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As it looks ahead under its next ad-
ministration, Bragil faces the task of
securing a recovery from past shocks
and building a future full of opportu-
nities for all its people. The 2014-2016
crisis, the COVID-19 pandemic and the fallout
from the Ukraine war had a deep impact on
the country, lowering growth and increasing
unemployment and raising inflation. These cri-
ses also contributed to a decade that presen-
ted few, if any, gains in the fight against ine-
quality. Existing disparities have widened due
to disproportionate impact of these shocks on

the most vulnerable. An incipient recovery is
underway, but the recovery is fragile and expo-
sed to heightened uncertainty given a gloomy
global outlook and growing climate risks.

This package of Public Policy Notes
is directed to Bragilian policy ma-
kers and society to present the World
Bank Group’s overview of key challen-
ges facing the country at this junc-
ture, and possible ways forward to
address them. We present an agenda prio-
ritiged around four issues of core relevance to

Bragil Policy Notes 2022 [i€]



Bragil's recovery and its future resilience. First
is the goal of financing development sustaina-
bly given the immediate challenge of situating
the country’s enormous growth, inclusion and
climate action needs within a credible macroe-
conomic framework and efficient and effective
fiscal policies. The second theme addressed in
this note is building opportunities through pro-
ductivity-led growth. With the growing reliance
of Bragilians on social assistance policies, it is
critical to keep sight of growth and jobs as the
most important vehicles for the dignity and
upward mobility of the poor. Third is increasing
the capabilities and economic inclusion of the
poor so that they are better able to capture
the opportunities that come with growth. The
fourth theme we address in this note is meeting
Bragil's potential as a as a leader in green and
climate friendly development. This document
is accompanied by a package of six policy pre-
sentations and an underlying set of more de-
tailed policy reports that can be accesses here:
https://www.worldbank.org/en/country/bragil.

Financing development
sustainably

A credible fiscal policy will be critical
for Bragil to achieve its development
goals, accelerating growth, inclusion
and climate action. The country has made
progress towards rebalancing its budget by
winding down much of the pandemic’'s emer-
gency spending package. But debt levels remain
elevated, spending pressures are high and a less
favorable global and domestic growth outlook
presents considerable risks. In the longer-term,
a closing demographic window of opportunity
means that inter-generational pressures in the
pension and public service system will increase
in absence of substantial reforms. Improving

OPPORTUNITIES FOR ALL

the efficiency and effectiveness of fiscal policy,
will be critical for Bragil to navigate these chal-
lenges and make progress in achieving its deve-
lopment goals. In this context, we discuss policy
options that focus on: (i) maintaining a credible
fiscal anchor, (ii) making social transfers and
taxation more efficient and progressive, and (iv)
containing public sector renumeration, in the
first section of this note (pages 15-30),

Building opportunities
through productivity-
led growth

The most important obstacle to in-
creasing the incomes of Bragilian is
the economy’s low-productivity mo-
del, which has underpinned Bragzil's
lackluster economic performance
over the past two decades. Bragil grew
at just 0.53 percent per capita annually bet-
ween 2010 and 2021, compared with 4.0 and
14 for upper middle-income countries and
OECD members, respectively. With this, unem-
ployment and informality remained stubbornly
high at around 13 and 40 percent, respectively,
throughout the past decade, while real inco-
mes of Bragilian families fell!

As economic conditions and incomes
took a hit, the country increasingly
looked to its social assistance pro-
grams to support the poor. Bragilian fa-
nilies’ reliance on social transfers grew over the
past decade as a result.? The policy focus on
delivering social assistance continues to be high
and suggests that redistribution may be taking
a deeper role in Bragil's policy mix, not only as a
counter-cyclical tool, but also as a crutch in the
context of an ailing economy.
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A renewed focus on economic growth
is essential if the next administration
is to succeed in creating opportunities
for Bragilians, especially the underpri-
vileged among them. Reducing the relian-
ce of Bragilian households on cash transfers
requires more access to jobs and opportunities
by means of a more dynamic economy. This
means a sharp focus on the growth agenda.
To this end, we propose policy option for in-
creasing productivity and economic growth
by: (i) deepening integration and competition
through trade; (ii) increasing innovation and
technological uptake; (iii) improving the invest-
ment climate; and by (iv) moderniging infras-
tructure and its management, in section two
of this note (pages 31-46), These transversal
productivity enhancing reforms would need to
be complemented with the sector specific re-
forms discussed in sections three and four

Increasing the capabili-
ties and economic inclu-
sion of the poor

The third challenge we highlight in
these policy notes is increasing the
capabilities and the economic inclu-
sion of the most disadvantaged Bra-
gilians. Despite the large gains of earlier
decades, poverty and disparities remain pro-
minent in the lives of many Bragilians. Before
the pandemic, the richest 10 percent of Bra-
gilians had an average income per capita over
50 times that of the poorest 10 percent. One in
five were chronically poor, with most residing in
households headed by someone with less than
elementary-level education or deprived of a
formal job. The onset of the pandemic widened
these existing gaps and today, nearly half of
Bragil's future workforce, today'’s children, are

growing up in poor households. These children
have experienced deep losses in learning during
the pandemic that will set them even further
behind. Amongst Bragilians, women, youth and
Afro- Bragilians were most deeply affected by
past shocks, facing steeper challenges and
experiencing a partial reversal of past welfare
gains. We propose, in these policy notes, a set
of measures to (i) rebuild capabilities by placing
learning and skills back on the right track; and
(i) strengthen policies for economic inclusion,
in the third section of this note(pages 47-58),

Meeting Bragil's poten-
tial as a green economy

The fourth challenge highlighted in
these policy notes is reversing recent
climate trends so that Bragil can reali-
ze its potential as a leader in green and
climate-friendly development. Brogil fa-
ces significant climate change impacts that are
compounded by deforestation and land degra-
dation. Climate change is already altering tem-
perature and rainfall patterns in the country,
resulting in reduced water availability and ex-
tended droughts. These problems are expected
to worsen with time. Climate shocks could also
push another 800,000 to 3,000,000 Bragilians
into extreme poverty as soon as 2030. Rever-
sing these trends will be crucial for Bragil's gro-
wth and for protecting the vulnerable from the
impacts of climate shocks. Stopping illegal de-
forestation in the Amagon and Cerrado biomes
is of particular urgency. The policy notes offer
policy options to support Bragil in meeting its
potential as a leader in the climate agenda by:
(i) curbing deforestation; (i) advancing sectoral
transitions to net-gero; and (iii) increasing the
role of carbon pricing and climate-smart social
safety nets as key economy-wide measures, in
the fourth section of this note (pages 59-71)

Bragil Policy Notes 2022 il
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Low growth and limited income opportunities

Figure 1: Average Annual GDP Per Capita Growth
2010-2019 in Bragil and Selected Comparator Coun-

tries (Percent)
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Figure 2: Contributions to household income growth
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Large and persisting inequalities

Figure 3: Inequality in Bragil, 2012-2019 (Ratio 50/10
and 90/10)

Figure 4: Human capital and human capital utilizgation
levels (2017)
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Growing climate vulnerabilities

Figure 5: Environmental and socioeconomic
vulnerability of Bragilian municipalities

Source: World Bank Poverty Assessment (2022)

Figure 6: Amagon annual deforestation rates (km?)
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The challenge of reconciling fiscal sustainability with development needs

Figure 7: A sharp decline in public investment (% GDP)
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Figure 8: Bragil’s debt outlook with and without
spending controls (% GDP)

907
90
85
80
79.2 5 79

77.8 785
s
70

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030

e Debt (spending cap) e Debt (without the spending cap)

Source: World Bank calculations based on data from Central Bank of Bragil and
Federal Treasury




(Y Brazil Policy N

OPPORTUNITIES FOR ALL

Overview of the policy notes

Priority Reform Options

Pages 15-30

Pages 31-46

Financing development
sustainably

Building opportunities through
productivity-led growth

Increasing the capabilities and
economic inclusion of the poor

Meeting Bragil’'s potential
as a green economy

A credible fiscal framework.

More efficient and progressive
social transfers.

More efficient and progressive
taxation.

Controlling public sector pay
and pensions.

Accelerating productivity,
growth and job creation.

Placing learning and skKills
back on the right track.

Strengthening policies for
economic inclusion.

Curbing illegal deforestation.

Resilient and climate-smart
agriculture, industries,
and cities.

Economy-wide interventions.

- Reestablishing a credible fiscal anchor.

- Making Auxilio Brasil/Bolsa Familia more progressive and affordable.
- Optimiging payouts from unemployment insurance schemes.
- Optimiging (non-public sector) pension schemes.

- Harmoniging income taxation across different tax bases and removing

exemptions for dividends and pension incomes.

- Eliminating regressive and inefficient tax exemptions.

- Increasing the number of subnational entities that have adopted

comprehensive pension reforms.

- Adopting an administrative reform to narrow the wage premium and

modernige the public sector's human resource management practices.

- Advancing regional integration and trade negotiations with the

EU and other economies.

- Reducing barriers to trade and investment in services.
- Improving the business climate and promoting innovation and

technological adoption.

- Reforming consumption taxation.
- Revamping underperforming innovation policies.
- Increasing the volume of financing for infrastructure to close the

investment.

- Moderniging infrastructure and its management.

- Recovering learning losses.
- Reducing dropout rates.
- Increasing the quality of education through higher quality teaching

and a more skill focused curriculum.

- Improving labor market outcomes through active labor market

programs.

- Revamping the Sistema Nacional de Emprego (SINE).
- Improving workers protection through reforms of unemployment

insurance and labor benefits.

- Increasing the private sector’s contribution to economic inclusion

through more robust diversity and inclusion policies in corporate
governance structures.

- Preventing land-grabbing.
- Strengthening land and forest governance.
- Promoting sustainable forest livelihoods.

- Scaling-up climate-smart agriculture.
- Decarboniging the energy sector.
- Greening cities and their transport systems.

- Adopting a national emissions trading system.
- Considering the introduction of a carbon tax and initiating a

phaseout of subsidies to emission-intensive activities.

- Supporting households in managing the climate transition.



FINANCING
DEVELOPMENT
SUSTAINABLY




g[Sl Brogil Policy Notes 2022

1.

Financing
Development
Sustainably

Fiscal policy has a particularly perti-
nent role at this juncture for Bragil as
the country looks to pursuing a social,
economic, and environmental recovery
through more investment and impro-
ved service delivery.® Sound public finan-
ces will be a comerstone of the Bragilian gover-
nment's agenda, both for its ability to respond
to shocks and its importance in shaping future
development outcomes. For Bragil's incoming
government, financing a robust social assistance
package is a priority. The decline in infrastructure
spending is also of particular concern, having fal-
len dramatically from about 4.8 percent of GDP
in the 1980s to just over 2 percent in the 2010s,
and merely 1.7 percent in 2021, a volume that is
no longer sufficient to replace depreciating capi-
tal, let alone expand the infrastructure stock.

Yet, the country’s fiscal framework is
challenged by elevated debt and uncer-
tainty around its future direction. High
debtlevels and the limited flexibility of the budget
leave little room for policy makers to maneuver.
Moreover, recent economic shocks did not only
affect Bragil's debt position but also challenged
the credibility of the underlying institutional fra-
mework anchoring the budget. Specifically, re-
cent changes to the federal spending ceiling rule
to accommodate higher expenditures, and the
political debate around reframing Bragil's spen-
ding cap have left stakeholders uncertain about
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the future basis for fiscal sustainability. This has
raised the cost of financing at a time of heighte-
ned uncertainty and increasingly turned the risk
of fiscal slippage into the Achilles heel of Bragil's
macroeconomic framework.*

The main message in this section of the
policy notes is that sound fiscal policy
will be critical, particularly in the con-
text of high uncertainty, if the country
is to achieve its development goals in
pursuit of growth, inclusion, and cli-
mate action. The incoming authorities have
an opportunity to sustainably carve out space
for priority development needs by improving
the efficiency and effectiveness of fiscal poli-
cy while shoring up the credibility of the fiscal
framework. The latter can be achieved through
credible fiscal rules to steer public finances to
a sustainable footing, along with measures to
enhance spending efficiency and increase the
progressivity of the tax system. We present in
this section policy options that could form key
pillars of such a plan by: (i) maintaining a credib-
le fiscal anchor; (ii) rationaliging regressive social
transfers; (iii) making taxation more progres-
sive; and (iv) controlling public sector pay and
pensions. In addition to these, the measures for
accelerating productivity-led growth discussed
in section two of this note and policy options for
adopting carbon taxes discussed in section four
would also help buoy the fiscal outlook.
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1.1 Maintaining a credible fiscal anchor

A credible fiscal anchor will be critical
to retain confidence at a time of hight
uncertain, to ensure that the govern-
ment maintains its ability to respond
to future shocks and support efficient
fiscal policy decisions.® Considering the
growing demand for social support and infras-
tructure investments needs, the ongoing deba-
te around the future of the “teto de gastos” as
the key fiscal anchor is not unexpected. But it is
critical to bear in mind in this debate that Bra-
zil's public finances are on a fragile footing. After
spiking to 88.6 percent of GDP in 2020, public
debt fell to 771 percent of GDP by September
2022 due to improvements in the primary fis-
cal balance and a recovering economy.” Still,
Bragil's debt levels are higher than its peers (Fi-
gure 9). Debt is expected to increase gradually
between 2022 and 2025 due to higher interest
payments and slow recovery of the structural
primary balance and is at risk of spiraling up-
wards in the absence of continued fiscal disci-
pline (Figure 10). Moreover, unless new public in-
vestments are financed by savings elsewhere in
the budget, a return to an average of 2.1 percent
of GDP between 2023 and 2030 would increase
the public debt by 2.1 percentage points of GDP
by 2030. In this scenario, debt levels would sta-
bilige only in 2030 at 82.7 percent of GDP#

The structural spending pressures
that inflated the recurrent budget
over the past 15 years persist today,
further stressing the need to anchor
public finances. These include public sector
pay and pensions (discussed below) and gro-
wth in social protection spending. The Auxilio
Brasil program in particular, which increased
from 0.5 percent of GDP in 2019 (as Bolsa Fa-
milia) to and expected 1.5 percent of GDP in

2023, has locked additional momentum into
the budget. Bragil is also spending an increa-
sing share of its budget on interest payments.
Ahigh level of budget rigidity is a further source
of pressure with less than 10 percent of budget
in discretionary resources, making it difficult to
reallocate resources to meet evolving spending
needs.’ In this setting, fiscal projections under
a business-as-usual scenario indicate a return
to an unsustainable fiscal trajectory in the ab-
sence of strong fiscal anchor (Figure 10).

Figure 9: Gross debt in comparison with peers in 2021
(% of GDP)
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Source: IMF Fiscal Monitor Data. Note: Bragil's gross debt from Central Bank (BA-
CEN) using official methodology.

Figure 10: Debt and deficits with and without spen-
ding controls (% of GDP)
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MAINTAINING A CREDIBLE FISCAL ANCHOR: POLICY OPTIONS™

As the country engages in debate around ways
to finetune its fiscal rules, we highlight four im-
portant best-practice principles for considera-
tion for any new arrangement:

« Maintaining a focus on fiscal sustai-
nability. The choice of fiscal rules comes with
relative advantages and drawbacks that must
be weighed by policy makers to select those that
best reflect economic circumstances and policy
priorities (Figure 11)."" Considering Bragil's context,
the objective of engraining fiscal sustainability re-
mains essential, whilst also avoiding procyclica-
lity to the extent possible. The current spending
cap rule helps make spending acyclical while lea-
ving room to respond to adverse shocks through
an escape clause” It is designed to encourage
the consolidation of spending, but is not directly
linked to debt sustainability. Going forward, a
combination of debt rules with expenditure rules,
or of debt rules with budget balance rules could
help ensure debt sustainability. Combining ex-
penditure rules with debt rules, for example, can
favor debt sustainability while reducing the pro-
cyclicality of government spending.

- Simple and transparent fiscal rules
to support communication and broad
based buy-in. Fiscal rules are an important
tool for enhancing the credibility of a country’s
macroeconomic management because they
favor the transparency and predictability of
fiscal policy. Even more than this, they repre-
sent a fiscal pact between the State and its
citigens that involves tradeoffs, and even sa-
crifices, in pursuit of macroeconomic stability.
They require public scrutiny and a robust poli-
tical consensus to gain and maintain support
over time. For this reason, fiscal rules should
be transparent, simple, monitorable and easy

to communicate. These are considerations
that should be carefully take into considera-
tion when designing or adjusting a fiscal rule
to ensure a robust dialogue with the public and
enhance the sustainability of the reform.”

