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Abstract: The article initially presents evidence about the growth dynamics of DPMFi, the
main component of DBGG, between 2011 and 2019. This dynamic occurred predominantly
by the incorporation of the interest rate service even when the redemption of securities was
higher than the issuance of securities and a primary surplus was obtained. Paradoxically,
the growth of the stock dd DPMFi occurred jointly with the continuous expansion of the
money value held as bank deposits in the Single Treasury Account at the Central Bank This
expansion took place independent of the primary result obtained in the period considered.
The evidence also suggests that the use of these funds of the Single Treasury Account to
accelerate the rescue of DPMFi was limited by the control of the liquidity necessary to
keep the Selic rate at a structurally high level, which proved necessary to achieve the
inflation target. This implied the expansion of REPO operations, which, in turn, also
increased the interest rate service.
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1. Introduction

The resolution of the Brazilian fiscal crisis has been centred on the debate on the
adjustment of primary public sector expenditures (Almeida, 2015; Pires and Borges, 2016;
Almeida, Lisbon and Pessoa, 2015). This centrality is justified by the tendency for these
expenditures to expand above GDP growth, mainly due to the progressive implementation
of social rights provided for in the Federal Constitution of 1988.! Therefore, these
expenditures would grow at rates higher than the capacity to increase tax revenue, which
would make it the intertemporal trajectory of public debt is unsustainable. The dominant
economic policy prescription for this situation is the "structural" fiscal adjustment of
primary expenditures, in order to reduce them as a proportion of GDP (Almeida, Lisboa
and Pessoa, 2015). This diagnosis supported the approval of Constitutional Amendment
No. 95, of 2016, which established the "spending ceiling" as a fiscal rule, which would
guarantee the reduction of primary expenditure as a proportion of GDP throughout its term,
due to the correction only by the inflation of these expenditures, while the national income

would increase by the nominal variation plus the real growth of the GDP.

However, the debate on the "structural" adjustment, made from the exclusive point
of view of primary expenditures, touches on or avoids the issue of the fiscal cost with the
interest service of the Gross Government Debt in General (GGGD) — resulting from the
rollover of the domestic Federal Public Securities Debt (DPMFi)? and repo operations — as
a factor that operates against the fiscal balance of the Brazilian State. This service
systematically pressures the expansion of the public debt stock by incorporating it into a
portion of the interest service, even in periods of primary surplus (Bresser-Pereira and
Nakano, 2002; Bresser-Pereira, 2007). To this fiscal cost of a strictly financial nature is
added the burden arising from the exchange rate policy, through exchange swap
operations. These operations can result in losses, especially in the reversal of the economic

cycle, and are ultimately assumed by the National Treasury (Magalhaes and Costa, 2018).

! For a recent discussion of the evolution of primary expenditures, see Pires and Borges (2019). These authors
point out that the growth in primary expenditures occurred mainly due to the impact of the increase in the
minimum wage on social security spending. For a comparative analysis of the empirical results of different
metrics of primary expenditures in the Brazilian case, see Magalhdes and Costa (2018).

2 Under the GGGD concept, DPMFi and repo operations represented 66.3% and 17.3%, respectively, of the
debt stock in December 2019. Unlike other periods of Brazilian economic history, the Brazilian public debt
is currently, in its vast totality, internal and denominated in reais. For a presentation of the different concepts
of public debt and its metrics, see Silva and Medeiros (2009).



The surprising thing in the Brazilian case is that, despite the most recent cycle of
reduction of the Selic rate, from October 2016 to March 2021, the fiscal cost of servicing
interest with the GGGD and repo operations remain high, which makes it difficult for the
government to balance the government in general and, therefore, te—ensure a path of
solvency of the public debt. The interest service of the GGGD corresponded to 5.5% of
GDP in 2019. This financial cost referred to a GGGD that reached 74.3% of GDP in
December of the same year (BCB, 2019).

The international comparison of the interest service of the public debt points to the
weight of this financial expense in the Brazilian case, when compared to countries that
went through serious fiscal problems because of the 2008 crisis, such as, for example,
Greece. This country had a gross interest service of 3.0% in relation to GDP with a gross

debt/GDP ratio of 180.5%.3

The DBGG interest service projections for Brazil indicated that the interest service
would remain between 4.8% and 6.5% in the period from 2020 to 2029.7 In other words,
the interest service cost will be an important current expense that will pressure the
availability of budgetary resources for the General Government. This fiscal cost imposes
the recurrent need to generate high primary surpluses and/or reduce primary spending to
ensure the sustainability of the public debt. Thus, the importance of these current financial
expenditures cannot be neglected, which hinder the sustainability of the domestic federal
public debt and, in general, contribute to the Brazilian economy presenting low growth
rates of per capita income, as it compromises the capacity of the Central Government to
invest in economic infrastructure with a negative impact on the productivity of the

econony. 3

In view of the above, the general objective of this work is to analyze the

determinants of the growth of the DPMFi, initially evaluating the constraints of the GGGD

3 See Economic Outlook No 108, OECD, Dec. 2020.for international comparisons of the gross debt/GDP and
interest service indicator.

4See the Public Debt Projections Report of the National Treasury Secretariat (2020).

5> On the problem of public investment in Brazil, especially by the Central Government, see Magalh3es,
Araujo and Kolai, (2022).



in Brazil between 2011 and 2019,° as well as the institutional complementarities’ of public
debt management and liquidity that affect the fiscal cost. These conditioning factors and
their impacts on the growth dynamics of the public debt, especially when analysing the
domestic Federal Public Securities Debt (DPMF1i) - the main component in the GGGD -
affect a fiscal strategy for the sustainability of the public debt that considers only the control
of primary expenditure. From this perspective, the fiscal cost of public debt management
and its relations with liquidity control - often little explained in the public and academic

debate on public debt - are objects of analysis in this work.

