brazilian
ports. A recent initiative is the “Paperless port programme” based on an online system
already in operation in all public ports. The system collects all required documents from
various government agencies and reduces the administrative burden by eliminating paper
forms and multiple repeated requests for the same information. It is still not a “one-stop
shop” solution because it still lacks integration with customs procedures, but it has
drastically reduced the time required for filling out paperwork.

Significant progress has been made with respect to the opening hours of government
bodies such as customs, which now operate on a 24—hour basis. Still, customs clearance
processes involve the work of several government agencies and take an average of two
weeks. These long delays imply that a significant amount of space in the ports is used for
storage areas. Storage fees have become an important and increasing source of revenues
for the ports, creating clear incentives against speeding up the clearance process (World
Bank, 2016).

One area of logistics that has not received much attention is cabotage, i.e. the shipment of
goods by sea between domestic ports. Given that the bulk of Brazil’s population lives
close to the coast and distances are large, cabotage could be a cost efficient means of
transporting industrial goods. Some actions are being taken to streamline procedures.
Cabotage shipments used to require the same documentation as international ones, which
amounted up to 44 different documents. A joint task force of three ministries has revised
many of the documentation requirements and substantially reduced administrative
burdens. Still, significant room for further improvements remain. Currently, cabotage is
overwhelmingly used for shipping mineral oils and metal ores, especially to servicing off-
shore oil platforms. Both further progress in reducing administrative burdens and
improvements in port infrastructure would help to exploit the potential of cabotage
shipments.

The reduction in infrastructure investment is mostly explained by a decline in public
investment, which is currently only around 0.9% of GDP and mostly concentrated on
state-owned enterprises and highways built by states. Against the background of budget
rigidities, rising mandatory spending and falling revenues, discretionary public
investment expenditures have proven to be the only remaining margin of fiscal
adjustment. Attempts of fiscal consolidations have almost always resulted in cuts to
capital outlays, affecting significantly spending on infrastructure. The current fiscal
situation implies that the funding available for public investment in infrastructure are
unlikely to improve in the medium-term. Filling infrastructure gaps primarily through
private financing will therefore become a key challenge and necessity.

Reviewing some of the regulations and practices for infrastructure projects could
significantly accelerate private investment in infrastructure. Given the extremely limited
fiscal space, the focus should be on improving the procedures for attracting private actors.
Brazil can build on almost 20 years of experience, but reforms could improve the ability
to tap into private funds, which has fallen short of other Latin American countries, in
particular Chile.
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Most private participation has been in the area of electricity and telecommunication, two
areas where Brazil compares relatively well to other emerging economies in terms of
regulation (Prado, 2012). This provides hope that better regulatory frameworks can attract
more private investment if the framework conditions are improved. In roads and ports the
focus of private participation has been on improving and managing existing
infrastructure.

Getting the most out of concessions and PPPs

Concessions, whereby private partners are remunerated exclusively from user charges,
have been the delivery model of choice in Brazil, whereas there are only few cases of
public-private partnerships (PPPs), which involve payments from public entities. So far,
these have mostly involved subnational governments. A greater use of PPPs as an
additional tool would facilitate private sector engagement in a wider array of
infrastructure projects, including those where user fees are hard to implement, such as
sanitation or public lighting projects. However, in some countries, PPPs have been
attractive in the past because the associated future liabilities were not properly recorded in
the budget. As a lesson from these experiences, the full budget implications of PPPs over
their whole life-cycle should be incorporated into the medium-term budget framework.

A key challenge for the public sector is to build up credibility through stable, well-
defined and standardised procedures to reduce uncertainty and costs for investors. Despite
a federal PPP law, policies and processes on how to prioritize, prepare, structure, and
conduct bidding for PPPs vary widely across states (World Bank, 2016). Canada, for
example, uses standardised bidding documents and guidance manuals for local
governments (CCPP, 2011). Avoiding sudden changes in the contract terms, such as those
that occurred in 2014 when the government tried to negotiate lower electricity tariffs in
return for renovation of concessions without a new tender call, is also important for
investors (OECD, 2015c, World Bank, 2016).

Improvements could also be made in the design, structuring and preparation of projects
before the tender call. Expertise and technical capacity for project structuring tend to be
scarce, particularly at the state and municipal levels. In many cases, insufficient planning
and structuring has resulted in significant regulatory uncertainty, cost overruns and
delays. Tenders for public works and concessions should be better prepared and include
all relevant details and contingencies to make costs more predictable. This would imply
dedicating more time and resources to the planning phase, which has often been cut short
against the perception of urgency in delivering progress.