- Well defined “escape clauses” to
deal with shocks. To be resilient and cre-
dible, a rules-based fiscal framework must be
sufficiently flexible to cope with unpredictable
events with significant fiscal implications, such
as natural disasters, pandemics or other large
shocks. But this flexibility must come prima-
rily in the form of well-designed escape clauses
that ensure that the integrity of the rule is not
undermined. This is a critical aspect, as many
countries have adopted fiscal rules with ill-defi-
ned escape clauses that leave too much scope
for governmental discretion in triggering them
and are vague about the resumption path. To
ensure that the credibility of the rule is not un-
dermined, the escape clause should define: (a)
the type or types of shocks that allow for the
escape clause to be triggered, which should be
very limited; (b) the exact magnitude of the
shock(s), with numerical measures; (c) clear
guidelines for the interpretation of events; and
(d) the path back to the fiscal rule, with clearly
articulated timing and numerical targets. In
the region for example, fiscal rules in Colom-
bia, Grenada, Jamaica, Panama, and Peru
have well-defined escape clauses that specify
a narrow set of events that could trigger their
use, that precisely define the magnitude of the
shocks and the deviation allowed, and that es-
tablish the period and path of the adjustment
in the aftermath of the shock.™ For Bragil, the
spending ceiling rule allows for the utilization
of “créditos extraordindrios” (extraordinary
budget allocations). But this leaves wide sco-
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pe for government interventions since the rule
does not clearly define the shocks covered (it
is only necessary to declare public calamity) or
the sige of the government response to mitiga-
te the impact of the shock. This may result in
overspending in a moment of a crisis.

- Progress in implementing structu-
ral fiscal reforms to support the fiscal
rule. A fiscal rule is not a standalone tool. It
works best when part of an integrated fiscal
program of reforms that tackles the underlying
sources of budgetary pressure. Without this,
the risk of an uneven fiscal adjustment, typi-
cally cutting investment in favor of recurrent
spending, is accentuated. It also raised the risk
of failure to comply with the rule. Indeed, this
scenario partly echoes the case of the “teto de

Figure 11: Consideration for the selection of fiscal rules
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gastos’, which imposes strict spending con-
trols that are difficult to manage without more
progress in structural fiscal consolidation re-
forms. The effectiveness of a fiscal rule is fur-
ther enhanced when adequate public financial
management systems (data reliability, budget
reporting systems, internal and external audit
systems, public release of data and medium-
term expenditures frameworks) are in place.
The start of a new government mandate is an
opportune time for a restarting the momen-
tum around key fiscal reforms such as admi-
nistrative reform to control the public sector
wage bill, the wider roll-out of pension reform
to states and municipalities, measures to in-
crease the efficiency of public spending and
reduce rigidities and built-in momentum from
earmarking and indexation as discussed below.

Aspect Budget balance Structural Debt rules Expenditure Revenue

rules balance rules rules rules
Analytical aspects
Effect on fiscal Strong Weak Strong Medium Weak
sustainability
Effect on output Negative Positive Depending on the Positive, if Negative
stabilization actual debt level includes an

escape clause

Welfare and social Negative Positive Negative Positive Negative

insurance impacts

Type of shocks in which  Highly persistent  Transitory

Highly persistent Transitory and  Transitory

rule is more effective and asymmetric and and asymmetric symmetric and
symmetric symmetric
Practical aspects
Technical and Low High Low Low Low
institutional requirements
Simplicity and Easy Difficult Easy Easy Easy
transparency, monitoring
and communication
Initial debt conditions
High debt levels Suitable Less suitable Suitable MNeutral or  Less suitable
less suitable
(on its own)

Source: World Bank. Fiscal Rules and Economic Sige in Latin America and the Caribbean (2020).
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1.2 Making social transfers more
efficient and progressive

Bragil's social protection programs al-
ready achieve many of the desirable
outcomes of a well performing sys-
tem. The flagship conditional cash transfer
program (Bolsa Familia and later Auxilio Bra-
sil) has been contributing to poverty reduction
efforts over the last two decades. Jointly with
Programa Crianca Felig - the flagship early
childhood education program - and school fee-
ding, these programs have promoted human
capital through conditionalities on children’s
health and education. The system also pro-
vides a wide range of benefits to foster hou-
sehold resilience through unemployment insu-
rance and pension programs. This has helped
ensure that, on average, Bragil's fiscal policies
contribute to lowering inequality since the es-
timated net cash position for the bottom 40
percent is improved due to the country’s social
protection programs (Figure 12)."°

Still, the country’s social protection
programs could be more focused on
the poor and less burdensome on the
budget. As a new government takes seat,
dealing with the increased costs of Bragil's
flagship cash transfer program (Bolsa Familia,

later renamed as Auxilio Brasil) is at the top
of policy makers” minds. Keeping the costs
of this program under control while maintai-
ning—or even improving—its effectiveness
will be critical, both to ensure the program’s
future sustainability and to limit its fiscal
burden. Looking further ahead, there is much
scope to mold a number of Bragil's social as-
sistance scheme into a more poverty focused
and affordable system. Bragil provides some
form of income supplement to households
in all sectors of the income distribution. Ho-
wever, this income support is delivered in a
fragmented and overlapping way. The coe-
xistence of numerous benefits with different
targeting approaches creates duplications in
some households and a lack of coverage in
others. World Bank estimates'™ suggest that
about 40 percent of households in income de-
ciles 2 to 5 receive two or three benefits often
due to the design of the programs in ques-
tion, particularly in terms of targeting (Figure
13). Consolidating the various social protec-
tion programs is a policy agenda that would
both enhance the performance of the social
protection system whilst also offering fiscal
gains. Some policy options for near term and
medium-term challenges are presented below.
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Figure 12: Concentration Curves: incomes before and
after taking fiscal policies into account (pensions,
direct taxes and transfers)
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Source: World Bank Poverty and Equity Assessment (2022).
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Figure 13: Share of the population in each decile,
according to the number of benefits received by their
households"
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MAKING SOCIAL TRANSFERS MORE EFFICIENT AND PROGRESSIVE:

POLICY OPTIONS

A more progressive and affordable Auxilio Brasil/Bolsa Familia

In the near term, the design of Auxilio
Brasil/Bolsa Familia could be finetu-
ned to offer a more fair and efficient
use of resources. An important policy op-
tion for consideration in the near term is to
adjust the conditional cash transfer program
so that it provides benefits to individuals, as
opposed to a flat benefit amount per family.
This would eliminate the incentive to split hou-
seholds in order to receive more benefits cur-
rently observed. A potential design could offer
BRL 150 per person and additional BRL 150 per
children up to 17 years of age (or up to 21if they
are continuing education). The benefit recei-
ved by the average family of four would reach
more than BRL 600. Larger households would
receive a higher total transfer, which would be
fairer than the current arrangement that allo-
ws an individual to receive the same amount
of financing as a large family. It would also
be more progressive and further improve po-
verty outcomes since poorer households tend

to be larger in sige and tend to hold more chil-
dren. World Bank simulations of this approa-
ch suggest that it would offer savings. At an
estimated cost of around BRL 144 billion, tar-
geting Auxilio Brasil/Bolsa Familia benefits to
individuals would cost around 17 percent less
than the projected cost of the electoral propo-
sition (BRL 173 billion).

In the medium term, Bragil has the
opportunity to consolidate several so-
cial assistance programs into a single
social transfer that refocuses around
the needs of the most vulnerable Bra-
zilians and saves costs. A policy option
that Bragil could consider in the medium-term
is to adopt a single social transfer that combi-
nes a universal flat benefit for children with a
broadly targeted means-tested benefit to poor
households,® a “consolidated social assistance
benefit"™ There are several advantages to this
approach. It would prevent overlaps between
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the various programs and better align benefits
with needs (Figure 14). It would also reduce the
likely exclusion errors that arise as a result of
the current fragmented system whilst bridging
the existing gap in the coverage of children. For
instance, estimates place the number of chil-
dren that received more than one benefit at
2.5 million whereas 17 million children received
no benefit at all, half of whom were in the bot-

Figure 14: Distribution of benefits by income level: the
current system vs. a consolidated social assistance
benefit

resources

Percent

Source: World Bank - Social Protection for the Future Bragil. (forthcoming)
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tom 30 percent of the income distribution.?
The universal component would thus create
a stable income stream to support children li-
ving in vulnerable households, regardless of the
households’ form of engagement in the labor
market or of the frequent fluctuations of inco-
me that currently cause families to constantly
rotate in and out of programs.?!

Many operational aspects of such a
reform would require further plan-
ning and more analysis will be needed
to make sure the reform provides the
right incentives. But the broadening of the
beneficiary base, especially among the vulne-
rable middle class, could also support the ac-
ceptance of reform. This approach would send
a clear signal to most beneficiaries of Abono
Salarial, Saldrio Familia, and income tax de-
ductions that most of them would get some-
thing from the new program (either because
they are low earners, or because they have
children) and with less risk of being required to
exit the program.

Optimiging unemployment insurance schemes

To increase the efficiency of unemploy-
ment protection programs, unemploy-
ment insurance (Seguro Desemprego)
and individual unemployment insuran-
ce savings accounts ( Fundo de Garan-
tia do Tempo de Servigo” - FGTS) should
be coordinated with each other and
with other services. Evidence based on in-
ternational experience (World Bank, 2018) points
to the adoption of reforms that enable individual
savings accumulated in the FGTS to be used
as the first line of financing for unemployment
claims. Only once the worker’s funds in the FGTS
are exhausted would the worker receive funds

from unemployment insurance.® In this way,
workers would receive less than they earned whi-
le working (thus removing perverse incentives),
payout periods could be extended (see the exam-
ple in Figure 15), and individual savings would be
used up before any payouts would be given from
the public risk pool. In addition, the reform should
include allowing FGTS savings to earn market
interest rates and the transfer of the statutory
‘'multas’ to the (Fundo de Amparo ao Trabalhador
or FAT), to further eliminate remaining disincen-
tives to participate and job-search. This reform
could result in in fiscal savings whilst providing
improved protection to workers.
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Figure 15: Unemployment payouts if unemployment insurance (Seguro Desemprego)
and individual savings accounts (FGTS) were coordinated
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Source: World Bank - Social Protection for the Future Bragil. (forthcoming)
Note: Unemployment benefit for dismissed worker with a pre-unemployment wage equal to 1.5 of the minimum wage and job tenure

of 24 months.

Optimizging (non-public sector) pension schemes

Considering the large fiscal costs and
the major sustainability challenges
facing the private pension system,
reform of the minimum pension be-
nefit will be vital, coupled with com-
pensating measures in the provision
of social pensions. Bragil currently provi-
des a "minimum benefit guarantee” for most
old age residents through several programs: (i)
the guaranteed minimum pension; (i) the (de
facto non-contributory) rural pension; and (iii)
the "Beneficio de Prestacdo Continuada” (BPC)
social pension. We recommend a series of de-
sign changes to all three benefits to improve
their equity and consistency and to increase
their efficiency:

« Pro-rating of the minimum pension to the
number of years that individuals have con-
tributed to the system during their wor-
King lives would be fairer. The minimum pen-
sion amount s set in the Bragilian constitution as
equivalent to the minimum wage, but currently
only those who make at least 15 years of contri-
butions receive this benefit. The proposed reform

would remove the 15-year minimum contribution
condition, thus no longer penaliging those with
shorter work histories.?® At the same time, the
benefit would no longer have its currently high
floor and, instead, be prorated to years of contri-
butions. A worker with a full contribution history
(35 years for men at the moment) would conti-
nue to qualify for a full minimum pension, while
one with 5 years of contributions would receive
5/35 of that amount. Only the contributory part
of this benefit would be extendable to survivors.
This reform would make the subsidy component
of the minimum pension guarantee fairer. For
those who did not qualify for the full pension, the
BPC benefit could be used to complement the
income gap, as discussed below.

« The BPC could be coordinated with the
newly designed contributory pension gua-
rantee to ensure that all elderly people re-
main out of poverty. Consistent with usual
practice in most countries, the BPC benefit per
person could be gradually reduced in real terms
to becorme lower than the minimum contribu-
tory pension, for example by decoupling its in-
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dexation from the minimum wage until the de-
sired difference between the minimum pension
and BPC is reached. In addition, for those elderly
people who qualify for only a portion of the con-
tributory minimum pension guarantee becau-
se of their short contributory history, the BPC
would complement their income. For example,
a person could receive 5/35 of contributory mi-
nimum pension guarantee and 30/35 of BPC.
For those elderly people with no contributory
pension (such as those who have worked in the
informal sector all their lives), the BPC would be
paid in full (Figure 16). This design would de facto
make the minimum old age protection universal
and eliminate the means test currently applied
to the BPC. This universal approach would not
be overly costly, since most elderly people al-
ready receive some benefit now but would help
to ease the political challenge of a reform and
reduce administrative burden of means-testing.
The income tax reforms that we propose below
make it possible for the government to claw
back part of the benefit paid to higher earners.

The savings generated by this reform
would enhance fiscal sustainability
of the system without increasing po-
verty. With the aging of the population, the de-
mand on mandatory entitlements in pensions
would otherwise continue to rise, so reforms like
this will be essential to avoid crowding out other
less protected and more pro-poor expenditures.
As the minimum pension accounts for a large
share of pension benefits granted annually, the
reform would have a sigable fiscal impact. Un-
der our proposdal, if the implicit rate of return of
contributory pension is held at 4 to 6 percent,
not only for those with a complete work career
of 35 years but also for those with partial career
(by prorating the minimum pension amount),
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the total savings on current contributory pen-
sion spending would be 36 percent. Even accou-
nting for increased expenditure on the BPC, the
total system savings would still be around 30
percent of all current spending on minimum be-
nefits, or BRL 80 billion per year (0.9 percent of
GDP).* To put this into perspective, expenditure
on the entire BPC program is currently BRL 35
billion per year. Thus, the proposed reform would
also provide the elderly with secure protection
against poverty and improve incentives to con-
tribute, increasing fairness.

Figure 16: Consolidating the components of old-age
pensions (BPC and rural pension) and the prorated
minimum contributory pension guarantee
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1.3 Making taxation more progressive

Bragil's tax system, which currently
contributes little to reducing inequa-
lity, offers opportunities for shifting
to more progressive taxation. Brozil's
tax burden departs from international stan-
dards in that it is heavily concentrated on ta-
xes on goods and services and on payroll, whi-
ch respectively account for 43 and 24 percent
of the tax burden.® This regressive structure
affects the poorest given the share of their in-
come that goes to consumption. At the same
time, taxes on personal income and dividends,
which could be used to compensate this effect

by setting higher rates for the rich, represent
a small share in total tax revenue. Special tax
regimes such as SIMPLES for small firms and
for MEI independent workers help high-ear-
ners to avoid taxes by shifting income from
the personal to the corporate tax base. This
phenomenon, called “pejotigacdo” (from “PJ", or
Pessoa Juridica), not only harms the ability of
the system to fight inequality, but also reduces
the sige of the tax base.®® A number of reforms
could help to make Bragil's tax system more
progressive, thus leveraging its contribution to
reducing inequality. We highlight some policy
options below.

MAKING TAXATION MORE PROGRESSIVE: POLICY OPTIONS

Increasing the progressivity of income taxation

Policy makers have the opportunity of
harmoniging income taxation across dif-
ferent tax bases - personal, capital and
corporate income - to even out the tax
burden. This could be done by reducing the diffe-
rence in the costs of procuring labor from a depen-
dent wage employee and a self-employed worker
mitigating the “pejotigacdo” phenomenon. Another
important measure would be aligning taxes across
different types of incomes (dividends/profits, pen-
sions, wages, and rents). These reforms could be
accompanied by steps to Increase the overall pro-
gressivity of the personal income taxation scale.
These proposed changes would reduce the cost of
formal dependent work and, in general, would lo-
wer the differential in taxation levels between for-
ms of work, particularly for high eamers who are
most capable of exploiting arbitrage opportunities.

Bragil could align personal income ta-
xes with international good practices
by removing the current exemptions
for dividends and pension incomes. In
Bragil, dividends distributed to individual sha-
reholders are exempt from income taxes, whi-
chis a global anomaly. This further incentiviges
individuals to registered themselves as firms.
A second group that is treated differently than
dependent workers are pensioners. Income tax
exemptions on a portion of the income from
pensions currently costs the government more
than BRL 70 billion per year. Both changes
would increase the neutrality of income taxes
and would help to finance a reduction in the
cost of labor, thus stimulating the creation of
formal employment in formal firms.
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Eliminating regressive and inefficient tax exemptions

Rationaliging tax exemptions could
also significantly contribute to the
fiscal adjustment while reducing dis-
tortions, and increasing progressivity.
Overall, tax exemptions stood at an estima-
ted BRL 320 billion (or 3.3 percent of GDP) in
2022, representing a significant cost to public
accounts. Eliminating or reducing tax exemp-
tions that benefit mostly the richest segments
of society or that have been proven to be inef-
ficient as instruments of industrial policy would
contribute to making fiscal policy more efficient
and equitable. Several of tax exemption sche-
mes have these characteristics. For example,
the Desoneracéo da Folha, a labor market pro-

gram has shown to have limited impact on job
creation, with a cost of almost BRL 10 billion
in 2019.% Similarly, several programs designed
to promote innovation provide fiscal incentives
that have not stimulated technological upgra-
ding or innovative RED (as discussed in sec-
tion 2.3 below). Other exemptions such as the
those granted to private hospitals, income tax
deductions for private health plans and private
education spending are also regressive. A com-
prehensive review of tax exemptions, with a view
to identifying and rationaliging those with a low
contribution to is an important policy agenda
for reconciling fiscal constraints with Bragil's
development needs.