This article is organized as follows, in addition to this introduction. The second section
presents an analysis of the conditioning factors of the evolution of the General Government
Gross Debt (GGGD) indicator over GDP, between 2011 and 2019, including breaking
down the conditioning factors of the interest rate and nominal GDP into their real and
nominal components. Section three also discusses the dynamics of DPMFi, the main
liability of the GGGD, in order to assess the effects of redemptions/issuances and interest
services on the evolution of the stock of domestic securities debt. Finally, a section is
presented, by way of conclusion, that summarizes the main empirical findings of the article,
emphasizing their implications for overcoming the current trap of low growth of the
Brazilian economy, which perpetuates anaemic economic growth rates, reduced

productivity of capital and labour
1. Evolution of the GGGD/GDP indicator: decomposition of conditioning factors

The GGGD has become, almost consensually, in the domestic financial market and
in the federal public sector, the best indicator to measure the country's fiscal effort and,
therefore, the sustainability of the public debt. The justifications for choosing this metric
is that it would be less subject to three types of distortions in the Brazilian case. This
indicator would not be distorted by the capitalizations of public banks, especially BNDES,
through issues of DPMFi bonds that are only included as liabilities in the GGGD metric. It

would also not be affected by valuation limitations and liquidity problems of public sector

% Due to the economic effects of the Covid-19 pandemic, 2020 and 2021 were not considered, as emergency
fiscal measures were taken that were financed with the issuance of DPMFi bonds, which distorts the dynamics
of public debt and its fiscal cost. For a description and analysis of fiscal and monetary measures against the
economic impacts of the Covid-19 pandemic in the Brazilian case, see Silva (2020).

7 According to Hall and Soskice (2001), institutional complementarity refers to the adequacy of the operation
of an institution in relation to the others in a given economic domain. An important attribute of institutional
complementarity is to configure a regime of incentives and restrictions on the behaviour of economic agents
(Amitrano, 2011). This paper emphasizes that the institutional complementarities of public debt management,
liquidity and exchange rate maximize the costs incurred by the National Treasury with the financial market.

4



assets, such as foreign exchange reserves. And yet, it would not suffer distortions caused
by the possibility of postponing the accounting of expenses by the use of expenses
classified as remains to be paid. However, it is worth noting that its adoption has been
criticized in the recent economic literature, because, among other limitations, this indicator

does not consider the net present value of future GDP (Furman and Summers, 2020).%

If it is accepted that the GGGD/GDP? is effectively the best metric to measure the
fiseal performance effort of the Brazilian State, especially in relation to the sustainability
of the public debt, its conditioning factors can be evaluated based on information from the
Central Bank of Brazil (BCB). This information is shown in Table 1 for the period 2011 to
2019. The following are considered as conditioning factors for the evolution of this
indicator: 1) net issuances of government securities; ii) the nominal interest burden; iii) the
variations resulting from exchange rate fluctuation and the effect of privatizations; iv) the

recognition of debt; and, also, v) the nominal variation of the GDP.

For the conditioning factors with the greatest impact on the variation of the
GGGD/GDP indicator — the payment of nominal interest and GDP growth — the effects of
inflation and real variation were decomposed.'® This allows us to isolate the impact of
inflation on these factors and, therefore, on the evolution of the gross debt indicator. Table
1 disregards the cross-effect of decomposition because it is residual with a non-significant

value.

In turn, the "net issuance" factor encompasses the issuance and redemption of
domestic and foreign debt, calculated by a set of financial operations of the National

Treasury (TN) and BCB. This conditioning factor is basically composed of

8 In addition, the recent criticism by Furman and Summers (2020.), the international comparisons of different
public debt metrics, suggest that net debt is more relevant for emerging economies in relation to the
determination of country risk, long-term domestic interest rate, debt rollover cost, and the probability of
default, see Hadzi-Vaskov and Ricci (2016) and Henao-Arbelaez and Sobrinho (2017).

% 1t should be noted that the Brazilian Central Bank is prohibited from issuing securities for liquidity
management — a prohibition contained in article 34 of Complementary Law No. 101/2000 — which was
combined with the absence of voluntary interest-bearing deposits, which only had a legal provision with the
approval of Law No. 14,185/2021. As a result, the DGBB computes the DPMFi securities, transferred by the
National Treasury to the BCB, which are used in repo operations to control liquidity. This accounting refers
only to the securities of repo operations in the market and not in the BCB's portfolio.

19 The decomposition of the nominal and real effects of the conditioning factors of the interest rate and GDP
are obtained by the usual formula: Ayt-1= [x/(1+p) (1+x)].yt-1 +[p/(1+p) (1+x)].yt-1 + [x.p/(1+p) (1+x)].yt-
1, in which the first term of the formula is the real contribution of the economic variable X, the second term
the contribution of inflation p and the third term is the cross-contribution of the variable x and of inflation p,
respectively, for Ayt-1.



issuances/redemptions of government securities for the following purposes: 1) acquisition
of international reserves; ii) loans from the National Treasury to federal public banks
backed by public securities; iii) effect on the issuances/redemptions of the primary

surplus/deficit; and, finally, iv) other TN and BCB financial operations.