As a result of bottlenecks in structuring capacity, projects have regularly been structured
by the same firms (or their subsidiaries) that later submit tenders (World Bank, 2016).
This opens the door for anti-competitive behaviour such as selective passing on of
information to affect competitors’ valuation of the contract or gauging technical
requirements to exclude competitors from the tender. Such projects receive fewer bids
and are often won by the firm engaged in the structuring. Some projects have even failed
to attract bidders (World Bank, 2016).

By contrast, projects structured by the International Finance Corporation (IFC) or the
recently founded structuring agency EBP (Estruturadora Brasileira de Projetos), a joint
venture between public and private banks, have on average received 5 bids, similar to
tenders in the UK, Canada and the EU, as compared to only one for projects structured by
a bidder (Pinheiro et al., 2015). Competition among multiple bidders is key for
maximising value for money and international experience shows that at a minimum, there
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should be at least three proponents with the ability and capacity to deliver. At the local
level, there may be a need also for municipalities to proactively look for proponents
beyond local boundaries.

Taking better account of physical, legal, environmental and judicial details and risks in
the project structuring would also help to avoid costly renegotiations once a contract has
been signed and competition can no longer be harnessed. Where risks exist that are
beyond the influence of the private sector, the public sector should consider providing
insurance or including the possibility of direct compensation payments into the contracts,
rather than just contract period extensions or reduced investment requirements as in the
past. These compensation regimes introduce significant uncertainty and discourage
potential investors from bidding for certain projects.

Looking ahead, a diversification of the type of assets and services delivered by the PPP
mechanisms, including healthcare, education, prisons, street lighting, and management of
environmental and several other social infrastructure projects is likely (Infraescope,
2017). This diversification beyond traditional areas will exacerbate bottlenecks in
technical capacity to appraise and structure projects and of insufficient bidders. The need
to develop or bring technical capacity to government at all levels is therefore paramount
and urgent. The benefits of providing more training to officials involved in infrastructure
structuring would be substantial. The national development bank BNDES also has
significant technical capacity that could be tapped into to support subnational
governments in the structuring of infrastructure projects. BNDES already has a division
for this, but the uptake of this available expertise by states and municipalities has been
limited so far.

A new 2016 investment partnership law has created a new central entity attached directly
to the presidency, tasked with selecting and prioritising projects and monitoring their
implementation. The PPI Secretariat (Secretaria Executiva do Programa de Parceiras de
Investimentos) is in line with international best practices and similar units exist in some
OECD countries. It is fundamental that the PPI unit remain well resourced, both
financially and in terms of human resources. The new law has also established a project
preparation fund to finance and procure professional services to assist Brazilian
contracting authorities in preparing and structuring projects.

Beyond the PPI unit, other measures should be taken to develop capacity and expertise
across government. Independent external advisers, whether they are technical, financial or
legal, can also bring deep transactional experience and understanding of the PPP
landscape, especially at subnational level. Advisors should be involved throughout a
project’s lifetime and can help to build government technical capacity over time. In
Canada successful projects at municipal level have benefited from participation by
external advisers (CCPP, 2011), which have ultimately proved to be an effective way to
save government resources.

Transparency and accountability standards for PPPs and concessions must also be further
developed in order to shield the mechanism against the kind of corruption cases that
affected the infrastructure market in 2016. Otherwise the procurement process will
become less competitive and it will be challenging to achieve value for money
(Infraescope, 2017).
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Improving sectoral regulation

Brazil has set up a number of specific regulatory agencies to guide regulation in sectors
such as electricity, water, telecommunications or transport. Perceptions concerning the
role played by infrastructure regulatory agencies vary across sectors. Those in energy and
communications, which have more years of experience, are deemed to perform better
than others, including those in transport. High regulatory risk has been identified as a key
concern by investors in the road sector. This can be attributed to the weak autonomy of
regulators, both from governmental political interference and from the influence from the
infrastructure providers themselves (Amann et al, 2016). Political pressures in the level of
tariffs have also been observed in the electricity sector, contributing to the failure to boost
power generation and distribution capacity (Amann et al, 2016). Regulatory risk should
be eliminated by designing reliable rules and sticking to them, rather than compensating
companies financially for the regulatory risk, as has happened in the past.

