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•
SUMMARY AND RECOMMENDATIONS

1. IDRROWER AND EXECUTING AGENCIES: The Borrower will be the Central
Bank of Brazil, which, will alsq be the principal
executing agency., Other executing agencies are the
National Development Bank (BNDE) and the Federal
Savings Bank (Caixa Economica).

I~ ",

'i.

2. AMOUID' OF LOAN:

Not to exceed $15.0 million, with a 4o-year repayment schedule
including a 10-year grace period, at 2i during the grace period '
and 3'fo thereafter. The 'entire amount of the loan, ,with the
exception of a portion of the technical assistance component,
will be for local currency. (See Annex IV" Exhibit A, for
justification of the local currency portion of·the loan.)

.'

..

'"

3. RJRPOSE: " .

The purpose of the proposed program is to assist the GOB in its
effort to provide reasonably priced long-term financing to the.
private sector, through the developnent of Brazil's Capital Market
instruments and institutions.

CRUZEIRO-OOLLAR CONVERSION TABLE

4. OBJECTIVES:
,.'
t
"

.. r:.
I'
'I,

>'

I,.,
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NCr$ 1.067/$
NCr$ 1.908/$
NCr$ 2.200/$
NCr$ 2.658/$
NCr$ 3.39 /$
NCr$ 4.08 1$

Cr$ 4.67 1$
Cr$ 5.11 /$

1964
1965
1966
1967
1968
1969
1970
1971 (Jan. l-May 3)

Source: Getu1.io Vargas Foundation, ConJuntura. Economica

(Weighted average annual exchange rates)

The objectives of the proposed program are to provide incentives
(1) to investment banks to perform the function of underwriting
corporate securities at a fair price and in a responsible manner,
(2) to the Brazilian firm to refinance itself at competitive
costs and in a rational manner by selling its securities 1n



- ii -

Brazil's Capital Market, and finally (3) to Brazil's individual
and institutional investors to buy long-term debt and equity
securities, placed in Brazil's Capital Market, that merit
investor confidence and are tailored to his needs.

5. DESCRIPrION OF PROJECT:

The local currency equivalent to $12.5 million of the AID loan will
be utilized to assist the Government of Brazil in establishing a
revolving Capital Market Development Fund (FUMCAP) within the
Central Bank of Brazil. The Fund will have an initial cruzeiro
capital input equivalent to U.S. $50 million. The funds of FmiCAP
will be repassed by the BNDE and the "Caixa Economica" to authorized
investment banks. In addition, a technical assistance program of
up to $2.5 million is proposed to develop and strengthen the private'
and public institutions in Brazil's capital markets.

Under the proposed progrlilJll FUMCAR will provide reasonably priced
credits to investment~banks to assist them in financing the "firm
offer" underwriting!t of long-term industrial bonds and shares, so
as to enable Brazilian Corporations to finance their expansion with , .
optimal amounts of reasonably priced long-term debt and equity funds.
In order to minimize the risk of "firm offer" underwriting for the
investment bank, FUMCAP will also provide credit for "price
stabilization" operations. These credits will be available to
support the price of shares underwritten with roMCAP credits but
only up to the level of the 'foffering price". Such credits should
have the effect of offsetting specula.tive trading activities during ,
the placement of new issue ancl. shortly after. Lastly, PUMCAP will,
provide credits to assist investment banks in developing a stable
and active secondary market for corporate bonds, in order
to assure a reasonable degree of liquidity for these instruments.

Special regulations, to-be administered by the Capital Markets
Division (GEMEC) of the Central Bank, will apply to the corporate
issues financed through PUMCAP. Such regulations will require
improveidisc1osure on the part of issuing companies and establish
certain controls over the distribution and trading of the securit1,es,
thus providing increased protection to the, bUYing pUblic. The GOB,
will also adopt the necessary financial and regulatory incentives
to assure an individuaJ., as well as an institutional 'market for such
issues.

!I "Firm Offer" underwriting entails the purchase by an underwriter
at sight and f!,t an agreed upon price of a firm's securities;, and,
the assumption of the risk of Public PLacement of such securitie~

by the underwriter.
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6. FINANCIAL PLAN:

The total. cost of the proposed FUMCAP program is equivalent of \.
$60 million. This includes the $50 million FUnd for Capital Marke~
Development (FUMCAP) which will be capitalized 5C'1fo by the GO! .
($12.5 million from the BNDE and $12.5 from the National SaVings
Bank) and 5Cf1, by the AID and World Bank loans. In addition it
includes an allocation of the equivalent of $7.5 million from the
"twoJ.step principal" funds, for "price stabilization" and 'liquidity;'
credits, in support of the FUMCAP operations. Finally, it include~.

a technical assistance program of up to $2.5 million, financed under
the AID loan. With the exception of the latter program, which is
expected to be a dollar cost program almost entirely, the AID loan
w:Lll be disbursed in cruzeiros. The resulting financial plan is as
follows:

"

.., ,
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FINANCIAL PLAN
(In Millions, of US$)

USES- AID- IBRD

GOB
2-step

SOURcm
.Total

Principal
Agents

'" 1/

Underwriting Credits
.Price., Stabilization

and Liquidity Credits
Technical Assistance

12·5 12·5

7·5

7.5

50.0

7·5
.~

'. 60.0-~

..
""~,

'i.~·, '•
tt~ ,

.',',,
"I',',
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l'
.1,
~'
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AJ.1 statutory criteria have been met. See Annex ill.

8. STATUTORY CRITERIA 1

With the exception of the IBRD, which has a loan of US$12.5milliori
under consideration, no other international lending agencies have
expressed an interest in this project. ·Due to the nature of this
proj ect, no other US or free world financing is believed to be
available for this project.

r
I

O'I'H]R SOURCES OF FUNDS:7.

/

9. VIEWS OF COUNTRY TEAM:

One of the four "Great Priorities" listed in the GOB's -~iannuaJ. .-Polan .
is the strengthening of the Competitive Power of the Nation's Industry". !I

!/ "Metas e Bases para a Apo do Governo", September 1970•.
The other three "Great Priorities" were (1) Efiucation and Health
(2) Agriculture and (3) Science and Technology

, "



- iv -

The !lan provides for specific actions in pursuance of these
priorities, which - for the industrial sector - includes:
"The perfection of the rules governing the opening of corporate
capital, with the double objective of improving the financial
structure of the business system and of intensifying the public's
participation in the capital market".

"'.

'.'

'" (,.

'l

.J
The proposed FUMCAP program is considered timely and opportune 0

The GOB has, since 1964, indicated a strong.interest in developing
the capital market as a means of stimulatllgindustrial growth. It .
has adopted a number of fiscal and regulatory measures and brought
about several institutional reforms in recen'li years, in pursuit of
this objective. It has already succeeded in creating confidence
and considerable public interest in its present system. The Country
Team views the FUMCAP proposal as a logical sequel to AID's previous·
assis'ball':i;; through Brazil's intermediate credit institutions, which
provided substantial sums of medium and long-term Credit to Brazilian
industry.

With respect to the portion of the loan ($12.5 million) reserved for
:FlJMCAP, AID will reimburse the Central Bank for disbursements made by
the B.'IDE and the Caixa Economica in accordance with the program criteria. "
The Mission 'Hill also consider direct disbursements to the Cent~l Bank
rather than the reimbursement approach J.f the Central. Bank so requests. AID
disbursements to the Central Bank will be made on a·~ passu basis
with the GOB contributions and, if possible, on a matching basis with·
the IBRD. The disbursement procedures applicable to the portion of,
the loan reserved for technical assistance will be worked out after
the program is negotiated in detail, and before loan funds are
expended for this purpose.

The Country Team feels that the .fl'UMCAP program will assist the
GOB in improving the capital structure of the Brazilian firm by
prOViding reasonably priced long-term debt and equity financing
to the private sector. 'Fhe development of an efficient Capital
Market will also allow the public to ]6rticipate increasingly in
a growing industrial sector. Such participation should in turn
have the positive effect of improving corporate management and
widening public acceptance of private enterprise.

10. WAN .A.I:!IDf.[STRATION:

11. RIDOMMENDATIONS:

On the basis of the conclusions of the Capital Assistance Committee'
that the project is technically, economically and financially

UNCLl\SSIFlED I
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Ca) Provide evidence ot the est&blisilleDt ot ItII:AP pul'IIU8Dt to
a decree signed 'by the President.

Cb) Sulait a ccapleted Opel'atioDal MI&D1Bl tor lQtCAP, satisfactory
to A.I.D.

( c) Provide a t1ae-phued operatiODa1 plan "for the implementation
ot the WJEAp progrg, together with evidence ot the adld.n1strative and
technical capabUity at the divisions in each of the executing agencies to
pertoI'm its usisased f'lmctions, sati.factory to A.I.D. '

(c) Develop Ca) a list ot regulatory ...ures, 1ne1udlDg a ~i(l1mum
set ot accounting principles and auditing standards, adeCl'Bte rules" relating
to bona fide distributions, and appropriate requirements ot disclosure, and
(b )-;:-:[1ae-libased plan tor tuJ"ther s~ ot adcl1tional. regulatlO118 ne~
tor the develo}'aellt ot a sOUDd eapit&1 .net in BruU, said llst; aDd plan
to be approved b7 A.I.D. '

( lil) Prior to disbure__t tor TechD1ca1 AssiBtuloe PJtosn-.
Borrower to fUmish a'deta11ed tbae-pHd 1IIp1.-tat1m plan tor

the exeeutloa ot the tecbDica1. ..si8taDee portiOD ot tbe lou. Sueb
p1.u to 1nc1u4e <a) a plD, tor the onraU e4II1n18tNt:lOD IIDd

Justified, ,1t is rec~ded that 1& loan to the Central Bulk ot
Bruil in an .-aunt not to exceed $15 ll1llion be authorized subject
to the tollowing terms aDd conditiona: '

a. Interest and Rel!Q!ent Terms

The Borrower stall repay the loan to AID in U.B. doll.ar8 vithin
. torty C40)~ troo. the tirst dlsbureell&Dt uDder the lOU, 1IIcl'ldiD8

a grace period ot DOt to exceed ten (10) yean•. '!'be, Borrowr sh&1l
~ to A.I.D. in U.B. dollars on the disbursed '-lance ot the loan
interest ot two (2) percetlt per azun. during' the grace period and three
<3) percent per 8IDl\a thereafter. ,

, "

b. Other '!'ems aDd Conditions

( i) Prior to the execution ot the loan: .

( a) Borrower aDd AID to agree on a t:lae-pbased' iaplelleDt&tiOD "
plan tor technical usistance, to be included in the Project Description
ot the Loan Agreelaellt.

" ,

(b) It the IntematioDai. Bank tor ReCOll8tnac1iion IIDd Develo~nt
has not executed _ asre_ent vith the Borrower, satisfactorj to AID "
prior to the date vben AID and Borrower are prepared to execute a" LoaD
AgzuaeDt, said LoaD Agre.eDt not to be executed v1tbout the prior
vr1tten approval ot the Deputy United States Cool"d1lW.tor ot tbe A111azice
tor Progress. "

( ii) Prior to dfsbun~t to, the capital, Market DevelOllDent l'\md~
Borrower slBll: '

f, '
~.r· .

,I'-.
~..:

.. :.;'
1,
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coordination of the program; (b) a, description of· each major '
e1ement of the TA program; ( c) a description of the agency or
entity responsible for the execution of each major element of
the program; (e) evidence of the organizational and technical
capabUity of such agency or entity' to carry out its respons1'
bU1ties and function under the prog., aDd (e) a financial
plan, shoWing breakdown.b7 dollar and local currency costs •

•
I

~

I
t'
'i

Capital Assistance Comm1ttee

.. I
i~ '

,r',.

"I"
I ~.
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Chairman
Economists
Financial Analysts
legal Advisor
Advisors

Donald Pearson/. CDIB
K.Fedor I J .Braga/N.•Snva, PREP
T.McMahon, A.lmlholland, COOT
E.Seiff', UJS·
J •King, L.F1sh, B.Meca, CDIS

•

Project Coordinator

G. Regl.na1.d Van Raalte
Dep. Assistant Director for

Capital Developnent & IDdustry

.ur:::B. Johnson, As~·t. Director :J
for Capital Development & Ind. :,1

, 'I
W:Ul1am A. Ellis, Director of ,.I •
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June 10, 1971
SECTION I: NATURE OF THE PROJECT

A. Description of Activity

1. Description of the Project

The local currency equivalent to $12.5 million of the A.I.D.
loan willbe.utilized to assist the Government of Brazil (GOB) in
establishing a revolving Capital Market Development Fund
within the Central Bank of Brazil. The Fund (hereafter called FUMCAP)
will have an initial cruzeiro capital input equivalent to US $50 million,
including a proposed IBRD loan of $12.5 million, and a matching con
tribution of the equivalent of $25 million from the GOB. The remaining
portion of the A.I.D. Loan (up to $2.5 million) is set aside to finance.
a technical assistance program related to the objective of developing
and strengthening the private and public institutions in Brazil's
capital market. This latter program is described in Section I.A.4
below.

Under the proposed program, FUMCAP will provide reasonably
priced credits to eligible investment banks, to assist them in
financing the "firm offer" underwriting of long-term corporate bonds
and shares. '!he "firm offer" underwriting of securities entails the
purchase at sight of such securities at an agreed upon price, and the
assumption of the risk of public placement by the underwriter. The
FUMCAP credits will enable the investment banks to make a firm offer
for such securities at a fair price to the issuing firm without feeling
the pressure to "underprice" them for a quick placement. To fUrther
reduce the risk of "firm offer" Underwriting to the investment bankS,
FUMCAP will make available lines of credit for limited price support
during and for a reasonable period after placement (in the case of
shares) and lines of credit to create an active secondary market (in
the case of bonds). The differences and rationale for the three kinds.
of credits are explained in more detail below.

The administration and management of the FUMCAP program will lie
with the Central Bank. The Director of the Bank's Capital Market Division
will have policy decision making authority, subject in certain cases to
the approval of the National Monetary Council. In addition, the Central
Bank will provide centralized management for the Fund, probably but not
necessarily within its GEMEC department (the Bank's regulatory organ ,for
the capital market area). The Central. Bank's FUMCAP office Will (1) provide
'the administration and coordination for the project, (2) make policyrecom
mendations to the Director of the Capital Market Pivision, (3) provide liaison
with the lending agencies, (4) during an initial. period to be agreed upon,
review all financing operdtions proposed for FUMCAP f'inancing, and (5 )'provide
assistance and guidance to underwriters desiring to utilize FUMCAP lines of'
credit.

,..~

"/
;
,j
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The GOB contribution to FUMCAP will be provided by the Special
Agency for Industrial Finane ing of the National Developllemt Bank (FINAME)
and by the National Savings Bank (Caixa Economica). These two entitieQ'
will function as the Principal Agents for the repassing of FUMCAP funds
fr0m the Central Bank to the investment banks. The Principal Agents will
be responsible essentially for checking the eligibility of the issuing
firm and the investment bank to receive FUMCAP assistance and for revieWing
the underwriting proposal against the operational criteria established for
the program.

The eligibility and operational criteria for the program, including
the relationships between the Central Bank, the Principal Agents and the
investment banks will be set forth in an Operational Mlnual., which now,
exists in draft only, and which will be completed before loan funds ~
disbursed. (A summary of these criteria appears in Section I, A.3, below).

, .

Step-by-Step Description

"FIRM OFFER" UNDERWRITING CREDITS

"

- IndividuaJ.s

- Institutions'

PRrnARY MARKEr .

- - - --,--
fublic- 
Offering

epayment of
Loan

epayment of
redits Advanced

Sale of
Securities

Sale of Securities

Payment for Securities

CENTRAL
BANK-

'" RI C
,II I

PRINCIPAL
AGENTS

I

i R

I'

'I

I
,~ I

M

mvES'lMEN'l'
~

BANK- ~

l'
I
I

Firm Offer
I

Underwriting
of I
s , I ,I

ElJ:H.i I-
Purchase
Securitie

Loan

Credit
Repass
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The above diagram graphically presents the relationships between
the entities and institutions participating in the FUMCAP project. The
following are the principal steps involved in the process:

(1) A qualif'ying Brazilian firm, desiring to place its corporate
securities with the public, seeks the assistance of an eligible investment
bank. !I The investment bank evaluates market conditions for the securities,
and the value of the finn's shares (or the ability of the finn to safely meet
its debt service obligations, in the case of bonds) before agreeing to a
preliminary contract for the "finn offer" underwriting of the client' B ,

securities. Once a preliminary contract is agreed to by the investment
bank and its client,tte ~ent bank assists the firm with the filing of
a registration at the Central Bank.

( 4) Upon approval of the proposed operation by the Central Bank,

FUMCAP will release 'funds ~o be repassed by the Principal Agent to the
investment bank. The Principal Agent will release the'funds to the invest-
ment bank pursuant to a loan agreement signed between it and the PrinciPal
Agent. Upon receipt of the loan funds by the inv~Btment bank, the under- , ~;

writingcontractbet~eD. it and the i..ssu!nS firm is finaJ.ized. ~-,- -'~:~".
underwriter purchases its client's securities on a "fhin offer" basis, . ' ,
charging a. subscription and placement fee for this service, and accepting' ;"
the risk of placing the securities with the public. "';'

(2) The investment bank applies to one of the Principal Agents
for a loan in accordance with the terms set forth in the FUMCAP Operational
Manual. Under the tems as presently proposed the loan can be for. up t'o
24 months, at an annual cost of 6~ plus monetary correction for the first
18 months, increasing by l~ per annum every month thereafter. The invest-
ment bank can borrow up to 7~ of the underwriting, financing the remainder
from its own or other sources. The application, together with the preliminary
contract between itself ant the issuing firm and a copy of the prospectuB
is sent to the Principal Agent.

( 3) The Principal Agent reviews the documents and contracts against
the eligibility and operational criteria contained in the FUMCAP Operational
Manual, and forwards the papers to the Cent~ Bank. Essentially, the
FUMCAP staff at the Central Bank will review the registration documents, ~n

addition to the prospectus, to determine that all pertinent information has
been fully disclosed and that all financial statements were duly certified
by independent auditors. The FUMCAP staff will also review, the qualificatio~s

of the investment bank and the results and practices aSsociated with &QY.
previous underwriting the investment bank has led or participated in7

, ..

, __ , --'-__ .J' i,

!I The eligibility of the issuing finn an'd investment bank will be
determined in, accordance with the criteria set forth in 'ISection I,
A.3.

I, .

I.,

:r;
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The procedure for the release of "price stabilization" credits
. (for shares) and the "liquidity credits" (for bonds) is essentially the

same, except that the purposes of these credits are different, as will
be shown in the next subsection.

Rationale for FUMCAP Credits

The e'ssential purpose of the FUMCAP program is to assist the GOB
in its effort to develop its capital markets so as to enable it to better
perform its function of providing reasonably priced long-term financing
to the private sector. The present program seeks to obtain this objective
by providing a. series of related incentives, specifically (1) to encourage
investment banks to underwrite corporate securities at a fair price and on a .
"firm offer" basis; (2) to encourage the Brazilian firm to open up its capital
and sell its securities to the public; and (3) to encourage the Brazilian
investor to purchase long-term debt and equity instruments tailored to his
investment objectives. The Economic Analysis !I section of this paper .
contains a more elaborate analysis of the project, as it affects the '
investment bank, the issuing firm, and the investor. The following is
a brief overview of the anticipated impact and implications of the pro-
posed program.

I.,,

,II'

, ,

,~..,
, '..

(1) The Investment Bank
".
,~

J
....The investment bank is a relative newcomer on the capital

market scene. Until recently, it has been engaged principa.lly in the
profitable business of guAranteeing the short term promissory notes of
Brazilian industry. These 1>romissory notes, called ''L~tras de Cambio",
are sold to the public in order to provide the firm with what is,in
effect, short-term and expensive working capital credit.
The small amount of long-term financing provided to industry through
Brazil's capital market has been both expensive and highly risky for
the corporate firm. This capital market financing has been channeled to ,
the firm through a limited number of underwritings, most of which were
characterized by underpricing of the firm's shares, in order to assure their
rapid public placement. Under this form of "best effort" illlderwriting,
Whereby the risk of public placement is assumed by the issuing firm, the
latter has no certainty as to the price it will receive for ,its sbates.
In the case of long-term debt financing, Brazil's investment'banks have not,
in recent years, ~derwri~ten corporate debentures. As a result of their ,
practices and limited activitie~Brazil's Investment, Banks have not perfo~d
their important bole of advising Brazilian industry in the area of f1nanci~

management • ~,

!I See Section II, B.

,;

,~. f.

',I, r
;'\

I"
" 'I
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Under the FUMCAP program, the investment bank will be .
provided with financial incentives to engage in underwriting corporate
debt and equity securities at tems attractive to the Brazilian finn.
The provision of reasonably pricedFUMCAP credits will lower the risk
for the investment bank to underwrite a firm's securities at a fair price
and on a "finn offer" basis. FUMCAP credits should not only lower the '
cost of underwriting but should give the Underwriter more time to
successfully place a security launched at a fair price to the issuing
finn. !I In addition, the investment bank will be in a better position
to effectuate a wider distribution and placement, which is in the inte~est

\"1
o~ the investor in that it provides better secondary market liquidity for
his securities.

The FUMCAP "Price Stabilization" credits will be limited to
support the price of shares ~uringplacement and for a reasonable period
thereafter, and only up to the level of the "offering price". The FUMCAP
"Liquidity Credits" are designed to support the launching of debentures in
the Brazilian Capital Market. Medium to long-term debt instruments have been
virtually non-existent on the Brazilian scene. As will be demonstrated in
the Economic Analysis Section, such instruments should enjoy'a high de~ee

of public confidence and liquidity in ord~r to compete with other short-~er.m

financial instruments currently being offered to the public. Thus, in order
to crea~e an active secondary market 'for corporate debentures in Brazil,
FUMCA~~ll pennit traders in such instruments (Which may include brokerage
house ) to draw on FUMCAP for "liquidity" credits. " '

, t

These credi~s should also represent a stabilizing factor in
tenns of supporting the face value of the instrument during the placement
period. While price fluctuations should occur only within a relatively
narrow range, in the case of fixed yield eecurities gj, the fact that the
debenture is a relatively new instrument increases the risk for the invest~

ment banks which agree ,to a "firm offer" underwriting of bonds in Brazil.

!/ In the absence of the FUMCAP credits, a "firm offer" underwriting
would have been financed out of an investment bank's own 'capital.
This capital has a real opportunity cost, for the Brazilian investment, '
bank of approximately 40i. When the, investment bank uses its own
capital for this purpose, it is encouraged to underprice the issuing
firm's securities to assure rapid market placement, and to charge and.
excessive fee to the finn in order t'o justify the real, plus opportunity
cost of financing the underwriting.

gJ Assuming the issuing finn remains financially sound, debenture prices
should fluctuate only in accordance with changes in the prevailing ,
interest rate.

'.
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(2) The Firm

The Brazilian firm, in recent years, has had to d.epend almost
exclusively on its retained' earnings and reserves for depreciation to
finance its growth. Financing from sources external to the finn, when·
available, is both short-term and expensive. 'While Brazil 'a Capital
Market now represents a potential source for long~term financing for,the
Brazilian firm, the investment banks have not fulfilled their normal,
fUnction of educating the firm on how and why it should finance its
expansion by selling its securities in the capital market. The firms
themselves have lacked managerial talent in corporate finance and financial
analysis to be aware of this potential, and to negotiate effectively ~ith

the investment banks. The FUMCAP program will provide an important
incentive for theinvestment banks to go to industry and "educate it" as
to the advantages of going public. The present loan proposal contains a
complementary technical assistance and tn;t.fning component which would
emphasize the areas of accounting, corporate finance and financia:J..
analysis. See Section I, A.4. Finally, the i~creased ava~lability of long
term financing at reasonable rates of interest will provide Brazilian firms
with increased opportunities to en~ge in capital projects with extended
gestation periods. This is particUlarly relevant In Brazil at this time
because the Brazilian economy can no longer grow by a higher utilization of
~xcess capacity. ' ,

The availability of FUMCAP financing will also enable an increased
number of investmen~ banks to enter the field of "underwriting". As a' result,
corporate clients W1ll be in a position to request competitive biddingfr,om I
various banks. In additio~ to stimul~ting the investment bank to 'imderwrite;
corporate securities on a firm offer basis and thus making it more attractive
for the firm to consider the possibility of placing its securities with the: .
publi~, the investmen~ banks can, with FUMCAP credits, offer to underwrite for
the f1rm an optimal m1X of its long-term debentures and shares. The leveraging
of a firm's equity with reasonably priced long-term debt should lower the co~t
of an equity placement for the firm, or stated differently, it should increase
the return on the firm's equity capital. t '

By providing the financial incentives necessary for a fi,rm ~

to agree to open-up its capital to public participation, the FUM~

program should have a positive effect on corporate management practices
in Braz11. Finns underwritten with RJMCAP credits will have to provide
periodic and independently audited financial statements to 1:hejr shareholders,
which should substantially improve the financial management of Brazilian
firms. The feasibility study ·undertakenby the underwriter to value a
firm's shares and determ,ine its future financial needs should also prove
to be an important and useful reference point for the corporation's,
management in planning for and directing the firm's continued expansion.

(3) The Investor

In order to create a public market for corporate shares ~d
debentures, the Brazilian investing public must have confidence in the
reported value of the securities they purchase and in the practices o:f the
financial community. One of the objectives of the FUMCAP program 1.s to

"
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improve the practices of investment banks and the quality of the
securities they underwrite. This result is expected to follow
naturally fran the "finn offer" underwriting concept, since it is
in the interest of the investment bank t6 minimize its risk by
carefully analyzing the real value of the securities it agrees to
purchase.

The FUMCAP program also improves the probability of the
investor being able to sell his securities quickly and at a fair price,
by providing fncentJves to the underwriters to widely distribute newly
issued securities•. Both the Ilfinnoffer" underwriting concept and,
availability ofliprice stabilization" and "liquidity" credits should
improve the secondary market liquidity for securitieB underwritten
with FUMCAP funds.

The govermnent of Brazil, in itB effortB to create an ./
institutional market for Capital Market securities, has encouraged the.:
development of mutual funds and recently liberalized the legislation
pennitting commercial banks and insurance companies to hold a' part of .
their compulsory and technical reserves reBpectively in corporate
Becurities. These official measures should improve the prospects for
an active primary and Becondary market for newly issued securities and'
also bring into the market a group of knowledgeable institutional
investorB who are traditionally discriminating in their purchases of
securities.

.',

-t,
I

.. ,~
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~ (.

The individual investor likewise should became more diB
criminating, as a result of the FUMCAP program. In the· first place,
the program calls for additional disclosure and regulations relating
to underwriting practices !I, which will increase the availability of
accurate infonnation on different issues • Secondly, the program is
expected to broaden the base of Brazill B securities market, by increasing
the number new issueB placed on the market. gJ This effect, in turn,;,
should have a Btabilizing influence on the. recent price rise in Brazil's
secondary market, which has been due to a, great-extent to the large ,
influx of savings Into a relatively narrow market.

!I See Regulatory Analysis, Section II, C

g/ See Financial Analysis, Section II, D

,r
'.',..

,"



i
I

...
'. ';'8-

'J

1

r.,

Limits on A. L n. Financing
','"

The A. 1. n. loan of $15 mill ion cons ists of $12. 5.mfilio t1 for
underwriting credits and $2. 5 million for technical assistance. ~e
loan is supplemented by anallocatlon of $7.5 million for price
support and market stabilization credits, as described in the previous
~ectlon, trom two-step principal funds 1/. The portion of the loan
reserved for underwriting' credits will be disbursed entirely iil "
cruzeiros. The technical assistance program described below:in Sectio~ I.
A.5, is expected to be a dollar cost program almost entirely, except for
incidental cruzeiro costs.

The A. 1. n. loan for underwriter credits ($12. 5 milll'on)
will be matched by an IBRD loan, now under study, for the same amount~

The $25 million of external resources thus raised for FUMCAP is, in
turn, matched by a $25 millton (cruzeiro equivalent) contribution from
the GOB, derived from the Social Integration Plan Fund (PIS) ot the
National Savings Bank (caixa) and from the BNDE. The tinancial capacity
ot these organizations to provide the matching funds is discussed in
Section II, n. 2. ..
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The tinancial plan, accordingly is as follows:
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50.0

Total)

-

GOB
2';'StepQT - Princi2Ll

Agents

25.0Underwriting Credits 12.5 12. 5
Price Support and

Liquidi"bY' Oredita]
Technical Assistance -.M

15.° 12. 5

TABLE : FiNANCIAL PIAN
(in millions ot wW-

SOURCES

11 There are 28 signed "Two-step" AID loan agreements in Brazil requiring
repayments in Cruzeiros from borrowers in fewer years and with shorter

grace periods than the corresponding requirement for dollar repayments by
the GO& The excess amount of each.cruzeiro payment over the then required
GOB dollar payment is deposited in a "Special Account". The "Two-Step" funds
are available for lending for development purposes upon mutual agreement by
USAID and the GOB. At April 30, 1971, the balance of the Two-Step Special
Account was the cruzeiro equivalent of US$ge:3 million. .
g/ The terms applicable to the funds repassed by the Central Bank to the
Principal Agents, and the financing ,procedures to be tollowed in extending
loans to und~rwriters and utilizing repayments and earnings are treated in
Section II~ot this paper.
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3. Operating Criteria

Dr. Emane Gal~as, President of the Central Bank
of Brazil, organized a Work Group JJ to draft an operational
manual tor the FtIoICAP Program (hereafter called "Operational
Manual" or simply "Mmual") in July ot 1970. At the end ot
March lS7l, the first complete draft of the Operation Manual
was sent to .AID and the World Ba.nlt tor their review and
cOIIIDents. The *-nual is still under review and a number
ot suggested alterations are now being prepared tor discussions
bY' the F1MCAP Work Group. The GOB bas indicated that it will
seek Am and IBRD approval ot the ManU&l betore submitting it
to the MJnetary- Council Which also has to approve it. The loan
agree_nt will provide tor the submission ot a complete Manual
as & condition precedent to disbursement.

1'he Mrulual, as it now stands, incorporate. among
other. the tollowingdocuments, in addition to pertinent legi.
latiOD and appendiceS:

Be Proposed Presidential Decree establishing FtH:AP.

be Central Bank Regulations for FUMCAP (.Ullll8rized .
below).

c. Investment Bank's Application to Principal Apnt.

de Form Contract between 1nvestment' Bank and
Issuing Farm.

e. Criteria for Audits of Investment Eanks.

t. Prospectus for Use ot Issuing Firm (see
Annex VII. Exhibit .B.

fie Fo1'lll Report bY' Principal Agent and Central Bank.

The principal criteria, as they appea~ in
the proposed Gentral Bank regulations are summarized
in this section.

1/ This Work Group was compqsed of one representative
of the "Caixa Ecbnom1ca". one representative of t~e

BNDE. two representatives from the Central Bank,
one representative from the Finance'Ministry. one· ,
representative tl"om AID and init1ally two represen-,
tatives trom the World Bank. '
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return on capital.
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a. Eligibility Requirement8

(i) Firms

To haVe their 8ecuritie8 underwritten
with :nJlCAP credits tirma will have to meet the tollowing eli
gibllitT criteria:

(a> Type - on1T national y tiru,
registered in BrazU &8 corporations or public/private cor
poration ("economia Ilixta").

(b> Minimum capital Requirement -' a
ainiDlulD. ot er$2. 5 lI111ion or approx1.mtelT US$500,ooo.

(c) M1n1.mum ProtitabU itT - l~

The investment banks eligible to act
as Financial Agents for FUMCAP will be selected by the
Central Bank of Brazil, based on the recommendations sub-'
mitted by the Principal Agents, of FUMCAP, the National
Economic Development B~nk (BNDE) and the Federal Savings'
Bank (Caixa Economica). To qualify as Financial Agents
of FUMCAP investment banks will also have to meet th~

following criteria:

. (a ) Minimum Capi tal ReCJ,~~.rr.~t.. - .
Cr$15 mJ.lli on or approximately $3 million, whtch-U-.1 the·
newmnimum capital requirement being established for
investment banks licensed to operate in all the states a~d'.

t err itor i e S 0 f Braz i 1. . _..:- .' _'" -....

Rational Fil'IIa - this detiniti9ll includes toreign firM
registered in Brazil.

This requirement should be changed in favor of a
requirement to hav~.~ndep~ndent audits performed
annually, without ~equi,rin8~a 'contract to be executed.

'.
'.
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;,... (b) Minimum Underwriting Experience - The experience '
of underwrit:l.ni two placements of seC\U'ities in the secondary market,
as a leader 0 . a co-leader of an underwriting consortium.

(c) To have the technical capabllity to analyze projec,ts
( criteria for this determination have not been established as yet).

(111 ) O;perationa! Oriteria

(a) Investment Bank.

1. The investment bank acting as a Financial Agent
of FUMCAP can contract a line ,of credit With the Principal Agent for up
to Cr$5 m11lion (US$l million). A line of credit requested by a
Financial Ae,:ent i~ excess of Cr$5 million would have to be revised am.
approved by both the Principal Agent and the FUMCAP staff at the Central
~nk·Y , .

2. "Firm 0 ffer"" Underwriting Credits will be pro..
vi9fd to the investment bank by the Principal Agent Within a maximum of
30 days after the receipt of a request from the investment bank is made '
unless denied within this time period by either the FUMCAP staff at the
Central Bank or the Principal Agent for falllU'e to meet eligibility or '
other criteria of the Program.

3. Lines of oredit granted to the investment bank to
finance a "firm offer" underwriting of a firm's securities will not exceed
7Cf/o of the value of the underwriting.

4-. If the line of credit is made available to finance
the "firm offer" underwriting of shares an annual interest of (Jfo y will be
charged for the first 18 months and starting on the 19th month the ra~

will be increased every month by 110 per annmn until the IIBXimum term: of
24- months is reached. In addition, the investment bank will be charged'
110 annually for the unused balance of this line of credit, starting on
the' 6lst day after the opening of the line of credit.

5. If the line of credit is made avaiable to finance
the "firm offer" underwriting of a firm's debentures, the charge ,for this
line of credit Will be equal to the annual coupon p1.us the monetary
correction applicable to the bond. This J.ine of credit can be extended
for a period equal to the J.ife of the debenture 'J/ which must have a '
minimum term of 3 years.

Y The proposed "free limit" of Cr$5 mll1ion is to be removed. The
Central Bank has agreed to review all underwriting proposals
regardless of size, at least dlU'ing an initial. period to be agreed
upon (probably' one year).

y. Plus monetary correction tied to the index for Treasury :Bills (ORr.Ns)

'JI Some limitation on the term of such credits should be :Imposed in order
to provide an incentive for placement.
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6. The investment bank that
has financed a "firm after" underwriting at, a firm's shares
with FUMCAP credits, can also draw on FUMCAP tor "nrice
stabilization" crpd!t~ in an amount not to exceed 15)~t

the vaJ.ue of 'the overall issue.

."' .,7. Price stabUizatiolJ' credits
can only be applied in support of the oftering price ot i8s~s

fiDanced with FUMCAP·credits. The cost of these credits are
still under study and to be determined by the Central Bankot
Brazil. '.

Be "i:.J.gUidj..i:.~lIcrAdit9 will also
be made available 1i? investment banks y unaer ...he FUMCAP
Program. These credits will be used to create a secondary
market tor debentures underwritten with FUMCAP credits. The
cost ot this line at credit, at any given time, will be equal
to the -.ret rate of interest plus monetary correction. ~.
credits can be used to finance the trading activities in a
given bond until 12 months before it matures.

(b) Principal Agents

1. The Principal Agents of
FtlttCAP will limit the repass of credits tor the "firm otfer"
underwriting of any single firm's securities to lQlt at the
overall value ot the FUMCAP fund.

2. The Principal Agent may' at its
opti~n guaranty debentures underwritten with FUMCAP credits.
This-guaranty would be for the repayment ot the debenture's
IlOnetarily corrected tace value at DBturity. The charge tor this
guaranty will be determined by the Principal Agent.

be Reporting Criteria if

( i) Between the Investment :Bank and the Firm

(a) A form contract wiU be developed
between the investment bank and the issuing tirm, stating the amount
that the investment lank is Willing to pay for the firm's securities'
and the types of securities that would be issued by the tirm. A COPT

at this contract must be sent to the Principal Agent.

At a later date qualitied or brokerage houses ("~orret.OI"\A")
might be allowed to I8rticipate in this part ot_'tile .r\lllCAl' Program.

The documents that Yill be used for reporting purpose., nth '
SOll8 exceptions, are still being prepared by the FtIICAP Work Group.

.,
",
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(b) The firm will also be required to register its
Prospectus with the Central Bank. A tentative draft of the
~ospectus is attached as Annex VII, Exhibit B.

(ii) Between the investment Bank and' the Principal' Agent 
The inves'bnent bank requesting a FUMCAP loan will. be required to
prepare and submit the following documents to the Principal Agent:

( a) A complete financial analysis of the firm. This
analysis will include the financial statements of the firm, a "Source
and Use of Funds" statement, the financial information required by the,
Central Bank in Resolution 88 y, a. statement on how the issue is being
financed, a description of the ,proposed placement strategy, the name of .
the underwriter(s) and the price being offered for the· firni t s securiti~s gj.

. ,
. (b) A c.opy of the registration document required by the·

Central Bank. The registration document, for the most past, contains the
information required under .Resolution 88.

(c) A copy of the1entative contract between the investment
bank and the firm.

(d) Before funds are released to the inves'bnent bank, the
firm must send copies of its Prospectus to the Principal Agent and the.
central Bank. Once approved, the Prospectus must be made available, upon
request, to all investors interested in purchasing the firm's securities.

(e) When the investment bank requests the release of fUrids
by the Principal Agent, to support trading or price stabilization activities,
contracts relating to the amount of these credits", their use, interest rates:
charged and the terms of repayment will. have to be signed between the inirestl.
ment bank and the Principal Agents. . Form contracts have been prepared in ,

•draft.

(iii) Between the Principal Agents and. the Central Bank

(a) Each semester the Principal Agents of FUMCAP will be
required to report on their activities to the FUMCAP staff at the Central
Bank. This report will contain: (1) the names of the investment banks
which contracted underwriting operations financed with :FUMCAP credits;.'
(2) the number of operations contracted by each investment bank; (3) the
name of the Principal Agent that repassed the FUMCAP credits; (4-) a break..
down of the source '01' funds used to finance the underwritings between the
Principal Agent, the Central' Bank and the investment banks; (5) a "Source
and Use of Funds" statement resUlting from the contracted underwriting.

g Resolution 88 requires a detailed financial analysis of the firm '. and
a description, of the securities. be!ngissued, as well as the terins and
financial characteristics of these securities.

gj A more detailed outline of what will be required is contained in the
draft Operational Manual.
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(6) a b~own of the credits used in financing the underwriting:
between the appl1cat:J.gn of funds accruing from foreign loans, those
originating from the 'esources of the Central Bank, the Principal
Agents and the investment banks.

(j) Price stabilization or trading operations financed
with FUMCAP cr~lts will have to be reported to the FUMCAP staff at
the Central Bank in accordance with the outline set forth in Annex IX
in the Operational Manual. Essentially this document will show:
(1) the amount of the credit; (2) the name of the inves'bnent bank
employing the credit; (3) the value of the en"tire issue; (4) thh type

of security; (5) the amounts of the issue bought; (6) the amounts of
the1ssue sold; (7) profits :f'rom the operations.

( c) The Central Bank will review for approval
rejection the Prospectus of the firm being underwritten. The Prospectus
will~be, forwar."'~-d to· 1me Cent:ral. Bank 1y the PrinciPal Agent.

(iv) Between' the Central Bank and USAID

(a) All informs:t1on received by the Central Bank re~;
FUMCAP w111 be available for review by USAID.

(b) SemiaDnual statements w111 be sent to UBAID regardlrlg
the application of funds derived. from the USAID loan.

"
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4. Technical. Assistance Program

The proposed A.I.D. loan includes up to $2.5 million for
technical assistance (TA) in the area of capital market deVelopment.
It has not been feasible, during intensive review, to identi:f'y all. of
the needs and priorities of assistance in this sector, and to finally
negotiate a detailed program with the GOB. In the absence, therefore,'
of a fully elaborated program, this section w:U1 be limited to a brief "
analysis of the most important needs for TA in the private and public
sectors, followed by a proposed TA program !I.

It should be noted that the needs for technical assistance
identified in this analysis go well beyond the immediate TA requirements"
of the FUMCAP proposal. As this section will attempt to show, technical
assistance is urgently needed in a number of specific areas, if the GOB"s
immediate and long-term objectives of capital. market development are to '
be attained. Such assistance would be related to, and definitely
complement the FUMCAP project. Furthermore, it is apparent that all. of '.
the executing agencies for the FUMCAP program (i.e. the Central Bank '.
and the two Principal Agents) could absorb and benefit from external TA,
directed at both their present and prospective roles and responsibilities~

We are not prepared to say, however, that..tll~,requisiteexpertise cannot
be found and mobilized internally withinl0P.~ways other than those "
suggested in the proposal which follows. Our approach, therefore, has ',
been to require a demonstration of technical capacity on the part of the"
public and private entities participating in the ]UNCAP program, as a
condition precedent to loan disbursements, and to offer any technical
assistance under the loan which may be required to deVelop the requis11ie:
exPertise.

In this context, it is expected that a substantial. TA
program w1ll be negotiated with the GOB, considering (1) that both tru:;
pUblic and private sectors have eagerly sought such assistance in the
past (see Section I, B, 1) and (2) discussions dtn"ing intensive review
with both public and private sector representatives have indicated a
definite interest in several aspects of the program. out-
lined below.

a. Need for Technical Assistance

The real pressure point, in terms of where TA appears to
have the greatest potential benefit, appears to lie in industry, and more .
particularly in the management and reporting of" its financial activities.
One problem is the limited recognition of what are generally referred to
as "internationally accepted'· accounting principles and auditing standards.
The second problem is the relative dearth, both in the private and in the
public sector, of financial anaJ.ysts and corporate finance expertise.

Y The a.naJ.ysis is based in large part on the report of a team of
consultants contracted by USAID to make a survey of TA needs in
the area of capital markets in Brazil. The study included l1UJIl8I"OUS

interviews with public officials and private sector representatives
during several weeks. It took into the account the specific requjrements
of the PlJloIJAP program but was not 11m!ted to such needs. The team was
composed of Mr. Iq'ell Ritchie (Porter International), Mr. John FoWler .
(International Executive Services Corp.) and Dr.-. Walter Krause (Unlv. ot.
lova.).
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From these two deficiencies arise two parallel problems.
One is that industry is handicapped in terms of capital budgeting,
financial forecasting, assets management and related cOrPorate
finance disciplines. The other is that government agencies that ~
be called on to review financial statements are handicapped in terms
of the value that can be derived from them.

These problems are likely to worsen as the existing
institutional structure of the capital ma.rket expands. Until recently,
for example, only a relatively small humber of investment banks were
actively involved in underwritings -, perhaps 6 to 8 of the 30 currently
authorized. However, a number of others, including some of those " '
affiliated with the largest financial groups, are moving in that directiQn.
Some of the larger brokerage firms are in the process of establishing
research departments with a view toward becoming more involved in Wlder
vritings. Connnercial banks are becoming directly and indirectly involved
in the field, by affiliating with invesment banks and/or brokerage firms,
by their involvement in fund management and by the very recent ~lJtablish

ment of portfolio management as a financial community service. Y ".

J,---
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The implications for the proposed FUMCAP program is that.
industry is presently at a disadvantage during the negotiation of an
underwriting. This is in part due to the tradition of valuing a compa.ll¥'
on the basis of its fixed assets rather than earnings power or other .
criteria. In part, it is because the concept of going public is not yet'
related directly to capital requirements. And in part it is due to some '
of the underwritel' practices identified earlier, including the practices'
of pricing an initial issue well beloW' the, level it will be selling far
only a short time later.

These conditions suggest that the critical needs for the ' ,
long-term development of the Capital Markets in Brazil are: (a)
accounting in every aspect, (b) corporate financial management,
and (c) more sophisticated financial analysis.

A second major area in which technical assistance could
profitably be utilized is the area of regulation. As outlined in more
detail the regulatory analysis sections of this paper (Sections II,C
and Annex VII, Exhibit A) there are a number of weaknesses in the

!/ One consequence has been to make investment a.naJ.ysts (typicaJ.1l; young
economists or engineers with some anaJ.ytical training) highly sought
after, and highly paid. Their resources materials are, however, very'
circumscribed, limited largely to the financial statements which ' ,
companies file With the stock exchanges plus such interim reports as
the companies may publish.
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government regulatory system, and also as regards self-regulation
by individual firms ~ by the stock eJCchanges, which could be
strengthened with the aid of training and external TA.

The following technical assistance proposal addresses both
of these major problems, the private sector's need for TA in the area of
accounting, financial anaJ.ysis and. corporate finance, and the public
sector's deficiencies in the regulatory area.

b. Proposed TA Program

The following program has been prepared on the basis of the
needs just delineated. Parts of the proposal have been discussed in some
detail with the entities that would be involved in its execution. Some
of these potentlaJ. executing agencies (e.g. the Getulio Vargas Foundation

, in Sao Paulo) have expressed a strong interest in parts of the program. ,
With respect to the reconmendations for the public sector, the proposal
is considered realistic in terms of the GOB's past and present receptivity
to external technical assistance. However, it should be emphasized
that the proposal is illustrative, in the sense that it has been discussed
but not finaJ.ly accepted by the GOB. The loan agreement will provide, .
however, that a fulJ.y develoPed program be nego"tiated and approved 'by thE1
GOB and USAID before funds are released. from this portion of the loan.

The objective of the proposed technical assistance program
is twofold: a) to begin a long-range program which, over the course of··
the next several years, will better equip the country to deal with problems
as they arise within a Brazilian context; and b) to deal with the immeQiate
problems and deficiencies that have been identi:fied..

(i) Long-Term Proposal

It. is proposed that the longer range objecUves be
approached in two separate but parallel ways: (a) a continuing program '
designed to adapt the experience of oldereapital markets to the specific
needs o:f Brazil, and (b) a :flexible, highly responsive program to bring ,
external expertise inmediate1y to bear on new andlor unexpected needs as
they emerge. It is possible that both approaches could be handJ.ed by and
in a single entiiiy but a sepa;ration would perm!t the programs to reach· "
broader and more varied audiences.· .

The first approach would involve establishing aprQgram
of external s~ in the areas of accounting, Ccir:Porate finance and
financial analysis to, in turn~ develop competent sources of tra:lning in, ..
those :fields in BL-azil•. In otheL" words, the· obJective is to tre.:ln teachers
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in these areas. In the accounting area the focus would be on
(a) management accounting - concepts, systems and procedures, cost
accounting, product pricing, principles of consolidation, financial
reporting and (b) auditing - fundamental concepts and principles,
reporting standards and auditor responsibll;lties.

On ~ finance side the .stress would be on (a) corporate
financial. managem& - sources and uses of f'unds, least-cost methods
of financing, management of current assets, selection of alternative

. invesments, cost o"f capital, optinnnn capital structures, dividend
policy; (b) security analysis - anaJ:y-tical aethods and theory under';'
lying the appraisal of corporate equity and debt securities for both
short-~ long-term performance and (c) investment JM.nagement 
investment policy, portfolio selection and eValuation, securities
pricing, trading operations, mergers and acquisitions.

One academic years of study abroad would be made available"
to eight or more Brazilians for each of the next five years. 'Dle
recipients' should have a degree in areas such as economics, or business,,'
administration and some university teaching experience. These should
not become rigid criteria, however, since the program should be adaptable.
enough to include capable personnel irrespective of background. Upon
their return to Brazil, it would be expected that these trainees would
enter into university and graduate level teaching in these areas at
selected Brazilian educational institutions.

A program of this natm-e, selecting the recipients, arranging
for their education abroad etc., is expensive and time-consuming. It ;J.s
the tYIle of program that would best be administered through an existing
institution With experience in such areas. 'Dle most·logical. institution
to manage the program is the Vargas Foundation's School of Business
Administration in Sao Paulo and this institution has indicated its interest
to aiJmi oj ster such a program.

Of the Business School's fulltime staff, 15 have degrees (T HJDs)
in finance or accounting. Of the 15, the school has expressed the view that
two or three could be released~ for study abroad in specialized '
areas of the capital markets. Additional. staff members, at the pre-masters'
degree level, would also be available to receive specialized training. The
balance of the participants would be identified, screened, selected and
monitored by the Business School, keeping in mind the national. character:
of the program and the need to maximize :impact.

'Dle objective in reconmending that a program. of this nature
be placed under the leadership of the Business School is, as noted, ~
create local sources of training in capital markets that are particularly
relevant to the Brazilian experience. At the end of the suggested five-year
Period, this program would hopeful.ly be carrying the major burden for ,
training areas such as corporate finance.. financial ana1.ysis and accounting.
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It should be emphasized again, however, that the identity of the
pro'gram manager or managers, and exact structure of such a program
has not been finaJ.ly decided. In this respect, the GOB has merely
indicated its interest in a long-term program designed to create
in Brazil areas of' competence in accoWlting, corporate f'inance and
analysis adapted to Brazilian needs •.