Table 1 — Conditioning factors for the evolution of the GGGD/GDP indicator, 2011 to

2019
(As % off GDP)
Factor discrimination 2011 2012 2013 2014 2015 2016 2017 2018 2019
1. GGGD Growth Factors
1.1. Financing need 49 68 277 83 97 79 71 54 29
1.1.1. Net Emissions -09 1,6 -25 29 23 -0,3 04 -05 -2,6
1.1.2. Nominal interest (1) 58 52 51 54 75 82 67 591 55
1.1.2.1. Real Interest 26 22 21 22 13 40 46 3,0 23

1.1.2.2. Monetary Corrections 30 28 27 33 62 39 20 26 3.0
1.2. Exchange Rate Adjustments 03 02 04 04 15 -08 01 06 0.l

and others

1.3. ”Prlvatlzatlons and 02 01 00 00 01 01 01 00 o0l
recognition of debts.

Total 54 7,1 3,1 88 11,4 72 7,3 6,0 3,1

2. Effect of GDP growth (2) 58 477 -52 -40 -2,0 -29 -33 -44 -4,]1
2.1. Real Growth -1,8 -09 -1,5 1,9 21 -09 -1,2 -1,0
2.2. Implicit Deflator 3,8 -3,7 -3,6 -3,7 41 -51 -24 -3,1 -30
Variation in debt in the year:
(1+2)

General Government Gross
Debt

-04 24 -2,1 47 94 43 40 1,6 -1,0

51,3 53,7 51,5 56,3 65,5 69,8 73,7 75,3 74,3

Source: BCB - Fiscal Statistics. Elaborated by the authors.
Notes: 1) decomposition of the real effect and the inflation adjustment by the IPCA.
2) decomposition of the real effect and inflation by the Implicit GDP Deflator.

Therefore, the "net issuance" factor, which conditions the evolution of the
GGGD/GDP, is composed of a series of financial operations that reflect different changes
in the assets and liabilities of the General Government. These changes result from
economic policy, in particular fiscal, monetary, exchange rate and credit policies, adopted
in the period analyzed. Its real and inflationary effect was not decomposed, since the "net
issuances" aggregate different operating results of the Government's economic and
financial variables in general, ranging from the primary surplus/deficit target to the policy

of acquiring international reserves. This makes it relatively arbitrary to choose a measure

6



of inflation to break down the actual effects and changes in price levels. In addition, the
aggregate impact of the "net issuance" factor is significantly smaller in the evolution of the
GGGD/GDP indicator than the effects of the interest rate and nominal GDP growth, which

allow a univocal economic interpretation of this decomposition.

Table 1, therefore, shows that nominal interest - measured by the implicit interest
rate of the DGBB - was the most important cause for the increase in the GGGD/GDP ratio
between 2011 and 2019. If we consider the annual average of nominal interest to the
increase in this indicator, the contribution was around 6% p.a. And its variation is closely
associated with the Selic rate cycle, since the basic interest rate of the Brazilian economy
places a minimum floor for the other interest rates that are levied on the liabilities of the
Brazilian public sector (Magalhdes e Costa, 2018) and, consequently, the implicit interest
rate of the GGGD. Therefore, the increase/decrease in the Selic rate, given the trajectory
of inflation, implies an increase/decrease in the nominal interest contribution in the
evolution of the GGGD/GDP indicator. This is not surprising, as the securities debt on the
market, added to repo operations, represented 83.6% of the total GGGD in December 2019
(BCB, 2020).

The contribution of nominal interest service to the deterioration of the GGGD/GDP
indicator should be analyzed, then, separating the incidence of real interest from the
inflationary effect, since the high nominal interest burden, which can be observed in Table
1, may result solely from the persistence of high inflation in the Brazilian economy.
Therefore, these effects were decomposed using the inflation measured by the IPCA-IBGE.
The justification for the use of this price index is that the IPCA'! and its expectation are
used as a usual measure to calculate the real profitability of the loading of DPMFi bonds!?
and, consequently, of the forward curve of the interest rate of these government bonds. It
is for no other reason that one of the post-fixed government securities, with an important

participation in the portfolio in the market, is the NTN-B with indexation to the [PCA.

The decomposition of nominal interests, as shown in Table 1, indicates that inflation has a

significant effect on the nominal interest burden that affects the GGGD/GDP indicator; on

1 For a presentation and discussion of the pricing methods of pre-fixed and post-fixed securities in

the Brazilian case and the use of the IPCA and future inflation expectations of this index, see Tavares

and Tavares (2009).

12 It is worth remembering that the IPCA projection is one of the most important pieces of information
contained in the Focus Bulletin. This Bulletin collects financial market forecasts on the behavior of the most
relevant variables of the Brazilian economy for the financial market, and is one of the sources of information
that the Copom evaluates to determine the Selic rate in the inflation targeting regime.



an annual average, its contribution was 3.3 p.p. of GDP to the increase in this indicator.
Thus, the evolution of the IPCA has a relevant effect - around 60% - on the inflation
adjustment component that makes up the nominal interest contribution, as shown in Table
1. However, the contribution of real interest to the evolution of the GGGD/GDP is also
significant, as it corresponds to about 40% of the contribution of the nominal interest
burden in the variations in the gross indebtedness indicator. The real interest component
contributed, on an annual average, with 2.3 p.p. of GDP to the increase in the DGBB/GDP

indicator in the period analyzed.

