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No one woul d di sagree that a strong, effective judicial system underpins
successful denocratic governnment. It is also crucial to business growh in
mar ket -ori ented econom ¢ systens. |In order for business to prosper, contracts
need to be honored, property rights nust be respected and a stabl e business
environnment-socially as well as economically and politically-needs to be

mai ntai ned. I n many new denocracies, the lion's share of attention goes to
how to structure the executive and | egislative branches, but the inpact of
the judicial branch on business and denocracy cannot be overstated.

Brazil offers a good example of how the judicial systemis failing to support
busi ness and comi ng dangerously close to underm ni ng denocracy. Lega

di sputes, which have increased dramatically, drag on for years without

resol ution, raising costs for businesses and increasing uncertainty for
investors. Instead of solving problens, the | egal system prolongs them The
crimnal justice system neanwhile, is bogged down, and crimnals-both white-
collar and violent offenders-have little fear of effective punishnent.
Criminality is ranmpant, and police-backed death squads roamthe streets of
Brazil's major cities, calling into question the extent of civilian contro
over this vital institution

On the broader nmeasure of how the judicial systemaffects the econony and
facilitates econonic reforns, Brazil also cones up short. The Wstern

Hem sphere's second nost popul ous nation, Brazil has |ong been a | odestar for
foreign investnent in Latin Anerica, offering a |arge narket and a weal th of
natural resources. However, the |legacy of a mlitary dictatorship, which
ruled Brazil from 1964 until the m d-1980s, has resulted in the weakening of
the nost inportant denocratic institutions, especially the Congress and the
political parties. In addition, the | egacy of nationalistic, statist economc
policies adopted during the dictatorship continues to undern ne econom c
stability. Now, Brazil has begun to nove in the right direction, gradually
opening up its economy to conpetition and market forces, but nust do nore to
restore its star to its original luster. Broader reforns-such as of the
political systemand the constitution-are currently being debated.

Today, events suggest that Brazil faces an institutional crossroads that
could turn the judicial systemaround. Both the executive and | egislative
branches have been rocked by recent, well-publicized political corruption
scandal s inmplicating some of the country's highest officials, including
Presi dent Fernando Collor, who was forced to resign |ast year, as well as
cabinet ministers and congressional |eaders. The ability of the news nedia to
unearth these scandals and the public's reaction of disgust attest to a new
climate of intolerance with the corrupt, "business as usual"™ politics of the
past. The fact that politicians will now be held to a higher standard points
to a deepening of denocratic culture in the country despite its many
problems. If Brazil's judicial structure can be nodified to address these
probl ens nore effectively, dempcracy will have a nuch better chance at
surviving over the long term

The Courts' Managenent Crisis
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Despite structural inprovenents effected under the 1988 Constitution, the
judicial systemis undergoing one of its npst serious crises ever. The courts
are extrenely slow and fail to provide the parties to a lawsuit with

expedi tious solutions. The sl owness results fromthe significant increase in
the nunber of cases filed during the last five years, especially in the
federal and |abor courts, and from poor managenent. The problemhas little to
do with the structure of the system which is actually fairly nodern, or its
procedural rules, which are adequate. In short, the system does not need
extensive restructuring, but it does need major inprovenents.

One constitutional change has contributed to the big increase in court cases
over the last five years. The new constitution contains nechani sns-1ike the
collective wit of mandamus and the acédo direta de inconstitucionalidade (a
lawsuit to declare a | aw unconstitutional)-that enable unofficia

institutions (e.g., associations, |abor unions) to contest the actions of the
executive branch, Congress and other official entities. This provision
designed to restore citizens' right to petition their government in the wake
of the mlitary reginme, has pronpted these groups to attenpt to use the
courts to block actions to which they are opposed. It also can be exploited
by groups opposed to the refornms necessary to nodernize Brazil's econony.

