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DEPARTMENT OF STATE
AGENCY FOR INTERNATIONAL DEVELOPMENT
Washington, D.C. 20523

UNCLASSIFIED
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June 10, 1971

MEMORANDUM FOR THE DEVELOFMENT LOAN COMMITTEE
SUBJECT: Brazil - Capital Markets Development Fund

Attached for your review are the recommendations for
authorization of a loan in an amount not to exceed $15,000,000
to the Banco Central do Brasil to finance the dollar and local
currency costs of carrying out the Borrower's program to assist
long-term private sector financing through the development of
Brazil's Capital Market institutions and instruments.

This loan proposal is scheduled for consideration by
the Development Loan Staff Committee at a meeting on Wednesday,
June 16, 1971,

-~

Rachel R. Agee
Secretary
Developrnent Loan Committee

Attachments:
Summary and Recommendations
Project Analysis
ANNEXES I~VIIT
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BRAZIL: CAPITAL MARKET DEVELOPMENT Funp “une 10, 1971

SUMMARY AND RECOMMENDATIONS

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

2. AMOUNT OF LOAN:

Not to exceed $15. O-million, with a 40-year repayment schedule
including a 10-year grace period, at 2% during the grace period
and 3% 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. PURPOSE:

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 development of Brazil's Capital Market
instruments and institutions.

k, OBJECTIVES:

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

CRUZEIRO-DOLLAR CONVERSION TABLE

(Weighted average annual exchange rates)

1964 C NCr$ 1.067/$
1965 NCr$ 1.908/$
1966 NCr$ 2.200/$
1967 \ NCr$ 2.658/$
1968 - Ner$ 3.39 /%
1969 _‘ NCer$ 4.08 /$
1970 cr$ b.67 /$
1971 (Jan. 1-May 3) cr$ 5.11 /$

Source: Getulio Vargas Foundation, Conjuntyra Economica
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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.

DESCRIPTION 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 FUMCAP
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 program FUMCAR will provide reasonably priced
credits to investment banks to assist them in financing the "firm
offer" underwriting L or long-term indugtrial bonds and shares, so
as to enable Brazilian Corporations to finance thelr 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 FUMCAP credits but
only up to the level of the "offering price". Such credits should
have the effect of offsetting speculative trading activities during .
the placement of new issue and.shortly after. Lastly, FUMCAP 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, tovbe admlnistered by the Capital Markets

Division (GEMEC) of the Central Bank, will apply to the corporate
issues financed through FUMCAP. Such regulations will require
improveddisclosure on the part of issuing companies and establish
certain controls over the distribution and trading of the securities,
thus providing increased protection to the. buying public. The GOB
will also adopt the necessary financiel and regulatory incentives
to assure an individusl, as well as an institutional market for such
issues. '

v
P
L]

1/ "Firm Offer" underwriting entails the purchase by an underwriter
at sight and at an agreed upon price of a firm's securities, and
the assumption of the risk of public placement of such securities
by the underwriter.

UNCLASSIFIED
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6. FINANCIAL PLAN:

The total cost of the proposed FUMCAP program is equivalent of o
$60 million. This includes the $50 million Fund for Capital Market
Development (FUMCAP) which will be capitalized 50% by the GOB ‘
($12.5 million from the BNDE and $12.5 from the National Savings
Bank) and 50% by the AID and World Bank loans. In addition it
includes an allocation of the equivalent of $7.5 million from the
"twoistep principal” funds, for "price stabilization" and Y iquidity"
credits, in support of the FUMCAP operations. Finally, it includes.
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
will be disbursed in cruzeiros. The resulting financial plan is as

follows:
FINANCIAL PLAN
(In Millions of US$)
SOURCES
GOB Total
2-step Principal
USES AID IBRD Agents ' '
Underwriting Credits 12.5 12.5 25,0 . ' 50.0

Price., Stabilization

and Iiquidity Credits 745 7.5
Technical Assistance 2.5 25
15.0 12, T 25.0 - 60.0

T. OTHER SOURCES OF FUNDS:

With the exception of the IBRD, which has a loan of US$l2.5 million .
under consideration,no other international lending agencies have
expressed an interest in this project. ‘Due to the nature of this
project, no other US or free world financing is believed to be
.available for this project.

8. STATUTORY CRITERIA:

A1l statutory criteria have been met., See Annex III.

9. VIEWS OF COUNTRY TEAM:

One of the four "Great Priorities" listed in the GOB's Triannual ¥Flan
is the strengthening of the Competitive Fower of the Nation's Industry”.

1/ "Metas e Bases para a Agao do Governo", September 1970.

The other three "Great Priorities" were (1) Biucation and Health
(2) Agriculture and (3) Science and Technology

Y
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The ‘Han 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". '

The Country Team feels that the FUMCAP 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. The development of an efficlent Capital
Market will also allow the public to participate increasingly in
a growing industrisl sector. Such participation should in turn

- have the positive effect of improving corporate management and

widening public acceptance of private enterprise.

The proposed FUMCAP program is considered timely and opportune.

The GOB has, since 1964, indicated a strong interest in develcping -
the capital market as a means of stimilatirgindustrial growth. It
has adopted a number of fiscal and regulatory measures and brought
about several institutional reforms in recent years, in pursult 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 loglcal sequel to AID's previous .
asgisbanic through Brazil's intermediate credit institutions, which
provided substantial sums of medium and long-term credit to Brazilian
industry.

TOAN ADMINISTRATION:

With respect to the portion of the loan ($12.5 million) reserved for
FUMCAP, AID will reimburse the Central Bank for disbursements made by
the BNDE and the Ceixa Economica in accordance with the program criteria.
The Mission will also consider direct disbursements to the Central Bank

rather than the reimbursement approach if the Central Bank so requests. AID ‘

disbursements to the Central Pank will be made on a. pari passu basis
with the GOB contributions and, if possible, on a matching basis with.
the IBED. The disbursement procedures applicable to the portion of.
the loan reserved for technical assistance will be worked out after
the program is negotilated in detail, and before loan funds are
expended for this purpose.

RECOMMENDATIONS:

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

UNCLASSIFIED
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Justified, it is recommended that & loan to the Central Bank of
Brazil in an amount not to exceed $15 million be suthorized subject
to the following terms and conditions:"

a. Interest and _Eygent Terms

The Borrower shall repay the loan to AID in U.S. dollars vithin .
" forty (40) years from the first disbursement under the loan, including
a grace period of not to exceed ten (10) years. The Borrower shall
pay to A.I.D. in U,8. dollars on the disbursed balance of the loan
interest of two (2) percent per annum during the grace period and three
(3) percent per anmm thereafter.

b, Other Terms and Conditions

(1) Prior to the execution of the loan: .

(a) Borrower and AID to agree on a time-pbased‘ impl ementation
plan for technical assistance ’ to be included in the Pro.ject Description
of the Loan Agreement.

(b) If the International Bank for Reconstruction and Develotment
has not executed an agreement with the Borrower, satisfactory to AID
prior to the date when AID and Borrower are prepared to execute a Loen
Agreement, said Loan Agreelment not to be executed without the prior -
vritten approval of the Deputy United Stutes Coordinator of the Alliance
for Progress.

(11) Prior to dis’bursenent to the Capital Market Developnent Fund,
Borrower shall: _

(a) Provide evidence of the establishment of FUMCAP purauant to
8 decree signed by the President, .

(b) Submit a completed Opera.tiona.l Manual for RHCAP, sa.tiafb.ctory
to A I.D.

(c) Provide & time-phased operational plan for the implanenta.tion
of the FUMCAP program, together with evidence of the administrative and
technical capability of the divisions in each of the executing a.gencies to
perform its assigned functions, satisfactory to A.I.D. ‘

(c) Develop (a) a 11st of regulatory measures, including a minimum
set of accounting principles and auditing standards, adequate rules relating
to bona fide distributions, and appropriate requirements of disclosure, and
(b) & time-phased plan for further study of additional regulations needed
for the development of a sound capital mrket in Brazil, said list and pla.n
to be approved by A.I.D. ‘

(111) Prior to diabm-se-ent for Technical Assistance Progrem ;
Borrower to mnuah a detailed time-phased implementation plan for
the execution of the technical assistance portion of the loan. Such
plan to include (a) s plan for the overall sdministration and :

-
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coordination of the program; (b) a descn'iption of each major °
element 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
capability of such agency or entity to carry out its responsi-
bilities and function under the program, and (e) a financial
plan, showing breakdown by dollar and local currency costs.

Capital Assistance Committee

Chairman ‘Donald Pearson, CDLS .
Economists K.Fedor, J.Braga, N.Silva, PREP
Financial Analysts T.McMahon, A.Mulholland, CONT
legal Advisor E.Seiff, IGS
Advisors ' J.King, L.Fish, B.Meca, CDLS
Project Coordinator ‘ APPROVED:
' G. Reginald Van Raalte . Dwight B. Johnson, Asst. Director
Dep. Assistant Director for — - , for Capital Development & Ind.
Capital Development & Industry William A. ml:ls, Director of

Mission

[
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SECTION I: NATURE OF THE FROJECT

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 Govermnment of Brazil (COB) in
establishing a revolving Capital Market Development Fund
within the Central Bank of Brazil. The Fund (hereafter called FUMCAP)
will have an initial cruzeiro capitel 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. The "firmm 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 issulng firmm 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 Centrsl Bank's FUMCAP office will (1) provide
the administration and coordination for the project, (2) make policy recom-
mendations to the Director of the Capital Market Division, (3) provide liaison
with the lending agencies, (L) during an initial period to be agreed upon,
review all financing operdtions proposed for FUMCAP financing, and (5) provide
asslistance and guidance to underwriters desiring to utilize FUMCAP lines of
credit. ‘

R e -
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The GOB contribution to FUMCAP will be provided by the Special
Agency for Industrial Financing of the National Development Bank (F]]‘IAME) .
end by the National Savings Bank (Caixa Fconomica). These two entities
will function as the Principal Agents for the repassing of FUMCAP funds
from 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 WUMCAP assistance and for reviewing

the underwriting proposal against the operational criteria established for
the program. . c

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 Manual, which now
exists in draft only, and which will be completed before loan funds are
disbursed. (A summary of these criteria appears in Section I, A.3, below).

Step~by-Step Description

"FTRM OFFER" UNDERWRITING CREDITS

CENTRAL
BANK
Credit J' !
|

Repayment of _
Repass Credits Advanced
PRINCIPAL
AGENTS
Loan Repayment of
| Loan
| : PRIMARY MARKEI'IV ‘
Payment for Securities o
L — — — — _ _ _| = Institutions
INVESTMENT Public
' . BANK Offering 94 C
et an——— L e o e —_—-
' T sale of Securities | - individuale
' .. M | . .‘.
Firm Offer | ' o
Underwriting )
Purchase of | Sale of '/
Securities ‘ | Securities -
RIRM




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 qualifying Brazilian firm, desiring to place its corporate
securities with the public, seeks the assistance of an eligible investment
bank. l/ The investment bank evaluates market conditions for the securities,
and the value of the firm's shares (or the ability of the firm to safely meet
its debt service obligations, in the case of bonds) before agreeing to a
preliminary contract for the "firm offer" underwriting of the client's
securities. Once a preliminary contract is agreed to by the investment
bank and its client, the ivestment bank assists the firm with the filing of
a registration at the Central Bank.

(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 terms &s presently proposed the loan can be for.up to
2k months, at an annual cost of 6% plus monetary correction for the first
18 months, increasing by 1% per annum every month thereafter. The invest-
ment bank can borrow up to T0% of the underwriting, financing the remainder

from its own or other sources. The application, together with the preliminary

contract between itself an#l the issuing firm and a copy of the prospectus
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 Central Bank. Essentially, the
FUMCAP staff at the Central Bank will review the registration documents, in
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 qpalifications
of the investment bank and the results and practices assoclated with any.
previous underwriting the investment bank has led or partlcipated inu

(4) Upon approval of the proposed operation by the Central Bank
FUMCAP will release funds to 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 invéstment bank, the under-

writing contract. between it and the issuing firm i1s finalized. The .. ... - .

underwriter purchases its client's securities on a "firm offer" basis, ‘
charging a subscription and placement fee for this service, and acceptlng
the risk of placing the securities with the public.

_/ The eligibility of the issuing firm and investment bank will be
determined in accordance with the criteria set forth in Section I,
A.3.



The procedure for the release of "price stabilization" credits ]
. (for shares) and the "liquidity credits" (for bonds) is essentially the 3

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

Rationale for FUMCAP Credits

The essential 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 underwiite 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 1/ 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.

(1) The Investment Bank

The investment bank is a relative newcomer on the capital
market scene. Until recently, it has been engaged principally in the
profitable business of gulranteeing the short term.promissory notes of
Brazilian industry. These bromissory 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" underwriting,
whereby the risk of public placement is assumed by the lssuing firm, the
latter has no certainty as to the price it will receive for its shates. !
In the case of long-term debt financing, Brazil's investment banks have not,
in recent years, underwritten corporate debentures. As a result of their

practices and 1imited activities Brazil's Investment. Banks have not performed -

their important role of a&vising Brazilian industry in the area of financiql
management . ) ‘ %,

1/ See Section II, B.



Under the FUMCAP program, the investment bank will be '
provided with financial incentives to engage in underwriting corporate
- debt and equity securities at terms attractive to the Brazilian fimm.
The provision of reasonably priced FUMCAP credits will lower the risk
for the investment bank to underwrite a firm's securities at s fair price
and on & "firm 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 falr price to the issuing
firm, l/ In addition, the investment bank will be in a better position
to effectuate a wider distribution and placement, which is in the interest
of the investor in that it provides better secondary market liquidity fbr .
his securities.

The FUMCAP "Price Stabilization" eredits will be limited to
support the price of shares Yuring placement 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 degree
of public confidence and liquidity in order to compete with other short-term
financial instruments currently being offered to the public. Thus, in order
to create an active secondary market for corporate debentures in Brazil,
FUMCAP will permit traders in such instruments (which may include brokerage
houseg) to draw on FUMCAP for "liquidity" credits. o

These credits should also represent a stabilizing factor in
- terms of supporting the face value of the instrument during the placement
‘period. While price fluctustions should occur only within a relatively
narrow range, in the case of fixed yield securities g/ the fact that the
debenture is & relatively new instrument increases the risk for the invest~
ment banks which agree.to & "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 40%. 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 fimm in order to Jjustify the real, plus opportunity
cost of financing the underwriting.

g/ Assuming the issuing firm remains financially sound, debenture pricee
should fluctuate only in sccordance with changes in the prevailing
interest rate.



(2) The Fimm : _ ¢
The Brazilian firm, in recent years, has had to depend almost

exclusively on its retained’ earnings and reserves for depreciation to ’
finance its growth. Financing from sources external to the firm, when:
available, is both short-term and expensive.  While Brazil's 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 mansgerial talent in corporate finance end financial
anelysis to be aware of this potential, and to negotiate effectively with :
the investment banks. The FUMCAP program will provide an important ' S
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 training component which would '
emphasize the areas of accounting, corporate finance and financial
analysis. See Section I, A.h, Finally, the increased availability of long-

term financing at reasonable rates of interest will provide Brazilian firms

with increased opportunities to engage in capital projects with extended
gestation pericds. This is particé%grly relgvant ?n ﬂrazil at this time

because the Brazilian i
oo ast cane T2z economy can no longer grow by a higher utilizatiqn of

The availability of FUMCAP financing will also enable an increased
number of investment banks to enter the field of "underwriting". As a result,
corporate clients will be in a position to request competitive bidding from

various banks. In additiop to stimulgting the investment bank to Undeﬁwrite‘
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 ° ,

ublic, the investment banks can, with FUMCAP credits, offer to underwrite for
ghe Tifm an optimal mix of its léng-term debentures and sheres. The leveraging

of a finnfs equity with reasonably priced long-term debt should lower the cogt
of an equity placement for the firm, or stated differently, it should increage
the return on the firm's equity capital. ?

L

By providing the financial incentives necessary for a firm %,
to agree to open~-up its capital to public participation, the FUMCAP
program should have a positive effect on corporate management practices
in Brazil. Fims underwritten with FUMCAP credits will have to provide
periodic and independently audited financial statements to their shareholders,
which should substantially improve the financial management of Brazilian
firms. The feasibility study undertasken by the underwriter to value a
fimm's shares and determine its future financial needs should also prove
to be an important and useful reference point for the corporation'sn ‘
management in planning for and directing the firm's continued expansion.

(3) The Investor

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

{



improve the practices of investment banks and the quality of the
securities they underwrite. This result is expected to follow
naturally from the "firm offer" underwriting concept, since it is
in the interest of the investment bank to minimize i1ts risk by
carefully analyzing the real value of the securities 1t 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 Incentives to the underwriters to widely distribute newly
issued securities. Both the "firm offer" underwriting concept and .
availability of'price stabilization" and "liquidity" credits should -
improve the secondary market liquidity for securities underwritten
with FUMCAP funds.

The Govermment of Brazil, in its efforts to create an . :
institutional market for Capital Market securities, has encouraged the
development of mutual funds and recently liberalized the legislation
permitting commercial banks and insurance companies to hold a part of .
their compulsory and technical reserves respectively in corporate o
securities. These official measures should improve the prospects for
an active primary and secondary market for newly issued securities and-
also bring into the market & group of knowledgeable institutional
investors who are traditionally discriminating in their purchases of
securities.

The individual investor likewise should become more dis- -
criminating, as & result of the FUMCAP program. In the first place, -
the program calls for additional disclosure and regulations relating
to underwriting practices ;/, which will increase the availability of
sccurate information on different issues. Secondly, the program is :
expected to broaden the base of Brazil's securities market, by increasing
the number new issues placed on the market. _/ This effect, in turn,
should have a stabilizing 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.

1/ See Regulatory Analysis, Section II, C

2/ See Financial Analysis, Section II, D
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e Limits on A.‘LD. Financing

The AeI.Ds loan of $15 million consists of $12,5 million for
underwriting credits and $2,5 million for technical assistances The
loan is supplemented by an allocation of $7.5 million for price "
support and market stabilization credits, as described in the previous
section, from two-step principal funds 1/, The portion of the loan.
reserved for underwriting credits will be disbursed entirely in k
cruzeiros, The technical assistance program described below in Section ) U
A.5, 1is expected to be a dollar cost program almost entirely, except for
incidental cruzeiro costs.

The A.I.D. loan for underwriter credits ($12.5 million)
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 million (cruzeiro equivalent) contribution from
the GOB, derived from the Social Integration Plan Fund (PIS) of the
National Savings Bank (Caixa) and from the BNDE. The financial capacity
of these organizations to provide the matching funds 1s discussed in
Section II, Dv2. . -

The financial plan, accordingly is as follows:

TABLE : FINANCIAL PLAN
in millions of US

~ BOURCES
AID IERD . GOB Total ¢
2-8tep(1l) Principel - :
Agents '
Underwriting Credits 12.5 12.5 25.0 5000
Price Support and
Liquidity Credits) e 5 Te 5
Technical Assistance 2.5 2.5
) 15.0 12,5 Te5 25,0 60,0

1/ 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 GOB, 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$9. 3 million.

2/ The terms applicable to the funds repassed by the Central Bank to the
Principal Agents, and the financing procedures to be followed in extending
loans to underwriters and utilizing repayments and earnings are treated in
Section IILLof this paper.



3. Operating Criteria

Dr. Ernane Galvéas, President of the Central Bank
of Brazil, organized a Work Group 1/ to draft an operational
manual for the FUMCAP Program (hereafter called "Operational
Manual"” or simply "Manual") in July of 1970. At the end of
March 1971, the first complete draft of the Operation Manual
was sent to AID and the World Bank for their review and
comments . . The Manual is still under review and a number
of suggested alterations are now being prepared for discussions
by the FUMCAP Work Groups The GOB has indicated that it will
seek AID and IBRD approval of the Manual before submitting it
to the Monetary Council which also has to approve ite The loan
agreement will provide for the submission of a complete Manual
as & condition precedent to disbursement,

The Manual, as it now stands, incorporates among
others the following documents, in a.ddition to pertinent legis-
lation and appendicesd .

8. Proposed Presidential Decree establishing FUMCAP,

b.  Central Bank Regulations for FUMCAP (summarized
below )o

ce  Investment Bank's Application to Principal Agents

de Form Contract between Investment Bank and
Issuing Rirm,

e. Criteria for Audits of Investment Bankse

f. Prospectus for Use of Issuing Firm (see
Annex VII, Exhibit B,

g  Form Report by Principal Agent and Central Bank,

The principal crlteria, as they appear in

the proposed Central Bank regulations are summarized
in this section,

i] This Work Group was composed of one representative
of the "Caixa Economica", one representative of the

BNDE, two representatives from the Central Bank,

one representative from the Finance:Ministry, one .

representative from AID and initially two represen-

taetives from the World Bank.
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L Elijibﬂitx Requirements

(L) Firms

To have their securities underwritten
with FUMCAP credits firms will have to meet the following eli-
gibility criteria:

(a) Type - only national 1/ tirms,
registered in Brazil as corporations or public/private cor-
poration ("economia mixta").

(b) Minimum Capital Requirement -'a
minimum of Cr$2,5 million or approximately US$500,000.

. (¢) Minimum Profitability - 10%
return on capital,

(4) External Auditing Requirement for
the Firm - already have contracted or be prepared to contract an
independent audit for at least five years. 2/

(ii) Investment Banks

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 Bank (BNDE) and the Federal Savings *
Bank (Caixa Economica)., To qualify as Financial Agents
of FUMCAP investment banks will also have to meet the o
following criteria:

(a) Minimum Capital Requiremknt -
Cr$1l5 million or approximately $3 million, whfoh {s. the
newmnimum capital requirement being established for :
investment banks licensed to operate in all the states andl
terrltorles of Brazil, )

cof 2o =¥

1/ TNational Firms - this definition includes foreign firms
registered in Brazll, - , .

2/ This requirement shduld be changed in favor of a
requirement to have independent audits performed
annually, without requiring a contract to be executed.
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(b) Minimum Underwriting Experience = The experience .
of underwriting two placements of securities in the secondary market,
as & leader oQa co-leader of an underwriting consortium,

(¢) To have the technical capability to analyze projects -

(criteria for this determination have not been established as yet).

(1i1) Operational Criteris

(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 million (gS$1L million). A line of credit requested by a
Financial Agent ifl excess of Cr$5 million would have to be revised and
a.pprovid/. by both the Principal Agent and the FUMCAP staff at the Central
Bank. 1

2. "Firm Offer” Underwriting Credits will be pro=-
viged 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 failure to meet eligibility or
other criteria of the Program. ‘

3. Lines of credit granted to the investment bank to
finance a "firm offer" underwriting of a firm! 8 securities will not exceed
T0% of the value of the underwriting.

L, If the line of credit is made avallable to finance
the "firm offer” underwriting of shares an annual interest of 6% 2/ will be
charged for the first 18 months and starting on the 19th month the rate
will be increased every month by 1% per annum until the maximum term of -

24 months is reached. In addition, the investment bank will be charged
1% 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 plus the monetary
correction applicable to the bond. This line of credit can be extended
for a period equal to the life of the debenture ;/ which must have a
minimm term of 3 years.

1/ The proposed "free limit" of Cr$5 million is to be removed. The.
Central Bank has agreed to review all underwriting proposals ‘
regardless of size, at least during an initial period to be agreed
upon (probably one year). |

2/ Plus monetary correction tied to the index for Treasury Bills (ORTNB)

Some. 1imitation on the term of such credits should be imposed in order
to provide an incentive for placement.

IINCTASSTFTED
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6 The investment bank that
has financed a "firm offer" underwriting of & firm's shares
with FUMCAP credits, can also draw on FUMCAP for "price

stabilization" credits in an amount not to exceed 15% of b
the value of the overall issue,

7o "Price stabilizatio'credits . -
can only be applied in support of the offering price of issues '
financed with FUMCAP:credits. The cost of these credits are

8till under study and to be determined by the Central Bank of
Brazil,

8. "Tiguidic, "eredits will also
be made available to investment banks 1/ unaer wne FUMCAP
Program, These credits will be used to create a gecondary
market for debentures underwritten with FUMCAP credits, The
cost of this line of credit, at any given time, will be equal
to the market rate of interest plus monetary correction. These
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
FUMCAP will limit the repass of credits for the "firm offer"
underwriting of any single firm's securities to 1.0% of the
overall value of the FUMCAP fund.

2, The Principal Agent ma.y at its
opt:n.on guaranty debentures underwritten with FUMCAP credits.
This guaranty would be for the repayment of the debenture?s
monetarily corrected face value at maturity., The charge for this
guaranty will be determined by the Principal Agent.

be Reporting Criteria g/

(1) Between the Investment Bank and the Firm

(&) A form contract will be developed :
between the investment bank and the issuing firm, stating the amount
that the investmentiank is willing to pay for the firm's securities -
and the types of securities that would be issued by the firm, A copy
of this contract must be sent to the Principal Agent.

1/ At a later date qualified or brbkerage houses ("corretoras") ‘
might be allowed to participate in this part of the FUMCAP Program.

2/ The documents that will be used for reporting purposes, with
some exceptions, are still being prepared by the FUMCAP 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
Prospectus is attached as Annex VII, Exhibit B.

(i1) Between the Tnvestment Bank and the Principal Agent -
The investment bank redquesting 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 1/, 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 firm's securities g/

(b) A copy 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 thetentative contract between the investment
bank and the firm. .

(d) Before funds are released to the investment 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 funds
by the Principal Agent, to support trading or price stabilization activities,
contracts relating to the amount of these credits, thelr use, interest rates:
charged and the terms of repayment will have to be signed between the invest=-
ment beank 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 of 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.

1/ Resolution 88 requires & detalled financial analysis of the firm and
: a description of the securities being issued, as well as the terms and
financial characteristics of these securities.

g/ A more detailed outline of what will be required 1s contained in the
draft Operational Manual.

UNCLASSIFIED
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(6) a bfakdown of the credits used in financing the underwriting:
between the applicatign of funds accruing from foreign loans, those

originating from the Yesources of the Central Bank, the Principal
Agents and the investment banks.

) Price stabilization or trading operations financed '
with FUMCAP credits will have to be reported to the FUMCAP staff at
the Central Bank in accordance with the outline set forth in Amnnex IX
in the Operational Manual. Essentially this document will show:
(1) the amount of the credit; (2) the name of the investment bank
employing the credit; (3) the value of the entire issue; (4) the type
of security; (5) the amounts of the issue bought; (6) the amounts of
the issue sold; (7) profits from the operations.

(c) The Central Bank will review for approval
rejection the Prospectus of the firm being underwritten. The Prcspectus
will . be: forward-d to Lhe Central. Bank bty the Principal Agent.

(iv) Between: the Central Bank and USAID

(a) All information received by the Central Bank regarding‘
FUMCAP will be avallable for review by USAID.

(b) Semiannual statements will be sent to USAID rega.rding :
the applica'b:lon 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 identify 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 will 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 1/.

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 speecific 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, thal, the requisite expertise cannot
Te found and mobilized internally within & 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 FUMCAP program, as &
condition precedent to loan disbursements, and to offer any technical
assistance under the loan which may be requlred to develop the requisite
expertise,

In this context, it is expected that a substantial TA
program will be negotiated with the GOB, considering (1) that both the
public and private sectors have eagerly sought such assistance in the
past (see Section I, B, 1) and (2) discussions during 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 analysts and corporate finance expertise.

;/ The analysis 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 numerous
interviews with public officials and private sector representatives
during several weeks. It took into the account the specific requirements
of the FUMCAP program but was not limited to such needs. The team was
composed of Mr. Lyell Ritchie (Porter International), Mr. John Fowler

(International Executive Services Corp.) and Dr. Walter Krause (Univ. of.
Towa).

-
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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 may

be called on to review financiasl statements are handicapped in terms
of the value that can be derived from them.

These problems are likely to worsen as the existing s '
institutional structure of the capital market expands. Until recently, o t
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 v ez
affiliated with the largest financial groups, are moving in that direction. . _“-
Some of the larger brokerage firms are in the process of establishing f [
research departments with a view toward becoming more involved in under- - -_:'
writings. Commercial banks are becoming directly and indirectly involved Pl
in the field, by affiliating with investment banks a.nd/ or brokerage firms,
by their involvement in fund management and by the very recent —e7tablish-
ment of portfolio management as a financial community service. 1 .

The implications for the proposed FUMCAP program is that | A
industry is presently at a disadvantage during the negotiation of an D '
underwriting. This is in part due to the tradition of valuing a company:
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 AN
of the underwriter practices identified earlier, including the practices . MR

of pricing an initial issue well below the level it will be selling for =
only a short time later. ‘ '

These conditions suggest that the critical needs for the - . -‘.'-,I
long-term development of the Capital Markets in Brazil are: (a) - 5 B
accounting in every aspect, (v) corporate financisl management, ¥ Lot
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 . i
and Annex VII, Exhibit A) there are a number of weaknesses in the L .

y One consequence has been to make investment analysts (typically young
economists or engineers with some analytical 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 and by the stock exchanges, 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 analysis 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 potential 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 recommendations 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 g

that the proposal is illustrative, in the sense that it has been discussed -

but not finally accepted by the GOB. The loan agreement will provide,
however, that a fully developed program be negotiated and approved by the
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 immediate

problems and deficiencies that have been identified,

(i) ILong-Term Proposal.

It is proposed that the longer range objectives be :
approached in two separate but parallel ways: (a) a continuing program ' -
designed to adapt the experience of older eapital markets to the specific
needs of Brazil, and (b) a flexible, highly responsive program to bring -
external expertise immediately to bear on new a.nd/or unexpected needs as'
they emerge. It is possible that both approaches could be handled by and.
in a single entity but a separation would permit the programs to reach:
broader and more varied audiences.

The first a.pptroa.ch would. involve establishing a prggram
of external study in the areas of accounting, corporate finance and o
financial analysis to, in turn, develop competent sources of training in
those fields in Brazil. - In other words, the objective is to train teachers
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in these areas. In the accounting area the focus would be on

(a) management accounting - concepts s systems and procedures, cost =1
accounting, product pricing, principles of consolidation, financial "
reporting and (b) auditing - fundamental concepts and principles, :
reporting standards and auditor responsibilities.

, g finance side the stress would be on (a) corporate :
financial managem - sources and uses of funds, least-cost methods
of financing, management of current assets » selection of alternative

lnvestments, cost of capital, optimum capital structures, dividend

policy; (b) security analysis - analytical methods and theory under-
lying the appraisal of corporate equity and debt securities for both.
short- d long-term performance and (c) investment management -
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. The
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 nature, selecting the recipients, arranging
for their education abroad etc., is expensive and time-consuming. It is
the type of program that would best be administered through an existing
institution with experience in such areas. The 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 adminigter such a program.

Of the Business School's fulltime staff, 15 have degrees ("{1 PhDs)
in finance or accounting. Of the 15, the school has expressed the view that
two or three could be released anmually for study abroad in specialized
areas of the capital markets. Additional staff members, at the pre-masters?
degree level, would also be avalilable 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.

The objective in recommending that a program of this nature
be placed under the leadership of the Business School is, as noted, tq
create local sources of training in capital markets that are pe.rticula.rly
relevant to the Brazilian experience., At the end of the suggested five-year
period, this program would hopefully be carrying the major burden for ,
training areas such as corporate finance financial analysis and accounting.
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It should be emphasized again, however, that the identity of the L o
program manager or managers, and exact structure of such a program ' S
has not been finally declided. In this respect, the GOB has merely

indicated ite interest in a long-term program designed to create , : .
in Brazil areas of competence in accounting, corporate finance and C ’
analysls adapted to Brazilian needs.

The second and pa.rallel approach is designed to be
implemented rapidly and, hopeﬁﬂ.ly can be adopted to any and all
levels of industry and finance. IBMEC 1/ appears best suited to
manage this technical assistance component. Admittedly IBMEC has,
at present, some limitations. It is new,untested and relatively
unknown. But IBMEC's strengths, its strong orientation toward capita.l
market research and training, and its resources which should enable it
to establish and maintain a highly professional staff, should more
than offset such concerns.

The IBMEC program could be developed to maximize 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 accounting would be required to with IBMEC to develop curricula,
course content and training materials.

The seminar approach could be expanded by IBMEC to address
any urgent problem that may arise suddenly pr unexpectedly. If, for exanqxle,
a need developed involving the analysis, pricing and marketing of
corporate debentures, IBMEC should be able to organize seminars using
forelgn experts in a relatively short period of time and to develop an
internal staff capacity to offer training soon thereafter., Similarly,
IBMEC could conduct short "senior seminars®™ on selected topics, to reach
the owners, directors and managersin the private sector.

(1i) Short-Term Proposal

There are four specific prégra.ms suggested in this categor&.