The second most relevant factor to determine the evolution of the GGGD/GDP
indicator is the evolution of nominal GDP, between 2011 and 2019. The annual average
contribution of nominal GDP growth to the reduction of this indicator was 4.1% p.a. When
analysing the contribution of the variation in nominal GDP, separating real growth and
inflation - measured by the Implicit GDP Deflator - in the reduction of GGGD/GDP, it is
observed that on average the effect of real growth was -0.4% p.a. and inflation of -3.6%
p.a. The effect of real GDP growth was significantly reduced by the semi-stagnation and
recession of the Brazilian economy in the period considered. As expected, the effect of this
factor on the reduction of the GGGD/GDP ratio is significantly reversed in the recession

years of 2015 and 2016, as shown in Table 1.

Thus, the low growth of the Brazilian economy is a factor that affects the
sustainability of public debt, understood as a situation in which the public debt/GDP ratio
is constant or decreasing over time (Oreiro, 2004). To do so, the following condition must
be met: ; where s is the primary surplus as a proportion of GDP; r is the real interest rate;
g is the real GDP growth rate; and d is the stock of public debt as a proportion of GDP. The
primary surplus depends on both GDP growth, which affects tax collection, and primary
expenditure growth. In addition, the sustainability of public debt depends not only on the
size of the primary surplus, but also on the relationship between the real interest rate and
the real GDP growth rate. If s > (r — g).d/(1 + g); g>r the general government can

operate with a primary deficit and still respect the condition of public debt sustainability.

The third conditioning factor in terms of relevance to explain the evolution of the
GGGD/GDP indicator is the "net issuances", which encompass, as mentioned above,
different operations resulting from the monetary, fiscal and credit policies executed by the
National Treasury and Bacen. Table 1 shows that the effect of this factor on the evolution

of the GGGD/GDP indicator fluctuated significantly between 2011 and 2019. In the final

8



calculation, the contribution of accumulated "net emissions" to the variation of the
GGGD/GDP indicator was positive, but reduced, its average annual contribution was 0.4
p.p. to this indicator between 2011 and 2019. Thus, the cumulative effect of "net issuances"
did not significantly affect the evolution of the indebtedness indicator, as the trend was to
cancel out the positive and negative effects of this factor conditioning the GGGD/GDP in

the period considered.

It is evident that the behaviour of the financial and economic variables that make
up this conditioning factor were very different over the period considered in Table 1.!* The
issuance of public bonds for the financing of federal public banks, especially BNDES, was
significant, at least until 2014, which contributed positively to the increase in the
GGGD/GDP ratio. Likewise, the acquisition of international reserves continued to pressure
the growth of the gross debt indicator'* , even with a tendency to reduce its impacts from
2011 onwards. Finally, the primary results of the General Government were relevant in
neutralizing the effects of the acquisition of reserves and the capitalization of federal public
banks on the growth of the GGGD/GDP indicator."> This effect is reversed when the

government in general begins to present current primary deficits from 2014 onwards.

However, it is necessary to evaluate more closely how the primary results of the
General Government impact the trajectory of gross indebtedness due to the particularities
of the institutional arrangement of public debt management and liquidity in the Brazilian
case, in a monetary policy regime in which the basic interest rate is structurally high'¢. In
principle, the primary surplus should be used to redeem DPMFi bonds; although it can,
alternatively, be deposited in the Single Account of the National Treasury. When public
securities debt securities are redeemed in advance and/or at maturity, the counterpart is the

expansion of the monetary base.

13 For a more detailed analysis of the evolution of the financial-economic variables that make up the
conditioning factor "net issuances" of GGGD/GDP, between 2006 and 2017, see BCB (2018).

14 However, the accumulation of reserves increases the GGGD has an indirect effect of providing financial
gains for the BCB in the event of exchange rate devaluation, which was automatically reverted to the National
Treasury by the BCB's exchange equalization account until May 2019.

15The contribution of the General Government's primary surpluses to the reduction of the DGBB stock was -
6.4 p.p. of GDP between 2011 and 2014, when the Central Government began to record primary deficits.
This value cannot be disregarded. However, in the same period, the contribution of nominal interests was
21.5 p.p. of GDP, see BCB (op. cit., p. 25).

16 In this regard, see Oreiro and De Paula (2021, chapter 2).



The BCB, therefore, is obliged to resort to repo operations to contract the monetary
base. These operations are carried out with government bonds of the National Treasury,
transferred to the portfolio of the Monetary Authority, with the objective of making the
Selic over rate, formed in the bank reserve market, close to the target Selic rate set by the
Copom. These operations allow the monetary base to be contracted in order to achieve the

inflation target established, in turn, by the National Monetary Council (CMN).

In the case of Brazil, the Selic rate is abnormally high when compared to other
countries with the same sovereign risk and per capita income (Bresser-Pereira and Nakano,
2002; Bresser-Pereira, 2007; Oreiro and De Paula, 2021, chapter 2). Although it is a topic
subject to debate,!” two factors, which can be considered complementary, would explain
this "anomaly" of the domestic basic interest rate. The first concerns the permanence of a
public bond, the Treasury Financial Bill (LFT), indexed to the Selic rate and with a high
participation in the DPMFi, which would reduce the effectiveness of monetary policy in
combating inflation.'® Thus, the Selic rate has to be set at high levels to bring inflation to
the centre of the target. In addition, the resilience of indexation mechanisms in the Brazilian
economy also contributes to the loss of efficiency of monetary policy, as inflation has a
still significant inertial component, and is therefore less sensitive to the increase in the basic

interest rate (Oreiro and Santos, 2023).

