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I. Key development issues and rationale for Bank involvement 
Although Rio Grande do Sul has social and economic indicators that position it as one of the leading states in Brazil, its recent performance leaves it as a lagging state among its peers. The state Gross Domestic Product (GDP) per capita is estimated at R$ 27,514; 121.2 per cent of the national average. However, from 2002 to 2012, the state has had an average growth rate one percentage point below the national average (2.6 % vis-à-vis 3.6%). Contributing to this situation, there are two acute and interconnected problems: water resources management and structural fiscal deficiencies. These two problems reinforce each other in a vicious cycle. On one hand, flooding and droughts causes higher GDP volatility, which in turn causes state revenues to fall and expenditures to increase. In addition, the unresolved water problems prevent the state from taking advantage of a major source of potential growth (higher productivity in the production of corn, soy and beans), which would increase its revenues on a permanent basis. This would also stabilize the incomes or poorer rural residents. The downward pressure on revenues and upward pressures on expenditures caused by the constant flooding and droughts episodes just add to the structural fiscal problems that limit the state ability to invest and to provide good quality public services. The fiscal problem is therefore impeding the investment the state would need to make to provide water regulation services. It also is cause to the lack of the resources demanded to carry out or bring the private sector to promote the investments needed to expand irrigation in the state.
The main water resource problem is the concentration in time and space of high rainfall, which leads to pervasive episodes of alternate flooding and severe droughts. In the last decade, drought episodes were recorded in five years. In 2011 drought affected 1.8 million people, with the majority of the State being affected by the declaration of a drought emergency through March 2012.  Potential for irrigation to mitigate problems related to droughts is high. The geography of the State is favorable for the implementation of irrigation programs: rivers with high volume, irregular but high rainfall and adequate soil for mechanized crops. In fact, irrigation has been practiced in the State for more than 30 years and has led Rio Grande do Sul to be the main rice producer in Brazil. However the irrigation potential has not been tapped, due to: lack of hydro-meteorological and piezometric information, as well as on water quality; poor coverage of waste water treatment causing water pollution; ineffective systems for granting water resource rights leading to growing conflict between users and multiple uses  of water resources.
On the fiscal front, Rio Grande do Sul has been constrained by high debt, low ability to mobilize revenues and a high demand for public expenditure. As a result, the state faces decaying public services and is unable to invest. The investment ratio in the state is the lowest among all Brazilian states since own revenues are used almost entirely to pay for current expenditures and its high debt levels prevents it from borrowing widely. The low ability to mobilize revenue is explained by relatively high exports (exempt from tax under federal law), lower ICMS (Imposto sobre Circulação de Mercadorias e Serviços) tax rates than other states, especially in high revenue generating sectors and the extensive use of tax incentives. On the expenditure side, the higher demand is explained by higher[footnoteRef:1] budget earmarks, high debt level and aging population. [1:  For example, in RS 35 percent of the state revenues is earmarked to education while the Federal Constitution requires an earmarking of 25 percent.] 

II. Proposed Objective(s)
The purpose of this proposed operation is to strengthen fiscal management to increase fiscal space and support government’s effort to make progress towards sustainable irrigation and integrated water resources management. In order to do that, the loan will help the state devise and put in practice policies and tools to manage water supply and demand. The policies supported by the proposed operation are fully in line with the Multi-year Plan (PPA). The Program Development Objective (PDO) of this operation is to strengthen fiscal management to increase fiscal space and to support government’s effort to make progress towards integrated water resources management. The PDO is fully aligned with the Government’s strategic objectives.  Specifically, this proposed operation will contribute indirectly to three other government’s objectives, which are: to raise the rate of growth of employment, income and investment; to promote regional development and to improve life quality and eradicate extreme poverty.
The expected result from this operation is an increase in fiscal space which would be used to increase public investment and to improve service delivery especially in the water and irrigation sectors. This increase in fiscal space would be obtained through an improvement in tax collection efficiency, expenditure savings without cutting back government services provision and better management of contingent liabilities. These measures would benefit all state citizens, but in particular those that are more dependent on government services. From the water resources management pillar the expected results are a reduction in the impact of drought episodes on agricultural production. This will be sought through expansion of irrigated agriculture and integrated water resources management. The direct beneficiaries of this pillar would be small and medium farmers who have not been able to afford irrigated agriculture tools.
III. Preliminary Description

