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A special report omusiness and Tnance in Brazill

Cetting it together at last

-

John Prdeaux

BRAZIL has long been known as a place
of vast potential. It has the world's larg-
est freshwater supplies, the larged tropical
forests, land so fertile that in some places
farmers manage three harvests a year, and
huge mineral and hydrocarbon w ealth.
Foreign investors have saked fortunes on
the ideathat Brazil is in deed the muntry of
the future. And foreign investors have lost
fortunes; most spectacularly, Henry Ford,
who made a huge investment in a rubber
plantation in the Am azon which he in-
tended to tap for car tyres. Fordlandia, a
"i’ong-forgotten municipali ty in the state of
Pard, with i ts faded clapboard houses now
slowl y being swallow ed up by jungle, is
perhaps Brazil's mo st poignant monument
to that repeated triumph of experience
over hope.

Foreigners have short memories, but
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timism with c aution<ev en now, when the
country is enjoyin g probably its bed mo-
ment since a group of Portuguese silors
(lookin g for India) washed up onits shores
in 1500 Brazil has been demoaatic before,
it has had economic growth before and it
has had lowin¥ ation before. Butith as nev-
er before sustained all three at the same
time. If current trends hold (whic h is a big
if), Brazil, with a po pulation of 12m and
growin g fast, could be one of the world's

Brazil used to be all promise. Now it is beginning tcededeys

tve bigged economies by the middle of
this century, along with China, America,
Indiaand Jpan.

Despite the fnancial crisis that has
shaken the world, a lot of good things
seemto be happeningin Brazil ri ght now. It
is already self-su”cien t in oil, and | arge
new o..shore discoveries in 2007 ar likely
to make it a big oil exporter by the end of
the next decade. All three main rating
agencies dassify Brazil's government pa-
per as investment grade. The government
has announced that it will len d money to
the IMF, an institution th at only a decade
ago attached stringent condition s to the
money it was lending to Brazil. As the
whole world seemed © be heading into a
long winter last year, foreign direct invest-
ment (FDI) in Brazil w as 30% up on the year
beforeev enasFDlinfow sinto the rest of
the world fell by 14%.

Much of the country's current success
was due to the good sense of its recent gov-
ernments, in particular those of Fernando
Henrique Cardoso from 1995 to 2003,
w hich created a gable, predictable macro-
economic environment in w hich busi-
nesses ould tourish (though even now
the government continues to get in the
way of companies trying to earn protts
and create jobs). How di d this remarkable
transformation come about? And how can 1
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2 Brazilian and foreign trms, from lip stick-
makers to investment banks, take advan-
tage of the country's new stability?

To see why Brazil currently seems so &-
citin g to both Brazilians and foreigners, it
helps to understand just how deep it h ad
sunk by the early 1990s. Rist disappoint-
ments also explain three thin gs about Bra-
zilw hich outsiders sometimes tnd hard to
fathom: its suspicion of free markets; its
faith in the wi sdom of government inter-
vention in b usiness and tnance; and per-
sistently highintered rates.

When Brazil became independent from
Portugal in 185, Bitish merchants, de-
lighted to discover a big new market,
fooded Brazil with m anufactures, includ-
ing, aaccording to one possibly apocryphal
story, ice-skakes«an early example of
emerging-market fever. Bven so, eal in-
come per person remained stagnant
throughout the 19th century, pethaps be-
cause an inadequate education system
and an economy dependent on slaves pro-
ducing commodi ties for export combined
to get in the way of development. BEver
since the Brazilians have tended to view
free trade with suspicion, desite their
country's recert success as an porter.

In the mid-20th century Brazil seemed
to have found a formula for stimulating
growth an d enjoyed what appeared to be
an economic miracle. Atone pointits eon-
omy grew faster than that of any other b ig
country bar Japan and South Korea. That
growth r elied on a state-led development
model, Thanced with f oreign debtwi thina
semi-closed emnomy. But growth also
brought infation, which crippled Brazil
until the mi d-1990s and still accounts for
some odd characteristics, such as the mun-
try's painfull y high interes rates and its
disinclination to save. All the same, the
@niracles wr ought by the mili tary govern-
ment persuaded Brazilians that the state
knew best, at least in the economic sphere,
and even the subsequent mess did not
quite persuade them otherwi se.

Unhapp y memorie s

When this development model broke
down ami d the oil shocks of the 1970s Bra-
zil was left wi thout the growth b ut with
horrendous intation and lots of f oreign
debt. There follow ed two volatile decades,
w hen Brazil started being likened to Nige-
ria instead of South Korea. Roductivity

growth w ent into reverse Many of the

country's current problems, including
crime and poor education and health care,
either date from that period or w ere exac-
erbated by it. Betw een1990 and 1995 inta-

CGardoso (left) did Lula a big favour

tion averaged 764% a gar.

Then areal mirade happened. In19% a
team of economists under Mr Cardoso,
then the tnance minister, introduced a
new currency, the real, which succeeded
w here previou s attempts had failed. With-
in a year the Real Plan had managed to
curb price rises. In1999 the exchange-rate
peg was abandoned and the currency al-
lowed to foat, and the central bank was
told to target intation. The ten-year anni-
versary of thi s event has just passed, ard
although there is mntinuin g debate about
how to m ake the real less volatile, none of
the big political parties advocates ging
back to a managed rate.