The second and parallel approach is designed to be
implemented rapidly and, hopt:f'ully, can be adopted to any and all
leVels of industry and finance. I::JJ.lro y appears best suited to
manage this technical assistance component. Adm1ttedly~ has,
at present, some l1m:ltations. It is new~Wltested and relatiVely
unlmown. But I:BM:m's strengths, its strong orientation toward capital
market research and training, and its resources which should enable it
to establish and maintain a highly professional staf'f, should more
than of'f'set such concerns.

The~ program could be deVeloped to maxLmize flex
ibility and impact. In that context, the program would begin by con
centrating first on corporate finance, second on accounting and third
on financial analysis. Two specialists, one in corporate finance and
one in accoWlting would be required to With~ to develop curricula,
course content and training materials.

The seminar approach could be expanded by :JJJ(l!D to address
any urgent problem that JD8\Y arise suddenly Dr unexpectedly. If, for example,
a need deVeloped involving the a.naJ..ysis, pt'icing and marketing of
corporate debentures, :rBMIOO should be able to organizesem1nars using
foreign experts in a relatively short period of time and to deVelop an
internal staff capacity to offer training soon thereafter. Similarly,
JlI.{EJJ could conduct short "'senior seminars'· on selected topics, to reach
the owners, directors and managers in the private sector.

(ii) Short-Term Proposal
'.

There are four SJlecific programs suggested in this categ017.

(a) The Rio and Sao Paulo Stock Exchanges

There may not be another pressure point where a modest
investment in the services of one specialist could result in comparable
benefits. 1he area of' need is not so much abstractions such as the rules

The Brazilian Inst!tution forCapital Markets, created ~ the
Rio Stock Exchange to provide information, tra,jn1ng and research
services to the entire sector •

•
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of a stock exchange or the need to rationalize differ.-ences among the
rules set out by the various exchanges. It is in the very practical
aspects of helping the exchanges organize their current OPerations
and plan for the future. Decisions involving very substantial sums
of money have to be made regarding physical. facilities, internally,
between the exchanges and their member.- firms, and possibly as among
the exchanges or to the public at large. Decisions must be made
regarding new clearing procedures and conversion to a computerized
share certificate. There are also the questions about 1) training
of the exchanges OPerating personnel,; 2) the training of floor broker.-s,
and 3) the developnent of specialist operations. One exchange expert
for one year is suggested, dividing his time primarily between the Rio
and Sao Paulo exchanges, but also to be available to the regional
exchanges if they so desire, to address these and other urgent questions.,

(b) Auditing Accreditation

Steps toward creating a' system of accrediting
independent auditors should be taken. As a beginning, a qualified
specialist - probably a professor of accounting at the outset should
be brought in to deVelop curricula, and course content for academic
training at the graduate level.

A parallel or sequential step would be to deVelop the "
procedures for, and contents of, the qual:f,.f'ying examinations themselves. '
Qualification could be based upon a one-time examination, or it could ,be
attained in phases and/or it could require a m;Jn1JmUU period of pte.<:!:tI.cal
experience over and above the requisite academic training.

A wtal. of 15 man-months 01' specialist time over the '
five year period is suggested. (Even if the training and qualification
procedures were w be set up over the near term. occasionals visits by an
independent expert to monitor the program would be Valuable). ,

( c) GEMEX:: and. I~ 11
The service of a specialist in the regulation of new

issues of securities should be available to GEMro and in the ,regulations,
of broker.- trading in I~. These woUld be specialists with long
operational exper.-ience in their respective areas of regulation. Their
initial periods of assignment sh.0u3.d be a year, with a second year by DDltual
agreement. Ideal.1y, the technical assistance program in thes~ areas of
regulation should be for at least twbyears' duration.

, .

Y GEMEX:: and IGmJ - The regulatOry diVisions of the Central B&nk for the
capitaJ. Market Sector•., See Section II, C "
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, To assure effective utU1zation, it would seem advisable, :'
first, to enlist briefly the services of ,an expert, on the level of' an
ex-head. of the SlOC: to work with the government in diagnosing the exact
requirements.

(d) FUMCAP Administration

At this time, the most logical approach would seem
to be to offer to the National Savings Bank (Caixa Economica) assistance
in :P1annjng and organizatio\l in connection with both the PIS Y and
FUMCAP programs, as it appears that in the very near futm-e there will
be need for a rapid build-up of staff' capabilities. Given the urgency
and ma.gn1tude of the problem, technical assistance could be budgeted
for at least the next three years.

The Special Operations' DePartment of FINAME gJ is also in
need of technical assistance. FINAME would require no less than the
assistance available to the Caixa (over the short run, FINAME could pre
sumably draw upon the skills present within the BNDE, but that is no long
term solution to its responsibUities vis-a-vis PUNCAP). ~. •

c. Financial,Plan

The estimated cost of the above illustrative TA proposal
would range between u8$2,640,ooo and $2,911-0,000, as shoWn in the follcnd,ng
table:

I,

\:.
i,
"

./
, ,

,"

"
I,
I

I

I
Ii.

'.
l

"
,~

~I.'
~,

"

"~ ~
"

"

..
II

,I ,
~

::
\ ','I'

!

.'

>,
'I,

gj FINAME: BNDE's Special Agency for Industrial Financing.

'J/ For an analysis of the present capabilities of the Caixa and FmAME
,to perform their rol.es as Principal Agents for the FUlCAP progt"8Dl,
see Section II, A, 2, of this, paper.

Y PIS: GOB's Social Integt'ation P1.an.' See SectionI~ for a discription',
and implications for PUfCAP.
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'l'able: . IDustrative Technical Assistance
PrOgram - Est1DBted Cost

! .

ARFA

Private Sector

APPROXIMATE coar'.

(In US $)

School of lUsiness

Stock Exchange

Accounting

5 years $1,250,000

"5 years 850,000
\'

1 ;year 75,000 "..

5 years 100,000 ~.

Sub-Total 2,275,000

Public Sector ,"

Government 1 month 15,000

Gl!MIC 2 years 175,000

DBMBC 2 years 175,000

PIS 3 YearS 150,000

FINANE up to 3 YearS 150,000
. ",

Sub-Total 665,000 .

Total $2,940,000 ::',
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B. Background of Project

1. Past A.I.D. Assistance

The largest single program for the support of private industrial
development in :&azll between 1964-1968 was based on the repassing of ,
medium and long-term credits to industry through official intermediate .
credit funds. These funds were initi~ capitalized, to a large degree"
by A.I.D. counterpart funds released under a series of program loans
granted t9 :&azil between 1964-1968. n.tring this period approximately
Cr$2.8 billion of medium and long-term industrial credit was repassed to
Brazil's private industrial sector. During the same period, the officia1
intermediate credit funds (either wholly or Partially capitalized by USAID)
provided approximately Cr$2.3 billion in medium and. long-term financing ,
to Brazil' s private industrial sector or approximately 8J1, of all long-term
credit to Brazilian industry. USAID was responsible for providing approxi
mately 4li of these intermediate credit funds or Uf$339.2 million between
1964-1968. The total. amount of official intermediate credit extended :
between 1964-1968 participated in the financing of 8.PFoximately er$6 '
billion of new industrial investment in Brazil y. In a.ddition to providing
industrial financing through intermediate credit institutions, .USAID/BraUl has
existing portfolio of 12 loans 1Iiade to various industries throughout
Brazil.

By the late 1960' s it became clear to the GOB and most inter
national financing agencies that continued economic and ~cifically ,
industrial development in Brazil bad to be complemented by a responsive
and efficient Capital Market. After the Revolution of 1964, the GOB
recognized that it could no longer depend on a policy of foreign borrowirig,
and inflation to support the rational and efficient growth of Brazilian '
industry and the overall economy.

It was at this point that the international agencies and
specifically A.I.D. altered its former policy of project financing
through the repassing of of'ficiaJ. intermediate credit to industry" "to .
one of complementing the institutional deVelopment of Brazil'sCapital ,

.'. Market.s. A.I.D.'s first response to this new approach,cons~8:ted . --!!,'
. -

'of' a markedly increased technical assistance prograni' tothls area~

"

Y Montor 'Mon"tt!eal Industrial Financing Study (1969).
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The first initiative came in 1965 in the form of a request
by the National Development Bank (BNDE) to assist in the strengthening
of governmental institutions concerned with the capital market. USAID .
agreed to conduct one program for the BNDE" on the understanding that atten
dance to future programs would be extended to the Cen'tral Bank and BrazUian
private firms, and that arrangements were to be made to institutionalize the
program. The Getulio Vargas Foundation (GVF) was the Brazilian institution
selected, and six professors trom its staff received advanced" one-year
training at the Graduate School of Business Administration of the University
of New York. In addition" over 300 high-leVel public of~icials and rep-,
resentatives of the private sector were trained at Getulio Vargas Foundation.
Another 100 who completed this training proceeded to advanced training at.
New York University for a period of 4 months. The program with New York
University, lasted for 4 years and is now being continued by the GVF in Rio.

The GVF/lfiU program was follOWed, at the request of the Central
Bank , by a special program ! tnostJ.y for the benetit of the GEMlOO staf~"

under a contract between A.I.D. and the Practising Law Institute of New
York. Several U.S. experts" including two former S:m chairmen" conducted
a seminar on the experience of the U. S. in the area of capital markets
control and regulations. Six senior employees of the Central Bank under";'
went further theoretical-practicaJ. work in the U.S. for approximately 3
months.

Following this course" the AD:mIF (Brazilian Association of
Financeiras) requested A.I.D.'s assistance in conducting a similar course
for the private sector. For this purpose" several prominent members of
the U.S. financial' community were contracted, through the Investment
Bankers Association of America" to lecture on a series of topics of
interest to the 200 registrants in the course.

As a result of this assistance., there are now a substantial
number of -alumni" of these courses in the' financial community ......and
with the GOB entities involved in the capital markets sector. Of these,
a number hold responsible positions in their respective institutions.
This fact bas been of considerable assistance in developing the FUMGAP
proj ect to its present stage and should be of valuable help in its future
execution.

2. Loan Preparation
Fordham University

Upon the request of USAID!Brazil,,/Professor David T. IG.ein:maD. '
was invited to come to Brazil in 1967 in .order to review the possibllity
of USAID assisting the GOB in its efforts to deVelop a viable Capital
Market. In January of 1968~ Mr. Kleinman submitted a report in which he'
reconnnended that USAID assist in capitalizing a "Special Fund'" for financing
underwritings y. At that time" however" USAID postponed aIlY decision re-
garding assistance to Brazil' B Capital Markets. .

1/ "The Private Investment Banks and the Develo~men~o~

Brazil's Capital Market". Prof •. Kleinman's report
had a catalytic effect on VSAID programs in the
capital market and many of his recommendations are
incorporated in the present pr~posal! __-=--_===---=:;..,_.:===-__:::-..,..;..........L-.:..... _
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In the early part of 1969, the Mission decided to update and,
re-study the possibility of assisting the GOB in its efforts to develop
the Brazilian capital. market. An IRR was ,prepared and pr~sented. in A:IJ)/W
in September 1969. The CAEC did not Ilpprove the nm at that time, since '
it felt that additional research had to be done, and the project should be
reviewed by recognized experts in the' area of Capital Markets. At this '
time also, the World Bank agreed' to send a Mission to Brazil to review the '
possibility of joining A..I.D. in a possible loan to support the developn.ent
of Brazil' s Capital Market.

.
In the fall of 1969, Professor Dwight Brothers, Professor of

International Finance at the Harvard Business School, spent two weeks
in Brazil at the Mission's request to review a proposal for loan assistance
in this area. After additional sttrly and research, theM1ssion presented
a second IRR to AID/W :lIJ September of 1970; the !RR was approved with a
number of comments (See Annex II ExhibitB).,

In December 1970, World' Bank and USAID representatives met with
the President of Brazil's Central Bank and 'agreed. to participate in a Work
Group with the objective of developing a document to be used as a basis for
loan assistance from the World Bank alid A.I.D. in support of a Capital
Market Development Fund (FUMCAP)~ The first draft of this document, the ,
proposed PlJMCAP Operational Manual, was sent to the World Bank and A.I.D.' '
in March 1971.

Based in part on the issues raised at the CAEC meeting a ntDDber ,
of consultants were contracted to come to Brazil, and several studies were
contracted with Bt-azilian consUltant firms to assist USAD>/Bt-azil in ita.,
intensive review of Brazil'S Capital Market. In January and May of 1971,
Mr. Richard Phillips y came to Brazil to review the regulatory needs and .
objectives of the proposed FUMCAP program. In March 1971, Professor
Charles Williams, Professor of Finance at the Harvard Business School,

I spent a week in BrazU.eviewing the proposal in relation to the problenis
and possibilies of launching a bond market in Brazil. Three studies on
industrial financing in Brazil were contracted by USAID/Brazil. The first
of these studies was the "Montor-Montreal'" st,udy of the official indus"trial
intermediate credit :funds referred to above, which was concluded in late
1969. The second and third studies gJ reviewed existing industrial financing
practices and instruments in Brazil; one of these also made a survey of the
capital structure ot: a profile of 100 fii:'ms representing potential CE1nd1dates
for underwritings financed under the FOMCAP program.

The reports and recommendations resulting from these consultants
and studies have been carefully considered and addressed in this 18per.

!I Partner, Hill, Christopher & Phillips, Washingt~n, D.C.
Formerly Assistant General Counsel, U.S. Securities &
Exchange Commission. . .

Y Undertaken by "Pauldilig Associates" and -INDIcr, Braz:Uian consult1ng firms.
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At the time the letter was received the World Bank and A.I.D.
were discussing a total loan of $27.5 million" divided into $15 million
from A.IoD. and $12.5 million from the IBRD" nth a matching contribution
of $25 million~,in cruzeiros from the GOB. As noted in the Financial Analysis
Section" the proposed $50 m:Ulion F\md for Capital Market Development is
believed to be adequate" considering the pilot nature of the proposed Fund.

4. StatuB of IBRD Loan

As noted previously" the International Bank for Reconstnlction and
Development is considering a loan of $12.5 million as its part in the es,tab
lishment of the proposed .Ftmd for Capital Market Development. Bank represent4- "
tives have had a number of discussions With GOB and USAID/BrazU rePresentatives
in Rio de Janeiro" and again in: Washington prior to the presentation of.'this
loan proposal. ~e IBRD is now preparirig to send an "appraisal mission.': to
Brazil in the middle of June 1971. Assuming favorable findings" the Bank .
would be in a position to execute a loan agreement before the ern of the
ctUTent calendar year.
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In earlier correspondence to the Central Bank, the IBRD listed .
a mnnber of questions and concerns, which the GOB subsequently attempted
to address in the draft Operational Manual Bubmitted to the' IBRD and
USAID/Br&zil in-'March of this year 0 The Manual deals with some of the
questions posed by the IBRDj but leaves others to be discussed during
the "'appraisal mission".

As a result of their meetings and discussions, the World Bank
and A.I.D. agree that a number of the operational details contained in
the draft Manual w:Ul. have to be modified and that others, such as the
Bnak's disbursement procedures, remain to be worked out. There is general
agreement, however, on the overall objectives and broad outlines of the I

program, as between the GOB, the World Bank and A.I.D. y
At this point in time, it is very likely that the

World Bank will participate in this project. Bank represen
tatives have emphasized, however, that there is no absolute
certainty at this time that the Bank will make a loan to
the FUMCAP program. Should the IBRD decide not to make the
proposed loan, however, this would not mean that the Goal
AID project would be jeopardized. The FUMCAP program is, in.
any case, a pilot project which will meet only a part of tha
global needs for funds and a program reduced in size could .
still have a significant impact.

Y One specific concern expressed by the IBRD in the course of its discUssion
with A.I.D. representatives relates to the proposed management of pYMCAP.
This point is discussed in Section Il,A.l of this paper.
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SECTION II - PROJECT ANALYSIS

A. Participating Agencies

As noted in the project description, the principal entities
participating in the organization and execution of the FUMCAP project
are (I) the Central Bank; (2) the Princ ipeJ. Agents, viz. the Special '
Agency for Industrial Financing (FINAME) and the National Savinge Bank
(Caixa Economica) and (3) the investment banks. This section discusses
the functions of each of these institutions, their organization and
staffs, and concludes with an appraisal of the overall adequacy of the
proposed FUMCAP administrative and operational structure. !I

1. The Central Bank of Brazil

a. Functions Under FUMCAP Program

In a letter to the Central. Bank earlier this year, the World
Bank expressed its concern that the divided responsibilities of the two
Principal Agents could result in a lack of coordination in the adminis
tration of the program. USAID/Brazll discussed this problem with the
Central Bank, which agreed to provide centralized management for the
program within the Bank itself. Accordingly, the Central Bank's functions
in connection with the FUMCAP program will include: (a) overall manage
ment and direction of the program; (b) policy fonnulation and policy
decisions, (subject to the authority of the Monetary Council in certain
cases); (c) coordination among the Principal Agents, and liaison with
the lending agencies; and (d) administrative and regulatory responsibil-'
ities. The main administrative functions will include the following:
(a) receiving and evaluating reports on the utilization of FUMCAP funds
in all financing operations; (b) promotion and assistance to underwriters
desiring to utilize FUMCAPcredits; (c) during an initial phase of the
program to be deter.mined, review applications for finn offer underwriter
credits, including underwriter's contract with issuing finn and with the
Principal Agents, prospectus, compliance with accounting and auditing
standards, etc.

b. Organization

The Central Bank of Brazil (CB) was i.nstituted by Law 4595 of
December 1964. The. same law also instituted the National Monetary Council
and established th so-called National. Financial system which is composed
of the following institutions: ,The National Monetary Council (NMG)" the
CJ3, the Bank of Brazil (roB), the NationaJ. Bank for Economic Developnent
(BNDE), and all other govermnent and private financial institutions in the
country.

!I A description of the role of the investment banks and their activities
'is contained in the Economic Analysis (Section II, B) •
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The NMC, whose chairman is the Minister of Finance, is the
top Federal policy-making entity in the area of money and credit. Its
membership includes, besides the Finance Minister, the Ministers of
Planning, Industry and Commerce, and Interior, the Presidents ot the
CB, the roB, the BNDE and six (6) additional members appointed by the
President of Brazil. The latter are persons of generally acknowledged
capacity in the fields of economics and finance. The NMC is assisted'
by four Consulting Coounittees whose functions are advisory: the Banking'
Committee, the Capital Markets Committee, the Rural Credit Committee and ~

the Industrial Credit Committee. The membership of these committees is
representative both of government and private organizations.

The CB is basically an implementing and regulatory entity
subordinate to the NMC's policies and guidelines (see Annex V, Exhibit A
for details of functions of both these entities). In actual. practice, the
CB and the NMC maintain a close working relationship. The Resolutions
usually originate within the CB where they are drafted and informally
discussed with the NMC and its advisory committees before the Council's
formal approval. The CB also issues circulars on its own authority 'but
which are based on Resolutions. Thus, the CB has an important and
authoritative role.

ma.rket
Law" •
as set

The legislation addressing itself specifically to the capital
is to be found in Law 4728 of July 1965 known as the "Capital Markets
The functions of the NMC and the CB regarding the financial market
forth in this law are summarized in Annex V, Exhibit B.

The CB is organized on the basis of its major activities. Its
principal organizational units, called "Areas", are headed by a director
reporting to the Bank's president. The CB' s Areas are Foreign Exchange ,
(including the registration and control of foreign investment), Banks (Le.,
conunercial banks), Administration and Credit, ~d Capital Markets (see
Annex V, Exhibit C for the Central Bank's organization chart). The Capital,
Markets Area is subdivided into GEMEC (Ge~encia de Mercado de Capitalis)'
and ISMEC (Inspectoria do Mercado de ·Capitalis). GEMEC concerns itself with
the registration of financial institutions, corporations and. security is,sues,
while ISMEC is the inspection counteI"I8rt of GEl4EC. A summary of the f'u.nctions
and capabilities of GEMEC and ~SMEC is ,contained in the section on Regulatory
Analysis, below (SectioR II, C). A more detailed description of their '
organization and staffs is included in'Annex V, Exhibit G.

c. Conclusion

As a result of its existing responsibil~ties in the area of capital
market regulation, the' CB has accumulated very Bubstantial experience, in
this field. It is considered to be the most logical focal-point for the
FUMCAP program. The CB, through its President, has expressed a willingnesS
to assume the responsibilities1oPerent in the administration of the progrsm.
The Bank has determined that these functions come within its Capital Market

-'
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"Area", but has not finally decided where the FUMCAP administration will
be lodged (it will probably be withinGEMEC). Regardless, however, of
where these functions will be, the CB could mobilize the necessary staff
to meet its responsibilities to FUMCAP.. It will be required to demonstrate
this capacity before loan funds are released.

"

.o.
I

j'
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2. Principal Agents .'.
The two institutions designated by the Government to act as

Principal Agents for the FUMCAP program are FmAME, the Special Agency
for Industrial Financing, and the Caixa Economica, the National Savings
Bank.

a. Functions

..

The princiPal functions of the Principal Agent in connection
with the Program, will entail (a) review the contract between the under- "
writer and the issuing firm, as well as the prospectus (also to be reviewed
by CB); (b) check eligibility of investment and issuing firm to receive
assistance under FUMCAP program; (c) review firm offer underwriting credits
(subject also to review of CB) and make final determination on eligibility
for price stabili~ation and liquidity credits (however, reports on the
utilization of these credits are subject to review by CB).

b. FINAME Organization

FINAME (Special Agency for Industrial Financing) was established
in 1964 by federal decree as a fund within the National Development Bank
(BNDE). The legal status of the agency was changed by decree in 1966 to '
give it somewhat greater autonomy. At the present time, its only relationship
with BNDE is that both organizations have the same President. A bill now
pending in Congress would reconstitute FINAME as a publicly held COrPOration.

The objectives of FINAME, as defined in the original decree, ,
were to finance the purchase and sale of Brazilian-made machinery and '
eqUipment; to finance projects ~or the establishment of small-size new
industries; and to finance resources permitting expansion of presently
installed plants. In practice, FINA.ME has been providing medium-term
financing (3-5 years) for industrial machinery and equipment made in Brazil;
tractors and farm m~chinery; heavy vehicles, including road building equip
ment; and the importation of industrial machinery and equipment. During
its 6 years of operation, FINAME has granted a total of over 30,000 loans,
of which 8,000 were approved in 1970 for a total value of Cr362,OOO,000 or
08$80,000,000.

FINAME operates throUgh financial agents who repass funds to the
end borrower. These financial agents are private or public investment and
commercial banks and finance companies. In 1910, 16~ of FINAME's financing
was provided through private investment and canmercial banlts, and finance
companies. The function of the, agents, who earn a camnission of 4~, is to

i.
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take care of the details of financing and to guarantee the loans; FmAME's
role is limited to checking if the loans are eligible and to supplying
the funds.

Refinancing and financing terms vary from 2-5 years accor(iing
to the type of equipnent. FINAME participation varies from 301> to 90f1,.
Maturities vary from 2 to 5 years. Interest rate is l2~ plus monetary
correction of 101> to the ultimate borrower.

FINAME's organization chart appears in Annex V, Exhibit D. . ,
Recently, a new Division for Special Operations was created within FINAME;
to commence longer-term financing operations (8-10 years). This Division'.
will also be in charge of the FUMCAP operations. Headed by a Deputy
Executive Secretary, the staff of this Division presently includes
economists (7), lawyers (3), an engineer and supporting personnel.

FINAME has no unde~iting experience. Its staff, however,
through their handling of several thousand lending operations has
acquired a respectable experience in the area of industrial credit
and a feeling for the financial-operational capability and soundness
of business firms which could be utilized in connection with FUMCAP.

The BNDE, on the other hand, has conducted three uriderwriting
operations (with the participation of 6 private banks) which were quite
successful. Their combined total reached Cr$30,500,OOO or approximately
$6,250,000. There is, therefore, a nucleus of personnel within the BrIDE .
who are familiar with financial analysis, pricing and distribution, as
a result of having worked jointly on these operations with the issuers
and the investment banks. According to the Chief of this BNDE Departm~nt,

(the Department of Resources), the experience gained in these operations
is fully available to FINAME. As a matter of fact, there is active
participation of the BNDE Department of Resources in the formulation of

'. the proposed basic rules for FUMCAP's operations. However, it is unlikely
that any personpel will be transferred from BNDE to FINAME.

c. Caixa EconomicaFederal (National Savings Bank)

The Brazilian savings banks first came .into being in 1831, . '.
organized as private institutions. In 1860, the "Caixas" (savings banks).
were given the basic features which they were to keep for about 110 years.
This law established the maximum deposits that could be guaranteed by the
GOB, established interest rates, and basic operations the "Ca:1.xas" could,
perform. Each State capital was to have one "Caixall

, autonomous or attached
to the agency of the Ministry of Finance in that town, but in any case
owned by the Federal Government.

In 1915 new types of operations and regulations were established
which remained in force until 1934. In that year the Higher Council for
Savings Banks was established in an effort to coordinate and give sane ,
unifonnity to the 21 "Caixas ll in operation. However, these "Caixa~" ope,rated
independently of each other, having their own Board of Directors.

,
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On August 12, 1969 the GOB decided to merge the 22 "Caixas"
and to dismiss the Higher Council for Savings Banks (effective December 31,
1970) y. This step meant the dismissal of the :boards of directors of the
fonner State "Caixa,s". A single national Board of Directors with a Chaihnan
and 4 Directors y was installed in Ma.rch 1970. The organization chart:
of the new "Caixa" apPears as Exhibit E in Annex V.

The important changes effected by this recent legislation ~an

be summarized as follows:

(1) establishment of one institution with a central
administration and philosophy, but operationally
decentralized;

(2) organization as a public enterprise, under the
aegis of the Ministry of Finance, subject to the
policy of the National Monetary Council and the
inspection of the Central Bank;

Both the PIS progr8m, and the proposed FUMCAP operation were
placed under the responsibi11ty ,of the Director for Special Operations.'
The present functions of this Department are: (1) to administer consum~r

direct credit; (2) to refinanceconeumer hard goods; (3) to conduct per~onal

, '

!I The new Caixa was capitall~ed in' the amount of the combined net worth '
of the 22 Ca.ixas and the Council. This amounted to Cr$353, 000, 000 on

'March, 1970

Y Directors in the Brazilian context i,s eqUiValent to the officers of the
enterprise in U.S. terminology. With respect to the"C&ixa", the chainnan
and directors are appointed by Presidential decree and may be dismissed at
will. nte chairman has 2 votes:, one as a member, another as chainuan,
and also the power to veto. 'The chairman is the lega.l representative of the
C&1xa. '
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loan operations; (4) to collect federal taxes and (5) to handle traveler'p
checks activities. The ~'s staff includes lawyers (3), accountants.
(5), one economist and one business administration graduate. The Department
plans to hire two additional lawyers and two additional economists.

"
, 1

,
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Neither of the divisions designated by the Principal Agents to
be in charge of the FUMCAP Program appears to have the orientation or
significant present expertise in the field of underwriting. However, a number.
of possible approaches to a solution of this problem were tentatively identifi~:
(1) both institutions expressed the confidence that they could gear up tothei~'
responsibility with relative ease and speed; (2) the necessary technical
assistance is available to these institutions and is provided for under~he
proposed TA program described above (Section I, A, 4); and (3) the World'Bank .~

and USAID/Brazil has requested, and the GOB has agreed as stated above, that "
FUMCAP would be endowed with a centralized administration within the Central
Bank, which would provide overall supervision for the program, and review
individual underwriting proposals, before they would be financed.

As noted, the integrated Caixa, operating with headquarters :tn
Rio and branches in 22 States, is less than two years old. In spite of the
tremendous volume of funds handled with great efficiency every day in the
course of its nomal operations (aJ..most $I. 8 million per day) it is quite:·
clear that the "Caixa" does not now have the staff or capability, in its.
Department of Special Operations or elsewhere, to perfom the specialized
functions that will be necessary in connection with both the PIS fund, and
a full-fledged FUMCAP operation. However, the "eaixa" has considerable
flexibility in hiring additional staff, and in retaining specialized or
consultant services. It has already accumulated considerable expertise in
its FIPIS division, the department concerned with the creation and structuring
of the PIS fund, including personnel familiar with the capital markets and,
investment banking operations. ,It also has' several of its staff on leave of
absence and in training with various investment banks. As a result, the
"Caua's" acting president, Dr. Sebastiao F. dos Anjos, expressed confidence .
that the "C&ixa" can assemble such internal and external expertise as it may
need to perform the functions required by FUMCAP. .

d. Conclusion
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Regardless of which approach or combination of solution, the"
GOB chooses to pursue, the conditions precedent will, call for evidence to,
be furnished that the requisite technical,'capacity exists or has been '
established within each responsible division of the Principal Agents before
loan funds are released (see Section III, DT below). '
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B. OOONOMIC ANALYSIS

The basic economic justification for the FUMCAP program can be
summa.rized as follows:

The Government of Brazil has an objective of sustaining an overaJ.J.
economic growth rate of 1~ per year. Two significant methods of
inducing real growth are by increasing the size of the nation's
capital stock and by improving the composition of a g1ven amount of
capital stock via a more efficient allocation of available savings. '!'be,
financial system is one imPortant determinant of both the rate of
growth of the capital stock (investment) and the effici~cy by which
the nation's

The principal purpose of thefina.ncial. markets is to transfer
resources from savers to those firms who can most efficiently use

'these savings for productive purposes (e.g. purchase of machinery"
building of factories, etc.). The focus of this section is to show
how the FUMCAP program should improve, the efficiency by which the
Brazilian financial system serves this purpose.

"

A1though the FUMCAP program w1l1 not change all aspects of the
financial system, its goaJ.s are to improve that aspect of the system
which is not functioning properly at this time, namely, the pt"ovision
of long-term financing to the private enterprise sector of the Brazilian'
economy. This section w:f.l1 begin by describing the financial structure
of the Brazilian economy and the activities of its principal financial
institutions. The examjnation of the lending operations of these insti
tutions clearly shows the emphasis placed on short-term loans in Brazil.:,
This phenomenon is explained by the inflationary environment in which '
these institutions have been forced to operate during the 1960'S. The
sucess of the Brazilian government's anti-inflationary program be~
to have a significant impact on the financial markets in the last';
several years. The reduction in the rate of inflation coupled with
the widespread adoption of the monetary correction clause has increased
the percentage of total savings flowing into a variety of financial
instruments. The analysis of the characteristics of those financial
instruments which the Brazilian public is buying clearly exhibits the
ability of the financial market to capture a rising volume of savings.
One of the basic objectives of the FUMCAP program is to channel a
larger proportion of these savings into Brazilian private firms.

The a.nalysis also discusses the position of the Bra.zilian firms and
how they have captured thei'unds necessary to finance their long-term
needs. The principal conclusion is that these firms have been forced
to rely almost exclusively on their own internal sources of 1"unds to
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meet their long-term. ~nancing.needs. The reliance on internBJ. funda:l
was not an insurmountable obstacle to the 1nJ::In:'essive growth of the
Brazilian private sector in. the late 1960' s because of thew:Ldespread
existence of excess capacity. These favorable conditions no longer ,
exist in the Brazilian econ~. Consequently, the capital. requirements1

and concomitant demand for long-term financing, wb1ch w:Ul be necessary
to achieve similar gr0wth rates in the 1970's w:Ul be significantly higher •

"
\
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1. FINANCIAL STRUCTURE OF THE BRAZILIAN ECONOMY
'f

a. The Structure of the Financial System
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The Brazilian financial system is composed of the Central Banlq
commercial banks the Bank of Brazil, credit and finance companies, .
official development banks, private investment banks, official sanngs .
banks, the National Housing Bank,and several specialized entities
such as FINAJ'.IE (Fund for Financing the Acquisition of Industrial
I-iachinery and Equipment), cred!t cooperatives, sOC1i~ wAlfare institu:bes,
real estate finance compnnies, and so on. Several· 1i;;P::6 of financial inter
mediaries also exist in the capital market suoh as mutual funds and,
companies specializing in the distribution of stooks, bills and '
acceptances.

The commercial banks operate almost exclusively in the field of .
short-term loans, principally in the form of discounts of trade ac-'
ceptances, whioh are seldom for more than 120 ~s. The credit and'
finance companies extend loans for terms tha.t vary from six months"
to two years, generally on the basis of acceptances of Letras de
Cambio (real bills of exchange). The Bank of Brazil combines 0 ope
rations of a commercial bank with those of an agricultural bank,
with the major paxt of its activities falling into the latter category.
The most import.ant of the development banks is the National Bank '
for Economic Development (BNDE), the pl:'inoipal funotion of which
is to finance fixed capital investment in the basic sectors of the
economy (FINAME is an entity within the BNDE). The National Housing
Bank (BNH) regulates and refinances housing credit. The funds
for real estate financing are not lent directly by the BNH to
ultimate borrowers, but are repassed through such institutions as
real estate cred!t companies and savings banks. Savings banks attraot
lower and middle - income savings in addition, to public re,sources .
(principally from the BNH), and, in turn, grant personal, commercial,
and mortgage loans.

The private investment banks were authOrized ln
OO

l966"witho the
primary objective of extBnding 10ng--term financing to industry. They
have not, to date, made a great deal ofprogresB in achieving this ~bjective.
Beginning in 1966, investment banks were involved almost exclusively
in short-term operations of less than one year. They have made some
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progress over the last five years in the sense that the average
maturity of their loans has been extended from less than one year
to approximately 18 months in addition to the fact that they hav~

increased their underwriting activi.ties.. . . A more detailed
examination of the investment banlV~itywill be given below.

. ~. '
Table 1 shows the distribution of loans and financing by the:

principal Brazilian financial institutions to the private sector
from 1964 to september 19fO. A number of important characteristics
of the Brazilian financial system are reflected in this table.
First, the preponderance of short-term (less than 2 years) lending
which was more than 5 times long-term lending in 1964 but fell to
only} times long-term lending in 1969. The reduction in the rate
of inflation and the more widespread use of monetary correction (to
be explained below) would seem to account for this absolute and·
relative expansion of long-term loans. Secondly, long-term loans
are almost exclusively available from goverrunent institutions.
About 4<1.' of all long-term loans in 1969 went into industry (BNDE,
Bank of Brazil, and investment banks), another lTJ, into agriculture
(Bank of Brazil), and about 4~ into real estate (BNH and savings
banks) with the latter expanding rapidly while long-term industrial'
and agricultural credit basically maintained their own relative '
positions.

The relevance of this general picture of the financial system
in terms of the FUMCAP program is twofold: (1) The success of the
FUMCAP program, especially on the debt side, will add further in
ducement to the absolute and relative growth of long-term financing
vis-a-vis short-term financing. In particular, a greater percentage
of total financi~ will be made available to industry on along-term
basis. This is particularly important in view of the fact tlB t even
in 1969, only about 8.5% of total financing was available to industry
on a long-term basis. (2) FUMCAP will provide the first significant
source of long-term private debt financing to industry.

Before discussing the reasons for the almost complete lack ofprl
vate long-term, debt financing, it may be useful to point out,aome of
the drawbacks of having Brazilian firms so dependent on government
sources for 10ng-term . financing. First development banks· function
only as a conduit of funds, making little real contribution to the
development of local capital markets and having little if any effect
on the generation of local savings. Secondly, there exists a con
siderable opportunity cost when development funds are tied to in
dividual project"s for periods of many years, particu1arlywhen they
are ccmnittedfor beyond the time when they could have been rePlaced
by private tundsj this prevents their redeployment when projects of'
greater priority develop. ' " . .

".

iJ ~ ~ex VI, Exhibit J
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Final.ly, state development banks must, because of the fact
that public funds are involved, justify all developnent loans
with extensive technical and economic analys. s which are only
really necessary for larger projects. With their limited staff,
such banks tend to become bottlenecks in the developnent process
and are unable to :f'ully meet the demand for funds from private
industry.

This is not to say that Development Banks do not have a large
and important role to play in industrial development. Obviously,
using the BrazUian National Development Bank (BNDE) as an example,
they have an enormous role not only in financing projects, but in
rationalizing and structuring investment programs. However, the
limitations discussed above clearly limit We :ln18-ct which development
banks can have on industrial financing.

"

. :

"

\.

" ...
"I

'f
",,".
',1'

,,
,,'

.\'

')

Given the limitations of development bank financing, a favorable
economic cl~te in Brazil, and the emergence of financial instruments
and institutions capable of mobilizing private savings and channeling
them into long-term industrial financing, it is a propitious time for
USAID to assist the Brazilian government in creating the conditions
under which the private investment bankE can assume a larger res
ponsibility for evaluatipg: l>.r9.t~cts and apsuming the risks of mc>- t
bilizing private savings in order to' finance iDdustr~ deveJ.opnen •

In this regard, it may be useful at this time to take a closer
look at the institution which USAID proposes to support in order to
bring about this change in the nature and volume of long-term financing,
namely, the investment banks.

b. Analysis of Investment Banltirig Activities

In February of 1967, 21 investment 't'anks were registered in ,Brazil
and operational by December of that same year. This number grew to
30 by the end of 19'70. Ten more investment bmks will be permitted
to register and becaneoperational by the end 01' 19'71. As of May 1971
eight of the ten have already registered with the Central Bank 01'
Brazil and have becaae operatioll81.
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In 1967 the minimum capital requirement fer an fbvestment bank
ranged fran Cr$5 million to Cr$15 million, for investment ~nks '
operating in Rio de Janeiro and sio Paulo. In 1969, Resolution
N9 117 was passed raising the minimum capital requirement for all
Investment Banks to Cr$15 million and at the' same time allowing ,
them to operate in all the states of Brazil.

The capital base of the investment banks grew fran Cr$961
million at the end of 1967 to Cr$7,631.4 million as of Dec. 1970.
This represents a rate of growth of 795%· during a period in which,
wholesale prices in Brazil rose by 14~!I. During this period the
ratio of third party resources vis-a-vis the Investment Banks own ca
pital grew from 6 times capital to 7.7 times capital.

•
A review the Investment Banks Sources and Uses of Funds state-

ment for 1969 and 1970 shows " the' absolute growth in Invest-,
ment funds which reveals . the important growth in the different oper!
tions of the Investment Banks.
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TABLE A

Investment Balik Resources (Sources)'

Cr$ (million).
Balances at the End of 1969 and 1270 y

..
...

\ '

~ "

!I Conjuntura EconOmica, Getu1io Vargas
Foundation, N9 125, p.84. ,

Sources of Funds

Equity
Reserves
Revaluation of Assets
Capital (SUb-total)
Acceptances
Official Intermediate

Credit Funds
Time Deposits
Repass of Foreign Credits
other Accounts
Third Party Funds (SUb-total)

Source:
Bo1etim de ANBID N9 28
Ano III - Number 28, 2/71

Dec./69
A

552,2
160,5
61,6

~4'i-1,33,
206,6

1,202,2
357,1
341,3

;,148,6

4,514,9

Dec./70
B

718,3
307,0
168,0

1.19,,£1,7 ,

7,631,4

C. BIA

54,1
8,6

38,4
131,6
88,4

169,8
'72,1

69,0
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The figures a.bove' show that in 1970 investment bank resource.
grew by 6~ and that the capi~al base of the investment uanks ex
panded by 541. The growth in the capital base of the Investment
Bank va. complemented by a 7~ increase, in 1970, of the 'funds
captured b7 the Investment, Bank from third partie••

T<Yl'At

Dec./69
A

"

• ,~ I

,"
t··
,"
J'I

,.:i'.,

"

; ~

0,

I'.'

',%
"

Dec.!70 "~ ,I'
I

B CaBlA . ;~ }".',
.~:', .

262.3 29.1 "

2.941.4 127.6 '\' '

1.802.3 ,10.5
" I

46.2
'0'

313.0 ",'.
674.7 89.2 ' .( I~

1.011.2 ' 93.3 '\','

73.6 62.5

"
545.9 i27.4

t",."I

\'7.631.4 69.0 ,'I

l

0,.

I,

203.1
1.292.3
1.637.7

214.1
356.6
525.8
45.3

240.0

4.51~.9

TABLE B

Inve~tment Bank (Uses of Fund. ~cr. (Million) ,

Balance at tbe Close or

Uses of Funds

Cash
Loans

Acceptances
Official Intermediate

Credit Funds
Foreign Repass OperatiOl1.
Securities
Fixed Assets
others

The most noticeable changes in the source and use of funds MS ,
been the slow-down in the acceptance business (uses of funds) which
grew 10.% in 1970 while time deposits, the principal source of work
ing capital loans, grew by 131.6%. Foreign Repass Operation, another
important source of working capital financing expanded by 89.2% in
1970.

", '
o

,I,

Table C shows the breakdown of actual loans from investment
banks to the private sector from their first year of operation (1966)
to the end of 1970 by the maturity of the loan. The first important
trend to be noted is the gradual change in their short-term (less
than 2 years) operations frQl acceptance financing (a significant
percentage of which is used for cons\Dller credit) to straJght working
capital financing a. represented by the r!!lative srcMtb of the
ent17 "loeDs and financing". Thi. change vas brought about b7 tJ1e
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"TABLE C

Loans from Investment Banks to the Private Sector

Balances at the end of the period

In millions of cruzeiros at current prices
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increasing pressure on investment banks to terminate their ac
ceptance operations. In fact, the GOB will not allow investment;·
banks to engage in acceptance financing at all after Februa!"1, 1972.
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214.1

Dec/'67 Decft68'

20 22

131.5 576.0

563.0 865.8

694.5 1.441.8

44.1 93.7

U.1 214.6

55.2 308.3

749.7 1.850.1
======= =c:_====-======-=

TorAL

Dec/'66

Sub-Total(long
term)
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The other distinct trBDd shown, in Table C is the relative increase)
in long-term financing as a percentage of total financing. Long-term
lending by investment banks grew from about 1J, to almost l8',{, of t,otal
financing between 1967 and ,1970. The entry for F!NAME represents the
amount of their own resources that the investment banks supa13 .,.1~96EJ.: f
vate firms for the purebase of D1BchiDery and equipment, wit}i1601'1ttmtg 0

provided by the BNDE and l~ by the fin,itself. The _turity or these'
loans averages about 30 JIIonths. '

External Funds

FINAME

LOans &~.,Financing 43.4

Acceptances ' 85.6

SUb-Tota1(short-
term) 129.0

Number of Banks 6

- -_.- ....-.~"- ~ - -,'
i;
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The entry for external funds represents the amount of money
lent by investment banks to Brazilian firms for a period of 28
months, as required by Central Bank Resolution 63. The invest
ment banks capture these f'unds by issuing their own prOm:Lssory
notes which are negotiated in the internatiClna1 JlRI'kets, principa.ll;y
the New York and Em'o dollar markets. The amount of money the
investment banks could raise from. this source, and consequently,
repass to Brazilian firms, is considerably higher than the amount
they currently are <'.apturing. The reason they cannot capture more '
is that the Central Bank has restricted the amount of foreign
capital coming into Brazil through these and other sources in order·
to keep Brazil's foreign debts obligations consonant with its repe.y- :,'
ment capacity.
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The mutual funds directed by Brazil's investment banks invest
the major part of their resources in shares being traded on the
secondary JlRI'ket of Brazil' s security exchanges. Because these
funds represent one of the principal sources of funds being
channeled into BraZil'S stock exchanges they have been largely
responsible for the spectacular price rises in many of the issues ',~ .
now being traded. Price rises have been a function of the large .
inflow of funds into a market that offers mutual fund managers
very little selection for the investment of their. funds. The.
present trading activity and high prices being offered for shares
on Brazil's secondary market has, however, represented an important.
incentive for firms to agree to open up their capital to public :
participation by selling their shares on Brazil's primary market.

In terms of underwritings, or the process of provi~ing a firm
with permanent long-term financing by the sale of its securities,
the mutual funds can act as an important buyer of newly underwriten,
securities. In this regard, the growth and activities of the - •
mutual funds have p~ayed an important role in stimulating the
development of Brazil'S primary market for corporate securities.

Investment Banks have played the leading role in developing
Brazil's primary market for corporate securities. While, at first,
sight the underwriting operations of the investment banks (u5$55 "
million in 1970) appear small in cClllparison to the long-term '
financial needs of Brazilian industry, they were very relevant to
total underwriting operations and the gradual development of
Brazil's securities market ewer the last three and one-half years:.
In ~'fact the value of undervritings for the first five months of
1971 are approximately equal to the total undervritings undertaken '
by Investment Banks in 1970.

Those operations practiced by the investment banks that have "
been related to Capital Market long-term financing are the Invest-.
ment Bank Mutual Fund and Underwriting operations.
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'0. Reasons for the Scarcity of Private Long-term Lending

Long-term loans have been virtually unavailable fran private'
sources in Brazil basically because of the uncertainty about the
future rhythm of infiation. In an irifiationary envirorunent,
the rate of interest that would be established in a free market :'
depend on expectations about the future velocity of price increases.

The velocity of price increases over any long period of time
has been almost totally unpredictable in Brazil, with the possible
exception of the last few years. An interest rate based on a
projected price increase of 3 percent a month in a ten-year operation
can be disastrous for the borrower if prices stabilize, or
disastrous for the lender if inflation explodes.

ODe important result of this long-term credit impasse is the
weakness of the Brazilian bond market in which long-term, fixed'
yield, securities have been sold. Although corporate law allows
caupanies to issue debentures up to the total of -dtoCkholders t

equity, few firms do so.
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Year-
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970

TableE- Debentures Issues

Value
(mUlions cr$J.

0.29
0.11
0.54
0.88
1.20
0.60
2.4
2.2

11.0
31.6
29·1
2.6

145.1
5.0

.67.5

Percent of GNP

0.03
0.01
0.04
0.05
0.05
0.01
0.04
0.02
0.05
0.11
0.06
0.04
1.46
0.04
0.39
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Table E 'slp-;Ecorporate bonds issued in the period 1956-1970, 'in
total value and as a percentage of GNP. the market is very small
when canpared, for example, with the size of the market for such
short-term instruments as the Letras de Cambio (ccmnercial acceptances
used primarily for consumer financing). Many of the debentures '
issued in recent years have been short-term instruments (generally
one year), sold at a discount in the manner of Letras de Cambio.
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The natural remedy for a shortage of long-term credit during a
violent inflation is the adoption of an infiation clause-adjusting
payments and unpaid balances in accordance with price indices
previously agreed on. Until 1964, such readjustments were illegaJ.
in Brazil. Since 1964, several laws have been pranulgated
authorizing the issuance of credit instruments and the extension of
loans with a monetary-correction clause.

Before we discuss the currentuse of the syste:n of monetary
correction in Brazil, it should be pointed out that Table E does
not show two other sources of long-term financing available to
private firms, namely, the issuance of new equity and foreign
capital. Although the amount of financing received through the
issue of new stock is very small (approximately l~ of total
financing and 4~ of long-term financing in 1969), foreign capital .
represents a very significant source of financing (over 2eJ1, of total
financing in 1969). We will discuss both of these sources of. financing
in a later part of the paper as viewed tran the point of view of the
industrial sector.

d. Monetary Correction

Monetary Correction (MC) is a mechanism by Which the naninal'
value of a claim is adjusted to canpensate for the loss in the
purchasing power of the currency in Which that value was originally
expressed.

The application of MC in Brazil can be traced as far back as 1951,
when firms were first authorized to correct the historicaJ. value of
their fixed assets. This device, which came to be known as
"revaluation of assets" was in 1958 authorized to be applied on a
regular basis and the legislation that followed extended the
application of MC to current assets. This legislation also 'established
special treatment for the public utility canpanies for the use of Me.

The authorization for firms to correct the value of their assets
came to be made in Brazil as a result of the growing concern by
business, and ultimhte recognition by Government, that inflation was '
eroding the book value of the firms I assets, so that naninal profits,
and consequently corporate incane tax, were very high, but real
profits were lOW, and in many instances even negative.

Starting in 1964 the field of application of MC has been .I;
considerably expanded. By the end of 1970, practically any cla,j,m' ~

could legal.ly have its value monetarily corrected. Of particular'
relevance for this study was' the extension of MC to the financial '
sector through either exis'M.ng financial instruments' or the creation
of new instruments with the Me;: clause. Legislation enacted s~nc!e

1964 created the ORTNS (Readjustable govermnent, bonds)' ,and the housing
bonds ('fletras lmobUiarias") both with MC, and authorized Me to
be charged ag~nst private credit instruments, such as debentures,
time deposits, and bills of exchange.
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The principal objectives of the government in extending MC to
financial instruments was to improve its own ability to borrow
long-tenn and to develop a private long-term financial market in,
Brazil. One of the worse effects of the long-time Brazilian,
inflation was the practical elimination of the demand for long-term
securities. While the impact of inflation and the limitations posed
by the so-called usury law (the 12% interest ceiling) could to sane
extent be circumvented in the short and medium term credit markets
by means of such banking expedients as "interest on the outside" and
"surcharge of camnissions", or the discounting mechanism in the bills
of exchange, none of these could work in the case of long-term
instruments because of the unpredictability of inflation in longer

•periods. This in part explains the preference of the Brazilian
wealth holders for short term instruments. In the light of the
undesirability of adopting strong methods to curb inflation, as
viewed by the Brazilian monetary authorities - with overwhelming
support !rom the Brazilian public opinion - the MC device appeared
as the best way to conciliate the need· for long-term financing
with uncertainty about inflation in the long-run.