The proposed operation is a single tranche Development Policy Loan in the amount of US$280 million to the Brazilian State of Rio Grande do Sul (RS).  The operation is structured around two pillars: a fiscal pillar and a water and irrigation pillar.
Pillar I. Strengthening Fiscal Management to Increase Fiscal Space.  The common theme of the fiscal pillar is to increase revenues and promote expenditure savings, augmenting the resources available for increasing investments. This pillar supports policy actions that aim to increase revenues, not by increasing tax rates or cutting tax expenditures, but by improving the state collection efficiency. On the expenditure side, this pillar supports policy action that seeks to generate expenditure savings. These savings can be obtained in the short term, for example through actions on procurement policy, or be obtained more in the medium and long term through actions on costing and contingent liabilities. In the short term, expenditure savings opportunities are sought focusing on inputs and processes, while the long term actions aim to lay the foundations for a more comprehensive approach, wherein output and outcome information would be taken into account.
Pillar II. Irrigation and Water Resources Management. The irrigation and water resources management pillar have the objective of promoting sustainable irrigation and strengthening the State Water Resources Management (WRM) System. It supports policy actions that promote adequate strategic planning for sustainable irrigation aimed at generating income and economic development. From the water resource management perspective, it supports policy actions that strengthen water resource institutions, planning and tools, enhancing integration among the water resources management system and its multiple users.

IV. Poverty and Social Impacts and Environment Aspects

Poverty and Social Impacts
The policy actions supported by this operation are expected to have a positive impact on poverty as they will contribute to fiscal sustainability, foster social accountability and improve water management with potentially positive impacts on agricultural production. The PSIA focuses on the expected distributional impacts of policies supported under Pillar 2 – Irrigation and Water Resources Management. The assessment relies on the analysis of secondary data and on the outcomes of public consultations previously held by the State of Rio Grande do Sul with key stakeholders.  Overall the combined social and economic outcomes of these policies are expected to be positive for the poor and vulnerable population in most deprived rural areas and to impact positively the state economy and state revenues.
The sustainability of agricultural production and the increased resilience to climatic events are the main expected impacts of the policies related to Irrigation and Water Resources Management. The sustainability of agricultural production is, conceived of as essential to the state economy and to increase state revenues and its investment capacity. The main objective of these policies is to increase the resilience of small, medium and large agricultural producers to climatic events (cyclical and seasonal droughts). This goal will be reached by stimulating the increase of water supplies within rural properties, and fostering the use of irrigation systems, having as consequences higher productivity and more sustainable production. It will also be reached by reducing water use conflicts in consequence of more participatory and transparent decision-making processes with regards to water resources management and, consequently, enhancing social accountability and control on the implementation of water resources management plans. 
Combined, the police actions address four of the eight main constraints to the expansion of irrigated areas in the state. They are related with: the processes of licensing and granting rights of water use, the access to credit, the fostering of on-farm water storage facilities, and the technical assistance available. In addition, increased productivity and sustainability in the main state crops are expected to contribute indirectly to the sustainability of the urban economy of small and poor municipalities, where the retail market and the service sectors heavily rely on the income of the rural population to expand their sales and earnings.
The pro-poor distributive effects of these policies can be demonstrated by some features of their built-in system of subsidies, and the potential impact in the livelihood of small family farmers. On the one hand, these policies will favor small rural producers with larger subsidies. Under the “More Water, More Income” Program there are differences between the financing conditions for small, medium and large producers. The first will receive subsidies equal to 100 percent of the first and last tranche; for the second and the later, these subsidies are reduced to 75 and 50 percent of these tranches, respectively. These policies are expected to have a larger positive impact on the livelihood of the small family farmer than on the incomes of medium and larger farmers. The small producers have less capital as well as access to credit for expanding water reservation and irrigation systems in their lands. They are also the most vulnerable to climatic events as their assets and savings are comparatively smaller to face the losses in dry years. Additionally, and due to the agricultural calendar year, the period of harvesting of their main crops extend over the dry season, and are most dependent on the availability of water during it. Consequently, their earnings and recovery capacity are the most impacted by cyclical droughts. An estimate of the positive economic impact of these policies can be drawn from comparing maize production (one of the main crops sowed by small family farmers) in dry lands and in irrigated lands. Recent assessments point out relevant differences in productivity per hectare: for years with favorable weather conditions, the gap in favor of the irrigated areas equals 49 percent; whereas, in years of shortage of rainfall, this gap widens to 90 percent. Furthermore, financial returns drawn from irrigated plots are 68 percent higher than from dry lands in years of favorable weather conditions and this rate rises to 162 percent in years of shortage of rainfalls. 

Environment Aspects
No significant environmental impact is expected from Pillar I, while positive impacts are expected from the policy actions supported under Pillar II. The State Irrigation Policy Law is focused on integrated WRM at the river basin level and establishes a statewide Master Plan for Irrigation in the Context of Multiple Water Uses in Rio Grande do Sul prepared in coordination and with participation of the state’s water resources and environmental entities. The policy also establishes that all irrigation programs in the state should be made compatible with its principles and objectives including sustainable use and management of water resources and soils for irrigation. The water resources management actions will strengthen the capacity to manage water resources while improving the knowledge on water quantity and quality for its multiple uses. Further assessment of the environmental impacts will be carried out for ROC stage.
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