More than that, the reforms brought
discipline to the government's ftnances.
Both federal and state governments now
have to live within their me ans. A require-
ment to run a primary surplus (befre in-
tereg payments onthe public debt) was in-
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troduced in 1999 and the federal govern-
ment has hit the target for it every year
since, though there is a good chance that it
will mi ss it this year. This has allow ed Bra-
Zil to get rid of mo st of the d ollar-denomi-
nated foreign debt that caused auch insta-
bility every time the economy w obbled.
Now in ternation al creditors trust the gov-
ernment to honour its commitments.
Moody's, a rating agency, elevated Brazil's
government paper in September to invest-
ment grade just as the governments of
many richer countries fretted about being
able to meet their obligations.

Yet growth still p roved elusive. It took a
buoyant world economy and a surge in
commodity prices to procure it. Although
Brazil's economy is still relatively closed
(trade accounted for a modest 24% of GDP
in 2008, les than 60 years earlier), its
growthi sdosely correlated with c ommod-
ity prices, the Chinese eonomy, the Baltic
Dry index and other measures of global
trade. But at last in 2006 GDPoutpaced in-
fation for the fr sttime in over 50 years.

LuckyLula'slegacy

Brazil's current president, Luiz Inacio Lula

da Silva, has been able to take much of the

credit for the country's recent growth th at
perhaps properly belongs to his predeces-
sor. Yet Lula's acdievement has been ©

keep the reforms he was bequeathed and

add a few of hisown<notame agre accom-
plishment given that for the past seven

years hisown p arty has beentryingtodrag
himto the left.

Lula is often mocked for beginnin g his
sentences with the phrase, Eneer before
in the history of this countrys. W hat his
political opponents Tnd even more infuri-
atingisthat he is oftenright. Brazilw as able
to cut intered rates and inject money in to
the emnomy as the world economy fal-
tered at the end of | ast year, the frsttime it
has been &le to do thisina crisis. Whereas
others predicted that world events would
tip Brazil in to recession Lula reckoned that
the crisis would amount to nothing mor e
than a small tide breaking on his country's
beadches. The emnomy shrank for only
two quarters and is now growin g again.
The contrast with B razil's performance in
previous aises ould not be more stark
(see bk, nextpage).

Plenty of p roblems remain. The central
bank's headline interes rate is 875%, one
of the highed real rates arywher e in the
world. If the government wants a long-
termloaninits own currency it still h as to
link its bonds to intation, making debt ex-
pensive to service. 1
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Productivi ty growth is sluggish. That
may not seem the end of the w orld, but it
refecs realities such as the two-hour bus
journey into work endured by people liv-
ing on the periphery of S&o Paulo, the
country'slarged city, durin gwhichthey of-
ten risk assault before arrivin g too tired to
be very useful. The government invests
too little and has longstanding gaps in pol-
icing and educationto fll. The legal system
is dysfunction al. And so on.

Yet other countries face smilar pro-
blems, and Brazil has made real progress.
In a country w here businesses beame
used to headline intered rates of 30% or
more, a rate below 9% cmes as a relief.
(EH's like the di..erence betw een running a
marathon wi th 50 kilo s on your shoulders
and 20 kilos,* says Luis Suhlberger of
Credit Suisse Hedging-Gri...0 one of Bra-
zil's most successtil fund managers. Mr
Suhlberger thinks that Brazl's recent past
was so awvful , and its expansion of ed uca-
tion and credit is so young, that the coun-
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try can reasonably be expected to continue
on its aurrent trajectory, even without fur-
ther big reforms. Even so, he agues Ew
are notgoingto have aHarvard ora Google
here.e The blame for that, he sys, lies
largely with g overnment policies.

Brazil's economic story could certainly

Breaking the habit

R most of the p ast few decades Bazil

has been one of the frst places to g
into atailspinwhenthin gsturnnasty else-
w here, as the Dllowin g listdemonstrates.
11973-B: Oil shocks. The frst oil shock
doubled Brazil's import bill withinay ear.
The semnd set o... unontrolled int ation,
which reached 1D% for 1980 The next 15
years were a ontinuou s sruggle to bring
thatnumber down. They also saw a sharp
increase in short-term foreign debt de-
nominatedindollarsto pay for oil, herald-
ing ade@de and a half of in stability.
1198: Default . As Mexico defaulted, Bra-
zil, which had also borrowed a lot from
foreigners, found itself mistrusted too.
The government tried to engineer a trade
surplus to reassue ceditors, forcing im-
porters to obtain licences and buy dollars
at an infated o'ci al rate, but failed. In
1983 it defaulted on its debt and the cruzei-
ro plunged against the dollar, making in-
fation evenworse.
11986: The Cruzado Plan. Three zros
were chopped o... the @rrency, and at frst
Brazil seemed to have got on top of inf a-
tion. But it was also in the process of be-
coming a demoaacy (the frst civilian

president in tw o decades was chosen by
Congress in 198), and ®nquering infa-
tionrequired holding downw ages which
Brazil's new democrats found hard to do.
The Bresser Ran (1987) and the \krdo Pan
(198) fared no better. By 1990 intation
was running at more than 70% a month.
11990: The Collor P lan . The worst of the
lot, this one involv ed an immedi ate freeze
for 18 months on bank deposits making up
80% of the country's Tnancial asses. The
idea was to force prices down by reducing
liquidity . Wages were frozen, tnancial
transactions were subjected to punitive
taxes and foreign exchange and trade
were liberalised. The policy seto... a mini-
recession causing panic thatled to arever-
sal. High int ation returned.