Another factor that determined the adoption of the MC in Brazil
relates to the role of expeotations in an inflationary environment
vis-a-vis the implementation of a price-stabilization program.',
Influenced by the behavior of prices, holders of financial assets
may tend to over'estima;te the future rate of inflation and thus
to underprice the present value of securities. Consequently the
real rate of interest' may be raised much more than otherwise
would be the case, a fact that would unnecessarily strengthen the
recessionary effects of a price-stabilization program. In 1965,
the monetary a'I.Jthorities were very concerned with avoiding, to the
maximum extent possible, these effects of their anti-inflationary
program. Beginning in 1965, the real rate of interest, though still,
negative, began to rise considerably. This rise was expected to'
continue in the fUture, eventually beyond acceptable levels, and
was interpreted as being caused, to a large extent, by the rigidity
of price expectations associated with the discounting practices
followed in the securities markets. 2:1

To the extent that this was so, a mechanism such as MC could
help to overcame the situation since it could substitute an
a posteriori verification of inflation for the a priori estimation
of it, Which is the case when a security is bought at a discount.
When a security is bought at a discount, the discount includes the
interest rate and a margin allowing for the fUture unknown increase
in the prices of goods and services. '

.~.

------------~!I Actual annual discount rates for bills of exchange of six month
maturity were on the average -5c:J1, in 1964, -251, in 1965, .'
-810 in 1966, +'t!fo in 1967 and +61t in 1968. '; ,
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A second important phenomenom is the fantastic increase in the amount '01'

money nowing into the stock exchanges 0 The Rio Stock Exchange, for ~e,,)

increased the real volume of monetary transactions by a factor of 8 from
1968 to 1970. This renects the groWing receptivity of -equity as a farm in
"which'the Bra'Zilian Saver wants to hold his wealth. Once' again, however';
the increase in the volume of 'money flowing into this instrument (stocks) ,
has not directJ.y effected the large najori'ti of Brazilian firms since. the'
money is being spent to purchase stocks in the secondary narket. Moreover ,
only about 80 issues are actively traded.

e. Financial Instruments

When, on the contrary, MC is tied to a coupon yielding bond, then the
issuing price and the coupon are no longer fixed; they vary according
to the actual aJnO\Ult of inflation that takes place between the issuing ,
and the redemption dates. The advantage of adopting such a mechanism
is that, on the one hand, it protects the lender as interest and the
final amo\Ult collected are expressed in a currency of a constant
purchasing power; on the other hand, it avoids the possibility that the
borrower is hurt if pr.-ices stabilize faster than originally expected.

A detailed discussion of the method used to derive the monetary correction
coefficient and the methods by which it is applied to various 'financial
instruments can be found in Annex VI, Exhibit ~.

Another aspect of the structtn'e of the Brazilian financial system
that is relevant for this project is the change in the now of funds
going into the various types of financial instruments in which the private
Brazilian saver can hold part of his wealth. Although a detailed discussion
of the characteristics of these instruments and the volume of money nowing
into them can be found in Annex VI (Exhibits C, D and E), the description
of the Brazilian financial system would be incomplete without noting some
of the conclusions drawn in this Annex.
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The financial instruments available to the public in Brazil are almost
entirely short-term. The largest volume of funds were captured by financial
acceptances (Ietras de Cambio, used primarily for consumer, finance) and
time deposits, both of which have rnaturities ranging from 6 to 24 months. '
The volume of :f'tiiids fi owing into these instruments increased by about 8(f{o in
real terms during the 1960's. It is particularly interesting to note,

, however, that money nowing into longer term, fixed interest securities
(Ietras Innnobiarias and savings accounts, both of which are used pr.-imarUy
for real estate financing) showed a much larger relative increase since
1968. This implies that the Brazilian saver is becoming more interested
in the higher yields offered by these latter instruments than his previous
pr.-eference for the more highly liquid short-term instruments. This recent
change in saver preferences exhibits the market's greater receptivity for',
the new type of instrument which will be introduced to the public by the
FUMCAP program, namely, long-term pr.-ivate bonds. If the public does accept
this new instrument, one can expect a relative shift of resources from '
consumer & real estate financfng to industrial financing.

'.,



- 44a -

The development of an active secondary market is, of course, a
prerequisite for the expansion of the primary ma.. 'ket wherein firms
in!tially sell their new eqUity and thereby receive funds for long
term financing. The renewed interest in the stock traded in the
secondary market does appear to JlBke this a highly opportune time
for Brazilian firms to launch new securities at reasonable prices
through the PUMCAP program.
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•

2. Sources of Long-Term Financing Available to Brazilian
Firms

a. The Current availability' of Funds

'Ibis section an&1y,es the sources of long-term financing
upon which the types of Brazilian firms which are likely to benefit traa
the FUM::AP program bave bad to rely in the recent past. 'Ibis sectid.n
wUl attempt to show that these sources have not adequately served the.'
needs of these firms for long-term finane ing in the past, and that they
can not be expected'to provide the financing required tor the private
sector to grow at the rates proj.ected by the Brazilian government.

In order to get a clear idea of the sources of funds
used by firms who will be the potential users of the underwriting
services being financed under FUMCAP, USAID/B commissioned the services
of two Brazilian consulting firms to collect data on the finaociaJ.
activities of these firms.

INDICE, a private "data bank", collected aDd analysed
data OD sources of long-term financing (which they define as' having a, .
maturity of one year or more) for the private business sector as a whole
and for firms with a capital base exceeding Cr$lO million. An in-depth'
analysis of the balance sheets of 100 of these firms as well as an
extensive interview of 50 of these 100 was conducted by Paulding Associates,
a Brazilian consulting firm specializing in financial research and ao&l.ysia.
The conclusions and results of these surveys are reported below.

The data collected by INDICE firmly supports ODe of
the basic propositions underlying the need for the FUMCAP program,
namelyI that Brazilian firms are forced to rely heavily on tbeir own
resources for the financing of their long-term needs. Table J'r shows the.
now of long-term funds and their sources for all firms in Brazil. ibe
first group represents sources of funds iDteroal to the f1l'lll, wbUe the
last three groups represent external sources,.broken down into oftici~

sources, private sources and, foreign sources.

* Annex VI
Exhibit J

:'1
. I

. (.
,. ..~

"
'J'
',.

, ,
, j

',.

j.

I'

I,r
I.. '

',' ,

.,
~'

"
':

.. ••• 1' "_ I



-46-

"

The most important observation to be made on the basis of
these flow of funds data is the high percentage of long-term
financing which have been generated from the firms' own resources
(the average over the period is more than 5~). In addition, '
the variation in this percentage is very high from year to year.
The uncertainty and limited size of the flow' of funds into the
firm is not, to say the least, characteristic of an efficiently
functioning capital market. In this 'regard, one should note
the extremely small amount of funds flowing into the firms
through the private capital markets. This source of. funds
has, however, been ,growing rapidly in the last f.ew
years.

Presented in Tables 4-7 * are data on Brazilian firms
with a capital base of at least $2 million (Cr$lO million) in 1970.
The first table shows the total capital base of these firms, '
broken down by sector, in order to give a gene;raJ. p:l,.cture of
the potential clients of the FUMCAP program. As could be expected, ,
the sector which will benefit most from the FUMCAP'program 1s the
industrial sector, although the service sector has been growing
rapidly and also represents ,another important sector to be
a ffected by FUMCAP.

*Annex VI, Exhibit J
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. Table 5 shows the sect9ral pattern ,of retained earnin~ during :...
the 1964-1969 period. Two interesting aspects of the data in this :'.
table should be noted. First, the cyclical nature of retained
earnings in the various sectors, particularly in steel. and metalurgy~

Secondly, some sectors, such as commerce and services, have been
plowing back a relatively large amount of their profits into
retained earnings

. 'Table 6 s~ows the an;ount of new equity raised, by the firms. from,-- _
all sources (i.e.) current owners, and sales of new issues to the
public, and fiscal funds. This table verifies the recent (1968)
substantial growth of new resources being made available to
Brazilian firms. Once again, the' industrial (especially automobile)
and service sectors have been the chief beneficiaries.

Table 7 shows the sectoral breakdoWn- ~ - - ". -- _. - . ~ -. - ..
of long-term loans supplied by the principal, official,

,_')e~ding agency, the National Bank for Economic Development (FINAME).
Once again, industry (especially steel and metalurgy) and the
service sector are the primary beneficiaries of the long-term
financing available.

A slightly different method of analyzing the Brazilian fi~'

sources of long-term financing was done by the Paulding Associates.
In addition to interviewing firms, they did an in-depth analysis
of the balance sheets of 100 firms which resulted in the flaw of
funds table shown in Table 8 J Annex VI J Exhibit J.
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In order to analyze the significance of these data, let us examine
the averages for the medium size industry, a prime candidate to
participate in the FUMCAP program.

Grouping the enti-ies shown in t~e table, it can be seen that
the net primary sources and uses of funds were:

Uses
Increase in current assets
Increase in fixed assets
Dividends

Sources
Increase in long-term liabilities
Increase in short-term liabilities
Profits (before depreciation)
Increase in capitaJ. or re-

evaluation of assets

44.5 .
48.3
3.2

96.0
7.7

17.6
46.3

24.4
96.0

;,,
,'~ I

"; ,



- 48 -

Assuming that the difference between the increases in current assets
and current liabilities was working capital, the following picture
emerges:

Uses
IiiC"rease in Working Capital
Increase in Fixed Assets
Increase in Dividends

Sources
Increase in Long Term Liabilities
Increase in Profit
Increase in Capital or

Reevaluation of Assets

26.9
48.3
3.2

78.4

7.7
46.3

24.4
78.4

"

i

.i

It is impossible to determine how the last item breaks down between
increases in capital and reevaluation of assets because of the manner
in which balance sheets are drawn up in Brazil. Let us make the '
reasonable assumption that it breaks down 5,0-50. Since the re
evaluation of assets is done to correct for the erosion of monetary
values in an inflationary situation, then the final, perhaps most
accurate picture that emerges, is:

Uses
Increase in Working Cap:1.t8J. 26.9:
Increase in Fixed Assets (Investment) 36.1
Increase in Dividends 3.2

66.2

" I
'I'
'i

No matter how one looks at the data, the same general conc.l.usions, '
emerge: namely, that the typical Brazilian firm is forced to finance,
an inordinately large percentage of its needs from sources internal '
to the firm and that 10Ilg-term debt financing (and therefore leverage)
is extremely limited. '

Sources
Long-Term Financing
Profits .
New Equity

7.7 .
46.,
12.2
66.2
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b. Attitudes of owners/managers regp.rding new long term financing of
operations through the public offeripgs of d~benture8 and equities

I

In order to insure that there would be a sufficient number of Brazilian
firms interested in launching new securities under the FURCAP program, USAID
hired a Brazilian consUlting firm to interview 50 Brazilian firms who would
be potential candidates for new underwritings. These 50 fir.ms represented
a reasonably good cross section of the Brazilian private sector which have
the size and profitabil:ity necessary to consider a 'new public orrering.
Only a very small Percentage of the firms have any equity held by the
general public. ibe most relevant aspects of the resu!ts of this survey
are reported below.

In terms of the demand for new underwritinge, a large,majority of the
firms interviewed are considering launching new securities in the near
1'u.ture (about ~ within the coming year). It is, however, interesting to
note that almost all of these firms are thinking only in terms of new
equity issues.

The survey revealed that the type of long-term planning required to mue
rational decisions about the proper use of long-term external financing was
quite inadequate. Only about 2/3 of the firms interviewed had financial
plans which projected future profits and/or cash flows. Those that did have
financial plans generally limited their projections to 3 years at the most.
Less than 1/2 of the firms had made projections of the future market demand
ror their products. Those that did, once again, limited their projectioDs
to 3 years.

Another salient characteristic of the rirms interviewed was the liDdted
understanding and knowledge of finnncial markets. Ms was especially true
with reference to long-term deQt instruments. For example, IIlOre than 1/2
of the firms had absolutely no idea how much it would cost to receive '
rinancing through the capital market.

Those who thOUght they knew seriously over-esttmated the cost. For
example, about 2/3 of this latter group thought that they would have to pay
l~ or more plus monetary correction in order to sell. their convertible
debentures on the market.

This lack of knowledge and/or inaccurate information probably explains
the fact that only 1/3 of the firms wanted to substitute long-term debt for
short-term debt, even through their balance sheets showed that long-tera .
debt represented only about ll~,of their total assets (short-ter.m debt '
was about 25~.)

The attitudes of the firms interviewed regarding the major adTantages
and disadvantages ot issuing new securities breaks down as tollows:
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1) Major advantages of new equity issues (listed in order of importance) :

a) Improve the possibilities for future expansion, including mergers
with other cOJl1)al1ies via the use of stocks.

b) Decrease the financial costs of' the firm.

c ) Receive the fiscal benetits offered by' the GOB to "open capital";
caapanies.

d) Increase the liquidity of the shares held by the current owners.

e) Improve the ability of the firm to launch an expansion progrolll
whose pay-offs would not be realized for a relatively 10118 period. of time.

2) Major advantages of new long-tel'Dl debt issues.

a) Decrease the financiaJ. costs of the firm (One should note the
contradiction here with their response to other questions about long-tem
debt) •

b) SUbstitute long-term debt for sbort-tera debt (Another
contradiction)

c) Increase fiscaJ. benefits because interest payments CM be
deducted from profits before taxes are computed.

3) Major disadvantages of new securities issues (both debt and equity)

The only important disadvantage seen by a majority of the firms vas that
launching a long-tem debt instrument todq requires the pa.ym~nt of a rather
high rate of interest over a long period of tme. They thin,k. this is a
disadvantage because they expect interest rates to fall in the future •.

It is interesting to note some of the factors that they did not think
were important disadvantages of launching new securities. First, onlyl~
thought that divulging information that was now confidential vas an iJD.pOrtant
disadvantage. Second, only m viewed aIinual audits by independents aud;itora
as an important disadvantage. Finally, although not asked direct1.7, the,
were given more than ample opportunity to express their concern that Dett..
equity issues llight dilute the control and/or earn1Dgs ot their present'
stock holders. No one mentioned this at all.

/ ...
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The final relevant resUlt of the survey vas the apparent attltudeof firiDB
toward investment bankers who could underWrite their new securities. Almost
1/2 of the til'1lls interviewed thought that investment bankers could provide
uset\t1 information about the capital market, but they did not feel that the
inves'bDent bankers could provide usetul advice on how to 1lIIprove the financial,
structure of their firm.

Another 1/., of the fil'll8 felt that the investment banks could provide
usetul advice and information on both of' the topics mentioned above, but that
they wou1d not place a great deal ot confidence in the adrlce of &QJ one
investment bank, iIIplying that they YOUld consult. nrietY' of investment
banks. Only 1"'" of the fiDUI interviewed seemed to have a high degree of
confidence in the abUit1' of &n¥ one investment bank to provide them with usefUl
adrlce and information on both the capital aarket and the financial structure
ot their 1'11'11.

It is obvious fl"OJll this survey' that the Brazilian inves'baent banking coalmm1tJ!
bas both a necessity and the opportunity to improve 'significantly the service
it is currently prorlding to the business eector. '!be basic reason wh:Y' the·
serrice theyo are prorld:1ng is iDadequate today is probablY' best explained b.1 .
the tact that ilrfestaent baDlting ia a new institution in BruU (the first ,
inves1aeDt baDU were l&UDCbed in 1966). Therels, hoveYer, a real need at '"
this tiJIe for BraziliUl tiru to 1IlproTe their financial llADagement. 1he .'
inves"nt bankers are in a priM position'to iDduce iJlproYeMnts 1D the'se
practices. !be lUIrCAP prosna, both· tbroa8h ita· C!'8cl1ta &DC! technical aasiataace,
aboald aid the 1JmIs1aeDt beDkers 1D 1.IIprori.JI8 the aerri.cea tbq provide ~"
ia"111& til'lla.· ,

;.'
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3. Economic Benefits of, FUMcAP
, :'

a. Economic Benefits of F~AP for the Brazilian Firm :,

A recent survey by Paulding Associates of 100
Brazilian firms !I shows.thatthe average return on monetarily corrected
assets after taxes is approxilliately l6.5~ y. The average debt/equity.
ratio of these same firms is ln debt to 83~ equity 'jj.

These data have pointed out two important factors.

First, the Brazilian firm depends heavily on retained
earnings as its principal source of funds for financing expansion, while
long-term debt has been used to a very limited degree as an important
source of investment funds for the firm. Not only does the almost
exclusive dependence on retained earnings limit the expansion possibilities
for the Brazilian firm, but the benefi~8 of leveraging the firm's 1 y
capital with long-term debt hav.e not b~en exploited to an,y significant:
extent. The following tabledemonstratc!s the clear advantage to the .
shareholder of a firm that leverages its equity with an optimal a .1m,
of long-term corporate debt.

!l (79) Industrial, (17) Service, (8) COIIIIlercial. The minimum capital:
base of the firms sampled was Cr$lO lI111ion; their minimum return
on equity was 2~.

gj SeJLAnnex_ vI,._ ~b:Lt J, Table 9
51 See_AImeJLVI, Exhi'!:?i:t J, Table 10
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Exhibit A: financial LeYerye

, \1

Financial Data for Brazilian Firm
"
I

.r,5oo,Offi
, 250,000(5~)?:
250,OOO(5~)

,24.21

$1,000,000
'200,000

28,000
,172,000

51,600
120,400

'2.6f

500,000
85,000 (l~)

"15,000 (8~)

26·M

Fina (x)
Debt/Equity • 1718'

~,OOO,OOO
200,000

9,500
190,500
57,150 "

133,350

- Average Debt/Equity Ratio of PUMCAP's Potential Clients •••••••••
- Maximum Debt/Equity Ratio allowed for ~ Brazilian Firm ••••••••••

17/83,
50/50 1:1

- Profit Margin on sales" •••••• '••• '~ •••• "'; ••••••".. • • •••• •• •• • • •• • ••• ~ !"
- Brazilian Corporate IncOlle Tax, '~, ••••••• ~., •• '••••••• e'. • • • • • • • • • •• •• 't1'llJl , '~
- Interest 'Payout on Bond ••••••••••••••••' '•••••••••• ~;, ~ '{,":

. !l,'
. Firm (Y) '. '/"
Debt/Equity-50/50 .'

Sales:
Net Inc01lle Before Taxes and Interest:
Interest at l~:

Net Income Before Taxes:
Taxes at 3~:

Profits After Taxes:
Total Assets:
Total Debt (Long-tera):
Owners' Investment:
Return on Assets (Profits):

(Assets )
Return on OWners' Inveat.ent ( Profits ):

( Owners' Invest__ )

" '
"

i
'".:
I

'::,
~:

!l We also assae that, on the, aYerap, thi. &IICUIl't of debt can be .afely
serviced by the fira OD a lons-tena ba.is. A 5C11t/5f11, debt eqUity ratio
is considered the average for U.S. manufacturing caapanie8.
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The much higher return on ownership funds in Firm Y (4~)

versus (~2.6~) for Firm X, reflects the fact tla t long-term credits were
the source of much of the funds used in the business. The degree to '
Which the return on total assets and the return on owners' investment
differ from one company to another will ,hinge on the relative mix of
ownership and creditor's funds in the business. ThUS, the figure for

•return on ownership funds reflects the financial policies of the firm
as well as its effectiveness in employing assets. 'lhe economic impact of this 'I'

increase in profits is difficult to predict b~cause firms can d~ one of 3 thi~s .
with extra profit: -plow it back into the firm, lower prices and or raise divi~ends.,;'

The ImPortance of Financial Leverase to the S areholder : ':'
, " ..

- The price earnings ratio for both Firms '(X) and (Y) is ••••••••••• ~ 15 x
- N9 of shares outstanding of Firm (xl •••••••••••••••••••••.•.•••••• 100,000
- N9 of shares outstanding of Firm (Y) ••• ~ •••••••••••••••••••••••••• ' , 60,000
- Asset Base for Firms (X) and (Y) •• ~ •• ~ •••••••••••• ·•••••••••• ·.~ •••• $5oo,OOO
- Brazilian Corporate Tax ••••••••••• ~ •••••••••••••••••••••••••••••••0 ~~.

The price that an investor is willing .to pay for a
firm's securities is dependent on t~e earning power of ihe firm. More
significantly, the common shareholder is only interested in earnings
per share (related to the owners' investllent) and would be willing to .
pay a substantially higher price for the shares of Firm (Y) than for, "
Firm (X) because of the higher return on the investment for the firm's'
owners (c01llll0n shareholders). This is, of course, very important for
the firm that plans 'on raising new equity and the subsequent value that
the firm will receive for its shares.

Usi.ng the example of the above table, Firm (Y) required
only 6Cf1:, of the initial investment of Firm (X). Baid differently,
Firm (Y) would have only had to issue 6f:J1, as _ny shares to receive
the same amount of initial capital as Firm (Xl y. The table below
demonstrates the effect that the return on the equity investment should
have on the market price of the firm's shares. In preparing this table
the following assumptions were made. I.
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!/ Assuming that the shares were sold t() the initial shareholders at the
same price for both Jl'irIl (X) and! (Y) are in the same business.
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Table

Earnings Before Interest and IneOlDeTax (nrr):
Deduct: Bond Interest:
Net Earnings Before Taxes:
Federal Taxes ('~l:

Net Earnings on Total COIIIlOn Stoek:
Dividends:
N9 of COIIIIlOn Shares outstanding:
Net Earnings per Common Shares (E.P.S.):
Price Earnings Ratio pIE:
Resulting Market Price perSh&re:

$200,000
9,500

190,500
57,150

133,350
- 0 -

100,000
1.33
15 x

j19.95

$200,000
28,000

172,000
51,600

120,400
- 0 

60,000
2.00
l5'x

i30.00

As the example points out rina (Y), benefiting from
greater financial leverage than Fina (X), enjoys a marketprice of $30 '
per share while the sbares ot Firm (X) are, trading at only $19.95 per
share. This relationsh~p between f'inancialleverage and the market
price of' a f'irm's shares is clearly ot great importance to the f'irm'
that chooses to increase its equity through the public placement of' its
common share.

In addition to the specitic advantages mentioned
above, there are a number ot general benefits which should be enjoyed
by firms who participate in the FtKAP program. Planning tor future
expansion on the basis of' retained earnings and short-term credit is
a highly uncertain and risky activity. Expansion often requires the
purahase of' capital equipment which will not begin to pay f'or itself'
for at least 3-4 years. In the face of limited sources of long-term
financing, firms are less likely to expand their capacity than if they
could rely on lending which would finance them during the gestation
period. Although we cannot make a quantifiable prediction about the
extent to which 'the greater availability otlong-term financing will
induce greater output, common sense leads to us to the conclusion that
the tirm will be in a better position to increase output and take
advantage ot protitable opportunities."

Another benetit ot J'tICAP will be the provision ot
"tirm otter" uDderwriti"B in the plaCe;ot the current widespread
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practice of "best ef.f9r-ts" underwriting. _The principle ad
vantage of a "firm:ot:te-r'" -underwriting stems from the fact
that the risk of pl8.c.ement 1s shifted from the firm to the
underwriter. This a&8UreS the issuing firm of receiving a
predetermined amount of-money at some designated date. The
uncertainty concerning both the real cost of the new security'
as well as the time when"' this new, money will be available
is reduced considerably.

The provision of FUMCAP credits to the under
writer to assume thi. added risk of a "firm offer" underwriting
should also increase the price the firm receives for its new
securities because the underwriter will-'not be under the same 
pressure to place th~new issue in as -short a time as possible.
Since the onno-rtuni t~'" ,cost or tyin~ UP their' canital for lonQ:
periods of time is very high, the Brazilian underwriter has had
an incentive to underprice new issues for almost immediate 
placement. The FUMC~P credits should significantly reduce .
this incentive.'

. Firia'lly, to the extent that the FUMCAP program
improves and expands ·thegeneral pract~ces of the underwriting.
services available to firms, ·this alsow:ill benefit the
typical Braziiian firm which is in need of a great deal of
additional financial advice and information.

Debt Sen'1ce -

Exhibit I, taken trOll the Paulding Associates studies,
indicates that the a~.ttertax return. on .cnetari1y correCted
assets is 16.",. AssUDd.. a ~t by the til.. of l2j interest per
year on the monetaril1 corrected face value' of the bond and the fact
that interest is tax deduetable JI, the actual arter tax cost to the
firm issuing debentures at ~ 18 approxiatel1 9.4j.

TbeanalFais of 100 industrial firms by Paulding
Associates shavs that, with an average aftertax return on corrected
assets of l6.~, the _.1orityotthe fll'lU8UlP1ed vouid be able to
safely service the interest on debentures Offering a "r.eal" y coupon
of l~.

, -

r ,-

It is telt tbat the industrial tirm in Brazil will
have to ofter a "real" l~-~ return on _d1ua to long-term debentures
in order to attract the saTings of the printe inYestor, who is now
receiving "real" returns of between ~ - ~ 00' cUrrent, highly liquid,
short-terml fi..nciali~~•• that also carry third party guarantees.'

'.

..

!I Corporate income tax ._~
Y The monetary correctiOD -taetor, which is tied to the Treasury Bill. Index

(CMN) would be pall' at the _turity, ot the bond. In the meantille
the bonds should tNde,at .. pftm._ reneetlDl the cUlllU1ative effect. .,.,

of mo"••·AP'V correction.
T For a more detalied discussion of current underwriting

_practices in Brazil, see Annex VII,. Exhibit A, pp. 1-4.
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b. Improvements in the Market_

While the spectacular rise in share prices in Brazil;"s '
securities market over the last two years has averaged over 15~per

year and over l~ in the first five months ot 1971, the Brazilian,
securities market is more stable than it may appear to be. In tact,
it appears that the current prices tor shares are not excessively' high,
but rather that the sales price of industrial shares to the public
has been excessively' low.

A review of the pricelearnings ratios of the 100 ,
most actively traded shares on the Rio Stock Exchange on May 18, (which
was the most active trading day in the history of both the sao Paulo '
and Rio Stock Exchanges - amounting to 00$51 million) shows that the
average price/earnings ratioW&s 22.~. On Friday, May 14 the Dow JODeS

industrial average was 18.~ iimes the $51.02 per share earning of the
30 component stocks, for the 12 months period ended last December 1:/.
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In Brazil the highest,price/earnings ratios are not
enjoyed by the new issues but rather by the state owned banks (e.g. '
Bank of Brazil), the oil industry (e.g. Petrobras) and the utility
companies. All these firms are substantial in size, have shown impressive
profits, and are expanding rapidly. For example, the most widely owned
stock by Brazilians is the Bank of Brazil, whose profits for the last'
two years has exceeded both the bank I s capital and reserves of the
previous year. Unlike New Yom, where the high price/earnings ratios
in late 1968 were associated with "hot" or "new" issues, just the
opposite phenomena has taken place in Brazil. This factor, of course,
has, in part, supported to date the public confidence in the stock
market.

It the high price/earnings ratios enjoyed by the above
mentioned sectors (primarily' government controlled) were not included'
in averaging the 100 most actively shares, the average price/earniD8s
ratio would fall to approximately' 17.'. This price/earnings ratio 1s
applicable to many firms that were underwrltten duriD8 the last 6 to

!I Wall street Journal - May 17, page 27.
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24 months and have averaged price increases of over l~ per year.
This would imply that the average price/earning of newly issued
securities in Brazil have been underwritten at relatively low
price/earnings ratios. Said differently, the Brazilian firm is
benefiting far less from the recent huge flow of tunds into Brazil's
securities market than has the average Brazilian investor. While
it could be argued that this sequence was essential to activating the
securities market; it could also be argued, nOl' that stock investment
has been widely accepted by the Brazilian public, that underwriters
should now tap a greater proportion ot these savings tor industrial
investment by underwriting securities at higher price/earnings ratios,
something that the Brazilian public is clearly prepared to accept.

The shift to "firm offer" underwriting under the
FUMCAP program should also provide benefits to the market as
a whole. A prerequisite for any mature securities market is
the existence of a mechanism for the distribution of high
quality securities. Since "firm offer" underwriting places
the risk of placement on the underwriter, he can be expected
to conduct much more thorough investig~tions of issuing firm~

than when underwriting is done on a "best efforts" basis. By
so doing, the Brazilian underwriter will more .properly perform
his function of screening and selecting only the highest quality
issues to be distributed. Investor confidence will also be
boosted by the fact that FUMCAP provides funds to support any
issue at the offering price, thereby eliminating the risks of
loss during the placement perio~~

One final benefit to be derived from the availability
of FUMCAP credits, which is particularly relevant within the
Brazilian context of a limited supply of money being available
to give the market any real d.epth, is that underwriters can
be much more cautious in the timing of the placements of new
issues. Any new issue c6ming into this thin market will '
represent a much higher volume of the monetary transactions
than it does in the United States. With FUMCAP funds available
for inventoring new issues, the Brazilian underwriter can ,place
much more emphasis on the ability of the market to digest 'new
issues over a longer period of time. '

c. Increased Opportunities for the Investor. ,

The direct benefits accruing to investors under the
FUMCAP program are not related to the availability of new instruments
in the market, since debentures and equity underwritings are alreaq:
in practice, although the INIIber ot debentures currently available
for public purchase is very limited.
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Under the FUMCAP'program, however, the characteristics
of those instruments vill be altered and itiB from the-se changes that'
increased opportunities to inYeatots will result.

On the bond ,side, iayestors will ha~e at their dispQ'Sal
a fixed incOlle, long'1e!'ll iDlltl"Ulllent 'issued by'private industrial f~l'III8,
which vill provide the. with:

(1) a higher interest rate (estimated to be between,
IO-I~ in average real te~)t~n rates paid,on presently available
instruments.

(2) an interest 'rate determined by and allowed to 'fluctuate
according to arket conditions. ", ~

•
The debentures w1ll compete with the existing Housing

Bonds (Letras Imobiliarias) which carry interests arbitrarily set at '
~ in real terms. At th4! present time, "Letras Imobiliarias" receive
large fiscal incentives which will, however, be completely eliminated.
by 1972. Therefore, real returns on FtM;AP' bonds will be higher than
those of "Letras Imobil1&rias". P\lrthermore, the interest rate on the
Letras is not sensitive to changes in arket interest rates, whereas
FUMCAP bonds will have a rate freely, determined by market forces.
An active market for bonds is expected to emerge as a result of the
liquid!ty mechanism introduced by this loan. This market could theft .
repurchase FUMCAP bonds at a discount, therefore the real interest
rate on all bonds (outstarning and new) will be the same.

On the equity side, investors will have access to new
issues at an earlier stase than they do under present circumstances. '
This means that they be able to get better (lower) prices than is the
case now. Under present withholdlng practices, the issuing price of "
new stocks is very low. They are, to a large extent, privately placed
at this low price. By thetlme they reach the pUblic, however, their
price has risen substantially. By changing present underwriting p~actices

from "best effort" to "firm offer" basis and by having the underwriters
(Investment Bank) disclose the amount of issues ~ing withheld, the
FUM::AP prOgrUl should have a positive impact on both the price received
by the issuing firms and the price the public bas to pay to purchase
new issues•.~s explained above, the quality of the new issues
will also be improved under the FUMCAP program.

In order to qualitY for FtM:AP, firms willing to.1ssue
new equity must provide the underwriters with intoration regarding
their financial position that is reflective of their actual situation.
To the public this is a significant improvement oyer the present system
of receivi~ information on ,firms issuing equity.

Also, since the DWIlber of tirlls issuing equity has.
grown at fast rate in the last two years, aDd is likely to continue
to grow, tbe iay.stant opportunities. available to the public are \
improved because investors will have a larger list ot firms to cboose
from. In addition, firms under rtKAP will be tbor~ analyzed to
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to improve ,the chanoes of investors having better options, therefore,
reducing their risks.

FinallY', another advantage offered to investors by
RlMCAP is its prioe support mechanism. FOMCAP oredits will be given
to the Investment Banks to prevent, the prices of issues from falling
below the offering price. '!'hese credits will be available for a period
of up to 18 months. !his means that investors will have the minimum '
offering prioe guaranteed for a period-beyond the plac.ement period,
thus having some liquidi't7 on the stocks theY' buy. In the form, in
which underwritings are 'beiJ2a" JIII#e now, investors receive nosuoh
guarantee.

A discussion or the macroeconomic
implications of'the,FUMCAP program can be found in
Annex VI. Exh1b1tH.'

'/
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C. Regulatory Analysis

A sound regulatory framework is essential to the capital
market process. In Brazil, the basis for the regulatory system
originated with the enactment in 1965 of Law 4728, commonly known
as the -"Capital Markets Law ~ which gave the Central Bank of Brazil
responsibility for the development and implementation of national
securities regulation. Under this law the Central Bank was delegated
responsibility for (1) supervising the operations of stock exchanges,
members of stock exchanges and investment companies; (2) authorizing
and regulating the operations of financial ins~itutions; (3) registering
public corporations and issues of securities distributed in the capital
markets and. traded on stock exchanges, and (4) regulating the use of.
inside information, in securities trading.

These functions are exercised by two divisions of the Central
Bank. One division, GEMEC, concerns itself with the administration of
disclosure requirements in the registration of public corporations and
the issues of securities for distribution and trading. The other
diVision, ISMEC, is primarily responsible for the inspection and
monitoring of financial institutions to· determine compliance with
applicable legislation, checking their accounts and reports for
supporting documentation ~nd evaluating internal controls and
accounting organization.

GEMEXJ has three major divisions: a financial institution
division which reviews the registration statements and reports of
financial institutions, a corporation .and securities registration
division and a study and analysis division with miscellaneous func~ions.

GEMEC administers rules adopted by the Central Bank. It has no '
:Lndependent rule making power. The branch or subdivision of GEMEC with,
responsibility for administering the registration of corporations and
issues of securities has a total of 15 employees including 11 analysts,
of whom all but one are eccfnomists. The ana1.ysts are largely YOWlg
graduates, since experienced personnel tend to leave the organization
for employment at substantially increased salaries with the private
financial community. The registration statements received by GE2oUOO are:
distributed among the various analysts with no attempt at specialization.
The review process consists basically of determining whether all the
required information and documents have been submitted and whether the
information is internally consistent and 'appears to be reasonably
complete, current and reliable. .

In form, this examination 'process is comparable to that
conducted by the sm with respect' to registration statements for
public offerings in the. United States. An anaJ.ysis of the. work-
load of GEMm with respect to corporate and new issue regis-
trations indicates that each analyst I,DUst examine between 20 and
25 registration statements Per year and therefore an analyst can
spend PersonaJ.1y on the average two weeks on each registration
statement. The workload appears reasonable.

It



ISMEC is organized into three sub-divisions which have
responsibility for the supervision of (1) stock brokers, e~changes

and distributors of securities; (2)' finance companies; (3) invest
ment banks and special. assignments. The,sub-d.:tvisions ~e
supported by a group of 70 experienyed inspectors who operate in
accordance with reasonably detailed and professionally designed
written audit programs for each type of institution.

Although ISMEC appears to have competent personnel and
operates under well conceived regulatory programs, it appears to
be understaffed. It~ actua.+ activities are largely limited to
routine review of reports filed with it and the inspection and
supervision of those institutions subject to its jurisdiction
believed to be in serious dif:f'iculty. ISMOO is l1l\8.ble to perform
all the auditing functions required of it., much less the regulation
and supervision reasonably expected of the governmental authority
governing the operations of broker-dealers, stock exchanges and
investment companies. For this reason it does not purport to
exercise regulatory functions comparable to that exercised by the
SEC over broker dealers, stock exchanges and investment, companies.

Annex VII, Exhibit A contains a detailed analysis of the
existing Brazilian framework, and a comparison of the pertinent
aspects of this system with the regulatory structure existing in the'
U.S. This section contains a brief review of the approach taken in
the analysis, and of the principal conclusions and recommendations
for regulatory modifications. '!;'

The annexed analysis of the Brazilian regulatory system
does, to some extent, compare and contrast the Brazilian system
with the regulations and enforcement existing in the U.S.,
noting the principal differences. For example, in contrast to
SEC requirements, the Brazilian registration requirements do
not include disclosure of salaries, bonuses and other rennmeration
received by management, or information relating to transactions
between the company and its management, and other insiders or
affiliated persons. The a~sis also notes that the effective
ness of financial. reporting and independent auditing is largely
impaired due to the limited acceptance in Brazil of what are
generally referred to as "internationally acceptedltaccounting
principles and auditing standards. The prospectuses , as known
in the U.S., are riot mandatory in Brazil; however, detailed
information on new issues must be filed with the Central Bank.

..
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The analysis notes that in Brazil continuing disclosure
requirements are presently imposed only by the stock exchanges,
which, as in the U.S., are reluctant to apply the remedies of

g For the Regulatory Analysis attached in -ehe Annex, we are indebted
to Richard M. Phillips, Esq. who visited Brazil on two occasions during
the development of this project. Mr. Phillips is former Assistant, General'
Counsel of the U.S. Securities and Exchange ColllD1ssion, now partner of
Hill, ~~stopher & Phillips, Washington, D.C.
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suspension. It cites the difficulty of defining "manipulative" trading'
practices, and the problem existing in both countries of assembling
the staff and the expertise required to inspect and survey on a con
tinuing basis the trading practices of broker-dealers • Finally, the
analysis of the regulatory system in Brazil discl.osed that private
enforcement of the securities laws, such as exists in the United States
through shareholder voting rights and shareholder derivative actions J

does not exist in Brazil as an effective supplement to government
regulations.

While this com,parison of the Brazilian and U.S. regulatory systems'
is helpful to provide a frame of reference, it should be kept in mind'tba.t
both the origins ani present requirements of ttle two systems are quite
different.

The regulation prevailing in the United States has developed on the
federal level since the early 1930's. The contents of U.S. securities '
regulation, incl.uding the specific requirements for disclosure, the
definition and delineation of manipulative, fraudulent and unfair practices,
the accounting prinqnes and e:ud1ting stamards, the pattern of
Mministration and enforcement, and the existence of effective private
remedie.s for violations, evolved over a period of almost forty years 1n
response to specific problems arising from the developnent of the U.6.
capital markets. '

In contrast, the regulatory system in Brazil was enacted much more
recently, not as a political reaction to financial crisis, as was the case
in the United States and other countries, but because of farsighted
recogn,i.tion that adequate security regulation is essent1aJ. to the develop
ment of a viable capital market •

In shaping Brazilian securities regulation the Brazilian.government
has had the benefit of the A.I.D. technical. assistance program which has
brought its staff in contact with U.S. securities regulation and has
enabled it to borrow in its discretion those components of the system
which seems lDQ.st suitable for Brazil in the context of its present economic
and capital market developnent. Care must be taken not to attempt to impose
on the Brazilian capital. marke1i a pattemof regulation Which, however well
i1i migh1i operate in the context for which it was shaped, may be ill-suited
to Brazilian needs. Accordingly, the resulting recommendations were limited
in the area of securities regulations to those conditions which were con
sidered important prerequisities to the proper administration of the loan
fund and theeffective developnent of the capital markets as a so~e of long
term capital financing. The recoDJDeMations encompass three primary ar,eas
as follows:

__ .The establishment of generaJJ.y,accepted accounting principles ,
and auditing standardsaoi standards of professiooaJ. competenq
and independence tor·.the preparation and certification of
financial statements of plblicly held companies by pu1?lic
accountants.



The development of disclosure requirements with
respect to management remuneration and trans
actions between management or other insiders and
publicly held companies.

The adoption of disclosure and reporting require
ments and certain restrictions to insure fair
pricing and a bona-fide distribution of those
issues and to guard against manipulative activity
by underwriters of issues financed with loan funds •.

1. Adoption of Generally Accepted Accounting Principles
and Auditing Standards

(a) The Central Bank will be asked to adopt, with
the assistance of the Brazilian accounting profession
and subject to the approval of A.I.D. or its designee,
a basic set of generally accepted accounting principles.
and auditing standards to which independent public
accountants should adhere in preparing and certifying
financial statements of companies whose securities will
be offered through FUMCAP. The accounting principles,
and auditing standards to be adopted by. the Central Bank:
need not be identical to those generally accepted in the
United States. Indeed, in some· areas a significant
departure from those principles may well be justified, "
as, for example, in the area of price level accounting,
which is particularly important in Brf~il which has
experienced a high rat~ of inflation.~

(b) The Central Bank should define in writing the
concept of "independent" public accountant. A suggested
definition is included in the Regulatory Analysis
annexed (Annex VII, Exhibit A).

Attached as Annex VII, Exhibit C to this paper is a set
of accounting principles and auditing standards which . "
could serve as a framework in which the Central Bank,
with the assistance and advice of :the Brazilian accounting
profession, may formulate principles and standards best
suited to the needs of the Brazil-ian industry and the
capital markets.

'.
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(c) The Central Bank should disqualify any public
accountant who cannot demonstrate what it deems the
professional competence necessary for preparing and
certifying financial statements of a company whose
securities will be underwritten through FUMCAP.

(d) Subject only to Central Bank waiver in speci
fied situations, registration statements for securi
ties of companies being underwritten through FUMCAP
will have:~to include certified financial statements,
inclUding balance sheets and income ~tatements, for
each of the last three fiscal years prior to filing
of the registration statement and such financial
statements will be prepared by independent, pro
fessionally competent accountants in accordance with
the generally accepted accounting principles and audit-·
ing standards adopted by the Central Bank.

(e) Companies whose securities have been under
written through FUMCAP will be required to file with
the Central Bank and with all exchanges on which
their securities are traded, annual financial state
ments certified by in~ndent professionally competent
public accountants in 'accordance with the generally .
accepted accounting principles and auditing standards
adopted by the Central Bank.

.,

"

.,
"

2. Restrain~s against Management Remuneration and
Insider Transactions with Publicly Held Companies

In this area, companies whose securities are under
written through FUMCAP should be required to disclose, in
their registration statements and in their annual reports
filed with the Central Bank, certat-n aspects of management .
compensation and insider dealings.lI These recommendations
remain to be negotiated with the GOB.

3. Underwriting Practices

The third area of critical deficiency in existing .
Brazilian securities regulation relates to practices in con-- ,.:
nection with underwritings of securities. In this regard,. a
number of recommendations are proposed. They are designed to
insure that a bona-fide effort is made by the underwriters to,
distribute securities to the investing public, by limiting
the amount of any issue that may be placed (a) with under- ,
writers or brokers participating in the underwriting, or any".

y For detailed recommendations, see Annex VII, Exhibit A. ..
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related, controlled or affiliated persons or companies; (b) in the
account of affiliated mutual funds. In addition, an overall
limitation should be placed on the percentage of any issue that may
'be sold to mutual f'Unds as a gr-oup, whether or not affiliated with
the underwriter and/or participating broker-dealer. Registration
statements for sec'Qrities to be underwritten through PUMCAP should
disclose the underwriters l intent with respect to compliance with
these restrictions and reports should be required with regard to
securities acquired by such persons.

With respect to the use of FUMCAP credits used •for price stabiliza.tio~

purposes, the Central Bank will be asked to adopt a rule which' would
provide that to the extent PUMCAP funds are outstanding for use by an
underwriter to finance purchases of stock in sUpPOrt of the market,
the underwriter will not be perInitted directly or indirectly to
purchase securities in the market at a price above the offering
price except to the extent necessary to fill customer orders.

4. Conclusions

Each of the foregoing recommendations is considered important to .
varying degrees to the FUMCAP progr-am. Some of the proposed rules
could be agreed upon immediately, or as soon as defined (e.g. the
proposed rul~ against the use of liquidity credits for price sUpPOrt
above the offering price level). Most of the suggested rules should
be discussed at some length with representatives of both the public
and private sectors, to determine their. probable acceptance, and the
effect of a dual system of regulations on the use of FUMCAP.Even therlj
rules should be left subject to change, depending on experience. Still
other reconnnendations, while extremely important (e.g. the proposed, '
announcement of a mininnxm set of accounting principles and auditing
standards) may have to be adjusted."in substance and/or time-wise, with
existing efforts of the GOB and the profession to develop such principles
and standards. All of the suggested measures need to be carefull.y ,
formulated. and defined before being adopted (e.;,g. the rules on insider :,:
transactions) • ' ' ,

I ' ,

Our conclusion is that in every area cited. above, USAID/Braziland ,.
the GOB (aided. by such external expert assistance as may be needed) ':
shoul.d develop prior to the disbursement of, AID loan funds (a) a list
of such rules as are considered essential to the project and must be '
adopted prior to loan disbursement and (b) a time-phased plan for the
further consideration and/or study of additional regulations needed '
for the development of a sound capital market in Brazil.

."....
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D. Financial Analysis

1. Sources of Financing

The initial capital of FUMCAP will be the cruzeiro
equivalent of $50 million, as reflected in the financi~l

plan included in Section ,I, A.2 above. The status of the
proposed World Bank loan is discussed in Section I,B.4. '
The GOB, through the Minister ot Finance, has agreed to .
match the amount of the fo~eign loans with an equal am6uQt
of cruzeiros, which-ooessuming both the World Bank and AID'.
loans are authorized -~ will a~qunt ·to the equivalent ·of
$25 million in cruzeiroa. The GOB has .•t~ted that the
source of these funds will be the two principal agents,
viz. the BNDE's Special Agency for Industrial Financing
(FINAME) and the National Savings' Bank (Caixa Economica)~,

a. Caixa Eco~omica .

The contributio~ of the latter is t6 be
derived from the funds of the National Integration Plan
(PIS). In 1971 alone, the PIS is.expected to collect the
equivalent of US$47 million.' The sources offunds of tbe~
PIS, and additional pt6jections. are contained in the ...
Annex VI, q. There is no questi6n of the Ca.ixa.'e abili~y to make
the requisite cantributianof the equiv8J.ent of $1.2.5 million at
any time.

b. FINAME

FINAME's source of funds are the BNDE and the
Central Bank af Brazil. The BNDE funds are made available
to FINAME in the form of advances, i.e. there is no term
for repayment which is at FINAME's discretion. The Agency
pays 10% monetary correction p~u~ interest at 6% on these
advances. The funds provided by these advances must be
used for financing locally~manufacturedequipment. The
first advance was made by the BNDE in 1966 in the amount
of Cr$20 ,000 (or Cr$46 ,000 at :1970 prices) and was intended, as a
capital contribution. It 1S shown on FIMMI'. financial statements as
"capital advanced". 'l'be reason 11 that FIBAME, being a federal government
agency, cannot have capital stock.

The. funds supplied by the Central Bank have different applications .ccording
to the Bank's own sources of these funds: .

" I
M

a) 1ISAID program loan' twlda (Loans 512-L-05S/064/073) for
financing illlpC)rted equipment j

b) TWo-step principal transferred to the GOB by USAID
borrower. for financiDg locally MDU1'actured equipmentj

c) lundl _de aftUable b7 the Central Bank' s G~I (Rural
and IndWitrial Credit) departaent tor t1D&nc~DC agricultur&l,
equ1p8!Dt.:
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The AID Funds, i.e. program loan and two-step principal, are ,lent
to FIRAME on the same terms as the GOB terms i.e~ 40 years with 10 years
grace, but the Central Bank charges l~ IIOnetal')' correction plus 31t interest
and a service fee of 1/21J. '!he interest on these tunds is capitalized, aDd
FItfAME only pays the .onetary correction and service fee.

In the case of the GleRI funds, F~ is not a borrower, but'
simply a financial agent. On loans lilade with these funds, FIIAME earns a
commission of 3~.

Funds recel'ved trOll these several sources are shown in Annex' VI I I,
Exhibit c.

FIRAME's' financial statements are shown in Annex VIII , Exhibits A
and B. The income statements which have significance are those for
the past 3 years: in 1965, FIKAME was no 1IOl"e than a fund within the BNDE;
whUe during 1966 it was stU! 1n the throes of becoming an independent,
organization. In fact, FIRAME ceased to .operate for a number of months
in 1966. In 1967, FINANE's operations were still rathe~ limited by the
funds available, since it 1I&S only in 1968 that the BNDE started making'
substantial advances.

1'he Agency's major source ot revenue is its financing ot
local equipment accounting tor some m of its revenues. Imported
equipment financing i8 being phased out as the AID program loans near .
completion, despite the fact that demand bas exceeded the supply ot funds.
other revenues trom long-tel'lll loans includes the 31J commission earned OD
agricultural loans funded by GiX:RI and repassed by FIMME.

Revenue trom short-tel'lll loans has been the second major source
of earnings, because of the high turnover ot fUnds invested, but is on .
& downtrend in real terms.

The growth ot tinancial expenses is the evident result of
FINAME's borrowings. Administrative expense has remained stable, perhaps
because FINAME is a s-.u. and tightly-run organization. The standard
of personnel as high as the BNDE' strom Which FIBAME originated.

FINAME has been somewhat laggard in implementing its budgeting.
The tirst attempts made in 1970 have proved to be inadequate, and
currently a group is engaged -In. dne1.opiag a sound projection tor the
next tflW years. Allons other thiDgs, DeW source. ot tund8 and their COlts
are being evaluated. /

-
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2. Projected Funding Requirements 1/

There are currently 37 investment banks operating
in Brazil. Of the 37 it is estimated by Central Bank officials
that approximately 8 will qualify for FUMCAP assistance in
1971. It is projected that the FUMCAP staff will quality
two additional investment banks at the beginning of 1972
and that this number will increase by another 5 in 1973
and remain constant for 1974-1975.