The court battles over privatization reflect this trend. Numerous di sputes
have been raised with respect to issues such as the valuation of state-owned
conpani es, the sectors that should be opened to foreign participation and the
proper allocation of the revenues fromthe sale of state firms. Such disputes
explain, at least in part, why privatization has proceeded slowy in Brazil

Al ong the same lines, conpanies that are likely to be negatively affected by
proposed reforms, such as those in a sector enjoying protection fromforeign
conmpetition, can petition the courts, knowi ng that, at the very |east, they
can delay the proposed refornms while the courts reach a deci sion

Brazil's chronic economic instability also accounts for the increase in the
vol ume of court cases. Each of the successive econonic plans enacted by the
federal governnent between 1986 and 1990 conpl etely changed the rul es

regul ating the adjustnment of financial obligations for inflation, which
sonmetinmes varied fromone obligation to another. In a country with a nonthly
inflation rate ranging from 15 to 80 percent, the adjustnment of obligations
for inflation may deterni ne whether a business transaction is feasible or

not. The confusing rules enacted as part of these econonic plans has resulted
in an enornous nunber of disputes between parties with different
under st andi ngs on how to adjust a certain obligation for inflation

Al t hough the volunme of court cases pending today is extrenely high, the
management of the court systemis still very weak and inefficient. The courts
have not yet designed and inplenented a uniformpolicy and an interna

control systemthat would guarantee nore efficient results. Internal controls
over court clerks, judges and justices are not effective. In general, court
officials work only as many hours each day as they feel are sufficient. It is
common to have two courts in a city, one with a hard-working judge, and the
other with a lazy judge. The result is that one court is efficient and the
other is not. The sanme applies to court clerks. O course, it would rmake no
sense to suggest that judges or justices should have their daily work hours
controll ed.

The nmanagenent crisis also affects crimnal justice and the | aw enforcenent
system which have been extrenely inefficient in effectively prosecuting and
puni shing those who commt a crime. Wth respect to the crininal courts, the
vol ume of cases has al so exceeded capacity, and controls over judges and
court clerks, if any, are also very weak. Consequently, judicial proceedings
are slow and sometines useless. A popular joke in the crimnal courts is the
story of a worman who filed a court case to obtain authorization to have an
abortion because she was raped, but when the court granted her request, her
son was already 10 years ol d.
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The Judicial Systemand the O her Branches

Since the political opening of the m d-1980s, the Brazilian judicial system
as noted above, has significantly inproved its capabilities as an independent
and serious institution. Despite its slowness and inefficiency, it is finally
assunming its responsibility for guaranteeing that new | aws do not violate the
constitution or other statutorially higher |egislation. Reflecting the
growi ng pains of a new denocracy, the executive and the |egislative branches
have passed | aws without first determ ning whether they violate the
constitution or other legal provisions that may be statutorially higher than
the proposed | egislation. However, because of recent court decisions
contesting the validity of proposed |aws, the executive and |egislative
branches are gradually becom ng nore careful with the |legislation they
propose and approve. Exanples of judicial review cases concerning federa

| egislation dealing with new taxes and sal ary adjustnments are described in
the box at the left.

Corruption in the Judicial Branch

Corruption in Brazil not only affects the business clinmate, but underm nes
the prospects for successfully establishing the rule of Iaw. Corruption can
be found throughout government and poses a major threat to Brazil's econony
and denocracy. In the judicial branch, corruption has enmerged within the |aw
enforcement community, due to a |lack of financial support and poor

adm nistration. Police officers are usually poorly trained and are provided
with no ongoi ng educational program In addition, salaries are extrenely | ow,
police precincts are poorly equi pped and the basic equi pment they have is not
properly maintained. For exanmple, it is not uncommon to have police agents
using their own typewiters in police precincts in R o. The sane applies to
all other types of office supplies and basic working tools, such as cars,
weapons, etc.

I nadequat e training, together with | ow sal aries and poor working conditions,
results in an inefficient | aw enforcenment systemthat is vulnerable to
corruption. Crime is not prevented adequately, and the crimnal court system
is unable to punish those individuals who are prosecuted, because nost
crimnal cases start with and depend on a prelimnary police investigation
(inqurito policial).