More progressive taxation through VAT reform

Further gains in fiscal progressivity can
be made through reforms that conso-
lidate and simplify indirect taxation.
Indirect taxation reform is critical for Bragil's
productivity and competitiveness agenda, as
discussed in section 2.2 below. But indirect ta-
xation reform is also important for making ta-
xation more progressive since these taxes take
up between 23 and 45 percent of the income
of the poorest households. Bragil can take the
opportunity to rebalance the distribution of this
tax burden amongst its population whilst simpli-
fying and its indirect taxation framework, thus
combining two important fiscal policy agenda.

World Bank estimates show that a flat
indirect tax rate could contribute to re-
ducing inequality, both horigontally and
vertically. For instance, our estimates suggest
that a reform introducing a flat 26.9 percent VAT
would raise the share of taxes paid by the richest
households when compared with the status quo.
Under the current system, the poorest decile
contributes about 2.4 percent of total indirect ta-
xes while the richest decile contributes about 33
percent (Figure 17: ). After the reform, the poorest
decile contribution would fall to 2.2 percent and
the richest decile contribution would increase to
36.9 percent.
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Figure 17: Share of Total Indirect Taxes Paid by each Income Decile-Status Quo versus

VAT Simulation

Source: World Bank Poverty and Equity Assessment (2022)

1.4 Controlling public sector pay and

pensions

Maintaining control of the civil servi-
ce wage bill, with a focus on the public
sector wage premium, is a key pillar of a
sustainable fiscal plan. Bragil spent around
9 percent of GDP on wages and salaries of ac-
tive public servants in 2021, down from around
13 percent of GDP in 2015. This is only slightly
above the average for Latin America (8.5 per-
cent of GDP in 2020) and OECD countries (8.4
percent of GDP in 2020). While the sige of the
Bragilian civil service is not large by international
standards, the federal government wage pre-
mium is an important contributor to the sige of

the wage bill. According to World Bank (2019)%°,
the federal wage premium was estimated at 96
percent, whilst the average wage premium of the
states was estimated at 36 percent (Figure 18).
Numerous careers have high initial wages® and
allow employees to reach the top salary in a re-
latively short time, making it difficult to control
the wage bill. In addition, States and municipali-
ties generally follow federal public administration
HR standards, but have also introduced many
different salary tables and specific progression
rules for each career, with incentives™ generally
more favorable than the private sector.
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Figure 18: Public sector wage premium: Bragil in comparison
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Managing pressures stemming from
the civil service pension bill is equally
as critical, especially at the sub-natio-
nal level. The federal pension reform of 2019
was a key step toward more sustainable subna-
tional pension systems, although it has not been
equally rolled out in all States and municipalities.
Gradual increases in effective retirement ages
were a cornerstone of this reform, along with the
taxation of benefits above the minimum wage,
and revision of survivor benefit rules, amongst
others. Exceptions to the reform were made for
uniformed personnel, civil servants hired before
2003, and teachers who still retained preferen-
tial treatment in retirement eligibility conditions.
The impact of the 2019 pension reform on pu-
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blic finances will be gradual given its long tran-
sition period and will not alone prevent further
increases in the pension deficit. Because of this,
additional measures to manage medium-term
pension pressures will be needed. In the near
term, policy focus should be on advancing the
pace and depth of subnational pension reforms
initiated at the federal level in 2019, given the
uneven pace and breadth of their adoption by
States and municipalities to date. Investrments
in digitaligation of records, advancements in
monitoring and control of pension assignment
and payment procedures, and integration of hu-
man resource and pension policies will be critical
in order to modernige and prepare subnational
pension schemes for the future.
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CONTROLLING PUBLIC SECTOR PAY AND PENSIONS: POLICY OPTIONS

Implementing an administrative reform to reduce the wage premium and

improve human resource management

Bragil has a renewed opportunity to
adopt an administrative reform that
delivers savings in personnel expen-
diture by reducing wage premia. Policy
options include: (i) restricting wage increases to
reduce the wage premiums over time, (i) career
reforms such that the interval for progressions
increases while the wage adjustment between
progressions decreases; and (iii) decreasing re-
placement rates depending on the sector. An
increase in the interval for progressions, com-
bined with decreases in wage adjustments lin-
ked to progression, is a particularly important
policy for sectors and States where salaries
intervals between levels of the careers are too
narrow and where pay adjustments are large.
High initial wages in many careers® also con-
tribute to the high wage premium of the pu-
blic sector.®** A policy option to tackle this is
reducing entry level salaries for new entrants
and thus gradually shifting remuneration levels
down and increasing returns to experience as
older cohorts of civil servants retire.

The administrative reform should also
strengthen human resources mana-
gement policies to generate efficien-
cies while promoting improved perfor-
mance. The career structure of the federal
and State governments is fragmented and
rigid, which does not allow for much mobility,
either vertical or horigontal. At the same time,
it generates duplication and overlap across job
categories making it difficult to base hiring de-
cisions on strategic planning. This means that
going forwards, moderniging the public sector’s
human resource systems and adopting digital
management solutions will generate efficien-
cies from improved work force management.
The introduction of more rigorous performan-
ce evaluations would link salary increases to
gains in performance and incentivige junior civil
servants to strive for results.
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Reducing the pension deficit: a focus on subnational pension schemes

In the short term, the fiscal sustaina-
bility of subnational systems remains
the main concern of the overall pen-
sion system, highlighting the need
for tighter pension reforms in States
and municipalities. While the 2019 federal
pension reform required that States incorpo-
rate some pension reform measures, the most
fiscally important reforms remained optional
for subnational entities.* Subnational gover-
nments are, in principle, allowed to streng-
then the changes in pension rule parameters
beyond those approved for the federal civil ser-
vant scheme. But so far, most first-mover Sta-
tes have opted to copy or weaken the pension
reform package adopted at the federal level,
keeping their pension deficit on an unsustaina-
ble trajectory (Figure 19). Increasing the num-

ber of States and municipalities that adopt a
comprehensive pension reform will be essential
if Bragil is to benefit more fully in the long-term.
Moreover, very few States have consolidated
the management of pensions from all their go-
vernment branches into a single management
unit, as mandated by 2019 federal reform.
Some implementation delays have been due to
complications in integrating different IT solu-
tions now used by separate government bran-
ches to assign and monitor benefit payments.
However, even States making steps toward in-
tegration of pension sub-schemes tend to take
anarrow view of the task, and rarely attempt a
more ambitious integration of human resource
and pension systems.*> This creates opportu-
nities to increase efficiencies through the use
of integrated IT systems and audits.

Figure 19: Pension deficit projection using selected State level RPPS (% of Net

Current Revenue)

Source: World Bank - Social Protection for the Future Bragil. (forthcoming)
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2.

Building
opportunities
through
productivity-
led growth

Low rates of productivity growth
continue to hamper Bragil's potential
for growth.®® When the commodity price
super-cycle ended in 2015, Bragil's economy
slid back into a prolonged period of weakness
pointing out at its insufficient competitive-
ness. The difficulty to recover from the two
major subsequent crisis also revealed its in-
sufficient resilience.®” Annual per capita GDP
growth averaged 0.53 percent between 2011-
2019, much below that of comparable cou-
ntries (Figure 1). Over this period, economic
output benefited from factor accumulation:
an expansion in the labor force, an increased
supply of skills, and the accumulation of ca-
pital.*® But negative productivity growth over
the same period all but eliminated these gains
(Figure 20) and productivity remained low,
even by Latin America’s lackluster standards
(Figure 21). This contributed to keeping unem-
ployment levels high and depressed household
consumption, which grew by just 0.2 percent
each year between 2011 and 2021.
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Pivoting the economic model on to a
more productive and dynamic tra-
jectory is now even more urgent than
before if Bragil is to create lasting
opportunities for its population. Al-
though there is still some potential for growth
through capital accumulation and higher la-
bor force participation, productivity gains will
increasingly need to sustain growth. Faster
growth is also essential for a more sustainable
fiscal outlook. In this section, we highlight four
policy areas for stimulating productivity and
growth over the coming years. First, we em-
phasige the importance of (i) more open mar-
kets and trade to sharpen competition, increa-
se investment and facilitate access to modern
inputs and technologies. Measures to increase
the competitiveness of the Bragilian economy
are essential alongside this agenda. For this,
we highlight policy options for (i) reducing the
“Custo Brasil', (iii) increasing innovation and te-
chnological adoption, and (iv) moderniging in-
frastructure asset and management.



OPPORTUNITIES FOR ALL

Figure 20: Productivity growth has been negative on
average over the past decade.
(factor growth contribution, selected periods)
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Figure 21: Bragil’s productivity growth is low among
its peers (average annual contribution to growth,
1997-2019)
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2.1 Increasing integration in global
markets through trade

Bragil is in position to realige signifi-
cant gains from a more competitive
and open economy once again, helping
the country in becoming more produc-
tive and in gaining position in the glo-
bal market. From the late 1980s to the mid
-1990s, Bragil liberaliged its trade largely through
unilateral reductions in tariffs, with substantial
positive impacts on productivity growth and ou-
tput per worker.** In the manufacturing sector,
firms were thus able to acquire more advanced
equipment and components from other coun-
tries.® Trade liberaligation also expanded mar-
kets for national firms, while exposing them to
more competition (in both the export market
and the domestic market), stimulating inno-
vation and efficiency and spurring productivity
growth. More recent progress in the trade agen-

da to advance trade agreements, strengthen
the anti-dumping rules and improving trade fa-
cilitation offers a useful base for future reforms.

The main challenges ahead are in re-
ducing both trade tariffs and nonta-
riff measures (NTMs) and beginning
to lower barriers to trade in services.
Bragil's tariffs are still high, and the country
is less open to trade than its peers (Figure 22
and Figure 23). Barriers to trade in services and
high NTMs set additional constraints to trade.
Services account for only 13 percent of Bragil's
gross exports, a low shared when compared
with 25 and 15 for the world and Latin Ame-
rican countries, respectively. This is reflected
in its underperformance in the OECD Services
Trade Restrictiveness Index, which shows a be-
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low average score in 18 of 22 sectors in 2020.
Bragil also has high NTMs: the percentage of
imports subject to at least one NTM is higher
in Bragil than in other countries: 74 percent for
technical barriers, 55 percent for sanitary and

Figure 22: Exports and Imports as a share of GDP
(2021)
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phytosanitary measures, and 23 percent for
quantity controls, well above world averages.
Tackling these barriers would place Bragil in a
position to make significant gains in growth.
We highlight some priority measures below.

Figure 23: Applied tariff rate in Brazil and comparator
countries, weighted average, 201942
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INCREASING INTEGRATION IN REGIONAL AND GLOBAL MARKETS THROUGH

TRADE : POLICY OPTIONS

Maintaining recent tariff reductions.
Bragil recently reduced import tariffs for a
wide range of products (covering about 80
percent of tariff lines with nongero duty ra-
tes), with an average cut of 10 percent. This is
an extensive reform in agreement with other
Mercosul partners that lowers the Mercosul
common external tariff in a horigontal way
for the first time since its insertion in 1995.
These reductions also make permanent tem-
porary reductions by Bragil set to expire by
the end of 2023.° These measures make im-
ports of capital goods and ICT goods cheaper
for consumers and producers, increasing do-
mestic competition and overall competitive-
ness. Another benefit from the reduced tariffs
is lower logistics and civil construction costs

through reductions in the costs of cranes, ex-
cavators, forklifts, locomotives, and contai-
ners, among other items.

Advancing regional integration and
trade negotiations with the EU and
other economies. The recently negotiated
(but not yet ratified) trade agreement between
Mercosul and the European Union provides for
greater access of Mercosul countries to EU
markets, especially for agricultural commodi-
ties, and greater access for EU manufactured
goods to Mercosul countries. World Bank si-
mulations suggest that the actual negotiated
European Union-Mercosul agreement, inclu-
ding liberaligation of tariffs and NTMs, could
increase GDP by 6.7 percent by 2040, thus
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raising economic performance while fostering
Bragil's integration into the global economy.
Bragil is also negotiating new trade agree-
ments with Canada, Republic of Korea, and
Singapore. These new agreements are deeper
than previous ones. Increasing the momentum
on securing these trade deals, including trade
deals with other Latin America economies will
be a critical part of the policy agenda for in-
creasing productivity and growth.

Reducing barriers to cross border
trade and investment in services.*
Brazil has ample policy space to unilaterally
open up to services trade in the context of
Mercosur, where a common external tariff
is not a constraint. Its factor endowments
suggest it could be well-suited for the export
of new modern services (e.g., computer and
IT-enabled) if key constraints are addressed.
Bragil also would benefit from negotiating
deep provisions' in existing and future prefe-
rential trade agreements with new partners.
These commitments in the areas of services
can be an important driver and institutional
enforcement tool for reforms that increase
services exports. Reducing restrictions on fo-
reign direct investment (FDI) in modern ser-
vices can enhance inflows of technology and
capital into activities such as ICT, finance,
and business services. These services are not
only exportable, but they are also intermedia-
te inputs into manufacturing and agriculture.
World Bank simulations find potential sigable
gains in output and investment from redu-
cing restrictions to trade and foreign direct
investment in services. The gains from libe-
raligation of service sectors are distributed
across all sectors of the economy: agriculture,
manufacturing, services, and natural resour-
ces. Manufacturing, which depends the most
on services as inputs, experiences important
gains (Figure 24).

Figure 24: Bragil's estimated total gains from trade
in services liberaligation by 2035 (Percentage change
from baseline)
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Source: Estrades 2021
Note: NTM is nontariff measures; FDI is foreign direct investment.

Implementing horigontal and sec-
tor-specific productivity-enhancing
initiatives. In order to realige the potential
gains from trade Bragil will need to implement
horigontal productivity enhancing initiatives
discussed in this section of the note, including
an open, investment-friendly, transparent,
and sound regulatory environment and tax
simplification. Moreover, the service sector
productivity growth will increase the need for
skilled labor. Thus, build up the human capital
by investing in both current and future wor-
kforce through practical, applied, and shor-
t-skill upgrades and facilitating the entry of
specialiged high skilled foreign worker would
alleviate short run skills constraints but also
open room for a sustainable flow of skilled la-
bor in the future.

Supporting workers in navigating la-
bor reallocation. While trade liberaligation
is expected to benefit several sectors of the
economy, a potential negative effect is the
displacement of workers, especially among
the unskilled, in regions and sectors facing
larger shocks due to higher competition. This
job displacement not only affects the tradable
sectors subject to more intense competition

Bragil Policy Notes 2022 6§
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but may also has negative spillovers to non-
tradable sectors. Thus, an integral trade libe-
raligation strategy must include policies that
facilitate labor reallocation. For instance, the-
re is evidence of positive effects on earnings
and re-employment from the extension of
unemployment insurance coupled with trai-
ning in the US.* Other active labor market
policies (discussed in section 3.2 of this note)

OPPORTUNITIES FOR ALL

can also have positive impacts in the me-
dium-term. Currently, Bragil's public employ-
ment services and labor market programs are
not well suited for supporting job-to-job tran-
sitions during the structural transformation.
Meanwhile, informal workers are not able to
be protected by the Seguro de Desemprego.
Strengthening these tools will help the coun-
try take full advantage of trade liberaligation.

2.2 Improving the climate for business

The high cost of doing business re-
mains an important challenge for the
country. Even though Bragil has worked to im-
prove its business environment, reduce red tape
and encourage entrepreneurship in the past 15
years, significant hurdles remain. A 2019 go-
vernment study estimated that doing business
costs companies BRL 15 trillion (USS 283bn,
or 22 percent of GDP) more in Bragil than in
OECD economies.®® In 2019, Bragil ranked 71st
out of 141 economies in the World Economic
Forum’s Global Competitiveness Index. “Custo
Brasil, a term that refers to the elevated cost
of doing business in Bragil compared to many
of its competitors, s particularly burdensome
for small companies, which play an increasingly
critical role in the Bragilian economy.

Bragil's tax system is an important
contributor to the “Custo Brasil. In
2021, the tax burden in Bragil was around 33.9
percent of GDP, one of the highest among deve-

loping economies, but a little below the average
of OECD countries. The rules and institutions
that govern the collection of these taxes are
the source of several inefficiencies, hampering
the country’s growth prospects. Bragil has one
of the most complex tax systems in the world,
with over 80 different taxes managed by dif-
ferent levels of government and a multitude of
tax benefits and special regimes (World Bank,
2018). The complexity of Bragil's tax system
creates high compliance costs. The vast amou-
nt of taxes, with rates that vary according to
region and sector, the proliferation of special re-
gimes and the constant changes in legislation
lead firms to spend a lot of time and money on
tax planning. As an illustration, Bragilian taxpa-
yers spend four times as much time to com-
ply with tax obligations as the average of Latin
Armerican countries and eight times as much
as OECD average (World Bank, 2018). Moreo-
ver, the system imposes a high amount of un-
certainty on taxpayers and extensive resources
are spent in judicial disputes.
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The inefficiencies caused by the indi-
rect taxation framework are of par-
ticular concern.*” The majority of indirect
taxes are levied on turnover, following a cumu-
lative regime that imposes higher effective rates
on firms that are in the final stages of the pro-
duction chain. This cumulative structure crea-
tes an artificial incentive for vertical integration
and market segmentation, creating incentives
against firms that produce complex products,
using several industrial inputs that embed a
high amount of taxes in their cost. In turn, it
might benefit firms in the primary sector, which
need fewer inputs for their final products. ICMS
tax*® rules are also at the core of a “fiscal war”
among the states, harming States’ public reve-
nues and fiscal balances and increasing the mi-
sallocation of production factors. Contrary to
international standards, the ICMS tax follows
the origin principle, such that tax revenues go
to the state where the product was produced.
Since states have freedom to set ICMS rates,
this creates an incentive for them to offer tax
discounts in order to attract mobile economic

activities into their borders. This “fiscal war” is
an extremely distortive instrument of regional
development, as firms will choose their location
based on tax benefits instead of going to the
state where production will be more efficient.