11994: The tequil a crisis . Another M exi-
can devaluation and debt crisis that had a
knock-on e..ecton Brazil. The central bank
responded to an outfow of money by in-
creasing interes rates to nearly 50%.
11997: The Asia crisis . Brazil's commod-
ity exporters were hit by a fall in dem and
from Asia. Once again conftdence plum-
meted as money left the country. The en-
tral bank fought hard to defend the real

be made more excitin g with some reforms
toits business environmen t. The muntry's
potential growth wi thout a risk of over-
heating can only be guessed &, but it is
probably below the 6.8% it reached in the
third quarter of 2008. Most economists put
it at 4-5%. Nis uggess that interes rates
will not be coming down to le vels cnsid-
ered normal in other c ountries soon.

Sill, gability has its own rewards. El-
mar Bacha, one of the emnomists who
worked on the introduction of the r eal in
1994, is pleased that the debates &out Bra-
zil's economy have become so rarrow.
Back in 199, when he joined the mini stry
of tnance, infation atone point hit 2,48 9%.
Nowadays, he notes with awry s mile, GEthe
big debates are about whether interest
rates ould come down from 8.75% b
8.25%:; or whether the central bank should
have garted cuttin g a month earlier than it
did.» That change has been god for Brazil,
and particularly good for its banks and its
tnancial system.7

Abrief higory of
Brazilian meltdowns

which had been introduced in 199, in-
creasing overnight intered rates to an an-
nual 40% and killing growth.

11998-99: The Russia and LTCM crisis.
While still trying to g et back on its feet,
Brazil w as hit again after Russia defaulted
on its debt and a team of N obel econom-
ics laureates nearly fused the fnancial
system. The government was forced to let
the real foat freely, which was e@nomi-
cally correct but highly unpo pular as the
currency's value dropped.

1 2001-02: The dotcom crash and Ar gen-
tina's default. Once again the real
dropped on fears about Brazl's neigh-
bours and general unease aout the
world economy and the election of Presi-
dent Lula. Intation rose o 125% ard the
headline in terest rate went up to 25%.
12007-?: The dobal tnancial crisis.
What appeared to be the worst global re-
cesson since the 1980s left Brazil relatively
unscathed. It was able to cut interest rates
and the real held its value. Brazil turned
outto be one of the last countries into the
down turn and one of the tr stout, causing
national celebration and not a little s ur-
prise, given what had gone before.
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Qurvival of the quickest

Frequent crises ha& made for strong banks and nimble tnasicier

RAZILIAN businessnen often say that

the country's recert economic past has
strengthened companies, and egecially
banks. The agument goes like this: you
need to be good, or & least inventive, to
surviv e and make money w hen you have
noideawhetherint ation nextyear will be
50% or 500%. Binkers and Tnhance direc-
tors have had to be particularly nim ble.
One example is Sowa Cruz (a subsidiary
of BAT), Bazil's larged tobacco company,
which in the days of high int ation did no
better than break even on its cigarette
sales. s protts came fom the interest on
the cash it held betw een being paid by re-
tailers and payin g tax fortnightly . Compa-
nies used to goerating in such unusual cir-
cumstances tourished when life bec ame
more predictable.

There is some truth to this argument,
even though it brushes aside the fact that
untilthe 1990s Brazilian companies did not
have to worry a bout foreign competitors.
No big companies went bust in the recent
tnancial crisis, degite losses on breign-
exchange derivativ es that the Bank for In-
ternational Setlements egimates & $25
billion. M oreover, no big banks wobbled,
let alone had to be resaied, though there
w ere some mergers.

One reason was that a previous round
of bank failures, in 199, had already
cleared out the bad ones. Until then b anks
made their protts by taking deposits from
customers, lending the money to the gov-
ernment overnight and pocketing the dif-
ference With int ation at several hundred
per cent a year, many banks' balance-
sheets were hard to decipher. When inta-
tion came down, it became dear that a
number of them w ere insolvent. These
folded or merged with other b anks, leav-
ing only the stronger ones.

Brazil's tnancial system got a further
boost from reforms carried out w hen Ar-
minio Fraga was governor of the central
bank from 1999 until the start of 2003 (he is
now at Gavea Investimentos, an invest-
ment trm). The country's bank-settlement
system now o perates in real time, so all
banks know their c ash positions atany giv-
en moment and the central bank has an
overall picture of what is happening. Be-
fore this ystem was introduced the central

bank often ended up honourin g the debts
of banks that w ent bust, creating a danger-
ous incentive to be careless. Both Mr Fraga
and his successor as governor, Henrique
Meirelles, have made sure that banks re-
port what is going on in any o...-kalance-
sheet vehicles they have funded. This has
helped to keep under control the special in-
vestment vehicles, conduits and other
mysterious ceatures that have caused so
much damage in other countries.

This transparency extends to tnancial
markets too. All fund managers must dis-
close the net assé value of their funds to
Brazil's Seairities and Exchange Commis-
sion (CVM) daily, though with a 48-hour
delay. At the end of every month funds
must disclose what they w ere holding 90
days ago. Anyone can go to the CVM's
w ebsite and look up these numbers. Rund
managers may grumble about too much
disclosure, but most are happy with the
rules. Maria Helena Sartana, who chairs
the CVM, explain s that they m ake it harder
topullo... asam ofthe sortrun by Bern ard
Mado.., whose pyramid scheme was hid-
den behind a veil of secrecy.