The average value of new issues underwritten by
investment banks in 1910 was approximately $2 million.
This increased t~approximatelY $4 million during the first
quarter of 1911.- It 1s assumed for this analysis that
the average value of an underwriting financed with FUMCAP
credits will be approximately $4.3 million for the second
half of 1911, growing to $5.1 million for 1912, remaining
constant at 1912 level for 1913-7'5.

It is estimated that the average credit extended
for the financing of "firm offer" underwritings under the'
FUMCAP program will be extended toi six months, implying
the Fund would revolve twice annually.

1/ The projected unde~writings and cash flow analysis
presented in this section are meant· to be illustrative
of the development of the FUMCAP program based on
what are considered to be rea~i~tic assumptions~

2/ S-N Financial Bulletin -- .May, 197.1; Rio de Janeiro~

, '
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( Table A)1 FUMCAP
I

., PROJECTED FUMCAP UNDERWRITINGS
,
;

I

r
- (

roTAL AVERAGE 70% OF NO. OF FUMCAP NO. OF TOTAL TOTAL
j YEAR VALUE OF UNIDER-

r

UNDERWRITINGS ELIGIBLE UNDERWRITINGS/ UNDERWRITINGSj VALUE

1
WRITINGS FINANCED INVESTMENT INVESTMENT YEAR OF ISSUES

I _($ Millions) WITH FUMCAP BANKS BANKS UNDERWRITTEl
1___• ...- _____._.~ _____ ~.

CREDITS ($ Million
I ($ Million)•

~
. ,I

. -'

f 1971 $4.3 - ' $3 8 " ,,' l6 $ -68.8c:::;

1
. -

! 1972 5.7 4 10 2 20 114.0
1 -- -
i

1973 5.7 4 15 2 30 1.71.0!
i I
j,

1974 5.7 4 15 2 I 30 171.0

1 .
l 1975 5.7 4 15 2 30 171.0, TOTAL $ 695.8
! .
(

I,

\, .
1

.
,.
I

I·
i

¥ - ~-.

'J f I ~ _.
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Currently, the shares of, approximately 80 firms
are actively traded on the Brazilian securities exchange.
According to the projections in Table , the securities o'f,
newly issued firms would increase the number of actively ,
traded issues by approximately 20% per year for the period
1971-75. It is assumed, ho~ever, that both the size and
quality of the issues financed under the FUMCAP program
will be above average, thus implying that the projected
growth will be substantive in nature.

In terms of absolute values, investment banks were
responsible for $55 million in underwritings in 1910. As
demonstrated in Table above, it is projected that eligible
investment banks will increase the value of underwritings
by over 100% during 1972 and in excess of 200% in 1973, for,
a total value of $695.8 million for the first five years of
FUMCAP operations.

3. Cash Flow Projections

It is the current plans of the GOB to launch the
FUMCAP program in July or Aug. 1971. At this time FJllAME and the
Calxa Econo~lca will ~acn advance tne equlvalen~ln cruzeiros
$12.5 million to the FUMCAP account at the Central Bank.
Based on the current assumptions, previouslY stated, all
but $1 million would be loaned to investment banks during
the first six months of its operations (July-December 1971).

At the b~ginning, of 1972 USAID and the IBRD should
be prepared to start disbursement of their combined financi~l

commitment of $25 million. It is estimated that approxi
mately $40 million of the $50 million FUMCAP credits will ~,

be employed in 1972. However, this situation should reverse "
itself during 1973, when it is anticipated that there will
be an estimated $8.2 million shortfall in underwriting,
credits. This shortfall could be covered by a GOB adv~nce:

or FUMCAP could elect to limit itself to meeting only 83% ':
of the projected demand for underwriting credits. If it .
is assumed that after the advance of $a2.million by the GO~

to FUMCAP in 1973 the demand for underwriting credits
remai~s constant at 1973 lev~ls (fbr both 1974 ~nd 1975),
FUMCAP should require only very modest GOB advances for·
1974 and 1975.

"

."



CASH FLOW

FUMCAP

($US Million)
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Dec. '71
SOURCES I( 6 mos. ) Dec. '72 ' Dec. '73 Dec. ' 74 Dec. '75 .

CASH ON HAND 2.01 11.31
• .

DEroSITS:
-Am 12.50
- IBRD 12.50
- CAIXA 12.50
- BNDE 12.50

REPIACEMENTS:
- Principe.]. 24.00 40.00 60.00 60.00
.. Interest 1.44 2.40 4.00 4.00 4.00

•
TOTAL 26.44 53.41 55.31 64.00 64.00

.
USES

Underwriting .
Credits 24.00 40.00 60.00 60.00. 60.00

"

•
Central Bank •.~ .20 .30 ·30

.
.30Fees

Interest Payments: . ' .

-Am .25 .25 .25 .25
-Principe.]. Agente .37 .75 .96 1.00, 1.00
-IBRD ·90 .90 . 1.95 1.88

TOTAL 24.43 42.10 62.4i 63.50 63.43 ,
..i

DIFFERENCE + (-) +2.01 ' +11.31 (7.10) +·50 ·+.57
"

Unused EeJ.ances (1.00) (10.00) -0- -0- -0- ~

Net Inflow (Outflow)
"

"1.01 1.31 -0- .0- '. ,~O-

Advances -0- . ~o- 7.10 .10 .03 . ~

1

, 1
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The Assumptions supporting the above cashfiow analysis are:

1. The projections outlined in Table A.

2. The average interest rate charged for FUMCAP credits will be 6~.

3. Lump-sum repayments every six months.

4. The terms of reploYing the AID loan will be ten-year grace period
with an annual interest charge to FUMCAP of2~ and a ten-year re-'
payment schedule carrying an annual interest, charge of 3'f,.

5.· The terms of the IBRD loan will be: a 15 year 7-1/4'f, loan with
a 3 year grace period ••

6. The Principal Agents will charge FUMCAP 31>/year for the funds
, .

they have advanced.

I,
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SECTION III. roAN AIlmtISTRATION .

A. F.ltecution Plan

The GOB has indicated that it wishes to establish the pro
posed Fund for Capital Market Development in July or August 19n.
The World Bank has indicated to the GOB that its loon could be
executed before the end. of CY 1971, assuming a favorable report f'r0Dl
the appraisal mission in June 1971. On these. assumptions, the
following time table is submitted:

June - July 19'(1 : Arrival of :rnRD apprai~ Mission in Brazil - .
Joint GOB/rBRD/USAID/BrazU discussions of project 
Completion of rBRDMission.

August - September 1m.: Presidential. Decree establishing FUMCAP 
Revision of PUMCAP Operational. Manual by GOlJ Working
Group with AID assistance - AID/GOB negotiation of
principal conditions precedent to be inCorPOrated
in loan agreement.

Completion of revised draft of Operational Manual and
submission to AID and rBRD for approval - AID/OOB
negotiation of draft loan agreement.

November 1m: Completion of review of Operational Manual by USAID/Bra~U'
and consultants - AID approval of Manual - Completion of ' '
negotiations of loan agreement. .

December 1971: AID loan agreement signed - IBRD approval of Operational
Manual - Manual submitted to Monetary Council for approval..

Janl,lary - February~'" rBRD leart signed - Operational Manual approved by
)i)netary Council.

March 1, 1912: Initial disbursement of AID and IBRD loans.

As has been the procedure to ciate, it is expected that the
revisions of the Operational Manual will be assigned to a Working Group
consisting of representatives. of the Central Bank, each of the Principal ,
Agents, the investment banld.ngcommunity and USAID/BrazU. Once a final.
draft has been worked out, it will be submitted to AID,and IBRD for, I
approval. The step thereafter is approval by the Monetary Council 11.. -

Y The Monet.arY Council will approve the basic framework for the PUMCAP
program, but is expected to .leave sufficient fiex:f.bUity to the
Central. Bank to change or modi:ty operational. rules and criteria from
time to time as needed.

.,

I
./

\.
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As in the past, USAID/Brazil will continue to provide every assistance
requested by the GOB in the preparation ofa final Operational Manual
for FUMCAP. However, the Mission expects to retain the services of 'II
consultants in the technical areas (e.g. Regulations) to assist in
the final negotiations and approval of the Operational ManuaJ.. Funds'
are available within USAID/Brazil for this purpose. .

B. USAID Monitoring RespOnsibilities

. This being a loan to an intermediate credit' institution (the
Central Bank), AID will not review individual underwritint!; proposals.
Instead, the loan proposal is predicated upon (a) the present capacity ,
and existing responsibilities of the Central Bank in the area of Capital
Markets.; (b) the condition precedent that the Central Bank and the
Principal Agents demonstrate that they have acquired the additional
administrative and technical capacity required to carry out their
re'spective functions and responsibilities under the program.; and (c) the
additional condition precedent that a full set of operating criteria,be:
developed for the project and approved by AID, in the form of a revised',
Operationa! Manual.

Nevertheless" AID will retain certain continuing monitoring
responsibllities over the program. The Central Bank has agreed to pro-"
vide centralized management for the FUMCAP Program, and. this group will
also provide liaison with AID and the IBRD. USAID/Brazil will receive '
reports from the Central Bank concerning the application of loan funds.'
In addition, USAID/Brazil will have access to all documentation related,
to the project which the Central Bank. will be required to maintain. '
(See Section I, A.3 for reporting requirements.)

As implied throughout this pape~, USAID/Brazil hB.s been
intensively involved in the development of the project to its present
stage, and expects its close participation to continue throughout the
final negotiations and early implementation of the program. The Missio~

has, within its capital development office, a number of ()fficers fam:Uiar .
with corporate finance and underwriting. The U$AID Controller's division,
has a strong financial analysis staff.

The existing USAID/Brazil staff is believed, to be sufficient
to adequately monitor an on-going program. To the extent additional
expertise is required, in the initia1 stages before the program becoD,J.es';
operative, to review specific aspects of the program (e.g. the regulatOi-y
system), or to meet specific requests for assistance (e .g. in reviewibg "
the .Operational Manual), the Mission w11l retain specialized consultan~s
for these purposes. '

UNCLASSIFIED

4.' .
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G. Disbursement Procedures

a. ·For.' liFi:rm Offer lid Underv.r:t~ing C:l-ed:i-ts'

The Central Bank plans to establish a
revolving fund consisting of t12 foreign credits extended bY' Am
and IBRD. These funds will be repassed through the principal
agents in amounts equal to those provided from the resources of
the principal agents for bond and share underwritings bY' qualified
investment banks. The principal agent will disburse these funds,
1. e. the Central Bank's share and its share, to the investMnt
banks under lines of credit tor which the principal agent will
charge a one Percent per annum administrative cODlBission on tbe
unused balance beginning with the 6lst. daY' after the opening ot _
the line ot credit. These lines of credit will not exC?~ed..1CJ1, of .the
: total individual underwrIting. Such funds will be disbursed to the
-±nvestmen~,banks :with the following tenus, according'to the draff-- "Opera-e'fonl:l..1. Manual.: .

(1) Shares

Repayment must be made upon receipt ot
proceeds from placement but within the maximum term ot 24 months.
Interest will:~'accrue at 6~ per annum tor 18 IDOnths with a l~ Per
annum increase applicable to the balance outstanding in each IlOntb
thereafter untU the aximum loan period ot 24 months is reached.
Monetary- correction will be applied to the unpaid balancetr1mea
trally according to the Treasury Bill (ORTH) index.

(2) Bonds

Under the terms ot the dratt Operational '
Manual, repayment must be made upon receipt; ot proceeds trom
placement, but repayment may tollow, the, repayment schedule ot the
debentures tor the period during which the investment bank
continues to hold the bonds. !I Interest will accrue at the
coupon rate ot the bond and monetary- correct ion wU! be applied
,in the same manner as described above for shares.

c,) Repayments

As securities are placed on the market,
the underwriting investment bank will apply the proceeds to repay-
ment of the lou' trOll the principal agen1i before &117 other parties '

,i.

'..

"

.' ,

"
"

al ,.

", ..

. ...

Y Some limitations on the terms' of such credits are now being ,
discussed with the Central Bank in order to provide an incentive ':,:'
for placement.

, "
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receive payments or commissions. The Principal Agent will deduct
from the repayment of funds to the :FUMCAP account at the Central
Bank" an amount equivalent to monetary correction plus the cost
'of the fwlds to the Principal Agent,. The loan's principal" plus
the difference between ~e cost of funds to the Principal Agent
and the rates charged. to the investment bank, will revert to
FUMCAP. The Principal Agent will aJ.so be allowed to deduct from
repayments its administrative fee. The FllMCAP revolving fund. will
also receive the 5afa portion of loan repayments financed from the
foreign credits (am. earnings) plus interest and monetarY correction'
thereon less a l~ administrative commission charged by both the .
:prin~ipal agent and the Central ~. . I

For Price stabilization and Liquiditf
Credits:

'The Central Bank plans to establish a
"price stabilization" and ''L.:1quiditycredit'' f'und to: (1)
provide credits to inves~ment banks to support the price
of shares being underwritten at their offering price to the
public; and (2) prOYide liquidity credit. to traders to
enable thea to cr~te a secondary lBrut in debenture..
Funds will be repassed through principal agents under
contracts between the principal agents and inYestment banks.
Such tUlida will include the following terms:

(1) Shares

'lbe amount will be limited to l5~
of the value of the 1alue underwritten with FUMCAP credit..
The Operational Manual provides that thetirst 5~ will be
free of interest and monetary correction and that the ,
remaining l~ will be -.cle aw.Uable tree of interelt but
With monetary correction baaed on the 0RTIf index !I.
'Credits will be &ftUable tor a period not to exceed 18
months after the shares are offered to the public.

The price supper t and liquidity fund will be finen ced
from 2-ltep principal tuDela as discussed in the
Financial Plan, Section I, A,,. Discussions are being
held nth the central' Bulk concerning the rates at
Which the.. tunds will be -.de &ftUable to under
writerl aDd traclen. The Miasion tawrs attachins
interelt aDd --1iar7 correction to IUcb credit..

.'

.'
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(2) Bonds

The Manual pl"OYides tor a tinance
charge based on "the coupon rate ot the debentures" plus
monetary correction y. Credi's w111 be available
up0l1 request. until:' i 12 IIOnthll betore the Mturity ot'the
debentures.

'!'be price .upport and liquidit;y
funds will be repaid to the Central Bank with IIlOneta17
correction to the extent that aonet&ry correction is
app11ed as described above.

78
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CO AID Disbursement Procedure: ( .'

·1
I
I

The Mission prefers to reimburse the
Central Bank for disburse_nts -.de pu'SU&Dt to the project
until repayments 'from prinqipal agents bring the revolvina
t'und to an amount which is sutticient to meet the existins
demand for additional disbursement.. While it is theore
tically possible that underwritings would be so tew and
credits provided for such ahort periods as to provide a
Belt-sustaining' revolving fund ot less than that required.
tor the AID and IBm loans, the Mission believes that
demand will more thaD exceed the tuDd8 _de anUable by
the tvo loans y. The Missl00 prefer. to, disburse loan tunds
on a IIBtching basis With the IBRD but wUl prorlde twlda
1ndependent~ it thia prOft. to be~ .mt expedient.

;- The Mission will also consider direct disbUrsements'-to the- ---.
LQ~_~'l"~~_~Jt__~~l.!~r ~~ t~~_!~iJ.!1b~~em~~:t ~J2J.lroac!Llf-tiie,-- I

Central Bank so requests.

The method ot arriving at thia rate re-.1na to be
worked out. .

See Section II, D. "',V
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1. Prior to Loan Execution

D. Conditions and Covenants

The loan agreement will contain the standard conditions and
covenants, to the extent applica.ble to this loan. In addition, certain',
non-standard conditions will be negotiated with the GOB, as follows:

a. Borrower and A.LD. to agree to a time-phased imple-'
mentation plan for technical assistance which shall, in substance, be
included in the Project description of the Loan Agreement.

b. If the International Bank for Reconstruction and
Developnent has not executed an agreement with the Borrower, satisfactory
to A. LD. prior to the date when A. LD. and Borrower are prepared to
execute a Loan Agreement, said Loan Agreement shall not be executed
without the prior written approval of the Deputy United States Coordinator
of the Alliance for Progress. '

;',

2. Prior to Disbursement to FUMCAP

&-.. Provide evidence of the establishment of FUMCAP pllrsu.an.t
to a decree signed by the Pres.ident.

1"

b. Submit a completed Operational Manual for FUMCAP, satis
factory to A.I.D.

c. Provide a time-phased operational plan for the implementa
tion of the FUMCAP progrsm, together with evidence of the administrative and
technical capability of the divisions in each of the executing agencies!to
perform its assigned functions, satisfactory to A.I.D.,

d. Develop (a.) a list of regulatory measure~,
including a minimum set of' accounting principles and aUditing standards',
adequate rules relating to bona fide distributions, andap~ria.1Erequire
ments of disclosure, and (bra-time-phased plan for :further study of ' ,
additional regulations needed for the developnent of a sound capital
market in Brazil, said list and plan to be approved by A.I.D.

3. Prior to Disbursement foor Technical Assistance Pro~

Central Bank to furnish a detailed time-phased implementation
plan for the execution of the ,technical assistance portion of the loan.'
Such plan to include (a) a plan for the overall administration and coor
dination of the progrsmj (b) a description of each major element of the:
TA progrsmj (c) a description of the agency or entity responsible for,
the execution of each major element of the program; (d) evidence

"
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of the organizational and technical capability of such agency
or entity to carry out its respective responsibilities and
function under the program and (e) a financial plan, showing
breakdown by dollar and local currency costs.

In addition to these conditions, the following
covenants will be negotiated with the GOB:

3. Covenants

1. Central Bank to submit to USAID/B for
approval in writing any changes in the FUMCAP operational
Manual.

•
2. Central Bank not to effect major changes

in the management or operation of FUMCAP without prior AI~

approvaL

3. Central Bank to conduct periodic reviews
of the FUMCAP program, with the participation of the principal
agents, and USAlD. Such reviews to be held 3, 6 and 12 mont4s
after the commencement of operations. and annually' thereafter •."

•

•
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AID-DLC/P-98l
ANNEX I
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DRAFT WAN AUTHORIZATION

Provided from: Allia.nce for Progress Funds
BRAZIL: Capital Markets Developnent Fund

Pursuant to the authority vested in the Administrator, Agency for Inter
na.tional Development by the Foreign Assistance Act of 1961, as amended,.
and the delegations of authority issued thereunder, I hereby authorize
the establishment of a loan ("Loan") pursuant .to Part I, Chapter 2, Title
VI, Alliance for Progress to the Banco Central do Brasil ("Borrower") of
not to exceed fifteen million dollars ($15,000,000) to finance the dollar
and local currency costs of carrying out the Borrower's program ("Program")
to assist long-term private sector financing through the development of
Brazil's Capital Market institutions and instruments. The Loan shall pro
vide up to twelve and one half million dollars ($12,500,000) to assist
the Borrower in developing a revolving Capital Market Development Fund
and up to two and one half million ($2,500,000) for techntcal assistance;
subject to the following terms:

1. Interest and R~pa.~ent

Borrower shall repay the Loan in United States
dollars within forth (40) years from the date
of the first disbursement·under the Loan, in
cluding a grace period of not to exceed ten
(10) years. Borrower shall pay interest in
United States dollars on the disbursed balance
of the Loan of two percent (2'10) per annum during
the grace period and three percent (3%) there
after.

2. Other Terms ~d Conditions

--_..._--_.._-_._--------_..•._-------_._------...__._--------.--._----_._.._--------~-----

(a) Except for marine insurance and ocean shipping,
goods and services financed under the loan shall
have their source and origin in Brazil and in
countries included inA.I.D. Geographic Code 941.
Marine insurance financed ,under the loan shall have
its source and origin 1n Brazil or in any· country
included in A.I.D. Geographic Code 941, provided,
however, that such insurance·may be fina~ced 'Ullder
the loan only if,it is obtained on a competitive
basis and any claims thereunder are payable in .
convertible currencies. Ocean shipping financed
under the loan shall be procured in any country
included in A.I.D. Geographic Code 941•.

..
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(b) As a condition precedent to the execution of
the Loan Agreement, Borrower and A.I.D. shall
agree to a time-phased implementation plan for
teohnioal assistance which shall, in sUbstance,
be included in the Project Description of the
Loan Agreement.

( c) The Loan shall be guaranteed by the Government
of Brazil in form and substance satisfactory to
A.I.D.

(d) If the International Bank for Reconstruction
and Developnent has not executed an agreement with
the Borrower, satisfactory to A.I.D. prior to the
date when A.I.D. and Borrower are prepared to execute
a Loan Agreement, said Loan Agreement shall not be
executed without the prior written approval of the
Deputy United states Coordinator of the Alliance
for Progress.

( e) Prior to any disbursement to the Capital Market
Developnent Fund (FUMCAP) ,Borrower shall:

(i) Provide evidence of the establishment of
FUMCAP PUrsuant to a decree signed by the
President;

•( ii) Submit a completed Operational Manual for
FUMCAP, satisfactory to A.I.D~~

(iii) Provide a time-phased operational plan for the
implementation of the FUMCAP program, together with .
evidence of the administrative and technical capa
bility of the divisions in each of the executing
agencies to perform its assigned functions, satis-
factory to A. I.D:; .

,
(iv) ,Devel0:P' (a) a list of regulatory'
measures, including a minimum set of accounting
principles and auditing standards, adequate rules
relating to bona fide distributions, andappropria.te
requirementsOf"d.I'SC'i'osUre, .a.nd (b) a time-phased
plan for further study of add!tional regulations .
needed for the developnent of a sound capit8J.·
market in Brazil, said list and plan to be approved
by A.I.D. ' ...
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( f) United States dollars utilized under the loan
to finance local currency costs shall be made
available pursuant to procedures satisfactory to
A.I.D.

( g) The Loan shall' be' subject to such other terms and
conditions as A.I.D.may deem advisable.

Administrator

. '

Date

,

"'"

;..

"

. '\
, ..

,' ..

"

..
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CERTD'ICATIOR PUBBUABT TO BlCTIOlf' 611 (e)

OJ' THE roimIGIf ASSlftARCB ACT OJ' 1961, AS

AMlRDBD.

l,

r
'j
I

t
I

I. I
!
j
f

l
J

. I

,
.i

','

Subject: BBAZIL - Capital Assistance - Capital Marketa Loan.

,
Raving taken into account; among other things, the maintenance'

and utilization of projecta 1nBrazil prev1ou~ financed or assisted

, I

by the United states, I certify that in '1113' judgement Brazil has the

fiDaDcial capability and the hUDl8ll resources to maintain and utUize'

ettectively the proposed Capital Markets Loan.

This judgement i8 based primarily on the tacts developed in' the

Capital Assistmce Paper tor the proposed loan ot U8$12,5OO.000 (twelve

and one halt lIl1ll1on dollars), which discusses in detail the capabUities

ot the Central Bank and various entities and tinds that they will possess

adequate financial and human resource capabUity (supported by technic~

Date

Director

,1.1 J5Z1

fi/aLWl
~

assistance and training where appropriate) to maintain and utUize the

prior u.s. assistance to the BrazUian Capital Markets sector i8

diSCUBSK in detail in the Capital Assistance Paper. "'I

project effectiVely. The reJ.ationship between the proposed loan and
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IfHS OUT SP~CULA'fIOr,! AND FlUCE INCRE{~SE('; IN PRESENT
TJ_N UN0VOIE MARKET. WITH POSSIBILITY O· ~AJOR
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OIY) -'0 J Dxr~G or; 'HI! S POSSIBILi TY BY I NCHE4SED IN' .• OW
LUN AHY SAVI~GS~ EyeD UNDEN CIRGUMST, feES UNDZH
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tm>FFICIAL TRANSLATION ot letter trom Minister of
Finance to USAID/BrazilM1ssion Director

AVISO GB-N9 5

Dear Mr. Minister,

JAN 8, 1971

As you know, the GOB has been studying
together with the USAID/~ and the IBRD, the creation of a
Capital Market Development Fund to permit the use of financial
resources to fulfill the following basic objectives:

a) to dynamize the market for securities;

b) to facilitate the financial restructuring of
national corporations, with the objective of
developing the ideal level of efficiency and
increasing their borrowing capacity levels,
compatible with their development needs;

c) to create a medium and long-term financing system to
support the implementation of projects involving the
installation, expansion or reequipment of national
enterprises, facilitating the flow of the national
production of machines and equipment and, if the

:....need arises, the purchase of commodities abroad;

d) to stimulate the mobilization of private savings to
promote the opening up of the capital of these
enterprises.

2. By virtue of its characteristics the program
that we have in mind should represent an important contribution
for the expansion and definite consolidation of the Brazilian,
Capital Markets, especially in area of placement of stocks and
debentures.

Minister William A. Ellis
Director Agency for International Development '"



ANNEX Ir'!' "Page 5 of 5
Exhibit C ..;. Page 2, of 2 '

,
3. This Fund, which would be administered by the
Central Bank of Brazil with the participation of the BNDE and
the Caixa Econ~mica Federal, aims at providing private investment
banks with the resources needed to finance securities underwritings
( shares, debentures or debentures convertible into shares) throUgh
"firm offer" underwritings, conducted on,the basis of a project
showing the economic-financial feasibility of the proposed
undertaking.

4. Therefore, and considering that the GOB is
ready to offer counterpart Cruzeiros to the foreign lendings,
which would constitute the basis of the Fund for the Development
of the Capital Markets, I consult your Excellency on the possibU;l.ty
of there being extended to the Central Bank by the USA through ,
your Agency a loan of up to $30 million to be applied in the above
program.

I take this opportunity to renew to your
Excellency the expression of my high esteem and consideration.

(Sgd) Antonio Delfim Netto
Minister of Finance

.,

i

..J

'"
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CHECKLIST OF STATUTORY CRITERIA

(Alliance for Progress)

The following abbreviations are used:

FAA - Foreign Assistance Act of 1961, as amended by the Foreign
Assistance Act of 1971.

App. - Foreign Assistance and Related ,Agencies Appropriations
Act, 1971.

., "

MMA Merchant Marine Act of 1936, as amended'. '.

COUNTRY PERFORMANCE

Progress Towards Country; Goals

1. FAA §. 208; §. 251 (b)

A. Describe extent to Which country is:

L Making appropriate efforts to increase food
production and improve means for food storage
and distribution.

Expanding food production and improving the means for food
storage and distribution is one of the major goals of Brazil
and a great many steps have been taken to achieve this goal~

For further details see CIAP/377, especially pages 124-142.

2. Creating a favorable climate for foreign and
domestic private enterprise and investments.

Brazil has done a great deal to encourage private
enterprise, both domestic and foreign and bas not in general
placed any special obstacles in the way of foreign investors
except in a few "national security" areas. For specifics : '
see IBRD Report WH-l9'5-a, December 19, 1969, "Industrial
Policies and the Manutacturing Industries in Brazil, It and "
IBRD Report WH-203,·November 4, 1970.

....
"

, '.
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,. Increasing the public's role in the developmental
process.

Brazil has encouraged an increased public role in
the developmental process by its very successful tax
incentive programs to encourage private savings and
investments.

4. a. Allocating available budgetary resources
to development. •

Brazil is allocating large amounts of budget resources
to development.

b. Diverting such resources for unnecessary military'
expenditure and intervention in affairs of other
free and independent nations. (See also Item No.16).

Brazil is spending about 2.4 percent of its GNP for
defense. In 1970 this was about $1 billion. This
is a substantial amount but not excessive in view of the
special defense b~rdens created by long borders (4,600
miles coast and 8,700 miles of land frontier) and a
vast sparsely populated interior. Defense Agency
budgets include expenditures of a non-military' nature
for such things as subsidies to civilian airlines,
civilian airport construction, maintenance of flight
control and communications and mail delivery to remote
areas. Identifiable items of this kind approach
10 percent of defense agency budgets. Brazil is not
intervening in the affairs of other nations.

5. Willing to contribute funds to the project or
program.

The GOB is contributing funds to the program, as
described in the Financial Analysis section of the
paper (Section II, D).

·6. Making economic, social, and political reforms
such as tax collection improvements and changes
in land arrangements, and making progress toward
respect for the rule of law, freedom of expression
and of the press, and recognizing the importance
of individual freedom, initiative, and private
enterprise.

'p

"
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Although progress toward a return to democratic
government still is hindered by the Military's
determination to hold on to Revolutionary leadership,
state legislatures elected Governors from among
candidates either selected or approved by the President.
Elections for the national Congress and Senate were
held in November after preliminary screening process.
Cassations, the stripping of polit~cal rights for ten
years and the firing from government jobs or deprivation
of elected office, continue sporedi~ally. All the State
legislatures have been reopened, membership altered, of
course, by cessations. Municipal elections continue to
be held. In October 1969 the Federal Congress reopened
after having been closed by former President Costa e Silva
for ten months. At the same time the Constitution was
amended, with Congressional ratification, to strengthen
the President's powers. Although censorship still exists
and new laws precensoring for pornography have been
issued, a certain latitude in the press and in expression
is allowed insofar as fundamental concepts of the
Revolution are not challenged nor a~icles published
which lend support to subversives. On the other hand,
there has been a continued incidence of police intimidation'
of individual journalists.

The last 6 months have seen contin~ed allegations of
brutal treatment and tortures of accused subversives by
GOB security officials. The GOB continues to deny the
incidence of officially sanctioned torture.

The GOB appears convinced that private enterprise with
government assistance will keep the economy growing at
the same rapid rate of the last two years. Outside the
government there is some concern expressed at the extent
of U.S. investment in certain sectors and at the amount
of foreign profit remittances.

7. Adhering to the principles of the Act of Bogota
and Charter or Punta del Este.

Brazil is adhering to these principles.

:i .

. .

.'
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8. Attempting to repatriate capital invested in
other countries by it~ own citizens.

Brazil's efforts to encQUrage investment, promote
rapid economic growth and reduce the' rate of inflation
contribute to the return of capital invested in other
countries by its citizens.· •

9. otherwise responding to the vital economic ,political,
and social concerns of its people, and demonstrating
8 clear determination to take effective self-help
measures.

"

' ..

Since assuming power President Meaici has voiced concern
for the disequilibrium in standards of living among
Brazilians of different regions and classes. The GOB
has undertaken to build 600,000 houses for workers and
is placing increased emphasis on strengthening its
educational system. It has not yet embarked significantly .
on needed land reform. With most political power
concentrated at the top, there is political apathy on the
part of the vast majority and the danger of continued
isolated acts of terrorism on the part of extreme-left
elements. (See 6 supra).

B. Are above factors taken into account in the
furnishing of the subject assistance?

The above factors have been taken into account in recommending
approval of this loan.

Treatment of U.S. Citizens

2. FAA §. 620 (c). If assistance is to
government, is the government liable as
debtor or unconditional guarantor on any
debt to a U.S. citizen for goods or servtdes
furnished or ordered where (a) such citizen
has exhausted available legal remedies and
(b) debt is not denied or contested by
such government?
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Brazil is not known to be so indebted. .

3. FAA §. 620 (e) (1). If assistance is to a
government, has it (including government
agencies or subdivisions) taken any action '
which has the effect of nationalizing,
expropriating, or otherwise seizing-ownership
or control of property of U.s. citizens or

, . ,
entities beneficially owned by them Without
taking steps to discharge its obligations
toward such citizens or entities? ..
No such action has been taken.

4. FAA • 620 0 • Fishermen's Protective
Act. • 5. If country has seized, or'
imposed any penalty or sanction against, a~
U.S. fishing vessel on account of its
fishing activities in international. waters. .

No case of seizure, penalty or sanction against
U.S. fishing vessel is known to exist •.

a. has any deduction required by
Fisherman's Protective'Act been made?

Not applicable.

b. has complete denial of assistance
been considered by A.I.D. Administrator?

Not applicable.

Relations with U.S. Government and. Other Nations

5. FAA §. 620 (d). If assistance is for any
productive enterprise which will compete
in the U.S. with U.S. enterprise, is there
an agreement by the recipient count~ to ~
prevent export to the u.s. of more than 2vjII

of the enterprise's annual. production during
the life of the loan?

Not applicable. The loan will go to the development
of the capital market. It 1s not mown wh1ch under
writers will use the funds provided. Nor is it known
what kinds of companies will be the clients of those
underwriters utilizing credits and tunds stimulated
by the loan.

.'

i
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6. FAA §. 620 (j). Has the countrY permitted,
or failed to take adequate inea~ures to .
prevent, the damage or destruction by mob
action, of U.S. property?

Brazil has not permitted such acts.
o

7• FAA §. 620 (1). If the country has failed
to institute the investment guaranty
program for the specific risks of
expropriation, in· convertibility or
confiscation, has the A.I.D. administrat~n

within the past year considered denying
assistance to such gOvernment for this
reason?

Brazil has actively instituted a guaranty
program.

8. FAA §. 620 (q). Is the government ot the
recipient country in default on interest
or principal of any A.I.D. loan to the
country?

No such default exists.

9. FAA §. 620 (t). Has the country
severed diplomatic relations with U.S.7
If so, have they been resumed and
have new bilateral as6istance agreements
been negotiated and entered into since
such resumption?

Brazil has not severed relations with the U.S.

10. FAA §. 620 (u). What is the payment status
of the country's U.N. obligations'llf' the
country is in arrears, were such a:rreaIage
taken lnto account by the A.I.D. Adm1n s'trator
in determining the current A.I.D. Operating
Year Budget?

Brazil is meeting its U.N. obligation.

..:~;". .



ANNEX III
Page 7 of 21

11. FAA §. 620 (a). Does recipient country furnish
assistance to Cuba or fail to take appropriate
steps to prevent ships or aircraft under its
flag from carrying cargoes to or from Cuba?

Brazil does not furnish assistance to the
present Government of Cuba. Brazil has taken
appropriate steps to prevent ships or aircraft
under its registry from engaging in any Cuban
trade.

12. FAA §. 620 (b). If assistance is to a
government, has Secretary of State determined
that it is not controlled by the international
Communist movement.

The Secretary of State has determined that Brazil is not
controlled by the international Communist movement.

13. FAA §. 620 (f). Is recipient country 8

Communist country?

No.

14. FAA §. 620 (1). Is recipient country in any
way involved in (a) subversion of, or military
aggression against, the U.S. or any country
receiving U.S. assistance, or (b) the planning
of such subversion or aggression.

No.

15. FAA §. 620 (p). Does recipient country
furnish goods to North Viet-Nam or permit
ships or aircraft under its flag to carry
cargoes to or from North Viet-Nam?

Brazil does not traffic or knowing~ permit
trafficking with North Viet-Name

Military Expenditures

16. FAA §. 620 (s). What percentage of country
budget is for military expenditures? How
IIllMl of foreign exchange resources spent on

. '
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military equipment? How much spent for
the purchase of sophisticated weapons
systems? (Consideration of these points
to be coordinated with PPC/~S').

Expenditures for military purposes are about
18 percent of total central government or about
9 percent of total public sector ,expenditures
including states and municipal governments.

Brazil's foreign exchange disbursements for
military equipment are projected to increase
from $20 million in 1967 to $58 million in 1973.
These expenditures would range from l.l~ of
total imports (defined as goods plus net services)
in 1967 to 1.85~ in 1973. Brazil's foreign
exchange reserves were at about $510 million at
the end of 1969. For about 10 years (1955-1965)
Brazil bought little Military equipment. A
re-equipment and modernization program now underway
to improve efficiency in the defense establishment
by replacing aged and obsolete equipment will
increase expenditures for equipment, but will
increase overall military expenditures only
slightly.

CONDITIONS OF THE LOAN

General Soundness

17• FAA §. 201 (d). Information and conclusion
on reasonableness and legality (under laws
of country and U. S.) of lending and relending
terms of the loan.

The terms of the proposed loan are
legal under both U.S. and Brazilian 'laws,
and are considered reasonable.

, ,

I

,"

I
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18. FAA §. 251 (b) (2): §, 251 (c ).

Information and conclusion on activity's
economic and technical soundness. If
loan is not made pursuant to a multi
lateral plan, and the amount of the loan
exceeds $100,000, has country submitted
to Po. L n. an application for such funds
together with assurances to indlcate that
funds will be used in an economically and
technically sound manner.

The project is considered economically and technically
sound. See Economic (Section II... B) and Financial
Analysis (Section II,D) in this papero The Minister
of Finance submitted a loan application to USAID on
January 8, 19710 Assurances have been given by the
Central Bank that the :f'unds will be used in an
economically and technically sound manner.

19- FAA §. 251 (b )0 Information and conclusion
on capacity of the country to repay the loan,
inclUding reasonableness of repayment prospects.

Brazil is considered able to repay the proposed 1~

20. FAA §, 6ll (a) (1 ). Pr ior to signing of
loan will there be (a) engineering,
financial... and other plans necessary to
carry out the assistance and (b) a
reasonably firm estimate of the cost to
the U. S. of the assistance?

Yes.

210 FAA §., 6ll (a) (2 ). If further legislative
act10n is required within recipient country,
what is basis for reasonable expectation that ",
such action will be completed in time to permit
orderly accomplishment of purposes of loan?

Bo legislation 1s required.
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22. FAA §. 611(e ). If loan' is for capital
assistance, and all u.s. assistance to
project now exceeds $1 million, has MiSmDn
Director certified the country's capability
effectively to maintain and utilize the
project?

Yes. (See Director's Certification in
ANNEX II, Exhibit A).

23. FAA §. 251 (b ). Information and conclus ion
on avaUability of financing from other
tree-world sources, including private source
within the United StateSo

IBRD is expected to participate ·in the program.
See Summary and Recommendations, Financial Plan
and Financial Analysis in the paper. EXIN and
IDB have expressed no interest in financing this
projecto No other free world sources are known
to exist.

Loan's Relationship to Achievement of
Country and Regional Goals.

24. FAA §. 207: §.25l (a). Extent to which
assistance reflects appropriate emphasis
on: (a) encouraging development of democratic
economic, political and social institutions;
(b) self-help in meeting the country's food
needs; (c) improving availability of trained
manpower in the country; (d) programs design
ed to meet the country's health needs, or
(e) other important areas of economic,
political, and social development including
industry; free labor unions, cooperatives,
and voluntary agencies; transportation and
communications; planning and public adminis
tration; urban development; and modernization
of existing laws.

'.

'.
'.

'j. '.

'.

. ,
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<a> While the develoPDent or democratic
economic, political and social
institutions is not tbe primary objective
ot the loan, the program is nevertheless
expected to result in broader ownership of
private industrial enterprises (by encou
raging more companies to go public) and in
a greater participation on the part of the
public in industrial finance and growth by
the creation of newly created long-tum
debt instruments hitherto little used in
Brazil.

(b) Not applicable.

(c) Not applicable.'

(d) Not applicabl.e.

{e> Th'e program. has a bas ic s igniticance for
industry in Brazil, in that it Beeks to
"improve the institutional and regulatory
framework of the country's financial sector.
In so doing, the program V1ll enable the
t:inancial community more effectively to
mobilize and rechannel internal savingo to
industry, on more reasonable ter~ (See
Economic Analysis, Section II, B). A number
of regulations applicable to the financial
sector will be modified in connection with
this program. See Regulatory criteria·
(Section II, C).

25- FAA §o 209t Is project 8usceptibl.e ot
execution as part of regional project?
It 80 Why is project not so executed?

26. FAA §.25l (b) (3). Information and
conclusion on activity's relationship
to, and consistency With, other develop
ment activities, and its contribution, to
realizable long-range objectives.

..
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Although primarily aimed at long-range financial and
industrial development, the Progra.m will, in achievins
these objectives, indirectly benefit the remaining
sectors which are served by industry. As SUch, the.
activity is tullY'consistent, and of basic significance,
to Brazil's development objectives and activities.

27. FAA §. 251 (b) (7). Information and
conclusion of Whether or not the
activity to be tinanced will contribute
to the achievement ot se1t- sustained
growth.

The Program w1ll contribute to the achievement ot
self-sustaining growth by creating a mechanism and
financial instrumen-ts capable of mobilizing and
ch8.nnelling Brazilian savings into industry, lessening
the country's reliance, in a relative sense, on
external financing for industry.

28. FAA §.28l (a). Describe extent to which
the loan w111 'contribute to the objective
of assuring max~ participation in the
task of economic developnent on the part
of the people of the country, through the
encouragement of democratic, private, and
local governmental institutions.

The strengthening of the financial and regulatory
institutions in Brazil, and the promotion of attractiv.e·
new financial instruments, will encourage greater parti
cipation on the part. of individual investors, in the
ownership and growth of Brazilian industry. For
institution building aspects, see Section ~, 0."

29- FAA §. 281 (b )0 Describe extent to which
program recognizes the particular needs,

_. desires, and capacities of the people of
the countrYi utilizes the country's
intellectual resources to encourage ins
titutional developnentj and supPorts civic
education and training in skills required
for effective participation in governmental
and political processes essential to self
government.

"

"
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The program capitalizes on recent GOB initiatives
to develop Brazil's capital markets, and the resulting
interest of the Brazilian public in financial ins
truments as a means of investment. The Program bas
been conceived and'developed by the Brazil's leading
specialists in finance, trom both the public and
private sectors. A large technical assistance program:.
is contemplated, to provide for training of additional·
personnel in the field of corporate finance and
financial analysis, and to strengthen the government
regulatory agencies in charge of overseeing the
financial sector.

30. FAA§. 601 (a ). Informa.tion and conc1us ions
whether loan will encourage efforts of the
country to: (a) increase the flow of inter
national trade; (b) foster private initiative
and competitions; (c) encourage development
and use of cooperatives, credit unions, and
savings and loan associations; (d) discourage
monopolistic practices; (e) improve technical
efficiency of industry, agriculture, and
commerce; and (f) strengthen free labor unions.

(a) There is no direct relationship between the Program
and Braz 11.'s fore ign trade. There Is I however, an .
indirect relationship in the sense that any improve
ment in the efficiency of the private sector brought
about by improvements in its financial structure will
be reflected in the ability of Brazilian firms to Qe
more competitive world markets.

(b) By increasing the availability of long-term
industrial financing, the growth and expansion of
industry, through private initiative, will be
encouraged. Competition will be fostered among
financial institutions, by strengthening those who
previously c:lld not ba.ve the financial or technicaJ.
means of competing in the field of underwriting.

( c ) Rot applicable.

"
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(d) MOnopolistic practices among a few financial
institutions will be discouraged by the
entrance into the field of additional institutions
(see (c) above).

(e) The industrial sector is expected to benefit
significantly trom the increased efficiency of the '
capital market, and the intermediary institutions,
in attending to industry's long-term financing
needs on reasonable terms.

(r) Not applicable.

31. FAA §. 61g. If assistance is for newly
independent country; is it furnished
through multilateral organizations or
plans to the maximum extent appropriate?

Not Applicable.

32. FAA §. 251 (h )0 Information and
conclusion on Whether the activity is
consistent with the findings and re
commendations of the Inter-American
Committee for the Alliance for Progress
in its annual review of national develop
ment activities.

In a section entitled "C;:tpitaJ.. Markets") the 19n CIAP
report to the Special Committee for Consultation and
Negotiation (CECON) notes that In "most country reviews
the need to increase and improve domestic capital formation
was found to be one of the most important topics. liThe,
Committee restated its feeling that financial. and technical
assistance from abroad would be essential for the solution
of this problem.

33- FAA §. 251 (g)o Informatlon and
conclusion on use of loan to assist
in promoting the cooperative movement
in latin America.

Hot applicable.

•

. ;



•
~. FAA §.209; §, 251(h) (8 ).

Information and. conclusion whether
assistance will encourage regional
developnent progrWISB, and contribute
to the economc and political
integration of Latin America.

The Program is not intended to be regional in scope
or impact. It may, however,encourage the in1;eractioD .
and exchange of ideas in Latin America in the field
of capital markets, to the extent that the program is •
success:f'u.l. An international conference on capital
Markets and development has already been schedule in
Rio for September 1971.

Loan's Effect on U. S. and~
Program

'5. FAA §, 251 ~itlJ~lL §.l02
Information and conclusion on
poss ible effects of loan on Uo S•.
econo~, with special reference to
areas of substantial labor surplus,
and extent to Which U. S. cOllllllOdities
and assistance are furnished in a
manner consistent With improving the
U. S. balance of payments position.

There are no perce i vable effects ot this loan on the
U. S. economy.

36. FAA §. 601 (lU. Information and
conclusion on how the loan will
encourage U. S. private trade and
investment abroad and how it will
encourage private U.S. participation
in foreign assistance programs
(inclUding use of private trade .
channels and the services of U. S.
private enterprise).

To the eJCtent that Brazilian firms which are partially
or tully owned by American interests choose to participate
in the FUMCAP program, the Program should have a .
favorable effect on m investment abroad by allowing these
firms greater access to the Brazilian fiBanc1al market.

:.
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37. 1AA §OWl (d). If a capital project,
are engineering and professional
services of U. S. firms and their
affiliates used to the ma.ximum extent
consistent with the national interest?

This is not a capital project. A portion of
the proposed TeChnical AssistaIrce prograa, havner,
will be furnished by US. profess ional services.
See description in Section I, A. 5.

38. FAA.§o 602. Information and conclusion
whether U. S. small business will
participate equitab17 in the turnillhing
of goods and services financed by the
loan.

Not Applicable.
~..

39- 1AA §o 620 (h ). Will the loan
promote or assist the foreign aid
projects or activities ot the
Communist-Bloc countries?

No.

40. FAA§. 621. If technical assistance
is financed by the loan, information
and conclusion Whether such assistance
will be turnished to the fullest
extent practicable as goods and pro
fessional and other services trom
private enterprise on a contract basis.
If the facilities of other Federal
agencies will be utilized, information
and conclusion on whether they are
particular17 suitable, are not
competitive with private enterprise,
and can be made available without undue
interference with domestic pl"ogr&IIUIe

" "

..'

.'

'.

..

..
'j'
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Technical assistance will be provided to the
maximum extent possible from private enterprise
on a contract basis. It is contemplated, however,
that experts trom the Securities and Exchange
Commission may be sought to provide advice and
assistance to the GOB's regulatory agencies. Such
services would not be competit;ive with private
enterprise, and could be made available without
undue interference with domestic programs. See'
description of Technical Assistance program in
Section I,A. 5. )0

41. FAA §o 252 (a ). Total amount of money
under loan which is going directly to
private enterprise, is going to inter
mediate credit institutions or other
borrowers for use by private enterprise,
is being used to finance imports from
private sources, or is otherwise being
used to finance procurements trom
private sources.

, \

.'

rhe largest portion ot the loan to the Central Bank
will be channeled through the National Sa.vings and
the National Development Eanks, to private financial
intermediary institutions. The latter will use
the funds to finance underwritings ot corporate
security issues, while the Program will thus enable
companies to raise funds in the capital market which
may result in procurement or imports from the private
sector, but loan funds will not be used directly tor
this end..

Loan's Compliance With SpeciticRequirements

FAA §.20l (dtoXS interest rate ot
loan at leas 2" per annum during
grace Period and at least ,~ per
annum thereafter?

Yes.

"

,"
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4,. FAA I. 608 (a). Information on
measures to be taken to utilize
U. S. Government e~cess personal
property in lieu of the procurement
of new i terns.

Not Applicable.

44. FAA §. 604 (a). Will all commodity procurement
financed under the loan be from United States
except as otherwise determined by the President?

Not Applicable.

45. FAA §. 604 (b). What provision is made to
prevent financing commodity procurement
in bulk at prices higher than adjusted
U.S. market price?

Not Applicable.

46. FAA §. 604 (d). If the host country
discriminates against U.S. marine insurance
companies, will loan agreement require that
marine insurance be placed in the U.S. on
commodities financed by the loan?

A recent law appears to discriminate against
certain non-Brazilian insurance companies, but
the loan agreement will require that marine
risk coverage be obtained from U.S. insurance
companies, in the event such discrimination
affects procurement under this loan.

47. FAA §. 604 (e). If off~shore procurement of
agricultural commodity or product is to be
financed, \s there pro,vision against such
procurement when the domestic price of such
conmodity is less than parity? .

Not Applicable.

"

.
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48. FAA §. 611 (b): App. §. 101. It
loan finances water or water-related
land resource construction project or,
program, is there a benefit-cost computation
made, insof~r as practicable, in accordance
with the procedures set forth in ~he Memorandum
of the President dated May 15,.1962?

Not Applicable.

49. FAA §. 611 (c). If contracts for construction
are to be financed, what provision will be
made that they be let on a competitive basis.
to maximum extent practicable?

Not Applicable.
. .

50. FAA §. 620 (8). What provision is there
against use of subject assistance to compensate
owners for expropriated or nationalized property?

The Loan Agreement will not permit such use.

51. FAA §. 612 (b): §. 6;6 (b). Describe steps
taken to assure that, to the maximum extent
possible, the country is contributing local
currencies to meet the cost of contractual and
other services, and foreign currencies owned
by the U.S. are utilized to meet the cost of
contractual and other services.

The GOB is contributing an amount of local currency
matching the AID and proposed mRD loans. The
GOB's allocation of internal resources is discussed in
Annex IV, Exhibit A. The availability of US owned
cruzeiros is di.scuBsed in Section II,rl,2.
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52. App. §. 104. WUl any loan funds be
used to pay pensions f'or military personnel?

No.

5}. App. §.106. If' loan is f'or capital project,
is there provision f'or A.I~D •. approval of'
all contractors and contract terms.

The loan is not for a capital project. However,
contracts for technical assistance will be subject
to A. I. D. review and approval, as to contractors
and contract terms.

