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ABSTRACT

The goal of this article is to examine the economic effects of
some provisions on the Federal Constitution of Brazil. The Constitution of Brazil is one of the longest and most detailed
constitutional texts in the world. We find that both because of the specific provisions of the text, but also by the political
economy implications of the sheer length, the Brazilian Constitution tends to increase governmental spending.
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Efeitos econdmicos da Constituigao brasileira

RESUMO

O objetivo deste artigo ¢ analisar os efeitos econdmicos da
Constitui¢do Federal do Brasil. A Constituicdo brasileira é uma das mais longas e detalhadas do mundo. Concluimos que,
tanto em razdo de provisdes especificas como por causa da extensio do texto, a Constituicio brasileira tende a aumentar
0 gasto governamental.

PALAVRAS-CHAVE: Constituicdo brasileira; economia constitucional;

po/z'tica ﬁscal; economia poll'tica.

[] Center for Macroeconomics and “You mean the text, right?” That'’s reportedly how one
Development, Washingron, DC, USA. of the main scholars of constitutions, Walter Murphy, always started
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a conversation on the topic. It makes sense. The word “constitution”
[**] Embassy of Brazil, Washington,
DC, USA. E-mail: tiago.santos@
itamaraty.gov.br because of their connection. The constitution of a country can be un-

has two substantially different meanings, but these are often confused

derstood as the setof rules which organize the activity of the state:how

[1] Theopinions expressed here are . .
solely of the authors and do not ex- the Judiciary works, whether and how elections are conducted, what
press the views of the institutions to : : : .
whichtheysroatbliased. kind of hea.cl of st.ate they have. Or it may simply mean the totality of
the textwhich a given country has chosen to label so. Most often these
two meanings are strictly connected: the constitutional document is
essentially the setof rules organizing the states. But not too rarely they
diverge. The United Kingdom definitely has a constitution, but British
law does not name any document that way. Brazil, on the other hand,

has such a document, but it deals with many more issues than the
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organization of the state. So, to be clear, in our case, we do mean the
text. The goal of this article is to examine the economiceffects of some
provisions on the Federal Constitution of Brazil.

We will have to make choices. Any constitution will affect economic
outcomes in many ways. Persson and Tabellini (2003) dedicate an
entire book to the economic effects of a few central, but very specific
provisions. Considering that the Constitution of Brazil is the third
longest in the world (Comparative Constitutions Project, 2016) and
“attempt[s] to constitutionalize nearly every aspect of public life”
(Elkins et al, 2009), a thorough examination is impossible. Instead,
we will concentrate on some of the aspects we believe impact the
economy of Brazil the most, in particular topics: pensions, education,
health, and taxes. In conclusion, we will consider the recent fiscal
trends in Brazil following the approval of the constitutional text.

|. THE PENSION SYSTEM

The pension system is one of the issues awarded much greater de-
tail in the Brazilian Constitution than its counterparts. While most
texts will essentially affirm that there shall be a pension system, or
perhaps not mention social security at all, most of the main aspects
of the Brazilian pension system appear in the constitutional text, in
a specific section, under Chapter 11 (“Social Security”) of Title VIII
(“Of the Social Order”). Some provisions merit our attention: (a) the
“pay-as-you-go system”; (b) the lack of minimumage;and (c) the pro-
hibition on reducing benefits.

(A) “PAY AS YOU GO”

Brazil adopts a pay-as-you-go system. This means that pension
benefits are paid from the pension system revenues of the same pe-
riod. If pension revenues cannot cover predetermined benefits, the
Brazilian Treasury must pay the difference. An alternative model is the
“fully-funded” system, adopted in countries like Chile. This system
allocates contributions in special funds, which invest the resources in
the market until the payment of benefits. In this case, pension system
deficits cease to alarm—giving way to concerns about the solvency of
the funds. If investments do not pay off as expected, the amount
of benefits must decrease.

Economists tend to believe that a fully-funded system is more
attractive than its pay-as-you-go counterpart, for two main reasons:
first, rates of return on investment usually exceed the rate of growth
of economies. Pensions funded through a fully-funded scheme may,
inequilibrium, benefit pensioners more than a pay-as-you-go system.
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Second, a fully-funded system retains incentives for productive labor,
since benefits relate more directly to contributions. From a political
economy pointof view, a fully-funded system offers the advantage of a
clearersource of financing, so thatdemographicvariations do give rise
to intergenerational conflicts. Empirical studies favor the hypothesis
that fully-funded schemes have a positive effect for growth (Bijlsma,
M.;van Ewijk, C.; Haaijen, F., 2014).

