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“…After the military rule and the ineffectual civilian governments that the coun-
try endured from 1964 to 1994, Brazil has turned the corner.”

How Reform Has Powered Brazil’s Rise
RioRdan Roett

In 2001, when the investment bank Goldman 
Sachs introduced the term “BRIC” to refer 
to four fast-growing developing economies 

(Brazil, Russia, India, and China), Brazil was seen 
as the laggard in the group. Since then, however, 
it has moved quickly to consolidate its BRIC status 

and has made major strides 
toward its goal of attaining 
global importance.

Although important 
reforms remain to be made 

in Brazil—as rating agencies pointed out when 
raising the country’s sovereign debt status to 
investment grade in 2008 and 2009—impressive 
monetary and fiscal progress has been achieved 
under President Luiz Inácio Lula da Silva. The ori-
gins of Brazil’s economic success story, however, 
go further back than 2003, when Lula and his 
Workers’ Party (PT) came into power.

cardoso’s legacy
The 1994 election to the presidency of 

Fernando Henrique Cardoso was a critical junc-
ture in Brazil’s development. Cardoso, as finance 
minister in the administration of President 
Itamar Franco, had surveyed the bleak economic 
history of Brazil since the country’s transition 
to democracy in 1985. The record was littered 
with the burgeoning of the public sector; over-
spending; failed, heterodox shock programs; and 
a lack of the political will necessary to address 
the fundamental flaws in the country’s economy. 
When Franco asked Cardoso to take charge of 
the economy as part of an effort to stabilize his 
administration, Cardoso assembled a team of 
young, pragmatic economists to draw up a blue-
print for the country.

The result was the Plano Real. Announced in 
December 1993, the program contained three ele-
ments: the introduction of a budget with a severe 
fiscal adjustment (which was approved by Brazil’s 
Congress relatively quickly); a process of general 
price indexation; and the introduction of a new 
currency that would be pegged to the US dollar. 
The hallmark of the plan was fiscal austerity. Also 
very important was a decision to cast the new 
approach as an “immediate action plan,” but one 
that would be discussed with Congress and pub-
licly debated. There were to be no more sudden 
shocks or surprises.

The plan called for a $6 billion cut in govern-
ment spending. That amounted to a 9 percent 
reduction in federal spending and 2.5 percent 
reduction across all other levels of government. 
An across-the-board tax increase of 5 percent was 
levied and tax collection was tightened. A new 
effort was made to resolve tensions between the 
federal government and the states and municipali-
ties concerning transfers from the central budget. 
Meanwhile, a new Social Emergency Fund was cre-
ated to make acceptable to economically marginal 
Brazilians a series of fiscal adjustments—including 
significant spending cuts in the areas of govern-
ment investment, personnel, and state companies. 
The fund received 15 percent of all tax receipts.

The new price indexing system was intro-
duced in February 1994. The complex conver-
sion from the old financial system to the new 
became popular very quickly as ordinary people 
understood that inflation was slowing and prices 
were stabilizing. The economic team decided to 
introduce a new currency, the real, in July 1994. 
Along with the new currency, the government 
adopted a restrictive monetary policy consisting 
of a short-term limit on loans for the financing 
of exports; a 100 percent reserve requirement on 
new bank deposits; and a limit on the expansion 
of the monetary base.
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As a result of these measures, gross domes-
tic product (GDP) grew strongly, averaging 4 
percent a year from 1994 to 1997, compared to 
flat or declining output in the five years before. 
Investment climbed to about 16 percent of GDP 
after stagnating for more than a decade. Nominal 
salaries also rose, and real salaries were 18.9 
percent higher in the first two months of 1995 
than a year earlier. As workers’ purchasing power 
increased, consumption rose by 16.3 percent 
between the second quarter of 1994 and the 
second quarter of 1995. Businesses profited as a 
result and more investments were made.