(2) 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. The area of need is not so mch abstractions such as the rules

J TEMEC: The Brazilian Institution for Capital Markets, created by the
Rio Stock Exchange to provide information, training and research
services to the entire sector. ,
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of a stock exchange or the need to rationalize differences 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 operatibg personnel; 2) the training of floor brokers,
and 3) the development 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 begimning, 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 qualifying examinations themselves.
Qualification could be based upon a one-time examination, or it could be:
attained in phases and/or it could require a minimum period of peéiical
experience over and above the requisite academic training.

: A total of 15 man-months of specialist time over the
five year period is suggested. (Even if the training and qualification
procedures were to be set up over the near term. occasionals visits by an
independent expert to monitop the program would be valuable).

(c) GRMEC and ISMEC 1/

The service of a specialilst in the regulation of new
issues of securities should be available to GEMEC and in the regulations -
of broker trading in ISMEC. These would be specialists with long
operational experience in their respective areas of regulation. Their '
initial periods of assignment should be a year, with a second year by mutual
agreement. Ideally, the technical assistance program in these areas of
regulation should be for at least two years' duration.

*

1/ GEMEC and ISMEC - The regulatory divisions of the Central Bank for the
Capital Market Sector.. See Section II, C
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- To assure effective utilization, it would seem advisable,
first, to enlist briefly the services of an expert, on the level of an
ex-head of the SEC to work with the government in dia.gnosing the exact -
requirements.

(4) FUMCAP Administration

At this time, the most logica.l a.pproa.ch would seem
to be to offer to the National Savings Bank (Caixa Economica) assistance
in planning and organization in connection with both the PIS 1/ and
FUMCAP programs, as it appea.rs that in the very near future there will
be need for a rapid build-up of staff capabilities. Given the urgency
and magnitude of the problem, technical assistance could be budgeted
for at least the next three years.

The Special Operations Department of FINAME 2/ is also in
need of technical assistance. FINAME would require no less than the v
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 1ong
term solution to its responsibil:lties vis-a-vis FUNCAP). 3/ L
[}

c. Financial Plan B - | v

The estimated cost of the above illustrative TA proposél
would range between US$2,640,000 and $2,9l|-0,000, as shown in the following
table:

1/ PIS: GOB's Social Integration Plan. See Section IIBfor a discription
and implications for FUMCAP. . : ‘

2/ FINAME: BNDE's Special Agency for Industria.l Financing.
_ _3_/ For an analysis of the present capabi.'l.ities of the Caixa and FJNAME

to perform their roles as Principal Agents for the FUMCAP program,
see Section II, A, 2 of this paper.
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Private Sector

Table:

School of Business

IBMEC

Stock Exchange

Accounting

Public Sector
Government
GEMEC |
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Nlustrative Technical Assistance

Program - Estimated Cost

TIME FRAME

5 years
5 Yyears
| 1 yea.f
2 Yyears
Sub-Total

1 month

2 years

2 years

3 years

up to 3 years
Sub-Total -

Total

" APPROXIMATE COST.

(nUs $)

$1,250,000
850,000
75,000

100,000

2,275,000

15,000
175,000

© 175,000
150,000
1§'o,ooo'
665,000 °

$2,940,000



B. Background of Project

l. Past A.I.D. Assistance

The largest single program for the support of private industrial
development in Brazil between 1964-1968 was based on the repassing of
medium and long-term credits to industry through official intermediate
credit funds. These funds were initially capitalized, to a large degree,
by A.I.D. counterpart funds released under a series of program loans
granted to Brazil between 1964-1968. During 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 official
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 83% of all long-term
credit to Brazilian industry. USAID was responsible for providing approxi-
mately 41% of these intermediate credit funds or US$339.2 million between
1964-1968. The total amount of official intermediate credit extended ‘
between 1964-1968 participated in the financing of approximately Cr$6
billion of new industrial investment in Brazil y o In addition to providing
industrial financing through intermediate credit institutions, USAID/Brazil has Hn
existing portfollo of 12 loans made 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 specifically
industrial development in Brazil had 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 borrowing.
and inflation to support the rational and efficient growth of Bra.zilia.n C
industry and the overall economy. o

It was at this point that the international. agencles and
'specifically A.I.D. altered its former policy of project financing
through the repassing of official intermediate credit to industry, to
one of complementing the institutional development of Brazil's Capital
 Markets. A.I.D.'s first response to this new approach consisted -~ .

”'-ofa markedly increased technical assistance program to this area.

1/ Montor Montreal 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 Central Bank and Brazilien
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 from 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 officials and rep-.
resentatives of the private sector were trained at Getulio Vargas Foundation.
Another 100 who completed this training proceeded to advenced training at
New York University for a period of It months. The program with New York
University lasted for i years and is now being continued by the GVF in Rio.

The GVF/NYU program was followed, at the request of the Central
Bank by a special program ,mostly for the benefit of the GEMEC staff,
under a contract between A.I.D. and the Practising Lew Institute of New
York. OSeveral U.S. experts, including two former SEC chailrmen, 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-practical work in the U.S. for approximately 3
months.

Following this course, the ADECIF (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 “alumi™ 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 has been of considerable assistance in developing the FUMCAP
project to its present stage and should be of valuable help in its future
execution.

2. ILoan Preparation

Fordhan University

Upon the request of USAID/Bra21l,/Professor David T. Kleinman
was invited to come to Brazil in 1967 in order to review the possibility
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’
recommended that USAID assist in capitalizing a "Special Fund" for financing
underwritings 1/. At that time, however, USAID postponed any decision re-
garding assistance to Brazil's Capital Markets.

1/ "The Private Investment Banks and the Develqpment of
Brazil's Capital Market". Prof. Kleinman's report i
had a catalytic effect on USAID programs in the '
capital market and many of his recommendatlons are
incorporated in the present proHos: ., ,

faie




-25-

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 capitel market. An IRR was prepared and presented in AID/W °
in September 1969. The CAEC did not approve the IRR 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 aMission to Brazil to review theé
possibility of joining A.I.D. in a possible loan to support the development
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 Brazll at the Mission's request to review a propesal for loan assistance
in this area. After additional study and research, the Mission presented
a second IRR to AID/W iy September of 1970; the IRR was approved with a
number of comments (See Annex II Exhibit B). ‘

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 and A.I.D. in support of a Capital
Market Development Fund (FUMCAP). The first draft of this document, the o
proposed FUMCAP Operational Manual, was sent to the World Bank and A.I.D.
in March 1971. ' o

Based in part on the issues raised at the CAEC meeting a number
of consultants were contracted to come to Brazil, and several studies were
contracted with Brazilian consultant firms to assist USAID/Brazil in its
intensive review of Brazil's Capital Market. In January and May of 1971,
Mr. Richard Phillips _J_./ 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,

' spent a week in Brazll@eviewing the proposal in relation to the problems

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™ study of the official industrial
intermediate credit funds referred to above, which was concluded in late

1969. The second and third studies _g/ reviewed existing industrial financing
practices and instruments In Brazil; one of these also made a survey of the
capital structure of a profile of 100 firms representing potential candidates
for underwritings financed under the FUMCAP program.

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

l/ Partner, Hill, Christopher & Phillips, Washingtdn, D.C.
Formerly Assistant General Counsel, U.S. Securities &
Exchange Commission,

2/ Undertaken by "Paulding Associates™ and "INDICE", Brazilian consulting firme.
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3. GOB Application

et

By letter dated January 8, 1971 to the USAID/Brazil Mission
Director, Finance Minister Antonio Delfim Netto applied for an A.I.D.
loan of up to $30 million, to assist the GOB in establishing a Capital
Market Development Fund, with the following objectives: :

a) to activate 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 enter-
prises.

The letter further states that such a program "should represent
an important contribution for the expansion and definite consolid:§§on of

the Brazili { Lome
g deb::%uizsgapltal Market, especially in the area of placem?nt of stocks

At the time the Lletter was received the Wo .
. rld Ba.nl{ &nd AOI.D. ;
g:z; gf;cgssggg ngotal.loan of $27.5 million, divided into $15 million
e .ion,in c;zZg;iiiogrgioihthgogBR?ASwith & matching contribution
: m;ll . e ° noted in the Financi
Sec?lon, the proposed $50 million Fund for Capital Market DevelomeitA?:¥YSiB
elieved to be adequate, considering the pilot nature of the proposed  Fund

4. Status of TBRD Loan

As noted Ireviously, the International
Development is considering a loan of $12.5 millioiazg fﬁ? §Z§$“53r2§2i°“t2§d
lishment of the proposed Fund for Capital Market Development epronen
tives have had a number of discussions with GOB and USAID[Br;z
in Rio de Janeiro, and again in Washi.

loan proposal. The IBRD is now pr ' . : n"™
: . eparing 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 - Y
e In e : n agreement before the end of,theh

on prior to the presentation of this

_Bank representg.
il representatives
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In earlier correspondence to the Central Bank, the IBRD listed
a number of questions and concerns, which the GOB subsequently attempted
to address in the draft Operational Manual submitted to the IBRD and
USAID/Brazil in-March of this year. The Manual deals with some of the
questions posed by the IBRD; 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 will have to be modified and that others, such as the

Bnak's disbursement procedures, remain to be worked out. There is genergl-

agreement, however, on the overall objectives and broad outlines of the
program, as between the GOB, the World Bank and A.I.D. 1/

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 GOB/
- AID project would be Jeopardized. The FUMCAP program is, in
any case, a pilot project which will meet only a part of the

global needs for funds and a program reduced in size could .

still have a significant impact.

1/ One specific concern expressed by the IBRD in the course of its discussion
with A.I.D. representatives relates to the proposed management of FUMCAP.

This point is discussed in Section II,A.l of this paper.

. .
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-SECTION IT - PROJECT ANALYSIS

A. Participating Agencies

As noted in the project description, the principal entities
varticipating in the organization and execution of the FUMCAP proJject
are (1) the Central Bank; (2) the Principal Agents, viz. the Special
Agency for Industrial Financing ( FINAME) and the National Savings 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. l/

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/Brazil 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 formulation 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 maln administrative functions will include the following:
(a) receiving and evaeluating reports on the utilization of FUMCAP funds
in all financing operations; (b) promotion and assistance to underwriters
desiring to utilize FUMCAP credits; (c) during an initial phase of the
program to be determined, review applications for firm offer underwriter
credits, including underwriter's contract with issuing firm and with the:
Principal Agents, prospectus, compliance with accounting and auditing
standards, etc. '

b. Organization

The Central Bank of Brazil (CB) was instituted by Law 4595 of
December 1964, The. same law also instituted the National Monetary Council
and established th so-called National Finenclal system which is composed
of the following institutions: The Netional Monetary Council (NMC), the
CB, the Bank of Brazil (BOB), the National Bank for Economic Development
(BNDE), and all other government and private financial institutions in the
country. ' :

l/ A description of the role of the 1ﬁwestment banks and their activitiés
"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 of the
CB, the BOB, the BNDE and six (6) additional members appointed by the
President of Brazil. The latter are persons of generally acknowledged
capaclty 1n the fields of economics and finance. The NMC is assisted
by four Consulting Committees 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.

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

[}

The CB 1s 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 (i.e.,
commercial banks), Administration and Credit, and Capital Msrkets (see
Annex V, Exhibit C for the Centrsl Bank's organization chart). The Capital.
Markets Ares is subdivided into GEMEC (Gerencis de Mercado de Capitalis)
and ISMEC (Inspectoria do Mercado de ‘Capitalis). GEMEC concerns itself with
the registration of financial institutions, corporations and,security issues,
while ISMEC is the inspection counterpart of GEMEC. A sumary of the functions
and capabilities of GEMEC and ISMEC 1s contained in the section on Regulatory
Analysis, below (Section II, C) A more detailed description of their
organization and staffs is included in Annex V, Exhibit G. ' -

c.  Conclusion

As 8 result of its existing responsibilities in the area of capital
market regulation, the CB has accumulated very substantlal experience in
this field. It 1s considered to be the most logical focal point for the
FUMCAP program. The CB, through its President, has expressed a willingness
to assume the responsibilitiesinherent in the administration of the program.
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 within GEMEC). 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. : '

2. Principal Agents s )

[
v

The two institutions designated by the Govermment to act as
Principal Agents for the FUMCAP program are FINAME, the Special Agency

for Industrial Financing, and the Caixa FEconomica, the National Savings
Bank.

a. Puanctions

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 eligiblility
for price stabilization 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 & 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 for the establishment of small-size new
industries; and to finance resources permitting expansion of presently
installed plants. In practice, FINAME has been providing medium-term
financing (3-5 years) for industrial machinery and equipment made in Brazil;
tractors and farm machinery; 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 Cr362,000,000 or
Us$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 1970, T6% of FINAME's financing
was provided through private investment and commercial banks, and finance
companies. The function of the agents, who earn a commission of b9, is to

= s o e
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take care of the details of financing and to'guarantee the loans; FINAME'B

role is limited to checking if the loans are eligible and to supplying
the funds, ' B

Refinancing and financing terms vary from 2-5 years according - .
to the type of equipment. FINAME participation varies from 30% to 90%.
Maturities vary from 2 to 5 years. Interest rate is 12% plus monetary
correction of 10% 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 & Deputy
Executive Secretary, the staff of this Division presently includes
economists (7), lawyers (3), an engineer and supporting personnel.

FINAME has no underwriting experience. Its staff, however, L <
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 capebility and soundness
of business firms which could be utilized in connection with FUMCAP.

s

The BNDE, on the other hand, has conducted three underwriting
operations (with the participation of 6 private banks) which were quite
successful. Thelr combined total reached Cr$30,500,000 or approximately
$6,250,000. There is, therefore, & nucleus of personnel within the BNDE
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 ENDE Department
(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

that any personnel will be transferred from BNDE to FINAME,

c. Caixa Economica Federal (National Savings Bank)

The Brazilian savings banks first came into being in 1831,
orgenized 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 "Caixas" could,
rerform. Each State capital was to have one "Caixa", 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 coordlnate and give some . :
uniformity to the 21 "Caixas" in operation. However, these "Caixas" operated
independently of each other, having their own Board of Directors. oo
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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) ;/. This step meant the dismissal of the boards of directors of the
former State "Caixas". A single national Board of Directors with a Chaiiman
and 4 Directors 2/ was installéd in March 1970. The organization chart °
of the new "Caixa" appears as Exhibit E in Annex V.

The important changes effected by this recent legislation can
be summarized as follows:

(l) 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;

(3) change in the legal status of its employees,
from government to private (therefore subject
" to Brazilian 1abor law).

The functions of the new "Caixa", as established in 1969, are:
(1) to receive savings deposit and provide a GOB guaranty within certain
1limits; (2) make personal loens; (3) operate as a credit institution and
principal agent of the National Housing Bank; (%) to administer the federal
and sports lotteries; (5) to conduct pawn operations, on an exclusive basis;
(6) to operate in the capital markets, under conditions established by the
National Monetary Council. As of September 1970, the Caixa 1s alsc charged
with the administration of the social integration fund (PIS), which is .
described elsewhere in this paper.

Both the PIS program, and the proposed FUMCAP operation were .
placed under the responsiblility of the Director for Special Operations.
The present functions of this Department are: (1) to administer consumer
direct credit; (2) to refinance consumer hard goods; (3) to conduct personal

l/ The new Caixa was capitalized in‘the amount of the combined net worth
of the 22 Caixas and the Council. This amounted to Cr$353,000,000 on
‘March, 1970 ‘

g/ Directors in the Brazilian context is equivalent to the officers. of the
enterprise in U.S. terminology. With respect to the"Caixa", the chairman

and directors are appointed by Presidential decree and may may be dismissed at -

will. The chalrman has 2 votes: one as a member, another as chairman,

and also the power to veto. The chairman is the legal representative of the

Caixa.



loan operations; (U4) to collect federal taxes and (5) to handle traveler's
checks activities. The Department's staff includes lawyers (3), accountants
(5), one economist and one business administration graduate. The Department
plane to hire two additional lawyers and two additional economists. ‘

As noted, the integrated Caixa, operating with headquarters in
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 normal operations (almost $1.8 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 perform the specialized
functions that will be necessary in connection with both the PIS fund, and
a full-fledged FUMCAP operation. However, the "Gaixa" 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 familisr 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 bsnks. As a result, the
"Caixa's" acting president, Dr. Sebastido F. dos Anjos, expressed confidence
that the "Caixa" can assemble such internal and external expertise as it nay
need to perform the functions required by FUMCAP.

d. Conclusion
Neither of the divisions designated by the Principal Agents té

be in charge of the FUMCAP Program appears to have the orientation or
significant present expertise 1in the field of underwriting. However, a number .

of possible approaches to a solution of this problem were tentatively identified°"

(1) both institutions expressed the confidence that they could gear up to their!
responsibility with relative ease and speed; (2) the necessary technical
assistance is available to these institutions and is provided for under the -

- 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.

Regardiess 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 existe or has been
established within each responsible division of the Principal Agents befbre
loan funds are released (see Section I11, D, below)
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B. ECONOMIC ANALYSIS

The basic economic Justification fom the FLMGAP program can be
summarized as follows:

The Government of Brazil has an objective of sustaining an overall -
economic growth rate of 10% per year. Two significant methods of '
inducing real growth are by increasing the size of the mation's
capital stock and by improving the composition of a given amount of L
capital stock via a more efficient allocation of available savings. The
financial system is one important determinant of both the rate of
growth of the capital stock (inves‘bment) and the efficiency by which
the nation's

The principal purpose of the financial markets is to transfer

‘resources from savers to those firms who can most efficilently use

these savings for productive purposes (e.g. purchase of machinery s
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.

Although the FUMCAP program will not change all aspects of the
financial system, 1ts goals are to improve that aspect of the system
which is not functioning properly at this time, namely, the provision ‘
of long-term financing to the private enterprise sector of the Brazilian-
economy. This section will begin by describing the financial structure .
of the Brazilian economy and the activities of its yrincipal financial
institutions. The examination 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 began

. 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 capbure a rigsing 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 analysis also discusses the position of the Brazilian firms and
how they have captured the funds 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 funds to
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. [
meet their long-term financing.needs. The reliance on internal fundg E I
was not an insurmountable obstacle to the impressive growth of the '
- Brazilian private sector in.the late l960's because of the widespread

- existence of excess capacity. These favorable conditions no longer :

exist in the Brazilian economy. Consequently, the capital requirements P

and concomitant demand for long-term financing, which will be necessary

to achleve similar growth rates in the 1970's will be significantly higher.

T — 1

1. FINANCIAL STRUCTURE OF THE BRAZILIAN ECONOMY

e. The Structure of the Financial System

The Brazilian financial system is composed of the Central Bank,
commercial banks) the Bank of Brazil, credit and finance companies, ‘
official development banks, private investment banks, official savings
banks, the National Housing Bank, and several specialized entities ‘ i
such as FINAME (Fund for Financing the Acquisition of Industrial
Machinery and Equipment), credit cooperatives, social welfare institubes,
real estate finance compmnies, and so on. Severad types of financial inter-
mediaries also exist in the capital market such as muafal funds and .
companies specializing in the distribution of stocks, 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, which are seldom for more than 120 days. The credit and
finance companies extend loans for terms that vary from six months
to two Yyears, generally on the basis of acceptances of Letras de
Cambio (real bills of exchange). The Bank of Brazil combines . ope-
rations of a commercial bank with those of an agricultural bank,
with the major part of its activities falling into the latter category.
The most important of the development banks im the National Bank ' -
for Economic Development (BNDE), the principal function 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 credit companies and savings banks. Savings banks attract
lower and middle - income savings in addition .to public regources
(principally from the BNH), and, in turn, grant persona.l, connnerclal,
and mortgage loans.,

The private investment banks were guthorizéd in 1966 with the
primary objective of extending long-term financing to industry. They
have not, to date, made a great deal of progress in achieving this o‘b,jective. -
Beg:.nm.ng in 1966, investment banks were involved almost exclusively o
in short-term operations of less than one year. They have made some B
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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 have
increased their underwriting activities. ‘ . A more detalled
examination of the investment ban.\;/:'&ﬁmmity will be given below.
3 ‘

TabLe]:J;hows the distribution of loans and financing by the'
principal Brazilian financial institutions to the private sector
from 1964 to September 1970. 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 3 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 government institutions.
Avout 40% of all long-term loans in 1969 went into industry (BNDE,
Bank of Brazil, and investment banks), another 17% into agriculture
(Bank of Brazil), and about 40% 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. 1In particular, a greater percentage
of total financing will be made available to industry on a long-term
basis., This is particularly important in view of the fact tlat even

in 1969, only sbout 8.5% of total financing was available to industry

on a long-term basis. (2) FUMCAP will provide the first significant
gource of long-term private debt financing to industry.

Before discussing the reasons for the almost complete lack of-pri-
vate long-term, debt financing, it may be useful to point out .some of"
the drawbacks of having Brazilian firms so dependent on government

sources for long-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 projects for periods of many years, particularly when they
are comnitted for beyond the time when they could have been replaced
by private funds; this prevents their redeplowment when proaects of
greater priority develop. !

1/’ Ammex VI, Exhibit J
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Finally, state development banks must, because of the fact

that public funds are involved, justify all development loans

with extensive technical and economic anslys. s which are only

really necessary for larger projects. With their limited staff, . <
such banks tend to become bottlenecks in the development process B
and are unable to fully meet the demand for funds from private : .
industry. '

B et Ad

This is not to say that Development Banks do not have a large
and important role to play in industrial development. Obviously,
using the Brazilian 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 thie inpact which development
banks can have of industrial financing.

Given the limitations of development bank financing, a favorable
economic climate 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 banks can assume a larger res-
ponsibility for evaluatipg vrojects and assuming the risks of mo- =
bilizing private savings in order to' finance industrial development. o

In this regard, it may bé 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 Banking 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 1970. Ten more investment banks will be permitted
to register and become operational by the end of 197l. As of May 1971
eight of the ten have already registered with the Central Bank of
Brazil and have become operational. .
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In 1967 the minimum capital requirement for an thvestment bank
ranged from Cr$5 million to Cr$l5 million, for investment Lanks
operating in Rio de Janeiro and Sao Paulo., In 1969, Resolution
N? 117 was passed raising the minimum capital requirement for all
Investment Banks to Cr$l5 million and at the same time allowing
them to operate in all the states of Brazil,

The capital base of the investment banks grew from Cr$o6l
million at the end of 1967 to Cr$7,631.% million as of Dec. 1970.
This represents a rate of growth of 795%, during a period in which.
wholesale prices in Brazil rose by 140% :_‘-/ o During this period the
ratio of third party resources vis-a-vis the Investment Banks own ca-
pital grew from 6 ti.mes 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 opera
tions of the Investment Banks. ,

TABLE A

Investment Bank Resources (Sources)
cr$ (million) 3 '
Balances at the End of 1969 and 1970 1/

Dec. /6 Dec. /70 %
Sources of Funds A 4 B C= B/A
Equity 55¢,8 VY183
Reserves 160,5 307,0
Revaluation of Assets 61,6 168,0

Capital (sub-total) %;h,g % 5l ,1
Acceptances 1,633, s (%, 8,6

Official Intermediate

Credit Funds 206,6 285,9 38,4
Time Deposits 1,202,2 2,784,5. 131,6
Repass of Foreign Credits 357,1 . 672,8 - 88,4
Other Accounts ' 341,3 920,8 169,8
Third Party Funds (sub-total)  3,748,6 5,538,1 72,1

b,514,9 7,631,4 69,0
Source: :

Boletim da ANBID N¢ 28
Ano III - Number 28, 2/71

1/ Conjuntura EconGmica, Getulio Vargas
Foundation, N? 125, p.Bk4.
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The figures above ghow that in 1970 investment bank resources
grew by 69% and that the capital base of the investment bLanks ex-
panded by 54%. The growth in the capital base of the Investment
Bank was complemented by a 72% increase, in 1970, of the’ funds
captured by the Investment Bank from third parties. .

TABLE B

Investment Bank (Ugea of Funds)
Ccr$ (Million)
Balance at the Close of

Dec. /69 ‘IDec./70 %

Uses of Funds ' _ ‘ A B C=B/A
Cash 203,1 ‘ - 262,3% 29,1
Loans o 1.29203 2.9&1.1‘ ‘ 127.6
Accéptances ‘ 1.637.7 1.802,3 1 10.5
Official Intermediate :
Credit Funds 21k,1 313,0 46,2
Foreign Repass Qperations 356.6 6747 89.2
Securities 525.8 1,011,.2 93,3
Fixed Assets b5.3 73.6 62.5
Others 240.0 5!‘5.9 127 4
TOTAL 4,514,9 7.631.4 69,0

The most noticeable changes in the source and use of funds has .
been the slow-down in the acceptance business (uses of funds) which

grew 10,5% in 1970 while time deposits, the principal source of work-
ing capital loesns, grew by 13L.6%. Foreign Repass Operation, another

important source of working capital financing expanded by 89. 2% in
1970,

Table ¢ 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 from acceptance financing (a significant

percentage of which is used for consumer credit) to straight working

capital financing as represented by the relative growth of the
entry "loans and financing". This change was brought about by the

S
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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 February, 1972. §

' TABLE C
Loans from Investment Banks to the Private Sector A
Balances at the end of the period
In millions of cruzeiros at current prices

Dec/'66 Dec/'67 Dec/ 68 DecLGQ Dec/'70

Number of Banks 6 20 22 9 %
Loans & Financing b3k 131.5 576.0  1.293.3 2.833.2
Acceptances 856 %3.0 8658  L.637.8 1.809.3
subg:tm;l“hm- 129.0 69k LANLE  2,930,1 h.6h2.5
FINAME 13.5 b1 93.7 21kl 313.0 J?
External Funds - o na 214.6  356.6 §7u;7;jf
Sub-Total(1ong- ~ o o ¥
term) '13.5 - 55.2 308.3 570.7  987.7

TOTAL 142.5 9.7  1.850.1  3.500.8 5.§5o.é‘IJ

The other distinct trand shown in TableC 1is the relative increase
in long-term financing as a percentage of total financing. Long-term
lending by investment banks grew from about 7% to almost 18% of total
financing between 1967 and 1970. The entry for FINAME represents the
amount of their own resources that the investment banks s +o pri-
vate firms for the purchase of machinery and equipment, m@ﬁ of
provided by the BNDE and 15% by the firm itself, The maturity of these
loans averages about 30 months, o .
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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 funds by issuing theilr own promissory :

~ notes which are negotiated in the international markets, principally.
the New York and Buro dollar markets. The amount of money the .
investment banks could raise from thls source, and consequently
repass to Brazilian firms, is considerably higher than the amount
they currently are capturing. 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 LS
to keep Brazil's foreign debts obligations consonant with its repay- '
ment capacity. 1

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. '

The mutual funds directed by Brazil's investment banks invest

the major part of their resources in shares being traded on the
secondary market 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 providing 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 played an important role in stimulating the ' Ak

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 (US$55 -
million in 1970) appear small in comparison 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 over the last three and one-half years.
Inifact the value of underwritings for the first five months of

197). are approximately equal to the total underwritings undertaken
by Investment Banks in 1970. -

N e o

PRS2
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©@. Reasons for the Scarcity of Private Long-term Lending

Long=-term loans have been virtually unavallable from priva.te"' :
sources in Brazil basically because of the uncertainty about the
future rhythm of inflation. In an inflationary enviromment,
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 totelly unpredictable in Brazil, with the possible
exception of the last few years. An interest rate based ona
projected price increase of 3 percent a month in a ten-year operation.
can be disastrous for the borrower if prices stabilize, or i
disastrous for the lender if inflatlion explodes.

One important result of this long-term credit impasse is the
weaskness of the Brazilian bond market in which long=term, fixed
yield, securities have been sold. Although corporate law allows
companies to issue debentures up to the total of -8tockholders' -
equity, few firms do so. ‘

Table 3 Debentures Issues

Value . :
Year (millions Cr$) Percent of GNP
1956 0.29 0.03
1957 0.11 0.0L
1958 0.5h 0.04
1959 0.88 0.05
1960 1.20 0.05
1961 0.60 0.01
1962 2.h4 0.0k
1963 2.2 0.02
1964 11.0 0.06
1965 31.6 0.11
1966 29.1 0.06
1967 2.6 0.04
1968 k5.1 1.46
1969 5.0 0.0k
1970 67.5 0.39

Teble E shoscorporate bonds issued in the period 1956~1970, ‘in
total value and as a percentage of GNP. The market is very small
when compared, for example, with the size of the market for such
short-term instruments as the Letras de Camblo (commercial acceptances
used primarily for consumer financing). Many of the debentures .
issued in recent years have been shorte-term instruments (generally
one year), sold at a discount in the manner of letras de Cambio.

.
B "\J’;a;;-‘
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The natural remedy for a shortege of long-term credit during a
violent inflation is the adoption of an inflation clause-adjusting
payments and unpaid balances in accordance with price indices
previously agreed on. Until 1964, such readjustments were 1llegal
in Brazil. Since 1964, seversl laws have been promulgated
authorizing the issuance of credit instruments and the extension of
loans with a monetary-correction clause.

Before we discuss the currentuse of the system of monetary
correction in Brazil, 1t should be pointed out that Table g dgoes
not show two other sources of long-~term financing available to
private firms, nemely, the issuance of new equity and foreign
capital. Although the amount of financing received through the
issue of new stock is very smell (aspproximstely 1% of total
financing and 4% of long=term financing in 1969), foreign capital
represents a very significant source of financing (over 20% of total
financing in 1969). We will discuss both of these sources of financing
in a later part of the paper as viewed from the point of view of the
industrial sector.

d. Monetary Correction

Monetary Correction {MC) is a mechanism by which the nominal -
value of a claim is adjusted to compensate 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 historical 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 companies for the use of MC.

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 L
business, and ultimbte recognition by Governmment, that inflation was
eroding the book value of the firms' assets, so that nominal profits,
and consequently corporate incame 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 claim *
could legally have its value monetarily corrected. Of particular
relevance for this study was the extension of MC to the financial -
sector through either existing financial instruments' or the creation
of new instruments with the MC clause, Legislation enacted sinde
1964 created the ORTNS (Readdustable govermment bonds) and the housing
bonds ("letras imobilidrias") both with MC, and authorized MC to

be charged agalnst private credit instruments, such as debentures,
time deposits, and bills of exchange.
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The principal objectives of the govermment in extending MC to
financiel instruments was to improve its own ability to borrow
long~term 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 same
extent be clrcumvented in the short and medium term credit markets
by means of such banking expedients as "interest on the outside" and
"surcharge of commissions', 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 from 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 expectations in an inflationary enviromment
vis=a=vis the implementation of a price-stabilization program. '
Influenced by the behavior of prices, holders of financial assets
may tend to overestimate the future rate of inflation and thus
to underprice the present value of securities. Consequently the
real rate of interest mey 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 authorities were very concerned with avoiding, to the
maximum extent possible, these effects of their anti-infletionary
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. a/

To the extent that this was so,. a mechanism such as MC could =
help to overcome 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. ,

L

g/ Actual annual discount rates for bills of exchange of six month
maturity were on the average =50% in 1964, ~25% in 1965,
3% in 1966, +2% in 1967 and +6% in 1968.
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When, on the contrary, MC i1s tied to a coupon yielding bond, then the

issuing price and the coupon are no longer fixed; they vary according

to the actusl amount of inflation that takes place between the issuing
and the redemption dates. The advantage of adopting such a mechanism ° SERY
is that, on the one hand, it protects the lender as interest and the o
final amount collected are expressed in a currency of a constant g o
purchasing power; on the other band, it avoids the possibility that the . 7 o
borrower is hurt if prices stabilize faster than originally expected. L -

A detailed discussion of the method used to derive the monetary correction o
coefficient and the methods by which it is applied to various financial . -
Instruments can be found in Amnex VI, Exhibit K. : j

e, Financial Instruments

Another aspect of the structure of the Brazilian financial system
that is relevant for this project is the change in the flow 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 flowing
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,

The financial instruments available to the public in Brazil are almost
entirely short-term. The largest volume of funds were captured by financial
acceptances (Iletras de Cambio, used primarily for consumer finance) and
time deposits, both of which have maturities ranging from 6 to 24 months,:
The volume of funds flowing into these inftrwhents increased by about 80% in
real terms during the 1960's. It is particularly interesting to note, iy
however, that money flowing into longer term, fixed interest securities
(letras Immobiarias and savings accounts, both of which are used primarily
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
preference for the more highly 1iquid 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 private bonds. If the public does accept
this new instrument, one can expect a relative shift of resources from
consumer & real estate financing to industrial financing.

A second important phenomenom is the fantastic increase in the amount of" R
money flowing into the stock exchanges. The Rio Stock Exchange, for eXample,, )
increased the real volume of monetary transactions by a factor of 8 from |
1968 to 1970. This reflects the growing receptivity of "equity as a form in
‘which the Brazilian saver wants tohold his wealth. Once again, however,"
the increase in the volume of money flowing into this instrument (stockss,
has not directly effected the large majority of Brazilian firms since. the '
money is being spent to purchase stocks In the secondary market. Moreover,
only about 80 issues are actively traded. .