Figure 26: Southeaster and Central-Western states
overall perform better on the business environment
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Source: Estrades 2021.
Note: NTM is nontariff measures; FDI is foreign direct investment.

Figure 25: Red tape eats up productive hours from businesses throughout Bragil
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IMPROVING THE CLIMATE FOR BUSINESS AND INVESTMENT:

POLICY OPTIONS

Improving the investment climate

Examples of good business environ-
ment practices are found in States
from all regions, income levels, and si-
3es. Among 27/ locations studies by the World
Bank's Sub-national doing business report
(2021), it is easiest to: start a business in Pard;
obtain building permits in Roraima; register
a property transfer in Sdo Paulo; comply with
taxes in Espirito Santo; and resolve a commer-
cial dispute in Sergipe. These results highlight
an opportunity for local policy makers around
the country to learn from each other and adopt
in-country examples of good practices, taking
steps to increase competitiveness and improve
Bragil's overall business environment.

Replicating good practices that have
been proven successful within the
Bragilian territory is a first step. For
example, the state of Maranh&o, where entre-
preneurs wait for almost one and a half years
for their building permits, could look to Forta-
lega, which has adopted fast-track approvals
to simplify and expedite the building licensing
process. Through the Fortalega Online one-s-
top shop, a firm can obtain a construction li-
cense in 10 days, much faster than the natio-
nal average of 118 days. Likewise, in the area
of registering property, Pard could serve as an
inspiration for reforms in neighboring Amapa,
where it takes three times as long to transfer
a property (68 days). Adopting existing local
good practices would only be the first step.
These improvements will benefit from the
adoption of other structural reforms guided by
international best practices.

Adopting a comprehensive reformagen-
da, championed by a dedicated actor,
working across federal agencies, States
and cities, is another key step in a federal setting.
During the past decades, large federal countries
like India and Mexico have created national agen-
cies dedicated to streamlining business proces-
ses and improving coordination. In Bragil, the cur-
rent Special Secretariat for State Modernigation
(Secretaria Especial de Modernigagéo do Estado,
SEME) has a strategic role in this regard by coor-
dinating reforms with federal, State, and muni-
cipal agencies. Going forward, broadening the
focus of SEME beyond the two main business ci-
ties: Sao Paolo and Rio de Janeiro, will be critical.
A coordinated, nationwide reform agenda, pulling
together the relevant agencies and cormmitting
them to enforceable and actionable goals, could
greatly benefit business activities beyond Bragil's
largest cities. The bottlenecks and good practi-
ces {dentified by Subnational Doing Business in
Bragil 2021, among others, can guide authorities
to identify areas for reform and existing good
practices within the country.

Mexico provides an example of how to
leverage competition among States
and promote peer learning as strate-
gies to incentivige reforms. Champio-
ned by the National Regulatory Improvement
Commission (Comision Nacional de Mejora
Regulatoria, CONAMER), Mexico’s national re-
form agenda included the creation of a fund—
the Fondo de Apoyo para la Micro, Pequena y
Mediana Empresa (the micro, small, and me-
dium enterprise support fund)—to provide fi-
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nancing to foster competition for growth, pro-
ductivity, and innovation. The fund advertises
online each year for proposals, with funding
available to private firms, State and munici-
pal governments, and the judiciary. It supports
regulatory improvement projects at the three
levels of government to facilitate regulatory
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compliance, increase formaligation, and redu-
ce costs, time, and cumbersome procedures
for companies. To track results, CONAMER pe-
riodically carried out subnational Doing Busi-
ness studies and organiged biannual meetings
for local officials to learn about good practices
and connect to peers from other States.

Adopting a simpler and more efficient tax system

There is widespread consensus about
the need to reform consumption ta-
xation in Bragil, replacing several indi-
rect taxes for a standard value added
tax. The new tax should be non-cumulative,
with a broader tax base that includes intangib-
le goods and financial services. Refunds for tax
credits should be provided in reasonable time.
Moreover, the number of tax rates should be
limited, avoiding exemptions and special regi-
mes that impose extensive compliance costs
for firms. Finally, the tax should follow the des-
tination principle, eliminating incentives for
“fiscal war” between states and municipalities
(Orair and Gobetti, 2019). In this case, tax reve-
nues would go to the state where the product
is consumed, such that reducing ICMS rates
would not draw any new business.

Currently, there are two proposals in
congress that go in this direction.*®
The Constitutional Amendment Proposal PEC
45/2019, elaborated at Camara dos Deputa-
dos, aims to replace five indirect taxes with a
single VAT called Imposto sobre Bens e Servigos
(IBS). It would follow the destination principle
and have a broader tax base that exempts only
investments and exports. There would be a ten-
year transition period, when the IBS rate would
increase gradually, while tax rates for the other
indirect taxes would slowly be reduced to gero.
Another option is the Constitutional Amend-
ment Proposal PEC 110/2019, under discussion
in the Senate, that replaces nine existing taxes,
for a state administered IBS, with the same goal
of simplifying the system, as Cdmara’s propo-
sal. It would also introduce a federally adminis-
tered excise tax applied to oil and derivatives,
tobacco products, alcohol and specific vehicles.
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2.3 Promoting innovation and
technological adoption

Although recent progress has been
made, Bragil ranks below most peers
when it comes to innovation. A number
of recent measures have moved Bragil's inno-
vation agenda in the right direction. Yet, Bragil
still exhibits substantial lags against other com-
parator countries in the global innovation index
and in terms of key inputs to innovation such
as the as the number of researchers and engi-
neers as a proportion of the labor force (Figure
27: and Figure 28:).

Underperforming innovation policies
are part of the reason. Bragil has implemen-
ted several innovation policies, most of them in-
volving fiscal incentives, with limited impact on
technological adoption and innovation.*® Several
studies show that the incentives for innovation
and research and development (R&D) adopted
in the past have not been effective. For example,
the informatics law has not stimulated produc-
tivity-enhancing RED.>" Although the incentives
have induced some global ICT hardware firms to
produce locally, the beneficiaries have not been
able to produce internationally competitive ICT
products. Similarly, evidence suggests that the
Fiscal Incentives Law (Lei do Bem) had a positive
but modest impact on innovation. Average reali-
zed R&D intensity has been low. The law favors
larger and older firms and does not reach most
small or new companies: it excludes firms that
file income tax returns based on their presumed
profit, which includes most young firms. To the
extent that favors incumbent firms, it may have
slowed the reallocation of resources from low-
growth incumbents to high-growth young firms.

More competition, openness to tra-
de and a better investment climate
(discussed above) will help stimulate
innovation, but an additional focus
on innovation policies will help Bragil
access even higher returns and raise
productivity.>® We propose some key po-
licy options for the innovation agenda below.

Figure 27: Bragil ranks below most peers on the Global
Innovation Index, 2020...
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INNOVATION TECHNOLOGICAL ADOPTION: POLICY OPTIONS

Revamping the current underperfor-
ming innovation policies. Although arou-
nd 4.5 percent of GDP (2015) has been spent
on policies and programs to support business
(including tax expenditures, subsidiged credits,
and direct spending), evidence suggests the
most programs are not able to either increase
productivity or create jobs. For instance, the
PSI investment support program (Programa
de Sustentagdo do Investimento) that provided
subsidiged credit for capital goods investments
and the Inovar-Auto program which shields the
auto industries by rising import tariffs has not
been proven to result in production or employ-
ment gains. Also, while the RE&D incentives of
the Lei do Bem showed a positive impact on
R&D incentives its performance is significantly
below what would have been expected due to
lack of coverage - reaching only incumbent old
large firms. At the same time, the current indus-
trial policy that provides tax exemptions and
protection against foreign competition tend fa-
vor incumbent large firms, creating conditions
for inefficient firms to maintain their position
(and market share) without creating pressure
for technological adoption or innovation incen-
tives through competition. A detailed review of
the current innovation policies and incentives
would help policy makers reorient resources
towards more effective programs and remove
policies that distort markets.

Seiging the opportunity of future pre-
ferential trade agreements (PTA) to
adopt substantive rules on Intellec-
tual Property Rights. Empirical evidence
shows that intellectual property rights (IPR)
positively affect the flows of trade in high-
technology goods, services and FDI>* Since
technology adoption is essentially linked to
trade with technologically advanced partners,
it would be important to lay the grounds for
productivity growth through well-designed and
enforceable IPR policies. However, Bragil has no
ratified instrument adopted in the framework
of a preferential trade agreement notified to
the WTO with substantive rules on IPR. The
IPR policy by itself generates innovation in-
centives within the domestic market allowing
the inventors to accrue the benefits of their
newly created ideas, especially when coupled
with preferential trade agreements. The poten-
tial EU - MERCOSUL Free Trade Agreement,
would support this agenda since it foresees the
adoption of nine out of 15 essential internatio-
nal intellectual property treaties, as well as the
incorporation of existing international intellec-
tual property agreements.
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2.4 Moderniging infrastructure

Bragil’'s infrastructure financing gap
is fast approaching US$800 billion (or
3.7 percent of GDP per year through
2030). The past 40 years have seen a steady
decline in levels of investment in infrastructure,
which hit a near all-time low in 2020, when only
1.6 percent of gross domestic product (GDP)
was invested in transportation, electricity, wa-
ter and sanitation and telecommunications,
combined (Figure 29). Chronic underinvestment
in infrastructure is a major challenge resulting
in low-quality, highly vulnerable infrastructu-
re stocks, threatening the country's long-term
economic growth prospects. The deep inequa-
lities in access to basic services, especially for
vulnerable groups, also impact the country’s
aspirations for an inclusive society.

Transportation faces the largest fi-
nancing gap given the volume of in-

vestment needed to improve logistical
performance and mass transit servi-
ces, essential for more productive in-
dustries and cities. The sector accounts
for more than half (53 percent) of the country’s
financing gap, of which 43 percent is needed for
maintenance and the replacement of existing
assets. Addressing the rehabilitation and main-
tenance backlog stands as a first-order priority
to extend the use life of existing infrastructure,
improve climate resilience, and thus increase the
efficiency of infrastructure spending. Bragil also
needs to invest in multimodal logistics solutions
to support the competitiveness of industrial
and export value chains. Bragil ranked 56 out of
161 countries in the Logistics Performance Index
(LPI) in 2018, lagging behind Mexico, India, Chi-
na, Canada, and the United States (Figure 30).
Dropping 15 places since 2010, Bragil is the only
BRIC country whose performance decreased.

Figure 29: Total investment in infrastructure in Brasil as a percentage of GDP

(1980-2020)

Source: World Bank Infrastructure Review for Bragil (forthcoming)
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But the largest gaps in terms of ba-
sic access relate to sanitation and
internet services. Bragil has achieved near
universal access to several key infrastructure
services. Almost all Bragilians now have access
to electricity and improved drinking water. But
access to sanitation and internet services has
lagged behind, especially in the northern and
northeastern regions of the country: over 60
percent of the population in Bragil's North and
Northeast regions do not have access to im-
proved sanitation services, even though 85
percent of those in the Southeast do. Similarly,
almost 30 percent of the Northeast's popula-
tion do not have access to the internet (Figure
31:). Limited access to these services repre-
sents an important constraint to connectivity,
digitaligation (internet) and the quality of life of
underserved communities.

The impact of climate change on in-
frastructure is another challenge,
triggering an additional 0.8 percent of
GDP per year in investment needs bet-
ween 2022 and 2030.%* Bragil frequently
experiences extreme rains, flooding, severe
droughts, and other weather-related disasters.
Bragilian firms lose approximately US$22 billion
(1.27 percent of GDP) every year because of in-
frastructure-related disruptions. The majority
(55 percent) are caused by failures to transport
infrastructure followed by power (44 percent)
and water (two percent). There is a clear need
for resilient infrastructure as part of a broader
disaster prevention and management program
in Bragil that will require a concerted effort
across all levels of government.

Figure 30: Logistics Performance Index (2018
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Source: World Bank Infrastructure Review for Bragil (forthcoming)

Figure 31: Access to basic infrastructure services by
region (2021)
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MODERNIZING INFRASTRUCTURE: POLICY OPTIONS

An important first priority is increa-
sing the volume of financing for in-
frastructure: Bragil will struggle to
close its investment gap without
more fiscal space for public invest-
ment. Reorienting spending to raise the share
of public investment in the budget will help en-
sure access to affordable, reliable, and clima-
te resilient infrastructure services, stimulate
productivity and support long term growth.
Indeed, World Bank estimates indicate a mul-
tiplier effect on Bragil's economy from public
investment by the federal government that is
at least twice as high as that for public con-
sumption, with similar effects at the subna-
tional levels of government. Bragzil can realige
these gains by making more space for rigo-
rously selected public investments in a fiscally
responsible manner, as discussed further in the
first section of this note.

Crowding-in private financing for in-
frastructureisequally asimportant at
all levels of Government; but the chal-
lenge is most acute for low-capacity
States and municipalities. Bragil has
one of the strongest public-private investment
frameworks among Latin American countries,
enabling some Bragilian States to implement
significant private-public partnerships and le-
verage private capital. But the potential of this
legal framework is hampered by low planning
capacity at the subnational level. Capacity is
concentrated in a select few States and mu-

nicipalities. Consequently, many areas remain
caught in a perpetual cycle of low-quality in-
frastructure and low capacity to close this gap.
These conditions contribute to inequality and
pose a major hurdle to increased productivity
and competitiveness that warrants the gover-
nment’s full attention. Increasing the capabili-
ties of low-capacity municipalities and States
in key areas such as project structuring and
financial modelling through targeted support,
building alternative financial instruments and
re-risking tools, will help leverage private in-
vestment and create a more robust PPP pi-
peline. Federal authorities could help close the
implementation gap of subnational entities by
using tools such as standardigation.

Moreover, Bragil’s public banks should
increasingly play the role of catalysts
in enabling project finance to crowd
private capital into infrastructure, in-
cluding by leveraging Bragil's conside-
rable domestic capital market assets.
This means increasing the capacity of public
banks in leveraging private capital by deepe-
ning the use of co-financing practices. It also
calls for reducing credit market distortions and
reduced reliance on directed credit policies to
provide a more level playing field in credit mar-
kets. The catalytic role of public banks can be
also used to enhance the climate change miti-
gation and adaptation aspects of infrastruc-
ture projects, both during project evaluation
and structuring phases.
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From the sectoral perspective, three critical areas for investment to increase the
productivity and competitiveness of the Brazilian economy can be highlighted:

« Optimiging the logistics network
through an increased focus on main-
tenance of existing assets and the
development of multimodality. First,
Bragil's road transport networks, which are
the backbone of the country’s logistic sys-
temn, suffer from considerable maintenance
backlogs, leading to increased costs of asset
replacement. More comprehensive and sustai-
nable maintenance programs that build on the
country's experience in Performance-Based
Contracts would increase the performance of
existing networks at a fraction of the cost of
major new investrments. Second, Bragil's logis-
tics sector relies heavily on its roads network,
designed primarily to meet the needs of the
country’s agribusiness sector, while underutili-
ging transport by rail or waterways. This leaves
multimodal logistics solutions that are critical
for general cargo needs of Bragilian industries
underused and contributes to less competitive
transport services for industry. Improving the
integration of Bragil's roads into a comprehen-
sive, multimodal transport system will support
efforts to improve logistics and increase future
productivity while strengthening global com-
petitiveness. Specific recommendations to en-
courage a more balanced and resilient logistics
network include: (i) prioritiging rehabilitation
and maintenance of existing infrastructure,
especially road and rail networks, while clo-
sely integrating climate resilience aspects, (ii)
sustainably expanding the country’s rail and
waterways by increasing network densities
and the number of multimodal terminals; (iii)
revising policies to reduce market concentra-
tion and discouraging oligopolies in transport
services; and (iv) . Addressing the transport
infrastructure gap will require further reliance

on private capital mobiligation and innovative
de-risking approaches to attract private ope-
rators, whilst also tapping into Bragil unique ex-
perience in implementing performance-based
contracts in the management of projects to
optimige results. Guarantee instruments are a
potentially powerful and currently underutiliged
tool to leverage new sources of finance if paired
with sound fiscal risk management practices.