Based on the success of the plan, Cardoso 
resigned from the Finance Ministry in April 1994 
and declared his candidacy for the presidency in 
the October national elections (leading a coalition 
headed by the Brazilian Social Democracy Party). 
His principal opponent was the young labor lead-
er of the Workers’ Party, Lula, who campaigned 
against the plan. Lula enjoyed an early lead in the 
polls but lost it due to his antimarket rhetoric and 
calls for massive social spending. Cardoso won 
the election with 54 percent of the vote, avoiding 
a run-off.

fasTer, fasTer
Cardoso took office in January 1995 and his 

team acted to hasten the reform process, for 
instance in the privatization of state companies. 
Some small successes had been achieved in this 
regard in previous administrations, but Cardoso 
and his colleagues gave higher priority to the 
issue. The focus of privatization initiatives in the 
early 1990s had been the manufacturing sector 
(steel, petrochemicals, fertilizer), but now the 
effort included one of the world’s largest mining 
firms (the Rio Doce Valley Company, now known 
as Vale), public utilities (including telecommu-
nications and electricity companies), and firms 
owned by individual states and municipalities, 
which were responsible for most of the yearly 
losses among government-owned enterprises.

Constitutional amendments were proposed, and 
ultimately approved in Congress, to weaken or 
eliminate the tight hold on the economy exerted by 
uncompetitive and often corrupt public enterprises. 
The key concept was competition. Cardoso called 
for more competition in all sectors, a gradual open-
ing to global markets, new investment, and greater 
transparency in the delivery of vital services.

One of Cardoso’s most important initiatives, 
approved by the Congress in May 2000, was the 

Fiscal Responsibility Law (LRF). For decades, fis-
cal laxity had been a serious Achilles’ heel when 
it came to governing Brazil. All levels of govern-
ment overspent, expecting the federal treasury to 
enable their irresponsible behavior by printing 
money or issuing bonds; this resulted in inflation 
and indebtedness.

The LRF strengthened fiscal institutions and 
established a broad framework for fiscal planning, 
execution, and transparency. It limited personnel 
spending to no more than 50 percent of federal 
expenditures and 60 percent of state and local 
expenditures. It also required that fiscal admin-
istration reports be presented every four months, 
along with detailed accounts of budget execution 
and of compliance with the LRF’s provisions.

The LRF and complementary legislation set a 
ceiling on public debt at 120 percent of current 
revenue at the national and state levels. If this 
ceiling is breached, the debt has to be brought 
back within the ceiling over a 12-month period, 
and no form of borrowing is allowable until this 
is achieved. Strict penalties including prison terms 
are stipulated for public officials who violate the 
provisions of the law or engage in other pro-
scribed fiscal action.

While these measures were very impressive, 
the Cardoso team understood that they were just 
the beginning. Further and deeper fiscal change 
was imperative. Lawmakers, however, were in no 
mood for further draconian action, and their con-
stituencies continued to demand increased spend-
ing on social services.

Under the first Cardoso government, much leg-
islative time was taken up with negotiations over 
allowing the president to run for a second term in 
1998. A constitutional amendment allowing this 
was approved in June 1997, based on a quid pro 
quo that also freed state governors and mayors 
to run for reelection. The bargain was costly in 
fiscal terms; in order to win the support of state 
delegations in the Congress, extra funding had to 
be provided to states and localities.

Regarding other legislative affairs, the Cardoso 
government won some and lost some. A tax 
reform package, though it was inadequate to the 
country’s needs, was approved. Social security 
reform, too political, was not.

coin of The realm
Meanwhile, new challenges to Brazil’s eco-

nomic well-being arose from outside the country. 
Since December 1994, when the Mexican peso 
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was devalued, international financial markets 
had been jittery. Then in July 1997 the collapse 
of the Thai baht set off a financial contagion that 
affected all Asian economies and began to spread 
beyond that region. In the summer of 1998 the 
Russian ruble was devalued, despite emergency 
measures taken by the International Monetary 
Fund (IMF) and the World Bank to support the 
Russian economy.

The next target for currency speculators, it 
quickly became clear, could be Brazil’s real. The 
currency was overvalued; the country’s current 
account deficit was growing; monetary reserves, 
while reasonably high for most circumstances, 
would be insufficient to repel an attack on the cur-
rency. Portfolio investment flows became negative 
as investors took their money home. In an effort 
to attract foreign investors, interest rates were 
raised to a new high.