'
SR PR )
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The development of an active secondary market is, of course, a
mrerequisite for the expansion of the primary ma.'ket wherein firms
initially sell their new equlty and thereby receive funds for long=
term financing. The renewed interest in the stock traded in the
secondary market does appear to make this a highly opportune time
for Brazilian firms to launch new secu:rities at reasonable prices
through the FUMCAP program.
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2, Sources of Long-Term Financing Available to Brazilian
Firms ‘

a. The Current availability of Funds

This section analyses the sources of long-term financing
upon which the types of Brazilian firms which are likely to benefit from
the FUMCAP program have had to rely in the recent past. This secticn
will attempt to show that these sources have not adequately served the
needs of these firms for long-term financing in the past, and that they
can not be expected to provide the financing required for the private
sector to grow at the rates projected 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 financial
egtivities of these firms.

INDICE, a private "data bank", collected and analysed
data on 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$l0 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 Asaociates,
a Brazilian consulting firm specializing in financiel research and analysis.
The conclusions and results of these surveys are reported below.

The data collected by INDICE firmly supports one of
the bvasic propositions underlying the need for the FUMCAP program,
namely, that Brazilian firms are forced to rely heavily on their own
resources for the financing of their long-term needs, Table 3*shows the,
flow of long-term funds and their sources for all firms in Brazil. The
first group represents sources of funds internal to the firm, while the
last three groups represent external sources,. broken down into officiql

sources, private sources and foreign sources.

% Annex VI
Exhibit J
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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 50%). 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 few
years.

Presented in maples h-7 * are data on Brazilian firms .
with a capital base of at least $2 million (Cr$10 million) in 1970. .
The first table shows the total capital base of these firms, a
broken down by sector, in order to give a general picture of
the potential clients of the FUMCAP program. As could be expected,
the sector which will benefit most from the FUMCAP program is the
industrial sector, although the service sector has been growing
rapidly and also represents another important sector to be
affected by FUMCAP. ‘

© %Annex VI, Exhibit J
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Teble 5 shows the sectoral pattern of retained earnings 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 metelurgy:
Secondly, some sectors, such as commerce and services, have been.
plowing back a relatively large amount of their profits into
retained earnings

" Table 6 shows the amount 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 T shows the sectoral breakdown

of long-term loans supplied by the principal, official,

_ lending 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 firms'
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 flow of
funds table shown in Table 8, Annex VI, Exhibit J.

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 entries shown in the table, it can be seen that .
the net prlmary sources and uses of funds were:

Uses

Increase in current assets 4y .5
Increase in fixed assets : - 48,3
Dividends : 3.2
Sources :

Increase in long-term liabilities T
Increase in short-term liabilitiles 17
Profits (before depreciation) L6,
Increase in capital or re- '
evaluation of assets 24
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Assuming that the difference between the increases in current assets
and current liabilities was working capital, the following picture
emerges:

Uses
Increase in Working Capital 26.9
Increase in Fixed Assets - 48.3
Increase in Dividends ' 3.2
780E
Sources :
Increase in Long Term Liabilities T.T
Increase in Profit - U6,3
Increase in Capital or
Reevaluation of Assets 24k
] 78.1;

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 50-50. Since the re-
evaluation of assets is done to correct for the erosion of moretary
values in an inflationary situation, then the final, perhaps most v
accurate picture that emerges, is:

Uses b= . ! _ .
Increase in Working Capital 26.9 e
Increase in Fixed Assets (Investment) 36.1 '
Increase in Dividends 3.2

‘ g 6602
Sources :
Long-Term Financing TeT"
Profits k6.3
New Equity 12.2

66'2

No matter how one looks at the data, the same general conclusions. -
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 long-term debt financing (and therefore leverage)
is extremely limited.

e d
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b. Attitudes of Owners/managers regarding new long term financing of
operations through the public offerings of debentures and equities

In order to insure that there would be & sufficient number of Brazilian
firms interested in launching new securities under the FUNCAP program, USAID
hired a Brazilian consulting firm to interview 50 Brazilian firms who would
be potential candidates for new underwritings. These 50 firms represented
& reasonably good cross section of the Brazilian private sector which have
the size and.profltabllity necessary to consider a new public offering.
Only a very small percentage of the firms have any equity held by the -
general public. The most relevant aspects of the results of this survey
are reported below.

In terms of the demand for new underwritings, a large majority of the
firms interviewed are considering launching new securities in the near
future (about 40% 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 make
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
for their products. Those that did, once again, limited their projections
to 3 years. .

Another salient characteristic of the firms interviewed was the limited
understanding and knowledge of financial markets. This was especially true
with reference to long-term debt instruments. For example, more than 1/2
of the firms had absolutely no idea how much it would cost to receive
financing through the capital market.

Those who thought they knew seriously over-estimated the coat. For
example, about 2/3 of this latter group thought that they would have to pay
144 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-term -
debt represented only about 11% of their total assets (short-term debt
was about 25%.)

The attitudes of the firms interviewed regarding the major adrantages
and disadvantages of issuing new securities breaks down as follows:

[ooo
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1) Major advantages of new equityliasues (1isted in order of importance) @

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

b) Decrease the financial costs of the firm.

¢) Receive the fiscal benefits offered by the GOB to “"open capital"
companies.

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

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

2) Major advantages of new 1ong-térm debt issues.

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

b) Substitute long-term debt for short-term debt (Another
contradiction)

c) Increase fiscal benefits because interest psyments can be
deducted from profits before taxes are computed.

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

The only important disadvantage seen by a majority of the firms was that
launching & long-term debt instrument today requires the payment of a rather
high rate of interest over a long period of time. They think 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, only 16%
thought that divulging information that was now confidential was an important
disadventage. Second, only 27% viewed annual audits by independents auditors
as an important disadvantage. Finally, although not asked directly, they
were given more than ample opportunity to express their concern that new
equity issues might dilute the control and/or earnings of their present
stock holders. No one mentioned this at all.

Jooo
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The final relevant result of the survey was the apparent attitude of fi. °
toward investment bankers who could vnderwrite their new securities. Almost
1/ 2 of the firms interviewed thought that investment bankers could provide -
useful information about the capital market, but they did not feel that the

investment bankers could provide useful advice on how to improve the financial
structure of their firm.

Another 1/3 of the firms felt that the investment banks could provide
useful advice and information on both of the topics mentioned sbove, but that
they would not place a great deal of confidence in the advice of any one :
investment bank, implying that they would consult & variety of investment
banks. Only 17% of the firms interviewed seemed to have a high degree of
confidence in the ability of any one investment bank to provide them with useful

advice and information on both the capital market and the fina.ncia.l structure
of their firm.

It is obvious from this survey that the Brazilian investment banking commu -
has both a necessity and the opportunity to improve significantly the service
it is currently providing to the business sector. The basic reason why the.
gervice they are providing is inadequate today is probably best explained -
the fact that investment banking is& a new institution in Brazil (the firs
investment banks were launched in 1966). There is, however, a real need at
this time for Brazilian firms to improve their financial management. The
investment bankers are in a prime position to induce improvements in these
practices. The FUNCAP prograsm, both through its credits and technical assistance,

should aid the investment bankara in improving the services they provide to
issuing firms.
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3. Economic Benefits of FUMCAP

a. Economic Benefits of FUMCAP for the Brazilian Firm = -

A recent survey by Paulding Associates of 100
Brazilian firms 1/ shows that the average return on monetarily corrected
assets after taxes is approximately 16.5% 2/. The average debt/equity
ratio of these same firms is 17% debt to 83% equity 3/. Ao

These data have pbinted 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 benefits of leveraging the firm's equity
capital with long-term debt have not been exploited to any significant
extent. The fcllowing table demonstrates the clear advantage to the .
shareholder of a firm that leverages its equity with an optimal amcunt .
of long-term corporate debt.

1/ (79) Industrial, (17) Service, (8) Commercial. The minimum capital
base of the firms sampled was Cr$l0O million; their minimum return
on equity was 20%.

2/ See Annex VI, Exhibit J, Table 9

3/ See Annex VI, Exhibit J, Table 10
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Exhibit A: Financial Le\.rerlg_ge

Financial Data for Brazilian mm

- Average Debt/Equity Ratio of FUMCAP's Potential Clients secrserne 1T/83
- Maximum Debt/Equity Ratio allowed for a Brazilian Firm .......... 50/50 x
= Profit Margin on S8le8 ...ccesceesscsviscscscvsccccccccccsosconcee 20h
= Brazilian Corporate Income TaX .essscsessscscsscscsoscccssecccoss 30P
- Interest Payout on Bond ..ececesccoccsccsoscscocssacscccscscsssses 126 FN

Firm (X) ‘ Firm (Y) \
w Debt/Equitv=50/so
Sales: $1, 000,000 $1, 000, 000
Net Income Before Taxes and Interest' : 200,000 200, 000
Interest at 12%: : . 9,500 28,000
Net Income Before Taxes: ' ' 190, 500 172,000
Taxes at 30%: | 4k 57,150 - 51,600
Profits After Taxes: , 133,350 120,400 o
Total Assets: 500, 000 500,000
Total Debt (Long=-term): 85,000 (17%) 250,000(501,)
Owners' Investment: k15,000 (834%) 250,000(50$) |
Return on Assets (Profits): 26.84 2h, S
(Assets ) o
Return on Omers' Investment ( Profits ): 32.64 N -Qﬁ

(Owmers' Investment) | ' B

1/ We also assume that, on the average, t.h:ls amount of debt can be safely

serviced by the firm on a long-term basis. A 50%/50% debt equity ratio g
is considered the average for U.S. manufacturing companies. B
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The much higher return on ownership funds in Firm Y (47%)
versus (32.6%) for Firm X, reflects the fact tlat 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 Yeflects the financial policlies of the firm

as well as its effectiveness in employing assets. The economic impact of this

increase in profits is difficult to predlct because firms can dg one of 3 _thi

with extra profit: plow it back into the firm, lower prices and/or raise dividends.

e Importance of Financial Leverage to the 5 areholder

The price that an 1nve§tor 1s willing to pay for a = .
firm's securities is dependent on the earning power of the firm. More
significantly, the common shareholder is only interested in earnings
per share (related to the owners' investment) 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 (common shareholders). This is, of course, very important for
the firm that plans on raising new equity and the subseqnent value that
the firm will receive for its shares.

Using the example of the above table, Firm (Y) required
only 60% of the initial investment of Firm (X). Said differently,
Firm (Y) would have only had to issue 60% as many shares to receive
the same amount of initial capital as Firm (X) 1/. The table below
d-monstrates 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. :

- The price earnings ratio for both Firms'(x) and (Y) is ...........;‘15 x
= N? of shares Outstanding of Firm (X) oooaoooooooooooooooooooocoo;oo 100,000
~ N? of shares outstanding of Firm (Y) .eeceecccocccocccssccccesssses.” 60,000

= Asset Base for Firms (X) and (Y) oooooooooooooooooo-ooooooooooooooo$5w,m
= Brazilian Cox_'porate Tax T0006000000000000000000000000000000000000000 3%

1/ Assuming that the shares were sold to the initial shareholders at the
same price for both Firm (X) and (Y) are in the same business.
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'Tible_

Earnings Before Interest and Income Tax (EBIT):

Deduct: Bond Interest:

Net Earnings Before Taxes:

Federal Taxes (30%):

Net Earnings on Total Common Stock:

Dividends: :

N? of Common Shares Outstanding- ' ¢
Net Earnings per Common Shares (E.P.S.):

Price Earnings Ratio P/E:

Resulting Market Price per Share:

$200, 000 $200, 000
9,500 28,000
190,500 172,000
57,150 51,600
133,350 120,hoo
. =0~ -0 -
100, 000 60,000
1.33 - 2.00
15 x 15 x
$19.95

§20". 00

As the example points out Firm (Y), benefiting from
greater financial leverage than Firm (X), enjoys a marketprice of $30 -
per share while the shares of Firm (X) are trading at only $19.95 per
share. This relationship between financial leverage and the market
price of a firm's shares is clearly of great importance to the firm
that chooses to increase its equity through the public placement of its

common share.,

In addition to the specific advantages mentioned
above, there are a number of general benefits which should be enjoyed

by firms who participate in the FUMCAP program.

Planning for future

expansion on the basis of retained earnings and short-term credit is

a highly uncertain and risky activity. Expansion often requires the
purchase of capital equipment which will not begin to pay for 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 of long-term financing will
induce greater output, common sense leads to us to the conclusion that

the firm will be in a better position to increase output and take

advantage of profitable opportunities.- -

Another benefit of FUMCAP will be the provision of
"fi{rm offer"” underwritings in the place .of the current widespread
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practice of "best efforts" underwriting. The principle ad-
vantage of a "firm offer" underwriting stems from the fact
that the risk of placement is shifted from the firm to the
underwriter., This assures the issulng 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 avallable
is reduced considerably.

The provision of FUMCAP credits to the under-
writer to assume this added risk of a "firm offer" underwriting
should also 1increase the price the firm receives for its new
securities because the underwriter will not be under the same
pressure to place the new issue in as short a time as possible.
Since the ovbvortunity ,cost of tying up théir cavital for lone
periods of time 1s very high, the Brazilian underwriter has had
an incentive to underprice new 1issues for almost immediate

placement. The FUMCAP credits should significantly reduce
this incentive,*

Finally, to the extent that ‘the FUMCAP program
improves and expands the general practices of the underwriting.
services available to firms, thils also will benefit the
typical Brazilian firm which 1s in need of a great deal of -

additional financial advice and information. o
Debt Service :

Exhibit I, taken from the Paulding Associates studies,
indicates that the average after tax return on monetarily corrected
assets is 16.5%. Assuming & payout by the firm of 12% interest per
year on the monetarily corrected face value of the bond and the fact
that interest is tax deductable 1/, the actual after tax cost to the
firm issuing debentures at 12% is approximately 9..4%.

The analysis of 100 industrial firms by Paulding
Associates shows that, with an average after tax return on corrected
assets of 16.5%, the majority of the firms sampled would be able to
safely service the interest on debentures offering a "real" g/ coupon

of 124. y

It is felt that the industrial firm in Brazil will
have to offer a "real" 10%-12% return on medium to long-term debentures
in order to attract the savings of the private investor, who is now
receiving "real" returns of between 64 -~ 8% on current, highly liquid,
short-term; financial inséruments that also carry third party guarantees.

1/ Corporate income tax = 30%

g/ The monetary correction factor vhich is tied to the Treasury Bills Index
" (ORTN) would be paid at the maturity of the bond. In the meantime
the bonds should trade at & pweldun retlecting the cumlative effect
of monetarv correction. e

¥ For a more detailed discussion of current underwritinﬁ
practices in Brazil, see Annex VII, Exhibit A pp. 1-
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b. Improvements in the Market

While the spectacular rise in share prices in Brdziifs
securities market over the last two years has averaged over 150% per
year and over 100% in the first five months of 1971, the Brazilian
securities market is more stable than it may appear to be. 1In fact, ‘
it appears that the current prices for 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 price/earnings 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 US$51 million) shows that the .
average price/earnings ratio was 22.3. On Friday, May. 1k the Dow Jones
industrial average wes 18.3 times the $51,02 per share earning of the
30 component stocks, for the 12 months period ended last December l/._"

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's capital and reserves of the
previous year. Unlike New York, 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
wmarket. ’

If 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/earnings
ratio would fall to approximately 17.3. This price/earnings ratio is
applicable to many firms that were underwritten during the last 6 to

1/ Wall Street Journal - May 17, page 27.

L aF
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2k months and have averaged price increases of over 100% 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 differehtly, the Brazilian firm is
benefiting far less from the recent huge flow of funds into Brazil's
securities market than has the average Brazilian investor. While

it could bve argued that this sequence was essential to activating the
securities market; it could also be argued, now that stock investment
has been widely accepted by the Brazilian public, that underwriters
should now tap a greater proportion of these savings for industrial
investment by underwriting securities at higher price/earninga 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" underwritling places
the risk of placement on the underwriter, he. can be expected
to conduct much more thorough investigations of issuing firms
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 quallty
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 period. '

One final benefit to be derived from the availabililty

of FUMCAP credits, which is particularly relevant within the

Brazilian context of a limited supply of money being avallable

to give the market any real depth, 1s that underwriters can

be much more cautious in the timing of the placements of new
issues. Any new issue coming 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

. i1ssues over a longer period of time,

c. Increased Opportunities for the Investor

The df;ect 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 already -
in practice, although the number of debentures currently available |
for public purchase 1s very limited. ' ' a
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Under the FUMGAP'pfogram, however, the characteristics
of those instruments will be altered and it is from these changes that' .
increased opportunities to 1nv¢stors will result.

On the bond side, 1nvestors will have at their dispoaal
a fixed income, long~term instrument issued by private industrial firms,
which will provide them with:

(1) a higher interest rate (estimated to be between .
10-12% in average real terms)than rates yaid on presently available
instruments,

(2) an interest rate determined by and allowed to fluctuate
according to market conditions.

The debentures will compete with the existing Housing
Bonds (Letras Imobiliarias) which carry interests arbitrarily set at
8% in real terms. At the present time, "Letras Imobiliarias" receive
large fiscal incentives which will, however, be completely eliminated
by 1972. Therefore, real returns on FUMCAP bonds will be higher than
those of "Letras Imobiliarias". Furthermore, the interest rate on the
Letras is not sensitive to changes in market 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
liquidity mechanism introduced by this loan. This market could then .
repurchase FUMCAP bonds at a discount, therefore the real interest
rate on all bonds (outstanding and new) will be the same.

, On the equity side, investors will have access to new
issues at an earlier stage than they do under present circumstances.

This means that they be able to get better (lower) prices than is the

case now. Under present withholding practices, the issuing price of .

new stocks is very low. They are, to a large extent, privately placed

at this low price., By the time they reach the public, however, their
price has risen substantially. By changing present underwriting practices
from "best effort” to "firm offer" basis and by having the underwrite:s
(Investment Bank) disclose the amount of issues being withheld, the

FUMCAP program should have a positive impact on both the price received

by the issuing firms and the price the public has to pay to purchase -
new issues. As explained above, the quality of the new issues

will also be improved under the FUMCAP program.

In order to qualify for FUMCAP, firms willing to issue
new equity must provide the underwriters with information regarding
their financial position that is reflective of their actual situation.
To the public this is a significant improvement over the present system
of receiving information on firms issuing equity.

Also, since the number of firms issuing equity has
grown at fast rate in the last two years, and is likely to continue
to grow, the investment opportunities. available to the public are -
improved because investors will have a larger list of firms to choose

 from, In addition, firms under FUMCAP will be thoroughly analyzed to



to improve the chances of investors having better options, therefore,
reducing their risks.

Finally, another advantage offered to investors by
FUMCAP is its price support mechanism. FUMCAP credits will be given
to the Investment Banks to prevent the prices of issues from falling
below the offering price. These credits will be availeble for a period
of up to 18 months., This means that investors will have the minimum
offering price guaranteed for a period°beyond the placement period,
thus having some liquidity on the stocks they buy. In the form.in
which underwritings are being ma;!.e now, investors receive no such
guarantee.

~eee

’ . A diécussion of the macroeconomic
implications of the FUMCAP program can be found in .
Annex VI, Exhibit H. .



6L

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 and evaluating internal controls and
accounting organization.

GEMEC has three major divisions: a financial institution
division which reviews the registration statements and reports of
financial institutions, a corporation .end 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 11 analysts,
of whom all but one are ecdnomists. The analysts are largely young
graduates, since experienced personrel tend to leave the organization
for employment at substantially increased salaries with the private
financial community. The registration statements received by GEMEC 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 cons1stent 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 reglistration statements for e
public offerings in the, United States. An analysis of the worke-
load of GEMEC with respect to corporate and new issue regis- ‘
- 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 registration
statement. The workload appears reasonsble. .



ISMEC is organized into three sub-divisions which have
responsibility for the supervision of (1) stock brokers, exchanges
and distributors of securities; (2) finance companies; (3) invest-
ment banks and special assignments. The sub-divisions are -
supported by a group of TO experienced 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 :“g
operates under well conceived regulatory programs, it appears to
be understaffed. Its actual 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 difficulty. ISMEC 1s unable to perform
all the auditing functions required of it,much less the regulation
and supervision reasonably expected of the governmmental 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. 1/

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 remmneration
received by management, or information relating to transactions .
between the company and its management, and other insiders or el
affiliated persons. The analysis 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 accepted"accounting
principles and auditing standards. The prospectuses, as known
in the U.S., are not mandatory in Brazil; however, detailed
information on new issues must be filed with the Central Bank.

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

27' For the Regulatory Analysis attached in the Annex, we are indebted
~ to Richard M. Phillips, Esq. who visited Brazil on two occasions during

the development of this project. Mr. FPhillips is former Assistant General

Counsel of the U.S. Securities and Exchange Commission, now paxrtner of
Hill, Christopher & Phillips, Washington, D.C.
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suspension. It cites the difficulty of defining "manipulative" trading -
rractices, 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 disclosed that private
enforcement of the securities laws, such as exists in the United States
through shareholder voting rights and shareholder derivative actions,

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

While this comparison of the Brazilian and U.S. regulatory systems
is helpful to provide a frame of reference, it should be kept in mind that
both the origins and present requirements of the 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, including the specific requirements for disclosure, the
definition and delineation of manipulative, fraudulent and unfair pra.ctices ’
the accounting prindples and auditing standards, the pattern of
administration and enforcement, and the existence of effective private
remedies for violations, evolved over a period of almost forty years in
response to specific problems a.rising from the development of the U.S.
capital markets. ‘

In contrast, the regula.tory 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
recognition that adequate security regulation is essential to the develop-
ment of a viable capital market.

In shaping Brazilian securities regulation the Brazilian.govermment
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 1ts discretion those components of the system
which seems most suitable for Brazil in the context of its present economic
-and capital market development. Care must be taken not to attempt to impose
on the Brazilian capital market a pattermof regulation which, however well
it might 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 development of the capltal markets as & source of long~
term capital financing. The recommendations encompass three primary areas
as follows:

== The establishment of generally a.ccepted a.ccounting principles
and auditing standards and standards of professional competency
and independence for the preparation and certification of
financial statements of publicly held companies by public
accountants.

UNCLASSIFIED



-- 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
pr1c1ng and a bona-fide distribution of those
issues and to guard against manipulative activity
by underwriters of issues financéd with loan funds.

1. Adoption of Generally Accepted Accounting'Principleg
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 prlce level accounting,
which is particularly important in BrT211 which has
experienced a high rate of 1nflat10n

(b) The Central Bank should define in writing the ,
concept of ”1ndependent" public accountant. A suggested .
definition is included in the Regulatory Analys1s
annexed (Annex VII, Exhibit A).

1/ Attached as Annex VII, Exhibit C to this paper is a set
of accounting prlnc1ples 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 Bra21llan 1ndustry 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 statements, 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- E
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 urder-
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 1nd@endent professionally competent
public accountants in accordance with the generally
accepted accounting principles and auditing standards
adopted by the Central Bank.

2. Restraints 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, certa fn aspects of management
compensatlon and insider deallngs. 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

1/ For detailed recommendations, see Annex VII, Exhibit A.



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 funds as a group, whether or not affiliated with
the underwriter and/or participating broker~dealer. Registration
statements for secyrities to be underwritten through FUMCAP should
disclose the underwriters' 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 stabilization
purposes, the Central Bank will be asked to adopt & rule which would
provide that to the extent FUMCAP funds are outstanding for use by an
underwriter to finance purchases of stock in support of the market,
the underwriter will 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.

k. Conclusions

Each of the foregoing recommendations is considered important to -
varying degrees to the FUMCAP program. ©Some of the proposed rules
could be agreed upon immediately, or as soon as defined (e.g. the
proposed rule against the use of liquidity credits for price support K
above the offerlng 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 then,
rules should be left subject to change, depending on experience. Stilt
other recommendations, while extremely important (e.g. the proposed
announcement of a minimum 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 carefully
formulated and defined before being adopted (e+g. the rules on insider
transactions). .

Our conclusion is that in every area cited above, USAID/Brazil and
the GOB (aided by such external . expert assistance as may be needed) ;
should 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

l. Sources of Financing

The initial capital of FUMCAP will be the cruzeiro
equivalent of $50 million, as reflected in the financial
plan included in Section I, A.2 above. The status of the
proposed World Bank loan is discussed in Section I, B.h.:
The GOB, through the Minister of Finance, has agreed to
match the amount of the foreign loans with an equal amount’
of cruzeiros, which--ssuming both the World Bank and AID’
loans are authorized -- will amount ‘to the equivalent of .
$25 million in cruzeiros. The GOB has stated 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 Economica

The contribution of the latter is to be
derived from the funds of the National Integration Plan
(PIS). 1In 1971 alone, the PIS is expected to collect the
equivalent of US$4T million., The sources of funds of the:
PIS, and additional projections, are contained in the
Annex VI, G. There is no question of the Caixa's ability to meke
the requisite contribution of the eqpivalent of §12.5 million at
any time,

b, FINAME

FINAME's source of funds are the BNDE and the
Central Bank of 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 plus interest at 6% on these
advances. The funds provided by these advances nust Dbe
used for financing locally-menufactured equipment. The
first advance was made by the BNDE in 1966 in the amount

of Cr$20,000 (or Cr$L46,000 at 1970 prices) and was intendedes a
capital contribution. It 13 shown on FINAME's financial statements as

"capital advanced". The reason is that FINAME, being & federal government
agency, cannot have capital stock,

The funds supplied by the Central Bank have different applicationa according
to the Bank's own sources of these funds:

a) WSAID progrem loan funds (Loans 512-L-055/O6h/075) for
financing imported equipment;

b) Two-step principal transferred to the GOB by USAID
borrowers for financing locally manufactured equipment;

c) Punds made available by the Central Bank's GECRI (Rural ‘
and Industrial Credit) departnent for financing agriculture

equipment.

et ——————
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The AID Funds, i.e, program loan and two-step principal, are 1ent
to FINAME on the same terms as the GOB terms i.e. 40 years with 10 years
grace, but the Central Bank charges 10% monetary correction plus 3% interest
and a service fee of 1/2% The interest on these funds is ca.p:lta.lized, and
FINAME only pays the monetary correction and service fee. .

In the case of the GECRI funds, FIRAME is not a borrower, but

simply & financial agent. On loans made with these funds, FINAME earns a
commission of 3%. . o

Funds received from these several sources are shown in Annex VIII,'
Exhibit C. '

FINAME's financial statements are shown in Annex VIII , Mib..its A
and B, The income statements which have gignificance are those for
. the past 3 years: in 1965, FINAME was no more than a fund within the BNDE,

while during 1966 it was still in the throes of becoming an independent:
organization. In fact, FINAME ceased to operate for a number of months:
in 1966. In 1967, FINAME's operations were still rather limited by the

funds available, since it was only 1n 1968 that the BNDE started making
substantial advances.,

The Agency®s major source of revenue is its financing of
local equipment accounting for some 90% of its revenues. Imported
equipment financing is being phased out as the AID program loans near ;
completion, despite the fact that demand has exceeded the supply of funds,
Other revenues from long-term loans includes the 3% commission earned on
agricultural loans funded by GECRI and repassed by FIRAME.

Revenue from short-term loans has been the gecond major source
of earnings, because of the high turnover of funde invested, but is on
a downtrend in real terms.

The growth of financial expenses 1s the evident result of
FINAME's borrowings. Administrative expense has remained stable, perhaps
because FINAME is a small and tightly-run organization. The standard
of personnel as high as the BNDE's from which FIKAME originated.

FINAME has been somewhat laggard in implementing its budgeting.
The first attempts made in 1970 have proved to be inadequate, and
currently a group is engaged -in developing a sound projection for the
next few years. Among other things, new sources of funds and their costs
are being evaluated. /

a )



2. Projected Funding Requirements l/

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 qualify
two additional investment banks at the beginning of 1972
and that this number will increase by another 5 in 1973
and remain constant for 19T74-1975.

The average value of new issues underwritten by
investment banks in 1970 was approximately $2 million. _
This increased to ,approximately $4 million during the first
quarter of 1971.-= It is 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 1971, growing to $5.7 million for 1972 remaining
constant at 1972 level for 1973- 75.

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

l/ The projected underwritlngs and cash flow analysis
presented in this section are meant %o be illustrative
of the development of the FUMCAP program based on
what are considered to be realistic assumptions.

2/ S-N Financial Bulletin -- May, 1971; Rio deVJéneiro;
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FUMCAP (Table A)

PROJECTED FUMCAP UNDERWRITINGS

; : 7 T

ﬁ TOTAL AVERAGE 70% OF NO. OF FUMCAP NO. OF TOTAL / TOTAL

! YEAR VALUE OF UNDER- UNDERWRITINGS ~ ELIGIBLE UNDERWRITINGS/ | UNDERWRITINGS; VALUE

: ~ WRITINGS FINANCED INVESTMENT INVESTMENT YEAR OF ISSUES
; ($ Millions) WITH FUMCAP BANKS BANKS UNDERWRITTE!
% VAR e ane v CREDITS ($ Million
! ($ Million)

1971 - $k.3 $3 & 2 14 § © 68.8
f 1972 5.7 L B 0 2 20 11k,0
1973 e A=l b 15 2 30 T7E 8.
L 19Th. 5.7 N 15 2 30 171.0
;.' -

{ 1975 o £ 8 L 15 2 30 : 1710
! ; ~ TOTAL| $ 95.

!

RS S NP N F.-.—“‘ -



Currently, the shares of approximately 80 firms C - !
are actively traded on the Brazilian securities exchange, ' {
According to the projections in Table 5 the securities of, -
newly issued firms would increase the number of actively l “f
traded issues by approximately 20% per year for the period .
1971-75. It is assumed, however, that both the size and ' k
quality of the issues financed under the FUMCAP program e
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 1970. 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

e 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. 1971l. At this time FINAME and the
Caixa Economica will éach advance the equivaleéent in 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 beginning of 1972 USAID and the IBRD should
be prepared to start disbursement of their combined financial
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 advance'
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 $82 million by the GOB
to FUMCAP in 1973 the demand for underwriting credits
remains constant at 1973 levels (for both 1974 and 1975),
‘FUMCAP should require only very modest GOB advances for . = £
1974 and 1975, it
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CASH.FLOW

FUMCAP

($us Mill'ion_)

Dec., 'T1

SOURCES (6 mos.) Dec. 'T2 | Dec. 173 Dec, ' Th Dec. '75
CASH ON HAND 2.01 1.3 |
DEROSTTS: .

- ATD 12.50

- IBRD 12.50

- CAIXA 12,50 -

- BNDE 12.50 24
REPLACEMENTS: _ : : A

- Principal 2k, 00 | 40.00 60.00 60.00

~ Interest 1.4k 2.4 k.00 k.00 k.00

[ ] . : 1

TOTAL 26 Lk 53.41 | 55,31 64.00 64.00
USES
Underwriting 4 :

Credits 2l .00 %0.00 60.00 60.00, 60.00
Central Bank o - \ "5 i

Fees - .06 .20 .30 .30 - & 230
Interest Payments: | ° . : : ' s

-ATD .25 . 25 .25 .25

-Principal Agentd .37 .75 .96 1.00. 1.00

-IBRD . .90 90 | 295 . | 1.88
TOTAL 2k.h3 42.10 62.41] . : 63.50 S 3.k
DIFFERENCE + (-) +2.00 411.31  (7.10)  4.50 - .4.5T
Unused Balances (1.00) (10.00) -0- | | ;0- ._'- -0-
Net Inflow (Outflow) 1.01 1.31 -0- ' eo- | o -0-

Advances , -0~ ~ =0- 7T.10 A0 o .03

\n ARt e
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The Assumptions supporting the sbove cash flow analysis are: -

1.

The projections outlined in Table A.
The average interest rate charged for FUMCAP credits will be 6%.

Lump-sum repayments every six months.

. The terms of repaying the AID 1oah will be ten-year grace period
with an annual interest charge to FUMCAP of 2% and a ten-year re-’

payment schedule carrying an annual interest. charge of 3%.

The terms of the IBRD loan will be: & 15 year T-1/4% loan with
a 3 year grace period..s

The Principal Agents will charge‘EUMCAP 3%/year for the funds
they have advanced.

T e # 3 e At L € il e

P vl



SECTION III. IDAN AIMINISTRATION ' : . ‘ e

A. Fxecution Pla.n

The GOB has indicated that i'b wishes to establish the Pro=
posed Fund for Capital Market Development in July or August 1971.
The World Bank has indicated to the GOB that its lo&n could be ,
executed before the end of CY 1971, assuming a favorable report from
the appraisal mission in June 1971. On these assumptions, the
following time table is submitted: ‘
June - July 1971: Arrival of IBRD appraisa.l Mission in Brazil — el
Joint GOB/IBRD/USAID/Brazil discussions of project - -
Completion of IBRD Mission. '

August - September 1971: Presidential Decree establishing FUMCAP —

Group with AID assistance - ATD/GOB negotiation of
principal conditions precedent to be incorporated
in loan agreement. -

October 197L: Completion of revised draft of Operational Manual and
submission to AID and IBRD for approval - AID/GOB
negotiation of draft loan agreement.