Controlling the Police

Corruption also results fromthe |ack of control over the activities of |aw
enforcenment agents (military and civil police agents especially). These
agents, of course, have the power to prevent crine and arrest perpetrators;
they al so have a strong sense of self-protection and basically act as if they
were above the law. Some | aw enforcenment officials take the law into their
own hands to protect or avenge fellow policenmen, or performprivately
contracted acts of vigilantism

The Vigrio CGeral massacre in Rio de Janeiro on August 31, 1993, is a sad
exanple of this type of free-handed activity. The day after four police
agents were killed by drug dealers in that area, approximately 30 nen went to
the Vigrio Geral area and randomy killed 21 people. All evidence indicates
that the killing of the four policemen, which triggered such a horrible
reacti on, was caused by bickering over protection nmoney. Clearly, such events
do not reinforce an inmage of the police as protectors of a free society.

Thanks to pressure fromthe nmass nedia and general public indignation, the
state authorities have conducted a far-reaching and effective investigation
which resulted in the arrests of 16 policenen |less than a week after the
event. The evidence obtained thus far indicates that nost of the participants
in this nmassacre were policenen.

http://www.cipe.org/printerfriendly/printpage.php 17/09/2004



Printer Friendly Version Pégina4 de 8

Wiile the Vigrio Geral massacre stands out as the nost horrifying corruption
case, it is unfortunately not the only one that needs to be investigated and
solved. The authorities are not putting the sane enphasis on thousands of
other cases that have not received the same anount of publicity, and that are
still awaiting action at police precincts, prosecutors' offices and courts
all over the state. Much work |ies ahead for those who | ead grassroots
pressure for effective | aw enforcenent.

Corruption in the Executive and Legislative Branches

A simlar effort awaits those who seek to reformthe behavior of policy
makers. The executive branch in Brazil still acts as if the constitution and
existing legislation can be amended at its discretion. Meanwhile, Congress
has yet to assune its rightful role as an i ndependent branch of governnent
responsi ble solely for review ng and devel oping a set of |aws coherent with
the Consti-tution and ained at providing the country with nechani sns for
econom ¢ and soci al devel opnent.

Neverthel ess, the corruption scandals that have arisen since the inpeachnent
of President Collor in 1992 are unquestionabl e proof that the country's
institutions are hel ping consolidate denmocracy, albeit in fits and starts.
Corruption existed in Brazil long before the tenure of President Collor and
his advi sors. However, for the first time in Brazil's history, a corruption
scandal was seriously investigated and the president of Brazil faced

i npeachnent and prosecution. In addition to and as a result of his

i npeachnent, President Collor also had his right to run for public office
suspended for eight years and is today being crimnally prosecuted, together
with some of his advisors.

Some observers have expressed frustration over the fact that President Collor
is not in jail. However, careful analysis suggests that this is al so proof
that Brazil's denocratic institutions are working properly. The Brazilian
Constitution guarantees due process of the |law to anyone who is prosecuted
before a Brazilian court, including President Collor. President Collor
certainly acted wongfully and may have comritted crinmes; the evidence
presented to the public in general by the nmass nmedia seens to be strong
enough to put President Collor in jail.

However, the nedia cannot be the ones to decide. The court of jurisdiction
must review all the charges and evidence carefully before it can determn ne
that President Collor is guilty of a certain crinme or order himto i ndemify
the Federal Union for wongful acts. Based on the investigations conducted by
Congress, lawsuits were filed against himand he has been guaranteed the
right to defend hinmself in these |lawsuits. The fact that soneone in a
position as high as president can undergo an orderly trial denonstrates the
strengt heni ng of government by rule of lawa key element of a denocratic
political system