« Improving mass transit system in
metropolitan areas. Bragil is a highly ur-
baniged country with 85 percent of its popu-
lation living in cities, mainly located along its
vast coastline. Mass transit systems have
seen a steady decrease in ridership over the
last decade as the use of private vehicles in-
creased overtime, and also with the impact
of the COVID-19 pandemic. The reduced de-
mand of mass transit systems, in turn, con-
tributed to a decreasing ability of the mass
transit concessionaires to maintain adequate
service levels and meet contractual service
obligations, limiting connectivity and making it
more difficult to offer high quality services to
commuters. Most of Bragil's cities have limi-
ted financial and technical resources to tackle
this challenge and upgrade these systems. Key
policy areas to reverse these trends include: (i)
reforming bus contract models at the subna-
tional level to unbundle operations from fleet
provision and fare collection services to leve-
rage private sector participation and increase
system efficiency; (ii) adopting performance
-linked remuneration formula for public trans-
port operators to improve service quality; (iii)
promoting the use of electric vehicles for public
transportation through financial and nonfi-
nancial incentives to support the transition to
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sustainable mobility; and (iv) improving the na-
tional regulatory framework for promoting the
use of mass transit services.

« Increasing access to the internet and
digital services. The number of Bragilians
using the internet rose from less than three
percent of the total population in 2000 to over
70 percent in 2018. Bragil also has strong first
and middle-mile connectivity. Still, the number
of households with a fixed broadband subs-
cription remains relatively low (less than 50
percent), especially in the North and Northeast
of the country. These indicators are well below
the OECD average and partially reflect the re-
latively high cost of subscription charges. Mo-
reover, although Bragil has a good fiber optic
network, fixed broadband speeds are relatively
low, and while 3G and 4G coverage are compa-
rable to OECD and high-income benchmarks,
5G is just emerging. Key policy options inclu-
de (i) enhancing co-ordination among federal,
State and municipal levels to increase access,
quality and reliability of services; and (ii) initia-
ting the implementation of projects funded by
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the universal service fund to improve connecti-
vity, including connecting schools and support
for the newly created Group for Monitoring the
Costing of School Connectivity Projects.

« Increasing household access to im-
proved sanitation. The new legal frame-
work governing the water supply and sanita-
tion sector, approved in 2020, is in the early
stages of implementation. It creates a more
robust role for the national regulator, resolving
the country’s long-standing difficulty in coor-
dinating countless regulatory agencies with
insufficient financial resources and capacity.
The new framework also promotes compe-
tition between public and private companies,
encouraging private investment and ensuring
services are provided by the operator most
capable of delivering on the terms of the con-
tract. The federal government can help ensu-
re the success of the new legal framework by
coordinating its implementation and providing
incentives for service providers and municipa-
lities to speed up the sector’s expansion in un-
der-served areas.
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3.1 Placing learning and skills back on

the right track™

Dealing with school dropouts and learning losses

The COVID-19 pandemic significantly
affected learning levels and inequa-
lity through long school closures and
higher drop-out rates, and exacerba-
ted existing deficiencies in the provi-
sion of education. Few countries in the re-
gion kept their schools closed as long as Bragil
during the COVID-19 pandemic. Bragilian stu-
dents did not receive face-to-face classes for a
period equivalent to 1 year and 4 months of the
school calendar during this time. This transla-
tes to about 50 million students in over 168,739
public and private schools losing the benefit of
in-person instruction, especially in the North
and Northeast regions. (Figure 32: ) The geo-
graphic disparity is also perceptible in access to
remote learning. While 92 percent of students
participated in remote activities in the South,
only 52 percent participated in remote activi-
ties in the Northeast. Such a prolonged period
of school closures has multiple consequences,
among them: (i) increased school dropout ra-

tes; (i) large learning losses and inequality; (iii)
negative impacts on socioemotional skills; (iv)
the need to reinforce and accelerate foundatio-
nal learning; and (v) the need to make fragile
school networks ready for current and future
natural disasters in education.

Figure 32: Days of School Closures by State in Bragil
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Source: World Bank - Bragil Human Capital Review (2022)
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Figure 33: The Lost Decade: estimated impacts of the
COVID-19 pandemic on Bragil’s human capital index
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With the reopening of schools, vul-
nerable students are less likely to re-
turn to and stay in school. Even before
the COVID-19 pandemic, school dropouts were
a central challenge for the education system,
along with the regional inequalities in dropout
rates. In 2019, for example, the average dro-
pout rate in lower secondary was 5.9 percent
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in North and Northeastern Bragil, well above
the rate of 3.5 percent in the Southeast region.
The COVID-19 pandemic is worsening these
numbers. According to IBGE, nearly 1.4 million
school-age students between 5 and 17 years
old were out of school in 2021, half of whom
were from the North and Northeast of Bragil.
The costs of leaving school prematurely will
have direct implications for the individual's and
society’s ability to recover from the effects of
the COVID-19 pandemic given that school dro-
pout is associated with a lower probability of
future employment, lower wages, and higher
involvement in crime. According to World Bank
simulations, there could be an increase of up
to 70 percent in the proportion of 10-year-old
Bragilian students unable to read a simple pa-
ragraph. Vulnerable students from the North
and Northeast of Bragil were significantly less
likely to know how to read and write after the
pandemic started. In this context, bringing
students back and maintaining them in school
is one of the most vital education challenges
facing the next administration.

DEALING WITH DROPOUTS AND LEARNING LOSSES: POLICY OPTIONS

The first challenge is reversing the
trend in school dropouts by bringing
students back and maintaining them
in school. An important tool to achieve this
goal is the implementation of decentralized
observatories of school dropouts to monitor
information and coordinate three anti-dropout
policies. A first strategy could use Sistema
Presenca to foster and coordinate a Student
Active Search program by integrating infor-
mation of missing students that did not return
to school and community agents at the local

level. If missing students are still not found, the
second policy, known as the School Dropout
Call Center, can offer communities a hotline
for reporting sightings of school dropouts. The
third policy is an early warning system at the
school level since vulnerable students who re-
turn to school remain at high risk of dropping
out again. Overall, the establishment of obser-
vatories of school dropouts can support gover-
nments to: (i) coordinate policies at the Sta-
te and municipal level, (i) flag municipalities
with significantly high school dropout rates,
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(iii) liaise with schools implementing the early
warning system, and (iv) ensure that the anti-
dropout protocols are followed.

Once back in school, the challenge is
to make students (re)learn effectively.
The first line of action is "Recovering Learning
Losses, Offline” through face-to-face approa-
ches such as offering personaliged tutoring to
small groups of students with similar learning
gaps and structured group discussions to mi-
tigate the impacts of the pandemic on stu-
dent socioemotional skills and mental health.
The second line of action is "Recovering Lear-
ning Losses, Online,” through hybrid strategies

Improving the quality of education

Prior to the pandemic, a major driver
of the rise in Bragil's stock of human
capital was improved access to basic
education.®” Between 2000 and 2019, net
enrollment rates jumped from 66 percent to 94
percent in preschool (5-6 year-olds) and more
than doubled in upper secondary school. As
a result, average years of schooling increased
substantially in the last decades. Upper secon-
dary school dropout rates decreased from 10.3
percent in 2010 to 4.8 percent in 2019.% In the
same period, the number of college entrants rose
from around 2.5 million to around 3.6 million.™

But the quality of education rose more
slowly than enrollment, particularly
in upper secondary education where
nearly all children in Bragil gradua-
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and education systems to recover from lear-
ning losses. This includes accelerating internet
connectivity in schools, access to computer
devices for vulnerable students under the law
14172 and expanding the Creativity and In-
novation Labs to inner municipalities. These
innovations labs are training spaces meant
to help teachers and school principals obtain
the skills needed to use technology in a class-
room setting and master the foundational tea-
ching skills needed to recover learning losses.
Strengthening hybrid learning models, training
teachers to use technology and consolidating
education systems, will also promote local re-
silience to future pandemics and natural disas-
ters that could disrupt learning and teaching.

te without full proficiency in math.®°
Learning at the primary education level has
risen steadily, as measured by the national
education quality index (IDEB, which includes
standardiged test scores in Portuguese and
math and school dropout rates). This occur-
red, in part, thanks to rising spending per stu-
dent, particularly in the poorest areas of the
country through national redistributive funds.
When such progress is viewed from an inter-
national perspective, however, further quality
improvements will be essential to prepare to-
day’s children in Bragil to become proficient
workers in 20 years. The quality of education,
as measured by international standardiged
learning tests, remains below that of Bragil's
regional peers, but with some exceptions. The
state of Ceara and the municipality of Sobral,
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for instance, are well-known examples of suc-
cess in primary and lower secondary educa-
tion thanks to a combination of results-based
financing, technical assistance to school ad-
ministrators, and a culture of monitoring and
evaluation. In the most recent Program for In-
ternational Student Assessment (PISA) tests,
almost half of 10-year-old in Bragil were unable
to read or understand a simple text (the World
Bank’s definition of learning poverty). Results
in language and science improved over time,
but those in math stalled. In 2019, only 34 per-
cent of students completing upper secondary
education attained adequate proficiency in
language and a staggeringly low 7 percent in
math (Figure 34:).°

Ceard, one of Bragil's poorest States, pre-
sents one of the first documented cases sho-
wing how a results-based intergovernmental
transfer mechanism can lead to reductions
in dropout rates and improvements in lear-
ning gains. Since it began linking part of its
fiscal transfers for municipalities to edu-
cation performance in 2007, the State has
seen some of the country’s biggest improve-
ments in quality of education, with nine of its
municipalities ranking among Bragil’s top 20
in 2017. How is has achieved it?

Each year, Ceard distributes a fixed bud-
get; this means that municipalities are in
competition with one another for resour-
ces. To achieve more resources, municipa-
lities need to show improvements. But this
implies municipalities must seek further
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Figure 34: Losses after adjusting for learning quality
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improvements each year to receive funds.
In Ceard’s case, it was the poor municipa-
lities that really seiged the opportunity,
with some securing funding increases of as
much as 60 to 70 percent.

The approach to funding was not the only
thing Ceard changed in 2007. To assist mu-
nicipalities, the State provides technical
assistance under an existing literacy ini-
tiative. Schools receive learning materials
that define a clear routine for classes and
prioritige basic skills, especially literacy in
the early grades. Teachers undergo regu-
lar training on how to use these materials,
including classroom observation with fee-
dback. In addition, high-performing schools
are incentiviged to mentor low-performing
ones to improve the latter’s performance.
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The State also works with municipalities
to improve management of their education
system. It provides training and materials to
municipal education secretariats, with the
goal of increasing classroom teaching time,

Teacher performance is among the
main factors impeding a sustained im-
provement in the quality of the Bragilian
education system. Between 2009 and 2019,
the proportion of basic education teachers with
higher education diplomas grew from 67 percent
to 85 percent. But this increase in the percentage
of teachers with a degree is not translating into
better student performance. Part of the reason
is that teacher selection processes do not suf-
ficiently focus on identifying the most suitable
candidates and lack effective mechanisms for
allocating, evaluating and promoting teachers
based on need and merit. One example is that
Bragil's public recruitment tests for teachers fo-
cus only on regulatory issues and knowledge of
the taught discipline. Moreover, Bragil has no
national exam to certify the new graduates of
teaching programs before they are recruited and
start teaching. Together, these factors prevent
the education system in Bragil from identifying
overall weaknesses, rewarding high performers,
and targeting in-service training to the areas and
the teachers needing the most help.

Similarly, an uncompetitive selection
process for school principals affects the
quality of school management. In most
Bragilian municipalities, school principals are po-
litically appointed, with little to no background in
school management. A study found that Bragilian
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reducing the number of multigrade classes,
adopting meritocratic selection criteria for
school principals, and offering financial and
nonfinancial incentives for teachers whose
students meet literacy targets.

public school students achieve higher learning re-
sults in schools whose principals are selected by
community election or technical screening (inclu-
ding examinations and assessment), rather than
political appointees.® These selection mechanis-
ms contribute to principals staying longer in their
positions and focusing more on the professional
development of their staff.

A further challenge is equipping youth
in final years of schooling with relevant
skills for the job market. Brogil needs to
stimulate students to enroll in promising fields ,
including science and technology. National sta-
tistics indicate that about 18 percent of college
graduates in Bragil specialige in science, enginee-
ring, and technology subjects, below the 25 per-
cent OECD average. Gender gaps are substantial:
a 17 ratio of women graduate relative to men in
ICT fields in Bragil and less than 1:2 in engineering
and related subjects. As discussed below, career
counselling services are fundamental to enabling
a shift in education decisions of wormen and most
vulnerable groups.

These challenges hamper the country’s
ability to adapt to the needs of the mo-
dern labor market and deepen skill-bia-
sed inequality. The gradual scarcity of routine
jobs and the rise of more complex occupations,
that call for more cognitive and abstract skills,
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are already resulting in an increasing mismatch
between the requirements of the modern labor
market and the skills of the workforce. In Brazil,
workers who did not complete secondary school
are at high risk of being affected by automation
(about 60 percent). Workers with a college degree
show lower risk of being affected by this pheno-
menon® This means that skill-biased inequality
in employment and wages s likely to widen in the
future, with implications for the upward mobility
of a large share of the population and the ability
of Bragil to increase productivity. It also affects
the resilience to shocks. In the past decade, wor-
kers” education levels have been a strong predic-
tor of the time needed to recover from labor mar-
ket shocks. After mass layoffs, it takes as long
as eight years for less educated workers to attain
their previous wage level but less than two years
for better educated workers® And between the
2015-2016 economic crisis and the emergence of
the Covid-19 pandemic, employment rates conti-
nued to fall for workers without a secondary edu-
cation, even as employment rebounded for those
with secondary or higher education.

Technical and vocational education and
training (TVET) remains a little-pursued
path in Bragil, despite offering better job
outcomes than traditional high school
for students who do not enroll in higher
education. Only 10 percent of upper secondary
students are enrolled in TVET courses, four times
less than the average in OECD countries. The low
uptake is due to a combination of limited informa-
tion and, especially, undersupply. Studies show a
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statistically significant positive wage premium of
9.7 percent on average for students completing
technical school compared with students with
high school.® Bragil already allows TVET courses
to be offered together with foundational discipli-
nes in upper secondary education, such as math
and language, and provide a good balance bet-
ween technical and academic topics, which stu-
dents more flexibility in the future.®®

Finally, while access to higher educa-
tion in Bragil has grown in recent deca-
des, enrollment continues to be highly
dependent on family income and inter-
generational inequality. Higher education
degrees are strongly associated with upper mid-
dle- or upper-class status in Bragil. Currently, of
young people ages 18-24, almost 7 in 10 in the
top income decile are enrolled in higher education,
compared to 1in 10 in the bottom 30 percent
and less than 1in 5 among the vulnerable middle
class®” Although these enrollment rates had im-
proved in the recent years, the pace of progress
is too slow to reverse today's stark income and
class inequality. One statistic helps to illustrate
this point. Only 20 percent of the students at
public institutions of higher education come from
the poorest 40 percent of the population, while
65 percent come from the richest 40 percent.%®
Private institutions have expanded to meet de-
mand from those who could not access the free,
but highly competitive, public universities. The fe-
deral government enabled this expansion through
the FIES student loan program and tax offsets for
private institutions (ProUni).
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HIGH QUALITY EDUCATION: POLICY OPTIONS

Of the utmost priority is improving
teacher quality. Improving teacher
quality through more meritocratic
and attractive and select professionis
vital for Bragil's education system. In
the best performing countries, teachers’ wages
are not always high relative to wages in other
professions, but recruitment processes are
competitive, focusing on selecting motivated
applicants with great academic achieverments
and good communication skills.®® The attrac-
tiveness of the profession to high quality can-
didates can be improved by raising the quality
of pre-service and in-service teacher training
and widening career advancement opportuni-
ties. Compensation policies will become more
accessible as financial resources available to
education systems might increase at local level
due to the recent changes in FUNDEB. Howe-
ver, wage increases must be carefully planned
to avoid compromising future sustainability of
public spending. The provision of continuous
support to teachers in the form of high-quality
in-service professional development, similar to
those provided in Ceard’s education system, is
yet another mean of improverment.

Second, building a more skill-focused
learning system will help to reduce
school dropout rates and better pre-
pare youth for the labor market. Brazil's
upper secondary education reform and the new
national core curriculum for basic education are
opportunities for incorporating missing cross-
cutting skills. Inspired by several successful in-
ternational examples, such as the education re-
forms in Poland and Portugal, Bragil approved
a new curriculum for primary and secondary
education in 2017 and 2018, clearly defining

education priorities. In addition, in 2017 Bragil
approved the upper secondary education re-
form, which greatly increased the flexibility with
which students could complete their studies
and the disciplines they could pursue. Com-
bined, these reforms offer space for schools to
develop innovative programs and courses fo-
cused on socioemotional skills, technical skills,
and digital skills. However, implementation has
been challenging and slow. As of June of 2021,
many states were still in the process of valida-
ting and approving new curriculums, which will
take effect starting in school year 2022/23.
Eleven states have formally approved their
new curriculums through their state councils
of education and have also promulgated them
through their government. To fully reap the be-
nefits made possible by the reforms, state edu-
cation secretariats will need to assist schools,
especially those in low-capacity municipalities,
in identifying critical skills and support them in
providing them, in conjunction with local em-
ployers. This includes revising the legal frame-
work and the learning itineraries in each state
and municipality, re-training teachers and re-
designing national assessment exams. It is a
massive effort that requires a sharp focus on
supporting lagging regions. Almost 70 percent
of municipalities are small, with 20,000 inha-
bitants or less, and few of them can succeed
in the complex task of planning and overseeing
education policies without technical and coo-
peration and financial assistance from state or
the federal government.