54. App. §.108. WUl any loan funds be used td pay
U.N. assessments?

No.

55. App. §•. 109. Compliance with regulations on
employment of U. S. and local personnel tor
funds obligated after April }O, 1964 (Regulation 7).

Not Applicable.

56. FAA §. 636 (i). Will any loan funds be used to
finance purchase, long-term lease, or exchange
of motor vehicle manufactured outside the United
states, or any guaranty of such & transaction?

No.

57.. App. §. 401. Will any loan f\mds be used tor
publicity or propaganda purposes within U.S.
not authorized by the Congress'

No.

, !~

, .

.

"
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58. FAA §. 620 (k). .If construction of
productive enterprise, will aggregate,
value of assistance to be furnished by
U.S. exceed $100 million?

No. '.
59. FAA §. 612 (d). Does the U.S. own excess

foreign currency and, irso, what arrangements
have been made for its release?

Not Applicable.

60. MMA § 901.b. Compliance with
requirement that at least 50
per centum of the gross tonnage
of commodities (computed separately
for dry bulk carriers" dry cargo
liners, and tankers) financed with
funds made available under this
loan shall be transported on
privately owned U.S.-flag
commercial vessels to the extent
that such vessels are available
at fair and reasonable,rates.

The Loan Agr~ement will so provide.

'.

.'
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:nrrtmNAL ALLOCATION OF RESOORCES IB BRAZIL

While there are no widely 88%'eed upon or univerBally applicable
criteria for evaluating a country's allocation of resources, one can
judge proper allocation by its restats in growth, stabilization, and
distribution of welfare. In these 'terms, Brazil's past record and
stated future intentions are encouraging.

In many ~portant respects Brazil's recent economic record has
been excellent. The growth of GDP recovered in J.966 and 1967 from
the economic crisis of the early 60' s, when growth dipped below ~
and per capita GDP actually decline.d. The 1966/67 expansion was'
largely a result of the refo~ policies of the revolutionary
govermnent and accelerated in 1969 and 1970, when GDP grew at. an
estimated 9.~ rate. ,Exports have risen very rapidly since 1964,
especially during the j>ast twO years when the GOB's new system of
mini-devaluations of the cruzeiro enabled Brazil to benefit greatly
from the boom in world trade. The rate of inf'lation, although still
high, was reduced sharp+y in the period 1964-67 from a fo~er peak ot
over ~, and fUrther gradual. progress has been achieved the last two
years (20.l~ in 1969 and 19.3~ in 1970) as the relative weight or
priority in national economic policy has shifted from stabilization
back to growth. The government deficit has been gradually but
decisively reduced from a very inflationaryleve! to on:L7about o.~
of GDP in 1970.

Federal ta.x receipts grew from 7.&1, of GNP in 1961 to 10.~ in
1970. Recently an IMF study ranked Brazil first in tax effort among
the developing countries. The overall tax rate in Brazil is a very
high 24:~ of GNP.

A system of fiscal. incentives for rebating income tax receipts
tor private investment in special areas or sectors including agro-induBtry
has been remarkably successful particular17 in promoting industrial '
expansion in the poor Northeast.

Total savings and investment have recovered from a low of 14.~ of
GIIP in 1963 to 15.~ in 1969 and 16.~ in 1970.

An important question is whether the recent economic growth has
resulted in increased welfare for the average Brazilian. At least for
the non-agricultural york force this appears to be the case. IMring the·
1960' s, although the official. real minimum wage declined, average earnings
increased. or the non-agricultural work force, workers who eo.rned less
than half the IUniDnDR wage dropped froiIl .,,,. to ~ of the worlt force and.

/ ...
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those earning at or above the minimum wage increased £"rom ~5" to 5~ of the
work force. Furthermore, the non-agriculture work-force grew at close tQ
5" a year.

Thus, the internal allocation of resources bas been high enough and
sufficiently effective to promote overall rapid economic growth and a
somewhat better distribution of incOJhe. The GOB' s stated priority for
education, health and agriculture bas been generally well reflected in
resource allocations and policy measures affecting those sectors, whicb
also are AID's priorities.

The agricultural sector has benefited from a wide IlUIlber of progr8Dl8
encouraging modemization. Recently tax incentives have been created to
promote investment. Exemptions £"rom the value-added tax have ended previous .
disincentives to use modern inputs and to sell in the export market. .
Government spending on agriculture is a less significant indicator but
it also increased 31% from 1961 to 1969.

Public expenditures on education jumpedll~ a year during the 1960's.
The Government plans for a continued rapid increase and ul"l.imate1y the .
attainment of universal primary education. Fraa 1966 to 1970, enrollments.
increased at the annual rates of 6% at the primar;y level and l~ at the
secondary level. Educational opportunities are rapidly widening for the
average urban and small-town Brazilian.

Public spending in health and sanitation grew at close to l~ a year
in the 1960' s with major emphasis on campaigns against· malaria, tuberculosis
and other specific debilitating diseases. . .

The Government of Brazil has said its goaJ.s for the early 1970' s w111 be
an increase in GNP between ~ and fJf" per year. The major emphasis in the
public sector will continue to be on expanding educational and health serrlces.
Within a macro-economic policy £"ramework aimed at rapid growth, continued
gradual. reduction in the rate of inf'lation, and a continued rapid rise in
exports, the GOB's private sector develo}1Dent priorities vUl continue
to feature the modernization ot agriculture.

. \

',."



UlILIZA ON OF COUNTERPART RESOURCES FROM PL 480 WHEAT SALES AGREEMENT CI{ 1966 TO PRESElf'1'
(VI, VII, VIII, AND IX WHEAT AGREEMENTS)
(Figures in parenthesis are non-additive)

(Cr$ Millions)

,-

(Cont. )

.--

Rio-sio Paulo Road.

Southern States Highway
Maintenance Loan Supplement
Agricultural Research (EPE)

Meteorological service .

ktiona! Research Council (CNPq)

SUBAB

l'UIIPERTIL

ABCAR

.Cooperatives

Credit: Agriculture-(21.5) )
Pertilizer -(17.6) )

Seeds
SUVALE .

Agric.Marketi~ Roads-(8.0) )
SUpply Centers -(7.2) )
Milk Plants -(0.3) )
Irrigation-Ministry' ot Interior

IBGE Foundation·

ETA - Mogiana

GERA1f

VI WH!A1' AGREEM. vn WHEAT AGREEM. VIII WHEAT AGREEM. IX WHEAT AGREEM.
AHlIL 1966 OCTOBER 1967 DECEMBER 1969 MAY 1970

(progrBDlllle4)

50.0

14..6 !I
4.0 8.1

0.Ja. 1.0

0.6 2.0
•

'.0 4.0
....0 -
'.0 -

16.8

30.1"
2.5
2.1 • 6.0

15.5



"-

VI WHEAT AGREEM• VII WHEAT AGREEM. VIII WHEAT AGREEM. IX WHEAT AGREEM
APRIL 1966

. ~
OCTOBER 1967 DECFJfiER 1969 MAY 1970

(programmed)
Budget SUpport: (many of separate

items listed above now included
under general categories below) 67.82 75.15

& .Agricultural Credit (34.92) (32.50)
b.Agric:ultural Production ( 6.55) (16.15)
c.Agricultural Marketing

!
(11.35) (18.15)

d.Rural Roads ( 9.0) ( .85)
e.Agricu1tural Research (of which

IPI received Cr$It..2 and. CrffiI
Cr$8 million) ( 7.50)

TO'rALS 64.6 91.6 88.22 15.15

c ... . .... y. Central Bank transf'erred "temporarily" to DBER on instruction of Ministry of' Finance,9-12-69

•

..
.;7
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Functions of the National Monetary Council and Central Bank*

A. National Monetary Counc1,l

"The Council t s policies should seek:

L To maintain the volume means of payment at a level adequate
for the actual needs of the national ~conomy and its developmentj ' ..

20 To control the internal value of the country's currency by·
preventing or correcting inflationary or deflationary processes
of internal or external origin, economic recessions and other
kinds of macroeconomic disequilibriumj

30 To control the foreign exchange rate of the currency and the
balance of payments position with a view to an optimum use of
foreign currency owned by the countrYj

4.. To orient the use of funds by government or private finani::ia.l
institutions to insure conditions favoring the balanced growth of'
the economy and the country's different regionsj

50 To promote the improvement of financial institutions and
instruments with a view to increasing the efficiency of the system
for making payments and mobilizing fundsj

60 To insure the liquidity and solvency of financial institutions;

70 To coordinate monetary, credit, budget, tax and public deb~

policies. "

* Translated from Law Noo 4595 (December 1964)
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B. Central Bank of Brazil

"

, "

''1. To control credit in all its forms; "

2. To control foreigniIivestment;

~ To control the operations ot,financial institutions and
apply the required penalties,

•
To authorize tinanc1al J,nstitutioDS to operate;

50 To buy and Bell Federal securities as an instrument ot
monetary policy." '

., '.

"

"

"

',".
','

.'

"

"
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Functions of the National Monetary Council and
Central Bank Related to Financial Markets*

1. The money market and the capital market are regulated by the
National Monetary Council and controlled by the Central Bank.,
2. The National Monetary Council and the Central Bank should
exercise their legal powers in the money and capital markers so as ~o:

a. facilitate public access to information about marketable
securities distributed in the market and the companies issuing
them;

bo protect investors against illegal or fraudulent issues;

Co prevent t:raudulent and manipulatory practices aimed at
creating artificial conditions for the demand, supply or price
of securities distributed in the market;

do insure that equitable business practices are followed by
all those who are professional intermediaries in the distribution
or trading of marketable securities;

eo regulate the use of credit in the securities market;

fo regulate the activities of stock and foreign exchange
brokers.

~. The Central Bank is responsible for:

&0 authorizing and inspecting the operation of Stock Exchanges;

bo authorizing and inspecting the operations of members of
Stock Exchanges and of investment companies;

Co authorize and inspect the operations of financial institutions
or individuals engaged in the underwriting and distribution of
securities;

do maintaining a register of and inspecting the operations of
companies and individuals acting as intermediaries in the dis
tribution of securities. or Which, for whatever purpose, mobUize
savings in the capital-market;

* Summarized from the Capital Markets Law No. 4728 (July 65)

•
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e. register securities to be traded on the stock exchange;

f. register security issues to be distributed in the capital
market;

g. monitoring the compliance by companies issuing securities
traded on the stock exchange with laws and regulations concerning
(1) disclosure of the company's economic and financial position, .
its management and the utilization of its net income, and (2)
protection of the interests of investor~ in securities distributed
on the money and capital market;

h. monitoring the compliance with laws and regulations concerning
the issue, underwriting, subscription and distribution of securities
placed on the capital market;

10 .to. monitor the use of information not. disclosed to the public'
for personal benefit or the benefit of other individuals, by share
holders or persons Who, because of the positions they occupy, have
access to such infortnation.

"
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GEMEC and ISMEC
(Organization and Staff)

Law 4728 enacted in July of 1965, commonly known
as the "Capital Markets Law", gave the Central Bank of
Brazil responsibility for the development and implemen
tation of national securities regulation. Under ~his

law the Central Bank was delegated responsibility for 1) ,
supervising the operations of stock exchanges, members
of stock exchanges and investment companies; 2) authorizing
and regulating the' operations of financial institutions;
3) registering public corporations and issues of securities
distributed in the capital markets and traded on stock
exchanges, and 4) regulating the use of inside information,
in securities trading.

These functions are exercised by two division of the.
Central Bank. One division, GEMEC, concerns itself with
the administration of disclosure requirements in the
registration of public corporations and the issues of
securities for distribution and trading. The other
division, ISMEC, is primarily responsible for the inspection
and monitoring of financial institutions to determine
compliance with applicable legislation, checking their
accounts and reports for supporting documentation and
evaluating internal controls and accounting organizatio~s.

Th~s Annex described the internal organization of these
two entities.

a. GEMEC

"

GEMEC is headed by a mapager reporting to the
Area Director and has three major divisibns: a Financial
Institution Division where these institutions register
and file reports and other documentation required by law;'
a Securities Registration Division (DIVEP) where securiti,s,
and corporations are registered; and a. Study and AnalysiS·
Division with miscellaneous functions. Organization Chart
is as follows:' "

.'

."
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GE:MEC ORGANIZATION CHART,

12 6

Technical Management
Staff

f

Office

.
22 17 2"3

Financial Institution Security Registration Studies and Analysis
I

Division Division "'- Division
I

r 15 I 2

I

SUBEM
I

SUCOC
,

Note: Only the Security Registration Division is shown in detail.
Numbers indicate staff in each organizational unit.

There are 4 types of registration: a) corporate regis
tration for those companies wishing to have their securities listed on
the stock exchanges; b) new issue registration for public offerings of
securities; c) registration for companies wishing to make use of fiscal
benefit funds provided for under Law 157, commonly called "Law 157
registration"; and d) open-capital registration for companies wishing
to enjoy the fiscal and other benefits provided to open-capital companies.
The corporate and new issue registration are the major typ~~ of registra
tion, and are discussed in detail elsewhere in this paper.!! The other
two registrations apply only to specific cases, and must be preceded by
at least corporate registration.

DIVEP/GEMEC is, the division responsible for the above
registrations, and is further subdivided into the SUODC subdivision
which takes care of open capital registrations, and the SUBEM sub
division which handles the remaining types of registration. SUBEM is

y. See Annex VII, Exhibit A, p. 6.

II
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subdivided into 3 groups called "sectors". In addition
to the sub-division chief and the 3 sector chiefs, there
are 11 analysts. The gnalysts are all economists, except~

for one accountant. However, academic qualifications are
of a relatively secondary importance since the review of
registration statements is largely a matter of exercising
one's judgment based on experience. The analysts are .
mostly young graduates, and would undoubtedly benefit
from additional training of the practical type.

The sectors are not in any way specialized. Some
attempts were made in the past towards this, but were
defeated by the substantial fluctuations in workload.
The registration statements received by SUBEM are distri-.
buted equally among the sectors and assigned by t~e sector
chief to one of his analysts who conducts the review
under his direct supervision. The review consists basically
in checking out if all the required information and documen
tation has been submitted. The information is also checked
out for i~ternal consistency. !/ .

There were a total of 585 registrations in 1969 and 1970. However,
the registration requirements for new issues and corporations overlap
to a great extent, and often a corporation makes both simultaneously•.
Therefore, if it is assumed that all new issue registrations were
simultaneous with corporate registrations, an average of 20 registra~

tion statements would be reviewed per analyst per year. Thus, regis-
I

trations average out to between 20-25 per analyst, i.e., on the average
each analyst spent about 2 weeks on each regist~ation. This is con-.
sidered a reasonable worklaod.

b. ISMEC

ISMEC is headed by an inspector general "
reporting to the Capital Markets director. It is responsible
for the inspecting or monitoring side of the Central Bank's
functions with regard to the capital market. It is not
responsible for inspecting commercial banks which is a
function of ISBAN of the Bank~ng Area, nor does it inspect
real estate finance companies which is

As noted elsewhere in this paper, the absence of
generally accepted accounting principles and aUditing'
standards renders a meaningful analysis difficult. ' " ,
See Section II, C and Annex VII, Exhibit A.
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the responsibility of the National Housing Bank. ISMEC's' major function,
as it actually exists in practice, is to conduct audits of financial
institutions for the following purposes: a) to determine compliance with
applicable legislationj b) to check if the financial institutions' accOUnts
are supported by appropriate documentationj c) to evaluate internal
controls and accounting organi~ation in generalj and d) to evaluate
the institution's financial position by reviewing financial statement
data and preparation of cash flows.

ISMEC is organized into 3 sU~divisions called SurIC
plus a separate group of inspectors who perform the field work. The.
SUFICs work is purely internal and they are responsible for reviewing
reports received from financial institutions. These reports include.'
monthly as well as annual financial statements, and reports listing
transactions and investments in other companies. Special reports are
required for mutual funds. The SUFICs are sPecialized as follows:

SUFIC-l: Stock exchanges, brokers and distributors
SUFIC-2: Finance companies
SUFIC-3: Investment Banks and special assignments

Each SUFIC is headed by a Deputy Inspector General and
has a basic structure of: "2 senior clerks, 2 or 3 analysts and 2 otfice
clerks. Mutual tunds are the responsibility of the junior of the
Inspector General' 8 two Administrative Ass,istants. An organization
chart follows:

ISMEC ORGANIZAT·ION CHART

2

Note: Numbers indicate Staff in each organization unit

IAssistants 1 Inspector
General

,

lI 7 8
,

I SUFIC
I

SUFIC
I

SUFIC·
-1 -2 -

'IInspectors

'/

'.
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The inspectors form a separate group within the organization,
although they submit their reports to the appropriate SUFlCo They number
a total of 70, of which 51 are located in Rio de Janeiro and Sao Baulo where
the great majority of institutions are established, the remaining inspectors
being distributed throughout the Central Bank's regional offices in other
States. Like many of the Central Bank's employees, these inspectors are
former Bank of Brazil employees with 20 to 25 years' service with the two
banks in most cases.

IaMEc has written audit programs for each type of institution.
They are reasonably detailed and professional, and the scope is that
indicated in the first paragraph of this section. Audit standards are high,
and the inspectors are required to examine documentation, prepare working
papers, and give an opinion. However, the audit is limited because of the
lack of generally accepted accounting principles in Brazil.

Although ISMEC appears to have a competent staff, H has
two major weaknesses as an organization: a) it is understaffed, and b) it
does not perform all of the monitoring functions wpich it is authorized to
perform by law of the Central Bank nor other functions which it might
perform as the monitoring staff of the regulatory authority (see Annex VII,

~ ~ibit A, p•. 5). " - _. -..
At the end of last year, ~mc was required to inspect '

finance companies (215), investment banks (30), brokers (404), stock '
exchanges (19) and distributors (594), or a total of 1,262 persons and
institutions, not counting 265 mutual funds. There figures in themselves---clearly indi"cate that ISMEC does not have sufficient staff
to monitor these institutions. In addition, Bome 30
inspectors are engaged full time or nearly full time in
following up the liquidation of certain finance compani~s,

the mergers of other and the conversion of some finance
companies into investment banks. This i~aves only 40
inspectors to do the aUditing. Since an audit of a finance
company or investment bank requires about one man-month,
just a once yearly audtit would require at least 23 inspectors,
leaving only 11 out of the 40 available for audits to .
handle the remaining 1011 institutions •. Because of this
shortage of staff, instead of u~ing an audit schedule,
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I~ has to operate on a priority list of firms, the priority being
based on a combination of the size of the f~, how long ago was it
last audited and the existence of problems. The volume of reports
received by ISMEC is also beyond the capacity of its internal sta:f'f
for more than superficial reviev and analysis.

Periodic audits of institutions cannot be the sole monitoring
tool of a regulatory body. Apart from, the sheer magnitude of the task,
it could be performed by private audit f~, thus allowing ISMEC to
devote itself to the continuing and ~-to-d~monitoring activities
typical of a regulatory body.

In sum, ISMEC appears to operate under acceptable and defined
technical standards. On the whole it bas been doing an excellent job with
its limited resom-ces, but its actual. f'unctions are very limited in scope.
ISMEC t s experience is perhaps the most valuable asset in the Central Bank.'s
Capital Market's Area., and for this reason its a.ctivities should be developed
along more realistic lines. '.

\ ..

'.

.1

"

"



Of the three, the wholesale price index is the most

widely used price indl~tor for th~ purpose of Me. It is used to

correct the value of the OR'rNs (Treasury BOl1ds) whieh in turn-serv-e~t-o-""':-',--,-

correct the value of other claims, since these are expressed 1n terms
of the ORTN.
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The Monetary Correction Coefficient

If inflation in a' given period was "m", the corrected ',1

value at the end of the period of a sum of money "s", expressed in' .

the currency of the beginning ot the period, 1s st.(l+m.), where (l+m)

1s the monetary correction coefficient and "m" is the percent change

in the periodof some price indicator.'y Since Me was first applied'

in Brazil, three indicators have been used for this purpose: The

Getulio Vargas Foundation general wholesale Price index (excluding

coffee), the exchange rate and the highest official mintmuM salary.

The MC of an ORTN 1s based on a quarterly moving average:

of the wholesale price index with' the average for the second quarter of

1964 as 1 and is applied with a lag of one quarter. The ORTNs were issued

with the face value of Cr$lO,OO as of the second quart~r of 1964. Thus.,

the first change in its value was in effeet on Jan. 1st 1965, reflecting 8

1~ change in the WPI (Wholesale Price Index) from the second to the. third

quarter of 1964 (actually as a result of this iag and the fact that infla

tion in 1965 was almost half that in 1964, the ORTNs in 1965 yielded a .

ven high return in real tez:msL .'.

The exchange rate is used as an alternative to the WpI

for,correcting the value of the ORTN (in the case that the instrument

was issued with a foreign exchange clause) and as the implicit moneta~y

correction factor in the cases of external borrowing'by Br&zilianfirms.

The minimum salary is used in the case of adjusting .'

the value of the installments of mortgages negociated und~r the system

led by the National Housing'Bank (in the Plano de Equivalencia Salari~)

and in rental adjustments.

Table 1 below shows the values of the· ORTN corrected on
the basis of the WPI since these bonds were first issued. Table 2

contains the percent changes on an annual basis of the values of the

ORTNs and the other MC indicators.

.'• L
<

!/ If the sum "s" had been lent at the begi~ing of the :period, at ~he

interest rate. "i", the monetarily corrected amount recuved bi,.the.

lender at the end of the period would be (A·.s" (1+1).8U+m~lJ .~ .

....
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1970 1971

42.35 50·51
4.3.30 51.4.4.
4.4.17 52.12
4.4.67 52.64
4.5.08 53.25
1f.5.50 5Ja..Ol
4.6.20 55.08
4.6.61
4.7.05
4.7.61
-.a. 51
4.9·54.
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rTABLE 1

Values of ORTNs !I
Cr$

1966 1967 1968 1969

16.60 23·23 28.48 35.62
17.05 ' 23.78 ' 28.98 36.27
17.30 24..28 29.40 36.91
17.60 24..68 29·83 37·4.3
18.28 25.01 30.·39 38.01
19·09 25.4.6 '31.20, 38.48
19.87 26.18· 32·09 39.00
~0.4.3 26.84. 32·81 39·27
21.01 27·25 33.4.1 39.56
21.61 27.38 33.88 39·92
22.18 2:7.57 34..39 Ieo.ryr
22.69 27.96 34.·95 4.1.42

1965-
1l.3Q

15.20

15.70
10.00 15.90

16.05
16.30

Jan
Feb
Mar
AJ}r
May
Jun
Jul
Aug
Sep
Oct
Nov

Dez

Source: Ministry of Planning

!I ORTN of one or two year with monthly ~ and ORTN' of' 5 years "it)l.
~ quarterly. The monthly M:: ORTN\started in September 1965.. '

. - . . \
;,
" I

TABLE 2

Percent £h8!!ge in the Value of the ORTNs,

Wholesale Indeac, the Exchge Rate and the Minimum _8alarz

I·
~ ~,.
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MC and the Various Financial Ins+'ruments

Bills of Exchange (Jetras de cambia)

These securit es have, a nee 1969, been sold at a discount~
in a way silni1ar to the practices followed before 1966 when the
Government attempted to apply MC to them (a Cr$lOO'letra'of six-month
maturity sold at a 10% discount costs Cr$90 and yields a return.of .
ll.l~ in the semester, or 23.4% a year). The discount rates, however,
are no longer entirely determined by the market, but e set by the
Financeiras in a sort of a "lSentleme a agreement" ba ed on informal
approval by the Gov rnrnent (1. vestment banks dea w th "letras li ,and.
therefore participate in this process also). In 197 the annual '
nominal rate tc the holder of a six-month bill was 28.7% or a 7.4i
real return..

The income tak on bills of exchange is paid at source and
is levied upon the fQ1J nominal recur The tax rates e ~egresslve

in terms of maturity so 8.8 to incentivate longer-term bi Is. The tax
rat~8 go from 10% in the caqe of a u i . month' bill to %in the case
of a 24- month or longer-term oil '.r 103 tax treatment is p actically
the sole incentive to hoI ~ lu~er-term b.ilL

ORTN

The readjustable t,rea,sury bonds (ORTN) were is ued with the
MC clause, which can be based on the wholesale price index or on the
exchange rate. The 1atte is'an ption offered t the buyer of at). ,
ORTN who doe not want the Me calculated by me.ana of the wholesale
price index 1/ The official value of an ORTN, however, is the one
tha.t results of correctihg its value by means of the wholesale index.

11 Example: In December 968 the value of' an ORTN was Cr$34. 95. T):le
total amount collected in December 1969 by the buyer of a.n one-:
year 4% interest bond can be exemplified for Me calculated on the
bas is or the WPI or of' the exchange rate..

MC based on the WPI

- value of the ORTN in Dec.. 1968
- value of the ORTN in Dec. 1969
- 4% interest over cr$41. 42

Amounted collected

MC based on the Exchange Rate

- Va ue of the ORTN in Dec.. 1968
Value of the ORTN in Dec. 1968
in do 180 at the Deco 1968
exc ange .rate of Cr$;. 816 /$1
VIe in Cr$ in Dec. 1969 of the
$90 158 sum (rate of exchange at
cr$4.. 350 /$1
4% interest over Cr$390 84

- Amount collected

cr$34 95
er$)+1.42
Cr$ 10 66
Cr$430 08

cr$34.95

Cr$39~84

Cr$ 1.. 59
Cr$41. 43
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The preference for the exchange rat.e correction was partie ar1y
great before the Government had adopted, in 1968, the adj stable
exchanse rate. Lng that ime t was possible to i crea e the
return on the ORTN by buying prior to a cruzeiro devaluation
and selling it soon after.

nterest on an OR1~ is calculated over the corrected \
value of the bond and is p:Xid semestra.l1.y or annua y, M, however,
is paid at redemption.

Currently in the market there are thre types of
ORTN which are the following:

One-year term: yields" 4% annua interest,
paid at maturityo MC calculated monthly
and paid it lite st at maturity.

Two- ear bond. 5% annual interest paid
Beme trail Me co. cul~ .. d Dlonth y an
paid at matu ty.

- F1ve-y~ar bond: 7% annual interest paid
semestral l Me calculated on a q rterly
basi a.nd paid a.t maturity.

The income tax on the ORTNo is not levied upon the
MC part. On the interest received there is a tax of 6% withheld
at source, which may be exempted if the holder is identifiede

Housing Bonds (tetras Imobiliarias)

The housilg bonds are securities issued by the
National Housing Bank and the real-estate credit com nies (com-'
panhias de credito ilnobiliario) which issue bonds, re eive savings
accounts and make mortgage credit available. The housing bonds
have maturity of one, three, five or 20 years and yield an annual
interest of 8% plus monetary correctio~ This is done by expressing
the value of a "letra" in terms of the val e of one ORTN. In the,
case of the one-year bond, interest on the corrected value and Me
is paid at maturity. For the 3-year bond interest on the issuing
price plus MC are paid quarterly (example: if the value of the ORTNs
in the last quarter rose 610 the return on the hous ng b,ond will be :
calculated as 8i of the issuing price). For bonds with maturities ",
of 5 years or more, interest is paid monthly on the corrected value'" .
of the bond and MC is pa id at rnaturity.

As to income tax, interest and MC are exempted in
amounts up to Cr$792,OO as of 1970.

;..

'.
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DCM - Bank De osits with MC

Commercial and investment banks can receive time-deposits
held for a minimum of six-months to which monetary correction can be
applied. This and the interest rate are set in advance in a similar
fashion as in the case of the "1 rae de canmio". Thus what 1s relevant
is the full nominal amount pa d, although the heading "Monetary Correctloa"
is required in order to ircumvent -t.he usury av. In November 1966 the
Central Bank approved an agreeutent among bankers to set the full return
on time-deposits on the range of 18-21% per year. In April 1969 these
rates were permitted to ncrease and in 1910 they have reached the range
of 25-30%, The nominal return of t e deposits may be paid at maturity
or on a quarterly basis.

Ms of more than 12 mont.hs can be received against the
issuance of a deposit c rtifica-t.c, Which has the ad antage of being
negotiable.

Income tax on DCMs can be chargt:ld in a similar way as .for
the bills of exchange - ~ax on the fUll amount accordin to a regressive
schedu~e in terms of maturity) or on the basis of the real return only,
with Me being verified a posterior! according to the· value of the ORTNs.
(Example: if the nominal return. on a DCMhappens to be 30~ ami lly and
the ORTN rose 2010, only the 1~ part is taxable).- The tax r tes are
25~ for DCMs less than 2 year and l5~ for DCMs longer than that.

Debentu es

These are corporation bonda of a minimum term of one year
in the case of straight debentures a d 3-year in the case of convertible
debentures. Existing legislation authorizes the issuing of these bonds
with the MC clause based on the value of the ORTNs. The MC is to be
calculated at least on a quarterly basia, but it is not yet clear .whether
it can be paid periodical y with int rest or only at maturity. The}.lC
of debentures is exempted from the income tax and for the interest the
tax correspond to 25% in the case of debentures of up to 2 years and
15% in the case of longer-term bonds.

Sav!! s Accounts

These accounts, which are held in the savings banks,
real estate credit c mpan1es and savings and loans associations, yield
a 6% annual interest an are subject to MC based on the value of the
ORTNs. The Me. is ca culated quarterly but paid only at maturity.
Interest is calculated over the corrected val e of the account ~lance.

,
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Monetary Correction of Fixed and Current Assets

Firms in Brazil have, since 1958, been authorized,
and since 1964 required, to correct the value of their fixed assets.
In 1964 the authorization to apply MC was extended to current
assets;: Fixed assets refers bas ically to machinery, equipment and
buildings. Current assets incl~des cash plus accounts receivable
(excluding credits already sUbject toMe) minus accounts payable
(excluding debts already subject to MC).

The advantage to the firm of applying MC to their
assets is principally one of reducing illusory profits, In the case
of fixed assets, the Me provides a more realistic basis, in terms of
constant price values, for calculating capital depreciation allowance~

In the case of current assets, it permits the maintenance of a real
basis for the firm's working capital needs by deducting from current '
profits the reduction of current assets on acccunt of cUrrency'depre- '
ciation. Under current legislation, however, the latter advantage
is not fully enjoyed because only 20~ of the MC of current assets can
be deducted from current profits.

The MC of current and fixed assets is calculated
annually and is based on the straightforward change in the period.
concerned of the general wholesale price index (domestic supply). The:
amount resulting from the Me of fixed assets is fully incorporated into
the firm's equity capital. Currently, this amount is tax exempted but
untU 1967 it was subject to a lO~ income tax.

Reluctance of Borrowers to Accept MC

Despite the fact that in an inflationary environment the
application of Me to loans is aimed at protecting both the lender and
the borrower (a nominal interest rate can be disastrous to the lender
if inflation explodes or to the borrower if prices stabilize) borrowers,
especially businessmen, seem considerably reluctant in borrowing money
through contracts with the Me clause. One important factor determining
this reluctance is that business calculations traditionally are based on
nominal values, and once a given value is finally accepted, all the risk
involved has already been taken into account. When, however, a nominal
value is split into a real component and the MC component, the latter is
immediately associated with future inflation which, even in the short
run, tends to be considered in the business community as unpredictable.
Furthermore, even tt inflation could be predicted With reasonable '
accuracy, entrepreneurs are reluctant to commit themselves in theshorl:
run to a variable amount such as Me, ¥hen in this period. they teel
unable to increase proportionately the value of their accounts receivable.
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This explains the failure of the extension of Me
to the "letras de cambio" in 1965. These "letras" were issued
against the certificates (duPlicatas) representative of a firm's
invoicing during a certain peri~ Those certificates, however,
have a nominal fixed value which could not be altered to match
the increase represented by the Me to be paid on the''letra''.

In the case of ~ong-term borrowing, the reluctance
to accept Me is associated with market uncertainties. Although
the value of business assets can be monetarilY corrected and the
prices of their products can theoretically be raised as other
prices go up, it is not certain that the JDBI'ut tor a particular
product or group of products wUl aJ.lav the price to be increased
in the required proportion to permit the servicing ot a loan
with Me.

"

•
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FOREIGI SOURCm OF PRIVATE INVES'lMENT FlNANCIKl

I

In addition to borrowing in the domestic market, Brazilian and
foreign firms operating in Brazil have been able to finance part of
their working and fixed capital needs through borrowing abroad. This
borrowing has taken place in the form of credit tied to imports
(supplier's credit) and of loans granted by iJdiernational and foreign
government agencies (principally IDB, IBRD, AID, EXIMBAmC), and through'
certain legal mechanisms such as those set under Law 4131 of 1962,
SuMoc Instruction 289 of l~5 and Central Bank Resolution 63 of 1967. ,
In this section the movement of loanable tunds from the private exterD&1
market through these legal mechanism and supplier's credits are analysed.

"

!

~ However, the net flow of 4131, 289 ~nd 63 money has fluctuated sub-
" stantially. From Cr$886 million in 1965 it rose four fold to reach

Cr$4,155 million in 1966. In 1967 there was a net outflow of almost,
Cr$lOO million followed by a net inflow of Cr$1,336 million in 1968
and Cr$3,303 million in 1969,

The lack of detailed data on the now of these funds precludes' ,
a conclusive analysis of the way they have fiuctuated. Most of this
nuctuation, however, can be attributed to speculation in the foreign
exchange market motivated by the system of currency devaluation in '
force untU late in 1968. This system was based on changes in the
external value of the cruzeirO undertaken in periods Cleldom exceeding
one year. In the period preceding an anticipated change there was &

Borrowing Through Legal, Mechanisms

Most of the money entering the country" under the mechanisDlS of
Law 4131, Inst. 289 and Res. 63 may be considered as short-term money.
The costs of these resources to the ~orrower have usuall7 been lower
than in the internal market. Although the Res. 63 system seeu to be
an instrument open to all forms, the borrowing through Law 4131 and.
Inst. 289 has been made primarily by foreign firms.

The size of the 'flow of funds under these legal mechanisms has
been considerably large. As shown by data in Table below, the balance
of loans outstanding at the end of 1964 reached some Ci'$lO l;lUl.ion, or
about 25~ of the overall balance of loans granted by dome8~ic _lenders
to the private sector in Brazil. '

"
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huge outflow of resources followed by a proportionately large infloW
after the devaluation was made. Thus the huge inflow of resources in
1966 may include speculative balances that entered Brazil following
the November 1965 cruzeiro devaluation. Since the cruzeiro value
relative to the dollar did not change in 1966, these balances may have•been allowed to stay in the country, especia1.ly in view of the credit
restriction that took place in 1966 on account of the on-going price
stabilization progra.m. In 1967 there was an ou'tflow of resources of
roughly Cr$lOO mlll.lon which probably took place because of the huge
outflows at the end of the year in anticipation of the change in the
exchange rate that was decreed on January 4, 1968.. Later that year
there was another cruzeiro devaluation but the outflow tQ&t would
have preceded it may have been offsei; by the inflow following the
January devaluation.

In addition to making the foreign funds an erratic source of •
financing for the firms operating in BrazU, the exchange speculation'
introduced considerable' disturbances in the implementation of the
government' s monetary. policy. by forcing an increase in the demand for
credit during the times preceding a currency devaluatiob and pushing
up the money supply in the period immediately followibg the devaluation.
With the adoption by the Brazilian Government of a more flexible exchange
rate system in August 1968, the operation of the Ie8&! instruments seems
to have become more stable, although one lacks data for ascertaining the
performance of the system in the more recent past.

What follows is a presentation of the principal characteristics
of each of these mechanisms of external borrowing.

Law 4131 Funds

With the passing of Law 4131 in September 1962, regulating the
inflow and outflow of foreign capital in Brazil, the long-time, on-going
credit operations between a parent company abroad and its affUiated in
Brazil were required to be registered in the Central Bank. Since then,
the money flowing into the country from a foreign company to its
associate beca.me known and accounted as Law 4131 funds. Later, these'
came to include any direct borrowing in the international market by
either a Brazilian or a foreign firm operating in Brazil. Most of
this borrowing, however, continues to represent a transaction between
two associated companies.

.,.
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Law 4l~ funds can theoretically be either short, medium or
long-term money, but the indications are that they are mostly short
term. In same Central Bank statistics, loans registered under that
denomination are considered as· being for working capital, of the
short-term type. Data on the debt position of Brazil indicate,
however, some long-term borrowing. '!be position as of September 30,
1970 (Central Bank Bulle~ri,. January, 1971, pg.llO) shows that for
4131 funds, about 28~ of the outstanding debt taD.s due before J.5
months from that date; Bome 23~ betwe 15 and 39 months and about
l~ falls due after 39 months representing therefore long-term borrowing:";
(as of September 30, 1970, about '9~ of aJ.l 4131 funds had not yet ..
been classified as per the due date).

The costs to the borrower of 41~ money include an 8-9~ interest
rate on the remm1ttance of which the borrowing company has to pay
the Brazilian Government a 33~ income tax, which amounts to a 2.6-3.~
cost on the loan. As 81 4131 loan has to be pQoid back in foreign
currency, there is an exchange risk 1nvol ed, the cost of which is
represented by the cruzeiro devaluation that has taken place during
the term of the loan. On the basis of the J.970 exchange situation
and the values of the current selling exchange rate, the exchange cost
of a loan due in the beginning of 1971 would be of the order of l'.~.
An additional cost may be incurred by the firm in case a guarantee is
required. The cost ot securing such a guarantee fusu.aJ.J.y tram a bank)
is about 2.5-3.(Y/, of the value of the loan•

•



Under current conditions, ResolutiQn 63 funds are used for
loans up to 28 months.

'!be costs for the Brazilian firm of Resolution 63 funds
include the following: variable interest rate payable quarterly and .. ;.
calculated as 2.5 percent points above the London interbank. rate (case·
of Euro-dollar money) or the prime rate in New lark (case of American .
money). As of this writing, the interbank rate was 7.StJ, per year, and
the prime rate ,.-as 7.octo per year. The exchange risk in 1970 was
l3.8'fo. A repassing commission~of 3.5-4.Q'fo, is also charged by the
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foreign exchange by the Brazilian Government that he would be able
to buy back this exchange for the'p ose of paying for imports or
for amortization loans. Included in this guarantee were the amounts
representing interest on the 1 n obtai ed. e rovision of the
foreign exchange guarantee represented a considerable incentive for
foreign savers to lend to Brazilian firms, es ecially 'those th~t

could not borrow under the conditions 0 Law 4131. The provision
was also relevant primarily light of the prec OUB position of
BrazU in 1965 regarding the avs aUt of ore1gll exchange.

']he amount of oney c nne .ed m br tbl'OUgh I t etion·
289 hB.s not been s1 ificante n the first y r of. opera.tion of this
mechanism some Cr$24, ion ent d the co and bJ the end of
1969 the outstanding balance of In.st tioD 289 money was Cr$l,141
million.

'!be costs of 289 :funds are close to the costs of 41. funds:
in the range of 29-31~ per year.

Resolution €2
In August 21, 1967 the Central Bank of Brazil issued

Besolution 63 authorizing investment and commercial banks dealing in
exchange to borrow money in the internatio· market up to two times
equity capital and reserves, for purpose of lending this money to
firms in Brazil. This authorization aimed on the one hand at boosting
the operations of the investment a and on the other at exploring
the borrowing capacity of banks associated with foreign credit
institutions.

.,

,..,. .

it.

" .

"
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bank to repass Resolution 63 funds. This commission is similar to
a guarantee commission since the .actual borrowing in the international -,
market is done by the Bank. A 33'f, income tax on the interest is also
paid by the borrowing firm. Finally, a one percent tax is paid on _
financial operations. 'lbus the over-all cost to the ultimate borrower
of Resolution 63 loans is 30-32i, or slightly p.bove the rates for
resources under the other two mechanisms.

The operations with Resolution 63 re 0 es may be considered
to have been reasonably successful for the outsta. iog volume at the
eDd of 1969 reached Cr$l..98 billion (almost double of 1968's), 2fY1o
of the total for the 3 mechanisms nd almost d b1e that of Instruction
289. According to data for th investment banks, xternal borroviDg 
UDder Resolution 63 recorded an almost 9010 incre e in 1969.

TABLE

DFLOW OF EXTERNAL RESOURCES UNDER
LAW 4131. INST.· 289 AND Rm. 63

Cr$ Millions
(Current Prices)

Total Total Private
4131-289-63 F1n&DCiag from

Law '4131 Inst. 269 Res. 6, Funds Domestic Source.
¥.

stock Flow Stock~ Stock Flow Stock Flow Stock now ~- - -
1964 -333 N.A. • 333 4,345

1965 976 643 243 243 1,219 886 7,~0 2,965

1966 4,768 3,792 606 363 5,374 4,155 10,920 2i980

1967 4,656 -112 593 -13 29 29 5,278 -96 16,740 6,450

1968 4,492 - 164 1,092 499 1,030 1,001 6,614 1,336 28,545 . 1l,805

1969 6,796 2,304 1,141 49 1,980 950 9,917 3,30'- 41,512 12,969

Estimated Costs to
the Borrower (As
ot beg~ 1971)

'f,
29-:51 30-32' 27-29

Source: Central Bank •
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Supplier's Credit

Lack ot detailed data precludes an analysis ot this type ot
credit. On the basis of the data that is available, it may be said
that supplier's credit finance about one-third·of financed imports
in Brazil, which represented in 1969 about 121» of total CIF imports
of goods. '!bus in 1969, a little over US$91 million, or Cr$'7'
lD1llion, was made available to BrazUian firms to pay for their
imports. We estimate that in 1968 the amount of supplier's credits
available was US$82 million (Cr$278 million).

Regarding costs and terms, supplier's cred t are considered &8

medium and long-term credit. '!be rate of iD erest el.osel corresponds
to the rates prevaUing in the inteJ:"D&tioD&1 market. As of the
beginnins ot ~9'1l, these rates were 8-~ Per year. In addition to
interest the borrower bas to incur the . bange-risk cost , but is
not subJect to the other charges that are levied upon the instruments
discussed in the preceding section•

•
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Returns, risks nd security of currently available
financial instruments.

Almost all instruments avaUable to the public ~
the financial market in Brazil' are short-term. The only exceptions
to this rule are government bonds (Treasury Bonds and Housing Bonds). '
Fixed income instruments carry a monetary correction clause, which
may either be prefi&ed according to official coefficients, or implicit
in the discount rates. .

Tax incentives granted by the GOB are large, and
together with considerations related to interest rates, liquidity and
persoD&1 income tax bracket, define stors I ions for various
types ot securities.

A brief descriptio ot the financial instruments as
theY' are presentl.1 defined is pres nted elow.

" '

, ,

ome Instruments:

a) Letr&s Imoblli4ri s (Housing Bonds) are
securities is.ued either by the Soai.dades deCr~dito Imob1l14rio
~rivate' Real Estate Cred~t Institutions) ~~ ~y the Housins
Bank directly for the finaricing of the housing program. :
There are various types of Letr&s witbmaturity periods-r&D81ng from
1 to 10 years, the most common period being 3 years.

Income (interests and monetary correction) is
either paid monthly, every three-months, or at maturity, depending on
the specific type of Letra. .

'!he risk element on these securities is non-exist.Dt:
they are. f'ully guaranteed by the Soaiedades de Cr'dito ImobUi4rio and.
by the Housing Bank.

There is~ket for resale of Letras Imobili4ria8
which operates on the basis of 24- hours advance notice, d~pite the
theoretical need for 6(). days advance notice. ' '

Return on Letras Imobili4l"ias are approximatel7 '
8~ per Y'e&r plus monetary correction. In 1970, the nominal returns
stayed within the range 28~ - y:yfo. The letras imobili4rias receive'
s1zeatrJ.e tax 1nceDti'Ye8 from the OOB;' }Oij) of the &IIIOUDt 8pent in Letras
in a given year can be deducted from taxabl.e groS8 iDeaDl!. M0net&r7 "
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correcti~1} is tax exempt as well as interes~ payments up to Cr$ 792
in 1970 ~ provided the investor holds the tetra for at least 2 years.,

b) tetras de ei.mbio (bUls of exchange) are
securities issued by private firms and accepted by the Investment Banks
or the Sociedades Financeiras.* Approximately 75~ of the outstanding
volume of tetras de cambio repr~sentconsumer's credit financing of·
durable goods with the remaining 25~ being used to finance working .
capital needs.

Consumer's credit fiDancing is done mainly by the
Finaneelras in order to alle te Commercial firms from the financing
of their own sales. This credit can elthe be granted by the Financeira
directly to an individual buyer of durable go s or to & Commerci&1Firm,
which in turn finances its individual c ients. In thet'irst case, the
tetras de C8mbio are issued by the F nanceira sed on the credit contraCts
with individuals. In the s co d case the tetras are issued by the
Commercial Firm and accepted by the Financeira.

As a result f market cial zation, financing
ot manufacturing firms working capital needs is don mai y by Investment
Banks. The tetras are issued by the manufacturing f , aecepted by
the Investment Banks, and resold to thepubli. Maturity period are
trom 6 months to two years, with the h term being the most common.

The etras de cambio are guaranteed by both the
issuing firm and the Investment Bank. or Financeira, so tbat the risks
involved in letra de ci.mbio operations are a function of the reliabUity
ot the issuing firm and the Financeira.

There is a very active market for tetras de
cambio made by the Sociedades Distribuidoras, which in effect pr~de8
& high degree ot liquidity before maturity.

tetras de CAmbio have a pre:fixed monetary correction,
estimated by the Financeiras' or Investment Banks themselves. Nominal'
returns in 1970 were about 28~ - 30~. The variation depends on maturity
periods, issuing firms and guaranteeing Financeiras/Investment Banks.

!I The Cr$792 is the total exemption level for interest payments troa
all. instruments &J lowed under personal income tax lawl in the year
1970. (Including lebentures, but excluding savings accounts)

* (F1 nance Compakl es )

i
'I

I

'!
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!bere is no tax incenti"f'e as euch to b~iDg Letrasde cambio. The
tax schedule has a built-in i ent!ve for longer term letras &s shown·
bltlow:

..~

•

Maturity Tax Rates I

180 days 269 <lays 10$
270 days 359 9et"
360 days 449 8~
450 days - 539 7;'
540 days ... 629 6;'
630 days 719 5~
720 and over 4;'

c) Caller etas de Feu n a are sa nga accounts
held for a minimum period of months. The resources raised through
the savings accounts at the Caixa Econ&dcas,*Sociedades de Cr~d1to·

ImobUi4.rio and Associa t»es de Po an a e r stimo private savings and
Iloans·banks) are used for the financing o~ the housin~ nrogram.0
The final guarantor is the. B H. ~

The rate of return on these accounts is 61> per "
year plus monetary correct! n. I 1970, this correspt)nded .0 26.5~ .
in nominal terms. I come, intere te and mone correct on, is paid
every 3 months. Tax incentives to cadernetas de a are:
exemption to monetary c ection, exemption on interest yments up
to Cr$l,142,64 and deduction of 5'; of average nces fro taxable
gross income.

d) Obrigast»es Reajust'veis do Tesouro NacionaJ, (OTRlf)
are Treasury Bonds issued for purposes of financing the federal government
deficit. Maturity periods are of 1, 2 and 5 years. The Federal Government
guarantees full payment of ORTNs at maturity.

ORTHa enjoy a high degree of liquidity because
of its acceptability in ayments of federal taxes, income tax inventives
and federal guarantees, which make them an attractive instrument for.
large institutional investors.

'Dle rates of return on ORTNs are:

1 year - 4~ per year plus monetary correction
2 years - 5~ per year plus monetary correction
5 years .. 7~ per year plus monetary correction

(Interests are computed on tbp. basis or the ORTB corrected tace value).

* (Public savings banks)
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For 1 year ORTNs, interest is paid annually
and monetary correction applied monthly. For 2 y ars ORTNs interest
is paid each semester and monetary correction appl.ied monthly. For
5 years ORTNB interest is paid e h semester and monetary correction
applied every 3 months. Monetary correction for ORTNs (all types) 1s
paid at the end of the maturity period.

,
• , 0

'0,

In 1970, yields om 1 year ORTNs were 24. 26~ \
in nominal. terms. About 301> of the amount spent in ORTHs can be deducted
from taxable gross income. Monetary correction 8 ful exempt as
well as interests up to Cr$ 792 (all sources) in 1970). These incentives
are part of the personal. income tax system and as sue are not applicable
for ORTNs to the bearer. In this case, the tax 0 ORTHs is rltheld
at source at a rate of 610.

