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The centralization of sub-national
debt in the 90’s: a key step for
stability in Brazil

o The evolution of sub-national debt in the 90’s: an unsustainable path

The overall net debt of Brazilian regional governments climbed sharply from 5.8% of
GDP (15% of total public sector debt) in 1989 to around 10.0% of GDP (39% of total
public sector debt) in 1995. The already fragile situation became unsustainable when
inflation declined and interest rates moved up following the implementation of the
Plano Real. The federal government was, then, forced to intervene.

o Centralization and legal enforcement: solving the sub-national debt
problem

In the second half of the 90’s the federal government adopted programs to redesign

fiscal federalism. It assumed part of sub-national debt and provided resources for
regional governments to address their fiscal problems. In return, regional governments
legally committed to series of fiscal targets which guaranteed fiscal responsibility and
fiscal solvency. The legal framework was then reinforced by the Fiscal Responsibility
Law in 2001.

e The fiscal federal pact: a requisite for fiscal and macroeconomic
stability

The assumption of sub-national debt and the injection of resources by the federal
government generated a significant cost in terms of federal debt. The benefits of the
new fiscal federal pact, however, by far exceed the costs: given the right incentives,
the management of regional accounts improved substantially and induced a sharp
reduction of both sub-national and total public debt. More importantly, the commitment
to fiscal solvency became one of the pillars of Brazil's macroeconomic model and
allowed the country to grow steadily in the last years.
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The evolution of sub-national debt in the 90’s: an
unsustainable path

The overall net debt of Brazilian regional governments —including states and municipalities -
climbed sharply from 5.8% of GDP in 1989 to around 10.0% in 1995. The fiscal deterioration
in regional governments contrasted with the decline in the debt of central government (from
18.1% of GDP in 1989 to 10.0% in 1995) and of state-owned companies (from 15.0% to
6.8%, at a large extent due to the privatization of many companies). As a direct
consequence, the weight of sub-national government debt in total public debt increased from
15.0% in 1989 to practically 39.0% in 1995.

The significant expansion of sub-national government debt was a direct consequence of the
continuous generation of primary deficits’ (which averaged 0.5% of GDP in the 1990-1995
period) and of high interest rate payments (1.1% on average).

The 1988 Constitution had set a federalism model in which an important share of tax
revenues were transferred to regional governments from the central government while
expenditures remained at a large extent under the responsibility of the central administration.
States and municipalities, however, adjusted quickly to this new situation by driving their
disbursements up in such a magnitude that their expenditures exceeded their revenues.

This new federalism, therefore, created several problems for achieving macroeconomic
stability as, on one hand, the central government had limited resources to face substantial
obligations and, on the other hand, regional governments were given no adequate incentives
to adopt fiscally responsible policies.

Chart 1: Net Debt (% GDP) Chart 2: Regional Operational Deficit (= Primary Deficit +
45 Real Interest Rate Expnditures) (% GDP)
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In such environment, central government efforts to guarantee fiscal solvency were offset by
regional governments’ lavishness.

Another important fiscal problem was that the relationship between regional government and
regional banks was at that moment guided by political rather than economical criteria. Public
were commonly used to finance local governments.

The already fragile situation of regional (and national) fiscal accounts was, then, negatively
impacted by the implementation of the Plano Real in 1994 as the sharp inflation slowdown
and the upward adjustment of interest rate eroded nominal revenues and drove fiscal
expenditures up.

The situation became, then, unsustainable as an increasing sub-national debt threatened
Brazil's macroeconomic stability and growth outlook.

As a response to this extreme situation, the federal government was forced to adopt strong
measures.

' The primary fiscal result is defined as the difference between overall revenues and primary
expenditures (which exclude interest rate payments).
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Centralization and legal enforcement: solving the
sub-national debt problem

In 1995, the National Monetary Council (Conselho Monetario Nacional, CMN) issued the

Resolution 162 and started the construction of a legal framework to solve the sub-national
government debt problem and to pursue fiscal solvency.

The Resolution 162/1995 created a program to support states’ fiscal adjustment and
restructuration. This program offered resources for the states to refinance their debts. In
exchange for these resources the states were required to:

e reduce personnel expenses;

e privatize and concede some public services to private sector;
e  control state-owned companies;

o fulfill fiscal targets (quarterly primary targets);

e increase revenues, improve tax collection mechanisms, improve expenditure control
systems, improve information on fiscal accounts;

° reduce and control sub-national debt.

As the sub-national crisis refrained from receding and governments’ debt refrained from
moderating2 a new fiscal program was designed to tackle fiscal problems. This new program
was officially established by the Law 9.496 in September of 1997. The new program built on
that defined by Resolution 162/1995.

The program set by the Law 9.496 contributed to the reduction of sub-national government
debt by conceding an initial subsidy to states and municipalities, by lengthening the term of
their debt, and by cutting financing costs.

In return, the federal government was allowed to assume sub-national debt (which included
regional bonds and any other debt authorized by the Senate). In addition, states and
municipalities committed to series of targets on:

e financial debt as a share of net revenues;

e  primary fiscal results;

e  public servants expenditures;

e revenue collection;

e  privatization and public services concession, and a management reform;
e investment expenditures as a share of net revenues.

25 out of 27 States ended up requiring a Programa de Reestruturagao e de Ajuste Fiscal
(Restructuration and Fiscal Adjustment Program). Only the states of Amapa and Tocatins
did not do it.