November 1971: Completion of review of Opers.'bional Manual by USAD/Bra.z’:I.f
and consultants - AID approval of Manual -~ Completion of
negotiations of loan agreement.

December 1971l: AID loan agreeiment signed - IBRD approval of O_pera.tional‘"
Manual - Manual submitted to Monetary Council for approval.

., January - Febrl;méy IBR]; 103211 signed - Operationa.l Manual epproved by |
netary Councill.

March 1, 1972: Initial disbursement of AID and IBRD loans.

As has been the procedure to date, 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 banking commmity and USAID/Brazil. Once a final
draft has been worked out, it will be submitted to AID and IBRD for
approval. The step thereafter is approval by the Monetary Council _//

1/ The Monetary Council will approve the basic framework for the FUMCAP
program, but is expected to leave sufficient flexibility to the

Central Bank to change or modify opera.tiona.l rules and criteria froni
time to time as needed.

' l

Revision of FUMCAP Operational Manual by GOB Working
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As in the past, USAID/Brazil will continue to provide every assistance
requested by the GOB in the preparation of a final Operational Manual
for FUMCAP. However, the Mission expects to retain the services of
consultants in the technical areas (e.g. Regulations) to assist in
the final negotiations and approval of the Operational Manusl. Funds-
are availsble 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 underwriting 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 C
Principal Agents demonstrate that they have acquired the additional
administrative and technical capacity required to carry out their g
respective 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’
Operational Manual.

Nevertheless, AID will retain certaln continuing monitoring
responsibilities 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 paper, USATID/Brazil has 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 Mission
has, within its capital development office, a number of officers familiar |,
with corporate finance and underwriting. The USAID 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 initial stages before the program becomes:
operative, to review specific aspects of the program (esig. the regulatdry
system), or to meet specific requests for assistance (e.g. in reviewing
the Operational Manual), the Mission will retain specialized consultants
for these purposes. _ o

UNCLASSTFIED
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3. Disbursement Procedures ar e bt e S T

8 For "Firm Offer" Underwriting Credite

The Central Bank plans to establish a

revolving fund consisting of tle foreign credits extended by AID
and IBRD, These funds will be repassed through the principel
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,
i.e. the Central Bank's share and its share, fo the investment
banks under lines of credit for which the principal agent will
charge a one percent per annum administrative commission on the
unused balance beginning with the 6lst. day after the opening of
the line of credit. These lines of credit will not exceed T0% of the
‘total individual undérwriting. Such funds will be disbursed to the

nves bﬁggs ¥ith the following terms, according to the draft

pera, 1onal
(1) Shares

Repayment must be made upon receipt of
proceeds from placement but within the maximum term of 24 months.
Interest will-accrue at 6% per annum for 18 months with a 1% per
annum increase applicable to the balance outstanding in each month
thereafter until the maximum loan period of 2l months is reached,
Monetary correction will be applied to the unpeid balance trimes- B
trally according to the Treasury Bill (ORTN) index, By

(2) Bonds

Under the terms of the draft Operational
Manual, repayment must be made upon receipt of proceeds from ,
placement, but repayment may follow the repayment schedule of the
debentures for the period during which the investment bank
continues to hold the bonds, 1/ Interest will accrue at the A2 :
coupon rate of the bond and monetary correction will be applied T
'in the same manner as described above for shares, - .

(3) Repayments

As securities are placed on the market, e &
the underwriting investment bank will apply the proceeds to repay- ¢ iy

ment of the loan from the principo.l agent before any other parties . hic,*,

1/ Some limitations on the terms of such credits are now being
discussed with the Cenin'a\l 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 funds to the Principal Agent . The loan's principal, plus
the difference between the cost of funds to the Principal Agent

and the rates charged to the investment bank, will revert to
FUMCAP. The Principal Agent will also be allowed to deduct from
repayments its administrative fee. The FUMCAP revolving fund. will -
also receive the 50% portion of loan repayments financed from the
foreign credits (and earnings) plus interest and monetary correction
thereon less a 1% administrative commission charged by both the '
principal agent and the Central m. .

be For Price Stabilization and Liquidity
Credita: Co

‘The Central Bank plans to establish a
"price stabilization" and 'Liquiditycredit” fund to: (1)
provide credits to investment banks to support the price
of shares being underwritten at their offering price to the
public; and (2) provide liquidity credits to traders to -
enable them to create a gecondary market in debentures,
Funds will be repassed through principel agents under
contracts between the principal agents and investment banks.
Such funds will include the following terms:

(1) Shares

The amount will be limited to 15%
of the value of the issue underwritten with FUMCAP credits.
The Operational Manual provides that the first 5% will be
free of interest and monetary correction and that the ,
remaining 10% will be made available free of interest but
with monetary correction based on the ORTN index 1/0
Credits will be available for a period not to exceed 18
months after the shares are offered to the public,

1 The price suppart and liguidity fund will be financed
Y from 2-step principal funds as discussed in the

Financial Plan, Section I, A,3. Discussions are being
held with the Central Bank concerning the rates at
which these funds will be made available to under-
writers and traders, The Mission favors attaching
interest and monetary correction to such credits.
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(2) Bonds

The Manual provides for a finance
charge based on "the coupon rate of the debentures" plus
monetary correction __/. Credits will be available

upod request, until:c i 12 months before the maturity of the
debentures.

The price support and liquidity
funds will be repaid to the Central Bank with monetary
correction to the extent that monetary correct:lon is
applied as described above,

ce  AID Disbursement Procedure:

The Mission prefers to reimburse the

Central Bank for disbursements made pursvant to the project
until repayments from principal agents bring the revolving
fund to an amount which 13 sufficient to meet the existing
demand for additional disbursements, While it is theore-
tically possible that underwritings would be so few and
credits provided for such short periods as to provide a
self-sustaining revolving fund of less than that required
for the AID and IBRD loans, the Mission believes that

demand will more than exceed the funds made avallable by

the two loans 2/ The Mission prefers to. disburse loan funds
on a matching basis with the IBRD but will provide funds
independently if this proves to be procedurally more expedients
_The Mission will also consider direct disbursements to the

|_Central Bank rather than the reimbursement approach if 'bhe S
Central Bank so requests. ’

\

1/ The method of arriving et this rate remains to be ' E
worked out, ' '

2/ See Section 1T, D, S B
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D. Conditions and Covenants

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

1. Prior to Loan Execution

a. Borrower and A.I.D.ito 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
Development hes not executed an agreement with the Borrower, satisfactory
to A.T.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 approvel of the Deputy United States Coordinator
of the Alliance for Progress.

2. Prior to Disbursement to FUMCAP

: 8. Provide evidence of the establishment of FUMCAP pursuant
to a decree signed by the President.

b. Submit a completed Operational Manual for FUMCAP, satis- T ‘ﬁ
factory to A.I.D. : ' ’ o

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

d. Develop (a) a 1list of regulatory measures, e
including a minimum set of accounting principles and auditing standards, -
adequate rules relating to bona fide distributions, and apmropriate reqnire-
ments of disclosure, and (b) a time-phased plan for further study of =
additional regulations needed for the development of a sound capital
market in Brazil, said list and plan to be approved by A.I.D. -

3. Prior to Disbursement for Technical Assistance Program

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 program; (b) a description of each major element of the .
TA program; (c) a description of the agency or entity responsible for. Co
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 eéntity 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 follbéing
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 0perational
Manual,

2. Central Bank not to effect major changes

in the management or operation of FUMCAP without prior AID
approval,

3. Central Bank to conduct periodic reviews
of the FUMCAP program, with the participation of the principsal
agents, and USAID. Such reviews to be held 3, 6 and 12 months
after the commencement of operations, and annually thereafter.
- -
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DRAFT LOAN AUTHORIZATION

Provided from: Alliance for Progress Funds
BRAZTIL: Capitel Markets Development Fund

Pursuant to the authority vested in the Administrator, Agency for Inter-
national 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 technical assistance,
subject to the following terms:

1. interest and Repayment

Borrower shall repay the Loan in United States
dollars within forth (L40) years from the date

of the first disbursement under the Loan, in-
cluding & 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%) per annum during
the grace period and three percent (3%) there-
after.

2. Other Terms bnd 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 in A.I.D. Geographic Code 9kl. ‘
Marine insurance financed under the loan shall have .
its source and origin in Brazil or in any country
included in A.I.D. CGeographic Code 941, provided,
however, that such insurance may be financed under ‘
the loan only if.it is obtained on a competitive e
basis and any claims thereunder are payable in . '
convertible currencies. Ocean shipping financed
under the loan shall be procured in sny country
included in A.I.D. Geographic Code 9kl.
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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
technical essistance 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 Internationsl Bank for Reconstruction

and Development 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
e Loan Agreement, said Loan Agreement shall not be
executed without the prior written spproval of the
Deputy United States Coordimator of the Alliance

for Progress.

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

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

[ ] .
(i1) Submit a completed Operational Manual for
FUMCAP, satisfactory to A.IL.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) Develogp (a) a list of regulatory
measures, including a minimum set of accounting
principles and suditing standards, adequate rules
relating to bona flde distributions, and appropriate
requirements of disclosure, and (v) a time~phased
plan for further study of additional regulations
needed for the development of a sound capital :
market in Brazil, sald 1list 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 saetisfactory to
AoIcDo ' . .

(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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CERTIFICATION PURSUANT TO SECTION 611 (e)
OF THE FOREIGN ASSISTANCE ACT OF 1961, AS
AMENDED.

Subject: BRAZIL - Capital Agsistance - Capital Markets Loan.

Having taken into account, mong‘other things, the mi.ntena.née";
and utilization of projects in Brazil previously financed or assisted ¥
by the United States, I certify that in my judgement Brazil has the
financial capability and the human resources to maintain and utilize

effectively the proposed Capital Markets Loan.

This judgement is based primarily on the facts developed in the
Capital Assistance Paper for the pioposed loan of US$12,500.000 (ﬁelve
and one half million dollars), which discusses in detail the capabilifies |
of the Central Bank and various entities and finds that they will posséss
adequate financial and human resource capability (supported by technical
assistance and training where appropriate) to maintain and utilize the“ |
project effectively. The relationship between the proposed loan and
prior U.S. assistance to the Brazilian Capital Markets sector is

discussed in detail in the Capita.l‘Assiatance Paper. S

Dl AAL,

Director

N, 2y )57

Date

e gy S _
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UNOFFICIAL TRANSLATION of letter from Minister of
Finance to USAID/Brazil Mission Director

‘,
AVISO GB-N¢ 5 JAN 8, 1971

Dear Mr. Minister,

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

8) 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;

¢) 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. _ v

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
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3, This Fund, which would be administered by the
Central Bank of Brazil with the participation of the BNDE and

the Caixa EconOmica 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.

b, - Therefore, and considering that the GOB is

ready to offer counterpart Cruzelros 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 possibility
of there being extended to the Central Bank by the USA through g
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

!
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CHECKLIST OF STATUTORY CRITERIA

(Allience for Progress)

1

The following abbreviations are used:

FAA - Foreign Assistance Act of 1961, as amended by the Foreign - '7
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.

Meking sppropriate efforts to inerease food
production and improve means for food storage
and distribution.

Expending food production and improving the means for food -
storage and distribution is one of the mejor goals of Brazil
and a great many steps have been taken to achieve this goal:
For further details see CIAP/377, especially pages 12i-142.

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 forelgn and has 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-195-a, December 19, 1969, "Industrial
Policies and the Mamufacturing Industries in Brazil," and
IBRD Report WH-203,. November 4, 1970.
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3. Increasiné 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 sbout 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 burdens created by long borders (4,600
miles coast and 8,700 miles of land frontier) and a
vast sparsely populsted Interior. Defense Agency
budgets include expenditures of a non-military nature
for such things as subsidies to ciwvilian airlines,
civilian airport construction, maintenance of flight
control and communications and mall 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 Financiel Analysis section of the
paper (Section II, D).

'6. Making economic, social, and political reforms
such as tax cocilection 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, initlative, and private
enterprise.
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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 Governo- 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 politjcal rights for ten
years and the firing from governme : jobs or deprivation
of elected office, continue sporadi- illy. All the State
legislatures have been reopened, . earship altered, of
course, by cassations. Municipal e . ions 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 re .fl -~ ion, 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 insofer es fundamental c¢ :pts of the
Revolution are not challenged nor articles published
which lend support to subversives. On the other hand,

- there has been a continued incidence of police intimidation

of individusl journalists.

The last 6 months have seen continued allegations of
brutal treatment and tortures of accused subversives by
GOB security officlals. 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.

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

Brazil is adhering to these princi; =s.
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8. Attempting to repatriate capital invested in
other countries by its own citizens.

Brazil's efforts to encourage investment, promote
rapid economic growth and reduce the rate of inflation
contribute to the return of capital invested in other
countries by 1ts citizens.

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

Since assuming power President Medici 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 N
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 asslistance?

The above factors have been teken into account in récommending :
approval of this loen.

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 servides
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 iridebted.

3. FAA §. 620 (e) (1). 1If assistance is to a
government, has it (including government
agencies or subdivisions) taken eny acti
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 v ,
taking steps to discharge its obligal
toward such citizens or entities?

No such action has been taken.

k. FAA §. 620 (o); Fishermen's Protective
Act. §. 5. If country has seized, or
imposed any penalty or sanction against, any
U.S. fishing vessel on account of its
fishing activities in international waters.

No case of seizure, penalty or sanction age .st
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 (a). 1If assistance is for any
productive enterprise which will com ‘
in the U.S. with U.S. enterprise, is there

an agreement by the recipient countrr "o
prevgnt exportyfo the U.S5. of more L. n 20

of the enterprise’s annual production during
the life of the loan?

Not applicable. The loan will go to : ~ velopment
of the capital market. It is not known 1 lch under-
writers will use the funds provided. ... is it known
what kinds of companies will be the clients of those
underwriters utilizing credits and funds ¢ _mulated
by the loan. Co
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FAA §. 620 (J). Has the country permitted,
or failed to teke adequate meagures to :
prevent, the demage or destruction by mob
action, of U.S. property? ‘

Brazil has not permitted such acts.

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. administration
within the past year considered denying
assistance to such government for this
reason?

Brazil has actively instituted a guaranty
program,

FAA §. 620 (q). Is the government of the

recipient country in default on interest
or principal of any A.I.D. loan to the
country?

No such default exists.

FAA §. 620 (t). Has the country

severed diplomatic relations with U.S.%
If so, have they been resumed and

have new bilateral as8istance agreements
been negotiated and entered into since
such resumption?

Brazil has not severed relations with the U.S.

FAA §. 620 (u). What is the payment status

of the country's U.N. obligations? 1If the

t s in arrears, wer such a
%gﬁgnr¥n%o account by the A.I.D. Admini serator
in determining the current A I.D. Operating
Year Budget?

Brazil is meeting its U.N. obligation.



11.

12.

13.

1k,

ANNEX III ‘
Page 7 of 21

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.

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.

FAA §. 620 (f). Is recipient country a
Communist country?

No.

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.

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 knowingly permit
trafficking with North Viet-Nam.

Military Expenditures

16.

FAA §. 620 (s). What percentage of country
budget is for military expenditures? How
mh of foreign exchange resources spent on
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military equipment? How much spent for
the purchase of sophisticated wespons
systems? (Considerstion of these points
to be coordinated with PPC/MAS).

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 1.19% 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 militery 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.
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FAA §e251 (b) (2): §251 (e)de

Information and conclusion on activity's
economic and technical soundness, If
loan 18 not made pursuant to a multi-
lateral plan, and the amount of the loan
exceeds $100,000, has country submitted
to A.I.D» an application for such funds
together with assurances to indicate that
funds will be used in an economically and
technically sound manner.

The project 1s considered economically and technically
sounds, See Economic (Section II, B) and Financial
Anaelysis (Section II,D) in this paper. The Minister
of Finance submitted a loan application to USAID on
January 8, 1971, Assurances have been given by the
Central Bank that the funds will be used in an

~ economically and technically sound mannere

19

FAA §25) (b)s Information and conclusion
on capacity of the country to repay the loan,
including reasonableness of repayment prospectse

Brazll is comsidered able to repay the proposed loan,

FAA §&611 (a) (1) Prior to signing of

loan will there be (a) engineering,
financial, and other plans necessary to
carry out the assistance and (b) a
reasgonably firm estimate of the cost to
the U.Se of the assistance?

Yes.

FAA §&611 (a) (2)s If further legislative
action 1s required within recipient country,
what is basis for reasonable expectation that
such action will be completed in time to permit
orderly eccomplishment of purposes of loan?

No legislation is required,
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FAA §&6ll(e)s If loan is for capital
assistance, and all U,S. assistance to
project now exceeds $1 million, has Mission
Director certified the country's capability
effectively to maintain and utilize the
project?

Yes. (See Directorts Certification in
ANNEX II, Exhibit A). .
FAA §& 251 (b)e Information and conclusion
on availability of financing from other
free-world sources, including private source
within the United States.

IERD is expected to participate in the program,
See Summary and Recommendations, Financial Flan
and Financial Analysis in the paper. EXIM and
IDB have expressed no interest in financing this
projecte No other free world sources are known
to exist.

Ioant's Relationship to Achievement of

Country and Regional Goals.

2h,

FAA §207: §.251 (a)e 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; (e) 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,



25

()

()
(c)
(a)
(e)

ANNEX IIX
Page 11 of 21

While the development of democratic
economic, political and social
ingtitutions 1s not the primary objective
of 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-term
debt instruments hitherto little used in
Brazil,

Not applicable,
Not applicable.’
Not appllicable,

The program has a basic significance for
industry in Brazil, in that it seeks to

‘improve the institutional and regulatory

framework of the country's financial sector.
In so doing, the program will enable the
financial community more effectlvely to
mobilize and rechannel internal savings to
industry, on more reasonable terms. (See
Economic Analysis, Section II, B)s A number
of regulations applicable to the financial
sector will be modified in connection with
this program, See Regulatory Criteriam
(Section II, C)e

FAA §209 Is project suscéptible of

execution as part of regional project?
If so why is project not so executed?

Noe

26, FAA §.251 (b) (3)e 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-renge financial and

industrial development, the Program will, in achieving o

these objectives, indirectly benefit the remaining
sectors which are served by industrys As such, the
activity is fully consistent, and of basic significance,
to Brazil's development objectives and activities. '

FAA §& 251 (b) (7)s Information and
conclusion of whether or not the
activity to be financed will contribute
to the achievement of self- sustained
growth,

The Program will contribute to the achievement of
gelf-gustaining growth by creating a mechanism and
financial instruments capable of mobilizing and
channelling Brazilian savings into industry, leasening
the country's reliance, in a relative sense, on
external financing for industry.

FAA §.281 (a)s Describe extent to which
the loan will ‘contribute to the objective
of assuring maximum participation in the
task of economic development on the part
of the people of the country, through the
encouragement of democratic, private, and
local governmental institutions,

The strengthening of the financisl and regulatory
institutions in Brazil, and the promotion of attractive.
new financial instruments, will encourage greater parti-
cipation on the part of individual investors, in the
ownership and growth of Brazilian industry. For
institution bullding aspects, see Section I, Ce3e

FAA §281 (b)e Describe extent to which
program recognizes the particular needs,
desires, and capacities of the people of
the country; utilizes the countryt®s
intellectual resources to encourage ing-
titutional development; and supports civiec
education and training in skills required
for effective participation in governmental
and political processes essential to self-
government,
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to develop Brazil's capital markets, and the resulting

. interest of the Brazilian public in financial ins-

truments as a2 means of inveatmente The Program hasg
been conceived and‘ developed by the Brazil's leading
speclalists in finance, from both the public and
private sectors. A large technical assistance program
1s 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.

FAAS. 601 (a). Information and conclusions

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 practicea; (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 Brazll's foreign trade, There 1s, 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 be
more competitive world markets,

(b) By increasing the availability of long-term |
industriel financing, the growth and expansion of
industry, through private initiative, will be
encourageds Competition will be fostered among :
financial institutions, by atrengthening those who
previously dd not have the financial or techniecal °
means of competing in the field of uvndervwriting.

(e¢) Not 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 from the increased efficiency of the
capital market, and the intermediary ingtitutions,
in attending to industry®s long-term financing
needs on reasonable terms,,

(f) Not applicable.

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

Not Applicable,

FAA § 251 (h), 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 "Capital Markets", the 1971 CIAP

- report to the Special Committee for Consultation and

Negotiation (CECON) notes that ¥n "most country reviews

the need to increase and improve domestic capital formation
was found to be one of the most important topics. "The -
Committee restated its feeling that financial and technical
assistance from abroad would be essential for the solution
of this problem.

FAA §251 (g)o Information and
conclusion on use of loan to assist

in promoting the cooperative movement
in Iatin America,

Not applicable.
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]
she  FAA §,200; §.251(n) (),
Information and conclusion whether
agsslistance will encourage regional
development programs, and contribute
to the economic and political
integration of lLatin America,

The Program is not intended to be regional in scope

or impact.e It may, however, encourage the interaction -
and exchange of ideas in latin Americe in the field

of capital markets, to the extent that the program is
successful, An international conference on Capital '
Markets and development has already been schedule i.n :

Rio for September 1971,

Loan's Effect on Us S, and A, I.Ds
Program

35 FAA §e251 (b) (4); § 102
Information and conclusion on
possible effects of loan on U, S,
economy, with special reference to
areas of substantial labor surplus,
and extent to which U.S. commodities
and assistance are furnished in a
manner consistent with improving the
U.S. balance of payments positions

There are no perceivable effects of this loan on the
Us Se economy,

36e FAA §. 601 (b)e Information and
conclusion on how the loan will
encourage LS. 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 extent that Brezilian firms which are partially

or fully owned by American interests choose to participate
in the FUMCAP program, the Program should have a

favorebla effect on US investment abroad by allowing these
firms grester access to the Brazilian financial market,
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FAA § 601 (d)e 1If a capital project,
are engineering and professional
services of U,Se filrms and their
affiliates used to the maximum extent
consistent with the national interest?

This is not a capital project. A portion of

the proposed Technical Assistamce program, however,
will be furnished by US professional services,

See description in Section I, A.5.

FAA §,602, Information and conclusion
whether U,S. small business will
participate equitably in the furnishing
of goods and services financed by the
loan.

Not Applicable,

FAA §.620 (h)e Will the loan

promote or assist the foreign aid
projects or activities of the
Communist-Bloc countries?

Noe.

FAA§. 621. If technical assistance

is financed by the loan, information
and conclusion whether such assistance.
will be furnished to the fullest
extent practicable as goods and pro-
fessional and other services from
private enterprise on a contract basis.
If the facilities of other Federal
agencies will be utilized, information
and conclusion on whether they are
particularly suitable, are not
competitive with private enterprise,
and can be made avallable without undue -
interference with domestic programs.
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Technical assistance will be provided to the
maximum extent possible from private enterprise
on & contract basgis. It is contemplated, however,
that experts from the Securities and Exchange
Commission may be sought to provide advice and
assistance to the GOB's regulatory agencies, Such
services would not be competitive with private
enterprise, and could be made avallable without
undue interference with domestic programs, See
description of Technical Assistance program in
Section I,As5. )e

b1, FAA §252 (a)e Total amount of money
under loan which is going directly to
private enterprise, is going to inter-
mediate credit ingtitutions 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 from
private sources.

The largest portion of the loan to the Central Bank
will be channeled through the National Savings and
the National Development Banks, to private financial
intermediary institutions, The latter will use '
the funds to finance underwritings of 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 for
this end. S

Loan's Compliance with Specific Requirements

42, FAA §.201 (d)o Is interest rate of
Joan at least 2% per annum during

grace period and at least 3% per
sannum thereafter?

Yese
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FAA §. 608 (a). Information on
measures to be taken to utilize
U.S. Government excess personal
property in lleu of the procurement
of new items.

Not Applicable. .

FAA §. 604 (a). Will all commodity procurement

financed under the loan be from United States
except as otherwise determined by the President?

Not Applicable.

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.

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.

FAA §. 604 (e). If off=shore procurement of
agricultural comodity or product is to be
financed, is there provision against such
procurement when the domestic price of such
commodity is less than parity? . .

Not Applicable.
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h8. FAA §. 611 (b): App. §. 10l. If
loan finances water or water-related
land resource construction project or
program, is there a benefit-cost computation
made, insofar as practicable, in accordance
with the procedures set forth in the Memorandum
of the President dated May 15,.19627

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 (g). What provision is there
agalnst use of subject assistance to compensate
owners for expropriated or nationalized property?

The loan Agreement will not permit such use.

51. FAA §. 612 (b): §. 636 (b). Describve 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 IBRD loans. The ,
GOB's allocation of internal resources is discussed in -
Annex IV, Exhibit A. The availability of US owned
cruzeiros is discussed in Section II,U,2.
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App. §. 104k, Will any loan funds be

used to pay pensions for military personnel?

1

No.

App. §.106. If loan is for capital project,
is there provision for A.I.D. epproval 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. :

App. §.108. Will any loan funds be used to pay
U.N. assessments?

No.

App. §. 109. Compliance with regulations on
employment of U.S. and local persommel for

funds obligated after April 30, 1964 (Regulation T).
Not Applicable;

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 a transaction?

No.

App. §. 40l. Will any loan funds be used for
publieity or propagands purposes within U.S.
not authorized by the Congress?

No.
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FAA §. 620 (k). If construction of

productive enterprise, will aggregate
value of assistance to be furnished by
U.S. exceed $100 million?

NOO e

FAA §. 612 (d). Does the U.S. own excess
foreign currency and, if so, what arrangements
have been made for its release?

Not Applicable.

MMA B 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 Agreement will so provide.
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INTERNAL ALLOCATION OF RESOURCES IN BRAZIL

While there are no widely agreed upon or universally epplicable
criteris for evalusting a country's allocation of resources, one can
Judge proper allocation by its results in growth, stabilization, and
distribution of welfare. In these terms, Brazil's past record and
stated future intentions are encouraging.

In many important respects Brazil's recent economic record has
been excellent. The growth of GDP recovered in 1966 and 1967 from
the economic crisis of the early 60's, when growth dipped below %
and per capita GDP actually declined. The 1966/67 expansion was- S a
largely a result of the reform policies of the revolutionary : :
govermment and accelerated in 1969 and 1970, when GDP grew at an
estimated 9.2% rate. Exports have risen very rapidly since 196k,
especially during the past 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 inflation, although still
high, was reduced sharply in the period 1964-67 from a former peak of
over 80%, and further gradual progress has been achieved the last two
years (20.1% in 1969 and 19.3% in 1970) as the relative weight of
priority in national economic policy has shifted from stabilization
back to growth. The govermment deficit has been gradually but
decisively reduced from a very inflationsary level to only about 0.4%
of GDP in 1970.

Federal tax receipts grew from 7.8% of GNP in 1961 to 10.2% 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
for private investment in special areas or sectors including agro-indnstry
has been remarkably successful particulerly in promoting industrial ‘
expansion in the poor Northeast.

Total savings and investment have recovered from a low of 1k, 2% of
GNP in 1963 to 15.8% in 1969 and 16.9% 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 work force this appears to be the case. During the
1960's, although the official real minimum wage declined, average earnings
increased. Of the non-sgricultural work force, workers who earned less
than half the minimm wage dropped from 374 to 22% of the work force and

feoo
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those earning at or above the minimum wage increased from 45% to 59% of the
w;rk force. Furthermore, the non-agriculture work-force grew at close to
5% a year. '

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

The agricultural sector has benefited from a wide mmber of programs
encouraging modernization. Recently tax incentives have been created to
promote investment. Exemptions from 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 jumped 11% a year during the 1960's.
The Govermment plans for a continued raepid increase and ultimately the
attaimment of universal primary education. From 1966 to 1970, enrollments .
increased at the annual rates of 6% at the primary level and 14% at the
secondery level. Educational opportunities are rapidly widening for the
average urban and small-town Brazilian.

Public spending in health and sanitation grew at close to 104 a year

in the 1960's with major emphasis on campaigns against malaria, tuberculosis
and other specific debilitating diseases.

The Government of Brazil has sald its goals for the early 1970's will be
an increase in GNP between 7% and 9% per year. The major emphasis in the
public sector will contimue to be on expanding educational and health services.
Within a macro-economic policy framework aimed at rapid growth, continued
gradual reduction in the rate of inflation, and a continued rapid rise in
exports, the GOB's private sector development priorities will contimue
to feature the modernization of agriculture.
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(VI, VII, VIII, AND IX WHEAT AGREEMENTS)
(Figures in parenthesis are non-additive)
(Cr$ Millions)

V1 WHEAT AGREEM. VII WHEAT AGREEM.
APRIL 1966 OCTOBER 1967
Rio-Sdo Paulo Road 50.0 -
Southern States Highway
Maintenance Loan Supplement 14.6 1/ -
Agricultural Research (EPE) - k.0
Meteorologicé.l Service - - o.k
- National Research Council (CNPFq) - . 0.6
SUNAB ) - o 5.0
FUNFERTIL : : o - - - 4,0
ABCAR T - ‘ 3.0
~ Cooperatives : , ’ . - 16.8
Credit: Agriculture-(21.5) ) . _ 30.1
' - Pertilizer -(17.6) ) » °
Seeds - 2.5
SUVALE - = - - | 2.7
Agric.Marketing Roads-(8.0) ) ' -
Supply Centers -(7.2) ) - 15.5
Milk Plents -(0.3) ) _ :
Irrigation-Ministry of Interior - - -
IBGE Foundation . |- ‘ -
ETA - Mogiana " - -

GERAN - E - . -

' 1966 TO PRESENT

VIII WHEAT AGREEM. IX WHEAT AGREEM.
DECEMBER 1969

8.1
1.0

2.0
k.0

6.4
T.1
0.9

2.2

(Cont.)

MAY 1970
(progremmed)

2 Jo T 8883 - 9 4TqTuxy
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Budget Support:(many of separate
items listed above now included
under general categories below)

a.Agricultural Credit
b.Agricultursl Production
c.Agricultural Marketing
d.Rural Roads
e.Agricultural Research (of which
EPE received Cr$k.2 and CNPg
Cr$8 million)

TOTALS

VI WHEAT AGREEM.

APRIL 1966

-

VII WHEAT AGREEM.

OCTOEER 1967

VIII WHEAT AGREEM. IX WHEAT AGREEM

DECEMBER 1969 MAY 1970
(programmed)

67.82 75.15

(3h.92) (32.50)

( 6.55) (16.15)

(17.35) (18.15)

( 9.0) ( .85)

- ( 7.50)
—88.22 T 75.15

E 1/ _Central Bank transferred "temporarily" to DRER on instruction of Ministry of Finance,9-12-69

g 30 g 8883 ~ € 31qTUXY
f JO 4 88y - AT XHANNY
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Functions of the National Monetary Council and Central Bank*

National Monetary Council

"The Council's policies should seek:

1. To maintain the volume means of payment at a level adequate
for the actual needs of the national &conomy and its development;

2, To control the internal value of the countryts currency by
preventing or correcting inflationary or deflationary processes
of internal or external origin, economic recessions and other

kinds of macroeconomic disequilibrium; k

3 To control the foreign exchange rate of thé.currency and the
balance of payments position with a view to an optimum use of
foreign currency owned by the country; '

l, To orient the use of funds by government or private financial
institutions to insure conditions favoring the balanced growth of
the economy and the country's different regions;

5 To promote the improvement of financial institutions and
instruments with a view to increasing the efficiency of the syatem
for making peyments and mobilizing funds;

6o To insure the liquidity and solvency of financial institutibna;

7. To coordinate monetary, credit, budget, tax and public debt
policies, "

* Translated from Law No. 4595 (December 1964)
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Central Bank of Brazil

. To control credit in all its forms;
2. To control foreign 1dvestment;

3y To control the operations of financial 1nstitutions and
apply the required penalties;

b, To authorize financial 1nstitntions to operate;

So To buy and aell Federal securities as an instrument of
monetary policy. " -
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Functions of the Nétional Monetary Council and
Central Bank Related to Financial Markets*

The money market and the capital market are regulated by the

Natlonal Monetary Council and controlled by the Central Bank,

2.