In October 1998, amid the economic chaos, 
Cardoso again defeated Lula in a presidential elec-
tion. That November the IMF, in a last-ditch effort 
to protect the real and ward off an economic crisis 
in Brazil, provided the 
country a $41.5 billion 
package of assistance. 
One of the conditions of 
the package was a deep, 
immediate fiscal adjust-
ment to the federal bud-
get—but the Congress 
refused to comply with the IMF’s directives. In 
mid-January 1999 Brazil’s government allowed the 
currency to float, and over the next two months 
the real lost 40 percent of its value.

The economist Arminio Fraga was appointed 
to the central bank presidency and took immedi-
ate action to stabilize the economy. The central 
bank announced a simple, transparent inflation 
targeting strategy and focused monetary policy on 
domestic considerations and flexible management 
of the domestic economy. The government also 
announced it would achieve a primary budget 
surplus of 3.1 percent of GDP that year. Under 
executive pressure, the Congress approved legisla-
tion increasing taxes on high earners. 

Amid the crisis, Cardoso’s poll numbers 
dropped. New initiatives stalled in Congress. A 
major electricity shortage in 2001 was blamed on 
a failure by the president to plan ahead and invest 
in the energy sector.

Elections were scheduled for October 2002. 
With Cardoso constitutionally prohibited from 

running again, the governing coalition’s candidate 
was José Serra, a former health minister and a close 
ally of the president. But Serra was handicapped 
by Cardoso’s perceived failures. More importantly 
Lula, once again the PT candidate, dramatically 
altered his political discourse. He promised to 
respect contracts and to govern responsibly.

International financial markets were not con-
vinced that Lula had really been transformed. 
As investors reacted negatively to Lula’s lead in 
the polls, Cardoso negotiated a $30 billion loan 
package with the IMF aimed at maintaining fiscal 
stability until after the elections.

WhaTever lula WanTs
Lula defeated Serra in a first round of voting. 

He moved quickly to convince markets that his 
government would in fiscal matters be pragmatic 
and conservative. He appointed a well-known 
international banker, Henrique Meirelles, to lead 
the central bank. Lula’s transition team announced 
that, not only would Cardoso’s revised goal of 
maintaining a primary budget surplus of 3.75 per-

cent be respected, but the 
goal would be increased 
to 4.25 percent of GDP. 
This was seen in the mar-
kets as a serious measure, 
not just for show. Antonio 
Palocci, the new finance 
minister, quickly demon-

strated to the public, the Congress, and inter-
national investors a shrewd sense of economic 
management.

The Lula government understood that saying it 
would act responsibly was not enough; it had to 
follow through. The administration tightly con-
trolled expenditures. Revenues increased sharply 
due to greater tax enforcement and collection 
efforts. Interest rates were kept high. The inflation 
targeting policy that had been installed after the 
1999 financial crisis was maintained.

Goldman Sachs, in a second, 2003 report on the 
emergence of the BRIC countries, said that Brazil 
would require greater structural reform if it was 
to catch up with India and China. But even if the 
country’s economy grew at an average rate of only 
3.6 percent, it would still be larger than Italy’s by 
2025, France’s by 2031, and the United Kingdom 
and Germany’s by 2036. As the Lula years went 
on, these projections were revised in Brazil’s favor. 

Goldman Sachs urged Brazil to open its econ-
omy to more trade; to increase investment and 

Cardoso put the central bank and  
finance ministry off-limits to politics, and  

Lula has continued this critical policy.
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saving rates, which significantly lagged the rates 
achieved in Asia; and to reduce public and for-
eign debt, which remained much higher in Brazil 
than in the other BRIC countries. Without these 
changes, the investment house said, the private 
sector would remain almost completely crowded 
out of Brazil’s credit markets.

Lula and his team were aware of the expecta-
tions of the marketplace, and the government 
achieved a major breakthrough when Congress 
finally approved significant social security reform 
in December 2003—a social security overhang 
had for decades been recognized as the country’s 
major fiscal challenge. Congress also approved a 
Lula initiative to revise the tax code so that state-
based taxes were unified and the federal financial 
transactions tax (popularly known as the “check 
tax”) was made permanent.