More financial support should be also
directed to enable students from poor
families to complete secondary edu-
cation and continue their academic
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path into higher education. Improving
high school completion rates, especially among
those in the bottom 40 percent of the income
distribution, is important for improving access
to higher education for students from disad-
vantaged backgrounds. Among students who
complete secondary school, the effect of so-
cioeconomic background on higher education
enrollment and completion diminishes. Thus, in-
centiviging students from disadvantaged back-
grounds to complete high school, for example
through a funding scheme that supports both
high school completion and university enroll-
ment, could boost both high school completion
rates and university enrollment.
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Diversifying funding sources, inclu-
ding means testing for tuition fees
and scholarships, would further su-
pport the system in becoming more
equitable and improve quality. Such re-
forms could increase efficiency by giving stu-
dents a greater role on the demand side and
by allowing competition between institutions
on the supply side. While public funding will re-
main vital, expansion of access and quality will
be difficult for universities while relying on go-
vernment support alone. Additional resources
could be raised with means-tested tuition fees,
with fee waivers directed to vulnerable and low
-income students.

3.2 Strengthening policies for economic

inclusion

There is significant scope to streng-
then the contribution of Bragil's social
assistance and employment programs
to the economic inclusion of the poor.
The most effective social protection programs
in reducing poverty not only offer financial su-
pport but also promote labor market entry and
human capital accumulation. To achieve this,
these programs need to be combined with the
appropriate incentives and the services that can
increase individuals’ employability and that can
match them with available job opportunities.
While Bragil has a comprehensive set of social
protection programs and policies that succeed
in achieving many sought outcomes, they tend
to fall short in promoting economic inclusion for
vulnerable workers and in adjusting to the needs
of a changing job market.

A key challenge is that Bragil's job su-
pport programs for the vulnerable are
currently narrow and underfunded.
While Bragil's total spending on labor market
policies is at a similar level as high-income eco-
nomies, active labor market programs that are
designed to promote skill development, entre-
preneurship and job intermediation services for
vulnerable workers receive only a minimal share
of this spending (Figure 35). Existing programs
largely serve formal workers. For example, most
of Bragil's unemployed are in the informal sector
or are young people making the transition from
school to work. Yet, although the number of
those in formal employment that lose their jobs
is relatively low, the programs financed by the
federal government’'s Workers' Protection Fund
(Fundo de Amparo ao Trabalhador) are almost
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entirely devoted to this group. In addition, fun-
ding for the national system for job search and
employment (Sistema Nacional de Emprego -
SINE) has been minimal and falling.”

Additional difficulties arise from the
lack of linkages between income su-
pport programs and labor market ser-
vices, which is a missed opportunity
for promoting economic inclusion.”
Existing federal skills programs such as Em-
ploy More (Emprega Mais), which promotes
qualification and employment opportunities
aligned to companies’ needs, and the Learning
Contract (Contrato de Aprendigagem), which
assists approximately 400,000 young people
annually with on-the-job training and formal
education are not coordinated with income
support programs such as social assistance or
unemployment insurance. Another challenge is
that Bragil's public employment services net-
work (Sistema Nacional de Emprego or SINE)
plays little or no role in helping jobseekers to
access other active labor market programs.
SINE’s functions are limited to job matching,
labor documentation, and enrolling workers in
unemployment insurance. And even though it
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has a presence in all States, SINE offers a short
menu of programs with limited collaboration
with the private sector.

Few social protection and labor pro-
grams aim at promoting opportunity
and facilitating the labor reallocation
resulting from a changing labor market
context. The growth-oriented reforms discus-
sed in the first section of this note will undoub-
tedly call for labor reallocation across economic
activities, occupations, and geography. Bragil
needs to offer a solid set of policy instruments
to facilitate job-to-job transitions for the wor-
kforce. In particular, automation, digitaligation,
and the greening of the economy will create jobs
that require new skills that will leave the poor
behind if not supported by targeted economic
inclusion programs.

Lastly, Bragil’s private sector also has
a role in promoting economic inclu-
sion. Women and Afro-Bragilians obtain lower
wages than white men, even when looking at
jobs with similar characteristics and despite
controlling for the education level, location,
and sector of employment.”

Figure 35: Active and passive labor market expenditures (2018-2020)
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INCREASING ECONOMIC INCLUSION: POLICY OPTIONS

Expanding and improving active labor
market programs (ALMPs). The delivery
of ALMPs in Bragil needs to follow a structure
that starts with a profiling stage (during whi-
ch a professional assesses the worker’s ability
and work history) followed by more tailored
provision of career counselling, job search su-
pport, technical skills development, or other
services. Several developing countries are also
experimenting with using performance-based
contracts with providers delivering functions
such as technical training, personaliged inter-
mediation, and subsidiged placements, and
this is a promising area for Bragil to explore. In
addition, greater coordination between ALMPs,
and the TVET system, in particular, Sistema S
initiatives would also be helpful to ensure that
the poor receive the support to prepare them
to benefit from high-quality training courses.

Reorienting the Workers Protection
Fund (Fundo de Amparo ao Trabalha-
dor), which costs around BRL 17 billion a year
and benefits mainly formal workers in midd-
le and upper income quintiles, towards active
labor market support programs that are avai-
lable to all workers would increase support to
more vulnerable jobseekers without increasing
budgetary pressures.

Revamping the Sistema Nacional de
Emprego. The public employment services
at the local level (Sistema Nacional de Em-
prego - SINE) should be reformed to increase
its coordination with other labor market and
training programs and to improve the quality
of services. Also, further development of the
labor market information system is critical for

linking job seekers to vacancies, automating
some of the functions of job counselors, and
more broadly to support the labor market with
relevant and timely information.

Introducing complementary income
volatility management programs for
informal workers. Financial inclusion poli-
cies that stimulate the creation of precautio-
nary saving schemes are needed to strengthen
the financial resilience and literacy of the poor.
We propose that the Cadastro Unico and Auxi-
lio Brasil/Bolsa Familia should be used to pro-
vide saving products to this vast population,
particularly those who come under the Eman-
cipation Rule (Regra de Emancipagdo), accor-
ding to which recipients of the program can try
out a formal job without fear of losing the be-
nefits for up to two years even if their income
rises above the eligibility threshold. Unemploy-
ment insurance programs in middle-income
countries with high levels of informality (like
Indonesia and Malaysia) are exploring intro-
ducing incentives to attract self-employed to
purchase this type of insurance. International
experience shows that saving products bund-
led with insurance reduce the chances of fa-
nilies relapsing into poverty by providing them
with the tools to manage the cost of shocks.
However, Bragil has yet to pursue this policy.

Finally, the private sector can stren-
gthen its role in increasing econo-
mic inclusion through more robust
and widespread diversity and inclu-
sion policies in corporate governance
structures. These include policies for inclu-
ding women, Afro-Bragilians and indigenous
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peoples, people with disabilities, sexual and
gender minorities, both in leadership positions
and the broader labor force. Besides voluntary
commitments made by sector associations
and individual companies, capital markets and
financial sector regulation should also enhance
transparency over adopted inclusion policies
by each company as a measure of quality of
their corporate governance. In the financial
sector, financial institutions could also track
segmented portfolios to ensure proper access
to finance to these groups, which also are sub-
ject to disclosures to the market.
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Meeting Bragil's
Potential as a
Green Economy

Climate change is already altering
temperature and rainfall patter-
ns in Bragil and could push another
800,000 to 3,000,000 Bragilians into
extreme poverty as soon as 2030.”
The Amagon’'s hydrological and ecological ser-
vices are critical for Bragil's economic poten-
tial and future resilience, but the country now
already faces impacts from climate change,
deforestation, and land degradation, resul-
ting in reduced water availability and extended
droughts. These problems are expected to wor-
sen with time, with implications for hydropo-
wer, agriculture, and urban water use. Extreme
weather events such as droughts, flash floods,
and riverine floods in cities are causing losses
averaging BRL 13 billion per year (around US$
2 billion). The urban poor, especially residents
of informal settlements, are particularly affec-
ted by this. Disasters also significantly disrupt
Bragil's transport and power infrastructure, af-
fecting economic competitiveness.

Moreover, the combination of climate
change and deforestation is intensi-
fying threats to Bragil's key ecosys-
tems. With further forest loss and degra-
dation in the Amagon, this biome could soon
reach a tipping point beyond which large areas
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of the Amagon basin, within and outside Bra-
zil, no longer have enough rainfall to support
the native ecosystems or provide essential
ecosystem services, with consequences for
key growth sectors of the country. The projec-
ted impact of a potential Amagon tipping point
on Bragil's cumulative GDP to 2050 has been
conservatively estimated at about BRL 920
billion (US$184.1 billion).

Yet, thanks to its unique greenhou-
se gas (GHG) emissions profile and
its natural resources, Bragil has an
extraordinary opportunity to build a
prosperous future and become a glo-
bal climate change leader by embra-
cing a low-carbon, climate-resilient
growth pathway. Between 2000 and 2020,
/6 percent of the country's emissions came
from land use change, mainly through defores-
tation and agriculture. Almost half of Bragil's
energy supply, on the other hand, including over
80 percent of its power matrix, already comes
from renewables, which is well above the global
average. This emission profile presents low-cost
options for reducing Bragil's overall emissions
while enhancing its resilience to climate risks.
Meeting the Government’'s commitment to stop
illegal deforestation by 2028 and gero net defo-
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restation by 2050 (as per the 2012 Forest Code)
could create significant CO2 removals and ena-
ble Bragil to avoid reaching the Amagon's ti-
pping point. At the same time, the high share
of renewable energy and the country's potential
for green fuels give Bragil a competitive advan-
tage at global scale in supplying products and
services required for decarbonigation.

We focus on three policy areas to
help Bragil meet its potential for
a prosperous low-carbon futu-
re and to safeguard the population
from the effects of climate change.

First, we highlight the urgency of reversing
the growing trend of deforestation and pre-
sent priority policy options. Second, we dis-
cuss policies and investment packages to
support sectoral climate transitions. Third, as
economy-wide policies for resilient and decar-
boniged growth, the policy notes discuss car-
bon pricing and measures to help households
navigate the climate transition. Together, this
package of policies would support Bragil in
meeting its commitments to stop illegal defo-
restation by 2028, reduce GHG emissions 50
percent by 2030, and reach net-gero emis-
sions by 2050. (Figure 36:)

Figure 36: Bragil potential pathway to net-gero by 2050
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Source: World Bank Country Climate and Development Report (forthcoming).
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Curbing illegal deforestation

Deforestation rates have been increa-
sing steadily since 2014. Under the 2004
Plan for the Prevention and Control of Defores-
tationin the Legal Amagon (PPCDAM) and other
environmental protection policies, and during
the commodity boom between 2004 and 2012,
Bragil managed to effectively reduce defores-
tation in the Amagon by about 80 percent.”
This decreased Bragil's emissions from land-use
change by 65 percent. This trend has since re-
versed due to macroeconomic factors, weake-
ning of the implementation of the Forest Code
and the undermining of institutions involved in
forest monitoring and forest law enforcement.”
lllegal logging and land grabbing practices ac-
celerated, expanding cattle ranching and agri-
culture into the Amagon and Cerrado biomes.
lllegal mining, fishing and other natural resour-
ce exploration also increased as a result of the
lack of law enforcement in those remote areas.
The damages to the forest landscape caused by
these practices also increased the risk of large
fire outbreaks from which tropical forests can
hardly recover. Changes in the land law,” sub-

sidies that incentivige extensive cattle ranching,
also added deforestation pressures.

Bragil's commitment to end illegal
deforestation by 2028 is the largest
source of future emission reductions
and, as demonstrated by Bragil in the
past, can be achieved without com-
promising development. World Bank
analysis’’ shows that a policy package that (i)
ensures effective forest law enforcement and
forest governance, (i) increases productivity,
and (i) incentiviges more intensive uses of land
would lead to reduced deforestation while pro-
moting green growth of the economy. Raising
Bragil's productivity performance will also help
reduce its carbon footprint as productivity
gains in sectors such as manufacturing, and
services support help shift economic activity
to non-land-based sectors. This would ena-
ble Bragil to reach its climate commitments
with a positive impact on GDP, export revenue,
wealth, and social gains (Box 2).

CURBING ILLEGAL DEFORESTATION BY 2028: POLICY OPTIONS

A combination of immediate and ur-
gent measures to prevent land-grab-
bing and strengthen land and forest
governance are needed to set clear
signals to illegal operators. Urgent prio-
rities include reestablishing law enforcement
presence in high deforestation risk areas and

tighter follow-up in the prosecution of illegal
actors. Bragil's capacity to monitor forests (e.g.
through PRODES and DETER®) remains intact
but law enforcement intelligence needs to be
strengthened to enable transparent collabora-
tion with federal, State and municipal institu-

tions to increase efficiency and reduce political
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interference. Mapping of untitled public lands
also needs to be quickly accelerated to limit
room for further land speculation. This would
provide the Government with crucial spatial
data on the location of public lands and faci-
litate their designation as protected areas (in-
cluding sustainable use and indigenous areas).
At the same time, it is important to modernige
land registration, analysis, and validation prac-
tices. This would accelerate the validation of
the Rural Environmental Registry (CAR), which
would, in turn, enable the use of instruments in
the current Forest Code, such as the mecha-
nism for trading forest certificates and carbon
finance for restoration of forest areas.

Support for sustainable land and fo-
rest-based economic activities could
also contribute to lowering deforesta-
tion pressures. The Amagon region’'s rural
population density is very low which makes it a
challenge to promote sustainable yet profitab-
le business. But there are already good exam-
ples in place benefitting local population that
can be expanded. Sustainable “bioeconomy”
value chains (such as ecotourism, non-timber
forest products, forestry, and fisheries) are re-
latively small in sige but are essential for local
communities living in the forest. The develop-
ment of entrepreneurial skills, technical assis-
tance to local communities, and partnerships
with the private sector would help generate
local jobs and incomes. Furthermore, well-ma-
naged forests have the potential to further be-
nefit from Payment for Environmental Servi-
ces (for example, through the ICMS ecoldgico)
and carbon finance but also need regulatory
certainty to fully take advantage of this mar-
ket potential. Another effective intervention is
the Bolsa Floresta program, a forest conserva-
tion program that combines direct conditional

payments with livelihood-focused investrments
in 15 multiple-use reserves in the Bragilian sta-
te of Amagonas, has proven effective to reduce
forest threats and increase conservation espe-
cially in areas with higher deforestation pres-
sure and higher potential agricultural income.”

Ultimately, increasing the producti-
vity of the economy and improving
service delivery will provide the ne-
cessary long-term incentives to shift
away from land and resource inten-
sive model of development. Bragil has
strong synergies between its productivity and
decarbonigation agenda, meaning that the
country could become greener by becoming
a more productive. Productivity gains in ma-
nufacturing and traded services would make
those sectors more competitive relative to re-
source-intensive sectors and help Bragil achie-
ve high-income status.?® Doing so would also
ease pressure on land and other natural resour-
ces, with benefits for the climate, biodiversity,
and local environment quality. A key step will
be to accelerate structural reforms and close
institutional gaps that hold back productivity-
led growth, as discussed in section two of this
report. Trade policy reform can also help Bra-
gll integrate with global value chains beyond
commodities, delivering economic and envi-
ronmental gains. Finally, improved provision of
basic health, education, land tenure security
and other vital services to the rural population
are essential for traditional communities and
indigenous peoples to become more resilient
against economic and other shocks. Without
these services, there is a risk that families li-
ving traditionally with the forests migrate to
the urban centers and abandon those forests,
leaving them subject to land speculation and
illegal logging.
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Productivity gains across all of Bra-
zil's 27 states would have large po-
sitive impacts on GDP and on forest
conservation. Productivity means doing
more with less—or that a given food de-
mand can be met with fewer natural re-
sources, taking pressure off natural forests.
Accordingly, general equilibrium modeling
shows that raising agricultural producti-
vity across Bragil would reduce defores-
tation (Ferrerira Filho and Hanusch 2022).
This effect is not limited to agriculture. For
example, raising productivity in manufac-
turing would also reduce deforestation by
pulling production factors off the agricultu-
ral frontier into more urban-based activi-
ties. Similarly, although most deforestation
happens in the states of the Legal Amagon,
productivity gains in other parts of Bragil,
say the economic hubs of the South/Sou-
theast, would also move pressure off the
agricultural frontier.