The Congressnen involved in the budget scandal currently being investigated
by congressional subcomittees are expected to suffer the sanme fate as
President Collor. The evidence collected during these investigations wll
determ ne which of these Congressnen are guilty and shall go to jai

i medi ately and whether or not the allegations reported by the nmass nedia are
true. Although the nedia have a very inportant role in the denpcratic
process, investigating and communicating their findings to the public, such
findings nmust not be accepted as the truth w thout due process of |aw,

guar anteei ng the defendants the right to a full defense and fair trial

External Controls over the Courts
The Suprene Federal Court's decision on the IPMF | aw (see box on p. 24) has

generated a very intense discussion on the need for external controls over
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the courts. Congressnen have been arguing that the Supreme Federal Court
cannot revoke a | aw approved by nore than three hundred Congressnmen. This
woul d be true if the Suprenme Federal Court had not suspended coll ection of
the | PMF to guarantee the enforcenent of one of the nmost inportant principles
contained in the Federal Constitution, which is statutorially higher than a
federal |aw

The Congressmen advocating the idea of external controls over the judiciary,
however, have not defined clearly how such controls would function. Sone
Congressnmen say that the judges should be freely elected, rather than

sel ected through public witten and oral exami nations. Qthers say that the
constitution should create a conm ssion to exercise control over the courts,
wit hout giving details on who should formsuch a conmission or how it should
function. The discussion on the need for external controls over the courts,
however, is still on-going, and such controls are not likely to be included
in the Constitutional refornms to be inplenented within the com ng nonths.

A proposed change in the appointnent of judges (through free el ections rather
than public exans) nay also result in a less efficient court system It is

|l ogical that a judge who is elected (and who may or may not be re-elected)
will be nore vulnerable to the pressures of the mass nedia and nore
interested in being popular than a judge who passed a public exam nation and
cannot be renoved fromoffice other than for serious wongful acts. Such a
nonal i gned judge can nmake | ess biased decisions on the validity of |aws.

Ref ornming the Judiciary

Since the judicial crisis is nore a managerial crisis than anything el se, any
controls should be limted to the managenent of the court system Effective
control s woul d enpower professional nmanagers, rather than judges, to run the
courts. Any controls on the nmerits of court decisions, on the other hand,
woul d probably be a disaster. This type of control is and nust be exercised
by the courts, organized at different levels, so that the parties to
litigation will have the opportunity to have a case decided by two or three
different courts and by several judges and panels of judges.

The Labor Courts of Ri o de Janeiro provide a good nodel for the managenent
refornms that are needed. The Appellate Labor Court, also responsible for the
| ower Labor Courts, recently decided that the courts should al so open to the
public in the norning, not only in the afternoon (as occurs in nobst courts in
the country). Also, the Appellate Labor Court recently began not only to

moni tor closely the productivity of each judge, based on the nunmber of cases
deci ded, but also to question those judges who do not perform adequately. The
Labor Courts of Sal vador decided to assign two judges to each | ower Labor
Court, so that each court could have hearings throughout the entire day, from
Monday t hrough Friday. Wile one judge presided over a hearing, the other
woul d be rendering decisions. The results in these two cases have been very
positive.

The i ndependent rol e assuned by the courts in evaluating |egislation wll
gradual |y reduce the degree of uncertainty in the econom c environnent for
the public in general as well as for |local and foreign investors. The
judiciary's power to block | awmmaking that does not neet constitutional and
statutory standards nmust be left intact, for individuals' wllingness to
invest in a country's econony depends in large part on the clarity of its
| aws.

The managenent crisis in the Brazilian judicial systemw |l not be sol ved
with anendnents to the constitution. The crisis will only be resol ved though
changes in attitudes anpong the executive branch, Congress and the judiciary
and t hrough nore efficient nanagenent practices. These changes shoul d result
in the enactnent of nore pernmanent |aws, decrease the volune of existing
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court cases and process the backl og of pending cases nore expeditiously.
Consol i dating Brazilian Denocracy

In the short-term Brazil's econonmic and political climate will likely remain
turbul ent. Uncertainty, perhaps best synbolized by the country's high
inflation and econoni c chaos, has becone practically a way of life, one to
which citizens and investors, whether this is a good thing or not, seemto
have becone accustonmed. The key issue, then, is whether Brazil wll devel op
the political and institutional nmaturity necessary to consolidate denocracy
and achi eve economic stability.