Created equal

Equity in vestors, for their p art, have bene-
tted from new rules for p ublicly traded
companies brought in by the S&o Paulo
stock exchange (Bovespa) in 2002. Bg Bra-
zilian companies used to be notrious for
abusing shareholders with minority
stakes. Under current guidelines, it is ille-
gal to issue shares that pay out di..erent
amounts to di..erent holders in the event
of atakeover. Any di sputes bew een share-
holders are judged by the CVM. With these
rules in place, foreigners have been happy
to buy shares and Brazilian companies that
were unable to borrow in ¢ apital markets
are now able to tnance their expansion.

A boominini tial publico..erings (IPOs)
follow ed. At its height, in 2007, 80% of the
money for IPOs came fom foreign inves-
tors. This undoubtedly led to some ex-
cesses: at one point there were more listed
housebuilders in Brazil than in Americ a.
But some of the companies that foated
will do w ell. And the message conveyed
by the new rules<th at better corporate go-
vernance allows people to make money
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I Squeezed

Policy interest rate and bank credit
=== SELIC interest rate, % B Credit, % of GDP
50

40
30
20
10

0
1999 2001 03 05 07 09

Sources: Central Bank of Brazil; Credit Suisse

by selling bits of their companies on the
stock exchange<has been good for the
family businesses that make up the bulk of
Brazil's medium-sized Trms.

Santander Brasil's recent IPOwas a test
of w hether investors' appetite for Brazil
had returned. It proved to be the world's
largeg IPO this year, valuing the bank's
Brazilian subsidiary at more than the
whole of Deutsche Bank worldwide . The
government is so worried about foreign
portfolio in vestors pushing up the value of
thereal thatitimpo sed a 2%ax in October
to discourage them. IPOs have a wider
benett because mmpanies that want to
toat all or part of their s tock need to get
their accounts in order, pay their taxes and
make sure their w orkers are not part of the
black economy.

All thi s has brought sophistication and
liquidi ty to Brazil's Tnancial markets. S&o
Paulo's futures and options market is one
of the Tve larged in the w orld by volume
traded. Well-developed markets have been
good for consumers too. High interest
rates high infation and dysfunctional
courts once made consumer credit rarer
than snow. Thanks in part to a series of re-
forms carried outin Lula's trstterm, credit
has grown steadily. Loans for bigger items,
such as cars and apartments, have become
available for the trsttime, thanks to a new
law under which a lender remains the
owner of the a sse acquired with the lo an
until the | ast repayment is made, whereas
previously the money w ould have had to1



The EconomisiNovember 14t2009

2 be dhased up through the courts.

Lula's trst administration also intro-
duced a new bankruptcy law th atis aedit-
ed wi th making it slightly easier to salvage
somethin g from companies that go under.
There was room for imp rovement: a few
years ago a World Bank study found that
bankruptcy proceedings in Brazil took an
average of ten years and left creditors with
justtwo centsin every dollar owed.

Yet for all thi s progress two glarin g pro-
blems with Brazil's tnancial system re-
main. Hrst, caedit is very expensive. Sec-
ond, only the government will len d for
long periods, and not to everyone.

Taxandlen d

Brazil has a hybrid retail banking system,
with state-controlled and private-sector
banks competing directly. It is highly con-
centrated: Itall Unibanco, the larged priv-
ate bank, isamong the world's 15 bigge< on
several measures and yet has almost no
presene outside Brazl. Banco do Brasil,
the larged state-controlled bank and one
of the w orld's oldest tnancial institutions,
vies with it for the title of the ¢ ountry's big-
ged bank. All told, credit from state-con-
trolled banks makes up 376% of the total
and has recently been growing.

Despite their di..erent owners, the
state-controlled and the private banks
seem to be behaving in a remarkably simi-
lar way. Aldemir Bendini, the chief execu-
tive of Banco do Brasil, talks enthusiastical-
ly about international expansion. The
bank will soon open tve agencies in
America to serve Bazilian expatriates. t
alsowants to help Brazilian multinationals
abroad with local-currency fnancing.
Meanwhile it will keep up i ts role as an in-
strument of public policy th at does the
biddin g of the federal government, its big-
ged shareholder, and also look after the
22% of its shareholders who own tr aded
stock. Itlooks lik e anincongruous mixture,
butitappearstowork. Iltat Unibancotoois
keen on expansion abroad, but makes so
much money athometh atitdoes notseem
tobeinarush.

Intheory, all this should provi de plenty
of competition , with the two types ofb ank
keeping each other honest and making
sure that Brazilians have aacess to credit. In
practice it does not quite work like that.
BEven though Ital alone has 25,000 @sh
points, more than 500 municipali ties in
Brazil |ack even a sngle bank branch. The
two kinds of bank compete most tercely
in the comparativel y w ealthy south and
south-ead of the country. Banco do Brasil
recently added to the geographical concen-
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tration by buyin g Nossa Caixa, a S&o Rulo
state savings bank, and a large gake in
Banco Votorantim , a private-sector bank.