The Netional Monetary Council and the Central Bank should

exercise their legal powers in the money and capital markers so &as to-

Se

8.  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 fraudulent and manipulatory practices aimed at
creating artificial conditions for the demand, supply or price

of securities distributed in the market;

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

€ regulate the use of credit in the securities market;

" fa regulate the activities of stock and foreign exchange

brokers.
The Centrel Bank is responsible for:
80 authorizing and inspecting the operation of Stock Exchahges;

be 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 maintalning & register of and inspecting the operations of
companies and individuals acting as intermediaries in the dis-
tribution of securities or which, for whatever purpose, mobilize
savings in the capital market;

* Summarized from the Capital Markets Law No, 4728 (July 65)
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€ register securities to be traded on the stock exchange;

e register security issues to be distributed in the cepital
market;

209 monitoring the complisnce by companies 1ssuing 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 investors in securities distributed
on the money and capital market;

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

1. .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 information,
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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 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 institutions;
3) registering public corporations and issues of securities
distributed in the capital markets and traded on stock
exchanges, and L) 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 1nspection
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 organizations.
This Annex described the internal organization of these
two entities.

a. GEMEC

GEMEC is headed by a manager reporting to the.
Area Director and has three major divisions: a Financial'
Institution Division where these institutions register :
and file reports and other documentation required by lawj
a Securities Registration Division (DIVEP) where securities
and corporations are registered; and a Study and Analysis
Division with miscellaneous functions, Organization Chart
is as follows: .
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GEMEC ORGANIZATION CHART

12 ' 6
Technical' ‘ Management
Staff : Office
22 17 . 23
Financial Institution Security Registration Studies and Analysis
Division Division 1 Division
15 2
SUBEM SuCoc

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

a

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 types of registra-
tion, and are discussed in detail elsewhere in this paper.l 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 SUCOC subdivision
which takes care of open capital registrations, and the SUBEM sub-
division which handles the remaining types of registration. SUBEM is-

1/. See Annex VII, Exhibit A, p. 6.
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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
reglstratlon statements is largely a matter of exerc1sing
one's Jjudgment 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 the sector
chief to one of his analysts who conducts the review

under his direct supervision. The review consists b351cally
in checking out if all the required information and documen-
tation has been submitted. The information is also checked
out for ifiternal consistency. 1/ '

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-
trations average out to between 20-25 per analyst, i.e., on the average
each analyst spent about 2 weeks on each registration. 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 Banking Area, nor does it inspe¢t
real estate finance companies which is o

1/ As noted elsewhere in this paper, the absence of
generally accepted accounting principles and audlting
standards renders a meaningful analysis difficult.

See Section II, C and Annex VII, Exhibit A. o
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the responsibility of the National Housing Banke. ISMEC's maJor function,
as 1t actually exists in practice, is to conduct audits of financial:
institutions for the following purposes: a) to determine compliance with
applicable legislation; b) to check if the financial institutions' accounts
are supported by appropriate documentation; c) to evaluate internal
controls and accounting organization in general; and d) to evaluate

the institution's financial position by reviewing financial statement
data and preparation of cash flows,

ISMEC is organized into 3 subdivisions called SUFIC
plus a separate group of ingpectors who perform the fleld 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-1: 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 & basic structure of: 2 senior clerks, 2 or 3 analysts and 2 office
clerks, Mutual funds are the responsibllity of the junior of the
Inspector General's two Administrative Assistants. An organization
chart follows: e e

ISMEC ORGANIZATION CHART

2
Assistants

l Inspector
General

’ 7 8 ’ '
SUFIC SUFIC-
-1 _ -2 :

Inspecfbrs

SUFIC
-3

Note: Numbers indicate Staff in each organization unit
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The inspectors form a separate group within the organization,
although they submit their reports to the appropriate SUFIC. They numbeyr
a total of 70, of which 51 are located in Rio de Janeiro and Sdo Paulo where
the great majority of institutions are established, the remaining inspectors
being distributed throughout the Central Bank's regional offices in other
Statese Like many of the Central Bank's employees, these inspectors are
former Bank of Brazil employees with 20 to 25 years' gervice with the two
banks in most cases.

ISMEC 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 documentatlon, prepare working
papers, and give an opinion, However, the audit 1s limited because of the
lack of generally accepted accounting principles in Brazil.

Although ISMEC appears to have a competent staff, it has
two major weaknesses as an organization: a) it is understaffed, and b) it
does not perform all of the monitoring functions which it is authorized to
perform by law of the Central Bank nor other functions which 1% might
perform as the monitoring staff of the regulatory authority (see Annex VII,
Exhlbit A, p. 5).

At the end of last year, ISMEC was required to inspect
finance companies (215), investment banks (30), brokers (LO4), 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 indicate that ISMEC does not have sufficient staff
to monitor these institutions. In addition, some 30
inspectors are engaged full time or nearly full time in
following up the liquidation of certain finance companies,
the mergers of other and the conversion of some finance
companies into investment banks. This leaves only LO
inspectors to do the auditing. Since an audit of a finance
company or investment bank requires about one man-month,
Just a once yearly audit would require at leest 23 inspectors,
leaving only 17 out of the 40 available for audits to
handle the remaining 1017 institutions. . Because of this
shortege of staff, instead of using an audit schedule,
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ISMEC has to operate on a priority list of firms, the priority being
based on a combination of the size of the firm, how long ago was it
last audited and the existence of problems. The volume of reports
recelved by ISMEC is also beyond the capaclity of its internal staff
for more than superficial reviey 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 firms, thus allowing ISMEC to
devote itself to the continuing and day-to-day monitoring activities
typical of a regulatory body.

In sum, ISMEC appears to operate under acceptable and defined
technical. standards. On the whole it has been doing an excellent job with
its limited resources, but its actual functions are very limited in scope.
ISMEC's experience is perhaps the most valusble asset in the Central Bank's
Capital Markets Area, and for this reason its activities should be developed
along more realistic lines. '
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The Monetary Correction Coefficient

If inflation in & given period was "m", the corrected
value at the end of the period of a sum of money "s", expressed in
the currency of the beginning of the period, is s'=(1+m), where (1+m)
is the monetary correction coefficient and "m" is the percent change
in the periodof some price indicator.}/ Since MC 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 minimum salary.

Of the three, the wholesale price index is the most
widely used price indicator for thz purpose of MC. It is used to
correct the value of the ORTNs (Treasury Bonds) vhich in turn serve to
eorrect the value of other claims, since these are expressed in terms

of the ORTN. ‘ ‘

: The MC of an ORTN is 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 CRTNs were issued
with the face value of Cr$l0,00 as of the second quarter of 1964. Thus,
the first change in its value was in effect on Jan. lst 1965, reflecting a
13% change in the WPI (Wholesale Price Index) from the second to the. third
quarter of 1964 (actually as a result of this lag and the fact that infla-
tion in 1965 was almost half that in 196%, the ORTNs in 1965 yielded a .
very high return in real terms). ‘

The exchange rate is used as an alternative to the WPI -
for correcting the value of the ORIN (in the case that the instrument
was issued with a foreign exchange clause) and as the implicit monetary
correction factor in the cases of external borrowing 'by Brazilian firms.

The minimum salary is used in the case of adjusting 1
the value of the installments of mortgages negociated_undgr the system
led by the National Housing Bank (in the Plano de Equivalencia Salarial)
and in rental adjustments. ' : o

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.

1/ If the sum "s" had been lent at the beginning of the périod, at the
= jnterest rate "i", the monetarily corrected amount rec ved by the.
lender at the end of the period would be (A*=s®(1l+i)=s{i+m+mi)] . -
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TABLE 1 P
Values of ORTNs a/
cr$

1964 1965 1966 1967 1968 1969 1970 1971

Jan - 11.30 16,60 23.23 - 28.48 35.62 42.35 50.51

Feb - - 17.05 '23.78 28.98 36.27 143.30 5l.hk

Mar - - 17.30 24.28 29,50 36.91 h4,17 52.12

Abr - 13.40 17.60 24.68 = 29.8% 37.43 LL.67 52.6k

May - - 18.28 25.01 30,39 38.01 U45.08 53.25

Jun - - 19.09 25.46 31.20 38.48 45.50 5k.0L

Jul - 15.20 19.87 26.18  32.09 39.00 k46.20 55.08
" Aug - - 20.43 26,84  32.81 39.27 U46.61

Sep - 15.70 21.0L 27.25  33.l1 39.56 U47.05

Oct 10.00 15.90 21l.61 27.38 33.88 39.92 47.61

Nov - 16.05 22.18 27.57 34,39 k40,57 48.51

Dez - 16.30 22.69 27.96 31»,95 kl.4k2 49,5k

Source: Ministry of Planning

_j ORTN of one or two year with monthly MC and ORTN of 5 years vith
MC quarterly The monthly MC ORTNstarted in September 1965.« '

TABLE 2

Percent Change in the Value of the ORTNs,
Wholesale Index, the Excha.nge Rate and the Minimum Salary

WPI Sale Exchange . Minimum Salary
ORTN  (Internal Supply) Rate (as of the data it
Dec/Dec Dec/Dec (as of December)  became effective)
1965  63.0 314 N 57.1 | 57.0
1966  39.2 b1, b - o 27.3
1968  25.0 2h.2 a b1.9 23,4
1969  18.5 19.2 - 13.6 . 20.9

1970  19.6 18.5 13.8 - 20.0

Source: Conjunturs Economica,
and IBGE.
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MC and the Various Financial Instruments

Bills of Exchange (letras de cambio)

These securitles have, since 1969, been sold at a discount,
in a way similer to the practices followed before 1966 when the
Government attempted to apply MC to them (a Cr$l00 "letra' of six-month
maturity sold at a 10% discount costs Cr$90 and yields a return of
11.1% in the semester, or 23,4% a year). The discount rates, however,
are no longer entirely determined by the market, but are set by the
Financeiras in & sort of a "gentlemen's agreement"” based on informal
approval by the Government (investment banks deal with "letras".and .
therefore participate in this process also) In 1970 the annual
nominal rate tc the holder of & gix-month bill was 28, 7% or & T4% -
real returne.

The income tex on bills of exchange is paid at source and
is levied upon the full nominal return. The tax rates are regressive
in terms of maturity so as Lo incentivate lorger-term bills, The tax
rates go from 10% in the case of a six-month bill to 4% in the case
of a 2lk-month or longer-term bill. This tax treatment is practically
the sole incentive to hold & longer-term bills

ORTNs

The readjustable treagury bonds (ORTN) were issued with the
MC clause, which can be based on the wholesale price index or on the -
exchange rate, The latter is an option offered to the buyer of ah
ORTN who does not want the MC calculated by means of the wholesale
price index 1/, The official value of an ORIN, however, is the one
that results of correcting its value by means of the wholesale index,

1/ Example: In I T . . OR™N was Cr$3l4. 95. The

total amount col! .0 ¥y . buyer of an one-:
year 4% iv .« £ b " 1. ", calculated on the
basisg of ¥ =2 V'P7 | ' : '
MC based on t. 2
- value of the .. . L heL L5
- value of the N R
- 4% inter ’ B T
- Amoi.ited c« ' 4 % 08
MC Pbased
- Ve " ‘ : © th 95
- Val_: - '
in 4ol 2 . _
e’ . L. . : - < C . _d
. 1 'H.L‘ T’ N -
o008 ‘ :
Ur$‘ L 7 P 84
-k ointe: ¢ : LI

- Amount col' = = B
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TS

The preference @ : ‘ i larly

great before - - ¢ ' vt ble

exchange rate. r ir . e the

return on the ¥ ¢ L .~ "u.vion
-and selling ! o .

- : . IRITN is calculated over the corrected :

value of the bor ™ | ‘ emestrally or annually. MC, however,
is paid at re¢

! market there are three types of
ORTN which are t

- One-ysar term: yields'h% annual interest,
paid &t maturity. MC calculated monthly
and pald with interest at maturity.

- Two-year bond: 5% asnnual interest paid
semestrally. MC calculated monthly and
paid at maturitye.

- Five-year bond: 7% annual interest paid
semestrallys. MC calculated on a guarterly
basis and paid at maturity.

The income Tax on the ORTNsz 1s 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 identified.

Housing Bonds (Letras Imobilidrias)

The housing bonds are securities issued by the
National Housing Bank and the real-esfate credit companies (com—‘ :
panhias de crédito imobilidrio) which issue bonds, receive savings
accounts and make mortgage credif availlable. The housing bonds
have maturity of one, three, five or 20 years and yield an annual
interest of 8% plus monetary correction, This is done by expressing
the value of a "letra" in terms of the value of one ORTNe In the
case of the one-year bond, interest on the corrected value and MC
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 6% the return on the housing bond will be .
calculated as 8% 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 paid at maturity

As to Income tax, interest and MC are exempted in
amounts up to Cr$792,00 as of 1970,
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DCM - Bank Deposits with MC

Commercial and investment banks can receive time-deposits
held for a minimum of six-months to which monetary correction can be
applieds This and the interest rate are set in advance in a similar °
fashion as in the case of the "letrsas de cAmbic". Thus what is relevant
is the full nominal amocunt paid, although the heading "Monetary Correction”
is required in order to clrcumvent the usury law. In November 1966 the
Central Bank approved an agreenment emong 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 increase and in 1970 they have reached the range
of 25-30% The nominal return of time deposits may be paid at maturity
or on a quarterly basis. .

DCMs of more than 12 monbhs can be received against the
issuance of & deposit certificate, which hag the advantage of being
negotiable.

Income tax on DCMs can be charged in a similar way as for
the bills of exchange - (bax on the full amount according to a regressive
schedvle in terms of maturity) or on the basis of the real return only,
with MC being verified a posteriori according to the value of the ORTNs.
(Example: if the nominal return on a DCMhappens to be 30% annually and
the ORTN rose 20%, only the 10% part is taxable). The tax rates are
25% for DCMs less than 2 years and 15% for DCMs longer than that,

Debentures

These are corporation bonds of 2 minimum term of one year
in the cagse of straight debentures and 3-year in the case of convertible
debentures., Exlsting legisletion authorizes the issuing of these bonds
with the MC clause basged on the value of the ORTNss The MC is to be
calculated at least on a quarterly basis, but it is not yet clear whether
it can be paid periocdically with interest or only at maturity, The MC
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.

Savings Accounts

These accounts; which are held in the savings banks,
real estate credit companies and savings and loans associations, yield
a 6% annual interest and ere subject to MC based on the value of the
ORTNs, The MC is calculated quarterly bubt paid only at maturity.
Interest is calculated over the corrected value of the account balance,
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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 basically to machinery, equipment and
buildings.e Current assets inclydes cash plus accounts receivable
(excluding credits already subject to MC) minus accounts payable
(excluding debts already subject to MC).

The advantage bo the firm of applying MC to their
assets is principally one of reducing illusory profits, In the case
of fixed assets, the MC provides a more realistic basis, in terms of
constant price values, for calculating capital depreciation allowances.
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-
cilation. 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 1s based on the straightforward change in the period .
concerned of the general wholesale price index (domestic supply). The.
amount resulting from the MC of fixed assets is fully incorporated into
the firm's equity capital, Currently, this amount is tax exempted but
until 1967 it was subject to a 10% income tax.

Reluctance of Borrowers to Accept MC

Despite the fact that in an inflationary environment the
application of MC 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 MC 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 nominsl
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 inthe business community as unpredictable,
Furthermore, even if inflation could be predicted with reasonable

. accuracy, entrepreneurs are reluctant to commit themselves in the short .

run to a variable amount such as MC, when in this period they feel
unable to increase proportionately the value of their accounts receivable.
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This explains the fallure of the extension of MC
to the "letras de cambio" in 1965. These "letras" were issued
against the certificates (duplicatas) representative of a firm's
invoicing during a certain period, Those certificates, however,
have a nominal fixed value which could not be altered to matech
the increase represented by the MC to be paid on the'letra”,

In the case of Qlong-term borrowing, the reluctance
to accept MC 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 merket for a particular
product or group of products will allow the price to be increased
in the required proportion to permit the servicing of a loan
with MCe. '
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FOREIGN SQURCES OF PRIVATE INVESTMENT FINANCING

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 international and foreign
government agencies (principally IDB, IBRD, AID, EXIMBANK), and through
certain legal mechanisms such as those set under Law 4131 of 1962,

SUMOC Instruction 289 of 1365 and Central Bank Resolution 63 of 1967.
In this section the movement of loanable funds from the private external
market through these legal mechanism and supplier's credits are analysed.

Borrowing Through Legal Mechanisms

Most of the money entering the country under the mechanisms of
Law 4131, Inst. 289 and Res. 63 may be considered as short-term money. .
The costs of these resources to the borrower have usually been lower
than in the internal market. Although the Res. 63 system seems 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 Cr$lO billion, or .
-~ about 25% of the overall balance of loens granted by domestic _lenders
to the private sector in Brazil. )

-

However, the net flow of h13l 289 and 63 money has fluctuated sub-
.. stantially. TFrom Cr$886 million in 1965 it rose four fold to reach = -

_ Cr$l,155 million in 1966. In 1967 there was a net outflow of alimost -
Fr$lOO million followed by a net inflow of cr$l,336 m11110n in 1968
and Cr$3,303 million in 1969.

The lack of detalled data on the flow of these funds precludes"l

a conclusive analysis of the way they have fluctuated. Most of this
fluctuation, however, can be attributed to speculation in the foreign

exchange market motivated hy the system of currency devaluation in
force until late in 1968. This system was based on changes in the .
external value of the cruzeiro undertaken in periods seldom exceeding
one year. In the period preceding an anticipated change there was a
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huge outflow of resources followed by a proportionately large inflow
after the devaluation was made. Thus the huge inflow of rescurces in
1966 mey 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, especially in view of the credit
restriction that took place in 1966 on account of the on-going price-
stabilization program. In 1967 there was an outflow of resources of
roughiy Cr$100 million which probably took place because of the huge
outflows at the end of the year in eanticipation of the change in the
exchange rete that was decreed on January b4, 1968, Later that year
there was another eruzeiro devaluation but the outflow that would
nave preceded it may have been offset by the infiow following the
January devaluation. .

In addition to making the foreign funds an erratic source of
financing for the firms _operating in Brazil, 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 devaluation and pushing

up the money supply in the period immediately following the devaluation.
With the adoption by the Brazilian Govermment of a more flexible exchange=
rate system in August 1968, the operation of the legal 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 characteristica
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 cepital in Brazil, the long-time, on-going
credit operations between a parent company abroad and its affiliated imn.
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 became 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 4131 funds can theoretically be either short, medium or
long~term money, but the indications are that they are mostly short-
term. In some 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. The position as of September 30,
1970 (Central Bank Bulleyin, January, 1971, pg.110) shows that for
4131 funds, about 28% of the outstanding debt falls due before 15
months from that date; some 23% between 15 and 39 months and about

10% falls due after 39 months representing therefore long-term borrowing

(as of September 30, 1970, about 39% of all &131 funds had not yet
been classified as per the due date).

The costs to the borrower of 4131 money include an 8-9% interest
rate on the remmittance of which the borrowing company has to pay
the Brazilian Government a 33% income tax, which amounts to a 2.6~3,0%
cost on the loan. As a 4131 loan has to be paid back in foreign
currency, there is an exchange risk involved, the cost of which is
represented by the cruzelro devaluation that has taken place during
the term of the loan. On the basis of the 1970 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 13.8%.
An additionel cost may be incurred by the firm in case a guarantee is
required. The cost of securing such & guarantee {usually from a bank)
is about 2.5-3.0% of the value of the loan.

Thus, on the basis of these numbers, the total cost for the
borrower of Law 4131 funds may be considered to be, as of this
writing, 27-29% per year. In comparison with the other two mechanisms
discussed below, loans under Law 4131 have the lowest terms, even
though the cost differential seems to be small (see Table).

As to the size of 4131l flows, it may be seen in Table below,
that they went from Cr$643 million in 1965 to Cr$3,792 in 1966. 1In
1967 and 1968 there was an outflow and in 1969 & sizeable inflow of
Cr$2,304, which brought the outstanding belance of 4131 loans up to
Cr$6,796 or 68% of the total for 4131-289-63 loans.

Instructioa 289

In Janusry 1965 SUMOC (€ 'iperintendency of Money and Credit),
the entity that preceded the Ci.itral Bank, issued Instruction 289, .the .
principal element of which was he guarantee granted to the seller of



i

ANFEX VI - Pagell of 51
Exhibit B - Page &4 of 6

foreign exchange by the Braziiian Goverrment thaet he would be able
to buy back this exchange for the' purpose of paying for imports or
for amortization loans. Included in this guarantee were the amounts
representing interest on the loan obtained. The provislion of the
foreign exchange guarantee represented a considerabls incentive for
foreign savers to lend to Brazilian firms; especially those that
could rot borrow under the conditions of Law 4131, The provision
was also relevant primarily in light of the precarious position of
Brazil in 1965 regarding the availability of foreipn exchange.

The amount of money channelled Irom abroad through Instruction
289 hes not been significant. In the first yeer of operation of this
mechanism some Cr$2hk? million entered the country and by the end of
1969 the outstanding belance of Instruction 269 money was Cr$l,1h4l
million.

The costs of 280 funds are close to the costs of Ll3L funds:
in the range of 29~31% per year.

Resolution 63

In August 21, 1967 the Central Bank of Brazil issued :
Resolution 63 authorizing investment &nd commercial banks dealing in
exchange to borrow money in the international market up to two times -
equity capital and reserves, for purpose of lending this money to i
firms in Brazil. This authorization aimed on the one hand at boosting -
the operations of the investment banks end on the other at exploring
the borrowing capacity of banks assocliated with foreign credit
institutions.

Under curreni conditions, Resolution 63 funds are used for
loans up to 28 months.

The 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 York (case of American -
money). As of this writing, the interbank rate was 7.5% per year, and
the prime rate was 7.0% per year. The exchange risk in 1970 was o
13.8%. A repassing commission, of 3.5-4.0%, is also charged by the
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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% income tax on the interest is also

paid by the borrowing firm. Finally, a one percent tax is paid on ,
financial operations. Thus the over-all cost to the ultimate borrower -

of Resolution 63 loans is 30-32%, or slightly above the rates for
resources under the other two mechanisms.

The operations with Resolution 63 resources may be considered
to have been reasonably successful for the ocutstanding volume at the
end of 1969 reached Cr$1.98 billion (almost double of 1968%s), 20%
of the total for the 3 mechanisms and almost double that of Inatruction
289, According to data for the investment banks, external borrowing
under Resolution 63 recorded an almost 90% increase in 1969.

TABLE

INFLOW OF EXTERNAL RESOURCES UNDER
LAW 43131, INST. 209 AND RES, 63

Cr$ Millions
(Current Prices) |
Total Total Private
4131-289-63 Financing from
Law 4131 Inst. 289 - Res., 63 Funds Domestic ‘Sourceg

Stock Flow Stock Flow Stock Flow Stock Flow Stock Flow
1964 -333  N.A. - - . 333 - b,345 -
1965 976 643 243 2u3 - 1,219 886 7,310 2,965
1966 4,768 3,792 606 363 - 5,37k 4,155 10,920 2,980

1967 4,656 - 112 593 -13 29 29 5,218 =96 16,740 6,450
1068 k,ko2 - 164 1,092 k499 1,050 © 1,000 6,614 1,336 28,545 11,805

1969 6,796 2,304 1,181 49 1,980 950 9,917 3,303  bl,512 12,969

Estimated Costs to
the Borrower (As
of beg. 1971)

- 27-29 29-31 30-32
Source: Central Bank ' :
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Supplier!s Credit

Lack of detailed data precludes an analysis of this type of
credit. On the basis of the data that is availablie, it may be said
that supplier®s credit finance about one-third’of financed imports
in Brazil, which represented in 1969 about 12% of total CIF imports
of goods. Thus in 1969, a little over US$91l million, or Cr$373
million, was made available to Brazilian 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 credit are considered as

medium and long-term credit. The rate of interest closely corresponds

to the rates prevailing in the internationsl market. As of the

beginning of 1971, these rates were 8~9% per year. In addition to
interest the borrower has to incur the exchange-risk costs, 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 and security of currently available
financial instruments.

Almost all instruments available to the public in
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 prefimed according to official coefficients, or 1mplic1t
in the discount rates. .

Tax incentives granted by the GOB are large, and
together with considerations related to interest rates, liquidity and
personal income tax bracket, define investors?! cptions for various
types of securities.

A brief description of the financial instruments as -
they are presently defined is presented below.

1) Fixed Income Instruments:

a) Letras Imobiliérias (Housing Bonds) are
securities issued either by the Sociedades de Crédito Imobilidrio .
(Private  Real Estate Credit Institutions) or by the Housing
Bank directly for the financing of the housing program. °

A

There are various types of Letras with maturity periods ranging 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.

Tae risk element on these securities is non-existent:
they are fully guaranteed by the Sociedades de Crédito Imobilidrio and .
by the Housing Bank,

There is®market for resale of Letras Imobiliériaé
which operates on the basis of 2l hours advance notice, de8p1 e
theoretical need for 60-days advance notice.

Return on Letras Imobilidrias are approximately
8% per year plus monetary correction. In 1970, the nominal returns
stayed within the range 28% - 30%. The letras imobilifrias receive
sizea¥le tax incentives from the GOB; 30% of the amount spent in Letras '
in a given year can be deducted from taxable gross income. Monetary .
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correctig is tax exempt as well as irterest payments up to Cr$ 792
in 1970 provided the investor holds the Letra for at least 2 years.

b) Letras de cAmbio (bills of exchange) are
securities issued by private firma and accepted by the Investment Banks
or the Sociedades Financeiras,” Approximately 75% of the outstanding .
volume of Letras de C&mbio represent consumer®s credit financing of*:
durable goods with the remaining 25% being used to finance working
capital needs.

Consumer®s credit firancing is done mainiy by the
Financeiras in order to alleviate Commercial firms from the financing
of their own sales. This credit can either be granted by the Financeira
directly to an individual buyer of durable goods or to & Commercial Firm,
which in turn finances its individual clients. In the first case, the
Letras de Cambio are issued by the Financeira based on the credit contracts
with individuals. In the second case the Letras are issued by the
Commercial Firm and accepted by the Financeira.

As a result of market speclalization, financing
of manufacturing firms working capital needs is done mainly by Investment
Banks. The Letras are issued by the manufacturing firms, accepted by
the Investment Banks, and resold to the public, Maturity period are
from 6 months to two years, with the short term being the most common.

The Letras de C3mbio are guaranteed by both the
issuing firm and the Investment Bank or Financeira, so that the risks
involved in letra de c@mbio operations are a function of the reliability
of the issuing firm and the Financeira.

There is a very active market for Letras de
C&mbio made by the Sociedades Distribuidoras, which in effect provides
a high degree of liquidity before maturity.

Letras de CAmbio have & prefixed 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

_/ The Cr$792 is the total exemption level for interest payments from
all instruments alliowed under personal income tax laws in the year
1970. {Including lebentures, but excluding savings accounts)

# (Finance Compat.es)

REUFL - T St
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There is no tax incentive as such to buying Letras de CAmbio. The

tax schedule has & built-in incentive for longer term letras as shown
bslow:

Maturity ‘ Tax Rates
180 deys - 269 days : ' 10%
270 days = 359 9%
360 days - hhg 8%
450 dnys - 539 7%
540 days - 629 6%
630 days - T19 . 5%
720 and over L4

c) Cadernetas de Poupanga are savings accounts
held for a minimum period of © months. The resources raised through
the savings accounts ait the Caixa Econdmicas,*Sociedades de Crédito -
Imobili&rio and Associacdes de Poupancs e Empréstimo \p¢3'VaEe savings and
loans banks) are used for the financing of the housing Lropram.y
The final guarantor is the BNH.

The rate of return on these accounts is 5% pexr’

year plus monetary correction. In 1970, this corresponded to 26.59%
in nominal terms. Income, interests and monetary correction; is paid
every 3 months. Tax incentives to cadernetas de poupanga are:
exemption to monetary correction, exemption on interest payments up
to Cr$l,142,64 and deduction of 15% of average balances from taxable
gross income,

d) ObrigagBes Reajustfveis do Tesouro Nacional (OTRN)
are Treasury Bonds issued for purposes of financing the federal goverrment
deficit., Maturity pericds are of 1, 2 and 5 years. The Federal Government
guarantees full payment of ORTNs at maturity.

ORTNs enjoy a high degree of liquidity because
of its acceptability in payments of federal taxes, income tax inventives
and federal guarantees, which make them an attractive lnstrument for
large institutional investors.

The rates of return on ORTNs are:

1 year - 4% per year plus monetary correction
2 years ~ 5% per year plus monetary correction
5 years - T% per year plus monetary correction

(Interests are computed on the basis of the ORTN corrected face value).

# (Public savings banks)
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For 1 year ORTNs, interest is paid anmually
and monetary correction applied monthly. For 2 years ORTNs interest
is paid each semester and monetary correction applied monmthly. For
5 years ORTNg interest is paid each semester and monetary correction
applied every 3 months. Monetary correction for ORTNs (all types) is
paid at the end of the maturlity period.
In 1970, yields from 1 year ORTNs were 24.26%
in nominal terms. About 30% of the amount spent in ORTNs can be deducted
from taxable gross income. Monetary correction is fully 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 such are not applicable
for CRTNs tc the bearer. In this case, the tax on ORTNs 18 witheld
at source at a rate of 6%.
(Ireasury Bills)
e) Letrag do Tesouro Necional/(LTNs), created in
August 1970, were devised especlally to be the instrument for open-market
- operations in substitution for the ORTNs, which could not properly play B
that role in Brazil, because they are medium to long-term instruments.
The LTNg are usually 1lssued at maturity perlods of 91 days and are
guaranteed by the Federal Government, therefore involving no risks to the
buyer. In order to simplify lts operations and ms & consequence, provide
high liquidity, the LTN8 are discount papers. This means that there is
no uncertainty regarding future yields, as is the case with the ORTNs
where monetary correction is prefixed only for 3 months. In 1970, the
yearly discount rate was 18%. Considering that the rate of inflation wes
higher than the 18% return on these Letras, it becomes obvious that hie
is an instrument which attracts only large institutional investors who
seek high liquidity and some protection against inflation for short periods
of time, One further advantage of the LTNs is that they are totally tax
exempt,

f) Depbsitos a prazo (time deposits), are deposits
accepted by Commercial and Investment Banks for periods of 6 months to
two years. When made at Investment Banks, a certificate can be issued
by the Bank allowing the deposits to be negotiable. These deposits are
guaranteed by the Commercial and Investment Banks. The nominal rates of
return in 1970 were about 24-28%. This instrument receives no tax
incentives except for exemption for monetary correction.

g) Terms Operations at the Bolsa - These qpefations
were started in Janvary 1969 in order to allow investors in the stock _
market to buy on margin. They‘are usually 90 day operations although they may
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last as long as 180 days. The broker ects as an intermediary between
the financer and the investor, and recelves the regular commission fees.

The sysgtem 1s guaranteed essentially by the Stock
- Exchanges® Caixa de Liquidagio which controls all term operation contracts
and determines the need for increases in the margins deposited. From _
the financer!s point-of-view, this is a completely risk-safe fiee operaim
and the returns are high relative to other instruments (estimated to be
33% in nominal terms in 1970).

With respect to tax treatment, there is mo
understanding on how these operations should be treated. Since the
mechanics of them involve both e purchase from and a sale of stocks to
different individualis, there is a widespread tendency to consider the
income from these operations as cepital gains, and as such, tex exempt..

h) Debentures are bonds issued by private firms
representing loans of & minimum of 1 year maturity perlcd. They cen be
elther straight or convertible debentures. They are guaranteed by the
issuing firm's net assets and by the Investment Bank in charge of
their placement. They can generally be sold only at the end of the maturity
period because there is currently no active intermediary market for them.
Debentures have been practically non-existent in the last few year because
of the market preference for short term instruments. Mutual and Fiscal
Funds are, however, beginning to buy them once again for their own
portfolios. Returns on debentures are interests, monetary correction
plus any eventual income that may result from their conversion into stocks.

In 1970, the rate of return on debentures was
about 30%. Debentures do not receive any special fiscal treatment. The
tax schedule is the same as that of the Letras de Camblo, starting at

8% for 360 days debentures and going down to 4% for debemtures of
720 days and above. However, when Debentures carry & monetary correction
clause according to official coefficients (ORTNs), then monetary correction
is tax exempt and the tax is collected on interest payments only at i
a rate of 15%.

2) Variable Income Instruments:

a) Investment Funds

Mutual Funds hold a diversified portfolio of
securities, stock, debentures, letras de c8mbio, and government bondg,

¥(Liquidity Fund)
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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, mutual 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 necessary to make stock-investments
decisions, do not want to invest 1n stocks directly.

- the
Mutval Funds, because of/ large size they have

reached, have become &an important force in influencing Market prices,
especially stock prices. In order to prevent manipulation they are
subject to certain limitatione regarding concentration in one sinlle
type of security or firm., These are:

- no more than 10% of the portfolio can be held in the
gecurities of any one firm;

- the average investment per firm however, can not
exceed 5% of total portfolio value; (e.g. 6% in one firm
has to be offset by 3% in other.);

- investment in any single firm should not exceed 20% of
the voting capital of the firm.

These limitetions are not applicable to shares
received in splits nor preferred stocks nor 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 of 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 No 157 established a tax credit system
under which 12% of personal income tax liabilities can be used in the
purchase of "certificados de compras de agdes" which are shares of Fiscal
Funds. By regulation, the Fiscal Funds hold a portfolio of docks and
debentures composed of:

a minimum of 2/5 in underwritings of new stock and debentures of
"open capital" companies and maximum of 1/3 of existing stocks

and debentures traded in the Stock Exchanges. By September 1971,
TO% of their portfolio will have to be in the stocks and debentures
of firms with a capital base of less than CR 15.7 million (appvox-
imately $3 million).