The factors listed above explain, however, the dosage of monetary tightening, that
is, the difference between the effective interest rate and the equilibrium interest rate,
necessary to bring inflation to the target set by the National Monetary Council. Taking the
equilibrium interest rate for an economy with an open capital account to be equal to the
sum between the real interest rate on 5-year T-notes and the country risk premium
measured by J.P. Morgan's EMBI+; Oreiro and De Paula (2021, p.70) estimate that the
dosage of monetary tightening was 257 b.p. in the period 2003-2016. Disregarding the
monetary tightening component, however, the equilibrium real interest rate would be
3.68% p.a. for the average of the period under consideration. Given the high participation
of LFTs in the GGGD, which is a security free of market risk, this is an excessively high

value for the equilibrium interest rate.

17 For a critical review of the different explanations in the economic literature of the abnormally high basic
interest rate in the Brazilian case, see Barbosa (2015).

18 The discussion of the loss of efficiency of monetary policy due to the high percentage of LFTs in the
composition of the DPMFi is made by an extensive domestic economic literature. For a review of this
literature, see Dornelas and Terra (2021).
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An explanation for this anomaly can be given by the concept of a safe interest rate
presented by Keynes in chapter 15 of his General Theory of Employment, Interest and
Money (1936). Keynes defines the safe interest rate as the prevailing convention among
the agents operating in the financial market regarding the long-term value of the interest
rate (Keynes, 1936, p.203). When the short-term interest rate is below the value considered
safe in the long term by financial market agents, then they will anticipate an increase in the
short-term interest rate in subsequent periods. Given that the long-term interest rate is the
harmonious average between the current value of the short-term interest rate and the
expectations formulated in the current period for the values of the short-term interest rate
over the entire maturity of the securities; It follows that the long-term interest rate will
ultimately be determined by the prevailing convention over the safe value of the interest
rate!®. The safe interest rate in Brazil, although it has shown some downward trend in the
last 20 years, has been shown to be very high due to the formation of a pro-conservatism
convention in monetary policy (Bresser-Pereira and Nakano, 2002; Bresser-Pereira, Paula
and Bruno, 2019). This convention is anchored in a coalition of interests formed by a class
of rentiers (capitalists, consultants, and financial market professionals), who receive
income derived from interest and other operations with financial assets (Bresser-Pereira,
2018; Bresser-Pereira, Paula and Bruno, 2019). This coalition of interests would be able to

form a convention, with normative force, for the BCB to set the Selic rate at high levels.?°

The result of the "anomaly" of the basic interest rate of the Brazilian economy is
that this rate places a high minimum floor for the implicit nominal interest rate that is levied
on the liabilities of the GGGD. However, this "anomaly" has yet another effect in terms of
fiscal cost that arises from the management of the liquidity of the Brazilian economy. If
the primary surplus is used to reduce the stock of DPMFi securities, the counterpart is the
expansion of the monetary base, which requires its control through repo operations.?! These
operations are short-term and renumbered at a rate similar to the Selic rate. Thus, as the
Selic rate is structurally high for the reasons previously presented, then it is necessary for

the BCB to resort to significant volumes of repo operations to maintain the Selic-target

191n this regard, see Modenesi ef al. (2013)

20 It should be noted that the rentier coalition reproduces this convention of high interest rates through
different mechanisms of capture of the Monetary Authority, including the "revolving door" of public sector
employees to the private financial market and vice versa, as discussed by Brezis and Cariolle (2018).

2! For a description of the different economic and financial characteristics of repo operations, see Pellegrini
(2017).
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established by the Copom, in the absence of another liquidity control instrument2. In other
words, there is an institutional complementarity between the redemption operations of
DPMFi securities and the repo operations that negatively impact the costs incurred by the

National Treasury.

Thus, the National Treasury is faced with a restriction for the reduction of the stock
of DPMFi securities in the event of the use of the primary surplus and/or non-earmarked
resources deposited in the Single Account,?® due to the level of the Selic rate and the
conditions of the financial market — in terms of profitability and terms required for the
absorption of securities — that put a trade-off between the expansion of repo operations and
the redemption of government bonds (Golbetti and Schettini, 2010). This is more true
insofar as the Selic rate must be set at a sufficiently high level to be effective against
inflation. The effect of the increase in the Selic rate may result in a significant expansion
of repo operations, in the hypothesis of acceleration of the redemption of DPMFi securities,
which have a fiscal cost similar to Selic-indexed securities (LFT), but with a shorter
average redemption period (Pellegrini, 2017).

3. The Dynamics of the DPMFi and the Single Account: interest services and the
issuance/redemption of government bonds in the market

The considerations in the previous section point to an aspect that is often neglected
in the debate on the fiscal problem of the Brazilian State: its financial component. This
component is expressed in the interest service of the DPMFi, repo operations and in the
financial expense derived from operations with exchange swap contracts . From this
perspective, the resolution of the Brazilian fiscal problem cannot be restricted only to
measures to contain and improve the quality of primary spending, due to the importance of

its financial component in the dynamics of the DPMFi and, therefore, in the GGGD.

This aspect of the fiscal problem of the Brazilian public sector becomes clearer with
the information in Table 2, which shows how the stock of the DPMFi evolved in the period

considered. It is also important to remember that two-thirds of the GGGD was made up of

22 This problem may be significantly reduced in the near future given the approval on July 14, 2021 of Law
14,185, which created the instrument of voluntary interest-bearing deposits at the Central Bank as an
alternative instrument for liquidity control. These deposits will not be accounted for as part of the GGGD,
thus allowing liquidity management by the Central Bank to be dissociated from public debt management by
the National Treasury Secretary.