The government has raised the limit for
foreign participation in Banco do Brasil to
20% to atract more capital, but the state-
controlled banks are not as well run as the
private-sector ones, so the hoped-for com-
petition has not materialised. The dearest
sign of this is spreadsc<the di...erence be-
tween a bank's ®st of borrowing and
lending. The Institute for In dustrial Devel-
opment, a lobby group, calculates that av-
erage lendin g rates are 35% fgher than de-
posit rates against less than 10% in the
other BRIC countries. The bankers' lobby
disputes these fgures, but nobody think s
that banks' spreads are thin.

Among the things that make them fat-
ter are a auriou s tax on bank fundin g that
increases osts, and high reserve require-
ments which mean that banks must
squeeze more revenue from w hat they are
able to lend. Bad-loan provision s are high
too, refecting the fact that consumer credit
is cmncentrated among people who are al-
ready stretched. And a lot of creditis subsi-
dised, which pushes up costs for the rest.

Brazil's banks have many thin gs to re-
commend them; indeed they seem to ex-
emplif y w hat might happen if regulators
elsewhere got their every wi sh. They are
safe and their lending is well-capitalised
and prottable. Two-third s of Brazilian de-
posits are in local banks, which is unusu-
ally high for Latin America and a big
change from the past, when anyone who
had money kept it out of the country and

Plenty to celebrate

indollars. Thekanksalsoo...er some thigs
that would surprise American or Euro-
pean customers. Many ATMs provide a
wide range of thancial services, from dis-
pensing cash to providin g loans. Even so,
for now credit is likely to remain too ex-
pensive for the country's good.

For companies trying to get credit, the
problems are much the same. To make up
for the absence of a market in lon g-term
debt Brazil created a giant development
bank, the BNDES with a balance-sheet
larger than the World Bank's. This is t-
nanced by an impo st on labour and lends
predominantly to Brazl's bigged compa-
nies<the o pposite of what you would ex-
pect from a left-leaning country.

Because its large loans to Brazl's big
names carry so little risk, the BNDESis
prottable. It also does some mor adven-
turous lending, although trickier credit as-
sessmens are farmed out to privat e banks,
w hich collect a fee for their pains and also
assume the risk of loans ging bad. The
BNDESwas useful to Brazil during the re-
centcrisis as a $able source of funding, but
its s@le as the lender of choice for Brazil's
bes credit risks is probably impeding the
development of markets in long-term
debt, and the way it is funded seens fun-
damentally unjust.

Sill, compared with the bank f ailures,
frauds, market manipulation, volatility,
disregad for contracts and near-absence
of creditofthe p ast, Brazil's Tnancial sedor
has mome a long way. Foreign investors
have noticed, and have recently started
pourin g money into the country.7
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Arrivals and departures
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Foreignes are ineging in Brazil, Brazilian companies are going shopping abroad

RADING with Brazilians has not al-

ways been esy. kan Lery, who vi sited Come hither

the country in the 1550swrote an acount
ofthetrading practices of the Ouetaca peo-
ple, who lik ed to exchange goods by plac-
ing them on a rock 200 paces avay and
then retreating. The trading partner did the
same, and the dance was repeated as each
group gotw hatitwanted. EAs soonseach
one has returned with his o bject of ex-
change, and gone past the boundaries of
the place where he had frst come to pre-
sent him self,» wr ote Mr Lery, (Ethe trucesi
broken, and it is then a question of w hich
one can catch the other and take back from
himw hat he was carryin g avay.e

Thatwould have rung a bell with some
of Brazil's foreign investors in more recent
times, from Daniel K. Ludwig , who repeat-
ed Henry Ford's jungle folly a few decades
later, to the ;Apanese tanks that tried to en-
ter the market, to US Steel which discov-
ered Carajas, the world's larged iron-ore
deposit, before being forced into a joint
venture with a government company and
then selling out of a mine th at is still going
strong 30 years later. Lots of other foreign
investors have done well, however, and
Brazil is enjoyin g a new wave of trust and
optimism as the world pours in money
(see dart 3). It has bemme the semnd-larg-
est destination for FDI fow s into develop-
ing countries after China.

Foreign investment in Brazil has a long
history. British investors built railway s at
the end of the 19th century to g et commod-
ities to ships and then to market. GE trst
entered this emerging market in 1919ts lo-
cal CEQ, bédo Geraldo Ferreira, likes ©
point out that GEs light bulbs illuminated
Rio's famous datue of Christ the Redeem-
erwhenitwas putup in the 180s. A wave
of foreign investment arrived in the 1950s,
when Chinaand Indiawere dosed and the
Korean peninsulawas at war. The car @m-
panies that have been in Brazil for a while,
such as Hat, GM and Volkswagen, have
done particularly well r ecently: for the past
two years Brazil has been the world's fast-
est-growin g car market.

Earlier this y ear the Brazilian and Chi-
nese gvernments announced that China
Development Bank and Sinopec, a Chi-
nese oil mmpany, will lend B razil's Petro-

Inflows of foreign direct investment into Brazil
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bras, a gate-controlled but publicly traded
oil company, $I0 billion inr eturn for up to
200,000 barrels a day of crude oil from the
country's new oil Tel ds for ten years. Gv-
en China's hunger for commodities and
Brazil's openness to investment, more of
this sort of thing is expected.