( reasury Bills)
e) Letr s do T sauro !facio / LTNs created in

August 1970, were devised spec1 ly to be the instrument for open-market
, operations in substitution or the 0 ms, hlch c uJ.d not properly play
that role in Brazil, becaus they are m dium to long- erm instruments.
The LorNs are usually issued at maturity periods of 91 days and are
guaranteed by the Federal Government, therefore invo1 no risks to the
buyer. In order to simplity it operations and as a consequence, pr~de
high liquidity, the LTNs are di count pers. This mea that there is
no uncertainty regarding future yield ,.as 18" the case th t e ORTNs
where monetary correction is prefixe only for 3 mo ths. In 970, the
yearly discount rate was 1810. Considering that the rate of infiation was
higher than the 1810 return on these L tras, it becomes obvious that his
is an instrument which attract only large institutional investors who ,
seek high liquidity and some protection against inflation for short periQda
of time. One :rurther advantage of the LTNs is that they are totally tax
exempt.

f} Dep6sitos a p 8.z() (time deposits), are deposits
accepted by Commercial and Investment Banks for periods of 6 months to
two years. When made at Inv stment Banks, a certificate can be issue,d
by the Bank allowing the deposits to be negotiable. These deposits are
guaranteed by the CODDllercia! and Investment Banks. The nominal rates of
return in 1970 were about 24..28~. This instrumentreceives no tax .
incentives except for exemption for monetary correction.

g) Terms Operations at the Bolsa - These operations
were started in January 1969 in order to allow iDYestors in the stock
market to bu¥ on margin. Thel are usuaJ..ly 90 da1 operations although thel ma"

, oJ
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last as long as 180 days. '!be broke cta as an intermediary between
the financer and the investor, and receives he regular commission fe~s.

The sy tem is anteed essentially by the StoCk
Exchanges' Caixa de Liq daS;a' which controls all term operation contracts
and determines the need for inc~eases in t e margins deposited. From
the financer's point-of-view, this is a comple ely risk-safe free oJ;:ertii<J1
and the returns high relative to br instruments (estimated to be
"",, in nominal terms in "970). '

Wth respect to.tax treatment, there is no
understanding on how these oper tions sh d be treated. Since the
mechanics of them involve both e. purchase from and sale of stocks to
different individuals, 'here is a widespread t adency to con ider the
income from these operations as capital. gains, an as uch, tax exempt. ,

h' D e ures are bonds sued y private firms '
representing loans of a nlinimum of 1 year maturity period. '!bey ca.n be
either straight or con rtible debentures. ey are guara eed by'the
issuing firm's net assets and b the Investment rn n charge 0
their placement. They can generally be so1d only at t e end of the maturity
period because there is curre tl no active intermediary rket for them.
Debentures have been practically non-existent n the as f year because
of the market preference for bort term instruments. Mut 1 and Fiscal
Funds are, however, beginn ng to buy them once again for their own ,
portfolios. Returns on debentures are interests, monetary correction'
plus any eventuaJ. income that may esult from their conversion into stocka.

In 1970, the rat of return on debentures waa
about~. Debentures do not receive a special fiscal treatment. '!he
tax schedule is the same as that of the Letras de Cimbio,starting at

8% for 360 days debentures and going down to 4~ fordebEmtUres"of
720 days and above. owever, when Debentures carry a monetary' correction
clause according to official coefficients (ORTNs), then monetary correction
1s tax'exempt and the tax is collected on interest payments only at·
a rate of 15"". '

2) Variable Income Instruments:

a} Investment Funds

Mutual Funds hold a diversified 'Dortfo1io of
securities, stock, debent , letras de cbbio, and govern-metftb'ondB,

*(Liquidity Fund)

.'J "
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'.
which minimize investment risks and at the same time can provide
yields higher than those obtainable through fixed income instruments
alone.

For this reason, mut Funds have become an
attractive investment for private savers who, for reasons related
either to the small size of their savings or the high risks of investing
in stocks or lack of information ecess to estock-investments'
decisions, do not want to in st in stocks directly.

• the
Mutual Fun sJ because of/largesize they have

reached, have become an important fo ce in iDfiuencing arket prices,
especially stock prices. In 0 der to prevent manipulation they are
SUbject to certain limitations regarding concentration in one sinlle,
type of security or firm. '1h se are:

no more than 10~ of the portfolio c n be held in the
securities of af\V one firm;

- the average iuvestment per firm however, ca not
exceed 5~ of total portio io ue; (e.g. 8~ in ne firm
has to be offset by 3~ in other.);

investment in any single firm houl.d not exceed ~ of
the voting capital of t e firm.

These limitations are not applicable to shares
received in splits nor preferred stocks nar underwritings. They dO,
however, limit the earning capacity of the mutual funds under current
market conditions in Brazil.

The guarantees offered by the Funds are related
to their management capacity and to the securities held in the Fund's
portfolio. Liquidity on the shares of Mutual Funds is high and immediate,
since the administering firms (Investment Banks, Sociedades de
Investimentos, Corretoras, etc) buy back their shares of Funds at a
price based on the daily market value of the securities they hold. .

Returns on shares of Mutual Funds correspond to
income from fixed income securities and dividends plus increases'in
the value of stocks in the Stock Market. It is estimated that return
from Mutual Funds in 1970 was 54~ compared to 95. 3~ increase in the Rio
Stock Exchange Index. Of the total amounts used for the purchase of
shares ot Investment Funds, 15~ are income tax deductible. Interests
from any source) up to Cr$792 in 1970 were tax exempt.
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b) Fiscal Funds

Decree Law N9 157 established a tax credit system
under which l2~ of personal income tax liabilities can be used in the
purchase of "certificados de cOrnpras deax~es" which are shares of Fiscal
Funds. By regulation, the Fiscal Funds hold a portfolio or rmcks and
debentures composed of:

a minimum of 2/3 in underwritings of n~ stock and debentures of
"open capital" companies and maximum of 1/3 of existing stocks
and debentures traded in the Stock Exchanp;es. By September 1971,
7~ of their portfolio will have to be in the stocks and debentures
of fjnns with a capital base of less than CR 15.7 million (approx
imately $3 miiiion).

Unlike the Mutual Funds, investments in Fiscal ,Funds
have a minimum maturity period of' two years uring which the investors
(taxpayer's) monies must r main in the d.

Fiscal Funds operate in a manner s1mnar to that
of Mutual Funds, aside from the characteristics cited ab ve regarding
the form in which Fiscal Fund re80~ces are raised, the requirement of
a minimum 2 years maturity period '9 and heavy concentration f portfoli.o
in new issues.

Also, it should be emphasized, that they have
quite successfully played their role as an indirect inducement to
investment in the stock market, despite their limited size.

c) S4iecks

Stocks are the most common type of variable income
instrument. There are basically of two types: common and preferred. With
respect to the form in'which they &l"e issued, stocks can be nominai, '
endorsable nominal and to the bearer, depending on whether the holder is
identified or not.

Most of' the stocks traded in BrazUian Stock
Exchange are to the bearer. These are more easily traded because the
transfer of property involves solely a physical. transfer of stock ,
certificates, whereas for nominal stocks there is a need for changes in
the ownership records at the company (the en tire procee B) usually...
takes several months.

!I Complete pay out in 4 years according to recent legislatioD

'.
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Since stocks represent the ownership of a share of
a firm's assets, there is no maturity period on them. Their guarantee
is the firm's net worth. If the firm is listed in the Stock Exchange,
liquidity is high. If not, liquidity may be hon-existent. At the present
time, about 80 stocks can be considered highly liquid. Returns on
stocks are a function of the amount of dividends, splits, underwriting
options that the firm offers a d capital gains derived from their sale
at a price higher than the purchasing price. Average returns on stocks
&s measured by the Rio Stock Exchange Index. on stock prices were 95.3'10
in 1970. 'lhe tax legislation on stocks is ery complex and provide a
variety ot tax incentives whose rtance depends essentially on size
of inccme. The tax incentives include tax deductions, tax credits and
exemptions.

The deductions fiom gross income allowed under
income tax laws tor investments in stocks are: .

3fYf, ot amounts invested in stocks of "ope capitaln
cOmp&."1ies as de ined by the Ce tr Bank;

dividends and bonuses up to Cr$ 2.376 in 1 ; and

100'10 of underwritings of nomi
SUDENE/SUMM area.

stocks of firms in the

The tax credits correspond to portions of the .
tax liabUities which can be us~d for specific purposes as follows.

PersoDBJ. income: 12'10 of tax liabilities for the purchase of,
shares of Fiscai Funds (Dt 157);

25'10 of what to cover up to 50'10 of purchases of
stocks of Banco da Amazonia and Banco do Nordeste.

Corporate income 1'10 of tax liabilities for purchases of shares '
Fiscal Funds (OC 157) up to 25'10 of what to cover
5Q'fo of underwritings of shares of the Banco da
~zonia.

up to 5~ of what for purchases of shares of ,
fishing companies in the SUDENE/SUDAM area and'
25'{ofor SUDEPE projects outside SUDENE/SUDAM areas.

Complete Income tax exemptions are granted to all iD;Come earned via,
capital gains and stock splits•. "Open capital" companies are exemptf'rOlll
the addition to Income tax ~n distributed dividends.

"
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Volume of Funds Flowing Through the Various
Financial Instruments

Tables I.a and I.b attached show the volume of
funds flowing through the vario'ls financial instruments in
the period 1959-1970, both in nominal and real terms.

Some interesting conclusions cQn be made from the
figures on those tables.

In 1970, the most important instruments in terms
of volume of funds were s.till the tetras de cambio and the time
deposits. In the period 1959-1970 the volume of funds flowing
through these instrt~nts has increased about 80 times in real
terms. For the most part this increa.se occurre since 19611-. It
is particularly :l.nteresting to note that the vo of funds
flowing to tetras Imobili~rias and savings accounts showed the
largest relative increases, inly after 1968: for the Letras
volume it increased one and a half times and for the s vings
accounts where it tr.ipled in real terms.

In turn, the relative importance of the Letras
de Cimbio as a market instrument has decl ned.

The growth of funds in underwriting operations
in the last two years is also worth. noting. .
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Year UDdervr1tiDa I'lacal Iktual HouaiDg Sl!~
Qwr.t1ona2/ ~ ~ IAtraa 1IDob,. S6Tirw8 Ace:.

1959
1960 5,190 16,700

1961 3,267 4,800 6,100 8,100

1962 4,170 8,600 '~,900 6,100

1963 17,623 13,500 ",500 25,200

1964 28,670 •••• 41,000 156,300 63,000

1965 21,513 15,400 376,000 292,300 l.29,000
1966 •••• 6,100 7,000 882,000 177,000 96,000
1967 57,300 •••• •••• 1",000 66,000 792,000 1,2}3,000 4Q9,OOO

1968 116,900 10.445 19,343 321.,000 216,000 "5,000 2,44,,000 7G6,OOO
1969 206,058 84,867 206,836 46l,ooo 54;,000 1,834,000 1,616,000 1,e62,OOO

1970 '17,490 27,14, 269,990 806,000 1,219,000 891,100 684,600 2,100,000 1,747,000

!I Figures above are net year17 entr1es.

Y Actual pl&ceents rather tban reslatratloD8, prhate otters 'a7 &180· be 1iIalwSecfe
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C\l
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VOWME OF FUNDS FWWIHG 'l'HIQJGH THE VARIOOS ~IAL INBTRUMEIfl'S .

In thousands ot 1970 Cr$

Year Underwriting Fiscal Mutual Housing System Government Bonds Letras de Time Reserves of Total Index
Operations Funds Funds tetras Imob. Savings Ace. Q!!'!! L'l'B Cimbl0 Deposits lnaur. Co.

1959 102,918 102,918 100.0

1960 179,774 578,4~ 10,,916 862,154 837.7

1961 82,573 121,319 154,176 204,725 113,n6 67~~ 057.3

1962 69,500 143,333 581,667 101,667 111,667 1,007,834 979.2

1963 167,491 128,306 318,388 239,5()1j. 321,240 1,174,929 1,141.6

1964 143,039 204,555 779,804 314,317 229,002 1,670,717 1,623.3

1965 68,437 48,990 1,196,127 929,861 410,37' 174,905 2,828,753 2,748.6

1966 14,058 16,132 2,032,605 4CJ7,916 221,242 101,864 2,793,877 2,714.7

1967 102,961. 238,984 118,594 1.,423,125 2,21.5,547 7~,922 163,516 4,997,649 4,855.9

1.968 169,101 101,901 27,980 464,340 399,245 484,591 3,533,899 1,021,258 105,447 6,~7,762 6,187.2

1969 246,840 101,663 247,775 552,239 052,805 2,196,979 1,935,833 1,296,146 244,441 ",474,781 7,262.8

1970 317,490 27,143 269,990 808,000 1,219,000 891,100 684,600 2,100,000 1,747,000 229,000 8,293,323 8,058.2
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~e market for new financial instruments

As demonstrated earlier, financial instruments
avail&bl.e to the public in Brazil. are almost entirely short_term.
It was also mentioned that -.rket preferences are changing towards
10CBer term 1nstrwnenta such as saviligs deposits, ~tr&8 1IIlobU14rias,
Treasury Boods, Stocks and Mutual Funds. Of these, the first thi'ie
are 1natruments issued for the financing of the housing progr8ll and
of the ~eral deficit. The volume of savings flowing to th.

, housing iDatrwnents more than doubled between 1968 and 1970 in
' real terms, with the major increase occUrring in 1970. In the same
period, Treasury Bonds show a substantial increase and then a abarp
drOp in real terms, mainly as a result of the appearance of Let1'll.8
do TesOllrO (open market instrument). '

The money volume of operations at tbe Stock
Exchange has alao grown fantastically in the last fev ;years. For
the Rio stock Exchange, the volume of monetary transactions in real
terms increased about 8 times in the last two years. For the s...
period, the Rio Stock Exchange price index registered,&Il'~ at
about?>7~. ' ... ' ','

The overall volume of fUnds flowing through
other financial instruments has grown as well. This is shown in
tables Ia an" Tn

The point we find important to make here, is tha't in
addition 'to the overall increase 1n the amount of savings fiowing through
the financial markets, a marked shift towards longer term instruments
has also occurred in 'the recent past. These instruments were, however,
either directed towards governmental programs (savings accounts, housing
and Treasury Bonds), or, on the equity side, served to 1ncreas~ stock
prices in the secondary market with little direct benefit to 1nduatrial
investment.

The point we find important to make bere 1s
that in addition t(l the overall increase in savings, a matad Shif't
towards longer term instruments has also occurred in the recent
past. These instruments were, however, either directed towar.J.
governmental programs (savings accounts, housing and Treasury Bonds)
or, on the equity aide, served to increase stock prices skyhigh with
little benefit to industrial investment.

The facts related above indicate the existence
of a potencial market f'or new instruments, such as the ones
proposed under the FUMCAP program, both on the bond and the equity
sides. The specific instruments we are proposing under FUM~ are
:further justified by the fact that at the present t1me industrial
firma finance their expansion plans out of retained earning."
because of the lack. of sources of financing external to the fil1n.

SUIIIIlI&l'iz1ng, the argument that there is a
poten'tial JIl81'ket for new financial instruments in Brazil and further
more instrwaents of the types proposed under FUMCAP, is supported
by the following:

'.
a) there i,., evidence that national savings

have grown in the recent past andl, tbL t the portion of national,.
savings .fl¥ng through the inst~nts has grown even f'aster.:y

!I The portiOn of private savings flowing through the instruments
about lOi in 1964- and reached about ~ in 1970.
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b) a change in market preferences towards
longer term instruments of both bond and equity has occurredj

c) ,on the investment side, industrial irnest.
ments have been llm1ted primariq to financing available at sources
internal to the 1'il'll. Figures avallable on placement ot new equit,.
in recent years show the following growth pattern:

~ 1968 1~9 1970
in. -

currentCr$. million
.

Fiscal Funds 54.7 u4.6._ J 293.' 105.4

Publlc ol'fers . 105~3 143.1 341.8 •
•

Total. Registered 54.7 219.9 426.4 447.2

Most of the issues &b~ were underwritten OIl
a "best effort" basis. Although the figures used here are regis __
trations, there is reason to bell.eve that all issues verepJ.aced
in a sbort period of time. .

Data avaUable on debentures registrations al8o.
show impressift increases in the 8IDOUIIts issued, particularly' in 19'10:

~ 1~ ~ .!21.2
in

·current Cr$ m1uion

Fiscal Funds 2.6 3.7 2.0 3.8 .,

Public offers 0 0 3.0 63.8

Total Registered 2.6 '.7 5.0 67.6 . ,

According to an analysis made by the World BaiIk
on the market tor new securities, IDOst of the recent issues were
placed with institutional investors. Data from balaDce sheets or
these institutions show the tollowing v1tb respect to the 1JIp)rtaDce.
ot securities in their porttollo: .
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NCr$ MUllon

Financial.
Institutions

Commercial. Banks
Investment Banks
Insurance Companies !I
Federal. Savings BankS y
State savings Banks If
Private Savings Banks
Soc. Sec. Fund
Govermnent Dev. Banks

Total.
Assets

31,447
4,748
1,116
2,2}4
1,140

42
3,829
7,~0

51,596

Increment in
Portfolio of

Corporate securities

securities 1968 1969

320 76 85
550 50 'V c.n,;
160 45 36
27 • 8 6 :

6 2 3
12 1 3

'86 l' 5'
210 57 61

..
1,371 252 350

1/ September 30, 1969
2/ November 30, 1969
'fJ Estimated on basis 1/3 of increment in securities portfolio.

On May 19, 1971 the Monetary Council issued a set
of new resolutions increasing the market for new securities. In short,
these are the main facts: e '

a) Effective JuJ.y 1; 1971'Commercial. Banks will,
be allowed to use part of their compulsory reserves for the purchase, of.
new stocks and debentures of fims which have a capital base of less
than Cr$15.7 million (Resolution ~84). This represented approximately' '.
Cr$150 million when the resolution was passed. , '"

b ) Effective 1mnlediately, Fiscal Funds should
increase the share of their portfolios in new equity and debentures to
7f11, 'in January 1972 (Resolution ~85).

c) Insurance companies are now allowed to hold
part of their reserves in debentures (Resolution 190l.

other potential b1J1ers of securities issued UDder
Ftn«:AP are Pension Funds. Ass\UDiJJ8 that FtM:AP can attract them, this:
will essentially occur on the bond side, given the nature of their
operations. .

I
, ..

.'
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Effects on the BraziTian Housing Construction
Pro ram of an Eventual Reduction in the
Demand for Housin Bonds tetras Imobili'rias

The housin6 bond was created in 1964 for the
purpose of helping the financing of the Brazilian housing program,
whose objective is the gradual elL~ination of the deficit of houses
in Brazil, which was in the order of 8,,000,,000 dwellings in 1964
The placement of housing bonds since then has been quite successful
and by the end of 1969 the value of outstanding bills reached
Cr$l.l billion ($220 million) or 17% of the total loans made under
the household finance system for housing projects in the 1964-69
period.

Because incentives to i.nvest on competing ins
truments may be expected to increase as a result of FUMCAP, the
money flowing into hous ing bonds will eventually diminish. A
question then naturally emerges relating to the implications of
FUMCAP for the Brazilian housing progr~ As is argued below, this
impact may be expected to be minor. .

In the first place it may be observed that the
principal component of the Brazilian housing financial system is not
made up by money coming from .lIletras imobiliArias" but by FGTS
(Fundo de GarantJa .;por Tempo de_ Servi<so) money" which Will not be
affected by the development of a debentures market in Brazil. The.
FGTS is a guarantee fund for an employees time in service in a firm.
FGTS funds are compulsory deposits made by firms on behalf of their
employees and are administered by the BNH. In 1969 this money .
represented well over 80~ of total BNH's loanable resources. Second,
it can be argued that the implementation of the Brazilian housing
program is affected much less by the lack of financial resources than
by the high costs of houses and of mortgages under the household
finance system.

Housing construction costs in Brazil have increased
considerably. In Guanabaro." for example, the cost of construction
in 1970 was 145% higher than the average costs in 1965/67~ The
Guanabara cost of living index rpse by 128% in the same period. The
national index of Wholesale prices of construction materials in the
1965/67-1970 period rose by 147% whereas the wholesale price index
for industrial products increased by 12~ In addition to higher
construction costs, the buyer of a house in Brazil is faced with the
high costs of mortgag~ All charges included in the final cost to
the borrower in the beginning of 1971 of a 15-year mortgage was of the
order of 12-13% per year on the principal plus monetary correction.

.,
".:~,,

.,
,'. ~..•~.

. ,,

,.'
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This may be compared to nominal rates in t he US of 6-71, for
much longer term finan~ing such as 25-40 years. In terms of
the installment that would amortize a loan of, say, Cr$lOO,OOO
($20,000) the situation Would be as follows (according to the
French system of amortization): For a mortgage of 15 years at
the 12$ interest rate, the installment would be Cr$1.2oo
($240). If the term is increased to 25 years, at the same
interest rate, the insta.l1men~ would be Cr$l,053 ($211), but
if the rate of interest is lowered to 710, the installment
drops to Cr$707 ($141).

The situation described above seems to be
reflected in the shift from.what the BNH calls popu~ar loans
(maximwn of Cr$9- 500 as of Sept. 70) to what is ca.lled middle
class loans (average Cr$33.000 as of Sept. 70) that may be
observed in the applications made by the Housing Bank in the
1965-69 period. (Central Bank Report, 1969, p. 72). Popular
loans accounted for 931, of the total number of urban loans made
in 1965 whereas in 1969 the share of these loans had declined
to 37'. In the same per iod the middle type loan increased from
zero to 12~ and an intermediate type loan increased from ~ to
511Qt In addition to this shirt from 10W'-cost house loans to loans
for more expensive units, it may also be observed that the number
of loans declined in 1969 relatively to 1968 (3~ less) Whereas
until 1968 that number had increased steadily.

t

: .
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PIS - A New Source of Long-Term Financing

In 1970, President Medici announced an
ambitious "plan for social integration" in Brazil, known as PIS
(Programs de Integraqlo Social). The basic objective of this
plan is to set up a system in which the general Brazilian
population can more fully participate in and enjoy the fruits of
economic development. All Brazilian employees will participate
in the program by being able, under specified conditions (retire
ment, permanent injury, home buying, marriage), to draw on the
resources of a special fund to be set up by the national savings
bank (Caixa Econ8mica) in accordance With the amount of time they
have been employed -and their salary. The sources of money going
into the fund are twofold: (1) each company contributes a certain
percentage, of its sales (starting with .15~ in 1971 and .5~ in
1974 and thereafter) to the fund; and (2) each company will put '
a certain percentage of its income tax' (2~ in 1971 and 5~ in 1973
and thereafter) due to the federal government into the fund. The
latest estimate of the total, receipts of the PIS fund are shown in
table below:

Estimates of ReCeirS of PIS
(in. Cr. 1000

" I • 197 419'1.1 1 972 197 3

JanU817 - 41,000 85,000 173,000

February - 42,000 100,000 181,000

March - 48,ooq 1((1,000 196,000

April - 51,000 106,000 192,000

May - 54,000 114,000 207,000

June - 53,<><;>0 '110,000 200,000

July 39,000 90,000 183,000 276,000

August 39,000 . 91,000 186,000 279;000

September 40,000 89,000 181,000 271,000.
187,000 281,000october 39,000 92,000 .

November 40,000 90,000 1~4,000 275,000

December 40,000 ' 95,000 l~,OOO 290,000

TOTAL 237,000 836,000 1,737,000 2,821,000

Source': Institute of Econoad.c Research, Federal University of 810
Paulo•

•

... "
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Since the government has pledged to increase
each employe.~·s portion of the fund by 3~ per year plus monetary
correction, the managers of PIS will be under pressure to invest
this money in sources which will yield at least a real 3~ per
year. At the time that the pre,sent paper is being written, the
government has not determined exactly how they will use this money. '
Since the amount of money PIS has available for,long-term
financing is very large, USAID met with the president of the
Central Bank and the Minister of Finance in order to insure that
the PIS program would not conflict with the F'tJl;CAP program. The ,
following statement was agreed to, in principle by these officials of
the Brazilian Government&

"It is our (USAID)' understanding that the
objectives of the PIS are to provide medium to long-term financing
at market rates of interest to those firms which, either because
of their size or limited profitability, are unable to go to the
Capital Markets to realize their long-term financing needs. Itis
also our understanding that the PIS will be allowed to act as an
institutional buyer of capital market securities, which would
include securities underwritten under the FUMCAP program.
Regarding those firms that, both because of their size and
profitability, represent logical candidates for selling their
securities in Brazilts capital market in order to realize their
long-term financing needs j these firms will not under normal market
conditions be allowed to receive medium to long-term lines of
credit under the PIS program. We anticipate that a mechanism
will be set up to coordinate the activities of the PIS and FUICAP
probably in the form of a colllid.ttee which would include a
representative of the investment banks." '

'.,
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Possible Implications of the FOMCAP Prop:,raJn for
Erazilian Economic Development

One readily observable characteristic of the .
process of economio development over time is that, in a market
oriented economy, the amount of money flowing into financial
instruments as a proportion of GNP, tends to rise. The causal
nature of the relationship between financial development and
eoonomic growth has not, unfortunately, 'been fully explored
~ither theoretically or empirically.

Al thoU8h the primary justification for WMCAP
has been desoribed above, we feel that there are a number of

.possible macro-economic implications of the program which
should not be ignored. This section will provide some lim!ted
support to the hypotheses that the finanoial system pl~s an
important role in determining the pace and pattem of economio
growth.

, .
.'!--'

"

. ,, .

There are two basic explanations of the
relationship between financial development and.economio growth
whioh may be called "demand-following" and "BUpply-leading".
In'the former view, it is the finanoial system, a properly
functioning financial system aocoDlJlOdates - or, to the .
extent that it malfunctions, restriots - the prooess of growth•.
w. Arthur Lewis has, for example, argued tlat the nature of .'
the demand for financial servioes dependsrllpon the growth ot real output, .. ,
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and upon the commercialization and monetization of agriculture and
other traditional subsistence sectors. The more rapid the grCMth
rate of real national income, the greater will be the demand by
enterprises for external funds (the saving of others) and therefore
financial intermediation, since under most circumstances firms will
be less able to finance expansion from internally generated depreciation
allowances and retained profits. (The proportion of external funds
in the total source of enterprise funds will rise). For the same
reason, with a given aggregate growth rate, the gl-eater the variance
in the growth rates among different sectors or industries, the greater w111
be the need for financial intermediation to transfer saving to fast-srav1ng
industries from slav-growing industries and from individuals. The
financial system can thus support and sustain the leading sectors in the
process of growth.

The demand-following supply response ot the growing
financial system is presumed to come about more or less a tomatically.
It is assumed that the supply of entrepreneurship in the financial
sector is highly elastic relative to the growing opportunities for
profit from provision of financial services. The result is that the
nUmber and diversity of types of financial institutions expands SUfficiently
within a favorable legal, institutional, and economic environment. The
government's attitudes, economic goals, and economic policies, as well
as the size and rate of increase of the government debt, are of cour·se.'
important influences in any economy on the nature of the economic
environment. As a consequence of real economic growth, financial
markets develop, widen, and become more perfect, thus increasing the
opportunities for acquiring liquidity and for reducing risk, which 1~

. turn feeds back as stimulant to real growth y.

!I This and other ideas presented in this section are more fully described_
in Hugh T. Patrick, "Financial Development and EcoriomicGrowth in
Underdeveloped Countries", Economic Development and Cultural Change,
Vol. XIV, N9 2, January 1966. Some of the most original and c0lllP1ete '
writings on the subject in the literature of economics can be found
in the works of Gurley and Shaw" especial,ly in J.G. G\U'ley and
E.S. Shaw, Money in a Theory of Finance, Brookings, 1960.

" '
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Although we tully agree with the importance of this
phenomenon for successful real growth, the Brazilian case indicates
that the required responsiveness of the financial system is not at all,
automatic and flexible. As we Mve argued above, the legacy of inflation
and resulting attractivenefs of short-term instruments has forced
expansion minded firms to finance an inordinately large percentage of
their investment needs with rolled over short-term credit and especialJ.y.
with retained earnings. To the extent that the FUMCAP program will at
least partially provide firms with a more rational means of fina.ncing
their long-term needs, it will improve the Brazilian financial system' B

ability to accommodate the process of ecqnomic growth•
.

The "supply-leading" explanation of the relationship
between financial development and economic growth takes the' opposite .
view or the na.ture of cause and effect. The proponents of this vieWpoint
argue that the creation and improvement of financial institutions and the
supply of their financial assets, liabilities, nd related ftna.ncial
services in advance of the demand for them has two positive effects
on real growth: (1) it transfers resources from the traditional (non-gtowth)
sectors to modern sectors, and (2) it promotes and stimulates an
entrepreneurial response in these modern sectors. Yale economist
Hugh Patrick states this arrangement as follows:

"New access to such supply-leading funds may in itself
have.substantial, favorable expectational and psychological effects on
entrepreneurs. It opens new horizons as to possible alternatives,
enabling the entrepreneur to "think big". This may be the most significant
effect of all, particularly in countries where entrepreneurship is a
major constraint on development. Moreover, the top management of financial
institutions may also serve as entrepreneurs in industrial ent~rprises.

They assist in the establishment of firms in new industries or in thf!!' .
merger of firms not o~ by underwriting a substantial portion or the
capital, but more importantly by assUJlling the entrepreneurial initiatl~e"Yr

\
•

y Patrick, 1lt!.!!.., page 176
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Although there are a number of Brazilians playing
the dual role of managing financial institutions and acting as entrepreneurs
of an industrial enterprise, this is not a ger~ral characteristic of the
Brazilian economy. There is, however, one salient characteristic of the,
FUMCAP program which makes the above argument relevant. One glaring
deficien~y of the typical Brazilian industrial enterprise'is the
inade~uacy of its financial structure in supporting future expansion.
A cursory glance at the balance sheet data shQwn in Table 8, Exhibit 8 will con
firm this assertion.. Not only will t.he FUMGAP program provide firms with
alternative sources of funds to rationalize their rinancia~ structure,
but it will also improve the investmerit nker! ability and knowledge.
to educate Brazilian entrepreneurs in the proper use of financial
instruments. This is particularly necessary since Brazilian underwriters
should act as financial consultants to firms, ident.ifying t.he financid probl me
of the past and recOlllDending the proper mix of financing need~d in the r
future. The number of people q ified to conduct this type of sophisticated:
financial analysis is very limited in Brazil.

,
The Paulding survey of Brazilian firms who are poteD~ial

candidates for new underwritings shows very clearly that little if any·
financial planning is currently being conducted by these firms. This
absence of financial planning precludes any rational analysis of the
costs and benefits of using different types of instruments to finance
capital expenditures. The role of the underwriter as educator and
advisor to firms becomes highly relevant in this context. The FlJ}o£AP
program should significantly improve this situation (1) through the
inducement to the growth of underwriting as a widely available service
to Brazilian firms; and (2) tough the ~ualitative improvement in the
art of underwritings, which will be accomplished through the technical
assistance part of the loan as well as by the changes in the .regulations
imposed on underwriters.

Although it cannot be said that supply leading finance
or the. proviston of financial services to firms under the ~AP program
are necessary or sufficient condltions for the continuance of real
growth in Brazil, it does repre£l~nt an opportunity to induce some real
growth through financial means.
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One can get a tu er appreciation of the importance
of the "supply-leading" argument by examining the relationship of the
stock of financial assets and, liabilities to the real capital stock
of Brazil. If we can assume that the positive relationship between
the stock of capital and real output is strong and direct, then the
growth objective of the financial system s to achieve the structure ,
and rate of growth of various financial assets and liabilities which ~re

consonant with and even induce,th opt 1 characteristics of the real
capital stock. In other words, real growth ca.n be brought about by
either an increase in the size of the capital stock or by an improvement
in the composition of the capit 1 stock. lmprovements in the financial
system, in turn, can lead to increases or chang in the stru ture of
this stock of capital.

The two jor ways by hich the f ...nancial system can "
induce real growth via this met cd ar.:

(1) By enco raging a more efficient allocation of' wealth; and
(2) By increasing the rate of capital accutmllation.

(1) Changes in the allocation of a given amount of
tangible wealth

The composition of an individual's portfolio of asset
holdings is largely determined by the nature of alternative investment
opportunities that he perceives to be available to him. Not all holders
of tangible wealth are capable of transforming their wealth into productive
assets, i.e., holding their wealth in forms which will increase its size
over time. In countries with poorly developed financial markets (equity
markets in particular), the profitable use of wealth is normally limited
to people who have the managerial or entrepreneurial ability to transform
savings into productive investments. The improvements in the financial
system which will result from the FUMCAP program will increase the oppor
tunities of wealth holders to hold financial assets of superior characteristics
to land, consumer durables and cash as a store of wealth. The creation
of a virtually new instrument for public consumption, long-term debentures,
as well as the expansion of the availability of stocks to be Bold in the
JllB.rket under conditions much more favorable to the general public,
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provides a far better opportunity for holders of .tangible wealth to
trade their relatively less productive assets for relatively more
productive financial assets, and for entrepreneurs to arrange the
transformation of these freed, tangible assets into a more productive
form namely, capital. '

Another important service to be/provided by a properly functioning
financial system is one of allocating available resources to their
more efficient uses. This is the function of a price s7stem in any
~·ket. The' interest rate structure L~ Brazil is in need of signifi
cant improvement. The legacy of inflation ~d somewhat arbitrary
attempts by the government to keep terest rates low by decree (e.g.
the imposition of maximum nominal rate changeable by commercia.l banks.
for various types of loans), has reSI ted to a very artificial set of
interest rates which does not accur tely reflect the profitable op
portunities available. AIthough the FUMCAP program will not alter the
entire interest rate structure it will significantly improve one im-"
portant part of that structure by allowing firms to sell long-term ,
bonds at rates of interest determined by the market. The agreement of
the OOG to remove the arbitrary fiscal incentives from one other sig
nificant long-term debt instrument on the market (Letras Imobl1iarias)
is another important step in the direction of creating an efficient
market for the allocation of long-term oradit'.

This crucial ohange in the oomposition of a given amount of wealth
brought about by FUMCAP induced improvements in the finanoial system
should result in a more efficient allocation of the econo~ls resouroes,
moving it toward existing production frontiers. It is the result of"
on the one lland,the provision of greater opportunities for private
wealth holders to substitute financial assets for real assets in
their portfolios and, on the other hand, the expanded ability of
entrepreneurs to incur financial liabilities enabling them to hold a
larger amount of productive assets than they could have otherwise.

(2) Increasing the rate of capital accumulation

Many economists have argued that the financial syst~m
stimulates additional savings by offering a wider array, of financial
assets. A number of studies of Asian countries have shown that there'
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is a correlation between a higher, and rising, savieg rate
relative to GNP and an increase in the proportion of savings
held in the form of financial assets relative to tangible
assets. The theoretical argument supporting this relationship
emphasizes the fact that greater savings is stimulated when
the returns on savings are greater because of the provision ot
new assets having h:t.gher y:ields, lower risks, and/or other
desirable characteristics. With the terms of trade (the exchange
ratio) between savings and consumption becomes relatively more favorable
to the former, individuals s stitute increa.sed saving for
consumption out of current income.

The data re uired to test the relevance of
this hypothesis for the Braz:f.lian econOllW i , unfortunately, not
available. Althoug a number of researchers have attempted to
isolate the determ nants of savl in Brazil, their findings do
not allow us to come to any definitive conclusions about the
impact of rates 0 return on the size of saving. We are, howevert"
tempted to accept the argument on the basis of the prima facie
evidence presented in these studies and on the basis of common
sense. The historical ratio of domestic savings to GNP in
Brazil is est~ted to be approximate~ l5~. This ratio is not
on~ relatively low when compared to similar ratios in less
developed countries, but, contrary to expectations, marginal
changes in this ratio do not correlate well with changes in
.income. Since Brazil has the unrealized potential for saving a
greater percentage of its marginal income, we have adopted the
tentative conclusion that the widening of the array of financiai
assets available to the pUblic can increase the amount of
savings in Brazil.

If we accept the validity of this presumption, ,
one important macroeconomic benefit of the FUMCAP program will
be the increased supply of funds to productive users who have
been quite l~ited in their ability to receive required funds
under highly imperfect market conditions and who would be willing·
to pay higher rates for the use of these funds in order to
expand.

"
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I.oua It fiMDC1. to Priftte Sector J,/# 1.964-1969 and 1.970 (September)
Ia]81X'e at EDd o-r Year - CZ'$ a1ll1ona

Aart 1Aotal
i965 196q 1~7 1968 1~9 1970
Mit Mit Ma't Total .ADl't Aa'tTotal End Sept

!Ota1. !DaDa & FiDaneiDg ~,y..5 - 7.310 10,290 16,740 • 28,545 41,512 53,279
a) IDdex .. • 168 141 16, 171 1~5 126

A) Wark1z1s Capital & other
abort term loans 3,690 ~.9 6..207 8,315 13,560 8l..0 22,390 31,256 15.. 3 38,157
a 1Ddex 100 • 168 135 162 - 165 140 122

.P1nancial Aasoe1aticma
&I IDYestl:lent Banka 245 5.6 695 1,08, 2,069 12.7 4,240 5,601 14.9 6,508
1. • InYesbJlent Banks • .. l29 695 1,342 2,930* 4,642.
2 .. J'1Dancial Inati·tutions 245 695 954 1,374 • 2,896 2,671 1,966

c) CCuIerclal. Banks ..2J 2,226 51.2 3,914 4,82.1 ,9~ 47.4 12,573 1,158 42.0 21,135
1-~~ 2,226 - 3,914 , 1.931 ,m 16,94-1 21,035
2 - Bank of Northeast - - - - • , -517 100
3 - Amazon Bank - - - - - z .. - .. - -

d) National Bank. for -- .. .. • - • - • -
Econarlc ·DeveJ.opmen't - - - - - - -Pi' .. - -sfe) Rational. tJooperative 6 .. 13 30 - " -
Credit Bank

-r) For South DeTe1opme.nt •
. Regional Bank .. .. .. - - - 10 10 - 10

• ) Bank of Brazil 1,135 26.1 1,422 2,183 2,951 11.7 4... 362 6,412 15.4- 7,909
]. - lIormal Transactiona .. - .. .. 4,~ 6,315 - 1,1ll
1.1 - CREAI 340 - U5 691- 1,019 - ,650 2,333 1,884
1.2 -CBEGE 195 • 1,005 1,tt69c 1,919 2,654- 3,962 - . 5,827
2 .. Specific Transactions - - ..,. .. - 58 97 .. 198
2.1 -CREAl - -. • - .. - 58 en .. 102
2.2 .. CRmE - • - .. .. .. .. .. - 96
2.' - CACEX .. - 2 23 19 .. .. - • -

Ia) SanDss BaJJks 78 1.8 16, 270 519 '.1 8~ 1,1.16 2.1 926

"'''l'"Zfi. - .. ..: ~.~ .
" (1)1-'(1)~.(1)

(1) .' c'
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REGISTRATION OF THE UNDERWRITINGS PLACED.

WITH THE PUBLIC ,OR WITH 157 roNDS

Since 2/10/67

(In Cr$l,OOO)

PUblic Offering

'ANNEx VI" - Page 41 'of 51 )
~xhibit J - Page 3 'of 13
Table 2 - Page 1 of'3

Years Shares Debentures Total
Cr$ No. Cr$ No. • Cr$ No.

1967 - - - - - -

1968
I

1<1.5,291 13 - - 1<1.5 ,291 13

1969 143,046 51 3,000 1 146,046 52,

,

19JO I 341,790 83 63,790 3 4<1.5,580 86
I

OPERATION HEADED BY INVESTMENT BANKS

Years Cr$ No. Cr$ No. Cr$ No.
0

1967 - - - - - -
'i

1968 47,511 i 6 - . - 47 Sit' ' 6
" I , ,_t _'.....

1969 47,945 13 3,000 1 50,945 14
I

1970 120,934 18 63,790 3 184,724
, I,

21

o \



.
ANNEX VI - Page 42 of 51
Exhibit J - Page 4 of 13
Table 2 - Page 2 of 3

REGISTRATION OF THE UNDERWRITINGS PLACED

WITH THE FUBLIC OR WITH 157 FUNDS

Since 2/10/67

(In Cr$l,Ooo)

Tot a 1 s
Years

Shares Debentures Total
~,.~ No. Cr$ No • I Cr$ No.

1967 54,743 49 2,600 1 57,343 50
,

1968 219,855 122 3,700 2 223,555 124

'·426,325
I

145 1471969 5,000 2 431,325

1970 447,2(15 127 67,540 4 515,165 131

-

OPERATION HEADED BY INVESTMErrr BANKS

I,
Years Cr$ No. Cr$ No. I Cr$ I ,No.

I

1967 ' 38,338 23 - - 38,338 23

1969 120,424
I

55 ... - 120,424 55

1969 241,504 60 5,000 2 246,504 62

1970 203,727 45 67,540
I

'4 276,267 49
I I

The average underwritings placed with the public by the
Investment Banks in 1970 was valued at about Cr$8.8 million whereas
those underwritings undertaken by other financial institution (corretoras,'
etc.) amounted to approximatelyCr$3. 3 million.' Y The Investment Banks
are clearly bringing the larger and more important firms to the Capital
Market for equity financing. The size of the underwritings arid the
characteristics of the firm are clearly important vis-a-vis the
secondary-market liquidity of underwritten securities and the assurance,<
that the investor will be investing in substantial enterprises. '

1/ Editorial - "underwriting Operations", Boletim
"

da ANBID, N° 26, Ano II (December, 1970)

.',," .
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REGISTRATION OF THE UNDERWRITINGS PLACED

WITH THE PUBLIC OR WITH 157 FUNDS

Since 2/10/67

(In Cr$l,OOO)

Decree Law No. 157 •
IYears

Debentures TotalShares

I Cr$ No. Cr$ Nn Cr$ I No

1967 54,743 49 2,600 1 57,343 50

1968 114,564 109 3,700 2 118,264 III

1969 283,279 94 2,000 1 I 285,279 95
I

1<13,415 44 3,'750 1 109,165 451970
I

II I'

OPERATION HEADED BY INVESTMENT BANKS

Years Cr$ I No. Cr$ No. Cr$ No.

I
I

1967 : 38,338 23 - - 38,338 23

1968 72,913 49 - I 72,913 49-

1969 193,559 47 2,000 1 195,559 48

1970 87,793 28 3,'150 1 I 91,543 29
,

"



Flow of Long-Term Funds into the Private Business Sector
(in Cr$ Million)

1965 1966 1967 1968 1969 1970

1) New Companies 1ll.3 124.9 491.4 871.8 1,048.7 1,913.4
Incorporation of Reserves 434.8 966.3 957.0 1,317.6 8,641. 9 6,797.3
New Money 1.,133.8 1,644.5 2,.Jt28.9 3,911.4 5,070.5 5,599.6

Sub Total 1,679.9 2,735.7 3,877.3 6,100.8 14,761.1 14,310.3

2) National Development Bank (BNDE) 253.7 173.8 221.4 237.8 358.4 515.8
Bank of the Northeast (BNE ) 469.2 504.8 (-641. 3) 513.0 278.9 403.3
Bank of the Amazon (BABA) 8.0 9.4 57.3 300.7 121.7 56.3
NationaJ. Housing Bank (mm) 18.9 69.6 359.' 1,528.6 1,756.2 2,648.1
Bank ~f BraZil (BoB) 132.9 536.7 566.5 974.2 1,321.1 1.,760.5

3) Private Investment Banks 43.4 88.1 444.5 ne.3 1,540.9
New Equity(Public offerings plus

447.'2placement with 157 funds) 54.7 21.9.9 426.3
Debentures (Public offerings plus

placement with 157 funds) 2.6 3.7 5.0 67.5

(-13.4~
•

4) Instruction 289 243.0 363.3 499.5 48.3
Law 4,1.31. 643.5 3,791..6 (-112.2 (-1.64.0) 2,305.0
Resolution 63 28.6 1,001.3 950.1
Inter~erican Development BankODB ) 591.3 91.9 (-187.8) 440.l 727.7 UIWor1.d Bank (IBRD) - 378.6 19.2 207.4 349.0
International Finance Corporation(IFC) 36.0 4.2 63.l 48.1 (1)0'- ~

A.I.D. 52.9 (-2.7) 171.9 (-95.0) 337.4 (-294.3) wc+<
H...... <:..t

Total:- 4,093.3 8,732.1 4,496.4 12,275.6 24,510.6 I

l~
6) Group 1 as a 'f,. of Total 4l.0 &>.2 49.7 60.231.3 "(1)

+:"
0'\ +:"

0·0

""" HJ
.... \J1w ....

.,'.



The Stock of Total Capital
Firms with a Capital Base of at least $2 million

(in Cr$ million)

Sectors 1964 1965 1966 1967 1968 1969

Commerce No. 68 72 76 71 75 76
Value 140.6 252.7 397.7 638.1 947.9 1,585.2

Industry No. 449 4~ 500 494 525 542
Value 1,821.9 3,839.1 5,424.5 9,046.2 12,598.8 18,314.9

Textiles No. 42 44- 46 42 45 46
Value 137.9 271.8 526.1 595.4 777.6 1,164.4

Construction No. 45 49 50 50 51 53
V 92.1 156.1 220.5 338.8 569.1 992.0

Steel a.nd Meta.lurgy No. 42 45 46 44 • 48 51
V 347.9 694.1 869.6 1,460.9 1,959.3 2,765.3

Chemicals No. 47 50 51 43 47 50
V li8.4 232.1 348~4 374.5 783~4 1,193.0·

Food. Processing No. 73 83 -85 80 88 92
V 185.1 472.1 718.8- Ij070.3. 1,389.5 2,~3.3

Ma.chinery a.nd Equipment No. 36 37 40 43 43 45
v· 81.8 149.5 206.6 376.3 475.5 727.7

AutomobUe (including parts) . No. 26 ·27 26 27 29 29
V 207.0 370.0 466.1 620.8 843.4 1,258.2-

others No. 138 147 156 165· 174 176
V 651.6 1,493.4 2,068.3 4,209.1 5,800.1 8,191.1

Services No. 62 61 66 61 65 68
V 708.5 1,289.8 3,3li.8 4,489.1 6,718.2 10,157.3

others No. 21 22 .24 22 24 25
~~iV· 40.0· 76.0 108.3 .. l54.4 196.8 404.0
....1-'-
CD 0-

Total:- No. 600 637 666 648 689 7ll .....
+:"'c+<:

V 2,711.1 5,457.7 9,242.2 14,317.8 20,460.9 30,461.5 H
Y

I

ll<D
CD

+:"'
~\Jl

o 0
~~

.... \Jl-_..-.,-.- ,,~-w.....









Flow of Funds Averages for Firms with a Ca ital Base of Cr$10 million or more
and with a Rate of Return Exceeding 2 • Numbers are Percentages

, ,
INDUSTRY SERVICE COMMERCE

Large Medium ~m~ 1 Large Med~um ~m~l Large Med~um SmaJ.l.

Uses of Funds [I
Lncrease in Current Assets 33.39 44.47 43.34 I 23.25 20.46 25.00 32.83 73.00 59.13
Increase in Fixed Assets 39.46 37.24 42.04 45.70 54.48 39.90 56.47 11.15 28.47
Decrease in Current Liab1iities 2.28 1.85 0.45 1.35 6.64 I 5.67- - -
Decrease in Long Term Liabilities 10.09 2.08 1.63 4.50 4.30

I- - - -
Depreciation 13.88 11.13 11.69 21.50 18.42 17.60 . 5.67 15.90 6.10
Dividends - 3.22 0.86 8.20 - 13.0 - - 0.63-
Loss for ~he year - - - - - - 0.73 - -

Total: - 99.99 100.00 100.00 91.80 - - 100.00 100.00 99.37

Sources of Funds I

20.08 19.41 19.08 16.00 12.98 10.80
I

36.20Increase in Current Liabilities .25.53 32.57
Increase in Long Term Liabilities 11.77 9.79 5.91 24.45 19.40 18.00 0.47 3.80 1.47
Decrease in Current Assets 1.08 - 0.57 - 6.12 - 18.60 - -

IDecrease in Long Term Assets 0.98 - - - - 9.70 - 4.45 -
Depre~iation 13.88 11.13 11.69 21.50 18.42 17.60 5.67 15.90 6.10
Profit for the year 23.08 35.27 40.64 27.40 18.78 20.10 24.00 28.10 47.43

Sub -Total: - 70.86 75.60 77.88 89.35 75.70 - 74.27 88.45 87.57

Increase in Capita1 or
22.13 ,I

i

Reevaluation of Fixed Assets 29.14 24.40 10.65 24.30 23.80 25.73 11.55 12.43
,

Sour~: Paulding Associates
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PRELIMINARY FIGURES

- Firms with a net worth 'of Cr$10 million or more
- Firms with a return on equity of 2~ or more

RETURN ON E.,9.UlTY • RETURNQ{ ASSETS

Group Overall (){eraU/m . Group Overall Overal1/J1r

Large 13.41 9. 4 1
Industry Medium 25.1 25.3 36.1 15•9 \ 17.0 24.3

(79) Small 31.21 .21.5

Large 19·2 , 7.81
Service Medium 41.6

1
32.8 46.8 13.8 , 14.0 20.0

(13) S1I\&11 ·""·30.0 16.3

Large. 25.7 1'.' ICommerce Medium 31.1
1

33.1 47.3 .15.7
1

16.7 23.8
(8) Small 41.9 20.8

OIrerall ••• 26.9 38.4 16.5 23.7
....--

."',," .

. .
" ....
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"

APPLICATIcns LT FDWfCING

Working , Fixed IJr
"

CaRital Assets Debt EqUity- 0,

ILarge ••••••• 22·9 54.1 10.7 66.3
Industry Medium •••••• 26.7 47.5 9.2 65.0

ISmall ••••••• 26.5 50.5 8.7 68.4 " ' ..