Bt is worth noting that the availability of the Single Account for the redemption of DPMFi securities in the
market was also linked during the term of Law 11,803/2008. The financial gains from the exchange
devaluation of international reserves were obligatorily linked to the redemption of public debt securities, with
priority given to those in the BCB's portfolio.
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the stock of DPMFi securities at the end of 2019. Therefore, most of the interest burden
that impacted the evolution of the GGGD/GDP indicator, as seen in Table 1, was due to
the implicit interest rate of the DPMFi, which expresses a weighted average of the interest

rates of the different federal government securities in the market.

Table 2 shows the annual variation in the stock of DPMFi as a result of the
issuance/redemption operations in the government securities market and the payment of
real interest and the monetary adjustment of these securities. This table also includes the
variations in the stock of funds deposited in the Single Account of the National Treasury
at the BCB. Part of this Account is the so-called "liquidity cushion" that the National
Treasury reserves for the payment of amortization and interest service of the DPMFi. Thus,
this reserve of availability of the Single Account (CTU) is one of the main mechanisms for
managing public debt, especially the DPMFi, as it allows the National Treasury not to
sanction, in times of instability and macroeconomic uncertainty, the interest rates and terms

requested by the financial market for the absorption of public securities.

As Table 2 also shows, between 2011 and 2014, the trend was for redemption of
government bonds higher than their issuance. This occurred even from 2014, when the
Central Government began to present current primary deficits. This behaviour of
redemption greater than emissions occurred even in 2016 and 2018, years when the Central
Government had a primary deficit. The availability of the liquidity cushion of the Single
Account allowed this redemption even with the negative primary result. But what draws
attention is that there was an increase in the stock of DPMFi in all the years considered.
This stock went from R$1,603.9 billion to R$3,728.9 billion, between 2011 and 2019, a
variation in nominal terms of 132.6% against an accumulated inflation, measured by the
IPCA, of 66.4% in the same period. This variation in the DPMFi occurred due to the
incorporation of real interest rates and monetary adjustment that are levied on the stock of
government securities in the market. This dynamic of growth of the DPMFi was also

dominant in the years that the primary surplus of the Central Government was observed.
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Table 2 — Dynamics of the DPMFi and the Single Account: conditioning factors,
2011 to 2019

(In current RS billions)

DPMFi 2011 2012 2013 2014 2015 2016 2017 2018 2019
Stock 1.603,9 1.783,1 1.916,7 2.028,1 2.183,6 2.650,2 2.986,4 3.4355 3.728,9
Nominal Change 179,1 133,6 111,4 1555 466,6 336,2 449,1 2934 3544
Emissions (+)! 4340 513,0 467,7 5532 8564 7088 720,6 6569 7381
Rescues (-) 451,0 5732 5514 6211 7066 7172 5858 6773 6988
Appropriated 1962 1938 1951 2244 3167 3447 3152 3155 3162
Interest
Single Account 4756 6204 6560 6059 8819 1.039,8 1.079,7 12749 143838

Sources: BCB and National Treasury. Elaborations by the authors.

1 — Issuance of DPMFi securities that occur through auctions, through the Treasury Direct
Program and through portfolio transfer with the Central Bank. They do not include the
exchange/exchange of securities. It also incorporates the issuances to meet the Agrarian
Reform Programs (TDA), PROEX, FIES, PND, PESA and FUNAD and the issuances for
specific purposes authorized by law. It also includes securitized debt; From January 2011
onwards, gross emissions were considered, discriminating cancellations. The redemptions
consider the payments of amortizations and interest of the DPMFi under the responsibility
of the National Treasury in the market. They do not include the exchange/exchange of
securities.

2 — Includes the monetary adjustment of the principal and the appropriation of real interest
on the DPMFi securities.

In summary, the variation in the DPMFi stock was positive even in the years in
which there was a greater amount of redemptions than issuances.?* In other words, the
interest service of the DPMFi always exceeded the difference between issuances and
redemptions even when it was negative. This forced the placement of bonds by the National
Treasury to finance interest service. Therefore, the growth dynamics of DPMFi, the main
liability of the GGGD, was determined by the incorporation of the nominal interest service,

a component of a strictly financial nature, despite the fact that the current primary surplus

24 In the Brazilian case, an important aspect of the management of the DPMFi is that interest is calculated
according to the "accrual criterion, that is, interest is accounted for pro rata, in which the amounts due are
accounted for, regardless of the occurrence of payments in the period” (Silva and Medeiros,209, p.102). In
this way, the interest not paid by the cash criterion is accounted for as a liability of the public sector with the
private sector.
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was calculated between 2011 and 2013. Evidently, the reversal of the primary surpluses
from 2014 onwards had a negative impact on the growth dynamics of the DPMFi, but the
relevant point is that its growth trajectory was determined by its financial cost component,

as seen in Table 2.

Another aspect that draws attention in Table 2 is the almost uninterrupted growth,
with the exception of 2014, of deposits from the Single Account, between 2011 and 2019.
Deposits went from R$475.6 to R$1,438.8 billion, which means a nominal growth of 202%
in the same period. That is, a growth much higher than the DPMFi stock. This occurred
even in years in which the primary deficit was calculated, which did not prevent the
continuity of the expansion of the availability of the Single Account. The question that
arises is why was the largest volume of resources from the Single Account not used to

accelerate the redemption of securities?

A first explanation is that accelerating the redemption of bonds implies increasing
the liquidity of the economy, as previously mentioned. The expansion of liquidity makes it
difficult to maintain the level of the Selic rate that the BCB considers necessary to obtain
the inflation target. Given the relative ineffectiveness of monetary policy and the
conservative convention on the basic interest rate of the Brazilian economy, the Selic rate
should be set at a high level for inflation to converge to the target. Therefore, it is worth
emphasizing, the redemption of a larger amount of DPMFi securities implies the expansion
of repo operations, which have a shorter term and practically identical renumeration of an
LFT. These operations can become an advantageous substitute for this security in the

financial market, as repos allow the shortening of the term in relation to the loading of LFT.

