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Abstract

The expansion of the Brazilian capital markets over recent years has been impressive. Stock and
private bond markets reached 93% of GDP in 2010 in comparison to 33% in 2002. The recent
development of the Brazilian capital market is the result of the political and economic stability
reached over recent years and of the implementation of microeconomic reforms and specific
policies that succeeded in improving the institutional environment of the capital market in the
country. Even though there is a series of problems to address, prospects for expansion of the
Brazilian market are positive because it is hoped that the country will continue to grow and
increase its importance in global markets and because the improvement process of the institutional
environment must continue in the future.
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1. Importance of the Brazilian capital
Mmarket

After a long period of uncertainty and standstill, the Brazilian economy has grown at a rate close
to 4% over the last decade. As with other emerging countries, Brazil has been able to increase

its role in the global economy and furthermore consolidate its regional hegemony. In addition to
recent good performance, prospects for future growth are positive: over the coming decade Brazil
will become the fourth contributor to worldwide growth, only behind China, the US, and India.

The expansion of the Brazilian capital market over recent years has been, however, even more
impressive than the macro-economic performance.
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The size of the private domestic bond market has grown by a factor of 12 since 2002 and has
reached approximately US$508 billion in 2010. In terms of GDP, the expansion was from 8% in
2002 to 24% in 2010 (see Chart 1). The domestic private bond market now represents 1.8% of the
worldwide total and 736% of the Latin American total according to the BIS. Just a few years ago,
in 2002, these levels were far more conservative: 0.2% and 619%, respectively.

In 2010, net private debt issues is Brazil were US$58.7 billion, the fourth largest worldwide. Indeed,
in terms of stock the proportion of Brazilian private bonds in the world total is still limited. The
activity seen over recent years suggests that the country will continue to gain market share in
global markets.

The growth of the capital market has not been restricted to the fixed income market. The
expansion of the equity market has been equally significant over recent years. Specifically, the
capitalization of the Sao Paulo Stock Exchange (BOVESPA) in dollars has increased approximately
12 times since 2002. Its worth in terms of GDP has gone from 25% in 2002 to 69% in 2010 (See
Chart 1. In absolute terms, the BOVESPA was in 2010 in tenth place among the major stock
exchanges of the world and the first in Latin America. In 2002, the Brazilian stock exchange
ranked 22 worldwide.

The issuance of capital in the stock market of the BOVESPA in 2010, whether from newly-listed
companies or through shares already listed amounted to US$100.5 billion. This was the third
largest issuance volume in the world during the period, only under that of the New York and
Hong Kong exchanges.
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Activity in other capital market segments, especially that of derivatives, also points to the recent
leading role of the Brazilian market on the global financial map. The number of equity option
contracts in BOVESPA, for instance, has increased from 90 million in 2002 to over 800 million in
2010, above the volume negotiated in any other market in the world over the last year. Another
example is that of the currency futures and currency option contracts, which muiltiplied their
volumes by 7 and 12 respectively between 2002 and 2010. In these markets the Brazilian stock
exchange is also among the most important in the world.

Page 4



Working Papers
BBVA ‘ RESEARCH Madrid, 15 November 2011

2. 0n the recent development of the
Brazilian capital market

The recent development of the Brazilian capital market is the result of the political and economic
stability reached over recent years and, as well, of implementation of microeconomic reforms and
specific policies that succeeded in improving the institutional environment of the capital market in
the country.

The newly achieved stability is above all the result of the maturing of the democracy and the
successive access to power of political groups of distinct ideological tendencies. This political
stability ensured institutional stability and allowed consensus building over a series of economic
points, specifically the non-tolerance with inflation, the commitment to solvency of the public
sector, and the adoption of a flexible exchange rate.

In this way the country was able to stabilize the economy and stop the creation of serious
domestic distortions that could have impeded the development of the country. After years of
instability, the country has been able to control inflation and significantly reduce its foreign and
public debt. Specifically, inflation was brought down over recent years to levels in a range between
3 and 7%, public debt fell from 60.6% of GDP in 2002 to 40.2% in 2010, and net foreign debt went
from 27.7% of GDP in 2002 to -25% in 2010 (the country went from being a foreign debtor to
creditor in net terms). Brazil has also been able to bring down its real interest rate from around 11%
in 2002 to around 55% more recently; however, it continues to be at a very high level, a situation
that constitutes a pending task for the country's economic authorities.