Unlike the Mutual Funds, investments in Fiscal‘Funds
have & minimum maturity period of two years during which the iuvestors
(taxpayer?s) monies must remain in the Fund. :

Fiscal Funds operate in & manner similar to that
of Mutual Funds, aside from the characteristics cited above regarding
the form in which Fiscal Fund resogyces are raised, the requirement of
a minimum 2 years maturity period and heavy concentration of portfolio
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) Bsecks

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 are issued, stocks can be nominal,
endorsable nominal and to the bearer, depending on whether the holder is
identified or not.

Most of the stocks traded in Brazilian Stock
Exchange are to the bearer. These are more easily traded because the
transfer of property involves solely & physical transfer of stock
certificates, whereas for nominal stocks there is a need for changes in
the ownership records at the company (the entire process) usually
tekes several months.

l/ Complete pay out in b years according to recent legislation
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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 and capital gains derived from their sale
at a price higher than the purchaging price. Average returns on stocks
as measured by the Rio Stock Exchange Index. on stock prices were 95.3%
in 1970. The tax legislation on stocks is very complex and provide a
variety of tax incentives whose importance depends essentially on size
of income, The tax incentives include tax deductions, tax credits and
exemptions,

The deductions from gross income allowed under
income tax laws for investments in stocks are: °

- 30% of amounts invested in stocks of “"open capital"
companies as defined by the Central Bank;

- dividends and bonuses up to Cr$ 2,376 in 1971; and

« 100% of underwritings of nominal stocks of firms in the
SUDENE/SUDAM area.

The tax credits correspond to portions of thel
tax liabilities which can be used for specific purposes as follows.

Personal income: 12% of tax liabilities for the purchase of
shares of Fiscal Funds (DL 157);

25% of what to cover up to 50% of purchases of
stocks of Banco de Amazonia and Banco do Nordeste.

Corporate income : 1% of tax liabilities for purchases of shares '
Fiscal Funds (DC 157) up to 25% of what to cover
50% of underwritings of shares of the Banco da
Amazonia.

up to 50% of what for purchases of shares of
fishing companies in the SUDENE/SUDAM area and’
25% for SUDEPE projects outside SUDENE/SUDAM areas.

Complete Income tax exemptions are granted to all income earned via .
capital gains and stock splits. "Open capital” companies are exempt from
the addition to Income tax on diatributed 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 various financial instruments in
the period 1959-1970, both in nominal and real terms.

Some interesting conclusions cgn be made from the
. figures on those tables.

In 1970, the most important instruments in terms
of volume of funds were siill the Letras de Cémbio and the time
deposits. In the period 1959-1970 the volume of funds flowing
through these instruments has increased about 30 times in real
terms. For the most part this incresse occurred since 1964, It
is perticularly interesting to note that the volume of funds
flowing to letras Imobilidrias and savings accounts showed the
largest relative increases, mainly after 1968: for the Letras
volume it increassed one and & half times and for the sevings ?
accounts where it tripled in real terms.

In turn, the relative importance of the Letras _
de C8mbio as a market instrument has declined. ‘ K

The growth of funds in underwriting operations
in the last two years is also worth noting.



VOLUME OF FUNDS FLOWING THROUGH THE VARIOUS FIBANCIAL INMSTRUMENTS

In Cr$l, 000,00
Year Underwriting Fiscal Mutual Housing 3ystem government Bonds Letras de
Operations?/ Funds  Funds letras Imob, Savings Acc, ORTN LN Cimbio

1959

1960 5,190
1961 3,267 - k,800 - - - - 6,100
1962 4,170 - 8,600 - - - = 34,900
1963 17,623 - 13,500 = i = = 33,500
1964 28'670 - csee = = klgm = 156.300
1965 21,513 - 15, 400 = ™ 376) 000 s 292,300
1966 eosn - 6,100 7,000 - 882,000 - 177,000
1967 57,300 esoe cooe 133,000 66,000 79,000 » 1,233,000
1968 116,900 TO k5 19,343 321,000 276,000 335,000 - 2,443,000
1969 206,058 84,867 206,838 461,000 545,000 1,834,000 - 1,616,000
1970 317,490 27,143 269,990 808,000 1,219,000 891,100 684,600 2,100,000
1/ Figures above are net yearly eatries,

2/

Actual placements rather than registrations, private offers may also be included,

Time
Deposits

16,700
8,100
6,100

25,200

63,000

129,000
96,000
kog,000
706,000
1,082,000
1,747,000

Reserves of Total
Insur, Co.
29 300 2,29
3,000 24,890
4,500 26,767
6,720 60,470
33,800 123,623
k5,900 334,870
55,000 889,213
kh,200 1,212,300
91,000 2,781,300
11k, 374 4, k02,062
20k,055 6,239,818
229,000 8,293,323
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€ Jo 2 83w - @ 3TqTUXyg
T6 3o €2 888y - IA XENNV



VOLUME OF FUNDS FLOWING THROUGH THE VARIOUS FINANCIAL INSTRUMENTS -

In thousands of 1970 Cr$

Year Underwriting TFiscal Mutual Housing System
Operations Funds Funds Letras Ymob, Savings Acc

1959 - - = - -
1960 - - = s -
1961 82,573 - 121,319 = -
1962 69,500 - 143,333 - =
1963 167,491 . 128,306 . A
1964 143,039 = & =
1965 68,437 - h8,996 5 2
1966 - = 14,058 16,132 -
1967 102,961 = e 238,984 118,594
1968 169,101 101,901 27,980 46k , 340 399,245
1969 2k6,840 101,663 247,775 552,239 652,865
1970 317,490 27,143 269,990 808,000 1,219,000

Government Bonds
TORIN LW

ORTN

204,555
1,196,127
2,032,665
1,423,125

484,591
2,196,979

891,100 68k,600

Letras de Time Reserves of Total Index
Cambio Deposits Insur. Co.

- - 102,918 102,918 100.0
179,774 578,46k 103,916 862,154 837.7
154,176 204,725 113,736 676,529 657.3
581,667 101,667 111,667 1,007,834 979.2
318,388 239,504 321,240 1,17k,929 1,141.6
779,804 31h,317 229,002 1,670,717 1,623.3
929,861 410,373 174,965 2,828,755 2,748.6
Lot,916 221,242 101,864 2,793,877 2,7k4.7

2,215,547 734,922 163,516 ~L,997,649 4,855.9
3,533,899 1,021,258 165,47 6,367,762 6,187.2
1,935,833 1,296,146 ohk Mk1 7,474,781 7,262.8
2,100,000 1,747,000 229,000 8,293,323 8,058.2
14
L
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The market for new financial instruments

As demonstrated earlier, financial instruments
available to the public in Brazil are almost entirely shorteterm,
It was also mentioned that market preferences are changing towards
longer term instruments such ag savings deposits, Letras Imobilidrias
Treasury Bonds, Stocks and Mutual Funds., Of these, thé first three
are instruments isgued for the financing of the housing progrem and
of the federal deficit. The volume of savings flowing to the

. housing instruments 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 sharp
drop in real terms, mainly as a result of the appearance of lLetras
do Tesouro (open market instrument).

The money volume of operations at the Stock
Exchange has also grown fantastically in the last few 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 same
period, the Rio Stock Exchange price index registered an increase of
about 370%. ! M

The overall volume of funds flowing through
other financial instruments has grown as well. This is shown in
tables Ia and Th

The point we find important to make here is that in
addition to the overall increase in the smount of sgvings flowing 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 increase stock
prices in the secordary market with 1ittle direct benefit to industrial
investment.

The point we find important to make here is
that in addition to the overall increase in savings, 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 increase stock prices skyhigh with
little benefit to industrial investment.

The facts related above indicate the existence
of a potencial market for new instruments, such as the ones
proposed under the FUMCAP program, both on the bond and the equity
sldes. The specific instruments we are proposing under FUMCAP are
further justified by the fact that at the present time industrial
firms finance their expansion plans out of retained earnings,
because of the lack of sources of financing external to the firm.

Summarizing, the argument that there is a
potential market for new financial instruments in Brazil and further-
more instruments of the types propesed under FUMCAP, is supported
by the following:

a) there ig'evidence that national savings
have grown in the recent past and tlat the portion of national
savings flowing through the instruments has grown even faster.l/

E/ The portién of private savings flowing through the instruments ==
about 10% in 1964 and reached sbout 50% in 1970.
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b) a change in market preferences towards
longer term instruments of both bond and equity has occurred;

c) .on the investment side, industrial invest-
ments have been limited primarily to financing available at sources
internal to the firm. Figures available on placement of new equity
in recent years show the following growth pattern:

1967 ' 1968 1969 1970

in -
current Cr$. million vl
Fiscal Funds Sh.7 -+ b6 | - 2853 105, ,'
Public otfers - ]..05.,3 43,1 " 1.8 PR
Total Registered 5.7  219.9 N26. b W72 o

Most of the issues above were underwritten on

a "best effort" bvasis. Although the figures used here are regis-

trations » there is reason to believe that all issues were placed
in a short period of time,

Data available on debentures registrations _also e
show impressive increases in the amounts issued, particularly in 1970:

1967 1968 1969 1970
- ' = i
- current Cr$ million

Fiscal Funds | 2.6 3.7 2,0 3.8
Public offers 0 0 3,0 . 63.8
Total Registered 2.6 3.7 5.0 67.6

According to an analysis made by the World Bank ‘
on the market for new securities, most of the recent issues were: S
placed with institutional investors. Data from balance sheets of - .
these institutions show the following with respect to the importance -
of securities in their portfoliw _ )
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NCr$ Million

Increment in
» Total Portfolio of
: ‘ Assets Corporate Securities
Financial
Institutions 12/51/69 = Securities 1968 1969
Commercial Banks 31,447 %20 76 85 )
Investment Banks b,748 550 50 3/ 97 3/
Insurance Companies 1/ 1,116 160 45 36
Federal Savings Banks 2/ 2,234 27 8 6
State Savings Banks 2 1,140 6 2 3
Private Savings Banks k2 12 1 3
Soc. Sec. Fund 3,829 - 86 13 53
Government Dev. Banks 7,040 210 57 67
51,59 1,31 252 350

1/ September 30, 1969
2/ November 30, 1969
3/ 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:

a) Effective July 1, 1971 Commercial Banks will.
be allowed to use part of their compulsory reserves for the purchase of
new stocks and debentures of firms which have a capital base of less .
than Cr$15.7 million (Resolution 184). This represented approximately
Cr$150 million when the resolution was passed. .

b) Effective immediately, Fiscal Funds should
increase the share of their portfolios in new equity and debentures to
70% in January 1972 (Resolution 185). :

¢) Insurance companies are now allowed to hold
part of their reserves in debentures (Resolution 190).

Other potential buyers of securities issued under
FUMCAP are Pension Funds. Assuming that FUMCAP can attract them, this:
will essentially occur on the bond side, given the nature of their
operations.
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Effects on the Brazilian Housing Construction
Program of an Eventual Reduction in the
Demand for Housing Bonds (Letras Imobilidrias)

The housing bond was created in 1964 for the
purpose of helping the financing of the Brazilian housing program,
whose objective is the gradual elimination 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. 1 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 invest on competing ins-
truments may be expected to increase as a result of FUMCAP, the
money flowing into housing bonds will eventually diminishs A
question then naturally emerges relating to the implications of
FUMCAP for the Brazilian housing program. 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 "letras imobilidrias" but by FGTS ‘
(Fundo de Garantia .por Tempo de Servigo) money, which will not be
affected by the development of a debentures market in Brazils The.
FGTS is a guarantee fund for an employees time in service in & 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 resaurces. 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 systems

Housing construction costs in Brazil have increased
considerably, In Guanabara, 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 1li7% whereas the wholesale price index
for industrial products increased by 129% In addition to higher
construction costs, the buyer of a house in Brazil is faced with the
high costs of mortgages. 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 inthe US of 6-7% for
much longer term financing such as 25-40 years. In terms of
the installment that would amortize a loan of, say, Cr$100,000
($20,000) the situation would be as follows (according to the
French system of amortization): For a mortgage of 15 years at
the 12% interest rate, the installment would be Cr$l.200
($240)s If the term is increased to 25 years, at the same
interest rate, the installment would be Cr$l,053 ($211), but
if the rate of interest is lowered to 7%, the installment
drops to Cr$707 ($1k1).

The situation described above seems to be
reflected in the shift from what the BNH calls popular loans
(maximum of Cr$% 500 as of Sept. 70) to what is called 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 93% of the total number of urban locans made
in 1965 whereas in 1969 the share of these loans had declined
to 374 In the same period the middle type loan increased from
zero to 12% and an intermediate type loan increased from 7% to
51% In addition to this shift from low-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.
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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
(Programa de Integrag#io Social). The basic objective of this
plan is to set up & 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 EconBmica) 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 .50% in
1974 and thereafter) to the fund; and (2) each company will put -
a certain percentage of its income tex (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 Receipts of PIS

(in Cr. 1000)

19171 s 1972 19753 1974h4
January - - 41,000 85,000 . 173,000
February - 42,000 100,000 181,000
March ‘ ' 148,000 107,000 | 196,000
April - 51,000 106,000 - | 192,000 :
May - 54,00Q 114,000 207,000
June - 53,000 110,000 - 200,000
July 39,000 90,000 | 183,000 | 276,000 . -
Avgust . 39,000, 91,000 186,000 - | 279,000 ' .-
September 40,000 89,000 181,000 271,000
October 39,000 " 92,000 187,000 281,000
November 40,000 90,000 184,000 ° 275,000
December ho,ooq - 95,000 194,000 290,000
TOTAL| 237,000 836,000 1,737,000 2,821,000

Source: Institute of Economic Research, Federal University of Sdo
Paulo,
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Since the government has pledged to increase
each employee's portion of the fund by 3% per yeer 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 present 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 FUMCAP program. The
following statement was agreéd 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 thelr size or limited profitability, are unable to go to the
Capital Markets to realize their long-term financing needs. I% .1s
alsc 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 théir size and
profitability, represent logical candidates for selling their
securities in Brazil's capital market in order to realize their
long-term financing needs; 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 FUMCAP
probably in the form of a committee which would include a
representative of the 1nvestment benks."
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i

Possible Implications of the FUMCAP Program for for'

Brazilian Economic Development

One readily observable éharacteristic of the

process of economic 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 .

economic growth has not, wnfortunately, been fully explored A

either theoretically or empirically.

Although the primary justification for FUMCAP .

has been described above, we feel that there are a number of

.possible macro-economic implications of the program which M
should not be ignored. This section will provide some limited

- support to the hypotheses that the financial system plays an
important role in determining the pace and pattern of economic :

growth,

There are two basic explanations of the

relationship between financial development and economic growth

which may be called "demand-following" and "supply-leading".
Inthe former view, it is the financial system, a properly
functioning financial system accommodates - or, to the

extent that it mal functions, restricts - the process of g.rowth _

W. Arthur Lewis has, for example, argued that the nature of

the demand for financial services depends-upon the growth of real output,
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and upon the commercialization and monetization of agriculture and

other traditional subsistence sectors. The more rapid the growth

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
ellowances 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 greater the variance

in the growth rates among different sectors or industries; the greater will
be the need for financial intermediation to transfer saving to fast-growing
industries from slow-growing industries and from individuals. The
financial system can thuz support and sustain the leading sectors in the

. process of growth.

The demand-following supply response of the growing
financial system is presumed to come about more or less automstically.
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
pumber and diversity of types of financiel 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 course.
important influences in any economy on the nature of the economic
environment. As a consequence of real economic growth, financial
marketsdevelop, widen, and become more perfect, thus increasing the
opportunities for acquiring liquidity and for reducing risk, which in
.turn feeds back as stimulant to real growth 1/.

1/ This and other ideas presented in this sectlon are more fully described
in Hugh T. Patrick, "Financial Development and Economic Growth in
Underdeveloped Countries", Economic Development and Cultural Change,
Vol. XIV, N° 2, January 1966. Some of the most original and complete
writings on the subject in the literature of economics can be found
in the works of Gurley and Shaw, especially in J.G. Gurley and
E.S. Shaw, Money in a Theory of Finance, Brookings, 1960. . .
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Although we fully 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 hdve argued above, the legacy of inflation
and resulting attractivene§s 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 especially
with retained earnings. To the extent that the FUMCAP program will at
least partially provide firms with a more rational means of financing
their long-term needs, it will improve the Brazilian financial system's
ability to accommodate the process of =conomic growth. ,

The "supply=-leading" explanation of the relationship
between financial development and economic growth takes the opposite .
view of the nature 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, and related financial
services in advance of the demand for them has two positive effects
on real growth: (1) it transfers resources from the traditional (non-growth)
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 isa
major constraint on development. Moreover, the top management of finanéial
institutions may also serve a8 entrepreneurs in industrial enterprises.

They assist in the establishment of firms in new industries or in the
merger of firms not only by underwriting a substantial portion of the _
capital, but more importantly by assuming the entrepreneurial 1nitiatiye" ;/?

1/ Patrick, ibid., 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 geueral characteristic of the
Brazilian economy. There is, however, one salient characteristic of the
FUMCAP program which makes the above argument relevant. One glaring
deficiency of the typical Brazilian industrial enterprise is the
inadequacy of its financial structure in supporting future expansion.

A cursory glance at the balance sheet data shown in Table 8, Exhibit 8 will con- n

firm this assertion. Not only will the FUMGAP program provide firms with
alternative sources of funds to rationalize their finencial structure,

but it will also improve the investment bankers’ 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, identifying +he financial
of the past and recommending the proper mix of financing needed in the
future. The number of people qualified to conduct this type of sophisticated
financial analysis is very iimited in Brazil.

problgms

The Paulding survey of Brazilian firms who are potenﬁial
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 FUMCAP
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) through the qualitative improvement in the
art of underwritings, which will be accomplished through the technical 4
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 provision of financial services to firms under the FUMCAP program
are necessary or sufficient conditions for the continuance of real
growth in Brazil, it does repres:nt an opportunity to induce some rgaI'
growth through financial means. '



ANNEX VI Page36of 51
Exhibit H Page 50f 7

One can get a fuller 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 1s to achieve the structure
and rate of growth of various financial assets and liabilities which are .
consonant with and even induce the optimal characteristics of the resal
capital stock. In other words, real growth can be brought about by
elther an increase in the size of the capital stock or by an improvement
in the composition of the capital stock. Improvements in the financial
system, in turn, can lead to increases or changes in the structure of
this stock of capital.

The two major ways by which the financial system can’
induce real growth vis this method are:

(1) By encouraging a more efficient allocation of wealth; and
(2) By increasing the rate of capital accumuiation.

‘ (1) Changes in the allocation of a given amount of
tangible wealth
The composition of an individualis portfolioc 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, 1.e., holding their wealth in forms which will increase its size
over time. 1In 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 availlability of stocks to be sold in the
market under conditions much more favorable to the general public,
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provides a far better opportunity ror holders of .tangible wealth to
trade their relatively less productive assets for relatively more
productive finsncial assets, and for entrepreneurs to arrange the
transformation of these freed, tangible assets into a more productive T
form namely, capital.

Another important service to be, provided by a properly functioning
financial system is one of allocating available resources to their
more efficlent uses. This is the function of a price system in any -
market. The interest rate structure in Brazil is in need of signifi-
cant improvement. The legacy of inflation and somewhat arbitrary
attempts by the government to keep interest rates low by decree (e.g.
the imposition of maximum nominal rate changeable by ccmmercial banks
for various types of loans), has resulted to a very artificial set of
interest rates which does not accurately reflect the profitable op-
portunities available. Although 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 BOG to remove the arbitrary fiscel incentlives from one other sig-
nificant long-term debt instrument on the market (Letras Imobiliarias)
is another important step in the direction of creating an efficient
market for the allocation of long-term credit. L

This crucial change in the composition of a glven amount of wealth
brought about by FUMCAP induced improvements in the financisl system
should result in a more efficient allocation of the economy's resources,
moving it toward existing production frontiers. It is the result of,
on the one hand, 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 system

stimulates additional savings by offering a wider array of financial -
assets. A number of studles of Asian countries have ahown that there
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is a correlation between a higher, and rising, saving 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 of
new assets having higher yiezlds, 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 substitute increased saving for
consumption out of current income.

The data reguired to test the relevance of
this hypothesis for the Brazilian eccnomy is, unfortunately, not
available. Although & number of researchers have attempted to
isolate the determinants of saving in Brazil, thelr findings do
not allow us to come toc any definitive conclusions about the ‘
impact of rates of return on the size of saving. We are, however,
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 ratioc of domestic savings to GNP in Ly
Brazil is estimated to be approximately 15%. This ratio is not
only 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 financial °
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 2
_been quite limited 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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REGISTRATION OF THE UﬁDERWRITINGS PLACED

WITH THE PUBLIC OR WITH 157 FUNDS

Since 2/10/67

(In Cr$1,000)

{

N

Public Offering

Xeexn Shares Debentures Total

Cr$ No. Ccr$ No. cr$ No.
1967 = 3 % , . .
1968 | 105,291 13 & - 105,291 13
1969 | 143,046 51 800 - 4 146,046 52
1970 | 341,790 83 63,790 3 405,580 86

OPERATION HEADED BY INVESTMENT BANKS
Years Cr$ No. Cr$ No. Ccr$ No. |
1967 - - - - = -
‘ .

1968 | 47,511 {6 - - W7,511 6
1969 | 47,945 13 3,000 1 50,945 1
1970 | 120,934 18 63,790 3 184,724 21




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 PUBLIC OR WITH 157 FUNDS
Since 2/10/67

(In Cr$11000)

Totals
Years Shares Debentures Total
crs No. crd No. _Cr No.

1967 54,743 L9 2,600 1 57,3&3 50
1968 | 219,855 {122 3,700 2 223,555 = | 124
1969 | 426,325 |15 5,000 2 431,325 1li7
1970 | bb7,206  |127 67,540 b 515,165 131 ‘

OPERATION HEADED BY INVESTMENT BANKS T
Years Cr$ No. Cr$ | wo. cr$ No.
1967 | 38,338 | 23 : - 38,338 23
1968 120,424 55 - - 120,424 55‘
1969 241,504 60 5,000 2 246,504 62
1970 | 208,727 45 67,540 ‘b 276,267 49

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 approximately Cr$3.3 million. 1/ The Investment Banks
are clearly bringing the larger and more important firms to the Capital
Market for equity financing. The size of the underwritings and 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$1,000)

Decree Law No. 157 -

Years )
Shares Debentures Total

Cr$ No, cr$ No. crs No.
1967 5k, 743 k9 2,600 1 57,343 | 50
1968 | 11k,56M 109 3,700 2 118,264 | 111
1969 | 283,279 ol 2,000 1 285;279 %
1970 | 105,415 by 3,750 1 109,165 45

OPERATION HEADED BY INVESTMENT BANKS

Years' crd No. cr$ No. cr$ No.
1967 38,338 23 - - 38,338 23
1968 72,913 ko - - 72,913 L9
1969 193,559 W7 2,000 1 1%,559 48
1970 87,793 28 3,70 1 91,5h3 29




1)

3)

.h)

- — AOIOD'

. 6)

Flow of Long-Term Funds into the Private Business Sector

(in Cr$ Million)

1965 1966 1967 1968 1969 1970

New Companies 111.3 124.9 4o1.k4 871.8  1,048.7 1,913.L4
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 2,428.9  3,911.4  5,070.5 5,599.6

Sub Total 1,679.9 2,735.7 3,877.3 6,100.8 1%,76l.1 1%,310.3
National Development Bank (BNDE) 253.7 173.8 "221.& 237.8 358.4 515.8
Bank of the Northeast (BNB) 469.2 504.8 (-641.3) 513.0 278.9 403.3
Bapk of the Amazon (BASA) 8.0 9.4 57.3 300.7 . 121.7 56.3
National Housing Bank (BNH) 18.9 69.6 39.3  1,528.6  1,756.2 2,648.1
Bank of Brazil (BoB) 132.9 5%6.7 566.5 97%.2  1,321.1 1,760.5
Private Investment Banks - k3 )y 88.1 hh 5 76.3 1,540.9
New Equity(public offerings plus - T

placement with 157 funds) - - 5k, T 219.9 426.3 k7.2
Debentures (public offerings plus . ,

placement with 157 funds) - - 2.6 3.7 5.0 67.5
Instruction 289 23,0 363.3 (.13.l+3 499.5 148.3 5
Law 4,131 643.5  3,79L.6 (-112.2 (-16%.0) 2,305.0 L
Resolution 63 - 28.6 1,001.3 950.1 s
Inter-American Development Bank(DB) 591. 3 91.9 (-187.8) 440,1 T27.7 -
World Bank (IBRD) 378.6 19.2 207.4 349.0 -
International Finance Corporation(IFC) - 36.0 4,2 63.1 48,1

52.9 (2.7 17L.9 (-95.0) 3374 (-29%.3)

Total: - 4,093.3  8,732.1  L4,ho6.k 12,275.6 24,510.6

Group 1 as a2 % -of Totai h1.0 31.3 86.2 ko.T 60.2
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_ Firms with a Capital Base

.The Stock of Total Capital

of at least $2 million

(in Cr$ million)

1967

Sectors 1964 1965 1966 1968 1969
Commerce No. 68 72 76 . 5 76
Value  140.6 252.7 397.7 638.1 k7.9  1,585.2

Industry No. 49 L& 500 Lok 525 S5k2

_ Value 1,81.9  3,839.1 5,k24.5 g9g,046.2 12,598.8 18,314.9
Textiles No. 42 by 46 42 45 46
Value 137.9 271.8 526.1 59%5.4 T77.6  1,164.4

Construction No. 45 k9 50 50 51 53
v 92.1 156.1 220.5 338.8 569.1 992.0

Steel and Metalurgy No. 1] ks 46 Ly . 48 51
; ) v 347.9 694.1 869.6  1,460.9 1,959.3 2,765.3
Chemicals No. - k7 50 . 51 43 g 50
v 118.% 232,1 3484 34,5 783.4  1,193.0

Food Processing Ko, 75 83 .8 80 88 R
: : v - 185.1 h72.1 718.8°  1,070.3 1,389.5 2,023.3
Machinery and Equipment No. %% 37 Lo 43 43 45
- , V. 81.8 149.5 206.6 376.3 b75.5 T727.7
- Automobile (including parts) " No. ' 26 27 26 27 29 29

v 207.0 370.0 466.1 620.8 834k 1,258.2

Others No. 138 IRy 156 165 174 176

: N 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 3,311.8  4,489.1 6,718.2 10,157.3

Others No. 21 22 2k . 22 24 25
' 40,0 76.0 108.3 154 . 19%.8 hok.0

Total: - No. 600 6371 666 648 689 710
\' 2,711.1  5,457.7 9,242,2 1h4,317.8 20,460.9 30,461.5
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Retained Earnings

Firms with Capital Base of at least $2 million

(in Cr$ million)

Sectors 1964 1965 1966 1967 1968 1969

Commerce . No. 55 63 62 63 66 T

' v 33.3 81.8 91.5 196.6 255.1 263.9

Industry No. 388 437 43 459 473 495

v 723.0 989.1  1,144.0  1,043.3 1,819.9 2,427.8

Textiles No. 38 38 37 39 k3 41

v 66.3 56.0 76.5 71.2 197.3 130.8

Construction No. o 46 Ly 48 50 6

v 7.0 15.5 22.9 49.5 %47.9 | 180.7

Steel and Metalurgy No. . 31 36 38 37 b1 45

N 60.1 9.3" 43,7 -13.3 243.3 241.7.

Chemicals No. 41 46 52 40 L6 L6

v .7 61.5 T1.5 TL.T 103.9 100.8

Food Processing No. 62 77 T3 70 7 8L

_ v 54,2 ®.9 91.8 123.9 109.8 198.0

Machinery and Equipment No. 29 35 2 , L) 43

, v 19.1 33,7 25.1 23.8 84k 129.3

~ Automobile (including parts) No. 2l 26 27 26 25 29

v 80.5 87.1 118.0 54,8" 102.5 221.5

Others No. 123 133 140 157 150 164

v Loi.0 548.5 694 .4 661.5 820.6 1,224.9

Services No. 56 Lo 5k 58 56 61
v %.9 63.7 317.7 356.0 ' 513.2 1,056.1 -

Others No. 20 20 20 22 20 2k

. \' 1.8 4.9 4.6 9.0 12,1 27.5

Total: - No. 519 569 579 602 615 65k

' 84,0  1,139.6 1,557.8  1,604.9  2,600.3 3,775.3
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New Equity

Firms with Capital Base of at least $2 million

‘ - (in Cr$ million)
Commerce No. 68 T2 76 71 75 76
Vs 61.9 51.8 64.8 87.8 147.8 325.3
Industry No. 49 480 500 kol 525 542
v 33L.1 829.6 294.1 903.6  1,793.1 2,680.8
Textiles No. 42 L, L6 L2 ks L6
s 2h L 30.8 7.6 8.4 2y .2 333.9
Construction No. 45 k9 50 50 51 53
Vs 21.7 28.6 4o.2 54l W6.3 232.0
Steel and Metalurgy No. 42 45 46 Ly 48 51
, v 28.6 220.5 Y. 126.5 27h.3 583.4
Chemicals No. 7 50 51 43 b7 50
v 38.9 50.9 28.4 28.0 1.7 - 185.0
- Food Processing No. 73 83 8 8o 88 R
. _ Vv 49,8 155.7 107.3 197.9 187.0 315.8
Machinery and Equipment No. 36 37 4o L3 b3 - 45
v 40.4 28.6 - 28.6 11,7 58.9 125.3
Automobile (including parts) No. 26 27 27 27° . 29 29
v . 17.7 23.3 61.8 89.0 124.8 184.0
Others No. 138 7 156 165 - 174 176
\' 109.5 291.1 224.0 338.0 hok.9 T21.2
Services No. 62 61 66 61 65 68
vV . 110.7 283.k  1,391.9 k2.5 1,096.5 2,063.5
Others ~ No. 21 22 2k 22 24 25
v 26.1 21.8 16.5 41.3 30.9 166.3
Total:- No. 600 637 666 648 689 611
v 529.9  1,186.6  1,767.%  1,k7h.7  3,068.3 5,235.9
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Sectoral Breakdown of BNDE Lending

(in Cr$ million)

1964 1965 1966 1967 1968 1969 1970

Sectors
Commerce = - = - - - -
Industry 10.8 146.6 1,197.% 51.3 598.0 1,130.0  1,133.5
Textiles : 1.0 . 5.0 10.5 13.6 19.7
Construction oL P - LT 1.k 33.6 -
Steel and Metalurgy 5.8 % . 125.6 » 1,1k 33,2 221.'}' | 20Q.1 784.9 :
Chemicals | et 7 LR & 61 9.k 19.1 222.7
Food Processing s B g 0.1 0.6 . - .
Mechinery and Equipment 2.9 | 5.1 | 66.1 3.3 23.1 48,0 6
Automobile (including perts) 1.6 9.6 ‘11 0.8 - 3.7 -
Others | | 0.5 0.5 8.0 L1 93.3 213.9 99.8
Services 8.8 118 37.6  176.8 3.3 228.5 427.0
Others 0.03 - - 9.9  139.k u2.3 -
Total:- 49.65 1584 1,235k  238.0  1,060.7  1,470.8  1,560.5
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Flow of Funds Averages for Firms with a Capital Base of Cr$l0 million or more
and with a Rate of Return Exceeding 20%. (Numbers are Percentages)

INDUSTRY SERVICE COMMERCE

Torge Medium  OSmall |Large Medium SmAll | Large Medium Small

Uses of Funds

Encrease in Current Assets 33,39 Wi 47 43,34 | 23,25 20.46 25.00 | 32.85 73.00 59.13
Increase in Fixed Assets 39.46 37.24 k2,04 | 45.70 5448 39,90 | 56.47 11.15 28.47
Decrease in Current Liabidities 2.28 .85 0.45 1.35 = 6.6k - - - 5.67
Decrease in Long Term Liabilities| 10.09 2.08 1.63 - - 4,50 k.30 - -

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 the year - - - - - - 0.73 - -

Total:- 99.99 100.00 100.00 | 91.80 - - 100.00 100.00 99.37 "

Sources of Funds

8 °T9BL

Increase in Current Lisbilities 20.08 19.41 19.08| 16,00 12.98 10.80 |.25.53 36.20 32.57
Increase in Long Term Liabilities| 11.77 9.79 5.9L| 24%.45 19.40 18.00 0.47 3.80 1.47
Decrease in Current Assets 1.08 5 0.57 - 6.12 - 18.60 - -
Decrease in Long Term Assets 0.98 a - - - 9.70 - L. 45 -
Depreciation 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 Lo.64 | 27.40 18.78 20.10 | 24.00 28,10 4T.43
Sub-Total:- - 70.86 75.60 T77.88 | 89.35 T5.70 - Th.27 88,#5 87.57
Ihcrease in Capital or
Reevaluation of Fixed Assets 29.1% 24.40 22,13 10.65 2L.30 23,80 | 25.73 11.55 12.43

Source: Paulding Associates
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ANNEX VI - Page 50 of 51
Exhibit J - Page 12 of 13
Table 9 : o

- Firms with a net worth'of Cr$10 million or more
= Firms with a return on equity of 20% or more

RETURN ON EQUITY

Group Overall Overall/BT
Large 13.h|
Industry Medium 25.1 25.3 36.1
(79) small  3..2|
Large 19.2| .
Service Medium 41.6 32.8 46.8
(13) Small - 30.0
Large 25.7| _
Commerce  Medium 3L.1 33.1 47.3
(8) *  sma11 kL9 |
Overall ...26.9 8.4

RETURN ON ASSETS

Group Overall

9.h|
15.9

. 21.5

7.8|
13.8
16.3 |

13.3|'

20.8]

17.0
4.0

16.7

16.5

OverallZBT

24,3

20.0

. 25.8

23.7

 pe———
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Table.l0 B
% OF TOTAL ASSETS
APPLICATIONS . LT FINANCING
Working - Fixed LT
Capital | Assets ~ Debt Equity
|La.rge veseess 229 . 541 . 10.7 66.3
Industry  Medium ...... 26.7 . UW7.5 =~ 9.2 65.0
| small v..e... 26.5 = 50.5 8.7 68.4
Large esesese 0.2 52.6 602 ‘ hscs
Service Medium .e.e0e 26.1 59.9 - 33.6 52,4
Ismu so 00 s 1"‘-9 Sk 69.7 20-6 63-3
L&I'gE.......- 2306 ! !“106 6.8 58.5
Commerce , Medium ...... 28.7 = 24,2 ‘L5 51.4
| Smll ----- ) 3008 : 2,".3 ‘ 101 5309
Average aooo.ooo-00..--o_...t00.0"00010000‘0.00.00.0 10'9 58.6

Debt O0.0..O...l‘l......‘.......“..........l..'.. lﬁ

Equity T 8%
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REGULATORY ANALYSIS

1. Capital Market Development and the Need for Effective
Securities Regulation

The dramatic surge of interest in equity securities of Brazilian:
companies within the past few years has been reflected in substantial
increases in trading volumes on the Rio, SHo Paulo and other smaller
stock exchanges ag well as in the number and value of underwritten
public offerings 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 securities 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 the
"Samba Market", and, indeed, heavy trading for short term speculation
has been the predominant tone in that market. Although precise
figures are not available, the available evidence indicates a rapid
turnover rate among meny of the actively traded stocks and the overall

Aimpression is a climate in which investors calculate their gains by

the day and the week, not years or even months, In such a market
investment considerations 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 Mhrket"
overlooks some significant facts. For 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 substantial and (in the case of
Banco do Brasil at leasts 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 reglstered
form may require up to six months, and for this period the
purchaser 1s effectively locked into his investment. This
relatively long 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
markets 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
. _capital markets has impeded the development of a bond market
to provide Brazilian industry wlth 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 speculation is reflected i

‘in the undesirable underwriting methods not uncommon to the Brazilian .
financial community. While it is difficult in the context of the short
history and rapidly changing conditions of the Brazilian capital 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", 1.e., a
securlty which shortly after 1ts initial distribution trades

in the open market at rapidly increasing premiums over the
initial offering price.