Investments in Brazil that have failed
tend to have one feature in common. For-
eign companies arrive in Brazl full of o pti-
mism, pay too much for a local Trm an d
then leave when things turn sour, often
selling the same company back to a Brazil-
ian trm for a small fraction of w hat they
gave for it. One example is Molson, a Cana-
dian beer company that bought Kaiser, a
Brazilian brand, in hopes of refreshing Bra-
zZil's hordes of beer drinkers ¢hough the
company ended up selling to a Mexican
trmrather than a Brazilian one). Goldman
Sachs, the investment bank that invented
the term BRIGse, has been in and out of
Brazil a couple of times. UBSbought Pac-
tual, a Bazilian investment bank, before
selling it back to André Egeves, a former
boss of the bank, earlier this y ear.

Let'sdothej eitinho

Now th at Brazil has become more predict-
able, fewer foreign investors will fall in to
this particul ar trap, butthere are others. Be-
cause of the unsatisfactory legal system,
commercial disputes with other compa-
nies are best aoi ded. This makes personal
ties egecially import ant. And once the
boss's dildren are safely married to the
o0...sprirg of the Trm's business partners,

any company w anting to succeed in Brazil
will still h ave to learn the art of the jei-
tinho<a B razilian knack for getting around
obstades to doing business which would
make Eiuropean or American compliance
departments shudder.

BEven as foreigners have been pilin ginto
Brazil, a number of Brazilian frms have
been entering markets overseas. For the
frst time Brazil has a aop of companies
that can be desaibed as multinationals.
Some of them ar e already well kno wnou t-
side Brazil: Petrobras; Vale, one of the
world's larges mining companies; and
Embraer, the world's third-larges maker of
passenger jets.

Others may be familiar only to those
who follow these sedors dosely: Gedau
and CSN two steelmakers, Marco Folo, a
bus builder; Rerdigdo and Sadia (soon to
merge into Brasil Foods) and JBSFriboi, all
food companies; WEG, which makes elec-
trical components; Odebrecht and Ca-
margo Corréa, two construction Trm s; Na-
tura, a @smetics-maker; \otorantim, an
industrial conglomerate; and Coteminas, a
textile Trm.

Inthe mostrecertlist of 100 companies
from emerging markets that are evolving
into multinational s compiled by the Bos-
ton Consultin g Group, 14 are based in Bra-1

Iron rations at Carajas
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2 zil. At the lagt count, the Fundagdo Dom
Cabral, a business sdool, reckoned there
were more than 40 large Brazilian tfrms un-
dertaking value-adding adivi ties in di..er-
ent parts of the world. Many of these com-
panies begn their expansion in to foreign
markets decades ago. Most turned trst to
markets in neighbouring ountries that
were fairly familiar. Their main motive
seems to have been to hedge against Bra-
zil's ups and downs, rather than excite-
ment at the potential for growth be yond
their borders.

The lates wave of expansion is di..er-
ent: both more ambitious in geographic
terms (Vale alone has a presene on fve
continents) and more self-contdent. Most
of the companies mncerned feel that,
much like Brazl's banks, they have sur-
vived and prospered through di"c ult de-
cades in a harsh business ervironment
and are ready to operate in risky markets.

Some of the success gories have bene-
fted from privatisation , or at least part-pri-
vatisation. One of the p uzZes about Brazil
is why politicians should feel unable to
talk about privatisation despite so many
successes. In the mast recent presidential
election, in 2006, Lula accused his main ri-
val, Geraldo Alckmin, of wanting to priva-
tise arythin g that w hirred or beeped, ard
Mr Alckmin p romi sed that he would never
sello... arything.

A privat etreasure

Embraeris a good example of w hat privati-
sation can achieve. Like many of Brazil's
industrial giants, it was aeated by the gov-
ernment. Inajointventure with | taly's Ale-
nia Aermacchi th at gave Brazil access to jet
technology for the frst time, it produced
the AMX tfghter jetin the 1980s. But by the
1990s the mmpany w as gruggling, produc-
ing models that nobody wanted to buy.
Since privatisation in December 199 Em-
braer has turned itself into the world's big-

gest manufacturer of mi d-range passenger

jets. In the company's factory in Sao Jose
dos Campos, where sheets of aluminium

are fed into one warehouse and100-seater

aircraft come out of another some mon ths
later, planes are waiting for delivery to
commercial airlines in China, India, Po-
land and Britain. Some 96% of the om-
pany's revenue now comes from exports.
Although Brazil's main domestic carri-
ers use aircraft built by Boeing and Airbus,
Embraer's machines have proved popular
with American carriers for short-haul
fights<so much so that the company is
probably mor e exposed to the fuctuations
of America's emnomy than of Brazl's. It
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Aircraft-maker to the world

also has a good husiness making military
planes and privat e jets and even produces
a small propeller plane for crop-spraying,
the Ipanema, that runs on ethanol.

CSN a large seelmaker, was founded
by the Brazilian government in 1941 priva-
tised in the early 1990s and has tourished
since. Retrobras has also done well since
part of its gock was foated. But perhaps
the bes example of privatisation and in-
ternational expansion is Vale, which start-
ed o... pivat e but was nationali sed during
the semnd world war to help America's
war e...ort by sipplyin giron ore.

Ittook its trst steps abroad in the 1980s
and 1990s before being privati sed in 1997
(though as with Embraer, the Brazilian gov-
ernment still hol ds a glden share that
would probably prevent it from being tak-
en over). At the beginning of this decade
Vale was a medium-sized mining com-
pany with a strong iron-ore business in
Brazil and some interests in forestry and
other bits and pieces. Now it is one of the
world's four b igged mining companies.