The | evel of economic health in the country will undoubtedly have a
significant inpact on how effectively other reforns can be inplenmented. The
political opening achieved with the return to denocracy in 1985 has not

noder ni zed the Brazilian econony, which still feels the governnent's strong
presence in nost areas. The preponderance of state-owned conpanies, the
abundance of regul ations designed to protect them and the illusion of being

able to solve the econony's structural problens by quick-fix shock prograns
have contributed to a chaotic econonic situation.

There are encouragi ng signs, such as the growi ng intol erance of politica
corruption and the judicial checks on |egislative overreaching. The rule of
| aw may yet take hold, giving denocracy a firm foundation on which to
prosper. Mbreover, the constitutional review provides a unique opportunity
for the country to inplenent the structural refornms necessary to nodernize
and stabilize its economy, particularly by controlling the reckless public
spending that fuels inflation and by easing the stifling state controls on
| abor mobility and nmarket entry.

It is an opportunity that should not be squandered. Investors have |ong been
willing to overlook Brazil's chronic instability because of the country's
size, the attractiveness of its market and its well-endowed resource base.
However, the dramatic birth of stable denocracies and open, narket-based
economi es in other Latin countries has greatly enhanced their conpetitiveness
and threatens to overshadow Brazil's traditional advantages. |If not renedied,
Brazil's chronic chaos nmay well pronpt investors to | ook el sewhere.

JUDI Cl AL REVI EW AND ECONOM C PCLI CY | N BRAZ| L

While judicial review may signal a stronger judicial branch, it does not
necessarily inply greater econonic stability. The cases presented in this box
show how judicial review has increased econom c uncertainty in two key areas:
sal ary adjustnments and new t axes.

e Sal ary adjustnents-Since denocracy energed in Brazil in the m d-1980s,
the federal government has enacted a series of econom c "shock" prograns
in attenpting to establish macroeconomic stability by bringing inflation
under control. First, there was the "Cruzado Plan" in 1986, foll owed by
the "Bresser Plan" in 1987, "Verao Plan" in 1989 and "Collor Plan" in
1990. However, the wage and price freezes featured in these plans often
have cone into conflict with salary adjustment provisions contained in
federal |egislation.

Wien the Bresser Plan was adopted in June 1987, for exanple, the salary
adjustnent law in effect provided that salaries should be adjusted for

i nflation whenever the cunulative inflation rates within a previous
twel ve-nont h period reached 20 percent. Since inflation was not under
control in 1987 and the nonthly rates were usually beyond 20 percent,
salaries were being adjusted for inflation alnpst on a nonthly basis
(i.e., whenever the prior month's inflation rate exceeded 20 percent).
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On June 15, 1987, the Executive Branch decreed that, as of July 1, 1987,
salaries would be frozen (i.e., the July 1987 sal ari es woul d equal the
June 1987 sal aries). Based on this decree, enployers did not adjust
their enployees' July 1987 sal aries based on the June 1987 inflation
rate. The June 1987 inflation rate, however, was 26.05 percent. Labor

uni ons and indi vi dual enpl oyees began filing clains arguing that when
the new | aw was enacted, the enpl oyees had already acquired the right to
have their July salaries adjusted based on the June inflation rate,

whi ch, they contended, had occurred nostly or even totally before

enact ment of the Bresser Plan's freeze of prices and sal ari es.