Also noticed abroad was the government’s 
sincere effort to reduce poverty. A series of con-
ditional cash transfer programs, begun under the 
Cardoso government, was reorganized under Lula 
into the now famous Bolsa Família in October 
2003. The program aimed to increase the income 
of poor families by making cash transfers from 
the federal government conditional on children’s 
school attendance, mothers’ receiving prenatal 
and postnatal care, and family participation in 
related programs. The initiative included four 
subprograms that provided educational stipends, 
maternal nutrition, food supplements, and a 
domestic gas subsidy.

By 2009 Bolsa Família had reached more than 
11 million households. It is a relatively inexpen-
sive program, accounting for only about 2.5 per-
cent of government expenditures, or 0.5 percent 
of GDP. But it is credited to a large degree with 
Lula’s reelection in 2006, as millions of poor and 
in many cases illiterate Brazilians turned out to 
vote for the president and the program.

One significant characteristic of Bolsa Família is 
that it avoids state politicians and works through 
municipalities—federal transfers, long a source of 
clientelism and corruption, had protected a back-
ward class of politicians in the states of the north 
and northeast. Data indicate that poverty has been 
reduced and that more people are now consumers 
in the formal economy.

As Lula’s first term came to an end, the reviews 
were very positive. Inflation was under control. 
The current account moved from deficit to sur-
plus in 2003 (and in 2006 reached a surplus of 
$13.5 billion). The trade surplus had increased 

from $2.6 billion in 2001 to $46.1 billion in 2006, 
due largely to strong export growth. As a result of 
the economy’s healthy performance and its future 
prospects, the government decided in early 2005 
not to renew its standby agreement with the IMF. 
Investors viewed this move with approval and 
saw it as a sign that a second Lula administration 
would continue implementing sound policies.

The PT was plagued by a scandal at the end of 
Lula’s first term—it was revealed that payments 
had been made to members of Congress to secure 
their votes on pending legislation. The party lost 
much of its leadership, and for a brief time it 
appeared as though the scandal would endanger 
the president’s reelection. But he would go on to 
defeat the opposition Social Democracy Party in 
the fall of 2006, and from that point on he was 
known as “Teflon Lula.” 

The neW poliTical economy
A number of important developments have 

characterized Lula’s second administration (2006–
2010) and will help determine his legacy when 
he leaves office on Jan 1, 2011. The economy has 
continued to expand. GDP growth was 5.7 percent 
in 2007 and roughly 5 percent in 2008. Although 
the economy was hit by the financial crisis of 
2008–2009, Brazil’s growth in 2010 is projected to 
be above 5 percent. Lula’s government has man-
dated higher cash reserves for banks, implement-
ed tighter regulation, required more transparent 
accounting, and pursued other policies to address 
the sorts of problems that were the root cause of 
the recent international crisis.

Exports have tripled during Lula’s tenure on 
rising global demand for the country’s products. 
Brazil has become the world’s biggest exporter of 
beef, chicken, orange juice, green coffee, sugar, 
ethanol, tobacco, and the “soya complex” of 
beans, meal, and oil—as well as the fourth biggest 
exporter of maize and pork.

This growth in agricultural production is due 
almost entirely to more efficient management and 
the development and application of technology. 
Between 1994 and 2009, production of beef rose 
77 percent; pork, 133 percent; and chicken, 217 
percent. Between 1980 and 2008, the number of 
dairy cows rose to 21.5 million from 16.5 million, 
and annual production of milk increased to 27.1 
billion liters from 11.2 billion—a productivity 
gain of 86 percent. China in 2009 became Brazil’s 
largest trading partner, replacing the United States. 
Brazil has been called farmer to the world.
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Among emerging markets, Brazil was once the 
largest debtor nation. In January 2008 it became a 
net foreign creditor for the first time. Meanwhile, 
foreign exchange reserves grew to a record $171.6 
billion in 2008, from $37.6 billion in 2003. At the 
end of 2009, Lula was quoted as saying that he 
had once dreamed of accumulating $100 billion 
in foreign reserves, but the country will soon have 
$300 billion.