(B) LACK OF MINIMUM AGE

Article 207, §7 of the Federal Constitution determines the condi-
tions for workers’ retirement:

I — thirty-five years of contribution, if a man, and thirty years of contri-
bution, if a woman;

11— sixty-five years of age, if a man, and sixty years, if a woman; this age
limit being reduced by fve years for rural workers of both sexes and for those
who exercise their activities within a household system, therein included ru-
ral producers, placer miners, and self-employed fishermen.

Despite divergent opinions from legal scholars such as Ives Gan-
dra Martins (1999), the prevailing interpretation is that those are al-
ternative conditions, not cumulative; workers are entitled to benefits
if either is met.

Workers have an incentive to retire as soon as possible, given that
Brazil adopts a system with benefits that are largely independent of
the amount of contributions. Most countries adopt a minimum age
of retirement to deal with this issue—typically between 60 and 65
years of age. Without a minimum age, average retirement age in Brazil
is 58, while in the OECD countries it stands at 64. Early retirements
aretwiceacost:notonlydo theyimply payments foralongertime, they
also disincentive the work of some of the most productive members
of the workforce. Early retirees could instead contribute substantially
to older beneficiaries.

(C) IRREDUCIBILITY OF THE VALUE OF BENEFITS

Article 194, IV of the Federal Constitution determines that the
value of benefits cannot be reduced. There is no guarantee, however,
that the amountof resources provisioned for pensions will be enough
to cover costs. The irreducibility rule effectively proscribes a correction
for ballooning expenses absenta constitutional amendment. Even an
extremely undesirable correction through inflation would violate the
Constitution.Article 201, paragraph 4 establishes that “Readjustment
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of the benefits is ensured, to the end that their real value is perma-
nently maintained, in accordance with criteria defined by law.”
Irreducibility aims at protecting, quite literally, grandfather rights.
But it prevents the adoption of more equitable and transparent rules,
which could avoid the deterioration of the fiscal situation. An example
of such arule is a ceiling on pension expenses as a percentage of Bra-
zilian GDP with automatic and equal proportional cuts if the ceiling
would be exceeded. Any major reform of the pension system which
preserved the irreducibility principle would impose enormous costs
onyounger generations and no costs whatsoeveronolder generations.

FAST AGING INCREASES THE CHALLENGE

The population of Brazil is aging rapidly. While the French took
almost 150 years to go from 109% to 209% of persons over 60 in their
population, and the British took 65 years, Brazilians will do it in only
25 years—between 2010 and 2035 (Canuto,2017). Thatmeansavery
accelerated increase in the “elderly dependency ratio” (the proportion
of people over 65 to people of working age). The dependency ratio was
around 10% in 2010, and the Brazilian Geographic and Statistic In-
stitute (IBGE) estimates thatitwill bearound 459% in 2060. Workers’
burdens in a pay-as-you-go system will be dramatic.

The fiscal effects of current pension rules are already being felt when
the total dependency ratio of the Brazilian population (which includes
youth under 20 for the calculation) is at a historic low of 449, accord-
ing to the World Bank. As one of us has written, Brazil spends much
more with pensions than other countries (Canuto, 2017). Japan is the
recurrent example. The Asian country spends the same with pensions
as a proportion of GDP as Brazil, but has a much larger elderly depen-
dencyratio. The comparisonis notcompletely fair, however, since Japan
isanoutlierin the opposite direction. Still,a quick look at the graph be-
low, by the World Bank, reveals how far Brazil is from the very clear line
that relates the dependency ratio with public spending on pensions.

2.EDUCATION

Human capital formation is one of the mostimportant factors for
economic development, and education brings a number of noneco-
nomic benefits. This leads many governments to inscribe the promo-
tionof educationin theirconstitutions. Few,however, specify how this
promotion will happen as much as the Brazilian constitution. Former
Minister of Education Cristovam Buarque is one of the most vocal
critics of what he sees as an excessive detailing which hinders experi-
mentation and innovation in educational practices. If these critics are
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correct, then the current rules may be negatively affecting Brazilian
development. We will, however, focus on a rule with more direct ef-
fects: minimum spending on education.