Thanks to the commodi ties boom, Vale
would have grown almo stw hateveritdid.
But it is doubtful w hether it w ould have
come so far, so fast, had itremained in pub-
lic hands. Under Roger Agnelli, who had
previously been an investment banker,
Vale has sold o... tis peripheral businesses
andis now concentrating on metals, with a
sideline in electricity generation and, in
Brazil, railway s. \ale's $9 billion acquisi-
tion of Inc o, a large nickel producer based
in Canada, allow s the imompany to provide
all the raw materials that steelmakers
need. In 2005 \ale was able to raise prices
for its iron ore by 715% in bugh negotia-
tions. It is hard to imagine the old state
minin g company pullin g thato...

If Brazil's current government seems
hostile to the notion that privatisation
tends to improve companies, it does like
the idea of having a number of national
champion s succeeding abroad. BNDEShas
backed up the government's rhetorical

support by lending $8 billion so far this
year to help the expansion of Brazilian
multinational s. Thisis a hig change from 15
years ago. Carlos Arruda of the Fundacéo
Dom Cabral recalls that shortly after he be-
gan compilin g an emnomic-competitive-
ness wurvey for the W orld Economic Fo-
rum in 1996 he received a letter from a
governmentmini sterinformin g himthatit
was not in the government's interest to
have Brazilian companies expand abroad:
capital was sarce and jobs had to be
created at home. This view w as reinforced
by laws that made it impo ssible to send
protts from foreign subsidiaries back to
Brazil or to r ecognise losses made abroad
in company accounts.

This change in attitu de has helped, but
Brazilian multinational s are not immune
to the kind of problems that have some-
times caught out foreign investors in Brazil.
Petrobras has had some of its Bolivian as-
sets nationalised by that country's presi-
dent, Evo Morales. OQdebrecht has had a
simil ar experience in Ecuador. These, how-
ever, are relatively trivial compared with
Embraer'sairrentdic ultiesin China. The
company opened a factory in Har bin in
2002 where it has a joint venture with the
snazzily named China Aviation In dustry
Corporation Il (the only w ay of gaining ac-
cess to this big new market). Enbraer had
planned to make only older models in Chi-
nafor fear of lo sing control of i ts intellectu-
al property. Butthe Chinese cmmpanyisin-
sisting that Embraer produce its newest
models there, and there is now a chance
that Embraer will wi thdraw from making
aircraftin China altogether.

No doubt many of Brazil's new m ulti-
nationals will enc ounter simil ar problems
asthey venture abroad. Buteveniftheydo,
companies that are esentially commodity
producers, consumers or traders (vhich
make up a majority of the new m ultina-
tionals) can res assured that their b uilt-in
comparative advantage is unlikely to be
eclipsed soon.7



8 Aspecial report orbusiness and tnance in Brazil

(bndemned to prosperity

Brazil has learned to love its commodityaect

OT many countries are named after

commodities. There is Argentina,
from the Latin word for silver; Cote
d'lvoire, a reminder that nature's endow-
ments do not alway s lead to prosperity;
Panama and Uruguay, whose names may
come from indigenous words for tsh; and
also Brazil, which became known for its
Brazil w ood, the source of a valuable dye.
Prior to th at Italian merchants apparently
called it the land of parrots. Brazil has al-
ready lived through several commodities
booms: precious metals in the I7th century,
sugar in the 18th and co..ee in the 19th. Yet
none of them benetted the country as
much as the aurrentone.

The large discoveries of o..shore oil
made by Petrobras in 2007, which have
generated so much excitement recently,
have made it easy to forget that Brazil is al-
ready thew orld's largeg exporterofco...ee,
sugar, chickens, beef and orange juice. It
also export s vastamounts of soyaandiron
ore, as well as other ores and medals. s
commercial forests are the source of much
of the world's pulp. If other countries
opened their markets, Brazil w ould supply
them with e thanol to fuel their c ars too. A
history of booms and b usts in the markets
for raw m aterials is written into the coun-
try's landscape

Yetfor along time Brazil did not c apital-
ise properly on all thi s wealth. Brazilian in-
tellectuals used to argue that the country's
role as a @mmodity producer perma-
nently consigned it to the periphery of the
world economy. Then tw o thin gs changed.

I

\

First,improvementsin the country's tnan-
cial system and greater ecmnomic stability

allow ed businesses to invest wi thout fear
that some economic catastrophe was like-
ly to befall the country. This is retected in
the large share ofinvestmentgoinginto the
commodi ty sector. Seond, the worldwide

boom in commaodi ties this decade made it
more protftable to plough telds and dig
holes, bringin g about a big change in Bra-
zZil'sterms of trade (see tiart 4).

Ploug h, scatter, repeat

Itis safe to assume that the world's hunger
for protein is not going to abate. Reople
start eating lots of meat when they reach
an income of about $10,000 per person.
Some 80% of the world's population have
yet to get to that point. As they do so, Tnd-
ing spare land and increasing the e"cienc y
of farmin g will become ever more impor-
tant. Brazil has plenty of spare land, even
without destroyin g its forests to create
more, and much of its farming is done by
small, family-run b usinesses that could in-
crease production wi th more capital and
better management.