ILarge ••••••• 0.2 52.6 6.2 46.5
Service IMedium •••••• 26.1 59.9 33.6 52.4

Sm.ll ...•..• 14.9 69.7 20.6 63.3
"

ILarge•••••••• 23.6 41.6 6.8 58.5
Commerce IMedium •••••• 28.7 24.2 '1.5 51.4 , "

Small ••••••• 30.8 24.3, 1.1 5'.9

Average 10·9 58.6, "................ ~ ......••.. ~... ~ .......
l~

"Debt .......•.•....••.•• ~ ...... ~.. ~ ...........•.
Equity ..............•......•••.~.~~.....' ...•.......•...... 831»

"
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REnULAWRY ANALYSIS

1. Capital Ma ket Development and the Need for Effective
Securities Regulation

The dramatic surge of inte~est in equity securities of Brazilian
companies within the past few years has been reflected in substantial
increases in trad· ng volumes on the Rio, Stlo Paulo and other smaller
stock exchanges as well as in the number and value of underwritten
public offering of securities. It also has. been accompanied by
substantial increases in other significant indicia of capital market
growth inclUding increases in the number of brokerage firms, number
of personnel employed by brokerage firms, number of mutual funds,
and number of investors who participate directly in the market.
This growth shows no signs of abatement.

As trading volume has increased so have the price levels of
outstanding s curities actively traded on the exchanges. The
nature and extent of the stock market activity has led one prominent
U.S. news periodical to characterize the Rio stock exchange as th
"Samba Market", and, indeed, heavy trad,ing for short term speculation
has been the predominant tone in that market. Although precis
figures are not available, ~he available evidence indicates a rap"d
turnover rate among many of the actively traded stocks and the overall
,impression is a climate in which investors calculate their gains by
the day and the week, not years or even mo~ths. In such a market
investment oonsiderations tend to focus upon the market trends ,
rather than the growth potential of the company issuing the securities.

Characterization of the Brazilian stock market as a "Samba Market ll

overlooks some significan~ facts. Fbr example, the two securities
which have attracted the greatest trading interest and by far the
largest amont of investor money are the common stocks issued by
Banco do Brasil and Petrobras, a government controlled bank and
oil company respectively which are subBt~tial and (in the case of
Banco do Brasil at least~ highly profitable enterprises. Under
Brazilian law, common stocks of banks and oil companies can be
issued only as registered shares as opposed to bearer shares
predominant and most favored in Brazil. Except for the original
investor, a transfer of stock certificates issued in registered
form may require up to six months, and for this period the
purchaser is effectively locked into his investment. This
relatively Ion holding period. however, has not precluded'
the most substantial investor interest in these stocks -- an
indication that there may be greater interest in common stocks
as long-term investments than has been generally recognized.

'~ .

~ ..
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Nevertheless, the capital markets in Brazil are young and immature '
market in which the ratio between short term speculation and long term
investment is much too high in favor of speculation. Such'
markets do not serve as adequate sources and allocators of
long term capital to meet the needs of Brazilian private
enterprise. The lack of long term investor interest in the'

-c.apital markets has impedecl the develooment of a bond market _
to provide Brazilian industry with long-term credits as a'
substitute for the roll-over of short-term credits on which,
it now so heavily depends. ,

The propensity for short term ~peculation is ref ected
'in the undesirab e underwriting methods not uncommon to the Braz llan '
financial community. While it is difficult in the context of the short
history and rapidly changing conditions of the Brazilian capita markets
to characterize any practice as "typical", in many instances

underwritings in Brazil are characterized by attempts to excite
investor interest and to create the "hot issue", i.e., a
security which shortly after its initial distribution trades
in the open market at rapidly increasing premiums over the
initial offering price.

j

1 '

,
Underwriters tend to believe that new securities' can

be successfully distributed only if they can attract specu ative
interest in the issue. Thu~, in manyunderwritings the issue
is deliberately priced at a level SUbstantially below the .
~rice/earnings ratios at which outstanding securities of: ,
comparable compan1es are traded. The underwriter restricts
the number of shares available for trading after completion
of the distribution by placing a substan ia1 arno ' t of the issue in
his own accounts, acc unts of business asso iates, olos friends and '
relatives and ac ounts of mutual funds controlle by it. The underwrLter
then seeks to excite interest in the stock by buYing and selling shares
in the trading market at increasing prices. The appearance of activity
and rising prices in turn attracts more and more investors into the
market for the stock at higher and higher prices. The underwriter
then proceeds to feed into the market at substantial profits
the large quantities of stock that have been placed in its affiliate
accounts. Once this process is complete the underwriter has little
incentive to continue support of the market and the price may then
drop drastically, with consequent losses to the large numbers of the
investing public who purchased the shares at the artificially inflated '
prices prevailing in the trading market. The effect of this process
of underpricing, manipulation, sell-off and withdrawal of support is,
not only substantial losses to public investors but also a substantial
reduction in the amount of proceeds from the offerin that
under realistic pricing practices would be available 0 the
issuing company. The ultimate result is lack of confidende in
the stock market by both public investors and compani sthat
seek financing from such investors.
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Such "hot issue" underwriting practicES provide a poor base for
the development of the Brazilian capital markets as an efficient
source and allocator of long-term capital. As long as such practices
are commonplace, much remains to be done to convert the capital
markets in Brazil from an arena for short-term speculation into a
channel for long-term investment •.

Predominant use of the securities markets for short-term
speculation tends to be encouraged by the existing income tax
structure i Brazil. Capital gains, whether long or short term,
a e not subject to income tax but dividends are taxed at full rates.
Changes in the tax 1 ws to prove for taxation of short-term capital gains
at full rates and for reductions in the tax on dividends on stock held as
long-term investments would assist development of the market as a source
of long-term capital and should be given consideration in the future~

But the conversion of the capital markets from a predominant y "
short-term to a long-term investment arena requires more than
favorable tax incentives. It requires a 1'irm underpinning
of investor confidence in opportunities for long-term
return on their capital. Such confidence is very different
from the confidence required for short-term speculation '
where the investor looks mainly at the. current market
movements and depends for the success of his investment
on his ability to bUy and sell with correct timing. The
confidence necessary for long-term investment must induce
the investor to withdraw his savings from investments in
his own business which he knows and controls, from invest-·
ments in real and personal property which he can ide tify
and'appraise with a great deal of certainty, and from
investments in short-term commercial paper guaranteed by
banks of unqu stioned financial stability or by the
government. It must induce him to channel these savings
into investments wh ch are represented only by a piece of
paper evidencing an interest in a business enterprise he
has never seen and managed by persons who are strangers
to him and whose integrity and competency he is not in a
position to evaluate.

Regulation can play an important role in furnishing
the nece sary underpinning for the development of investor
confidence. First, regulation can provide inve tors with
accurate, reliable and current information relating to
the business of the company in wh~ch they are potential
investors inclUding its' products, its facilities, its
present and potential markets, its capital structure and
its secur ties as well as financial statements prepared
and certified by independent accountants.

,
".
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~n accordance with generally accepted 'accounting principles and
auditing standards. Suc\l information assists the investor at the
time of initial investment decision in making an informed choice
among cQllPeting alternatives and on a continuing basis in the
valuation of the investment and the determination whether,
to hold or to sell.

Second, regulation can 'provide 'investors with infor-"
mation which enables them to evaluate the integrity of
management and which operate. as a restraint against
management practices inconsistent with operation of the
business in the interests af all investors and not only
for the benefit of management and insiders. It can ,
provide assurance. that the proceeds from the unde~writing:

will be used for the benefit of the company in accordance
with the representatiDns in the registration statement
and that if the business earn's a profit ; the public inve8~or

expectation for a fair share of that profit will not be
defeated. Third, regulation can provide ~nvesto~s with
continuing and meaningful assurance of liquidity -- an ,
ability to sell the securities they hold in markets w ich
are reasonably free from fraUd, manipulation, and sharp
practices so that the prices will reflect the judgments
of competing buyers and sellers and not the artificial
influence of a few professional traders, insiders, or
,large shareholders.

Regulation also can instill confidence in those who seek
financing in the capital. markets. It can provide companies seeking
capital with assurance that the professional inte ediaries serving
them have been licensed by the government and meet minimum standards
of honesty, competency and financial stability. egulatio can '
further provide an assurance to a company seeking financing
the capital markets that the price which the company obtains
for its securities will reflect a fair evaluation of the
company and not merely a price calculated to effect a quick
and effortless distribution of the securities by the underwriters.

2. Existing Brazilian Securities Regulation

a. Administratio~of Securities Regulation

The development of Brazilian capital markets is notable in the
extent to which such development has been preceded and accompanied.
by the development of national securities regulation. Such regulati,on
was enacted not· as a political reaction to financial crisis and
scandal" as was the case in,the United states and other countries,
but because of farsighted recognition that adequate security
regulation is essential to the developnent of viable capital
markets.

}
• J,"
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Law 4728 enacted in July of 1965, CODUD.onl7 known
as the "capital Markets lAw", gave the Central Bank of BrazU
responsibUity for the development and implementation ot
natioanl securities regulation. Under this law the Central
Bank was delegated responsibUity tor 1) supervising the
operations of stock exchanges, members ot stock exchanges and
investment companies; 2) authorizing and regulating the
operations ot financial institutions; 3) registering public
corporations and issues or securities distributed in the capital
arets and traded on stock exchanges, and 4) regulating the use
of inside information, in securities trad1nge

·f,....",

':; I
..... ;

These functions are exercised by two
divisions of the Central Bank. One division, ISMEC, is
primarily responsible for inspecting and monitoring of
financial institutions to determine compliance with
,applicable legislation,checking their accounts and
reports for supporting documentation and evaluating
internal controls and accounting organization.

ISMEC is organized into three 8ub-dlvis ions
, Which have responsibility for the supervision of 1) tack .

brokers, exchanges and distributors of securities; 2) finance
. companiesj ,) investment banks and! special assignments. The
sub-divisions are supported by a group of 70 experienced
inspectors.who operate in accordance wit reasonably' detailed
and Professionally designed written audit ama for each
type of institution.

',,"

'"

Although ISMEC appears to have competent
personnel and operates under well conceived regulatory
programs,' it is understaffed. Its actual activities,_,_.:..-_,__ , _
are largely limited to routine review of reports fUed with it ' ,
and the inspection and supervision of those institutions SUbject "
to its jurisdiction believed to be in serious difficulty_
ISMEC is unable to perform all the auditing functions required
of it much le8s the Ilegulation and supervision reasonably
expeoted of the gOTernmental" authorityO\erBeet'g the operations
ot broker-dealers, stock exchanges and investment c le..
For this reason it does Dot purport to exercise regulato17
tunctions compa.rable to that, exercised b7 the SEC over broker
dealers, stock exchanges and inwstMnt companies.

'.
" .

'. ,:',"
"

" .'
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The other division, GEMEC, concerns itself
with the administration of disclosure requirements in
the registration of public corporations and the issues
of securities for distribution and trading. GEMEC has
three major divisions: a financial institution division
which reviews the registration statements and reports of
financial institutions, a qorporation and securities
registration division and a study and analysis division
with miscellaneous functions. GEMEC administers rules
adopted by the Central Bank. It has no independent rule
making power. The branch or subdivision of GEMEC with
responsibility for administering the registration of
corporations and issues of securities has a total of 15
employees including ~l analysts, of whom all but one are
economists. The analysts are largely young graduates, since
experienced personnel tend to leave the organization for employ-
ment at SUbstantially increased salaries with the private f1nanciaJ.
coamunity. The registration statements received by GEMEC are dis
tributed among the various analysts with no attempt at speciali
zation. The review process consists basically of determining whether,
all the required information and documents have been subll1tted and
Whether the information is internally consistent and appears to be
reasonably complete, current and reliable.

.,
In form, this examination .process is comparable

to that conducted by the SEC with respect to registration statements
for public offerings in the lhited states. An analysis ot the
workload ot GEMEC with respect to corporate and new issue regia
trations indicates that each analyst must examine between 20 and 25
registration statements per year and therefore an analyst can
'spend personally on the average two weeks on each reg stratton
statement. The workload appears reasonable.

b. Regulation of New Issues

As in the case of SEC regulation,
Brazilian securities regulation of. new issues of
securities is primarily concerned with disclosure of
material facts necessary to informed investment decision.
Unlike SEC regUlation, however, Brazilian national
regulation is not supplemented by so-called "Blue-Sky", '
regulations of various states which, in the United States,;
often go beyond disclosure and pro~ibit public offerings
of securities where the terms of the offering are deemed
inequitable because of excessive dilution, promoter self~

dealing, precarious financial condition of the company,
or excessive underwriting compensation.

Moreover, prospectuses, as we know them,'
in the United States, are not mandatory in Brazil. New
issues' can not be approved by the Central Bank, however,
unless the minutes of the shareholders' meeting voting
upon a new offering is published in the Diario Oficial.
Where the distribution in the offing is one of equity,

.
j '•.;.....
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. Under ,existing Central Bank regulations a
company, prior to a public offering of its securities, must tile a ,
registration statement for the securities and, if it has not previoua!J
done so, a registration statement to qualify for .status as a public
company. An analys!.s of the disclosure requirements tor these regiS-'
tration statements indicates an awareness ot SEC disclosure practices
to Which personnel of' the Central Bank and GEMEC have been repeatedl.i,
exposed through AID technical assistance programs. Under Resolution' 88
of the Bank, companies must provide for Bank viewing,
inter alia, all financial statements, by-laws· and amendments·,
auditor's certification of the last balance sheet, plan
for distribution and placement, together with an under
taking signed by a responsible officer setting forth
dividend distribution information and other material
which in the jUdgment of the directors has a bearing on
the price of shares. Where convertible debentures are
offered, specified relevant information is called for,
including the basis for the conversion of the shares,
conditions and timing. l/

the minutes include declaration of the actual capital of
the company, the value of the shares~ whether common or
preferred, voting or non-voting, and paid in full or on
installment. Bond distributions call for a somewhat
more complete disclosure pattern, including financial
details, amounts of debentures previously issued, par
value, interest rate, maturity date, conditions for
redemption, time for repayment and, if issued with a
mortgage guaranty~ certain additional specifics.

--

Brazilian regist a~ on requirements do not,
however, call for the mass of detailed e.c information tound
in SEC registration statements. Instead, he Bra ilian regis
tration requirements rely heavily on an econ c and tinanc
analysis prepared and signed by a qualified economist. n
analysis must cover not only the description and history ot the
company's business, its capital and assets but an analysis ot
its return on investment, liquidity and turnover ratios, present
and future markets and the future plans of the c ny with
emphasis on medium term planning. A registration statement
filed with SEC contains no such economic analysis. Instead it
confines 1tselt closely to the detailed facts and leaves to the
investor the responsibility for making his own analysis and
jUdgments on the basis of' those facts. While the SEC believes
that analysis of future prospects involving projections and

!I Consideration is now being given by the ,Central Bank to including .
in the FUMCAP regulatory scheme the reqUirement "that the same in-.
formation made ~Tailable to the Central Bank pursuant to Resolution
88, as described in the preceding paragraph, shall also be made
available to brcLers, by means ot prospectuses. 'nUs is not to sug
gest that it is 'Jroposed that prospectuses will receive broad distri
bution, ..but makj.1g them available, on request, will remove ditficQ.lties
presently atten< :i.ng public viewing of documentati-.'n ow retained on1.7
in the tiles of ;he Central Bank.
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predictiou 1. too 1DbereDtq wanliUle tor uae 1Ji • prospectua,
that poaitiOD 18 arguable., so- obaU"ftft believe that sucb an
anal7aia lhould be 1Dcl\1de4 1a~ ~pectWl, .iDee it i, the ..
factor upon Which ao8t inft.tor. rel7 upon ill -ldns mTe,t.nt
3udpenUe

I

One cannot criticize present Brazilian
disclosure requirements with respect to new issues of securities
simply because they are different from the requirements developed
by SEC. It is appropriate, however, to analyze those require
ments to determine whether.they meet the basic needs to investors
for the information necessarY for long-term investment decision,
and for the protections afforded by the restraining influence
of disclosure. On the basis of this analysis it is our conclusion
that the presetlt registration requirements of the central Bank are·
deficient in two significant respects. ~ey are as follows:

(1) In contrast ~ SEC requirements, the
registration statements filed with GDaX: are not required to
include disclosure of salaries, bonuses and other remuneration
received by the management or information relating to transactions
between the coq>any and its management and Q1;her insiders or
persons and companies affiliated with them.Y. . .

'lbe absence of such disclosure raises
, a serious question whether existing ~zil18D disclosure practices

provide ~ adequate bas'!s for the development of the investor

,.

gJ It should be noted, howeYer, that 8~ companies do provide suQi!
disclosures, e.g., Petrobras, which bas provided such intOi'lnation
in '1968, 1969 and 1910. . . ' ,

",",

"

"

.'
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contidence necessa17 tor long-tera investments 1n the capital
market. It IIWIt be reJmIbe'red that an investor will entrust
his savings to an 1IIlpersonal'and unknown lBD&geJIent' only if it
he has a buis tor confidence in the integrity ot tbat manage-
ment as to a tair allocation of the benetits 1'roa the enterprise
between the -.nag..nt and the public' iDvestor.. Disclosure ot '
manage_nt reauneration and insider selt-dealings prOvides
into~tion _terial to an eY&~uatiOD ot the lDtegrity ot l8Dage-
mentand to the formation or forming expectations which
management should meet. Moreover, disclosure of management
renumeration and insider dealings often serves an
effective deter~entagalnst unfair management practices.

, .
(2) A second' area where present Brazilian

disclosure practices are deticient relates to the requirements
tor t1DaDc1al statements. Under present, reguJ.ations, registration
statements tor DeY issues ot securities BlUSt contalD balaDce
sheets, 1Dco.e state.nts, and retained earniDg statellents tor
each ot compan;r's last three fiscal years ended prior to tiling
ot the registration. In addition, the registrant is required
to till out toru that provide specitic intonation with respect
to retained earnings, assets andliabUities.

However, the intormat ion required iii the
fiDancial repor1;ins section ot the registration state.ent does
not contora to tbat Which is considered eSI~ntial UDder inter
nationally accepted accounting principle.. Inventories are not

. required to be stated by category and the basis tor valu!ns
them need not be disc10se<1. So specific disclosure or accountins
is required tor receivables owed by otticers, directorl, or
substantial holders ot eqUity securitie.. 10 breakdown ot tixed
assets., _jor classes and ot sales to parents or subsidiaries
i8 require<1.

Although tinancial statements are required
to be audU,ed, this auditing requirement is inettective in
absence ot the establism-nt in BrazU ot generally accepted
accounting principles and auditing siandards. Moreover, there
are no well detilied concepts 01' protess10nal competence and
independence. anyone with a university degree in accounting can
sign an audit tor the pgrpos•• ot a GDIIC registration statement.

'l'he central BIIIk bu authorit7 by legislation
to .stablish accCJUD1;1Dg aDel repor1;iDg~t. tor registrant.
and auditiDg It&Ddarda to be toU~ 'b7 pabllc accountant.
pertoraing ......t10118 of ftClatraaU' tiDaDc1&l .tate.mta, but
it baI not &8 :ret ezerclae4 tIlla a1dbOrlt7_

~' .

•
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There are .everal h1gbly competent and
respected acoounting firms in ball and two professioDBJ.
associations ot accountants, ODe ot Wbich has set torth and
published in 1966 a booklet settina torth acCO\1Dting and auditing
standards Which appear to be tair17 caaprehenalTe and reasonab17
designed to produce fair and reliable tinancial statement.. !beae
guidelines, however, have not been accepted &8 authoritatiTe ~
either tbe accountiDg protes.ioo or the Central Bank.

The reluctance ot the Central Bank to act in
the area ot accounting _ be related ,to the. question whether
there are an adequate DWIlber ot accountant. present17 practiciDg
in BrazU in' a position to pre}Bre t1Danc1&l state_nt. in
accordance nth general17 accepted accounting principle. and
aUditing standards. Under BrazU'. toral education system a
certiticatlOil ot accounting is aut~tical.17 obtained arter
graduation trOll any ot the ottici&lly recogniZed schools. There
are no unltora standards ot qU&l1ticati0D8 relating to technical
competence and vork experience. 1ble~ these circumstances s~ .
member. ot the accounting protession have expre.sed the view that,
the central Bank Would be intertering with the acquired rights
ot an exiatins protes.ion if it attempted to establish protessiODB1
standarc1a which would cauae a discriaiDation in the, selection '

ot }Nblic accountants bY' CCJII.PUlies destriDs to
register securities With the Bank.

( 1'bel"f can be little doubt, havner, that the
failure to establish generally accepted accounting principles and
auditing staDcIards aa well as stanc1ard8 ot protessiOD&1 Competenc7
and independence baa seriously impaired the usef'ulnes. ot the
notable achievements _de by Brazll in the developaent ot disclosure '
requ1reJlents tor the capital market.. It represents a basic
deticiency which maili. be corrected tor the 'further developaent ot
the BrazUian capital markets.

.
c. Continuing Disclosure Requirements

..
~tll recellt17 the responsibUit7 ot the ,

Central, Bank and~ tor the 1mple.entation ot disclosure'. require;;' :'
ments ~tiD8 to aecurities vas i1ll1ted W disclosures in regis-,
trati0D8 ot COrporati0D8 and new iss.. !he goveraent aS8U118d,
no respoaaibWty tor adoptlDc aDd'1IIpleMDtiDI cODtinulDc

'.

~ .
\
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disclosure requirements for publicly held companies with
outstanding securities actively traded on the stock exchanges.
The Rio and certain other exchanges, however, have recognized
a responsibility for continuing disclosure; the Rio exchange,
for example, has long required that companies fUe ann~l

financial ·statements with it, and these statements are published
in the Exchange's Bulletin distributed to all members. However·, .
the financial statements are not required to be aUdited, the
required contents thereof are not specified and, of course, their
reliability has been greatly mpaired by the lack of generally
accepted accounting principles and auditing standards applicable'
to the financial reports of publicly held coJnpanies.

In July or 1970, the Central Bank inserted in
Law No. 5589, Which primarily dealt with mechanical probleu
affecting transfers of s-tockB, a requirement that companies submit
interim earning statements to the stock exchanges on which their
securities were traded. The Central Bank has requested that the
stock exchanges develop the format and contents of these statements.
The Rio Exchange, together with the sao Paulo exchange, has worked
closely with the Getulio Vargas Foundation and the Brazilian
capital Markets Institute to develop three types of reporting fOrM;
for industrial firms, for cOlllllerc1;al firms and for banks. It is
contemplated that an earnings. statement will be required to be fUed
for the, first six months of a company' s fisc~ year, ,and that for ..the full fiscal year both an earning statement and a balance sheet.
will be required. The requirements for the statements presently • ,
in draft are detailed and will require tory footnotes on
various of the lin~ items.,

Although the exchang s ~ tend to re uire that
the annual financial statements be audited by in~ependent.public
acco\U1tants registe~ed with the Central Bank, the ce raJ. Bank 11&8 .
not indicated Whether it will maintain a registry <Jf accountants.
In any event the absence of generally accepted accounting principles·
and auditing standards will diminish markedly' the efficacy ot the
requirement for independent auditing.

In addition to the distribution of financial state
ments to its members, the Rio Exchange also publishes technical
analyses of each CODl:PBDY traded on the exchaDge in both proyisioual
and detailed form. These analyses, which contain substantial.
financial information and analyses usetul to investors, are distri
buted to members and other 1iaterested parties. They are aftUable
in brokerage houses and at the Bxc~e for inspection and. studT
by investors and other interested perlOllS.

J

.,
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The ettectiftness, otdisclosure requirements
depends, in large lIeuure, not oft1y in the JJubst&nce 'and scope
ot those requirements but alao'OIl the thoroughness in which,
they are ac1llinistered. and entClifted. Since exch&llge continuing
disclosure requirements are relative!)' nev, it is Dot possible
to evaluate tb. ett.ct,lYeh.ss at their a4a1nlstratlon and ent'orce
ment. In this connection, however it ..t be remembered that
the re.dies ava1l&ble to the 'fXc:h&aps aga1Dat DOD-tUing or the
tUing ot talae reports bT • coapaD1' is l1a1ted ·to suspenalon or
removal ot the security troa tracl1.D8 OIl the exchange. Such actioa,
ot course, ia];lairs the _rDtabUity ot the securities and thereby
injures the public shar.holders ot the c~. '

•

For this reason, th~ exchanges in the tDlteel
states, which exercise si.ilar respouibUities OYer CODtinUing
disclosure and baTe aw.ilable the.- lilllteel re.edies, are
reluctant to 1Dvoke such re.e4ie.. In BrazU, we knoW ot DO case
Where they have beeD invoked. In so tar &a we are aware tbe
Central Bank eloes not assu. responalbUity tor entoree.ent ot
continuiDg ellacloewe requlr.-nta,by resorting to ....tnistratl"
or court action against a recalcltraDt cOlapoDl' to require that .
such elisclosures be -.de OIl a tiJM17 baals and be accurate anel
complete.

d. Protection ..In.t lImipulatiD !Ad O!t!ir
Traeling Practices

tbter the BruU1aD UW, DaDlpul.atlon ot
securities is a cr1.afD&1ott.ns.. In addition, the central Bank
bas authority to suspend or reYOD the license ot a broker tor
mnipu1&tlve actirltie.. In poactice, crt • 1ul prosecution has
been virtually DOD exiaten~ and the authority to suspend or revoke
licenses has not been used. The problea in the enforcement ot
manipulative restraint is complex. Manipulation is a
vague concept, which takes o~ subtle forms and permu
tations. What may be proper and legitimate supportative'
trading activity in one context, may be manipulative
activity under differeftt facts and circumstances. It
is dif~icult to define by rule as manipUlative activity
all but the crudest practices. For this reason in the
United States, most of the definition of manipulative
pract-ices by the SEC has. come from administrative and
judicial proceedings on a case by case baas, long afte~

the manipulation has occured. .
Jt)I'eOVV,.ntOl'Ce.D't ot anti-l8Dipulative

restra1nt, requires a 1arp aD4.ezpeI"tl7 t1'aiDe4 "taft to 1napect
anel IU1"ft7 OIl a cODt1DulBc·..18 tile· tnA1• poactic.s ot broker
dealer.. ~ .ntore.... til Ulll .. baa been "''P''8cl bT lack .

',"
"
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of adequate staft and in Brazil, the lack ot an adequate start
has made enforcement virtually non-existent. Enforcement ot
manipulative prohibitions rests in the banda of ISHEe Which,
as noted above, 1s' 'understatted and unable to
administer the complex' of responsibilities assigned to it.

The exchanges in Brazil, in CODlDOn with
those in the United states, have also recognized a responsibi
lity to guard against unfair and aanipulative trading practices
in connection with securities listed on the exchanges. Their
enforcement and monitoring efforts, however, are large~ limited
to activities on the tloor of the exchange. • The Rio exchange
maintains a start of persoDDel who monitor tradiDg activities
with a view towards preTenting manipulative practices. It is
not uncOllllllOD for exchange otficials to cancel and reTerse trades
which have the indicia of IMIlipulative acti'Ylty. Moreover, the
exchange ..... on relatively rare occasions taken disciplinar7
action agaiilat member. Who have engaged in such acti'Yitiea. The .
enforcement capabllities ot the excbaDge, however, are largely ~,iI!lited
activitie. on the tloor and 1t doe. not attempt to regulate in
&D7 JDe&Dlngtu.l way activities which eanate ott the tloor.
Indeed, it has DO Jurisdiction to do so when .uch activity eaoates
tram persona who are not exchange members.

"

to:

Investor Remedies

Effective administration and enforcement ot
'securities regulation 1s a huge and ~omplex tasL It 18 unre
alistic to expect that this .task can be adequate~ performed sole17
by govemment agencies which must necessarily be somewbat removed
from the ~ to day ~ics ot the security markets and must
depend upon limited budgets subject to conflicting,' and perhaps
IIlOre important, otber national priorities. For this reason, in
the United states there has been conaiderable empbasis on private
enforcement of the securities laws. One type of such private
enforcement e-.nates .1'roa requt.re.nta tor s~holder voting,
Which are designed to turniab shareholder., as part owners of
the enterprise, with an eftecti," voice in the overall ~e_nt
of the company, as well as a mechanIsm to V61Ce d1S- .
approval of management practices and, in razte cases J to.
seize 'control of the enterprise and oust a management
with which they are dissatisfied.

';
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Shareholder voting can provide a restraiDt
against -D88eMnt practices vbich are not iD the interest ot
public investors. But the coat ot ccmpliance with the sbare
holder voting requirements is sOMt_s criticized as out- .
weighing its benefits.

More iaportant to private enforcement than
shareholde~ voting in the thited States bas been the right ot
shareholders to bring lawsuits in the courts, both in a
derivative capacity on behalt ot the COllllJUlY and in a repre
sentative capacity on bebaJ.t ot a class ot shareholders or
purchasers ot securities, to enforce the tederal securities
laws. Such actions can result in injunctions against tuture
violations as well as the recovery ot duBses to compensate
investors tor losses caused by the nolations. WbUe
express provisions tor such lawsuits are tound in various
sections ot the tederal securities law, the colU'ts in the
United states have implied rights ot ci'V'U action ~ven

for violations of thQse _ ,,'
provisions where the statute provides no express cl'V'U
remedies. The Supreme Court ot the United states bas
characterized civU actions by shareholders as an "'ettective
suppleUlent" to governEnt entorce-nt ot the securities laws,
and there is little question that they' bave 'been a pawertul

_deterrent against violations ot the
securities laws.
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Reither ettective shareholder voting
nor private rights ot action to enforce se~ities laws
are available in BrazU.* Most ot the publicly held

. companies in Brazil issue bearer sbares, which are preterred
tor a variety ot reasons by private investors. In the
absence ot registered shares it is ditticult tor management
to cOlllllUl1icate with its shareholders tor the purpose ot
advising them of shareholders meetings and to give them an
opportunity vote at these meetings by proxy it, as is usually
the case, they do not attend the meeting in person. Moreover,
Brazilian corporate law is somewhat lacking in -comparison
with the corporate law in the United states with respect to
provis ions for the protection ot minority shareholders. In
addition, the laws ot BrazU do not provide tar civU suits
brought by shareholders tor ptrcbasers ot securities on the
basis ot violation ot securities regulationa, and there is no 
indication that the court~ will imply such remedies in the
absence ot express legislative provi.lon. lor the.e reasODS,
it can be tairly said that priftte eDtorc_nt ot the secu- .
rities laws does not exist, in BrazU as an eUective supple_nt
to gove~nt action.

* Civil suits are, however,ava,i1able against certain practices, e.g.,
_ mismanagement of the corporation. ,
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, 3. Reconunendations for r.egulatory Improvement
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In comparing Brazilian securities regulation
to the regulation prevailing in the United States, one must
recognize that United States securities regulation has develop
ed on the federal level since the early 1930s.

The contents of V.S. securities regulation,
including the specific requirements for disclosure, the
definition and delineation of manipulative, fraudulent and

I unfair practices, the accounting principles and auditing
standards, the pattern of administration and enforcement,
and the existence of effective private remedies for violations,
did not spring directly from the basic legisJ.ation enacted in
the 1930's. Rather it evolved over a period of almost forty
years, at times slowly, at other times more dynamically, in
response to specific problems arising from the development of
the U.S. capital markets.

While United States ~ecurities regulation has
been widely hailed as a most effective system of investor
protection, those closest to the system are critical, of it as
being unresponsive to many investor needs and to the changing
dynamics of the U.S. securities industry. Such criticism
in the past has furnished and will continue to furnish
the impetus for further development, change and improve
ment. It may be correctly said'that securities regulation
'is a never-ending process of striving for an ideal that
is ill-defined and never fully attainable.

It is in this context that we approaCh an
evaluation of the Brazilian securities regulation, which
unlike U.S. regulation, developed not asa political response
to financial crisis and scandal but as a farsighted
recognition that such regulation was essential to the
development of viable capital markets. In shaping Brazilian
securities regulation the Brazilian government has had the
benefit of the A.I.D. technical assistance program Which
has brought its staff in contact with u.S. securities
regulation and has enabled it to borrow in its discretion
those components of the system which seems ,most suitable'
for Brazil in the context of its present economic and
capital market development. Accordtngly, one must be'
careful not to attempt to impose on the Brazilian capital
market a pattern of regulation ,mich, however well i~ ,
might operate in the context, f9r which it was shaped, rray
be iUau!ted to Brazilian needs.

For this reason, we do not presume
competence to suggest thorough going changes in the ,pattern
of BraziUan securities regulation, ita' judicial enforcement
and its corporate law. We have considered oDlJ those

, .
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changes which are deemed esEJential to proper,administra
tion of the capital market loan fund, and to attainment.
of its objectives. Thus, our recommendations are -those ·
which we regard as important prerequisites to the proper
administration of the·loan fund and the effective develop
ment of the capital markets as sources of long term
capital financing. Our recommendations encompass three
primary areas as follows: '

1. The establishment of 'generally accepted'
accounting principles and auditing standards for the
preparation and certification of fin~cial statements
of publicly held companies and of standards of profes
sional competency and independence for certifying
accountants.

2. The development of disc10sure requirements
with respect to management renumeration and transactions
between management or other insiders and pUblicly held
companies.

3. The adoption -of disclosure and reporting
requirements and certain restrictions to insure fair
pricing and a bona-fide distribution of issues
financed with loan-funds and to guard against manipu
lativ~ activity by underwriters of those issues.

A. Adoption of Generally Accepted Accounting
Principles and AUditing Standards

Properly prepared financial statements are essential
for the proper evaluation of an investment in securities.
They are in fact the bedrock of financial. analysis.
Financial statements cannot, however, provide assurance
of r~iability and fair presentation unless they have been
prepared by professionally competent and independent ac
countants who are required to follow I in such preparation,'
a comprehensive set of generally accepted accounting
principles and auditing standards.

Brazil has demonstrated considerable progress in the
development of disclosure requirements with respect to
the non-financial information necessary for investment _
decision. It has, however, lagged behind in developing'
accounting principles and auditing stan~ards for use by
independent public accountants in the examination of
financial statements. We believe that this deficiency in
existing Brazilian securities reguJ.ation must be corrected
if the Fl.1MCAP 10an project is to be properly administered.
in accordance with its objectives of furthering, the, '
development of the Brazillan capital markets as an
efficient source and aJ.locator of 1008 term capital to

Brazilian private enterprise. Aceol'ding4',_ make

"1
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(i) The Central Bank should adopt, with the
assistance of the Brazilian accounting profession and
subject to the approval of A.I.D. or its designe~ a basic set of generally
accepted accounting principles and auditing standards to - -- -. - - -
which independent public acco~tants must adhere to in
preparing and certifying financial statements of companies
whose securities will be offered through FUMCAP. The
accounting principles and auditing standards to be adopted
by the Central Bank need not be identical to those general.J.y
accepted in the United States. Indeed, in some area a
significant departure from those prin~iples may well be
justified, as, for example, in the area of price level
accounting, which is particularly important in Brazil
because it has experienced a high rate of inflation.

Attached as Annex VII, Exhibit C to this loan
paper is a set of accounting principles and auditing standards.
These are proposed only as suggestions and guidelines for
the framework in which the Central Bank, with the assistance
and advice of the Brazilian accounting profession, may
formulate principles and standards best suited to the needs
of Brazilian industry and capital markets.

(ii) The Central Bank should defin~ in writing
I the concept of "independent" public accountant which would
include as independent accountants for the purpose of
certifying financial statements of a publicly held company,
only those persons (1) who are not relatives by blood or
marriage of any director or substantial shareholder of the'
cOinpaDy and (2) who have no direct or indirect financial
interest in or relationship with the cOinpaDy, any director
or substantial shareholder of the company, any relative of
any such person and any other company or enterprise in
which a director, substantial shareholder or relative
thereof,is a director, substantial shareholder or has any
material interest. The concept of independence should
~ther be defined to make clear that the accountant must
not oniy be independent in fact but also in mind so that
he can approach his responsibility in an objective
fashion and in accordance with his professional standards.

(iii) The Central Bank shoUld disqualify any
public accountant who cannot demonstrate
the professional. competenc;e necessary. for preparing and
certifying financial statements of a company whose
securities will be underwritten through FUMCAP. The

"

'"

"

"

'. "
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Central Bank. should excercise this power to insure a high
level of professional competence on the part of accountants
who seek to certify financial statements as being
prepared in accordance with the generally accepted
accounting principles and aUditing standards
adopted by the Central Bank.

',.

'.... '

"

. ,

I

In making this recommendation we MSO have consider-
ed the alternative of suggesting that the Central Bank
develop and maintain a registry of professionally competent
public accountants and that preparation and certification of
financial statements for companies whose secUrities will be
underwritten through FUMCAP will be limited to registered
accountants. We believe, however, that maintenance of such
a registry would constitute an undue administrative burden
and subject the Central Bank to unnecessary pressures from
accountants who seek the prestige of Central Bank
registration Dut have no practical need for
such registration. We believe that the power to exclude
persons who cannot demonstrate professional competence,
if effectively exercised, will provide adequate protection
in this area.

(iv) We reconunend' that all registration statements
for securities of companies being underwritten through FUMCAP
include certified financial statements, including,balance
'sheets and income statements, for each of the last three
fiscal years prior to filing of the registration statement
and that such financial statements be prepared by
independent, professionally, competent acoountants in
accordance with the generally accepted accounting principles
and auditing standards adopted by the Central Bank.
The Central Bank, however, should have authority to waive},
this requirement for all but the last fiscal year prior
to filing of the registration statement if and to the
extent certification of financial statements for three
fiscal years would constitute an undue burden on the
issuing company.

(v) The Central Bank or FUMCAP should require
. that every companyi,'Whose securities have been underwritten

through FUMCAP file with the Central Bank
, and with all exchanges on which their securities

are traded, annual financial statements certified by
independent prOfessionally competent public accountants
in accordance with the generally accepted acoounting
principles and auditing sta:ndards adopted by the Central
'Bank. Such requirements for financial statements
will serve to supplement and buttress, the present exchange
requirements in this area, and if distmbuted by the
exchanges through their bulletins, will result in wide
dissemination among members and availability to pUblic
investors.
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b. Restraints against Management Remuneration and
Insider Transactions with Publicly Held COmpanies

As previously noted, Brazilian disclosure
requirements with respect to registration statements for new issues
of securities are fairly comprehensive in non-financial areas.
Nevertheless, they do not require' disclosure of the renumeration
paid by the company to management or that information as to transactions
between the company and its management or other insiders be revealed.

The failure to require disclosure of management
remuneration and insider transactions represents a basic deficiency in
Brazilian security regulation and one that shoulbe corrected if such
regulation is to serve effectively the needs of long-term capital
investment. As noted previously, it is an essential prerequisite
for investor confidence and his willingness to direct savings into
long-term securities investments that he have assurances as to the
integrity of management, i.e. that management of the company in which
he had invested will manage the company in the interest of all
shareholder and not just in its own self interest that if the business
is profitable, a fair share of those profits wiD. redound to the

public investors who have contributed the capital
necessary to the success of the business enterprise.

Such disclosures are particularly important in the
context of Brazilian business practices. In Brazil it is commonplace
for the directors of a company, who are also its active managing officers,
to receive. in addition to a basic salary, a percentage of the comp&uy's
profits as annual compensation for their services. Under
the Brazilian law there is a statutory limitation on

. management bonuses, but only if the corporation does not
pay a minimum 6% dividend. There are no limitations on
the percentage of profits available to management if the
corporation does pay that minimum dividend. Thus, in
instances where share owpership of the company is con
centrated in the hands of the directors or where share
ownership is widely diffused in the hands of public
investors, the determination of the percentage of the
profi ts,to be allocate.d to ,management compensation rests
largely:in the discretion of the managers~

We believe that these limitat~ons are not
adequate. While no governmental authority should presume
to determine what portion of the profits should be
allocable to management '" we believe that public investors
are entitled to disclosure of the amount of prOfits that
have been allocated to management and to a commitment as
to the percentage of profits that will be allocated in
the future. Accordingly, we'recommend the following:

!
"J
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1) That each registration statement for
companies whose securities are to be underwritten through FUMCAP
be required to disclose for management as a group the amount and
percentage of the profits allocated to management compensation,
whether as salary or as profit sharing bonuses, for each of the
last/iscal years prior to filing of the, registration s",atement.

three
2) That the registratioB statement disclose

management's intentions as to the amount and percentage of .
profits that will be allocated, in the form of salary and profit
sharing bonuses in the future, and that it be understood by
management that such r~presentations as to future intentions
constitute a contractual commitment to the pUblic investors of
the company that such allocations will not exceed thel1mitations
set forth in the registration statement.

3) The annual reports requred to be filed with"
the Central Bank, FtJ)CAp and with the exchanges on which a comp8D7's'
securities are traded should further disclose for each year the
amount of salary and profit sharing bonus allocated to management as
a group both in cruzeiros and as a percentage of the company's
profits. '

The disclosure requirements recommended
with respect to management remuneration are somewhat more limited
than those required in proxy and registration statements filed by
companies registered with the SEC. ,SEC required disclosures of
management compensation includes not only direct salary and other
remneration but also indirect remunerations such as funds set aside
for pension and deferred paYment plans. Moreover, disclosure of
suc, information is required not only for all officers and directors·
as a group but also individually for each of the three highest paid
officers and directors earning over $30,000 per annum.

We have not suggested that disclosure be
required£or indirect compensation paid in connection with pension
and retirement plans because of the complexity of'such cemputations
and because such compensation is not significant in Brazil. We also
have not suggested a requirement of disclosure for compensation paid
to individual. directors out of deference to the locaJ. custOIll and
sensitivity concerning such disclosure. We note in this connection
that the SEC has on occasion waived its requirements for . disclosur,e
of individual executive compensation in ,connection with public
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offerings'in the United States on behalf of foreign companies, also'
out of deference to local custom and sensitivity. We believe that
such deference is entirely appropriate here and that a significant
advance would be made it such disclosures were obtained for the
directors ot a compal\V as a group.

An equal~ important deficiency in Brazilian,
securities regulation is the absence of disclosure requirements or .
other restraints with respect to transactions between publicly held
companies and its management or other insiders. Such restraints'
against self-dealing are critical to investor protection, which require,
that the investor have some assurance that mabagement shall not divert
a disproportionate share of the profits tr()Dl the enterprise to their
own benefit.

Ideally selt-dealing transactions between a
company and its management could be prohibited, except in those
instances where an impartial authority can determine that the transactions
were fair and reasonabJ.e to the publicly held company• Such an
approach has been taken in the United states with respect to investment .
canpanies registered under the' Investment Company Act of 19Jt.O. Section
17 of that Act prohibits purchase or sales of securities or other
property from or to an investment company by an affiliated person of
the investment company, w.ess the SID, upon application, can find that
the conditions of the transactions are tair ~d reasonable and do not
involve overreaching on the part of any party to the transaction.

Such prohibitions against self-dealing have not
been applied in the United States to publicly held companies other than
those registered under the InvestmeDt Company Act of 1940 and in certain
other limited situations. It is considered unrealistic to attempt to
do so since confiic·ts of interests in the management ot a publicly held
corporation are varied and complex, and it cannot be said that every
selt-dealing transaction is unfair. Indeed, many times transactions
between a company and 'an insider can represent significant benefits to
the publicly held company.

Nevertheless, some restraint against insider
transaction must be imposed, particularly in the context ot the business
structure prevailing in Brazil. It is caamon in ,Brazil tor large'
lndustriU and commercial comp1exes to be controlled b7 one perSOD or
a fam1ly la'oup. The complex often consists of 4veral -., .. --
companies which carryon closely relate4_.bwi;nesses with
other companies in the comp:J.ex. '.

"
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For these reasons, we believe it is important
to require disclosure of insider dealings with publicly held compapies~
A requirement ot disclosure will operate &8 & deterrent to overreachiD8
.by the management and provide investors with information to form their
own jUdgement as to the integrit1 of management in their dealings with'
a .publicly held company. Accor~i~ we rec?mmend that: . __------.-7.

l~ The Central Bank should require
that all registration statements filed by companies whose
securities are being underwritten through FUMCAP

. disclose material transactions between the company and
its management o~ other insiders. For example, the
disclosure might cover for the last ~hree fiscal· years,
prior to filing of the registration statement, all
transactions or proposed transactions, including indebted-'
ness, to which the company o~ any of its subsidiaries
was or is to be a party and in which any of the following
persons have a direct or ind.irect material interest: - ,
1) any director of the companY Or any person proposed to be ~ direc1iorj
2) any security holder of the company who insofar as known to the
company owns beneficially directly or indirectly l~ or more of the .
company's outstanding securities; ,) an,y relative or spouse of the
foregoing persons or any relative of such spouse who has the same home
as any of the foregoing persons.

Transactions should be excluded
from requirement of disclosure if they are not material
or for various reasons may not involve a high potential
for overreaches. Some examples of such transactions are:.'
1) transactions where the rate or charges are determined
by competitive bidding or by law or government authorities;
2) transactions which involve bank deposits or other .
banking services required in connection with the company's
business; 3) any transaction where the amount involved does not exceed
one hundI:td fifty thousand cruzeiros; 4) transactions where the interest
of the specified person derived solely from ownership of a security and
the specified person received no extra or special benefit not shared
by all holders of the security; 5) transactions in which'the interest
of the specified person is solely as a director or a limited partner
of a c~ny and that person does not hold a security interest or
limited partnership interest amounting to more than l~; and 6)
transactions occurring during a period where the company wad not;
publicly held, if the company does not presently propose to engage
in similar transactions in the future.

Disclosures relating to the transactions
required to be reported should include a brief description of the .\
transaction, naming the per,son who had the indirect or direct mater~
interest which required reporting, and stating his relationship to
the company and the nature of his interest in the transaction.

111e above 'recQllllll8ndation tollows closely the.
requirements of the SIX: tor the d1scloaure of transactloD8 between
management or other insiders of a publlc17 held cCBpU,J. '1'he oD17
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significant difference between this proposal. and are requirements
relates to the exclusion of transactionsoccurrina when ithe company
is privately held, it the company does not propose to engage in
similar transactions in the future. We believe that this exclusion
is appropriate since transactions between management and a privately
helf company furnish little indication as to management' s intentions
once the company is publicly held and management has assumed fidic1ar7'
duties to public shareholders.

. .
4. Disclosures similar to those proposed for registration

statements for issues of securities being underwritten through
FUK:AP should be contained in annual reports previously proposed
to be filed with the Central Bank or FtJotCAP and with each exchange
on which the company's securities are traded. These disclosures
would provide a significant source of continuing information as
to management practices and confiicts of. interest with public
shareholders and further serve as a check upon representations
initially Dade in the registration statement as to future intentionS.

5. In addition to the foregoing, disclosure should be required
ot any securit;tes, or rights to acquire securities, issued' or sold
to any director ot the issuer, aD7. persoD proposed to become a
directQr'" aD7 l~ shareholder of the issuer aDd aD7 relatiTe
or .spouse'otaD7 such person.' .SUCh disclosures sbould be l8de
in registration statements, aDd ILDI1U&l reportse

i·

.. '
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Underwriting Practic~s .c. ,
!,

The third area of critical deficiency in eX~8ting

Brazilian securities regulation relates to practices in connection
with underwritings of Becurit~es. As previously noted, it is not
uncommon for the offering price of underwritten securities to be
deliberately set far below a realistic value for those securities.
Underwriters tend to withhold a large portion of the offering from
the investing public and then trade in the market with a view
toward raising the price of the securities -to a point where they
can profitably dispose of the securities withheld.

One cannot interfere with the practice of underpricing
underwritten securities to the extent that the practice represents
a bona-fide business judgement that such pricing is essential to effective
public distribution of the securities. But to the extent such
underpricing is motivated by opportunities for profit through sales
of withheld securities and serves to encourage manipulative
activities, it Rnlst be curbed. otherwise the specter is created
that FUMCAP funds will be used to finance and subsidize manipulative
activities by underwriters. Thus minimum restraints are necessary
to preserve the integrity of the adminIstration of the loan 'fund Brief
are essential to the proper development of the Brazilian ca'pIta~-

markets.. Accordingly, we recommend the following:

•

(l) That the Central Bank require that a bona-fide
effort be made to distribute securities underwritten through FUMCAP,
to the investing public and that unless such securities cannot be '
distributed to the public. Limitations 'should be placed, On
the portion of the issue placed with affiliated persons of
participating underwriters and dealers, mutual funds affi
liated with such untierwriters and dealers and all mutual
funds. For example the limitations might provide that
(a) not more than 10% of any issue of securities be sold in
the aggregate to underwriters or brokers participating
in the underwriting, any officer, director, partner,
IO~ shareholder or employee of any underwriter or participating
broker, any relative or spouse of any such person, or any company
controlled by any of the above persons or companies; (b) not more .
than l~ of the issue in the aggregate be placed in the account
of mutual funds managed by 'any; underwriter or broker dealer
participating in the offering or by any officer, director, partner,
employee or l~ shareholder of any such underwriter or b~ker, 0t "
any relative or sI10Use of any such person or any company controlled
by any of the above persons or companies, and (c) not more than '
sQ1, of any issue of se<!Urities be sold to mutual funds, as a '
~p, whether or not such funds are affiliated vith the underwriter
and/or participating broker. . ,

.,--~--'~-.--.~-, ,
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(2) To implement the above restrictions: (a) all
registration statements for securities to be underwritten through
FUMCAP should disclose the underwriters' intent with respect to
compliance with the above restrictions, (b) each underwriter
and participating broker should file promptly after the completion
of the underwriting with the Central Bank or FUMCAP a report;
which states the securities of the issue being underwritten
acqUired by persons specified in Recommendation No. (1) •

•
(3) Promptly after six months from completion of the

underwriting and after one year from such completion, reports
should be filed showing the disposition, if any, of the securities
sold to such persons and the prices at which such securities were
disposed of.