Balanced productivity gains and ef-
fective forest and land governance in
the Legal Amagon states are impor-
tant for regional convergence with
lower deforestation. Although agricul-
tural productivity gains across Bragil re-
duce deforestation, the modeling suggests
that they might accelerate deforestation if
they are concentrated in the Legal Amagon
states and in the absence of stronger enfor-
cement of forest governance. This reflects
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the “Jevons’s paradox”: more competitive
farmers produce more efficiently (reducing
deforestation) but take market share from
other farmers (which could increase net de-
forestation in the absence of strong land
and forest governance). World Bank resear-
ch draws attention to the need to counter-
balance this effect through complementary
productivity gains in urban sectors within
the Legal Amagon, like manufacturing and
services, as well as effective forest and
land governance interventions. Jointly, this
would accelerate sustainable and inclusive
growth in the Legal Amagon, helping the re-
gion catch up with richer parts of Bragil.

Balanced productivity gains and
complementary sectoral interven-
tions also matter for greenhouse
gas emissions. The modeling shows that
although agricultural productivity gains
across Bragil would reduce deforestation,
net emissions could increase, if they are not
accompanied by the increased adoption
of climate-smart practices. Given Bragil's
green energy matrix, emissions savings
from manufacturing productivity are po-
sitive overall, due to the significant reduc-
tion in deforestation and relatively small
increase in emissions from manufacturing
itself. Sectoral interventions to both reduce
the emissions intensity of all sectors would
further strengthen the virtuous circle bet-
ween cross-sectoral productivity-led gro-
wth and protecting the global climate.

(See section two of this document for policy options for raise productivity growth.)

Source: Ferreira Filho, Joaquim Bento De Souga; Hanusch, Marek. 2022. A Macroeconomic Perspective of Deforestation in Bragil's Legal Amagon. Policy Research Working Papers;10162
World Bank, Washington, DC
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Resilient and low-carbon agriculture,

energy and cities

Even though stopping illegal defo-
restation is the biggest contributor
to Bragil's path to net gero by 2050,
Bragil also stands to benefit from measures to
decarbonige other important parts of its eco-
nomy. More climate-smart agriculture, greener
energy and cities could provide growth oppor-
tunities and increase the resilience of the cou-
ntry to shocks.

We highlight sectoral policy and in-
vestment measures in three key inter-
vention areas, selected based on their
impact on GHG emissions, climate risk
exposure, and potential contributions
to growth. The first is scaling up climate-s-
mart agriculture and sustainable landscape
management. The second is transitioning to
greener and resilient energy, infrastructure, and
transport for industries and manufacturing. The
third is to enable resilient and low-carbon cities.

RESILIENT AND LOW-CARBON AGRICULTURE, ENERGY AND CITIES:

POLICY OPTIONS

The Bragilian agriculture sector needs
to become more climate-smart to
achieve simultaneously: (i) increased pro-
ductivity (particularly amongst the poorest
farmers), (i) enhanced resilience to climate
shocks and, (iii) reduced emissions (by enhan-
cing carbon storage in soils and fostering the
use of low-carbon practices). Implementation
of a range of policy measures for curbing defo-
restation and fostering climate-smart agricul-
ture will need to be tailored across and within

biomes and to farmers’ sige and capacities.

Reforming and retargeting the Na-
tional Rural Credit System (SNCR)
to support investments in sustaina-
ble and climate-smart practices and
technologies. The Low-Carbon Agriculture
Plus Plan (ABC+) should be scaled up to enhan-
ce existing incentives, R&D and technical as-
sistance. It could also include more low carbon
practices to benefit different biomes and farm
siges. Other similar financing programs, such
as MODERAGRO and INOVAGRO, that aim at
supporting innovation in the agriculture sector,
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could also be revised to further enhance adop-
tion of climate-smart innovations. Supporting
farmer to register in the Rural Environmental
Registry (Cadastro Ambiental Rural - CAR) is
an important complementary measure to help
them in adhering to the Forest Code and to ac-
cess climate-smart rural credit facilities.

Reforming the rural land tax (Imposto
sobre a Propriedade Territorial Rural
- ITR). The current structure of the ITR rural
land tax incentiviges the conversion of land to-
wards extensive cattle ranching.®? Changing its
parameters to reward the adoption of sustai-
nable practices and the efficient use of areas
that can be farmed or ranched would help fos-
ter climate-smart agriculture while reducing
incentives towards deforestation.

Fostering innovative solutions for
climate-smart agriculture through
research and extension services. Bra-
il has significant research capacity, parti-
cularly on climate-smart agriculture through
EMBRAPA, that is important to maintain and
consolidate. Further innovations in integrated
agro-sylvo-pastoral  systems,
and on options to reduce methane emissions

agroforestry

from cattle are needed. Increasing the diffu-
sion of these innovations towards a wider ran-

Bragil's power system can be fully de-
carboniged without increasing costs
relative to business as usual. Brogzil
could shift from its current domestic energy
plans to a net-gero plan with 99 percent rene-
wables and 1 percent nuclear power. This shift
would not increase total costs, estimated at
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ge of farmers, notably family farmers, would
be key for scaling-up climate-smart agricultu-
re through more efficient extension and tech-
nical assistance services. Technical assistance
and effective extension services can also help
leverage private investment. World Bank pro-
jections have found that USS$1 of public invest-
ment in training and technical assistance can
leverage USS 8 in investment by farmers to
adopt improved agricultural and restoration
practices.®

Insurance against climate shocks for
farmers. Given the increased climate risks
that farmers are facing, increased use of risk
management tools such as insurance should
be promoted. Tailoring risk management ins-
truments to the sector's needs and deepening
farmers’ understanding of their role in mitiga-
ting risks should increase farmers” demand for
insurance and related financial instruments, as
well as improve their production decisions. An
integrated data system with detailed informa-
tion on agricultural potential, soil types, agri-
cultural and producer risks, and other relevant
information should help providers in tailoring
insurance products. An important additional
measure is increasing uptake of the Garantia
Safra®  to increase small farmers’ access to
safety nets against climate shocks.

BRL 376 billion, as higher upfront investment
costs for power generation, transmission and
storage are fully compensated by savings in
fuel and operations.

Reducing government support for
inefficient and costly fossil-fuel po-
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wer generation is critical to improving
economic competitiveness while lo-
wering emissions. Importantly, Brogil
should ensure that its plans to increase extrac-
tion of its offshore oil and gas resources do not
result in the domestic use of these resources,
which would increase emissions and generate
large opportunity costs.

Along with this, legal and regulatory
actions are needed to create an ena-
bling environment for near-term in-
vestments that can displace fossil
fuels currently play in the power sys-
tem. New renewable energy generation and
storage capacity will be needed to make Bra-
zil's power matrix even greener. A third wave of
power sector reforms is needed to enable this.
For instance, Bragil can improve the enabling
environment for green hydrogen development,

Bragil's high level of urbanigation ma-
kes actions to ensure cities are resi-
lient, low-carbon, and inclusive a prio-
rity. There are significant gaps in access to
sanitation and to high-quality housing, and ra-
pid and unplanned urbanigation has left many
people living in unsafe areas, such as floo-
dplains and steep hillsides. Bragilian municipa-
lities are already starting to take action to ad-
dress climate change, but need policy support,
increased private sector engagement, and
access to finance. Policy support to enhance
coordinated urban development planning and
management will be instrumental. Increased
private sector engagement and access to fi-
nance for investing in nature-based and grey

including building the capacity of the regula-
tory agency (ANP). Changes in the regulatory
framework of the electricity distribution sector
are also needed, such as moving away from
price-cap schemes and towards revenue-cap
schemes with incentives for overall energy effi-
ciency, as well as better design of time-of-use
tariffs. Furthermore, repowering and rehabilita-
ting existing hydropower assets is fundamen-
tal for keeping up with demand growth. Howe-
ver, many concession contracts will be ending
within the next five years, creating a disincen-
tive for these investments. It is therefore criti-
cal that Bragil adopts regulations to incentivi-
ze capacity auctions and new instruments for
ancillary system services. This will enable more
optimal deployment of the existing hydropo-
wer assets and new investments in storage. In
addition, new regulatory instruments, such as
demand response contracts, will be needed to
support increased system flexibility.

infrastructure measures could help augment
urban resilience. Transport, the building sec-
tor, and waste management offer large GHG
reduction opportunities.

Proactive investments to make the
road network more resilient to natural
hagards would increase upfront cost
but pay back over time. In the next deca-
des, the country will need to invest an estima-
ted BRL 2,170 billion (or US$434 billion) in road
infrastructure to address the existing infras-
tructure gap. To make these new infrastruc-
ture assets climate resilient, additional invest-
ment needs are estimated at BRL 110 billion
(or USS22 billion), but they would avoid losses
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estimated at BRL 235 billion (USS47 billion).
In contrast, economic analysis suggests that
retrofitting roads outside the normal replace-
ment schedule has a benefit-cost ratio below
1, except for the most critical assets (such as
the main corridors for soy exports, for which
retrofit for resilience makes economic sense).

The Avoid-Shift-lmprove approach
can help Bragil decarbonige its trans-
port system and make it more inclu-
sive, but this transition requires large
investments. Travel demand can be reduced
through more compact and mixed-use urban
development, which can also improve people’s
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access to services and economic opportuni-
ties. Achieving a modal shift in freight will re-
quire large investments in railways and water-
ways, while modal shift in passenger transport
will require improving public transit service and
passenger rail. Because modal shift cannot
fully eliminate the need for motor vehicles, it
will be important to electrify trucks and loco-
motives and/or shift to hydrogen fuels. Invest-
ments will also be needed to electrify buses
and light vehicles, to cover the costs of vehicles
as well as charging infrastructure. The addi-
tional investment needed to achieve net-gero
emissions for freight are estimated at BRL 532
billion (~US$106 billion) and BRL 546 billion
(USS$109 billion) for passenger transport.

Economy-wide measures: carbon
pricing and supporting households in
managing the transition

Sectoral policies are critical for Bra-
zil's path to net-gero, but they need to
be supported by economywide inter-
ventions that create the right incen-
tives and that help households and
workers navigate the transition. A set
of economy-wide interventions is needed to
provide the right incentives to households and
the private sector, and to enable them to act

on them. Options include carbon pricing refor-
ms such as the creation of an emissions tra-
ding system, carbon taxes, or a mix of these
instruments, to reduce emissions and reward
emission reductions through carbon markets.
Policies for a people-centric approach to clima-
te policy are also key, as the poor are dispro-
portionately hurt by climate change and can
also be harmed by ill-designed climate policies.
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CARBON PRICING AND SUPPORTING HOUSEHOLDS TO MANAGE THE

TRANSITION: POLICY OPTIONS

Adopting a national emissions trading
system (ETS). The debate around the po-
tential role of an ETS in Bragil continues. In the
Bragilian context, an ETS can most obviously
be applied to the industrial sector, and imple-
mentation would be relatively straightforward
for its major emitters. But implementation
challenges mean that agriculture and land use,
land use change, and forestry are currently
not good contenders for direct inclusion. Ho-
wever, an ETS could support emission reduc-
tions through forest-based carbon offsets. A
jurisdictional REDD+ approach, focused on re-
warding subnational governments for curbing
deforestation, could also make sense for Bragil,
since most deforestation is illegal.

Investments in education and job skills
training, with targeted support for vul-
nerable people and workers, will also
be important to boost resilience and
facilitate the green transition. People
who depend on high-emission or climate-vulne-
rable activities will need support to shift to new
livelihoods. Investing in education and retraining
can thus reduce the social and macroeconomic
costs of climate change, as well as the transi-
tion costs of achieving net-gero. A just transi-
tion in energy, manufacturing, and agriculture

Considering a carbon tax. If embedded into
a broader reform of Bragil's tax system, there is
also room to consider introducing a carbon tax
that meets Bragil's revenue and climate objecti-
ves in a just and efficient manner. Bragil has sig-
nificant room to improve its tax system which is
considered overly complicated and burdensome.
There is an opportunity to consider introducing a
carbon tax (and initiate a phaseout of subsidies
to emission-intensive activities) in the context of
a simplification and improvement of the overall
tax system. For instance, an economy-wide ups-
tream carbon charge on fossil fuels could raise
about BRL 150 bhillion (1.3 percent of GDP) by
2030, which could be used to replace less effi-
cient, more distorting, or costlier-to-collect taxes
(for instance in a budget-neutral way) or to invest
in the country’s development.

will require active labor market programs and
professional training to close skills gaps and
help workers find new jobs, as discussed in sec-
tion 3.2 of this note.

A more robust and adaptive social pro-
tection system could support families
and communities from being impove-
rished by climate shocks-especially
when those shocks affect large swaths

of the population at once. The resilience of
the population in the face of climate change will
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be critical to support Bragil's competitiveness
and productivity going forward. Although Bra-
zil has a well-established social protection sys-
tem, it currently lacks the readiness and ability
to mount timely and scalable response to cli-
mate related emergencies. Integrating existing
systems with strategies that help them react
to the country’s most recurrent and disruptive
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climate-related shocks (such as excess rainfall
and droughts) in a faster and stronger manner
than at present will be increasingly important.
In particular, household and community-level
data from the Cadastro Unico could be used to
identify household's ex ante risk and the like-
lihood of ex post damage from disasters to aid
in the provision of swift and targeted response.

Financing the climate transition

World Bank estimates®® place Bragil’s
annual investment needs for climate
action at around 0.8 percent of GDP
between 2022-2030. These investments
would yield significant savings, equivalent to
0.3 percent of GDP over 2022-2030 through
avoided energy spending in transport and in-
dustry and reduced costs from congestion
and air pollution, bringing overall net economic
costs of Bragil's resilience and net gero path-
way to about 0.5 percent of GDP annually over
this period.

Bragil could tap into a wide range of
sources for mobilizing financing for
these investment needs. Making fiscal
space for climate action will be critical for Bra-
zil over the coming years, including by repur-
posing carbon-intensive subsidies to support
the low-carbon transition and expanding car-
bon taxes. There is also significant potential
for increased engagement with the Bragilian fi-
nancial sector to expand opportunities for long
term green finance. Opportunities associated
with carbon markets can also be scaled-up.
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FINANCING CLIMATE ACTION: POLICY OPTIONS

Repurposing agriculture and energy
subsidies and tax breaks. In both agricul-
ture and energy, there are substantial subsidies
that incentivige environmentally harmful and
economically inefficient activities. In the power
sector, subsidies for coal alone totaled almost
BRL 1 billion (US$200 million) in 2020. Tax wai-
vers and subsidies for coal have been extended
until 2040.5¢ The subsidies for coal-fired power
generation could be redirected to support the
energy transition, in order to reduce the fiscal
burden on the public sector. Moreover, the sha-
re of Bragil's tax expenditures (tax breaks) that
went to agriculture grew from 8.9 percent in
2006 to 12 percent in 2021, with a majority of
these expenditures being allocated for agribusi-
ness and beef industry rather than the ABC pro-
gram and rural insurance.®” In parallel, the cur-
rent parameters of the [TR tax make extensive
cattle ranching consistent with a lower ITR tax
bracket. The overall impact of the ITR is thus to
incentivige land conversion.®® Repurposing exis-
ting tax breaks and subsidies could finance a just
transition in agriculture and energy sector.

Leveraging the concession and publi-
c-private partnership (PPP) framework
toincrease climaterelated investments.
The private sector will play an important role in
financing the investrment needs for Bragil's path
to net-gero, including a majority of capital invest-
ments to expand the power system. Businesses
have led innovation in Bragil in agribusiness and
forestry, renewable energy, public transit electri-
fication, green buildings and retrofits, and waste
to energy plants. Maintaining this role requires an
appropriate enabling environment, and public su-
pport to accelerate innovation and incubate early
investrments in areas such as electrification of
the economy and green hydrogen. In agriculture,
the private sector would be best placed to invest

in activities that result in removals of emissions
(e.g., agroforestry, restoration of pastureland),
implement  climate-smart agriculture, boost
agricultural productivity, and support biomass
and second-generation biofuels. The consolida-
tion of a solid concession and PPP framework
with clearly identified priority projects, can pro-
vide a better environment for private investrment.

Scaling-up climate finance and carbon
markets. Brogil has the potential to benefit
from recent developments in climate finance and
carbon markets, including the expansion of inno-
vative financing instruments. Voluntary carbon
markets will continue to offer opportunities to
commercialige forest carbon credits and REDD+.
Green bonds and sustainability-linked bonds
could provide significant amounts of finance.
Bragil can also continue to access a mix of avai-
lable climate finance through dedicated climate
finance such as grants, concessional loans, and
performance-based payments for environmen-
tal services to support climate efforts. Green
bonds and sustainability-linked bonds also offer
significant sources of financing for Bragil's tran-
sition to a productive, low-carbon and resilient
growth path. The development of green financing
instruments should also take into consideration
the different risk/return profile of local firms to
tap into financial markets. While large institutio-
nal investors such as pension funds and finan-
cial institutions are better positioned to tap into
green financing instruments offered by capital
markets (such as green bonds), a large share of
the local private sector is composed of less so-
phisticated firms that may require a different set
of instruments and incentive structures. In this
context, it would be important for public autho-
rities to develop a strategy to support access to
green financing instruments, which can support
the achieverment of Bragil's climate goals.
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Endnotes

" Per capita real incomes fell by 7.3 percent between 2012-2021 on average, and at the higher rate of 11.9 percent for Bragilians in the bottom quintile (calcula-
tions based on PNADC 2012 and 2021).