Increasing the independence of the regulators would reduce regulatory uncertainty. While
the government should provide guidance on long-term decisions, it should not interfere
with the work programme, individual cases or appeals. Establishing fixed terms for key
agency officials of at least 5 years would support this independence from the political
process (OECD, 2017a). An effective supervision requires that the regulator can collect
information from the regulated entities through a well-established and compulsory
process. Restrictions on taking up jobs in the regulated industry after their term of office
would also help to insulate the regulators.

Beyond ensuring the independence of regulations, there is a need to improve regulations
and laws per se. A way to improve regulations, particularly concerning its effect on
competition, would be to submit all regulations and laws affecting infrastructure to a
regulatory impact analysis, using a mandatory process. A regulatory impact analysis is a
systemic approach to critically assess the positive and negative effects of proposed and
existing regulations and non-regulatory alternatives, which have proved useful to increase
competition across OECD countries, including Mexico or Chile.

Cost reductions in the implementation of infrastructure projects could also be achieved by
strengthening competition. This is true for a number of sectors, including
telecommunications, where both regulations and investments have been stronger than in
other sectors. Still, user prices for mobile broadband services are significantly higher than
in other countries (Figure 1.23).

Competition is a particular concern in the construction sector, which is dominated by few
domestic companies. Several of which have become ineligible for public projects due to
their involvement in recent corruption scandals. Foreign construction companies can
effectively enter the market only in partnership with, or by acquiring, a local construction
companies that has all necessary licenses. Removing existing barriers to foreign direct
investment, for example by adopting mutual recognition procedures, would be a
beneficial step to make the most out of limited public investment and make private
investment more cost-effective. Reducing local content rules, as done in the energy
sector, would also be a cost effective way to attract more foreign investors to the sector.
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Figure 1.23. Mobile telecom services are relatively expensive
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Improving access to investment financing

Besides generating more profitable investment opportunities through a better investment
climate, financing constraints are another potential explanation why investment has been
so low. It seems reasonable to assume that credit constraints have played a significant role
in light of the peculiar features of Brazil’s financial markets and its record-high interest
rates for market-based lending (Figure 1.24).

These record-high lending rates are arguably one of the greatest deterrents to investment.
Retail interest rates charged on bank loans vary considerably according to the type of
borrower, the kind of credit contract and the use of collateral, but they are high across the
board. Outside directed lending operations, corporate borrowers are charged average
interest rates of 24%, and loans to households from non-earmarked resources carry a 62%
annual interest rate. With these rates, only very profitable investment projects are
economically viable. High interest rates hurt small and medium sized enterprises
particularly severely, because they do not have access to foreign finance. Indeed, 90% of
small Brazilian firms report high interest rates as one of their major growth obstacles
(World Bank, 2014). Lower bank lending rates would also raise the incentives to join the
formal sector, because the most significant advantage of going formal is often the
possibility to access bank finance. Ex-ante real interest rates have risen since 2013, while
investment started to decline shortly afterwards (Figure 1.25).
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Figure 1.24. Real lending rates are extremely high
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Figure 1.25. Investment has been inversely correlated with ex-ante real interest rates
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The financial sector has many public and private banks, but most of them are only
operating in the short-term segment. Long-term credit beyond 3 years is almost
exclusively provided through directed lending operations, in particular through the
national development bank BNDES, while domestic financial markets from free
resources accounted for only 8% of investment financing in 2016. BNDES disbursements
have risen sharply since 2007, supported by several capital transfers from the treasury to
the bank. Their volume has declined since, but remains high at 1% of GDP. Subsidies
embedded in these lending operations below the funding rate of the treasury have peaked
at over 2% of GDP in 2015, implying a sizeable fiscal burden (Figure 1.26). Interest rates
charged on earmarked credit have been on average one-fourth of market credit
(Pazarbasioglu et al, 2017).

Figure 1.26. BNDES disbursements and credit subsidies remain high
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Up until 2015, the bulk of below-market-rate BNDES lending has been to large firms,
although SME lending has increased its share to 42% in 2017. There is no empirical
evidence that the stark increases in BNDES lending since 2008 were able to prevent a
massive decline in investment (World Bank, 2017a; Bonomo et al., 2014; Ribeiro, 2016).
Productivity benefits could only be detected for a subset of recipient firms (Ottaviano and
Sousa, 2016). Instead, some evidence suggests that these lending operations, some of
which at negative real rates, have reduced financial intermediation costs and increased
profit margins of domestic producers (Lazzarini et al., 2011). Recent corruption
allegations have included cases of substantial kick-backs to politicians in return for
obtaining BNDES financing.