The consequence is that liquidity management — with the structurally high Selic
target rate — puts a brake on a more aggressive policy of redemptions of DPMFi securities,
in the presence of other factors of expansion of the monetary base by the National Treasury.
This implies additional problems in the Brazilian case of coordination between monetary
and fiscal policy, due to the trade-off between financial costs and the shortening of terms

in the redemption of government securities through repo operations.

A second explanation concerns the restrictions on the use of the resources of the
Single Account because of its composition of deposit sources, or its inadequate use to
finance primary expenditures (Guardia, 2017). One limitation would be the use of financial
surpluses from sources of funds, usually taxes, which have legal constraints of application,
such as, for example, the constitutional provisions for spending on health and education or
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federative transfers. These linkages would prevent the use of the financial surpluses of the
Single Account for the amortization and payment of interest on government bonds in the

market.

Another problem would be the use of resources from the Single Account to pay
primary expenses to the detriment of the redemption of the public debt. However, there
does not seem to be a rigidity of spending linkages and/or undue flexibility (the so-called
"creative accounting") of the resources of the Single Account that have prevented the
expansion of the redemption of DPMFi in the market, in the period examined. On the
contrary, the evolution of the deposits of the Single Account and, in particular, of the

liquidity cushion,?® would not authorize an interpretation of this nature.

A first observation is that EC No. 95/2016 limited the growth of expenses with
constitutional bonds, even in the areas of health and education, to its update by the IPCA.
It is worth remembering that this Constitutional Amendment removed payments linked to
the public debt from the spending ceiling. Therefore, the significant growth of the Single
Account, at least from 2017 onwards, could not be explained by an excessive rigidity of
linkages that would prevent the use of financial surpluses to accelerate the redemption of
DPMFi bonds. In addition, the control of primary expenditures provided for by EC No.
95/2016 would shield any diversion of resources from the Single Account for the payment

of primary expenses in favour of public debt payments.

It is evident that undue rigidity and/or flexibility in the use of the resources of the
Single Account could have occurred before EC No. 95/2016 came into force, even with the
legal prohibitions provided for in the Fiscal Responsibility Law (Complementary Law No.
101/2000) and in Law No. 11,803/2008 that regulated the Treasury and BCB relations?®
£

until 2019. However, the evolution of the main movements of the Single Accoun

between 2011 and 2019, indicate that its sources of growth were: 1) operating and foreign

25 The availability of the liquidity cushion of the Single Account was estimated at R$630.5 billion on average
of the resources observed between July 2018 and 2019 (Bassi, 2021).

26A new regulation of the National Treasury and BCB relations came into force with the enactment of Law
No. 13,820/2019. This law provided that the positive exchange rate variations of international reserves would
no longer be automatically transferred to the National Treasury, but to a profit and loss reserve account
intended to cover any losses from exchange rate equalization. This would avoid possible financing of the
Treasury by the BCB. Surprisingly, article 5 of this Law provided that the National Monetary Council could
determine the transfer of the BCB's profit reserves for the payment of the DPMFi. This provision was used
for the transfer of R$ 325 billion in 2020 (Bassi, op. cit.).

27 For more details on the evolution of the Single Account and its main movements, between 2011 and 2019,
see Table 1-A in the Annex.
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exchange profits with international reserves obtained by the Central Bank; ii) gains from
Treasury operations;® and, iii) real interest and other equity variations transferred to the
Single Account. These were the main factors that impacted the growth of its availabilities.
These sources of funds would not have restrictions or a priori links for their use in the

redemption of government securities.

There are no indications, therefore, of a linking of the resources of the financial
surplus of the Single Account and/or a diversion of its availabilities for the payment of
primary expenses of such an amount that would prevent a more aggressive redemption of
government securities in the period considered and, therefore, reduce the growth of the
DPMFi. Everything suggests that considerations of the trade-off between fiscal cost and
term of DPMFi bonds and repo operations - in a monetary policy regime with a structurally
high basic interest rate to combat inflation - have placed obstacles to the joint management
of public debt and liquidity in order to limit the more aggressive redemption of these bonds

in the market (Bresser-Pereira, 2004; Gobetti, 2011).

In short, the dynamics of DPMFi|, DBGG's main liability, had as a central
determinant the appropriation of real interest and monetary adjustment that are levied on
federal government securities in the market. The fall in the real growth of the Brazilian
GDP in the period analysed reduced its contribution to dampen the growth of the
GGGD/GDP indicator. It i1s worth noting that the deterioration of this indicator occurred
with the increase in the availability of the Single Account. Thus, the joint management of
public debt and liquidity faces a constraint: the structurally high basic interest rate. In other
words, even with availability in the liquidity cushion of the Single Account and favourable
conditions in the financial market, the more aggressive redemption of DPMFi bonds is
faced with the restriction of liquidity control necessary for the Selic-target rate to be high

enough to control inflation.

Finally, one cannot disregard, therefore, the financial cost component, resulting
from the management of the DPMFi and which is associated with the control of liquidity
through repo operations, as a relevant determinant for the reproduction of the fiscal
imbalance of the Brazilian State. However, in the discussion of the financial component of

the Brazilian fiscal imbalance it is relatively absent from the debate.