Article 212 stipulates that “[ tJhe Union shall apply,annually, never
less than 189, and the states, the Federal District, and the munici-
palities, at least 259% the tax revenues, including those resulting from
transfers,in the maintenance and developmentof education.” There s
scant evidence that spending is related to educational outcomes. Bra-
zil is an example of that: while the country spends more on education
as a percentage of GDP than the OECD members on average, its PISA
results are at the bottom of the ranking—634 out of 70 countries.

All municipalities must spend the minimum 25% of resources,
independently of any of their underlying characteristics such as size
(which could make them more efficient in education and demand less
resources) or share of youth. Considering the fastaging of the popula-
tion, discussed above, the amount spent on education will continue
to grow without expectation of better results. This is not necessarilya
correction. Contrary to popular opinion, Brazilian teachers earn simi-
larly to their counterparts in peer countries at entry, and significantly
more after promotions. They also benefit from a more generous pen-
sion scheme than teachers in other countries (World Bank, 2017b).
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3.HEALTH

As with other subjects, health has a much longer treatment in the
Brazilian constitution than in others, and, as in the case of education,
there is a minimum level of expenses. In this case, however, there does
notseem to be as manydistortions derived directly from the Constitu-

tion.> Choosing a model of healthcare always involves trade-offs, and [2] Asthe “A fairadjustment” docu-

the decision mustconsider market failures, information asymmetries, ment shows, however, there are sev-
eral inefficiencies in the health sec-

adverse selection and externalities. In light of those challenges, the tor, most notably the subsidies given
Brazilian choice fora government-provided systemis appropriate and

follows the model of some of the most successful healthcare systems

to private insurance plans, but these
are not directly related to the consti-
tutional text.

around the world. The minimum spending rule also has not been a
problem because it has not been binding for the past years. Even so,
public spending at 4% of GDP lies below the OECD average of 6%
and is comparable to countries like Colombia and Mexico. Given the
fastaging mentioned above, we should expect thathealth will demand
even more resources. In this sense, the constitutional minimum is not
currently binding, nor should it be soon.

4.TAXES
The Brazilian constitution determines the competencies to tax for

the different federal units. The Union, the states and municipalities
get their revenues from the activities specified in the constitutional

Taxes on income Taxes on consumption Property taxes Other
Federal i. Income tax (art. 153, III) i. Industrialized product i. Tax on rural property a. Taxes on labor
- Personal income taxes (art. 153, IV) (art. 153, VI) i. PAYG contributions
- Corporate income ii. Import taxes (art. 153, ) (art. 195, IT)
ii. Social contribution on iii. Export taxes ii. Contribution for
net profits (art. 195, 1, ¢) (art.153,11) “education-wage”
iii. Social Security contri- iv. Financial operation (art. 211, par. 5)
bution (art.195,1, b) taxes (art. 153, V) b. Contributions of eco-
v. PIS/PASEP contribution nomic domain intervention
(art. 239) (art.149)
i. CIDE
State i. Tax on trade and services i. Tax on motorized i FGTS
(art. 155, 1T) vehicles (art. 155, ITT)
ii. Tax on donations and
estates (art. 155, 1)
Municipal i. Tax on services i. Tax on urban real estate
(art. 156, IIT) (art.156,1)
ii. Tax on real estate trans-
mission (art. 156, IT)
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text,and there is no freedom to establish taxes on anything other than
whatis stipulated. The table below brings alist of different taxes in the
constitution (adapted from Pontes Lima, 1999):

There is a clear violation of lesson 6 of Mankiw et al (2009)’s les-
sonsinoptimal taxes: “Only final goods oughtto be taxed, and typical-
ly they ought to be taxed uniformly”. First, there is no concern regard-
ing the stage of production for taxation purposes—which means that
inputs are taxed at the same rate as final goods, with consequences for
value added chains. Second, the constitutional division of competen-
cies for different kinds of goods and services, with rates defined by
differentfederation entities, makes italmost certain that there will not
be uniformity in taxes.