Directed lending at below market rates has likely crowded out other lending and
contributed to higher interest spreads on non-subsidised loans (de Bolle, 2015). Given
that incumbent firms with existing business relations to BNDES probably had better
chances of accessing subsidised loans than potential new entrants, these loans may also
have contributed to rigid industry structures. With this constellation, Brazil’s financial
intermediation is less effective than it could be. Firms seeking investment financing face
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credit constraints, high lending rates and short maturities while funds of investors with a
long horizon are overwhelmingly invested into short-term, mostly overnight instruments.

A competitive credit market is likely to lead to better outcomes, which still leaves scope
for a public development bank in those specific segments where market failures are most
pervasive and social returns exceed private returns, including financing for SMEs,
innovation or to act as a catalyst of infrastructure finance. A precondition for a
competitive private market to develop, however, is a level playing field, which has
probably been hampered by large-scale public transfers at below-market rates. For many
years, BNDES’ privileged access to cheaper funding than what private banks could obtain
made private market entry virtually impossible.

The authorities have recognised the need for reform and Congress approved a new law in
September 2017 to create a new benchmark lending rate for BNDES. The new rate called
TLP will converge with market rates over a period of 5 years. This will substantially
reduce the gap between directed and market lending operations. As a result, it will likely
open space for private market entry and reduce the dominant role of BNDES in many
market segments. Private co-financing requirements attached to BNDES loans can be
expanded to turn BNDES into a catalyst for developing long-term financial markets.
Once lending rates follow market rates, there would also be scope for securitising bundles
of BNDES loans, which has been impossible so far due to a benchmark interest rate
called TJLP with no clear link to market rates. All in all, it is likely that the new rules will
substantially improve access to credit, reduce interest rates and improve credit allocation.
In addition, the creation of a department for monitoring and evaluation within BNDES is
a welcome development.

One channel through which interest rates are likely to fall after the reform is that the
effectiveness of monetary policy will be increased, requiring lower rate hikes to control
inflation. The credit channel of monetary policy transmission has so far affected around
half of outstanding credit, which directed lending rates have not been tied to the monetary
policy rate. As over time all of outstanding credit will react to changes in the policy rates,
the credit channel will be strengthened and inflation is likely to be permanently lower and
less volatile. Estimates suggest that for every percentage point increase of the interest rate
applied to directed lending operations, the benchmark interest rate Selic could fall by 0.55
percentage points (Gongalves, 2017).

Costs of lending can also be reduced by further reducing information asymmetries. Brazil
has a credit registry that includes positive information such as payment history of utility
bills, but at present, clients must opt in and authorise each bank to use the information in
the credit history database. Recent plans aim at reversing this, making access to credit
information for all banks the default, while allowing individuals and firms to opt out from
sharing this information. This is an important step in the right direction. In the same vein,
a reform to the collateral registry framework has recently been implemented in Brazil.
The new centralised system has made it harder to use the same collateral to multiple
credit operations. In the old system, the collateral information was recorded in one
registry, without being shared to other registries, making it very costly to double check
every registry.

Attracting new investors to infrastructure financing

Infrastructure finance is typically situated at the extreme long end of the credit market.
Brazil’s traditional model with a dominant role of BNDES in the provision of
infrastructure finance, with 53% of outstanding infrastructure loans held by BNDES and
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another 28% held by other public sector banks, will be insufficient to meet future
infrastructure needs (Figure 1.27). Moving towards a more diverse and international
financing strategy entails designing a wider variety of financial products to suit different
kinds of investors that may include international banks, sovereign wealth funds, foreign
pension funds, multilateral development banks and export and investment promotion
agencies.