After years of litigation and several decisions for both sides, the
Superior Labor Court enacted a Precedent Rul e (Enunciado de Samul a)
establishing that the 26.05 percent salary adjustment as of July 1, 1987
was due. Although this decision may be fair to the enployees, it is
certainly unfair to those conpanies that coul d not adjust their prices
as a result of the Bresser Plan. Now these conpani es face a court
decision ordering themto adjust their enployees' salaries as of July
1987 at the rate of 26.05 percent and to pay all salary differences
accrued as a result thereof over the last five years (the statute of
limtations applicable to enploynent-related benefits is five years).

e New taxes- Anot her recent exanple of judicial review over |egislative
proposal s involves the legislation creating the Provisional Tax on
Fi nanci al Transactions (Il nposto Provisério sobre Myvinmentacdes
Fi nanceiras [IPMF], which is levied on any financial transaction at a
rate of 0.25 percent. The creation of this tax was proposed by the
Executive Branch and approved by Congress, which passed a constitutional
anendnment for this purpose. Immediately after Congress' approval, the
Federal Revenue Service began collecting the IPM-. Little nore than a
month | ater, however, the Suprene Federal Court suspended the effects of
the IPMF law, arguing that, according to the Federal Constitution and
the National Tax Code, a new tax cannot be collected in the sanme fisca
year it was created, but only as of the subsequent fiscal year
regardl ess of the Constitutional Amendnent passed to permit the |PM' s
creation and col |l ection.

BRAZI L' S CONSTI TUTI ON: AN OBSTACLE TO ECONOM C MODERNI ZATI ON

The current Brazilian constitution contains numerous provisions that curtai
the econom ¢ noderni zation necessary to nmake Brazil nore conpetitive. To
their credit, Brazilian | eaders recognize the need for revisions in the 1988
constitution. A constitutional review was recently initiated in the Congress.
Unfortunately, the congressional corruption scandal has absorbed Congress
attention and del ayed the revi ew process.

One najor problemw th the current constitution is that it limts both
conpetition and the growth of the private sector, by restricting foreign
investrment in potentially high-gromh industries, such as mning and
transport, and by guaranteeing state nobnopolies in strategic areas (e.g.

t el econmuni cati ons, petrol eum). Myreover, because of chronic budget deficits,
public investnment in these key sectors has been linmited, resulting in

i nefficiency and technol ogi cal backwar dness.

Ironically, the constitution itself is a source of these deficits. To
decentralize power in the wake of the dictatorship and redistribute wealth to
Brazil's poorer regions, the 1988 constituti on mandated increased federa
revenue transfers to state and | ocal governnments wi thout corresponding cuts
in federal spending. Despite its declining revenues, the federal governnent
remai ned obligated to finance education, health and other public services. In
addition, the constitution nmandated the amount of public spending on these
services; 18 percent of total tax revenues, for exanple, has to be spent on
education. These nandates limt the government's ability to cut spending.
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The constitution's labyrinth of |abor |aws al so exerts upward pressure on
federal spending. An overly generous pension system now covers 14.5 mllion
Brazilians, whose state retirenment benefits now cost about US$6 billion per
year. Wth contributions nuch | ower than outlays, the social security system
is nearly bankrupt. Public sector salaries, neanwhile, now account for 11
percent of the governnment budget, reflecting the bloated payrolls of state
enterprises and an unrealistic mninmmwage. The national m ni num wage, in
fact, ignores regional economc diversity, forcing many enpl oyers, especially
in Brazil's poorer northern regions, to recruit workers through the inform
sector. The constitution and other |abor rules make enpl oyee dism ssa

cunber sonre and expensive. The result of the various |abor provisions is a
rigid labor market that discourages investnment and raises costs, for both
public and private enpl oyers.

Brazil's chronic high inflation can be attributed to high public spending,
but the current constitution limts the federal governnent's ability to cut
spendi ng. The governnent's debt interest payments consumed 17 percent of its
budget | ast year; coupled with the spending mandates, Brazil faces grim

alternatives to budget cutting, like increasing the noney supply or borrow ng
at high, short-termrates. Wthout constitutional revisions that all ow
responsi bl e federal spending, Brazil is unlikely to bring inflation under

control, perpetuating a climte of economc instability.

Printed from http://ww.cipe.org/publications/fs/ert/el0/front-4.htm

http://www.cipe.org/printerfriendly/printpage.php 17/09/2004