The legal framework to ensure fiscal solvency in Brazil was later on strengthened by the
implementation of a Fiscal Responsibility Law, in May of 2000. Among other things, this law
consolidated the use of primary surpluses to guide fiscal policy, banned refinancing and debt

2 At some extent due to the implementation of the Plano Real (meaning lower inflation and
higher interest rates), the sub-national debt increased from 10.0% of GDP to around 13.0%
in 1997 (and 14.4% in 1998).
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postponement practices, set limits for public servants expenditures (50% of net revenues for
the federal government and 60% for states and municipalities), adopted severe penalties for
not fulfilling established goals, required an authorization for sub-national governments to get
credit loans and to issue bonds, restricted credit operations between sub-national
institutions.

The fiscal federal pact. a requisite for fiscal and
macroeconomic stability

The assumption of sub-national debt by the federal government and the supply of resources
to regional governments had a cost around R$ 300bn between 1994 and 2001 (which
represents a yearly cost of 4.1% of the Brazilian GDP from 1994 to 2001 or, from a different
perspective, 23% of 2001 GDP). This cost helped to drive federal net debt from 9.6% of
GDP in the end of 1993 to 30.2% of GDP by the end of 2001 and overall public sector net
debt from 33% to 48% in the same period. The injection of resources into public banks and
the recognition and the officialization of previously hidden (out-of-balance) liabilities also
were very costly (R$65bn and R$63bn, respectively, from 1994 to 2001) and helped to
explain the debt dynamics in the period.

In spite of its high cost, the new federal pact was certainly very positive. It induced a i)
reduction of sub-national governments’ personnel expenditures from 68% of net revenues in
1998 to 53.9% in 2009 (Chart 3), ii) a decline in the ratio debt /net revenues from 2.2 to 1.6
(Chart 4), iii) a 37% real increase in revenues collected directly by regional governments,
which excludes transfers from federal government (Chart 5), iv) an upward trend in
investments as a share of net revenues -after an adjustment period- from 2003 onwards
(Chart 6), v) significant sales of assets (11% of net revenues in average in the period 1998-
2000) at a large extent due to privatizations and concessions to private sector (Chart 7), vi)
sharp reduction of the credit funding, from 25.6% of net revenues in 1998 to 4.7% in 2009
(Chart 8), vii) a substantial drop in gross funding expenditures, from 38% of net revenues in
1998 to 12% in 2009 (Chart 9), viii) a very positive evolution in terms of generation of
primary results (Chart 10), and a 6.5% real drop of sub-national debt stock (Chart 11).

Chart 4: Regional Governments - Debt / Net
Revenues Ratio
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Chart 5: Regional Governments - Revenues
(excludes transfers from public institutions) (R$
millions as of 2009)

Chart 6: Regional Governments - Investment / Net
Revenues (%)

20
300.000

250.000 16
14
200.000 12
10
150.000 8
6
100.000 .
50.000 2
0
0 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Source: National Treasury Source: National Treasury

REFER TO IMPORTANT DISCLOSURES ON PAGE 7 OF THIS REPORT Page 4



I BBVA

Economic Watch
Madrid, April 17, 2012

All these improvements / advances are behind the steady decline of both sub-national and
overall public sector net debt. As the Chart 12 shows, the debt of states and municipalities
dropped from 17.6% of GDP in 2001 to 11.5% in 2011 and the overall debt of the public
sector moved down from 52.0% to 36.4% in the same period.

The public sector debt profile also improved significantly as a consequence of the changes
introduced during the government of Fernando Henrique Cardoso: the average term of
federal bonds increased from 4 months in the end of 1996 to 32 months in the end of 2011,
the share of both dollar-denominated and SELIC-linked bonds in total bonds dropped from,
respectively, 29% and 53% in 2001 to 0.6% and 32% in 2011 while, on the other hand, the
share of fixed interest rate bonds increased from 7.8% to 35% in the same period.

Chart 8: Regional Government - Credit Funding /
Net Revenues (%)

Chart 7: Regional Government - Sales of Assets /
Net Revenues (%)

16 1 304
14 25 4
12

20
10
8 15
6 101
41
21 5
04 0

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Source: National Treasury Source: National Treasury

Chart 9: Regional Governments - Gross Funding
Expenditures / Net Revenues (%)

Chart 10: Regional Government - Primary Surplus
(R$ millions of 2009)
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Another clear sign of the progress made in fiscal terms the last years was the recent
classification of Brazil’ sovereign debt as investment grade by all the main rating agencies.

. 0,
Chart 11: Regional Governments - Debt Stock (R$ Chart 12: Net Debt (% GDP)
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The commitment to fiscal solvency -evidenced among others by the fiscal federal pact
agreed in the end of the 90’s and reinforced by the Responsibility Fiscal Law in 2001- is one
of the three pillars of the macroeconomic model Brazil has been adopting for more than a
decade now (the other two pillars are no-tolerance with inflation and exchange rate
flexibility). It is, therefore, a fundamental piece to understand why the country has been able
to accelerate GDP growth while keeping inflation under control and reducing interest rates.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao
Vizcaya Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report
and are subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other
instruments, or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been
obtained from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no
warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct
or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of securities or
instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should
be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can
involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the
amount of initial investment and, in such circumstances; investors may be required to pay more money to support those losses. Thus, before
undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks
implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited
or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party
account in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies
related thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or
instruments or related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies

to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary
trading and investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of
this document may be (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written
consent of BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or
entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant
jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion
order”), (ii) are persons falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial
promotion order, or (iii) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of
the financial services and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant

persons”). This document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons.

Any investment or investment activity to which this document relates is available only to relevant persons and will be engaged in only with
relevant persons. The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues
obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment
banking business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
number 0182.
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