Globally, bank lending is the dominant source of infrastructure finance, with large project
debt often syndicated among a group of banks. In Brazil, only 19% of infrastructure
funding comes from private banks. International banks, particularly when operating as
syndicates, can mobilise large amounts of financing at longer maturities. Once a project
begins generating a stable revenue stream and the need for monitoring becomes less
intense, the initial bank loans are often re-financed with project bonds or lower-cost
loans. Infrastructure investments with their long-term inflation-indexed stable cash flows
are also well-adapted to the needs of institutional investors with long-term inflation-
indexed liabilities. This is due to their low correlation with other asset classes, lower
relative default rates, and often better returns than government bonds. Still, Brazilian
institutional investors invest only 0.3% of their assets in infrastructure, largely owing to a
lack of suitable investment instruments that match the risk profile and needs of
institutional investors.

Figure 1.27. Infrastructure finance is dominated by public banks, in particular BNDES

Stock of infrastructure loans by lender, 2015

Domestic private
13%

Other public
banks
28% Foreign private

6%

BNDES
53%

Source: Central Bank.

StatLink Sa=m http://dx.doi.org/10.1787/888933656289

To tap into new sources of infrastructure finance, the role of BNDES could evolve from
being the principal source of infrastructure finance in Brazil to serving as a catalyst for
mobilising private, including foreign, investment to expand the overall financing pool
available for infrastructure investment. BNDES has developed capacities and experience
with many instruments besides lending, but in the past, access to low-cost funding has
facilitated a strong focus of BNDES activities on lending operations (Frischtak et al.,
2017). The focus could now shift towards other instruments and activities.
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One of these would be to act as the lead arranger for loans that are syndicated among
groups of banks. Its vast experience in the Brazilian market would make it a preferred
partner for international institutional investors for whom the cost of pursuing
opportunities alone would be prohibitive. Its balance sheet could be used in a more
effective and targeted manner, which could in turn be substantially reduced to leave more
space for other lenders.

Besides syndicated loans, BNDES could lead the creation of structured financial
instruments, tranches of which could be purchased by a wider range of institutional
investors, including those that are limited to investment grade assets. Mimicking the
practices of multilateral lenders such as the IFC, EFSI or EBRD, BNDES itself could
make smaller and more targeted commitments that reduce the risk profile for other
investors, for example by investing in subordinate or mezzanine debt with loss absorption
capacity or by providing guarantees against certain types of risk to complement
incomplete insurance (Box 1.3). This would require putting in place a transparent system
for assessing, approving and managing guarantees and monitoring the contingent
liabilities they entail. Such changes should be embedded in a longer-term strategy that
prepares the market, and addresses bottlenecks in the institutional and regulatory
framework.

Given the substantial clout of BNDES, it could also take a leading role in the transition
towards the project financing model, which is the preferred mechanism for structuring
infrastructure financing internationally. Project finance provides protections to equity
investors by limiting creditor recourse to the assets and cash-flows of the project, capping
the downside for equity investors. In Brazil BNDES loans currently require collateral
from the sponsor companies, thus narrowing the range of equity investors to all but the
largest industrial companies, utilities or construction firms. As many large construction
firms have been weakened by corruption scandals, diversifying the equity investor base to
include investment funds or pension funds has become more urgent.

The introduction of infrastructure bonds in Brazil represents a major step forward in
terms of diversifying sources of financing for infrastructure, but their uptake has been
limited, especially among institutional investors. Improving the risk-return profile of
these bonds through the use of credit enhancements such as guarantees could make them
more attractive, possibly on collaboration with multilateral lenders that have substantial
experience in this area. The World Bank has developed a project bond model for Brazil
that addresses some of the obstacles to using infrastructure bonds to finance greenfield
projects and it is structured in order to appeal to institutional investors, including foreign
ones.
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Box 1.3. A few successful examples in the area of infrastructure finance

European Fund for Strategic Investments

The European Fund for Strategic Investments (EFSI), otherwise known as the Juncker
Plan, was instituted in 2015 in response to the decline in investment levels in Europe in
the wake of the global financial crisis. At the core of the EFSI is a 16 billion euro
guarantee fund provisioned from the EU budget. The European Investment Bank (EIB)
borrows approximately 60 billion euros against the guarantee fund to which it contributes
5 billion euros of its retained earnings. The EIB uses these resources to invest in high-
risk/high-return projects that would otherwise not receive funding. By making
investments in equity or junior debt, the EIB seeks to attract private financing into the
more senior debt categories. With the EIB financing constituting one fifth of each
project, the mechanism would mobilise a total of 315 billion euros of investment, thus
leveraging the initial public sector contribution 15 times.