“This complexity jeopardizes the Brazilian business environment
by increasing the amount of misallocation of resources, which can
represent a very important drag in productivity”. Hsieh and Klenow
(2009) estimate that 30-609% of the productivity difference of coun-
tries such as India and China to the United States is due to misalloca-
tion, and Stefanski and Toews (2018), in turn, estimate that differ-
ences in tax policies are the greatest contributor for this misallocation.

5.CONSEQUENCES OF A PARTICULARLY LONG TEXT

The relative length of the Brazilian constitution has been debated
sinceitsdraft phase,and will certainly be subject todiscussioninother
articles in this volume. In this text, the analysis will be restricted to the
economic effects of that greater relative length.

There is sparse literature on the economic effects of detailed con-
stitutions. Constitute Project, which is dedicated to the comparative
studyof constitutions, considers theeffects of length on constitutions
duration, but not their economic effects. What has been more studied
is the economic effects of supermajorities and, given that the Brazil-
ian Constitution is subject to amendments only when supermajority
requirements are met, we will explore thatliterature.

Economist James Buchanan believed that supermajorities would
have the effect of limiting the scope of the state, since only measures
with wide acceptance would be approved. Based on this logic, many
American states adopted supermajority requirements during the XX
and XXI centuries. This has allowed for studies which empirically ex-
plore the variation on supermajority rules on government expenses.

Studies such as “Supermajority Voting Requirements for Tax In-
creases: Evidence from the States”, by Brian G. Knight and “Majority
Rule versus Supermajority Rules: Their Effects on Narrow and Broad
Taxes” by Jac C. Heckelman and Keith L. Dougherty support Bu-
chanan’s hypothesis. While Knight’s article finds a global reduction in
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taxes, Heckelman and Dougherty point at a reduction only in narrow
base taxes, but not a reduction in overall taxes.

Lee (2014), however, finds what he calls the “paradox of superma-
jority rule”: supermajority requirements for tax increases, aimed at
limiting governmental expenses, would ultimately increase expenses.
According to his model, this result is expected if politicians are trying
to promote private goods (meaning rival and excludable) to their con-
stituencies. With a simple majority rule, a politician with the capacity
to distribute some benefit needs only to gather 509 of his colleagues.
With a supermajority, this requirement is higher. Consequently, both
araise in taxes and more “pork barrel” expenses are approved.

Lee’s empirical analysis finds evidence in favor of his hypothesis of
higher expenses. In effect, a closer reading of Heckelman and Dough-
erty’s findings reveals statistically significant positive effects of su-
permajority rules and broad taxes. Because they lacked the theoretical
basis for such an effect—as provided by Lee—Heckelman and
Dougherty do not pay much attention to that effect.

The very broad scope of the Brazilian Constitution gives ample
room for transactional behavior among Congress members. Alston
and Mueller (2006) find evidence of such behavior in the period they
studied, the mandate of Fernando Henrique Cardoso and the begin-
ning of the first mandate of Luiz In4cio Lula da Silva.

CONCLUSION
Since the approval of the Constitution, spending has increased

constantly (Canuto, 2016) (Almeida, Lisboa and Pessoa, 2015). In
1991, the tax burden amounted to 25% of the GDP; in 2016, 329%
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of the GDP. Expenses, however, increased at an even faster pace—
generating recurrent deficits and the ongoing fiscal crisis. Central
government expenses (which include the federal government, the
Brazilian Central Bank and the Social Security National Institute
— INSS) are the main driver of that growth. Pension spending has
increased 4.3 percentage points between 1991 and 2014, and now
account for 139 of GDP.

The data suggests that the effect of the constitution could be
strong. From the graph below, we see that the tax burden remained
mostly constant during the years immediately prior to the Constitu-
tion, and then had a steep rise.

The Brazilian Constitution was drafted in an environment of
remarkable optimism about its power, combined with deep sus-
picion of abrupt changes without wide support, after more than
twenty years of dictatorship. Both the optimism and the suspicion
acted together to promote the inscription of an extensive list of ser-
vices which should be paid by the state. There was not, however, a
well-thought plan on how all of these services would be financed
without suffocating the administration. The text differentiates
itself from other constitutions in its length and specificity. These
characteristics will present a strong challenge to the sustainability
of the Constitution as it is in the coming years.
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