"

Underwriters tend to believe that new securities' can
be successfully distributed only if they can attract speculative
interest in the issue. Thus, in many underwritlngs the issue
is deliberately priced at a level substantially below the -
price/earnings ratios at which outstanding securities of
comparable companies are traded. The underwriter restricts
the number of shares available for trading after completion
of the distribution by placing a substantial amount of the issue in
his own accounts, accounts of business assocliates, close friends and
relatives and accounts of mutual funds controlled by it. The underwriter
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 offering that
under reallstic pricing practices would be available to the

issuing company. The ultimate result is lack of confidence in
the stock market by both public investors and companies that
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 remeins to be done to comvert 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 in Brazil. Capital gains, whether long or short term,
are not subject to income tax but dividends are taxed at full rates.
Changes in the tax laws 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 sourée
of long-term capital and should be given consideration in the future.,

But the conversion of the capital markets from a predominantly
short-term to a long-term investment arena requires more than
favorable tax incentives. It requires a tirm underpinning
of investor confldence 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 abillty 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 identify
" and appraise with a great deal of certainty, and from
investments in short-term commercial paper guaranteed by
banks of unquestioned financial stability or by the
government. It must induce him to channel these savings
into investments which are represented only by a plece 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 necessary underpinning for the development of investor
confidence. First, regulation can provide investors with -
accurate, reliable and current 1nformation relating to
the business of the company in which they are potential
investors including its products, 1ts facilities, its
present and potential markets, its capital structure and
1ts securlties as well as financial statements prepared
and certified by independent accountants.,
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in accordance with generally accepted accounting principles and
auditing standards. Such information assists the investor at the
time of initial investment decision in meking an informed choice
among competing alternatives and on a continuing basis in the

valuation of the ilnvestment and the determlination whether.
to hold or to sell.

)

Second, regulation can provide 'investors with infor-
mation which enables them to evaluate the integrity of e
management and which operate as a restraint against
management practices inconsistent with operation of the
business in the interests of all investors and not only
for the benefit of management and insiders. It can e
provide assurance, that the proceeds from the underwriting
will be used for the benefit of the company in accordance
with the representations in the registration statement .
and that if the business earns a profit, the public investor
expectation for a fair share of that profit will not be
defeated. Third, regulation can provide .investors with
continuing and meaningful assurance of liquldity -- an '
ability to sell the securities they hold 1n markets which
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
Jlarge 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 intermediaries serving
them have been licensed by the government and meet minimum standards
of honesty, competency and financial stability. Hegulatlion can
further provide an assurance to a company seeking financing in
the capital markets that the price which the company cobtains
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. Administration 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 regulation
was enacted not as a political reaction to financial crisis and
scandal, as was the case in the Unlited States and other countries,
but because of farsighted recognition that adequate security
regulation is essential to the development of viable capital
markets.
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Law 4728 enacted in July of 1965, commonly known
as the "Capital Markets Law", gave the Central Bank of Brazil
regponsibility for the development and implementation of
natioanl 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 institutions; 3) registering public ‘
corporations and issues of securities distributed in the capital
‘markets and traded on stock exchanges, and &) regulating the use
of inside information, in securities tradingb |

These functions are exercised by two
divisions of the Central Bank. One division, ISMEC, 1is
primarily responsible for inspecting and monitoring of
financial institutions to determine compliance with
applicable legislation, checking thelr accounts and
reports for supporting documentation and evaluating
internal controls and accounting organizatlon.

ISMEC is organized into three sub-diviaions
' which have responsibility for the supervision of 1) stock
brokers, exchanges and distributors of securities; 2) finance
.companies; 3) investment banks and special assignments, The
sub-divisions are supported by a group of 70 experienced
inspectors who operate in accordance with reasonably detalled
and professionally designed written audit programs for each
type of institution,

Although ISMEC appears to have competent Ty
personnel and operates under well conceived regulatory '
programs, it is understaffed. Its actual activities
are largely limited to routine review of reports filed with it
and the inspection and supervision of thoge institutions subject
to its jurisdiction believed to be in serious difficulty.

ISMEC is unable to perform all the auditing functions required
of it much less the regulation and supervision reasonably
expected of the governmental authorityowrseeiry 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 broknr
dealers, stock exchanges and inveatment 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 securlties for distribution and trading. GEMEC has
three major divisions: a financial institution division
which reviews the registration statements and reports of
financial institutions, a gorporation and securities
reglstration 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 11 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 financial

community., The registration statements received by GEMEC are dis-
tributed among the various analysts with no attempt at speciali-
zations 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”
reagonably 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 United States. An analysis of the
workload of GEMEC with respect to corporate and new issue regis- gy, I
trations indicates that each analyst must examine between 20 and 25 T
registration statements per year and therefore an analyst can 3
‘'spend personally on the average two weeks on each registration
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 1investment 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 prohibit public offerings
of securlities 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 1is published in the Diario Oficial. -
Where the distribution in the offing is one of equity,
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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 : omewhat L
more complete disclosure pattern, including financilal - _
detalls, amounts of debentures previously issued, par

value, interest rate, maturity date, conditio.s for v
redemption, time for repayment and, 1f issued with a ¢
mortgage guaranty, certaln additional specifics.

_ Under existing Central Bank regn : 'ns a .
company, prior to & public offering of its securitles, must file a , -
registration statement for the securities and, if it has not previously ' i
done so0, a reglstration statement to qualify for.stitus as a public
company. An analysis of the disclosure requirements for these regis--
tration statements indicates an awareness of SEC disclosure practices
to which personnel of the Central Bank and GEMEC have been repeatedly.
exposed through AID technical assistance programs, Under Resolution 88
of the Bank, companies must provide for Bank viewing, :
inter alia, all financlal statements, by-..ws and amendments,
auditor's certification of the last balance sheet, plan : T
for distribution and placement, together with an under- ' |
taking signed by a responsible officer setting {._ h o -
dividend distribution informatlion and other matf 1lal
which in the judgment of the directors has a be->ing on
the price of shares. Where convertible de>=2 tur:s are
offered, specified relevant information is ca’l:d for,
including the basis for the conversion of t' . shares,
conditions and timing. 1/

Brazilien regist--, @~ do not,
‘however, call for the mass of detailed _.ict " found
in SEC registration statements. Instead, . . | .. vgig-
tration requirements rely heavily on an econ. ' S

analysis prepared and signed by a qualified eco
enalysis must cover not only the description and
company's business, its capital and assets but an - ...
its return on investment, liquidity and turnover ..1i'0s, . .né
and future markets and the future plans of the co in Wi
emphasis on medium term plenning. A registration : . itement
filed with SEC contains no such economic analysis. itead it
confines itself closely to the detailed facts and lea: to the
investor the responsibility for making his own analv i’ and
judgments on the basis of those facts, While the i:7 llevea
that analysis of future prospects involving projecti

;/ Consideration is now being given by the Central . . including
in the FUMCAP regulatory scheme the requiremen. g the same in-.
formation made arailable to the Central Bank pur.. .o to Resolution

88, as described in the preceding paragranh, sha ' o be made o
available to breciers, by means of prospectuses. ' t3 38 ot to sug- ;
gest that it is nroposed that prospectuses wil® . broad distri-
bution, but makiig them available, on request, Iy ove difficulties

presently atten(ing public viewing of document d  »ow retained only
in the files of ‘he Central Bank.
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predictions is too inherently unreliable for use in a prospectus, -
that position is arguable, Some observers believe that such an
analysis should be included in the prospectus, since it is the
;‘actor :pon vwhich most investors rely upon in making investment
udgments,

. .
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 present registration requirements of the Central Bank are.
deficient in two significant respects. They are as follows:

(1) In contrast to SEC requirements, the
registration statements filed with GEMEC are not required to
include disclosure of salaries, bonuses and other remuneration
received by the management or information relating to transactions
between the company and its management and other insiders or
persons and companies affiliated with them.2/. \

The absence of such disclosure raises
& serious question whether existing Brazilian disclosure practices
provide an adequate basis for the development of the investor

. v

2/ It should be noted, however, that some companies do provide such
disclosures, e.g., Petrobras, which has provided such information

in 1968, 1969 and 1970. E
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confidence necessary for long-term investments in the capital
market, It must be remembered that an investor will entrust
his savings to an impersonal and unknown management only if it
he has a basis for confidence in the integrity of that manage-
ment as to a fair allocation of the benefits from the enterprise
between the management and the public investors., Disclosure of
management remuneration and insider self-dealings provides
information material to an evaluation of the integrity of manage-

ment and to the formation of forming expectations which

management should meet. Moreover, disclosure of management
renumeration and insider dealings often serves an ,
effective deterrent against unfalr management practices. :

(2) A second area where present Brazilian
disclosure practices are deficient relates to the requirements
for financial statements. Under present regulations, registration
statements for new issues of securities must contain balance
sheets, income statements, and retained earning statements for
each of company’s last three fiscal years ended prior to filing
of the registration, In addition, the registrant is required
to fil11l out forms that provide specific information with respect
to retained earnings, assets and liabilities,

However, the information required in the
financial reporting section of the registration statement does
not conform to that which is considered essential under inter-
nationally accepted accounting principles, Inventories are not
' required to be stated by category and the basis for valuing
them need not be disclosed. No specific disclosure or accounting
is required for receivables owed by officers, directors, or
substantial holders of equity securities. No breakdown of fixed
assets my major classes and of sales to parents or subsidiaries
is required,

Although financial statements are required
to be audited, this auditing requirement is ineffective in
absence of the establishment in Brazil of generally accepted
accounting principles and auditing standards. Moreover, there
are no well defined concepts of professional competence and
independence; anyone with a university degree in accounting can
sign an audit for the purposes of a Gmc registration statement,

‘The Central Bank has authority by legislation
to establish accounting and reporting requirements for registrants -
and auditing standards to be followed by public accountants :
performing examinations of reglstrants® financial statements, but
it has not as yet exercised this authority. :
¢ : : .
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There are several highly competent and
respected accounting firms in Brazil and two professional
associations of accountants, ome of which has set forth and
published in 1966 a booklet setting forth accounting and auditing
standards which appear to be fairly comprehensive and reasonably
designed to produce fair and reliable financial statements, These
guidelines, however, have not been accepted as authoritative by
either the accounting profession or the Centreal Bank,

The reluctance of the Central Bank to act in
the area of accounting ®ay be related to the, question whether
there are an adequate number of accountants presently practicing
in Brazil in a position to prepare financial statements in
accordance with generally accepted accounting principles and
auditing standards. Under Brazil's formal education system a
certification of accounting is automatically obtained after
graduation from any of the officially recognized schools. There
are no uniform standards of qualifications relating to technical
competence and work experience. Under these circumstances some -
members of the accounting profession have expressed the view that
the Central Bank would be interfering with the acquired rights
of an existing profession if it attempted to establish professional
standards which would cause a discrimination in the selection
. of public accountants by conpaniea desiring to

register securities with the Bank,
’ Therg can be little doubt, however, that the
failure to establish generally accepted accounting principles and
auditing standards as well as standards of professional competency
and independence has seriously impaired the usefulness of the
notable achievements made by Brazil in the development of disclosure
requirements for the capital markets. It represents a basic
deficiency which hcullibe corrected for the further development of
the Brazilian capital markets. : : o

Co Continu Disclosure Requirements

Until recently the responsibility of the SR
Central Bank and GEMEC for the 1nplenentation of disclosure require- -
ments relating to securities was limited to digclosures in regis-
trations of corporations and new issues. The govermnment assumed
no responsibility for adopting and implementing continuing '
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disclosure requirements for publicly held companies with
outstanding securitlies actively traded on the stock exchanges.
The Rio and certain other exchanges, however, have recognized

& responsibility for continuing disclosure; the Rio exchange,

for example, has long required that companies file anmial
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 impeired by the lack of generally
accepted accounting principles and auditing standards applicable
. to the financial reports of publicly held cohlpanies.

In July of 1970, the Central Bank inserted in
Law No. 5589, which primarily dealt with mechanical problems
affecting transfers of sﬂocks,.a requirement that companies submit
interim earning statements to the stock exchanges on which their
securities were tradeds The Central Bank has requested that the
stock exchanges develop the format and contents of these statements.
The Rio Exchange, together with the S&o Paulo exchange, has worked .
closely with the Getulio Vargas Foundation and the Brazilian
Capital Markets Institute to develop three types of reporting forms, ol
for industrial firms, for commercial firms and for banks. It is .
contemplated that an earnings statement will be required to be filed
for the. first six months of a company's fiscal year, and that for :
the full fiscal year both an earning statement and a balance sheet, '
will be required. The requiremenis for the statements presently - .
in draft are detailed and will require explanatory footnotes on
various of the line items,

Although the exchanges intend to require that
the annual financial statements be audited by independent public
accountants registered with the Central Bank, the Central Bank has
not indicated whether it will maintain a registry of accountants,

In any event the absence of generally accepted accounting principlea
and auditing standards will diminish markedly the efficacy of 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 company traded on the exchange in both provisional -
and detailed forms These analyses, which contain substantial :
financial information and analyses useful to investors, are distri-
buted to members and other interested parties. They are available
in brokerage houses and at the Exchange for inspection and atudy
by 1nvestors and other interested persons,
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The etfectiveneu of disclosure requirements
depends, in large measure, not on.ly in the substance and scope = .
of those requirements but also on the thoroughness in which '
they are administered and enforced. Since exchange continuing-
disclosure requirements are relatively new, it is not possible
to evaluate the effectivehess of their administration and enforce-
ment, In this connection, however it must be remembered that
the remedies available to the exchanges ageinst non-filing or the
filing of false reports by a company is limited "‘to suspension or
removal of the security from trading on the exchange. Such action, -
of course, impairs the marketability of the securities and thereby
injures the public shareholders of the compaw. SR

For this reason, the exchangen in the United
States, which exercise similar responsibilities over continuing
disclosure and have available the same limited remedies, are
reluctant to invoke such remedies. In Brazil, we know of no case
where they have been invoked. In so far as we are aware the
Central Bank does not assume responsibility for enforsement of
continuing disclosure requirements, by resorting to administrative
or court action against a recalcitrant company to require that
such disclosures be made on a timely basis and be accurate and
complete,

de Protection against Miﬂagive and Unfalr
Trading Practices

UNMurthelhuailuutLtm,nnntmﬂathxof '
securities is a criminal offense, In addition, the Central Bank
has authority to suspend or revoke the license of & broker for
manipulative activities. In practice, criminal prosecution has
been virtually non existent and the authority to suspend or revoke
licenses has not been used, The problem in the enforcement of
manipulative restraint 1s complex. Manipulation is a
vague concept, which takes on subtle forms and permu-
tations. What may be proper and legitimate supportative
trading activity in one context, may be manipulative
activity under differemt facts and circumstances. It ]
is difficult 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
practices by the SEC has come from administrative and
judicial proceedings on a case by case ba&ls, 1ong after
the manipulation has occured.

Moreover,enforcement of anti-mnip\mtive
restraints requires a large and expertly trained staff to inspect

and survey on & continuing basis the trading practices of broker- .
dealers, gpceummuwuwmmmdwmx
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of adequate staff and in Brazil, the lack of an adequate staff
has made enforcement virtually non-existent. Enforcement of
manipulative prohibitions rests in the hands of ISMEC which,
as noted above, is ‘understaffed and unable to
administer the complex of responsibilities assigned to it.

The exchanges in Brazil, in common with
those in the United States, have also recognized a responsibi-
lity to guard against unfair and manipulative trading practices
in comnection with securities listed on the exchanges. Their
enforcement and monitoring efforts, however, are largely limited
to activities on the floor of the exchange. , The Rio exchange
maintains a staff of persomnel who monitor trading activities
with a view towards preventing manipulative practices, It is
not uncommon for exchange officials to cancel and reverse trades
which have the indicia of manipulative activity. Moreover, the
exchange hag on relatively rare occasions taken disciplinary
action against members who have engaged in such activities. The
enforcement capabilities of the exchange, however, are largely limited to
activities on the floor and it does not attempt to regulate in
any meaningful way activities which emanate off the floor,
Indeed, it has no jurisdiction to do so when such activity emna.tea
from persons who are not exchange members.

|

e Investor Remedies ‘ S

Effective administration and enforcement of
securities regulation is a huge and complex task, It is unre-
alistic to expect that this task can be adeguately performed solely *
by government agencies which must necessarily be somewhat removed
. from the day to day dynamics of the security markets and must @ - . -
depend upon limited budgets subject to conflicting, and perhaps = g
more important, other national priorities, For this reason, in TR
the United States there has been considerable emphasis on private
enforcement of the securities laws, One type of such private
enforcement emanates from requirements for shareholder voting,
which are designed to furnish shareholders, as part owners of
the enterprise, with an effective voice in the overall mmgement
of the company, as well as a mechanism to vdace dis-
approval of management practices and, in rare cases, to.
seize control of the enterprise and oust a management
with which they are dissatisfied. '
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Shareholder voting can provide a restraint
againat management practices which are not in the interest of
public investors. But the cost of compliance with the ghare-
holder voting requirements is sometimes criticized as out- .
weighing its benefits. ‘

More important to private enforcement than
shareholder voting in the United States has been the right of
shareholderd to bring lawsuits in the courts, both in a
derivative capacity on behalf of the company and in a repre-
sentative capacity on behalf of a class of shareholders or
purchasers of securities, to enforce the federal securities e
laws. Such actions can result in injunctions against future i
violations as well as the recovery of damages to compensate
investors for losses caused by the violations. While
express provisions for such lawsuits are found in various
sections of the federal securities law, the courts in the
United States have implied rights of civi.l actioneven

for violations of those .

provisions where the statute prov:ld.es no express civil
remedies, The Supreme Court of the United States has
characterized civil actions by shareholders as an "effective
supplement" to government enforcement of the securities laws,
and there is little question that they have been a powerful

. . deterrent against violations of the
securities 1aws.

Neither effective shareholder voting

nor private rights of action to enforce serurities laws

are available in Brazil.* Most of the publicly held
companies in Brazil issue bearer shares, which are preferred
for a variety of reasons by private investorss In the

absence of registered shares it is difficult for management

to communicate with its shareholders for the purpose of
advising them of shareholders meetings and to give them an
opportunity vote at these meetings by proxy if, 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
provisions for the protection of minority shareholders. 1In
addition, the laws of Brazil do not provide for civil suits
brought by shareholders for purchasers of securities on the
basis of violation of securities regulations, and there is no
indication that the courts will imply such remedies in the
absence of express legislative provision, For these reasons,
it can be fairly said that private enforcement of the secu-
rities laws does not exist in Brazil as an etfective supplement
to government action,

% Civil suits are, however, available against certain practices, e.g. ’ |
misma.nagement of the corpore.tion. o .



ANNEX VII

Page 15 of L9
Exhibit A
Page 15 of 28
3+ Recommendations for Fegulatory Improvement ’
In comparing Brazilian securities regulation ' &4

to the regulation prevailing in the United States, one must
recognize that United States securities regulation has develop-
ed on the federsal level since the early 1930s.

The contents of P.S. securities regulation,
including the specific requirements for disclosure, the
definition and delineation of manipulative, fraudulent and
unfair practices, the accounting principles and auditing
standards, the pattern of administration and enforcement,
and the existence of effective private remedles for violations,
did not spring directly from the basic legislation 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 Securities 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 sald that securities regulation
is a never-ending process of striving for an 1deal that

is 1ll-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 as a 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 govermment 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. Accordingly, one must be’ :
careful not to attempt to impose on the Brazilian capital

market a pattern of regulation which, however well it . :
might operate in the context. for which it was shaped, may B
be illsuited to Brazilian needs. ‘ . M

For this reason, we do not presume
competence to suggest thorough going changes in the pattern
of Brazilian gecurities regulation, its judicial enforcement
and its corporate law. We have considered only those
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changes which are deemed esSential to proper administra-
tion of the capital market loan fund, and to attainment ,
of 1ts objectives, Thus, our recommendations are those 'r
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 fingncial statements
of publicly held companies and of standards of profes-
sional competency and independence for certifying
accountants.

2. The development of disclosure requirements
with respect to management renumeration and transactions
between management or other insiders and publicly held
companies.

.Srzi-'-‘:f

3. The adoption of disclosure and reporting
requirements and certain restrictions to insure falr
pricing and a bona-fide distribution of issues
financed with loan- funds and to guard against manipu-
lative activity by underwriters of those issues,

A, Adoption of Generally Accepted Accounting
Principles and Auditing Standards

Properly prepared financial statements are essential E
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 reliability and fair presentation unless they have been

prepared py professionally competent and independent ac-

countants who are required to follow, 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 standards for use by
independent public accountants in the examination of
financial statements. We believe that this deficiency in
existing Brazilian securities regulation must be corrected
if the FUMCAP loan project is to be properly administered
in accordance with its objectives of furthering. the
development of the Brazilian capital markets as ‘an
efficient source and allocator of long term capital to ) i
Brazilian private enterprise. Accordingly,we make : g
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the following recommendations with respect to financial
statements: :

(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 designee, & basic set of generally '
accepted accounting principles and auditing standards to
which independent public accouptants must adhere to in
preparing and certifying financial statements of companies
whose securities will be offered through FIMCAP., 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 area &
significant departure from those principles 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.

(i1) The Central Bank should define in writing
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'
company and (2) who have no direct or indirect financial
interest in or relationship with the company, 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 :
further be defined to make clear that the accountant must [
not only 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,

(1ii) The Central Bank should disqualify any
public accountant who cannot demonstrate
the professional competence necessary for preparing and
certifying financisl 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.

In making this reCOmﬂendation we also 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 put 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 recommend 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 waivef
this requirement for all but the last fiscal year prior

to filing of the regilstration statement if and to the
extent certification of financlal statements for three
fiscal years would constitute an undue burden on the
issuing company.

(v) The Central Bank or FUMCAP should require
‘ that every companyiwhose 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 standards 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 distributed by the
exchanges through their bulletins, will result in wide
dissemination among mﬁmbers and availability to public
investors.
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bs 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 fallure to require disclosure of management
remuneration and insider transactions represents a basic deficiency in
Brazilian security regulation and one that shouibe 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 will 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 lts active managing officers,
to receive, in addition to a basic salary, a percentage of the company®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 avallable to management if the
corporation does pay that minimum dividend. Thus, in
instances where share ownership 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
profits to be allocated to management compensation rests
largely ‘Ain the discretion of the managers.

We believe that these limitations are not
adequate, While no governmental authority should presume
to determine what portion of the profits should be oo
allocable to management,, we bélieve that public investorsv :
are entitled to disclosure of the amount of profits that o
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 followlng:
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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 & 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/fiscal years prior to filing of the registration statement. ’

three

2) That the registration statement disclose
management®s intentions as to the amount and percentage of ° '
profits that will be allocated in the form of salary and profit , Ny
sharing bonuses in the future, and that it be understood by o
management that such representations as to future intentions.
constitute a contractual commitment to the public investors of
the company that such allocations will not exceed the limitations
set forth in the registration statement.

3) The annual reports required to be filed with
the Central Bank, FUMCAP and with the exchanges on which & company®s’
securities are traded should further disclose for each year the
amount of salary and profit sharing bonus allocated to management as
a8 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
remuneration but also indirect remunerations such as funds set aside
for pension and deferred payment plans. Moreover, disclosure of
suck information is required not only for all officers and directors -
as & 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 for 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 local custom and
sensitivity concerning such disclosure. We note in this connection ‘
that the SEC has on occasion waived its requirements for - disclosure
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 if such disclosures were obtained for the
directors of a company as a group.

An eqpally important deficiency in Brezilian
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 requires
that the investor have some assurance that mahagement shall not divert

'a disproportionate share of the profits from the enterprise to their

own benefit.

Ideally self-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 reasonable to the publicly held company. Such an
approach has been taken in the United States with respect to investment
companies registered under the Investment Company Act of 1940. 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, wnless the SEC, upon application, can find that
the conditions of the transactions are fair and 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 Investment Company Act of 1940 and in certain
other limited situations. It is considered unrealistic to attempt to
do so since conflicts of interests in the management of & publicly held
corporation are varied and complex, and it cannot be said that every
self-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 of the business
structure prevailing in Brazil. It is common in Brazil for large
industrial and commercial complexes to be controlled by one peraon or
a family group. The complex often consists of seAreral -----
companies which carry on closely related. bus;nesses with
other companies in the complex.
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For these reasons, we believe it is important
to require disclosure of insider dealings with publicly held companies,
A requirement of disclosure will operate as a deterrent to overreaéhing
by the management and provide investors with information to form their,
own judgement a&s to the integrity of mansgement in their dealings with
& publicly held company. Accordingly we recommend that: e

19 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 owr other insiders., For example, the
disclosure might cover for the last three fiscal years, -
prior to filing of the registration statement, all .
transactions or proposed transactions, including indebted-~' .
ness, to which the company or any of 1its subsidlaries ‘
was or is to be a party and in which any of the following .
persons have a direct or indirect material interest: —r

1) any director of the company or any person proposed to be a director;
2) any security holder of the company who insofar as known to the
company owns beneficially directly or indirectly 10% or more of the
company's outstanding securities; 3) any relative or spouse of the
foregoing persons or any relative of such spouse who has the same home
as any of the foregoing persons, o

. . Transactions should be excluded -
from requirement of disclosure 1f 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 hundréd fifty thousand cruzeiros; k) 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 company and that person does not hold a security interest or
limited partnership interest amounting to more than 10%; and 6)
transactions occurring during a period where the company wed 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 & brief description of the
transaction, naming the person who had the indirect or direct material
interest which required reporting, and stating his relationship to
the company and the nature of his interest in the transaction.

The above recommendation follows closely the
requirements of the SEC for the disclosure of transactions between
management or other insiders of a publicly held company. The only
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significant difference between this proposal and SEC requirements
relates to the exclusion of transactions occurring when;the company

is privately held, if 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 ma.nagement has assumed fidiciary
duties to public shareholders.

. b, Disclosures similar to those proposed for registration
statements for lssues of securities being underwritten through

FUMCAP should be contained in annual reports previously proposed

to be filed with the Central Bank or FUMCAP and with each exchange

on which the company?s securities are traded. These disclosures

would provide a significant source of contimuing information as

to management practices and conflicts of interest with public

shareholders and further serve as a check upon representations : ,

initially made in the registration statement as to future intentions. .

5. In addition to the foregoing, disclosure should be required
of any securitles, or rights to acquire securities, issued or sold -
to any director of the issuer, any person proposed to become a
director, any 10% shareholder of the issuer and any relative
or spouse of any such person. Such disclosures should be made
in registration statements and annual reports.
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¢. Underwriting Practices

i
1

The third srea of criticel deficiency in existing
Brazilian securities regulation relates to practices in connection
with underwritings of securities. 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 must 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 and:
are essential to the proper development of the Brazilian capital =
markets. Accordingly, we recommend the following:

(1) 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 1lssue placed with affiliated persons of
" participating underwriters and dealers, mutual funds affi-
liated with such underwriters 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, .
10% 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 10% 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 10% shareholder of any such underwriter or broker, ofr i
any relative or spouse of any such person or any company controlled

by any of the above persons or companies, and (c¢) not more than
5%% o% any issueé of §ECurit1es be sold 0 mutual funds, as & - :

group, whether or not such funds are affiliated with the undexwrite
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.
vhich states the securities of the issue being underwritten
acquired by persons specified in Recommendation No. (1).

(3) Promptly efter 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.

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 distribvution
to the public. 1In 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 o
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 in abeyance until the disclosure and reporting system has
been put into e€fect and the results of that system evaluated.

- The system of disclosure and reporting should
assist in eliminating undue incentives for underpricing initial :
- 1ssues of securities and create better incentives for a bona-fide

¢
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distributijon 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. Weg question, however, whether proper .

use of the liquidity fund should permit an underwriter of the 3= | '
offering to support the market at prices above the offering e i E
price by buying securities for his own account with the use of

liquidity funds. The existence of a trading market in the 7
securities at prices above the recently underwritten offering = = '

price furnishes in snd of itself concrete evidence that the '
trading market for those securities is not suffering 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 unseasoned 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 feir pricing, however, there is 1little basis for

arguing that any price above the offering price constitutes an
unjustifiably low price.

: Accordingly, to preserve the integrity of the Bk
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 underwritings of securities, we R
recommend that the Central Bank adopt a rule which would provide .
that to the extent liquidity funds are outstanding 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 1in connection with trading

activity by participants in an underwriting. The SEC rules
generally in this area are complex and detalled. Generally
speaking, they prohibit any participant or prospective participant -

in a distribution of securities from bidding for or purchasing
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the securities being distributed while the distribution 1s in
progress except in certain carefhlly prescribed situétions,
including situations involving .stabilization transactions. '
Generally speaking, the stabidization rule permits underwriters Y
of a public offering during a course of the offering to bid for .
and purchase the securities 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 being distributed. '

These antimanipuletive rules spply 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 thelends
of the underwriter. However, there are no prohibitions against a

-underwriter or other participant in the underwriting from

solicliting orders from investors to buy at prices above the
offering price and from purchasing securities in order to fill
such orders.

We belleve 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
the loan funds to support the market at prices above the offering
price under circumstances where the support cannot be rationally
Justified. : K

, We do not believe that a limitation egainst the
use of liquidity funds for purchasing securities at prices above
the offering price should be imposed in the case 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 changins 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 the pu;chase price to reflect these factors
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on the basis of their business judgment. Since the factors
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 compenies
undervritten. The format is simple:

(1) In the agreement between the underwriter and the
FUMCAP 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.

(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 wviolation of such conditions -
is not only actionable by the underwriter pursuant
to the terms of the agreement (e.g. paragraph 1 supra),
but also subject to specific enforcement and damage
actions by the shareholders and successors in interest.