EBRD-MIGA risk mitigation solution for infrastructure bonds

The European Bank for Reconstruction and Development (EBRD) and the Multi-lateral
Investment Guarantee Agency (MIGA) have developed a joint risk mitigation solution
that is designed to boost the credit rating of infrastructure bonds issued for PPP projects.

The mechanism combines two unfunded liquidity facilities (CSF and RSF) provided by
the EBRD with political risk insurance (PRI) provided by MIGA:

Construction Support Facility (“CSF”): An unfunded credit facility designed to provide
significant timely liquidity during the construction period. The facility provides liquidity
in the event of contractor default from failure to pay liquidated damages or the
replacement costs of the contractor in the event the EPC contract is terminated.

Revenue Support Facility (“RSF”): Subordinated unfunded credit facility designed to
credit enhance grantor risk during the operations period of the project. The facility is
designed to provide timely debt service in the event of a default by the grantor bridging
the period until the arbitration process is completed (usually 2 to 3 years) after which
MIGA honours its payment obligation.

MIGA’s PRI Guarantee: based on standard three-point coverage (Breach of Contract,
Expropriations and Transfer Restriction). Under the “Breach of Contract” coverage,
lump-sum insurance proceeds would be paid out following an arbitral award. Under the
“Expropriations” coverage, PRI payment is not subject to arbitration award.

The facility was piloted in Turkey in a PPP transaction to build, design, finance and
maintain a large integrated health campus located in Elazig, Eastern Turkey for a
concession period of 28 years. The project forms part of the Government of Turkey’s
Health Transformation Programme put in place in 2003 to tackle inequality in access to
health care services. Under the PPP agreement the Turkish Ministry of Health as the
grantor is required compensate the project company for the availability of the facility.
The project was financed through the issuance of a EUR 288 million euro-denominated
bond, structured into two tranches. As a result of the EBRD-MIGA risk mitigation
facility, Moody’s assigned the bonds a Baa2 rating, two notches above Turkey’s
sovereign rating ceiling, thereby making the bonds eligible for the portfolios of
institutional investors.
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IFCs Managed Co-Lending Portfolio Programme

The IFC has developed a new mechanism, the Managed Co-Lending Portfolio
Programme (MCPP) for Infrastructure that aims to mobilise institutional money for
investing in infrastructure projects in developing countries. The MCPP for Infrastructure
involves a three-way partnership between the IFC, a bilateral lender (Sida - Swedish
International Development Agency), and a number of institutional investors. Institutional
investors provide funding to a debt fund that will invest in a portfolio of projects that are
originated and approved by the IFC. The IFC provides credit enhancement through a
first-loss tranche. Sida provides a guarantee on a portion of IFC’s first loss position in
exchange for a guarantee premium. The fund thus provides institutional investors with an
investment grade asset with good returns and excellent diversification benefits. The
programme aims to mobilise up to USD 5 billion over the next three to five years.

Source: EIB, Bruegel, EBRD, IFC and Moody’s.

Greater private financing of infrastructure development in Brazil will require a different
approach to identifying and allocating risks, as well as instruments for mitigating risks. A
much finer analysis and parsing of the risks is required in order to accommodate the risk
profiles of different classes of investors. Key project risks such as construction risk,
demand and revenue risk, political risk, breach of contract, currency risk (for foreign
investors), and refinancing risk will be of particular concern for investors and lenders.

Private insurers provide coverage for a range of political and business risks that can
afflict infrastructure projects. However, investors, whether in Brazil or elsewhere, face
many gaps in insurance coverage. For example, during the construction phase, it is
possible to obtain insurance against damage to equipment or facilities as a result of an
accident or unforeseen events (e.g. fire or flood) that are out of the control of the
contractor. However, overruns or delays that are caused by the contractor will not be
covered by an insurance policy. Similarly, political risk insurance (PRI) policies covering
breach of contract will only pay out following a favourable dispute settlement procedure,
which could often take years. For other risks, such as that of adverse regulatory changes,
there is typically no insurance coverage. Finally, tenors for political risk coverage
available in the private insurance market are often shorter than the duration of the loans.
All of these gaps can result in a project company defaulting on its debt repayments.