28These operations include, among others, dividend payments from state-owned companies, resources from
privatizations, and payments of interest and principal services by states and municipalities to the Union, see
National Treasury (2021).
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4. Final Remarks

The dominant diagnosis is that the fiscal problem is the main responsible for the
semi-stagnation of the Brazilian economy. The recipe for the resumption of growth would
be a structural fiscal adjustment, focused on the compression of primary expenditures as a
proportion of GDP. In accordance with this diagnosis, EC No. 95/2016 was approved,
which establishes that primary expenditures, including health and education, are only
adjusted by inflation, measured by the IPCA, for at least a decade from its approval in

2016.

However, the growth rate of the economy remained semi-stagnant even with the
approval of the spending cap amendment. Even before the impact of the Covid-19
pandemic, the Brazilian economy continued the trend of presenting anemic growth rates
(Marquetti et al, 2022), casting doubt on the diagnosis of structural fiscal adjustment as a
condition for the resumption of growth. Everything indicates that the problem of the
breakdown of the "growth machine" of the Brazilian economy cannot be reduced to the
fiscal imbalance of the Brazilian State. It is not even possible to credit all fiscal imbalance
to the uncontrolled growth of primary expenditures in the public sector. This article sought
to show evidence that the Brazilian fiscal imbalance has an important financial component,
which acts to contribute to the maintenance and even to the deepening of the imbalance of

public accounts, especially of the Central Government.

In the Brazilian case, the management of public debt and liquidity has a high fiscal
cost due to interest service and other financial expenses.?® This fiscal cost, in turn, expands
the stock of public debt securities in a self-feeding process of deterioration of their
sustainability. In this context, the fiscal adjustment policy - only through the contraction of
primary expenditure - tends to become permanent and of reduced effectiveness, regardless
of the phase of the economic cycle and the financing needs of social policies for the most
vulnerable population. Paradoxically, one of the results of the permanent fiscal adjustment
policy is the compression of the capacity for public investment in economic infrastructure,
especially that of the Central Government (Magalhaes, Rodrigues, Kolai, 2022). In turn,

this hinders the resumption of growth and the increase in the productivity of capital and

2 |For example, the fiscal costs arising from exchange rate management through exchange swap operations,
see Magalhdes and Costa (2018).
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labor, which, in the end, would help to improve the indicators of public sector indebtedness

through the resumption of economic growth.

The high fiscal cost of managing public debt and liquidity in a monetary policy
regime in which the basic interest rate is structurally high, indicates the need for reforms
in its institutional and governance arrangement that reduce the size of this fiscal cost. An
example of the need for reforms is the reduction and possible elimination of the still high
share of LFT in the DPMFi stock, a security that was originally designed to avoid the
dollarization of the Brazilian economy in the period of high inflation in the second half of
the 1980s. One of the implications of the permanence of this bond as an instrument of the
domestic federal public debt is the loss of effectiveness of the monetary policy® that
requires high basic interest rates to control inflation in the target regime, with the increase
in the cost of debt management. Other "anomalies" in the institutional arrangement of
Brazilian public debt management could be cited, such as the centrality of interest rates on
DI futures contracts in the pricing of DPMFi government bonds (Magalhaes, Kolai,
Rodrigues, 2022). These institutional "anomalies" - which have the properties of path
dependence and lock in - have the effect of amplifying the fiscal cost borne by the Brazilian

State, and need to be addressed in a reform agenda.

In short, the evidence discussed here suggests that the equation of the Brazilian
fiscal issue will require an integrated approach, in which there is a countercyclical fiscal
rule for primary expenditures, and that also considers institutional reforms that reduce the
financial cost of managing public debt and liquidity to open the fiscal space necessary for
increasing public investment in economic infrastructure and the financing of social
policies. It does not seem politically feasible and economically efficient to base the fiscal
balance of the Brazilian State only on the compression of primary expenditures. The belief
in expansionary fiscal adjustment has been undone in the economic thinking of developed
countries, but here it remains hegemonic, helping to perpetuate the failure to overcome the
trap of low growth in the Brazilian economy. In this sense, the debate on the replacement
of the fiscal rule of the "spending ceiling" can be an opportunity to discuss and change the

current institutional arrangement for managing public debt and liquidity.

30For a review of the LFT as an instrument of the DPMFi and its economic consequences, including in terms
of fiscal cost, see, as already mentioned, Dornelas and Terra (2021).
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Anex

Table 1-A — Evolution of the Single Account, 2011 to 2019: main movements
(In billions of constant R$: IPCA Dec. 2019)

Main movements

Net | Variation
_ redemption Transfer of Payments Total  Real interest  in stocks
Primary Transfer of o and/or Other and other
Y of o positive result . : : Stock
car  result of the . positive result relocations of  financial equit 0c
securities from the BCB . ; quity
Federal from the BCB . securities in  operations variations
on the . (foreign \
Government (operational) the BCB's of the TN C=A+B
market by exchange) .
portfolio A
TN
B
2011 156 -120 29 0 -65 40 41 77 118 792
2012 136 -201 38 195 -66 46 146 80 226 970
2013 113 -210 42 24 -60 69 -23 75 53 969
2014 -28 -177 28 23 -13 21 -147 77 -70 845
2015 -152 191 82 150 =72 50 249 113 362 1.156
2016 -188 -19 50 135 -69 153 63 124 187 1.231
2017 -131 142 22 0 -154 59 -63 107 44 1.203
2018 -125 21 38 161 -111 165 107 104 211 1.380
2019 -92 42 49 0 -99 168 68 103 171 1.501
Source: BCB.
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