Mgjor conditions set forth in the Principal 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. ‘

|
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PART I  INFORMATION ON THE ISSUE
a) neme and address of firm;

b) date of publication of minutes of General Meeting which authorized
the issue and set its conditions, indicating those newspapers of
large circulation where publication was made;

e) number and date of registration of'iasue'pt the Central Bank of Brezil;

d) conspicuous mention of: "The registration at the CBB means only that
there are in the possession of the Bank, for consultation by those -
interested, the documents and information needed for the evaluation
of the risk of the investment by the invector.

e) Characteristics of the issue: total value, number of securities, type
(descriving exactly the securities which will be floated on the market
and also indicating the special rights grented to preferred stock,
if available) and nominal value;

f) basic characteristics of the issue;

Offering Underwriting Net Amount to

Breakdown Price Expenses and the Firm (*)
; ' Commissions :

l. By value
2. Total value

(*) In the event of underwriting of stocks already available or subscription
rights, the expression must be changed to "Net Amount to the Present
Shareholders"

g) Conditions and terms for Subécription and full payment'

h) Stock Exchange where it is registered ir not yet registered in a’
Stock Exchange, mention this fact,

i) fiscal incentives if any, to the investor;
j) forecast of placement schedule:

4o

(See next page)
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' Potential Purchasers ‘
Responsibility Mutual DL 157 Financlal Withheld for ¥ |Total
Public Funds = Funds Ingtitu- the account of| -

tions ' the Underwriter

Institution(s)

Leader(s)

Others e
Total

L}

(%) Not presently included but proposed for inclusion into FUMCAP
Manual.

k) 1ist of financial intermediaries participating in the issue; -
1) mention of availability or non-availability of sinking fund; =
m) additional explanation deemed necessary.

Remarks: In the case of debentures, the data referred to in item (e) should
be comp. 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 times
or terms when the holders of debentures may be called by the firm
to opt for repayment or conversion iamto stock;
- time of convertibility into shares, if available;
" - basis for conversion, with relation to the number of shares to be
issued for each convertible debenture, or bztween the amount of
the principal of the debenture and that of the stocks, specifying
the type of stock to be given to the bearer of the conwertible
debenture; "
- guaranty (according to §1 Article 1 of Decree 177.A of 9/1.5/1893), i
- name of the institution or institutions which intend to maintain Wer
permanent market for the convertible debentures.

" PART II - INFORMATION ON THE FIRM

Date relative to corporete year ended on y __&and

II.1l - Characteristics

a) name of firm
- name and registration in the General Record of Taxpnyers
- &address
main office
- legal domicile
- main branches
- . other branches
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summary background on firms activities | ' '
activities

- principal
~ other
registrations at the Central Bank-of Brazil
-~ as a legal entity
- as a public held corporation
~ 1issues ‘
fiscal year closing on - ’ 1nd1cating date of publication of the

.balance sheet in the last three years.

I1.2 - Management

a)

b)

composition (chart No. 1)

- board of directors

- audit committee

- other committees or council

remuneration of board of directors
~ fees

- gratifications and participations
- others

consolidated by-laws of the firm .

- II.3 - Corporate Capital o )

composition (chart No. 2)

nominal value

distribution (chart No. 3)

- directors' holdings

- stockholders with more than 5% of capital

- stocks in the hands of the public

evolution (chart No. 4)

equity participation in other firms (chart No. 5)
profits distribution as set by firm's by-laws.

II.4 - Brief analysis of the market

‘market for product(s) -
position of the firm vis-a-vis its ccupetitora
main competitors
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II.5 - Results -

production and sales (chart fo. 6) : '
statement of operational results (chart No. 7)
distribution of profits (chart No. 8) ‘
effective distribution to shareholders (chart No. 9)
- dividends
- stock bonus o -
comparison of assets, liabilities and net worth (chlrt Xo. 10) o o
stock net worth value (chart No. 11) L R
liabilities affecting the assets .(chart No. 12)
loans financed by issuing debentures (chart No. 13)

. profitability indexes (chart No. 1k)
liquidity indexes (chart No. 15)
average terms for sales (chart No. 16)
average term for payment of purchases (chart No. 17) '

20 0P

Mo TR MO

Nt et s

- Stocks

®© ]
~r | =]
(o8

trading on the market (chart No. 18)

- Rio de Janeiro Stock Exchange

- other Brazilian Stock Exchanges

b; average monthly stock quotation in the last 3 years {chart No. 19)
¢) stock bonuses and subscription rights (chart No. 20) _ |

Remark- besides fulfilling items I, III and IV &s appropriate, if the fi. ~
is in process of establishment it should present a brief analysis de&li with
the following: .

- a)  Market

- background

- product characteristics

- area of market ‘

- the firm and its competitors

- product trading
b) Production Process and Facilities
location
general and specific aspects
description of production process
- facilities
- labor force :
Schedule of sources and uses of resources
Costs and profitabilities
Conclusions . n

"4

A

00
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CHART No. 1
MAMAGEMENT _ (CQMPOSITION)
NAMES OF MEMBERS POSITION REFERENCE SOURCES
. Board of Directors and Audits Committee elected on
Minutes published in Official Gazette of
Mandate expiring on
CHART No. 2 o .
' FIRM'S CAPITAL COMPOSITION.
Total Capital Cr$ _
Nominal value per share Cr$
SPECIFICATION ~ NUMBER TOTAL PAID UP ' \IL
'Ordinary.Stock |
- Nominative (registered)
-+ Bearer
- Endorsable ..

Preferred Voting Stock

- Nominative (registered)
- Bearer

- Endorsable

Preferred Non-Voting Stock

- Nominative

- Bearer L : . :

- Endorsable o ' ’ o

Total ' . . X

CHART No. 3 :
CAPITAL DISTRIBUTION

DIRECTORS, SHAREHOLDERS* REIATIONSHIP No. OF VALUE  PERCENTAGE OF
(over 5%) and PUBLIC TO FIRM SEARES - CAPITAL . . .

(*) Shareholders holding over 5% of Stock
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DATE | INITIAL CAPITAL/AMOUNT | VALUE CAPITAL AFT-

MANNER REALIZING INCREASE

OF INCREASE ER EACH INCREASE ‘|Value Code¥®
i * '
(*) Code: 1. In cash o
2. With profits o a
3. Revaluation of assets :
k. With reserves
5. In kind
6. With current account credits
CHART No. 5 .
STOCK PARTICIPATION IN OTHER FIRMS . ‘
NAME OF FIRM CAPITAL AMOUNT OF PARTICIPATION PARTICIPATION
(cr$1,000) FIRM CAPITAL -
CHART No. 6 . ‘
PRODUCTION AND SALES
YEARS . PRODUCTION it s R SALE
UNITS AMOUNT UNITS i AMOUNT
19-- - é
19-.
19--
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STATEMENT OF OPERATIONAL RESULTS
(3 last years) :
DETAILS \ 19-- 19--  19--

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 invento

+ purchagses - 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 -
- Fipnancial
- Participation related
- Sundry

G - Net Profit per year (E+F)
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" CHART No. 8 R . | |
DISTRIBUTION OF RESOURCES
{3 last years)
DETAILS i - 19-- 19-- 190

A - NET YEARLY PROFIT
Plus: !
Previous year balance
Reversion of Reselves

B - TOTAL TO BE DISTRIBUTED

Minus:
Reserve for bad debts _
Obligatory and tied-up reserves.
Voluntary and untied reservyes

C  BALANCE AVAIIABLE TO THE MEETING

CHART No. 9

" EFFECTIVE DISTRIBUTION TO SHAREHOLDERS
{3 last years)
© YEAR: DATE OF MEETING et A SR OTRIBULED

s

BONUS 1IN CASH
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CHART No. 10 -
' COMPARISON OF ASSETS, LIABILITIES AuD NET WORTH
~ (3 1ast years)
DETAILS s ] ' K ", . 19-- 19-- ;'19-;
' ' . :
A - REAL ASSETS
AVAILABLE ; ' - | L |
SHORT TERM: (up to 180 days) , " , : " |
- Inventories G ‘ R

- Accounts Receivable
' - from clients

- subgidiary associated companies
- others

MMWAMIMGWM(WWI&dwd
- from clients
-~ subsidiary or associate companies
- others

FIXED ASSETS
- Technical
- Financial
- from subsidiary or associated companiea
- others
TOT A L

B_gmLumhnms

Short term (up to 180 days)

- from suppliers :

- from subsidiary or associated companies
- from directors and shereholders

- from financial institutions

- others

Medium and Long Term (over 180 days)

- from suppliers

- from subsidiary or associated companies
- from directors and shareholders

- from financial institutions

- others

morin
C - NET WORTH (A - B)




 ANNEX VIT

_Page'38 of k9
Exhibit B
Page 10.of 13
CHART No. 11 NET WORTH PER SHARE (On December 31)
YEAR NET WORTH ~ ~  PAID IN CAPITAL - NET WORTH PER
(a) L (B) _SHARE (A/B)
CHART No. 12 » . |
ENCUMBRANCES ON ASSETS
DETAILS . AMOUNT Cr$ CREDITOR ENTITY
Mortgages ‘ )
Guaranties
Others
CHART No. 13 : |
LOANS THROUGH DEBENTURES

OUTSTANDING VALUES _ : " MATURITY DATES

- Characteristics of debentures

a) type
b) monetary correction
c) intérest amounts

Note: Indicate basis for coniersion, in the case of convertible debentures
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CHART No. '1k
PROFITABILITY INDEXES
(3 last years)
DETAILS 191} 19--  19--

a) Gross Profit : ¢
Sales

b) Operational Profit
Sales : g ¥

c) Net Profit
Paid -up Capital

d) Net Profit
~Net worth

e) Dividends
Paid-up Capital

f) Dividends

Net worth

CI:IART No. 15 '

LIQUIDITY INDEXES

(3 1ast years)
© YEAR CURRENT ACID TEST  GENERAL

19-- ' i : . /
L e : ey g
19-- -

SOURCE OF DATA: Chart No. 9 "

CURRENT: Cash + Current assets : : : .
- Current liabilities '

ACID TEST: Cash + Current assets - inventories
. Current liabilities

GENERAL: Cash + Current assets - Medium and Long Term Assets
Current liabilities + medium and long term liability

T i T S0



= , =% : ANNEX VII °

Page 40 of 49
| .. Exhibit B
- ‘ ‘ -~ - Page 12 of 13
CHART No. 16 | '
AVERAGE TERM Or SALES
YEAR TERMS (days) (L |
19-- '
19-- ;
19--

(1) - Obtained by the following formula:
Average balance of accounts receivgble from Customers

Total sales x 360
CHART No. 17
AVERAGE TERM OF PAYMENT OF PURCHASES .
YEAR TERM (days) ' (1)
19--
19--
19--

(1) Obtained by the following formula:
Average balance of suppliers accounts po.yable

Total purchases x 360
CHART No. 18 1k
MARKET TRADING

(cash operations)

YEAR ' i ;
MONTH 19— 19-- - 19--

JANUARY " c
FEBRUARY .
DECEMBER

.Monthly average L 4,
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't

STOCK QUOTATIONS' .
! _ Cr$l,00

- YEAR .
MONTH

JANUARY
FEBRUARY

*
.

DECEMBER

19 -- "_19--4 ' 19--

MONTHLY AVERAGE

CHART No. 20

BONUS and ‘SUBSCRIPTION RIGHTS

DATE OF MEETING

" PERCENTAGE OF BONUS. % SUBSCRIFTION
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MINDAUM ACCOUHTING PRIZCIPLES & AUDITING STANDARDS

Ve believe that the Ccnb al pank, with the sssistonce of a board
of practitioners, should publish the minirmm accounting prlnCLchs and.
auditing stendards which mst be followed by firms and public account-
ants in obtaining FUMCAY" finzncing. The following lists are illustrative
only but gerve ss au iundication of what'VG.might expect Lo be develppcd.z

AUDITING STANDARDS

Audal:n“ standards u:ffcx from audluxn" prooedu1ns in that the
standards apply to the quality of performance while the procedures
relate to the ects to be performéd. We would expect that the rinimun
standards would be similor to the slandards shown ju "Statement on -
Auditing Procedure N? %3" issued by the A.I.C.P.A. and that tvwo
procedural rcquircmontb vould be sdded to the standards becavse of
the jnportance normally attached to thes" procedures by the prof0351on.

GENERAL STANDARDS

.

a. The examination is to be perfoqpmd Ly e person or persons
having adoquate technicdl tro:nln and proficiency as an euditor.

2. In all matters relot:ng to tnc assiwnmeﬁf en independence
of mcntml attitude is to bc maintained by the suditor or avditors.

B Due professional care 1s to be exerc1sol in the perfo*mﬁnce
" of the exemination and the preparstion of the report. "
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STANDARDS OF FIELD WO]\I:\

————— - e

1. The work is to be adsquately planned and aswistants,
i{ any, arc to be propcerly superviscd,
2, Thexre is to be a propct sti;dy and evaluation of : _
the existing internal control as a basis for reliamce - ')
~thereon and forx tho dci.urmnm‘,zon of the resultant h

extent of the tests to which c»vd_u‘tog procedul cs are to
be res t;lJctod

3. Suf:(:i.cie.nt competent evidential matter is to be-
obtained through inspection, observation, inquiries .and
confirmations fo afford a reasonable basis for an
opinjon regarding the financial statements under
examination,

Note: Two procedural requirernents might be included as a part of
this standard; i.c. confirmation of receivablcs and observation of.
inventories where they are practicable and reasonable and the assets
concerned are material to financiz) position or results of operations.

STANDARDS OF REPORTING

1, The repoxrt shall state whefhc,r the financjial statements
are presented in accordance with genexal]y accepted
principles of accounting,

2, The report shall state.whether such principles have been 4
consistently observed in‘the current period in relation to the
preceding period,

3. Informative disclosures in the financial statements ave
to be Jogaldod as 1oaf;o‘nab1y adequate unless otherwise
sfated in the report.

4, The report shall either confoin an expression of
opinion regarding the firiancial statements, taken as a
whole, or an assertion to the cffect that an opinion

cannot be expressed. When an over-2ll opinion cannot

be cxpressecd, the reasons thercfor should be stated. In all
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cases where an auditor!s name’is associated with financial v
statements the rcport should contain a clear-cut indication.
of the character of the audrtor!s examination, if any, and -
the degree of responsibility he is taking. '

g

ACCOUNTING PRINCIPLES

The foﬂowing Listing of, principles of fimancial accounting for ¢orporate
‘business enterprise was tnkc,n from Accounting Research Study N? 7,
titled ”Jnven(my of Gcnera]ly Accepted Accounting Principles for
Business Enterprises.!" | This Study, published by the A.I.C.P.A. in
1965, is not an officiz]l pronouncement of the .Accountmg Prmc1p1cs
Boaxrd ox of the Institute, but each principle listed below has
authoritative support in A.I.C.P.A. and S.E.C. statements.

. Objcctive A, Account for sales, revenues, jncome, cost
of sales, expenses, gains and lossecs in such manner as
to pres (-nt fairly the results of opcral::.ons for the period
or p"z;ods of time covc—red

P,rinc:?.ple ‘A-1, Sales, revenucs and income should not be anticipated
or matcrially overstated or undersfated, Accordingly, there must be
proper cutoff accounting at the beg.,nn:mry and end of the period or
'pcuod

. Plhlc?p]e A-2, Costs of sales and expenses should be appropriately
matched against the periodic sales and revenues. It follows that
there must be proper cutoff accountmg for inventories and labilities
for costs and expenses at the beginning and end of the per:od or
periods,

/

Prmcvple A-~3, Appropriate char gcs' should bclrr\ade for deprecciation
and depletion of i'J.xed asoets and for amoxhzatlon of other deferred
- costse

} i Sy " 5 !

- Pzinciple A-4. Proper dmh;bJuon of costs should be mad> as be-—
E\?&zn I.Lxcd a.mctu, mvcntgucb, maintenance and expense, Direct
 costs are usually identifiable and common costs applicable to more
than one acfivity should be distributed on appropriate cost incurrence

bases such as time or use factors,
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_]_?1‘inc"3ple A-5, Contingency provisions and reserves should not be - v 208 ¢

mwicused as a means of arbitrarily reducing income or shifting mcomc. iy
Irom one period fto another, . .. :

Principle A-6., Nonrecurring and extraordinary gains and losses . ey
should be rccognized in the petiod they occur, but should be shown :
scparately from the ordinary and usual operations, _ M ~q

Principle A-7, There is'a s(ro:np presumplion tha(. all gains and losses . .
will be included in periodic income statements unless -they are of such
magnitode in relation to revenues and expensesd frorn regular operat:rms
as to cause thc sta Lc,mcnts to be misleading, el L

Principle A--8. Disclose rental charges under material leases and N
capitelizce those which are in effect insta.lli.nent: purchascs of f:i);ed .’assets. -
- Principle A- 9 If accouu(*mg prmc.tplor: in Lhc dclcrmmat:on of pemodac

yesults have not been cons istently majintained, the ciiect of the change ‘
should be stated, : : WATs ' Y. Plvy

. ; i ay.
Objective 3. Account for (he (‘\]_U,J‘y ca.p1ta1 invested by :
stockholdere through contribution,of assets or reta .ned : : s
earnings in a meavingful manner on a cumulat:;.ve basis 2 SR LR
and ae to changes during the period or periods covered. e S
The account siructure and presentation in financial e -
statcments of a business entity are designed to mcet '
statutory and corporate charter requivements and to
portray significant financial relationships, '

- Principle B-1, In case there are two or more classes of stock, -
account for the equity capital investcd-for each and disclose the: rJghtq : *
“and prefcrences to dividends and to - prmup’tl in 11qu:duhon. : . o

l . .
Principle B-2. From a ﬁnanc’hi viewpoiu’t the capital 3nvc.;t‘r=d by. . .
stocknolders is the corpus of the enterprisc and its idenfity should be i
fully maintained, Any Jmpaﬂrmcnt of invested capital resuliing from
opiiuling deficits, losses of any nature, . dividend distributions in éx- . ¥
cess of carnings, and tnasui‘y stock purchabes JS accounted for both Wl
'cum*oﬂ.]y and cunulatively, . , : ‘ . Lo N




- ANNEX VIT Pegeli§ of g
- ..~ Exhibit C Page 5 of 8-

I{r:gg_q_ﬂ_c_g -3, Copital surplus, however created, should not be used
to rclicve the income account of the current or futyre yecars of chdr{,es
which would othecrwise fall to be made thereagainst/ There thould be ¥
no commmingling of »etained: earxnings with invested capital in cycm:s "

of par ox stated values,
i .

_]31*1_110;])_15_']_.; 4, Retained earnings should represent the cumu]at).ve
balance of pcnodlc, earnings less dividend distributions in cash, ‘prop-
erty or stock, plus or minus gains and 10::503 of such 1nagm.tude as
not to be properly included in periodic eavnvngs. - The entire amount
nlay be prcsumed to be unrestrictzd as to cividend distributions unless,

stricfions are jndica ud in the fmauc:a] statements, |

Principle -5, Retaincd carnings may be decteased by trensfers to
invested capital accouwnts when formal corporate action has, in fact,

' changed the composition of the cquity capital. Accumulated dcficit
accounts may be eliminated sgainst invested capital accounts through
formal action approved by stocldiolders, which establishes 2 new base
line of accowntability, ' | '

Principle. B--6. The amount of any reva 'luahon credits chould be
scparately classified in the stockholderls cquity section, and it :,s not
available for any type of charge execept on rcversal of the revaluata.on.

Principle B-7, Disclose status of stock options to employces oxr others:

and changes therein during the period or periods covered,

Objcclive C. Account for the assets invested in the enter-

pris c_{v—;w_i:c—ml holders (through property contributed ox re-

tained earnings) and creditors, in a meaningful manner, &0

that when considered with the Jiabilities and equity capital

of stockholders there will be a fajr preseniation of the

ﬁ.nanc’al position of the enferprise both at the beginning

and cnd of the pcried, Tt should be.understood that

financial position or balance’ sheet stitements do not

purport to show cither present values of asscts to the

enterprise ox: values which might be »realizcd in liquidation,
Principle C-). Itcms ‘c{‘:.as;ified as current assets chould be carried at
not morec than is reasonably expected . to be »ecalized within one ycar or
wilhin the normal operating cycle of the particular business. . Cash

i
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should be scgregated between 1.mrestrictcd and restricted items, and
the inclusion of thc latier in current assects must be justificd by
their nature., Recelvables should be xeduced by allpwance accounts
to cover expected collection or other losscs, - Recejvables from
officcrs, employees, or affilidted companies should be shown
scparately. ' Inventories should be carried at cost or marke ;

whichever the lower, Cost comprises direct costs plus fa.ciory overhead

costs, and the basis of determination (evg,y Yifo, Fifo or average)
should be stated, Prepazd items should be properly chargcablc to
future periods,

Principle C-2, Fixed assets should be carried at cost of acquisition
or construction in the historical accounts, unless such cost is no

Jonger meaningful. Cost of land should erdinarily be shown separztely,

Cost of construvction includes direct costs and overhead cosis incurred,

such as engincering, supcrvision and administration, interest and taxesd

Items treated as fixed assets should have at least one year of
£

expectod useful life to the enterprise, and normally the Jife is con-

sidcrably longer. Practicable yardshcks or criteria should be establis hed o

in ordex .that consistent distinctions may be made between fixed assets,
operating expenses and maintenance, Ordinarily, "this should be
accomplished by creating a catalogue of property units to be 5nclude'd
in fixed assets, any lesser items to be charged to current expense,

Iltems no longer in scrvice should be removed by charge to dcprec'abon

reserve or expense in order that fixed asscts will represent the cost

‘of prope erties in service.

Prineiple C- A.pp?‘Opr‘chLc prov:Ls:.on or allowanccs shou1d be mauc

in order to chargg, operations with the investment in deprecmble assets’
over the cstimated life thercof, - The accumulated allowances, less

Je

‘property fetirements, shovld be shown as a deduction from fixed asscts

Lrinc Long-tetm investments in securities ordinarily should
be carried at cost, . When maxket quotafions are available, the aggre-
gate quoted amounts shouwld be discloscd, Investments in afiiliates a
should be sogregated from other investmonts.. '

Priveiple C-5, The costs o.{ 'mtang:.ble J(.c.nm, vsu'cii as debt discount

and cupense, p':('ento copynghts, research and development (if defer-
rcd) end goodwill should be shown separately, limited-term. items

should be smortized t-ng'DS" car‘m.ng<' over their estimated Lves, ,.thc
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policy in rcgard to amortvat:on of unl:umted term Jnta.ngjbles should
be disclosed,

Principle C-6, The naturé._ and extent of hypothc'ca,‘lted or pledged "--a.sseég |

should bc ‘shown, j

Objcctive D, A(.(,ount £or all known 11ab1]1L105 in a mea.n~
ingful manmer in order that their summarization,
considered together with the statement*of assots and
cquily invested by stockholdcrs, will fairly present the
financial position of the enterprise at the beginning -

and end of the period. = - o s

Principle D-1, All known' Yiabilities should be recorded regardless of
whethor the definite amount is determinable. If the amounts canmot
. be reasonably approxzimated, the paturc of the items should be dis-
closed on the face of the summary of ligbilities or by foolnote.

Privciple D-2, Curreafl Jiabilities should include items payable with-
in one year or at the end of the .operating busiucss cycle uscd in the
classification of gurrent assets, Accounts should be shown sepzrately
for notes payable to banks, notes pay'ablc to others, -accounts payable
(may include pa.yrolls), Federal indome taxcs accrued, other -accrusd
taxes, accoumts or noies payable to. officers, and accounts or notes
-payable to affiliates .

‘Pri.néiple D-3, Long-term Jiabilities should be described and due
dates and rates of interest shown,

-Principle D-4, The nature and extent to which. specific Jiabilitics
are a prbfc1 rcd Jien on aseets should be shown,

Principle{ D-—5. Deferred i:ncome- _should be se,parately' classified and
‘described. : ‘

T

Principle D-6, Contingent labilities of irnportance should be di’s_close.d,

-Ochchvc E. "Financial smi.ementu should comply with
the applicable reporting standards included in generally
accepted auditing standaxds, Reportmg to-investors
chould be performed.on an cntity basis,

»
¢

. : ey 2  ANNEX VIT PegelbBof U

R
i h



- ANNEX VII: Page 49 of 9
- ‘Exhibit C Page 8" of

. : .
¢ ‘ .

Principle 151, Gencra]ly acccpoed reporting standards’ appbcable to
finrncial stetements arc set fo.th in Chapters 7, 8, 9 and 11 of

Statements on Auditing Procedure N9 33, which are :..ncorporatcd‘ in this

Inventory, |
Principle Ji-2, Where there is a parent company and one or more

subsidiarics, therc is a presumption that consolidated staternents are
morc meaningful than separate statementss '

Principle 13-3, The accounts of consolidated subsidiarxics ox divisions
operating in foreign countries should be translated into dollars at the

!
appropviata rates of. crchangc.

Principle B-4, Wherc two or more previously independent entities "/
- merge or otherwise combme in such a manner as to comnsfitute a ‘

pooling of interests, the new enuty inherits the bases of accountab;.htyv
of the constiluent cntzhes.

-

ST



FINAME - INSCOME . 7YEMENIS FOR '~ - 1% 7

(Amounts in Brazilian Cruzeiros Thousands)

oW
L]

REVENUES S 1965  -1966 1957 1663 1969 1370
. Long-term loans 1155 10 996 14 757 20 413 31190 37 256
+ Short-term loans - - 60 4 493 5937 4 094 3 900

Comrmitment fees . 76 430 1 710 2970 . 3133 3094

« Miscellaneous 3 2 5 2 19 104

Total Revenuss 1234 11488 20965 29322 38436 44 354
EXPENSES § - /g

5. Financial - e o S oh ey 5640 9838 11 343

6. Administrative 1¥5- 330 Tasy 1 342 1 281 1306

7. Other ' o . - - 82 = 439. 96 2 343

Total Expenses ' - 175, 7 8300 - 4963 7421 11215 14 992

Net Income 1059 10 658.. 16002 21 901  27-221 29 362

'NOTE: The above flgures are those gwen in the entity’s statements converted to the 1970 price
 level for compa.ra.b;bty. :

. Tg6~d/01a-av

- The. Annex followma thxs one shows fh= mcome s«.at\.ments fo* 1968 thru 19/0 in more
' detail -

1 30 T °%ed - V ¥TATwd
L 30 T @98d - ITIA XANNV




FINAME - INCOM. =~ A~E),sNT

(In Brazilian Cruzeiros Thousands)

REVENUES

1. Long-term loans

- Local equipmeént-interest
Imported equipment - interest

Other
Subtotal
2. Short-term loans
3. Commitment Fees

4, Miscellaneous

rota."i Revenues

EXPENSES

5, TFinancial - interest.
6. Admirnistrative

Personnel _
Other Adminisirative

Subtotal

Total Expéns es

Net Incdme

NOTE: The above -amqu_n__t_é are the original figures converted tothe 1970 .average price.level, . .

801

541
. 1342

439
7 421

21 901

5'640~

1969 1970
27 989 32 513
2 373 3 256
328 1 487
31 190 37 256
4 094 3.900
3133 3094
19 102

38 4356 44354

9,838 © 11 343
805 861
476 445
1281 1306
96 - _2343
11 215 14 992
27 221 29 362

T 3o T °%9eq - 4 3TATUXT
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FINAME - EXTERNAL SOURCES OF FUNDS 1965 - 1970

(Amounts in Brazilian Cruzeiros Thousands)

SOURCES : 1965 1966 1967 1968 1969 1970
BNDE: - .
Capital Advance " o - - 46000 - - - -
Other Advances - - - , - . 86 400 84-600 71-169
. CENTRAL BANK:
. . .. 4 ; - 4 . - '
AID Program Loan/2 Step ' 117 660 93 150 24 165 5 760 28 800 15 000
'GECRI -~ ‘ - e = A3 - 9 541 5390 - & 406
 Total External Funds = - | . 117 660 139150 24 165 1017017 118 790 94 575
INTERNAL }'UNDS GENERATED FROM OPERATIONS ESTIMATED AT:
Net Income -  .° - . ‘. 1059 10658 - 16002 21901 27221 - 29362
. Principal Repayment . . - 18 790 72260 92320 136 900 180 590
 Total Estimated Internal Funds 1059 29448 88 262 114 221  °164 121 209 952
S%
: - : : ' : : : : - e
NOTE: The above figures are the original amounts adjusted to the 1970 average price level, g
o | af
]
[]
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FINAME - Financial Position 19681969 . o

nounts ia Braziifan Cruze{ros Thousands) 1968 _ 1969 1970
CURRENT ASSETS : “
Cash e s Y | 4 892 | 1 553
Short-term loans receivable o " 16802 22 432 33 472
Other reteivables - 10 204 . 14005 13 €09
Other current assets : S & A 543 . 452
TOTAL CURRENT ASSETS ¥ : i 28 €89 '_ 41 872 49 086
LESS 5 LT :
CURRENT LIABILI"'I"'S S
Accounts .;')'é.yabie s . T Sk : 8338 BRSPS g s
Central Bank charges payable - ; : 1123 e 11&9 S -+~
BNDE charges payable 5 : : 11 590 ‘ 7 638 . 2 - £
- Short-term loans P N 12960 - s e b Y s ey |
Other curreuat liablilties ' R , .23 ; L SAN. .. : 28 / |
TOTAL CURRENT LA-ABILITIES e , 34.034 b gt - 22 758 - Y3 7_58 T }
NET WORKING CAPJ.TAL ) : . (5 345) 19 114 .« 35 %28 ,
_PLUS ‘
‘NON CURRENT ASSETS | o,
Loecal Equhpment Loans i Tt 328 843 © 4237105 - 474 598 ¥ éé
. Imported Equipment Loang _ - 43 076 75 036 76 345 E
 Agricultural Loans - ' 8 398 12 157 _ 16 698 ot oy
Advances on Loane - e i - & | S 4 326 1 033 o =
Fixed Aszsets {Net) s - 141 , - ; ?f.._ . - 69 i S
Total Non Current Aasets ] A ADE TR, 515320 - © © 568 743" ‘E‘E
SRR - SRR (L = ] A LR e ST TR = S e R b | -mm ,
=
s ot
2o
) o |
N
1-‘---—---'-—-—-"-7--#_-—-'-‘——'7-""“""_.'_ - X R —gn e e A e . .y - . [P e VP, - 1




1968 1969 1970
LESS
LONG TERM LIABILITIES .
Long Term Loans 280 411 ‘ .389 825 502 906
Other Non current Liab{lities 46 2¢9 58 453 -.
Total Long Term Liabllitles o 325 680 R ER "502 906
EQUALS )
NET WORTH _
Capital Advance =~ . ..~ ‘28800 . 24000 20000
Reserves : ; e TS e - _ - 542 - 452
Retained Earnings = b : : = 4% 931 - 61 6&1;_ - 80712 -
Total Net Worth 7 | = A : 70731 86 156 101 164 -

OTE: o

Original amounts adjuate;i to 1970 price level.

2 30 g #88g - ( 3TqTUXI

L 3o G #3831 ~ ITIA XANNV
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Exhibit E Page 1 of 1

CAIXA ECONOMICA FEDERAL

INCOME STATEMENT FOR SIX MONTHS ENDED 12/31/70
(Amounts in Cr$ thousands) ‘

FEDERAL l1OITERY:

Income
Less Expenses

FEDERAL SPORT LOTTERY:

Income
Less Expenses

Interest Earned
Monetary Correction
Other Income

less ’
Interest Expense
Monetary Correction

Personnel Expense
All Other Expenses

Net Income

4

s

88 203
(41 269)

102 578
(56 586)

116 263
51 241
105 661

(39 883)

{ 43 105)
(102 315)

46 934

- 45992

54 442

- { 33 420)

147 368

H

-~
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CAIXA ECONOMICA FEDERAL
BALANCE SHEET AS ON DECEMBER 31, 1970

(Amounts in Cr$ thousands)

ASSETS
Cash 262 753
Loans
Housing 1 735 922
Mortgages 480 017
Personal 556 843
Consumer Goods 117 910
All Other 221 789 3112 481
Advances to Branches 736 201
Marketable Securities 450 534
Other Current Assets 418 290
4 980 259
Fixed Assets (net) 327 102
Deferred Charges 9880
CEINAZY
LIABILITIES
Deposits
Savings Accounts 1 189 196
Checking Accounts 885 399
Time Deposits 73 598
Governmental Deposits 177 672
All Other 40 706 2 366 571
Branches - Current Account 476 783
BNH Refinancing 431 189
Accounts Payable 119 293
Federal Lottery - Current Account 118 656
Deferred Credits 280 127
Other Liabilities 409 936 1 835 984
Special Funds
FNDE 1 541
FNS ' ' 3 852
FEAE 385
LBA 40 931
CND 30 699
MEC 30 699
All Other 14 128 122 235
Total Liabilities 4 324 790
NET WORTH
Capital Stock 353 000
Reserve for Capital Increase 522 718
Other Reserves 66 387
Retained Earnings 50 346 992 451

5317 241
e ——