Public sector providers of insurance including MDBs such as the Multilateral Investment
Guarantee Agency (MIGA) and export credit agencies (ECAs) offer a range of political
risk insurance products. The largest source of political risk insurance is ECAs (whose
support is linked to the activities of home country exporters and investors). These public
sector providers can play a crucial enabling role in terms of supporting Brazil’s efforts to
attract international investors into infrastructure. Public sector insurers offer a major
advantage over private insurers since through their political clout they can also deter
harmful actions by host country governments and facilitate dispute resolution. However,
coverage from the public sector is meant to provide additionality, not substitute private
coverage. These public sector providers intervene, in principle, only when private
coverage is unavailable. In addition, public sector insurers often have more stringent
terms and disclosure requirements, which may be a disincentive for some investors. In
practice, public and private investors often operate jointly, and reinsure each other’s risks.
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While insurance provides protection against well-defined (and often narrowly defined
risks), guarantees provide payment protection for lenders irrespective of the cause of
default. The provision of a guarantee from a multi-lateral development bank is often a
pre-condition for the participation of international commercial lenders. The Inter-
American Development Bank, for example, offers all-risk credit guarantees that protect
commercial lenders against loan repayment difficulties.

Brazil could explore providing guarantees that protect against the risk of non-payment by
a government entity. This is particularly relevant for PPPs whose revenues depend on
payments provided by a granting authority. However, care must be taken in the provision
of state guarantees given that they represent a long-term liability for taxpayers. They
should therefore be used in a targeted manner to support projects that yield a strong
positive net benefit, that would otherwise fail to obtain financing. Such changes require
putting in place a transparent system for assessing, approving and managing guarantees
and monitoring the contingent liabilities they entail and should be embedded in a longer-
term strategy that prepares the market, and addresses bottlenecks in the institutional and
regulatory framework. Projects that benefit from a state guarantee should be subject to a
transparent prioritisation process using objective criteria similar to what should be applied
to any public investment decision. In addition, the total liability arising from guarantees
provided by the state should be capped, through, for example, the establishment of a
guarantee fund.

As one step into this direction, the Brazilian government has established the Infrastructure
Guarantee Fund (FGIE) to guarantee, directly or indirectly, any risks, including non-
manageable risks, related to concessions. PPPs implemented by the federal government or
state governments are also eligible. The fund will only directly guarantee risks for which
there is no available insurance or reinsurance cover. The government will contribute a
maximum of BRL 11 billion to the fund. The fund will be managed by the Brazilian
Guarantees and Fund Managements Agency (ABGF), Brazil’s national export credit
agency.
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Box 1.4. Summary of policy recommendations for raising investment

Key recommendations

e Consolidate consumption taxes at the state and federal levels into one value added
tax with a broad base, full refunds for input VAT paid and zero-rating for exports.

e Reduce barriers to entry due to administrative procedures.

e Focus BNDES lending activities on niche areas where the private sector finds it
difficult to operate, including in the financing of small start-ups and innovation
projects.

e Use BNDES to arrange syndicated loans for infrastructure and lead the creation of
structured financial instruments.

e Provide more training to officials involved in infrastructure structuring.

e Make wider use of BNDES’ technical capacity to assist public entities in project
structuring, especially local governments

e Make wider use of public-private partnerships but ensure that all present and
future liabilities are taken into account in a transparent way.

Other recommendations
Reducing red tape and regulatory barriers

e Gradually expand the use of regulatory impact assessments and systematic policy
evaluations.

o Limit the possibilities to take public officials to court over their decisions about
projects to cases of abuse or bad faith.

Improving contract enforcement and the efficiency of the judicial system

e Enhance the efficiency of the court system by reorganising courts, implementing
electronical judicial files and promoting out-of-court solutions to speed up
decisions in civil cases and make contract enforcement easier.

o Ensure stability of regulatory policies, particularly in infrastructure sectors.

e Implement the planned reform of the insolvency law.

Reining in labour costs
e Index the minimum wage to consumer prices for low-income households.
Improving skills

o Reallocate education spending from tertiary education to earlier levels of
education.

o Ensure access to the Pronatec programme to adults that are unemployed or
looking for new opportunities.

e Take stock and evaluate successful local experiences with incentive-based
reforms of the education system and consider expanding some of them
nationwide.

Strengthening entry, competition and regulation

o Implement regular evaluations of the costs and benefits of targeted support
policies to specific industrial sectors, and ensure the discontinuation of those that
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are not delivering the expected results.
e Reduce remaining barriers for the participation of foreign construction companies
in public infrastructure tenders.