,
I

We believe that this system of disclosure and
reporting is essential to the development of underwriting practices'
which encourage fair pricing of the issue and a bona-fide distribution
to the public. In making this recommendation we have considered
the suggestion that any securities underwritten through FUMCAP
Which are distributed to affiliated accounts of the underwriter or
brokers participating in the distribution be restricted as to
resale'for a period of one year. We have not made this
recommendation in recognition of the ·fact that persons affiliated .
with participating underwriters and broker dealers, including
publicly held mutual funds managed by such persons, have a
legitimate interest in acquiring securities being underwritten and
that such a restriction might be unduly harsh and inflexible in
the Brazilian context.

We believe that the glare of publicity imposed by
the pattern of disclosure and reporting proposed above may well
serve as an effective deterrent against undue withholding and
provide the information necessary for determination whether more
restrictive measures are necessary. Accordingly, we suggest that
consideration of a holding period for purchases of underwritten
securities by persons affiliated with underwriters and brokers be
held 1h abeyance until the disclosure and reporting system has
been put into Effect and the results of that system evaluated.

. The system of disclosute and reporting should
assist in eliminating undue incentives for underpricing initial
issues of securities and create better incentives for a bona-fide,," .

'. "

'.
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distributi9n of those securities to the investing public.
Nevertheless, it should be expected that in some instances
securities will be traded in the market at prices substantially
above the offering price. WEJ question, however, whether proper
use of the liquidity fund should permit an underwriter of the
offering to support the market at prices above the offering
price by buying securities for his own account with'the use of
liquidity funds. The existence of a trad~ng market in the
securities at prices above· the recently underwritten offering·
price furnishes in and of itself concrete evidence that the
trading market for those securities is not Buffering from a lack
of willing buyers and sellers. Justification for support of
the trading market for recently underwritten securities after
completion of the underwriting rests on the fact that the
security is new and Wlseasoned in the trading market. This
lack of seasoning in the trading market may cause the trading
price of the security to fall to an unjustifiably low price.
Assuming fair pricing, however, there is little basis for
arguing that any price above the offering price constitutes an
unjustifiably low price.

Accordingly, to preserve the integrity of the
loan funds, to avoid the use of funds in market support activities
in circumstances which may constitute manipulative activity and
to encourage fair pricing in Wlderwritings of securities, we
recommend that the Central Bank adopt a rule which would provide
that to the extent liquidity funds areouts~anding for use by an
underwriter or financial agent to finance purchases of stock
in support of the market, such underwriter or financial agent
should not be permitted directly or indirectly to purchase
securities in the market at a price above the offering price
except to the extent necessary to fill customer orders •.

This proposal· is somewhat comparable, but·
by no means identical, to rules adopted by the SEC to prevent
·manipulative deceptive practices in connection with trading
actiVity by participants in an underwriting. The SEC rules
generally in_ this area are complex and detailed. Generally
speaking, they prohibit any participant or prospectiTe participant·· .
in a distribution of securities from bid~ing for or purchasing

. ~.

"
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the securities being distributed While the distribution is in
progress except in certain carerully prescribed situ~ions,
including situations involving.stabilization transa~tions.
Generally speaking, the stabi~ization rule permits underwriters
of a public offering during a course of the offering to bid for
and purchase the se~urities being distributed at a price not in
excess of the public offering price or, if the security being
distributed is traded on an exchange, at a.price not in excess
of a last independent bid or sale price for that security. In
no event can the stabilizing price be aboVe the price at which
the security is b~ing distributed. .

These antimanipulative rules apply only during
the course of the distribution and not after the distribution is
completed. They do not permit, however, the purchase of
securities to cover customer orders if such orders have been
solicited. The rule here proposed, on the other hand, would
apply beyond the period when the distribution is completed and
for as long as liquidity loan funds are outstanding in the lBnds
of the underwriter. However, there are no prohibitions against a
underwriter or other participant in the underwriting from
soliciting orders from investors to bUy at prices above the
offering price and from purchasing securities in order to fill

, such orders.

We believe that the rule as proposed reflects a
reasonable balance between the need for market support of newly
underwritten securities during the period when it is initially
being introduced into the trading market while preventing use of
tbe loan funds to support the market at prices above the offering
price under circumstances where the support cannot be rationally
justified.

, We do not believe that a limitation against the
use of liquidity fUnds for purchasing securities at prices above
the offering price should be imposed in the csse of price support.
for bonds which are not convertible into equity securities. The,
price fluctuation of bonds reflects .less speculative elements
than equity securities and is closely related to changing interest
rates and, in some cases, a judgment as to the likelihood that
the issuer will be in a position to honor his debt obligations at
maturity. Underwriters using liquidity funds should be in a
position to adjust tbe P\fr'cbase price to refiect theae factors

J
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on the basis of their business judgment. Since the ~actors

affecting price fluctuation of bonds are identifiable and such
fluctuations are relatively small, there is no need to limit
use of bonds funds for liquidIty purposes to purchases of the
bonds at or below the offering price.

d. Enforcement

Enforcement of the standards set forth in the
preceding divisions should be provided for in the agreements
between FUMCAP Principal Agents and the underwriters and the
agreements between the underwriters and the issuing companies
underwritten. 'The format is simple:

(l) In the agreement between the underwriter and the
FmCAP Principal Agents , it should be provided that
violation of stated conditions shall trigger an
increase in the interest rate accompanying the
Principal Agent/underwriter transaction, with
option on the part of the Principal Agent to call '
the loan. .

Major conditions Bet forth in the Principa1 Agent/underwriter,'
underwriter/issuing company agreements should' be adopted by the '
Central Bank and the Exchanges as part of their regulations, having
the full force and effect of law enforceable to the same extent '
that Other Exchange and Central Bank regulatiOns are."

i

I

(2) There should be express provision in the issuing
company/underwriter agreement which declares that
conditions set forth in said agreement are established
for the benefit of shareholders and their successors
in interest, and that violation of such conditions '
is not only actionable by the underwriter pursuant
to the terms of the agreement (e.g. paragraph 1 sup~a),
but also subject to specific enforcement and damage
actions by the shareholders and successors in interest.

" ,
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PART I INFORMATION ON THE ISSUE

a) name and address of firm;

b) date of publication of minu1;es of General Meeting which authorized
the issue and set its conditions, indicating those newspapers of
large circulation where pubJ.ication was .-de;

c) number and date of registration of' issue at the CentraJ. Bank of BrazU;, .

d) conspicuous mention of: "The registration at the CBB means only that
there are in the possession of the Bank, for consuJ.tation by those
interested, the documents and information needed for the evaJ.uation
of the risk of the investment by the iJne.tor.- .

e) Characteristics of the issue: total ftlue, number of securities, type
(describing exact1¥ the securities wblcb will be floated on the market
and aJ.so indicating the special righte pe.ntecl to preferred etock,
if aveUable) and DOIIIinal value;

f) basic characteristics of the iesue;

(*) In the event of underwriting of stocks already avaUabJ.e or subscription
rights /the expression must be changed to "..t Amount to the Present
Shareholders". .

J ..

g) Conditions and terms for SUbscription and full payment;

h) Stock Exchange where it 1s registered; if not yet registered in a'.
Stock Exchange, mention this fact;

i) fiscal incentives if any, to the iDftatorj.

j) forecast of placement s*eduJ.e:·

,
,.
c

Bet Amount to
the Firm (*)

Underwriting
Expenses and
Commiesione

Offering
PriceBreakdown

J.. By value
2. .Total value

. (See next page)

:~,.
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Potential Purchasers
Responsibility Mutual

Public Funds

Institution(s)
Leader(s)
Others

Total

DL 157 1inancial Wit~eld for * Total
Fund. Inatitu- the account ot

tioD8' the UnderWritEr

!

, "

(* ) Kot presently' included but proposed tor inclusion into FUMCAP
Manual.

k) list of financial intermediaries participating in the issue;

1) mention of availability or non.availabillty of linking fund;

m) additional explanation deemed necessary.

Remarks: In the case of debentures, the data referred to in item <e) should
be complemented with the following:

",

- mention of numbering and serial number of securities
remuneration for the securities, and dates of maturity

- date or time and place of payment of interest and amortization.
If there is a possibility of call for prepayment, state the t~s
or terms when the holders of debentures rNJ.y be called by the firm
to opt tor repayment or conversion into stock;
time ot convertibility into shares, if available;
basis tor conversion, with relation to the number of shares to be
issued tor each convertible debenture, or between the amount of
the principal of the debenture aDd that of the stocks, specifying
the type ot stock to be given to the bearer of the convertible
debenture; .,,' "
guaranty (according to §l Article 1 of Decree l77-A of 9/15/1893); j,.

- name of the institution or institutions which intend to maintain a
permanent market for' the convertible debentures.

PART II - DFORMATIOK OK THE' FIRM

I.

, "

.
, ..

, ',.

,"'.

Data relative to corporate year ended on _

II.l -Characteristics "

_ and, _

. '

a) name of firm
name and registration in the General Record of Taxpayers
address

- main office
legal domicile ,',
main branches

, other branches



".
b) summary background on firms activities

c) activities
- principal
- other

d) registrations at the Central' Bank of Bra~il
as a legal entity ,

- as a public held cOrpOration
- issues

•
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'e) fiscal year closing 'on ,", iDdicatiDg date' of publication of the
,be.la.nce sheet in the lastthreeJ8&rl. ",' ",

II.2 - Management

a) canposition (chart Bo. 1)
- board of directors
- audit committee
- other committees or council

, ,

b) remuneration of board ot directors'
- fees
- gratifications and participatioaa
-others"

c) consolidated by-laws of the f11'11

II.,. - Coryorate Capital

composition (chart No.2)
nominal value
distribution (chart No. ,)
- directors' holdings
- stockholders with more than 5~ ot capital
- stocks in the hands of the public
evolution (chart Bo. 4)
equity participation in, other til'll8 (Chart 10. 5)
profits distribution as set by til'll'. bravs.

II.4 - Brief analysis of the, market
"

market for product(s) {
position of the firm v1s-&-ns its cc.petitors
_in competitors

",
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11.5 - Results
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, ,',production and sales (chart No.6)
statement of operational, results (chart 10. 7)
distribution of profits (chart No.8) , .
effective distribution to shareholders (chart Ro. 9)
- dividends j

- stock bonus

h

egil comparison of assets, liabilities and net worth (chart 10.,
stock net worth value (chart No. 11)
liabilities affecting theassets(chalrt 110. 12) ,
loans financed by issuing debentures (chart 110. 1')

, profitability indexes (chart Bo. 14) , , , ,

~
jl liquidity indexes (chart !fo. 15) ,

average terms for sales (chart Bo. 16)
average term for payment of purchases (chart 110.17)

11.6 - Stocks

10) '.'.,

, .

a) trading on the market (chart No. 18) ..
- Rio de Janeiro Stock Exchange
- other Brazilian Stock ~xchange. ' , " ,
average monthly stock quotation in the last , ~&r8 (chart Ro. 19)
stock bonuses and .ubscription, rigbts (ch&rt Ro. 20) ",

Remark: besides fultilling items I, m aDd IV .. appropriate, it the' t.
is in process of establishment it should present a brier ana1¥818 de ' with, '
the f'ollowing:

· a)

b)

',Market .
- background
- product characteristics
- area of' market
- the firm and its competitors
- product trad1n8
Production Process and Facilities
- location
- gEtneral and specific aspects
- description of production process
- facilities
- labor force
Schedule of sources and uses ot resources
Costs andprof'ltabilitie.
Conclusions ~'

l

t" •
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CHART No. 1

NAMES OF MEMBERS r<>BITION
i

REFERENCE SOURCES

" .
. Board of Directors and Audits Committee elected on
Minutes published in Official Gazette of ------------
Mandate expiring on __~ -..;._

CHART No.2
FIRM'S CAPITAL C<JalOSlTICIf
Total Capital Cr$
Nominal value per -,sb,....a-re-C....r*-_......

SPECIFICATION IU4BER TOTAL MID UP ~

'Ordinary. Stock
- Nominative (registered)
-,' Bearer
- Endorsable •.

Preferred Voting Stock
- Nominative (registered)
- Bearer
- Endorsable

·1.....

Preferred Non-Voting Stock
- Nominative
- Bearer
- Endorsable

Total

CHART No. )
CAPITAL DISTRIBt1rION

DIRECTORS, SHAREHOLDERS*
(over 5~) and FUBLIC

RElATIONSHIP 10. OF VALUE
TO FIRM SHARES ,

PERCENrAGE OF
CAPITAL

(*) Shareholders holding over 5~ of Stock



CHART No.4
CORFORATE CAPITAL AriD ITS EVOU1rION

ANNEX VII
Page 34-of 49
Exhibit B l

Page 6 ,of 13 "

- ,

DATE DITIAL CAPITAL/AMOOIrr VAWI CAPITAL An- MAlmER RliALIZIlIi DlCREASE
OF INCREASE ER FACH IBCREASE Value Code*

I
I ,

(*) COde: -1. -In cash

, I

2. With profits
,. Revaluation of assets
4. With reserves
5. In kind
6. With current account credits

CHART No.5

•

STOCK PARTICIB\TION IN OlHER FIRMS

NAME OF FIRM CAPITAL AMOUNT OF B\R'lICIB\TIOlf aRTICIMTION "
(Cr$l,OOO) FIRM CAPI'DlL

CHART No.6
PRODUCTION AND SAlES

YEARS, PRODUCTION SAtES
UHITS AMOONT UfiT1S

19--
19--
19--

;-0'

"

. .

;
. ',:

,I

' .
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CHART No.7
STATD1Elf.r OF 'OPERATIONAL RESUIJlS

<, last years)

ANNEX VII
·Page 35 of 49
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~.

DETAILS

A - Amount of Sales
Services rendered

- Total

B - Cost of Sales of Products or Services
Manufacturing Cost of Products Sold
- Labor, wages and fringe benefits
- Materials used (initial inventorr

+ purchases - ending inventory)
- Depreciation, amortization and write-off
- other expenses

- Manufacturing
- Maintenance

Commercial Cost of Sales
- Commercial and advertising expenses

TOTAL

C - Gross Profit (A-B)

D - Overhead:
- Administrative expense
- Directors' fees
- Tax expense
- Financial expenses
- Sunday losses

TOTAL

E - Operational Profit (C-D)

F - other, Income 
- Financial
- Participation related
- Sundry

G - Net' Profit per year (E+F)

I'

l~-- 19-- , 19--

,
,
t
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CHART No. '8
DIS'lRIBUlIOlt OF RBSOORCES

__________~{....' __l __as....t__zea"_.......rs)__......... _

DETAILS

A - BET YEARLY PROFIT
Plus:

Previous 18ar balance
Reversion of Resetves

B - TOlAL TO BE DISTRIBurED

Minus:
Reserve for bad debts
Obligatory and tied-up reserves.
Voluntary and untied reserves

C BAIANCE AVAlIABIE TO THE MEETDG

CHART No. 9

19--

-

19--

..

EFFECTIVE DISTRIBUlION TO SHAREHOLDERS
{, last years}

. YEAR' DATE OF MEETIBG

'I

. AMOOllr DISTRIBUlED
bii1biibsBONUS IN CASH
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CHART No. 10

DETAILS

A _ RFAL ASSETS

CQtUf.RISON OF ASSETSt LIABILITDS AMDDT WORTH .,
. (, lis ,ear.) .' .... .

19-- 19--' '19--

AVAIlABLE
SHORT TERM: (up to lao days)
- Inventories
- Accounts Receivable

- from clients
- subsidiary associated companies
- others

MEDIUM A1ID LONG TERM (over lao days)
- from clients
- subsidiary or associate companie.'
- others '

"

"'.

•

FIXED ASSETS
- Technical
- Financial ,

- from subsidiary or associated ccmpaDie. .
- others

,
B - RFAL LIABILITIES

Short term (up to lao days)
- from suppliers
- from subsidiary or associated companies
- from directors and shareholders
- from financia1 institutions
- others

Medium and Long Term (over 180 days)
- from suppliers
- from subsidiary or associa~ companie.
- from directors and sbarehOlder., '
- from financial institutions
- others

TO'~L

C - NET WORTH (A - B)



CHART Bo. 11

. '

BET WORTlI PER SHARI (On December '1)

ANNEX VII
Page:3R,of 49
Exh1b~t B

• #, .

Page'lO,of 13

"

!FAR

CHART No. 12

RET WORm
(A)

'f'

MID IB CAPrrAL
(B)

, ,lET WOR'l'H PER
SHARI (Ao....&/...;..B6->__

DETAILS

Mortgages
Guaranties
Others

cHART Bo. l'

AMOOft Cr$

.'

- Characteristics ot debentures ,

aj type
b monetary correction
c interest amounts

~: Indicate basil tor comersion, in the caae ot CODftrtibl.e debentures



CHART No. '14

PROFHABILITY DDIXES
--C, list years'

ANNEX VII
Page' 39 of 49
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~.,

••t]

,".

.',

".'.,
"

. '.

I19-.. 19-- 19--·, I,

•

DETAILS

a) Gross Profit
Sues

b) Operational PrOfit
sales

c) Net Profit
Paid-up Capital

d) Net Profit
Net worth

e) Dividends
Paid-up Capital

f) Dividends
Ret worth

CHART Bo. 15

YEAR'

"LIQUD)I'TY DDEXES
(3 last. years)

Acm TBST

.,i',.,
~. :,'~

19-
19-
19--

"

.,
SOURCE OF' DATA: Chart No. 9
CURRENT: Cash + Current assets

; Current liabilities
Acm TlST: Cash + Current assets - inwDtories

Current liabilities,

GENERAL: Cash + Current assets - Medium 'and Lo!!l Tel'll Assets
Current liabilitIes + medium and lOng erm liabiUty

"

.. .-

,
"

. '.

.. '
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CHART No. 16
AVERAGE' TERM O~' SALES

YEAR TERMS .(days) (1)
19-
19-
19--

I •

(1) - Obtained by the following formula:

Aveziage balance of accounts recei.,..ble fromCu8talerl
TotaJ. sales

CHART No. 17
AVERAGE TERM OF :MYMERT 01 PURCHASES

18-
19-
19--
(1) Obtained by the following formula:

Average b&1&nce of suppliers acCOUDtI paJ&ble

Total purchases

CHART No. 18

YEAR
MONTH

JANUARY
FEBRUARY

.Monthly average

•

MARKB'l TRADDG
(cash operat10naJ

19--

.. '. ~: .

19-- 19--
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CHART No. 19

.STOCK Q,UOfA'rICE'
i Cr$l,OO .

"
"
I, .'

'.'

. YEAR
MONTH

JANUARY
FEBRUARY

•

DECDmER

MOMHLY AVERAGE

CHART No. '20

19 -- I, JIJ--., , 19--

.. '

....
','

1

I

•

DA'mOFMEE"tll«i

.~
t

, '

': PBRCD'fAGB OF JQftJ8.

','

:

... '
~"

• SUBSCRIPlIOIf
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'f

\ole bclieve thnt the Central }.3FmJ~, "rith the o.ssi::;to,nce of D. ,board
of practttioners, should pUblish thcminir.lU:n RecountinG principles .and.
£l\l.d:i.thl.['; :;iAmdaro.s '·lhi.ell li'lur:t be follm'rcd by firms and pUblic ncco'xcit··
ants in oh1:.aini.ng Hli'IICAP' finand.n~. The follo",in~ lists are illustrative
only but SCl'VC Vtl an iUdic~.tion of "rhat \-le mi~ht c""Cpect to be developed. '.

t

AUDrrIHG Sl'AT'ln.'\RDS

AuclH.i.ng st.andr::rc1s differ from miditing procedures in th3.t the'
st.::J,uc.lard8 o.ppl~1 to the qUlllity of pe:r.fornmnce ,·,hile the procedures
reld;c to. the c.ctG to' be performed. He "roulcl expect thf:lt the mi.ni.m'um
f'tcndurch: "lould bc s imi.lar tp th~ r.tandards sho,m Hi "Stat.ement on .
Aud.itinr, Procedure N~ 33" issued. by the A. I. C. P.A. and tha.t t'tiO ,

procedural requirements '·lou.ld be added to the stand.ards becau.se of
t.he importance rio:rr,~aJ.ly 1'.rt.tnched to these procec1.ures b~rthe pr~fess'ion.

GE1·mRAI, $'l'ANnARDS

'1. 'l'he eXDminnt:ton iR to be perforjliQd by e person or persons
having adcgul3,te teclmic~~,l training and proficienc,y' as an auditor.

2. In all matters relc)ti.ng to the assignment. an independ.cncc
'of mental utti.h'de is to be mo.:i.nte.i!1cd by the auditor or auditors.

3. Due pr.ofcssj,on~.l care is to'be cxerc:l:se1. in theperfonnance
of' the eXt"minatiol'1 and the prepare.ti.on of the rcport~

", .
.'
!,

\.

'"l
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STANDARDS OF FIELD WORK'--_._--_._--_..... _-_.':"""""
'.
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!..

1. 'l'he wOl'k iv to be ad-:-:q-ml.tely phniled and as'"istanta,
If a1'1Y, C'.ro to be properly sUI5crvlsed.

2. There ;.6 to be a propc1: Fot:udy and cvalua.t!.on of
the existing i)ltcrn~l control as a baflis for reliance
ther can and for the dCtcrn15.n.".tion of the resultant
cxtent of the tcS'ts to \vhich C\.nditi:og pr~cedurea.al·e to
be rcstdcted.

3. Suf:f1.ci.ent compet9nt evJ.clenti.al mattCJ: is to· be·
obtai.ned through inspectionJ obsej:vatlon,· inquiries. and
ccmfil:mati,onG to afford a reasonable basisfol' an
op5.ni.on regardj.ng the iillalld.al statelnents under
examinat.ion.

..
,. -"

..
...

...
\

.~;

,~

.\

Note: 'fwo pr.ocedul'al :r.eqt...i.rer.o.ents· might: be included as a part·· of-- . '.

this s tan.*l.rd.; i.e. co:nib:n'lation. of receivahlcs and observation of ..
invcn.f:orieE> Wher(l they a,:e· practicable 'and reasonable and thc assets
concerned are mCl.tedal to finalJ.d~a.,l pooHion or results of operat?o1.l.s •

•
STANDARDS OF REPORTING

1. The report f;haJ.J. state whether the finalld.al statements
al"e preocnterl ;n aeeo~r:dan.cc wHh generally .accepted
principles of accounting.

2. The report shall fJt::l.te .whether such' p:dnd.pleti have been
consistently observed in ·the CUrreJlt period ill relation to the
precedtng period;

3. In;{orm.at:i.ve disclosures ·'i.n .thefinan-cial' statements arc
t.o be regardctl as reason<:\bly adequate unl(';~s otherwi.se
stated b.l the repol·t.

1. The l'cport F.hall either con1:L!in an exprcsf;ion of
opinion regar<U.:ng the fir~a:nciaJ. ct:.ateinents, taken as a
whole, or. an aSfjertion to (:he effect that. em. op;,nion
canu<?t be expressed.. When iln. over-all opinion canno,t
be cxpresr.cd, ..t:lw. l'ctu;ons thercfor. should. be stated. In all

'.'
\,.

".:.
..
,

i
.,

."



'~"

ANNEX VII
Exhibit c

Page h40f 49
Page ,3' of 8

,
Ii.

:' ~

, '
.~:

,,~, "

,.

..

-t

cases whe:r.e an' audit-orts nam,e''iR aSF.loc$.ated wHh finand-al •
state:mcntr; the rc'po:tt should contain a clear-cut indication,
of the character of the clUlhtOl'~s exaln;.nation, ,if', any, and'·
the degree of l'cvpondbiJ.i.ty he is tak;.ng. '

ACCOUNTI.NG PRINCIP.T..:.ES

The foJJ.owhlg !i:;; ting of.. pl'hlciples of fit'lCmdal account~.ng f01' c,o'rpo"a tf3
, hUf>:l.ncz r: cnt:e:rpris e' was taken from Accounting Research Study N9, 7,
tHlcd "Inventory of Generally Accepted Accounthig ~Prind.ples for
13\";).ne58 Enl;c:r.pri.ses.":This Study, published by the A.l.C.P.A~ in
1965, i.s not 8.n of.Hd~l prm,lO\mCement: of the ACCOU:ltir:tg Principles
Board 0): of the Institute, hut each principle listed below has ' '
author).h,~t:i.ve support in A.I.C.P.A. and S.E.G. statelnentl1.

'.2.b.i~c:.!1.ve ~.! Account for sales,', l'Eweriues, in,torne, cost
of Bales, expensc~, gains and losses ;.n such manner as
to pr (:I~ ent fa;.rly f;he l'esulf;s, of opcl"a.t"ions for the period
01' periods of time covered.

.~zl~~~r~le 'A-!.! Sales, revenues al~d in.come should not be anUcipated
or matcrially overstat~d '01' understated. Accordingly, there ,mu~t be
prop0r cutoff accountinG at the beg~ing and end of the p~riod 01'

'pedods.

Pdnciple A-Z. Costs of B,ales and' expense::; should be appropriately
,;:;1.~tch~l against the period1.e sales and revenues. II: follows tba~
there mus t be proper cutoff accounting for inventories and liab:l.1ities
for costs and expenseo at the beginning and' en~ of· theperi.od or
pe:d.ods. ;

,
P:r.ind.ple A-3. Appropd.ate charges should be:' IDa de for dep~ccia,tion
- r-
and depllet:ion of fixed assets :and for amortization of other deferr.ed
costs.

'£~~.!'EJ:EI~A-1..! Pl'oper distl').UUf-i,Oll of costs should be ma~~,~ as b~
tween fixed an8cts, i:nvcnt~r'ieD,' lnaintenance and expense. Direct
costs are u~ually identUiaiPlle and common costs applicable to ~o.re

than one act1'vity spou.ld be cliaf:ributed 0:n appropr'.at.e cost incurrence
bases fluch llslime or liSe,', £act01'6.

'.
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pdndple A-5...:, Contingency provls~.ol1s arid l'eSC1'VCS should not be
lYllt:1tlSeO as a lneana of arbitrarj,):y rcq\lcing income or shHting ;ncorrle
irorn one period to <!.rl.other.

~~~~.~:pJ.~~-=-_~~ Nonl'ccurdng 0.11(1 cxtr,aol'cHnar'y ga;ns ami los£lcs
should be rccogni.zf.:c1 iJl the peHod they occur, but should be shown
separately f.rom, the ordblCl,J~y and ut.:m~l opcrat:ions. "· '

.!~E!_l~:.:::?:!~~A.>r; There is,' a s(:rcmr, pref;tu:nPJ:~.on that all gains an.d looses
win be included in pcriod5,c'im:,ome vlateJnenf.s unlcRf, they arc of "such
rnagnHtl(lc LTl l'elation to rCVenUeEJ c:'l;1d cxpcmfles fl'om, regular operati,ons
as 1:0 cause the statcjnC:l~ts to be J1.1.1.fllead5ng.

:"
/1

, .
", "

. ~.: ~ ~ :
" ,

:',',

','

, '

','.,

"',':

.,

.?r!~:!..~..il?:1.c J!!::.:J.:: If accounting principlos' h>, the determinati.on of pe~;'od;'c
l'er,\.llt;s have not been conslnf:cntly m.aintai.ncd, the effect of the change
should be s(:ated.

F:r.iJ]-~:)I~~:-b"·~~ D~.sclofje rental chc.n·geo under luatcrial leaaes and ','
c<l.pH~J.i~e those which arc bJ. effect. h'lst.<J.lhnen(: pUl'chascC:.l of f5xed','asscts •

9h.J.::~~L~~-1~, ACCOtUlt f<;J:t: (,h~ c\luHy capital invested by
5tockholdcr~ through co?,l1:ri.buHoll~of aS8eto or retained
earn5.n.gs in C\. J1'leanj,nr,ful manner on a .cmuulat.i.ve basi.a
and cl,B to ehnngcG during the pCl'i0,d or periods covered.
The account struch.1l'c and J.H:·esent?t!oil :i.u f:i.naneial
sf:al:cm.cn1:s (If a businesB entity are designed to n1.cet
(;tatutory and co):porate ,charter requirem,ents and to

,pOl' b: ay sign:tfkant financial r ela t-.i.onships.

: •. 1.

'"

· ''11~,~'.

·~:
.' .,,,

, , .';,l"
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;I .. ~'

"., 'c'.';'Ii

,)'

/":~'.'
, ,

.... ':'1
'I~

" , '

~, ,.'

:,.'"
'~ '..

'. ',',

'E.:i~.0.p~.~.:}. In case there' are two or luore 'classes pi stock"
aCCOtDJ.t for' the equif!y capH(~J investcc.l-·,£or, each and dic;close the, rights
and pt· cIci.' enees to div5.dends. and to pl'ind.pal in Hqui.da I.ion.

:',
E2:in,c~pJ~J.3-2. Fro:m a Hual1cial vi,ewpohH t.he capHal invested by.,:,
f:tockhol<1crs iD the corpus of the'cntcrprisc and ,its icl?l1.tity should be
f.ully luai.ntaincd. Any hnpab:'ment of invesl:ed. capital resuUingfrorn
op:":~c.ding deHcits, los.ses of B.ny nature, ,di.v:i.dend dist.d.butioni) ill~X

Ct:fojS ,of earnings" and t:r.ea,6u~,Y stock purchaDes ;.8 accounted for, Doth
curro1tly' and c\.lrrllllal:i.vcly. '

".f

',;:,
• to.

:~"

".j';':':
#'\",

",; ~,
, •. ,1\',

, , , I.

.•.• ,I,'

'~f
,"

" .
':.:.
'"

• - #'.: ."
.'1:'

" '
I'

,,'. ,

,,', "

,',
.~ '.'



"

ANN.EX VII Page 46 of' '49
Exhibit C Page 5 of 8·,

Pdndplc n·-3. Ct'l.pltal r.;m:plu:3," however created, r.:hould no(; he used
to'-r'ol:i'~v'e'tl~;;:i.ncome aCCOUllt: of thc'cur:r.cIJ.t or futtlre years of ~hClrgc~
whlc~'l. wou.ld 0(;h(;.1'W:i,8C fa.n to bC1TI3.de thercagaJ.nst.i There should be
no comJ.n;'ngling of :t,'ctldJH:d ~~tJ:],il1gs with invested capit.n.l :in excess
of par or otatcd v".lues. '

R~i,:lcipJg_.P...:i! Retained earnings shou.ld reprcl3ent the ctun\l.lativ'~
b<'llance of pcn:iocFc earnings lCEjS dividend distributions in cash, ,prop-

.....el·ty 0)' fJt:ock, plus or minus gains and 10BSCS of such Ina,gnituclc, ~H' I
not to be properly included ,),11. pc:d.oc1:i.c ea;"n:i.ngs.', The ent;":·c arnount
n'l.('l.y be prcrJUm.crl to be ·lU"tl-cl3t:d.ck-:d as to clivldclJd (;Ewtd.,buHonaunlcsB.
restd.cHons aJ:e ;n.c15.cat~~ in Ow financj.al statements 0

J?"·.~~).5..~EJ~:.. r~.:_~ n.cl:a~ncd C<J.l'D}.1JgS may be decreased by t:r.~.l1nf.Cl;s to
i.nvcstod capHal accomits when formal corpo:l.'ate acl.:i.on has, ill fact,

,changed the composItion of th.;: equity cap:i.tal. Acc'l'!mulated dcHcit
aCCotm(;s luay be eliminated agaJllst in.vested c:).p~tal accounts thro'ugh

fO)~)TIal acHon approved by stoclJiOlders, whtch establishes a new hasc
,line of ac.countabi.1ity.

PrJ.nci.ple }3 .. 6. The am.O'lL"lt of. miy l·evn.lua1:ion eredUs should be--- ..~----- ..._---, '.

separal:efy clasfJified in the stockholdcl'!S cqui,ty section:, an.d it \s n.ot
avaHablc fOj~ an.y type ,!f. cha:t:gc except on reversal ot the re~aluation.

~r~!:,~:~.~-!J:l..! DJ.Rclose fltatuR of stock options to en~ployccs or: others
a'nd changes thel'dn during the red-od ox ped-ods covered.

ObicctJV0 C. Accourit for the assets invested in the cnto1'-·
pr~:·~-;bi-;tocl;:holde:l.·f; (thrO"(lgh property cm"l.tr~,buted or 1'0

hd.ned eal'nb),g~l) and c:r.edHol's, in. a me3.ningful n1cmner, BO

that \vJ'l.ell conFJ5.dered wUh the: J::'abilit~.eG and equHy cap;,t<.lJ
oJ. BtockhoJ.d(:J~f.l (:hCl.'e wBl be a fair rresen(at.lon of the
linand.al pos5.Hon of the entcq:>J:;.Re both at . the-: beginning

I .

and end of the pcr.1.od. ·It vhould he .undel'otood Ulat
finandal }JosHi.on or balance' sheet stfi.ten.lents do not
purport to GhoYl CUllOl: prcflep.t values of ?.snets to the
c.ntc:rp:d.se 01" V<J.J.UCS 'wh:i,ch rn;.ght be )~ca1izccl in liquidaO.on.

"

; -
P:r.i.ud.plc C··l. Itc:ms dc.ssH1.e(l as current asscts Ghou1c1 be carded at
;;:;;t-;~;~~~ thr.~;; ire; reasonably expected ..1:0 b~ r.calized. within one yca,r or
wHhin the noxmcd opera\ing cycle of the ·!J,articuh.r bu::{;'n~::w. Cash

1
, '
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.. should Lq sogregated between 1.mrestrictcd and l'est'1:'ictcd Hems, and
the 5.:nclus;.on of the lntter ii1cul'rent assets ·Jnuf.;(; be justifi<'c1 by
thou' 1l.alUl',o. Rece;.vableG should be ~edt1Ced by allpwan.ce nccounts
to cover expected collection or othcl' losses. Rece~va.bles from
officers, employeef!, or a£fiJii1tecl comp3.nies vhould be shovm.
RCi")~l'atc1y.· Invc;mtorics ahould be carried at cost 01' n1arkct,
whichever the lo'wer. Cost con1.prises direct costs; plus factory overhead
coots, and the bas;.fl of deterrninaHon (e.g"., J-lifo, Fi.fo or average)
,should be rotated. Pl"epaid' items should 'be properly chargeable to
futur" periods.

Pr;.ndplc C-2. Fixed assets ahould be carried at cost of acquisition._____...---'_'__ .-.•__0-

or, constrncl7i,on in the hiat.odcal aCCOtluts, un.less· such cost is no
. longer rn.ca~ingful.. Coot of la.nd should Qrd5.u<l..l"ily be shown sep....rcd;eJ.y.
Cost (Jf ·constru.ction ;,ncl'llcJ.es direct coats and overhead cosl:s 5.D.curred,
such as cnglnoedng~. supc1rv1,sion and adrp.;.ni.stratioll, i.nf:el'cst and taxcsJ
~telTlS treated as' fixed assets should have at least one year of
expecl:c::d useful IHe to the, cnte:l'pdse, ancl nOl'1.naJ.J.y the life is con..
sJ.clcrabJ.y "longer~ P)~act:tcablc 'y·al"dst-;.cks 01' criteria. shou.ld be c!Jta.bHGhcd
in. orela:•.'. tha.t, con8ist,ent dist:tnctiolls may' be D1ade between fi>~cd assets,
opcratJJlg' c>~peJ.lscs and ml:dntenance. OrdinarHy,' this r.hould be
ac'compJished by creati.ng, a catalog~ of property units to be incl?ded
in fixed assets, any lesser items to 'be charged to current expense.
HClTlS no lorlger in sel' vi.ce. should be removed by charge to dcp1.'ed.ation
r cr;e:r.vc OJ." expen.se in ol'del' that fixed assets' will represen~,the '.cost

'of. pl'oport:i.es 5.n. se:r.vlcco

P:d,n~J,ple C-3. Appropdate pl'oYision 0),' aliowancc's should be m'ac1e ,
Ir~'''o~;~Tel' to -charge opel'atiollD with the ;.nv~ot1ne!lt in deprcciable 'assets:
()V~): I:he C:f;t5.mated life' thei'eof. The accu.m.phl.ted allowa.ncef), less

')n'opcdy tetlTem.ent~, should be flh0'Yn as a dcducf;~on {roln fixed asscts~
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'.Pl'J,)l,.::;;i.p}r) C-1. Long··te!'minvestment:s in securities ordinarily should__• .'_ ..•.• _ ..J..-- ..__

be cClJ.':r.ied a,t cOf;t. When mal"ket quotation~ arc available, the aggl"C
gate quoted am.otmts should be disclosed. Investments hl affiliates "
should b~ r.cg:;."cg;;,.tcd from other investmcn.to •.

, .
P:r2:.12~~Ll?}!-:....g:·5~ .The cosh; ~~i ;.ntangi~lc ;,tCllll'>, suc~ ao debt c1isc~>tm.t
and c:':PC)l8f;~, pal:c:nts, copyrights, research and deveJoplnenf: (:i.f defer
:rcd) .<~n.~l ~(l()dwD.l f;hould be shown sepc'1.1;a~p.ly. Limitc¥-tcl'm Hem:";
shOl..J.ld be <)),n(l:rtJ,:~(;d aga;'n.fJt car'J.lj,n~s 'OVel" their. eatbnatcd Jives. ,The
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poHc)' in rega.rd to amortizati.on of. unlimHed-tc:r.ln hltangtbles s11o\.tld
be d~,fic1oscd.

" .
" i \.

"!~~·}~r.:~ip.~~g..::_~_ The natul~C and. extent of. hypothecC}.tccl or pledg·cd·'asscf~
. "

r.ho'llld be 611Own. . . "

1.1

Objcco.vc D. Account for. all known liabilities in a mean"
i;;gf"~i-;~:;;-;~~l: in. 01-rler that tl)eir sUl.nm.al"izcHion,
c0l1si.de1'erl {:0BctheT with. the statement ·0£ assets and
cquity i.lJvested by stockh'oldcrs, will f",.irly present the
financial posHion of the enterprise at thc begin.ni,ng
and cnd' of. the period. .

P~i:nciP...:~~, D-l ~ -1\11 Jmown- Uabilit).cu ShOll1d be recorded regardlosfJ of
whether the deHl1ite a;mount is dctel'milmblc. If the arnouuts cannot
be rcaBon.ably app:ro~d,lnateci, the,nature 01 the Heins should be dis
ClOB.cd on the f~ce of thc, Dummary of HLibHitics or by footnote.

Pr;.l),ciplc. D··?. Current HabiHti.eo sholl,ld. ;.llcJ.l.lde Hetns payable wHh
ih-O;;~' -y<:mr -0; at the end of the ,operating business cycle UCCc1;.11 the
cla58in,ca,ti.on of f-\.1rren~ assets. ACC0U11tS' should be shown sep:n-ately
for not r';13 pa.yable to banks, noteD pa.yi?'.ble to others, 'C\.ceounf;s p ...yabl'3
(may include payrolls)" li>ederal illJomc' taxes accrucd~ other ·ace·r.ued
taxes, aCCOUllts, or no~~s payable to .~f£ice:r.s, and accounf:s or noteD

, payable to aHiliatcs •

·'pr?.nd.pl.~])-3~ Long-ternl:' Habilities should be dCBcrihcd and.due
datea and raten of interest shown.

..P l'inc:i.pJ.c D-~ The :nature and extent to :which, specific, liabUities
are a. preferred HGJ). Oil aDEcts should be shown.
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,l2:!.nci:rJ.<:'i D- 5.
det.c:dbe( •

Deferred income, ,should be s~pa1·ately class,ificd and

PrindpJ.e D- 6. ConHngellt Habilit:ies of irnport:ance should be d~scloRed ~

.. '

,Objective E. 'Financial l,tatemento nhould cOluply wHh
"the-;:ppli'Cablc repol·tingstandarrls included h"l gCllcrally
accepted audi.ting standards. Reprirti.n,.g to· inve.stors
chould be performer!, Ol~ an cnti.tybasis'.
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!:?EJ~'.?~}.r!~J:-~ Generally accepted rcp~>l~ting atandat,c1s' appHcable to
fin,'udal ct?tem,ents arc s~t';£oJ:th in, Chapters "7, 8,; 9 &l'id 11' o!'
S{'~ tcnlcilts on AucHtillgProccdure N9 33, which arc incorpOl:ated in this.
Inv(;ntoryo

I
!.?!:!'.!~<:'}J)J:.(~,.1:?~~ Whero theie is a pal'ent company and one or more
f3ubwi.c1i;:l.:d.CEI, there is a plofHmmption. that consolidated sta.tements are
1110)'C Incan:~ngful than vera.;rat:e, statemellt~

Pdnc::.plc )!~-3. 'fhe Cl.Ccoul1ta of. c()noolirlated fJubsid;.aric9 or divisions.--'--- ..-..:.-__._...._----
0pol'£d:i:tlg hl foreign. cou:ntr;.es VhO\lld be translated into dallal's at the
appl'opd.af;.~ l'a tcs of, exchcmgc.

, "rlPdndplc )::;-1. Where t·w'O or more previously independent entities
~cJ.'g~'~;··_·~'t:h·~·'.·w;,r;ccombine f.n such a manner as to constitute a, !
poo1:\ng of tnte:t"eGl:s, the new entity inherits the baaeD of, accountabilil)'j
of the conGtit'l'lent entHic9 0" \
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FINAME - INCOME STATEMENTS FOR 1965 - 1970

(Amounts in Brazilian Cruzeiros Thousands)

R:tVENUES 1965 . ·1966 1957 1965 1969 1970

The. Annex fullowing this· one shows' fha income statements for 19-68 thru 19-'0 in more
detail~ .

NOTE: The above figures are those given iil the entity's statements conve4'ted to the 1970 price
le~el for comparability.

1. Long-term loans
2. Short-t.erm loans
3. Comraitmant fees
4. Miscellaneous

Total R evenUBS
" ..- ;

EXPENSES

"5. Financial
. 6.· Administrativ.e
'7. Other

Total Expenses-

Net Inc-ome

--_._-----

1 155 10 996 14 757 20 413 31 190 37 256
60 4 t193 5 937 4 094 3 900

'76 430 1 710 2 970 . 3 133 3 094
3· 2 5 2 19 104

•
1234· . 11 488 20 965 29 322 38 436 44 354

•

."

3 431 5 640 9 838 11 343
175 -830 1 450 1 342 1 281 1 306

82 439 • 96 2 343

175_ 83('- 4 963. 7421 11 215 14 992
\

1059 10 658.. 16 002 21 901 27221 29 362

." ...",.,.'

- ~.--' .....~.-
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FL'l'AME - INCOME STATEMENTS FOR 1968 - 1970

(In Brazilian Cruzeiros Thousands)

REVENUES 1968 1969 1970

1- Long-term loans

Local equipnieht-mterest 19 204 27 989 32 313
Imported equipment - interest 1 200 2 873 3 256
Other 9 328 1 487•._--

Subtotal 20 413 31 190 37 256
2. Short-term loans 5937 4 094 3-900
3. Commitment Fees 2 970 3 133 3 094
4. Miscellaneous 2 19 104

.... .:
29'322· 38 436 44 ~354Total Revenues

•
EXPENSES

5. Financial - interest· ...
5 640- 9~83S " 11 343

6. Administrative

Personnel 80L • 805 861
Other Administrative 541 476 445

Subtotal 1 342 1 281 1 306

7. Other 439 96 2 343

Total Expenses 7421 11 215 14992

Net Income 21 901 27 221 29 362

NOTE: The a.bov:~ amo~ts are the original }igl1~esconve;ted-to the 1970 _av~ragep_:,ice"level~
.~ '.
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FINAME EXTERNAL SOURCES OF FUNDS 1965 - 1970

(Amounts in Brazilian Cruzeiros Thousmlds)·

SOURCES

BNDE:

Capital Advance
Other Advances

CENTRAL BANK:

AID Program Loa~/2 Step
GECRl --

1965-

-117 660

1966

46000

93 150

1967

24 165

1968"

86 4<>0

5 760
.......9 541

1969

84-600

28 800
5.390

1970

71-169

1~. 000
~: 406

Total External Funas
.,

117 660
•

13.9 150

_.

INTERNAL :FUNDS GENERA.TED FROM OPERATIONS ESTIMATED AT:

NOTE: The above· figures are the original amounts adjusted to the 1970 average price ievel.

._....~
, ~ ..

Net Income
Principal Repayments

Total Estimated Internal. Funds

1 059

1 059

10 658
18 790

29 448

1600Z
72 260

88 262

21 901
92 320

114 221

2722l
136 900

-164 121

29362
180 590

20<)952

n....&<
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FINAME - Financial Position 1-968-1969

no\.\ntll in :arazil~.tm Cruzetros Thoulfands)

CURRENT ASSETS

'19G3 1969

-.. -

.
19;0

eaeh ~~
-""-

Short-term loans receivable
Other rec'etvables'
Other current assets

.TOTAL CURRENT ASSETS

LESS
CURREN.T LIABILITIES

. '
. ~'3' ,"

Accounts .payable .
Central Bank charges payable
BNDE charges p;ly.able

. Short'"' te I'm loans
Qther current UabtHUes
TOTAL CURRENT LIABILITIES

"

NET WORKING CAPiTAL

....

. --: .1 679 4892 1 553
16 S02 22.432 33 472
10204 14 005 13 609

·4 543 452
286S9 41 siZ 49086

I. ,

..
, .

.8338 ·13 883 13 5~8

1 123 1169 202 :' • ..- .

11 590 7 638'
12960 •

23 68 28
34·034 -'-Z 758 13 758

(5 3.45) 19 114 35 328

.PLUS
. NON CURRENT'ASSETS

Loeal Equ~pmentLoans
Imported Eq~t~pmentLoano

. Agric:ultural LO'ans
Advances on Loans·
Ftxed Assets (Net)
Tvtal Non. Current Aa8eto

. ,

328 843
43 076

8 398
22 298

141
-40-2"'75-;;--

- r-

423 705
75 036
12 157
4 326

ge
~5~15=--~32'O -

,, '-=-------

..

474 598
76345
16 698

1 033
69

568 743.-

..:: ." .....
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--
1968 1969' 1970-

LESS
LONG TERM' LIABILITtE"S

Long Term Loans 280 411 .389 825 502 906
Other Non current Lf.abU!ties 46 U:9 58 453
Total Long Term LiabUttte,B 3R 680 448 278 --502 906

EQUALS ,

NET WORTH .
. "··i" ..

.'~_ . .3'

Capital Advance
Reserves
Retained Earn{ngs
Total Net Worth

OTE:

Ortgtllal amounts adjusted to -1970 prtce level.

. '. : .

_._.,..----------~_..........------.:.:.......-_.~

- 28800

. 41 931
70 731·

"===:;;:====
: ....

. "
. ~ .'.- :-:

---_':"-~

24 000
542

61 614
86 156 ~-

---------------------
•

.....

20 000
452

80712
101 164 ... ~
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CAIXA ECONOMICA FEDERAL

(.
r

... -

INCOME STATEMENT FOR SIX MONTHS ENDED 11./31/70

(Amounts in Cr$ thousand.)

FEDERAL lDlTER Y:

Income 88 203
Less Expenses (41 269) 46934

FEDERAL SPORT LOTTERY:

Income ,101. 578
Less Expenses j 56 586) 45 992

Interest Earned 116 263
Monetary Correction 51 241
Other Income 105 661

less' ..

Interest Expense ( 39 883)
':.

Monetary Correction ( 43 105)
Perso~el Expen.e (101. 315) .,:

All Other Expen.es j 33 41.0) 54 441.

Net Income 147 368
" '

•

~ , '

. .. • t' •



ANNEX VIII Page 7 of 7
Exhibit F Page 1 of 1

CAIXA ECONOMICA FEDERAL

BALANCE SHEET AS ON DECEMBER 31, 1970

(Amounts in Cr$ thou.ands)

ASSETS

•

Ca.h
Loans

Hou.ing
Mortgage.
Per.onal
Consumer Good.
All Other

Advances to Branche.
Marketable Securities
Other Current Assets

Fixed Auets (net)
Deferred Charges

LIABILITIES

1 735 9ZZ
480 017
556843
11 7 910
ZZI 789

l6Z 753

3 III 481
736 lOl
450 534
418 290

4 980 l59
317 102

9880
5 317 241

Deposits
Savings Account.
Checking Accounts
Time Deposits
Govermnental Depo.its
All Other

Branches - Current Account
BNH R efinanclng
Accounts Payable
Federal Lottery - Current Account
Deferred Credits
Other Liabilities

Special Funds
FNDE
FNS
FEAE
LBA
CND
MEC
All Other

Total Liabilities

NET WORTH

I 189 196
885 399

73 598
177 672

40 706 2 366 571

476 783
431 189
119 293
118 656
280 127
409 936 1 835 984

1 541
3 852

385
40 931
30 699
30 699
14 128 IlZ 235

4 324 790

Capital Stock
Reserve for Capital Increase
Other R eaerves
Retained Earnings

353 000
522 718
66387
50 346 99Z 451

5317241