The macroeconomic environment is fundamental for the development of the capital market, but
so is the sector's institutional framework according to the literature on the topic (see, for instance,
De La Torre et al [2008] and Beck and Levine [2005)).

In the case of Brazil, in addition to macroeconomic advances, the progress of the institutional
environment for the capital market is also behind the development of the stock exchange

and fixed income markets in the Country. The evaluations of "Doing Business" by the World

Bank demonstrate that current levels of transparency in the capital market as well as extent of
executive liability are superior to the average in the region and to the average in OECD countries
as well. Still, advances in the institutional environment were not sufficient to, for instance, increase
the capacity of shareholders to sue executives involved in cases of improper conduct, which is a
remaining task (see Chart 3).
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From halfway through the nineties, the end of hyperinflation, the opening of the economy and
reduced state participation in it improved growth prospects for the capital market. Moreover, a
series of legal changes were approved to increase investor rights and increase the availability and
quality of information.
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These reforms, in addition, consolidated the Brazilian strategy for the self-regulation of the

capital market, which made it possible for the Brazilian capital market regulator, the "Comissao
de Valores Mobiliarios" (CVM), to implement and complement adopted legislation with respect
to the capital market. Activity of the CVM over recent years, in addition, has made it possible

to create benchmarks and favored the spreading of conduct codes and good practices. Good
management by the CVM resulted in a new institutional stability environment, eliminating a large
part of previously existing legal risks.

The self-regulating environment extends to the BOVESPA, which today has an efficient
information system as well as custody and settlement structures that exceed international
requirements.

Among the main changes adopted in the capital market over the last decade is the
implementation in 2000 of the "Novo Mercado” of the BOVESPA with the segmentation of equity
markets in line with strict and modern corporate governance rules, which has permitted the
increase of availability of information to market participants and, therefore, reduction of risk to
investors. Implementation of the "Novo Mercado” has recently played a fundamental role in the
development of the capital market in Brazil.

The adoption of the "New Market" is, in addition, an example of a measure related to the auto-
regulation system given that in this case adherence is voluntary and corporate reguirements
exceed those established by law.

Other reforms linked to various areas of the capital market were also implemented and helped
the development of the Brazilian capital market. Among these reforms, the payment system
implemented in 2002 is worth highlighting.

The series of social security reforms implemented during the governments of Cardoso and Lula
stimulated the growth of pension funds and, consequently, of the capital market. In 2010 the
resources of pension funds were around US$340 billion (among the ten largest in the world in
absolute terms and around 14.5% of Brazil's GDP). Of this amount, 10.2% was, at the end of 2010,
invested in private bonds and 319% in shares, which demonstrates the importance of these funds
for the country's capital market. Specifically, investment in pension funds corresponded in 2010 to
6% of the private bonds market in the country and 7% of the stock market.

In spite of the importance of pension funds in private financing in Brazil, their investments
continue to be over-concentrated in public bonds (constituting 48% of total investment in bonds)
due to the high return of these securities, which is in turn explained by the very high interest rates
that the country continues to maintain.

Another important example of micro-economic action that had a positive impact on the capital
market was the legal measures taken to promote the real estate sector after decades of paralysis.
Among the most important are legislative changes that facilitate the recuperation by the owner of
the home in case of non-payment.

Regulatory changes linked to the real estate sector made it possible for private bonds linked to
this sector to go up from US$278 million in 2002 to US$42.401 million in 2010.
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3. Development prospects of the
Brazilian capital market

Consolidating recent growth and meeting challenges

In spite of the significant growth observed recently and the regional and worldwide importance
of the Brazilian capital market, comparison between other more developed markets or markets in
the process of development show that there is space for growth to continue over coming years
(see, for instance, Chart 2).

Prospects for expansion of the Brazilian market are positive because it is hoped that the
country will continue to grow and increase its importance in global markets and because the
improvement process of the institutional environment must continue in the future.

There is, however, a series of problems and challenges to address.