Infrastructure

e Increase the independence of infrastructure regulators.

e Avoid ad-hoc changes and political interference in regulatory agencies, including
through political appointments.

e Issue standardised bidding documents and guidance manuals for PPPs and
concessions and promote their use at the subnational level.

e Avoid local content restrictions in infrastructure projects.

Improving access to investment financing

e Promote wider use of the project financing model and reduce collateral
requirements from sponsor companies.

e Improve the risk-return profile of infrastructure bonds through the use of
guarantees.
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Description of the empirical analysis and results

Annex 1.A.

This Annex provides details on the firm-level evidence on the links between market
distortions and the productivity of firms. A full description of the analysis is available in
Arnold and Flach (2018a).

The analysis combines data from a number of sources. Firm-level productivity measures
of total factor productivity are obtained from the commercially available data base
ORBIS, published by Bureau van Dyke. While the coverage of the data set is fairly large,
it is certainly much smaller than that of official business registers, which were not
available for this research. Most of the policy variables used are objective and measurable
variables, although in some cases aggregates of perception-based variables have also been
used to confirm results. Some of the policy or interaction variables were not available for
all sectors, thus reducing the size of the estimation sample.

The firm-level data contain information from annual balance sheets and profit and loss
accounts, with sufficient data available to infer productivity for 16,384 firm observations.
The main productivity measure has been constructed using a multilateral productivity
index for each firm i in sector s at time t as follows:

Yi i i
TFPy = In (Tf) p (%) e (%) (1)

where Y is value added, x! and x* represent the use of labour and capital, Y, X L and
x ¥ are geometric means of value added and the use of factors labour and capital of all
firms in the same 2-digit industry s over all years, and O'l-l = (El-l + &}) is the average of
the labour share in firm i and the geometric mean factor share in industry s, with the
analogue definition applied for the factor capital. Constant returns to the two factors of

production, capital and labour, are assumed by imposing O'l-l + O'l-k =1.

The main advantage of the index approach is that it allows comparisons between any two
firm-year observations even across industries, since each firm’s inputs and outputs are
calculated as deviations from a reference firm in the industry. Parametric productivity
estimates do not allow such comparisons. For further details on the index measure, see
Arnold and Schwellnus (2008) and Caves et al. (1982a, 1982b). In equation 1, value
added is calculated using information on operating turnover, the cost of goods and the
wage bill of employees, by firm and year. Nominal values are deflated using an industry-
specific output and capital deflators from IBGE (2012). Robustness checks using
alternative productivity measures, in particular the semi-parametric estimator proposed by
Olley and Pakes (1996) confirm the results obtained in the analysis. The data have been
cleaned for obvious outliers and reporting mistakes, which has resulted in dropping less
than 1% of the original sample. A few sectors have been excluded from the analysis due
to their monopolistic nature such as in the case of utility sectors, their the strong degree of
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public control, such as in public administration, defence, education and health services, or
because they are subject to peculiar cyclical swings such as financial services or mining,.

Productivity measures have been related to policy variables using a difference-in-
differences strategy following Rajan and Zingales (1998), which relies on comparisons
within comparable sub-groups of firms, such as firms within the same state of Brazil and
the same year. In a typical estimation setup — and there are minor differences across the
estimations due to data availability — the policy variable varies across times or across
states, and is interacted with an industry-specific variable that is assumed to measure the
relevance of this policy aspect for the sector to which the firm belongs. For example, in
the case of energy costs that vary across states, the interaction factor is the energy
intensity of industries. This setup assumes that firms in sectors that are more energy-
intensive are more affected by regional differences in energy costs than other sectors. The
estimation coefficient is hence identified only from comparisons across firms in different
industries within the same state. State-industry combinations are the level at which the
interaction measure varies, while fixed effects control for all idiosyncratic productivity
influences specific to combinations of states and years and specific to industries. The
resulting estimation equation in this case is the following:

TFP;= a + f energy_cost,.,*energy_intensity; +D,.q., + Dy + & (2)

Where the subscript reg represents the region or state, D are binary variables and ¢ is a
white-noise error term. This empirical strategy means that the estimated effect can be
interpreted as causal under acceptance of the identifying assumption, i.e. the relevance of
the interaction factor chosen. The tables below show the results of the regression analysis
following the approach set out in equation (2). A more detailed description of the
variables used and their sources is available in Arnold and Flach (2018a).
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