In another sign of financial resilience, Brazil’s 
main equity index gained more than 140 percent 
in dollar terms in 2009. Stocks, and the currency 
as well, have regained the value they lost after 
Lehman Brothers collapsed in 2008. Indeed, in 
November 2009 the government imposed a 2 
percent tax on foreign investment in equities and 
fixed income instruments. The Finance Ministry 
said the tax was meant to slow the appreciation of 
the real, which had gained 36 percent against the 
US dollar in 2009.

In 2008 and 2009, the country’s sound financial 
management resulted in its debt being elevated 
to investment grade status. These upgrades by 
Standard & Poor’s, Moody’s, 
Fitch, and others reflected 
the maturation of Brazil’s 
institutions and its policy 
framework, as evidenced 
by improved growth trends 
and the easing of fiscal and 
external debt burdens. The 
country’s now fairly predictable track record of 
pragmatic fiscal and debt management policies 
mitigates the risks represented by the govern-
ment’s relatively high net general debt.

In their reports, the agencies all mentioned 
the importance of the government’s inflation 
targeting regime and the floating exchange rate. 
It was noted that the country’s external and 
public sector balance sheets had seen dramatic 
improvement, and thus Brazil’s vulnerability to 
external and exchange rate shocks was reduced. 
Medium-term growth prospects were seen as 
enhanced by macroeconomic stability. A primary 
budget surplus and low inflation targets had dis-
pelled earlier concerns over medium-term fiscal 
sustainability.

The rating reports noted that the upgrade 
reflected the country’s diverse, high–value-added 
economy and its relative political and social 
stability. The agencies also took note of a grow-
ing consensus across the political spectrum on 
macroeconomic policy. Although politics in Brazil 

remains underdeveloped, Cardoso put the central 
bank and finance ministry, along with related 
agencies, off-limits to politics, and Lula has con-
tinued and reinforced this critical policy.

The energy boom
While agricultural exports have come to play 

an important role in Brazil’s political economy in 
the twenty-first century, another major factor in 
the country’s economic transformation has been 
greater development of energy resources. Brazil 
reached energy self-sufficiency in 2006. Then 
in 2007–2008, Petrobras, the state oil company, 
announced major oil finds off the southeast coast. 
With oil fields that have colorful names such as 
“Tupi” and “Jupiter,” the country is now poised 
to become an energy player on a global scale. 
According to a recent estimate, the Tupi field 
alone holds 5 billion to 8 billion barrels of recov-
erable oil and natural gas reserves.

The new discoveries could boost the country’s 
14.4 billion barrels of proven reserves by nearly 
two-thirds, and they place Brazil among the top 

five or six nations world-
wide in terms of estimated 
petroleum reserves. The oil 
lies deep underground, and 
under a thick layer of salt, 
so extracting it will require 
sophisticated engineering 
and recovery strategies. But 

Petrobras is one of the best state-run petroleum 
companies in the world. The sense is that, within 
three to five years, the oil will flow. 

One cause for concern among potential energy 
investors is legislation pending in Brazil’s Congress 
that would create a new regulatory model for 
energy extraction. Under existing rules, Petrobras 
and other companies buy concessions to operate 
in certain geographical blocks, on land or at sea. 
They keep any oil they find in return for paying 
royalties and taxes and assuming exploratory and 
operational risks. The pending legislation, in con-
trast, provides for production-sharing contracts 
for remaining sub-salt fields; any oil produced 
would remain the property of the nation and oil 
companies would get a share.

Petrobras under this proposal would be guaran-
teed at least a 30 percent stake in each consortium 
engaged in extraction, and might be given a 100 
percent share at the government’s discretion. A 
new company owned entirely by the government, 
Petro-Sal, would control every consortium and 

The openness of the Brazilian  
capital market provides a sharp  

contrast with other BRIC countries.
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have a veto over all operational matters, includ-
ing acquisitions and rates of production. A special 
fund would be established to spend revenues on 
education, poverty relief, and other social goods. 
It remains to be seen if investors would be put off 
by such regulation or, in return for profit oppor-
tunities, would overcome their concerns about the 
greater role of the state.