Interest rates in Brazil continue to be too high, some of the highest in the world. Currently, the
real interest rate in the country is 55%, significantly more than other countries with the same

risk classification (BBB, according to Standard and Poors): India: -1.5%, Colombia: 11%, Peru: 14%,
Hungary: 2.5%. The high interest rates render the purchase of public bonds very attractive, which
creates a barrier for the development of private bonds. In spite of the significant growth of this
market over recent years, public bonds continue to maintain a dominant position in the Brazilian
bond market. In 2010, public bonds accounted for 62% of the total of the bond market, according
to BIS data. Although the proportion is lower each time—it was 81% in 2002—these levels are too
high (see Chart 4).

The reduction of interest rates in Brazil seems to be one of the objectives of the current economic
authorities. However, they will not be reduced without a stricter fiscal policy and without the
adoption of measures to correct some of the well-known problems of the Brazilian economy (low
domestic savings, high savings accounts remuneration, excessive indexing of the economy, high
proportion of earmarked credits, very high reserves requirements for the banking system in the
Central Bank..).

The reduction of interest rates and an adjustment in public spending would stimulate, in

addition, the extension of the mid-term range of Brazilian private bonds, which are today highly
concentrated in the short-term range. At the end of 2010, almost 100% of Brazilian private bonds
had an expiry of less than one year according to BIS data. Domestic long-term financing is almost
exclusively concentrated in the BNDES, the public development bank. BNDES loans, whose
interest rates are subsidized by the public sector, represent over 20% of the credit stock in Brazil.
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In order to increase the role of the capital market in long-term financing of the private sector, the
government announced at the end of 2010 a series of measures, among which:

- the tax on income from debentures linked to investment in infrastructure was reduced to 0.0%
for households and non-resident investors, and 15% for companies:

« the tax on income from bonds related to some specific investments was reduced to 0.0% for
non-resident investors;

- anew legal framework was created for debentures without guarantees (the former legal framework
established by Law 6404 was modified);

« the IOF (tax on financial transactions) on foreign capital entry into venture capital funds was
reduced to 2.0%:

« a liquidity fund was created: financial institutions can now assign up to 3 pp of their reserve
reguirements at the Central Bank linked to time deposits towards a liquidity fund for private bonds;
in addition, tax incentives were introduced to stimulate the secondary market for private bonds.

In spite of the fact that long-term financing with foreign resources currently offers the most
attractive rates for Brazilian companies, financial upheavals in international markets are causing
fears that foreign financing markets could close and end up stimulating the development of the
domestic long-term market, as suggested by the recent announcements of long-term private
bonds issuance in the Brazilian market.

Another guestion that will have to be resolved is how to address the problems related to
increasing foreign capital flows into the country due to the fact that main growth and business
opportunities will be for a good time in emerging countries, as well as to the high commodity
prices.

If, on the one hand, the entry of foreign capital increases possibilities of capital market growth,

on the other it creates pressures on the exchange rate that may result in intervention measures
in the exchange markets, as demonstrated by policies recently adopted by the country. These
interventions can slow down the liberalization process of the capital account and create barriers
to the development of the Brazilian capital market. The recent announcement of increased
intervention by the economic authorities in the foreign currency derivative contracts, which
includes the taxation of short positions kept in dollars by financial and non-financial agents could,
for instance, lead to certain operations to be carried out abroad.

In order not to excessively damage its capital market the country will therefore have to find a way
to uphold the competitiveness of its economy in an environment marked by significant capital
influx and currency appreciation. An alternative would be, for instance, to design a tax reform
permitting the lowering and streamlining of taxes that, currently, represent some 34% of GDP, a
level that is rather high for a developing economy. Another alternative would be to incentivize
measures to increase productivity of the economy such as an increase in education and
technology, which continues to be a pending task in spite of recent progress.

Another challenge for the country and the capital market in particular is to avoid an excessive
concentration in securities linked to the commodities sector. High commodity prices as well as
the strengthening currency result in growth for the primary sector at the expense of other sectors
of the economy. Currently, Petrobras and Vale represent over 26% of the BOVESPA index.

Finally, the need of the country to reform social security represents on the one hand a challenge
for the government and on the other an opportunity for growth for private pension funds as well
as, conseqguently, the Brazilian capital market.
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