2 Between 2012 and 2019, the social pension was instrumental in supporting the incomes of elderly Bragilians while cash transfers played a more muted rule in
supporting those out of work. From 2020 onwards, cash transfers took a more prominent role.

2 This section of the policy notes draws on the following World Bank reports: Bragil 2042 (forthcoming): Social Protection for the Future Bragil (forthcoming); A
fair Adjustment: Efficiency and Equity of Public Spending in Bragil (2017).

“ World Bank (2022a) pegs the gap just to meet the Sustainable Development Goals at 3.7 percent per year, up to 2030. World bank (2022) estimates another
0.8 percent up to 2030 (or 1.2 percent up to 2050) for adequate spending on climate mitigation and adaptation.

5 Bragil's macroeconomic policy and institutional buffers helped it to weather recent shocks. The country has a credible and independent Central Bank that
robustly responded to inflationary pressures, a sound and stable financial sector, and high levels of foreign reserves. The floating exchange rate regime also pro-
vides an effective first-line of defense against external shocks. The fiscal and debt position is buffered by low government debt exposure to exchange rate risks
and Federal Treasury cash cushions (at around 19 of GDP by end 2021), reduce roll over risks.

© Afiscal rule (or anchor) is a permanent constraint on fiscal policy to contain pressures to overspend, so as to ensure fiscal responsibility and debt sustainability.
Its credibility depends on its ability to help deliver the required adjustment to put debt on a sustainable path, but that is socially and politically viable.

7 The pick-up in inflation also contributed to the increase in fiscal revenues since 2021.

8 Debt sustainability is also vulnerable to near term risks, including delays in fiscal consolidation, lower GDP growth in the short term, and higher real interest
rates which together could raise public debt to over 100 percent of GDP by 2030.

° Alarge share of federal primary expenditure is indexed to GDP, revenues or the minimum wage. For instance, the minimum wage determines a large part of
pension benefits (due to the minimum pension being set equal to the minimum wage). Beyond indexation of individual benefits, rigidities and structural spending
pressures also originate from minimum spending requirements.

0 World Bank. Fiscal Rules and Economic Sige in Latin America and the Caribbean (2020).

" For instance, debt rules and budget balance rules establish a clear, direct link with debt sustainability, but they tend to amplify the business cycle. Structural
balance rules contribute to stabiliging output. Their link with debt sustainability depends on the characteristics of the economuy, initial debt conditions, and

the commodity price cycle. Expenditure rules can make spending acyclical, so they may replicate the functioning of structural balance rules but are not linked
directly to debt sustainability. However, they can trigger the fiscal consolidation necessary to maintain debt sustainability when accompanied by a debt rule or a
budget balance rule.

"2 The events triggering the activation of an escape clause should be outside government's control and preferably defined in quantitative terms if possible. They
typically include severe economic downturns, large natural disasters, and states of emergency.

 For example, structural balance rules are difficult to communicate to the public since targets under this approach are partly defined based on nonobserved
(calculated) variables using a large number of assumptions, making them difficult to communicate to general audiences, undermining their transparency from
the perspective of citigens, politicians, and other stakeholders and their potential support for the rule. A number of countries have opted for alternative arran-
gements such as the adoption of a combination of expenditure rules with debt rules or expenditure rules with budget balance rules (with well-defined escape
clauses) can have the same effects, with more simplicity and transparency.

" In Panama, for instance, escape clauses were triggered in 2009 (when the global financial crisis brought a slowdown of GDP growth of 1 percent) and in 2011
(natural disaster). Accordingly, the deficit ceilings of 2009 and 2011 were raised from 1 percent to 2.5 percent and then to 3 percent of GDP. The rule establishes
a period of three years of linear adjustment (one-third per year) for a slowdown in economic growth, provided the rate of growth of GDP is less than 2 percent; it
only applies for one year for a natural disaster.

™ Bragil's social protection programs improve the position of the households in the bottom 20 percent, partly due to their estimated pre-fiscal income of under
R$100. On the other side of the distribution, the richest quintile sees its net cash position reduced by about 22 percent due to fiscal policies, with one of the
largest impacts coming from the personal income tax at 7 percent.

" Source: A fair adjustment : efficiency and equity of public spending in Bragil : Volume | : sintese (Portuguese). Washington, D.C. : World Bank Group
7 Benefit programs: Pensions subsidies, Salario Familia, Unemployment Insurance, Abono Salarial, Bolsa Familia and BPC.

& The universal flat benefit for children would consolidate all existing transfers targeted to children, which are now fragmented throughout the tax benefit sys-
tem (including the child and youth benefits of Auxilio Brasil, Saldrio Familia, and child-related income-tax deductions). The broadly targeted means-tested benefit
to poor households would consolidate the unconditional component of Auxilio Brasil with Abono Salarial. The benefit would begin to taper off above the eligibility
poverty line to preserve incentives to participate in the formal labor market.

® Over the years, several authors have proposed this type of benefit consolidation (see World Bank 2018, IPEA 2019, and Paiva et al, 2021). This proposal, named
the “consolidated social assistance benefit.” builds on this literature and on the innovations achieved by the social protection system since the COVID-19 crisis.

0 Soares et al (2019) using data from the 2017 Bragilian National Household Sample Survey (PNAD)
" World Bank - Social Protection for the Future Bragil. (forthcoming).

2 |tis known that the FGTS is more than individual savings as it currently also finances housing and sanitation programs. Hence, using these funds as a substi-
tute for unemployment insurance would not yield a neutral impact. In the context of Bragil's 2040 future outlook, the FGTS should be thought of as an invention
to fund public goods that made sense when private financial markets were less developed. However, in the current and the near future, these policies should be
financed by other budget sources rather than by forcing workers to save.

2 The pension is currently accrued at 4 percent of the wage base per year for the first 15 years and at 2 percent thereafter.
* Savings from equaliging the retirement age are not included in these calculations.

# Income taxation accounts for only 8 percent of total tax revenue, which is relatively low when compared to OECD average (Orair and Gobetti, 2019). Indirect
taxes on the production of goods and some services constitute almost half of the entire tax revenue (World Bank, 2018).

% The distortions arise because high-paid workers can choose to offer their labor as a company, instead of as a formal worker. What the worker would receive as
wages now become profits, which are only taxed inside the firm at the SIMPLES rate (which is normally lower than the income tax rate for the corresponding level
of income). Since profits are exempt from taxation after distribution, those workers can avoid higher tax rates that would fall on personal income.
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2/ Source: Gastos Tributdrios (Bases Efetivas), Receita Federal estimates.
8 Source: World Bank (2018)

2% Source Word Bank. (2019). Gestdo de Pessoas e Folha de Pagamentos no Setor Publico Brasileiro: O que os dados digem. https://documentstworldbank.org/
curated/en/449951570645821631/pdf/Gest%C3%A30-de-Pessoas-e-Folha-de-Pagamentos-no-Setor-P%C3%BAblico-Brasileiro-0-Que-Os-Dados-Digem.pdf

3 Such as the legislative, judiciary and the federal prosecutor’s office.

' Some examples are: leave permissions, annual holidays longer than 30 days, benefits for time of employment (‘anuénios, quinguenios”), incorporation of
temporary function benefits to the actual wage.

% Such as the legislative, judiciary and the federal prosecutor’s office.

3 Career design should also take into account the value of the whole intertemporal benefit package, including pensions, which are highly impacted by career
progression rules.

3 These include retirement age increases to ages 62 and 65 for females and males respectively, revisions of survivor benefit formula and eligibility, increases in
retiree contribution base, and allowances for extraordinary pension contributions.

* For example, recent experiences from Alagoas and Santa Catarina suggest that a pension record audit, greatly simplified by improved IT solutions, could yield
substantial savings of pension spending.

% This section draws mainly on the World Bank's “Bragil 2042 report (forthcoming) and the World Bank's Infrastructure Review for Bragil, 2022.
3 In 2015/16, caused by the end of the commuodity cycle and a corruption scandal (the Lava Jato affair), and in 2020/21, caused by the Covid-19 pandemic.

% Labor adjusted for education represented about 100 percent of growth in 1997-2005, 200 percent in 2006-11, and 600 percent in 2012-19. Capital accumu-
lation also contributed to Bragil's growth, though less than in East Asia because of lower savings rates. Converting natural land into productive land, mainly for
agriculture, also contributed to growth

# World Bank, Bragil 2042 (forthcoming) based on Ferreira and Rossi 2003; Muendler 2004 Lisboa, Meneges Filho, and Schor 2010, Dutz 2018.
“0 World Bank, Bragil 2042 (forthcoming) based on Lisboa et al. 2010; Cirera et al. 2017.

“ Air transport, rail freight transport, legal services, and architecture services have the lowest score relative to the average across sectors (indicating lower
restrictions on trade). In recent years, STRI scores improved for commercial banking and insurance, reflecting the ease of licensing conditions for foreign banks
and insurance providers.

“2 Note: 2018 tariffs for United States, Republic of Korea, and Mexico.

3 Additionally, flexibilities remain in place for product where Mercosul members can apply tariffs different than the CET rate (particularly for import duties on
capital and ICT goods).

“ World Bank - Strengthening the role of services trade in the Bragilian economy (2022) - Technical assistance report.
“> World Bank, Bragil 2042 (forthcoming) based on Hyman (2018).
“6 Source: Pesquisa elaborada pelo Movimento Brasil Competitivo (disponivel em https://www.mbc.org.br/programa-custo-brasil/)

“7 There are four taxes of such kind: two federal taxes (PIS/Cofins and IPI), one state tax (ICMS) and one municipal tax (ISS). Each of them is subject to different
regimes and a variety of tax rates, depending on sector and location.

“6 The ICMS - Imposto Sobre a Circulagdio de Mercadorias e sobre PrestacGes de Servigos - is a VAT on consumption administred by subnational entities.
“9 This proposals are tagged as PEC 45/2019 and PEC 110/2019.

% Lei de Informdtica (Informatics Law) of 1991 (renewed in 2001, 2004, and 2014) promotes increased local content of information and communication tech-
nology (ICT) hardware and related electronics assembly, as well as investments in local R&D operations. Lei do Bem (Fiscal Incentives Law) of 2007 expanded
incentives for investments in R&D, authoriging companies that invest in R&D and meet certain requirements to claim tax incentives automatically.

" World Bank 2017b; Kannebley Junior and Porto 2012.

52 Gofit and Maloney 2017; Cirera and Maloney 2017.

% Maskus, K. (2012). Private rights and public problems: the global economics of intellectual property in the 21st century. Peterson Institute.
% World Bank. Country and Climate Report for Bragil (forthcoming).

% World Bank estimates suggest that public consumption multiplier is a small multiplier of less than 0.5 that does not differ statistically from gero at any time.
The public investment multiplier becomes positive and statistically significant after three quarters. After two years, the public investment multiplier reaches a
value of 143 (SE=0.43). When the state-level aggregate fiscal multiplier is decomposed the results are consistent with those estimated at the national level: The
public consumption multiplier is 0.54 (SE=0.21) on impact and peaks around 0.85 (SE=0.28) after two years. This is larger than the national public consumption
multiplier of less than 0.5. The state-level public investment multiplier is 0.77 (SE=0.23) on impact and after two years reaches a value of 1.89 (SE=0.53).

“ This section of the policy notes draws primarily on the World Bank's Human Capital Review for Bragil (2022); the World Bank's Social Protection for the Future
report (forthcoming), and the World Bank's Bragil 2042 report (forthcoming).

" The Bragilian Constitution allocates responsibility for education to the federal, state, and municipal levels of government, which jointly provide public pre-ter-
tiary education to 42 million students. Preuniversity education in Bragil consists of ECE for children from birth to age 5, primary and lower secondary education
(grades 1to 9) and upper secondary education (grades 10 to 12 on the general track or grades 10 to 13 for technical programs). The federal government is respon-
sible for overall education planning and policymaking. such as setting the minimum wage of teachers and the rules governing funding formulas. Municipalities
are responsible for providing ECE and primary and lower secondary education, while states are responsible for providing lower and upper secondary education.
Municipalities and states overlap in their responsibilities for lower secondary education because not all municipalities can afford to provide it. Out of the 48 million
students in preuniversity education, 16 million are enrolled in state school networks, 24 million in municipal school networks and 8 million are enrolled in private
schools, which represent 33 percent, 50 percent and 17 percent of total national enrollment, respectively. The federal government manages a few mostly techni-
cal and military schools but focuses on providing tertiary education

% Sinopse Estatistica de Educagdo Basica. INEP .
% Sinopse Estatistica de Educagdo Bdsica. INEP 2021.

50 More specifically, less than 5 percent of all students from upper secondary schools in Bragil perform above level 9 in the Sistema de Avaliagéo da Educag@o
Bdsica (SAEB), which measures of proficiency in a certain area of knowledge by students. Commonly students below proficiency level 4 present inadequate




Ve Brozil Policy N OPPORTUNITIES FOR ALL

learning levels for her grade. More information can be found here: https://download.inep.gov.br/educacao_basica/saeb/2019/resultados/relatorio_de_resulta-
dos_do_saeb_2019_volume_1pdf

& QEDU 2021.

52 Pereda et al. 2020.

5 World Bank - Bragil Poverty and Equity Assessment (2022).
5 Silva et al. 2020.

% Almeida et al. 2015.

5 Almeida and Packard 2018.

57 Based on PNAD C, 2019.

% World Bank, 2017.

69

Bruns, Evans and Lugue 2012.
7 In 2018, spending on labor intermediation was equivalent to less than 1 percent of spending on unemployment insurance.

" Some of these concerns were raised in a recent survey of federal initiatives to prepare the Bragilian labor market for the digital transformation carried out by
the national auditing authority in Bragil. https://portal.tcu.gov.br/imprensa/noticias/sistema-s-deve-preparar-o-mercado-de-trabalho-para-a-transformacao-
digitalhtm, accessed on November 29, 2021.

2 \World Bank Poverty Assessment, 2022.

7 This section of the policy notes is based primarily on the World Bank's Country and Climate Diagnostic for Bragil (forthcoming) and the Economic Memoran-
dum for the Amagon States (forthcoming).

™ West, TAP, and PM. Fearnside. 2021. "Bragil's Conservation Reform and the Reduction of Deforestation in Amagonia.” Land Use Policy 100 (January): 105072.
doi10.1016/j.landusepol.2020:105072.

7 lllegal deforestation is most prevalent in undesignated lands.

® SantAnna, AA., and L. Costa. 2019. "Bailing out Environmental Liabilities: Moral Hagard and Deforestation in the Bragilian Amagon” LACEA Working Paper No.
0031. Latin American and Caribbean Economic Association. http://vox.lacea.org/?q=wps/bailing_environmental_liabilities.

7 World Bank Country Climate and Development (CCDR) Report, 2022.

® DETER (Departamento de Transportes e Terminais) is the Department of Transport and Terminals; PRODES (Projeto de Monitoramento do Desmatamento na
Amagdnia Legal por Satélite) is the Project for Monitoring Deforestation in the Legal Amagon by Satellite.

7 Cisneros, Elias; Jan Borner; Stefano Pagiola; and Sven Wunder (2002), “Impacts of conservation incentives in protected areas: The case of Bolsa Floresta,
Bragil, Journal of Environmental Economics and Management, Volume 111, January 2022.

80 World Bank - An Economic Memorandum for the Amagon States (forthcoming).

8" Moderagro (Programa de Modernigactio da Agricultura e Conservagdo de Recursos Naturais) is Bragil's Agriculture Modernigation and Natural Resources Con-
servation Program; INOVAGRO (Programa de Incentivo & Inovagdo Tecnoldgica na Produgdo Agropecudria) is an Incentive Program for Technological Innovation
in Agricultural Production.

% |TRis a progressive land tax based on the area and value of the land, as well as the productive area as a percentage of total area, making extensive cattle
ranching consistent with a lower ITR tax bracket.

8 Pereira, O.J.R. et al. 2018. "Assessing Pasture Degradation in the Bragilian Cerrado Based on the Analysis of MODIS NDVI Time-Series” Remote Sensing 10 (11):
1761. doi10.3390/rs10111761.

84 Established in 2002, Garantia Safra is a conditional benefit to promote minimum security for family farmers in case of a climate event. To receive the benefits,
the producers must (i) have a family income of less than 1.5 minimum salaries; (i) cultivate between 0.6 and 5 hectares of cotton, rice, beans, manioc, or corn or
other agricultural activities that coexist with the semiarid region; and (iii) reside in a municipality that lost at least 50% of this group of crops due to drought or
excessive rainfall.

8 World Bank Country Climate and Development Report (forthcoming).

% INESC, 2021, "Subsidios Aos Combustiveis Fosseis No Brasil (2020): Conhecer, Avaliar, Reformar”
&7 Leito et al, 2020, "Do Pasto Ao Prato: Subsidios e Pegada Ambiental Da Carme Bovina”

5 Ibid.
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