In addition, Brazil’s ethanol program, now three 
decades old, has come into its own in the past 
few years. Sugar-based ethanol has received high 
priority from the Lula government. Three impor-
tant drivers for ethanol’s development have been 
guaranteed purchases by Petrobras; low-interest 
loans for ethanol firms; and a fixed price schedule 
according to which the price of hydrous ethanol 
is 59 percent of the price of gasoline at the pump.

These policies have helped Brazil become the 
world’s second-largest producer of ethanol and the 
world’s largest exporter of the sugar-based fuel. 
Together, Brazil and the United States produce 
70 percent of the world’s ethanol, and nearly 90 
percent of the ethanol used for fuel. US ethanol is 
produced from corn, and the farm lobby there has 
been successful thus far in limiting the amount 
of Brazilian ethanol that can be imported into 
the United States. This is one of many disputes 
between the two countries revolving around agri-
cultural subsidies and other barriers to trade.

Brazil is considered to have the world’s first 
sustainable biofuel economy. Its ethanol program 
uses the world’s most efficient technology for 
sugar cane cultivation, and while many countries 
remain wedded to traditional fuels for transpor-
tation, the Brazilian car industry has developed 
flexible-fuel vehicles that run on either gasoline 
or hydrous ethanol, or a mixture of the two in 
any proportion. “Flex” vehicles, introduced to the 
market in 2003, have rapidly become a commer-
cial success. In 2009 the fleet of flex cars and light 
commercial vehicles reached 7.1 million units, 
representing about 21 percent of Brazil’s registered 
light motor vehicle fleet.

A parallel development in Brazil’s new political 
economy is the growth of the country’s financial 
sector. Today, Brazil’s stock market is the largest 
in the region and the fourth largest in the world. 
The banking sector is witnessing a positive trend 
toward competition and the expansion of private 
credit. While many limitations remain on provid-
ing financial services to small and medium-sized 
enterprises, important institutional reforms in the 

areas of regulation, bankruptcy law, and corporate 
governance have had a very positive impact on the 
sector’s growth prospects.

These changes have allowed Brazil to become 
more integrated with world financial markets. 
Local companies, benefiting from the strong 
growth created by domestic demand and high 
commodity prices, have been obliged to look 
abroad for increased capital. Foreign banks thus 
play a growing role in the banking sector.

At the same time, Brazil has become a highly 
attractive market for foreign direct investment. 
Despite significant capital flight at the end of 
2008 due to the global financial crisis, invest-
ment numbers have recuperated. In October 
2009 alone, Brazil was the recipient of $2.44 
billion in equity investment (nearly double that 
of China). The openness of the Brazilian capital 
market provides a sharp contrast with other BRIC 
countries; it is much easier to invest in Brazil 
than in the other three.

noT To Worry
The 16 years since the election of President 

Cardoso have seen an extraordinary maturation of 
Brazil’s political economy. Agriculture is booming; 
energy is and will be abundant; the country is now 
a magnet for foreign direct investment. Brazil is a 
serious participant in global meetings on trade and 
finance. The country’s position on environmen-
tal issues is critical, given the importance of the 
Amazon basin to the problem of climate change.

Brazilians are well aware that large disparities 
separate the country’s regions; that levels of pov-
erty and injustice are too high; that investment 
lags in math, science, and technology—all keys to 
Brazil’s global competitiveness. The nation’s physi-
cal infrastructure is poor. Further fiscal reform is 
needed.

Even so, after the military rule and the ineffec-
tual civilian governments that the country endured 
from 1964 to 1994, Brazil has turned the corner. We 
can now expect that it will, in a very Brazilian way, 
deepen its involvement in global affairs in areas 
including economics, trade, finance, and of course 
diplomacy. And most important of all, Brazil is—in 
a region long plagued by political instability—a 
stable, predictable democracy. It provokes little 
worry, if any, that it will radically shift course after 
the national elections in 2010. As Brazil’s political 
economy moves forward, continuity and ongoing 
improvement remain the guidelines. 