Brazil has already pulled this o... once.
Largely thanks to the work of Embrapa, a
government researd agency, Brazilian
farmers in the 1960s and 70s geadily in-
creased the area in w hich crops oould be
cultivat ed. Acidic soil, with little phospho-
rous and lots of toxic aluminium , was re-
balanced, and aops were secially bred
for Brazil's tropical environmen t. Beween
1968 and 1997 a otal of 156 new varieties of
soyabeans were launched. In the past few
years new ones have been alded at the
rate ofalmost100 ayear.

Among other things Embrapa, work-
ing with p rivate-sector companies, is try-
ing to develop a variety of w heat that will
grow in Brazil. At the moment, reckons di-
lio Pisa of BrasilAgro, which own 166,000
hectares of farmland in Brazil, the country
has 20m spare hedares of good productive
land. Not all of this will be as s umptuous
as in Rio Grande do Sul gate, where some
farmers can harvest a tobaccoo crop, a @rn
crop and abean cop fromthe same landin
a single year (culminatin g in a lively bean
festival in January), but it will be p retty
good. Perhaps more importantly, Mr Pisa
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points out, when Brazil exports food it is
also exportin g water, and Brazil is fortu-
nate enough to have a surplu s of fresh wa-
ter per head of po pulation.

But before Brazil's agricultur e can reach
its full pot ential, there are a £w p roblems
to overcome. The trstis a long-running ar-
gument about who h as the right to w hat
piece of land. Land tenure bemmes less
and less @rtain as you approach the equa-
tor. Inthe Amazon this results in deforesta-
tion as farmers aut down trees to establish
de-facto ownership of I and. In other parts
of the country the di sputes take the form
of farm in vasions by the Landless Move-
ment (MST), which has many ideological
sympathisers in the government, includ-
ing the president him self.

The MSTtendsto go forfarmlandthatis
not too far f rom cities, but Fibri a, a big pro-
ducer of wood p ulp, has had trouble with
invasions of forests it own s in remote parts
of Bahia state. These invasions can be ®I-
ourful: one group, made up entirely of
women, likes to arm itself with p itchforks
before desending on farms.

As might be expected of a loosely or-
ganised movement in a big ocountry, the
MSTappears in lots of di..erent guises de-
pending on the place. One of its oldest set-
tlements, at Pirituba in Sdo Ruwlo state,
now looks a bit like a kibbutz tinged with
new-agey environmentalis m. By contrast,
in the northern state of Pernambuco MST
members shot and killed four men e arlier
thisyear.

Lost hi ghways

A second problem holding commodity

producers back is Brazil's patchy infra-
structure. After much siftin g through data,
the World Bank's Growth Commission
concluded that, in order to keep growing

fast, developing ountries should invest
around 25% of their GDP, of w hich about
7% $ould go on infrastructure. Brazl's in-
vestment level has been aeeping up to-
wards 20% in ecent years, butin 2007 the
government invested just 0.2 of GDPon
improvin g transport.

For some of the bigges companies this
is not a problem. Vale has its own r ailway
lines, which allow i tto getits iron ore from
Carajas to market wi thout much trouble. 1
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2 The company is also a shareholder in MRS
Logistica's railway networ k in the south of
Brazil, along with CSNand Usiminas, an-
other steel mmpany. dist as in America in
the late 19th century, when Standard Oil
and Carnegie Seel used the milroads un-
der their control as a weapon against their
competitors, these @mpanies are able to
maintain a system that works well for
them but not for others. Some 60% of
freight in Brazil goes by road and only 20%
by rail, compared with an even splitin the
United Sates. América Ldina Logistica's
rail networ k is open to whoever wants to
use it but covers only part of the c ountry.

Once goods are loaded into trucks,
everythin g dow s down. Brazil's lorries, on
average, are 14 years old. Their bumpers
are usually adorned with f oot-high letters
declaring thatthe driver has put his trustin
God, whichisjust as well given the state of
the roads and some of the overtakin g that
lorry dri vers do.

Brazil h as the world's third-larged road
network , but only 12% of itis @vered in as-
phalt. IPEA a government economic-re-
search agency, reckons that road deaths per
vehicle on the road in Brazil (some 35,000
in 2006, the lated available tgure) are 9x
times as frequent as in Japan.

When the trucks eventually make it to
the port, often after spending hours in traf-
tc jams, everythin g dows down again.
Brazil's ports tend to be run as 0. shoots of
the civil service ratherthan as privat e com-
panies, with all the problems that entails.
To speed up the loading and departure of
ships, companies sometimes tnd they are
required to make extra payments, which
publicly listed multinational s gruggle to
explain in their accounts<an d to justify to
their shareholders.

Brazil's ports are both more prottable
and less e"cient th an their peers else-
w here. Competitor s who want to enter the
market are discouraged. When Eike Batista,
the most swashbucklin g of Brazil's current
crop of entrepreneurs, applied to build a
new port in Sdo Paulo state he was unable
to seaure an ervironment al permit for his
project. There is also a sispicion th at Brazil
occasionally uses its duggish customs ser-
vice to infuence trade data. Srikes have
sometimes coincided with period s when
the real has been particularly strong and
imports have beenrising fast.

Many people seem to believe that all
this can be turned around. At the start of
2007 the government announced a Em-
gramme for accelerating growthe, c oncen-
trating on infrastructure, which most agree
isagnall stepinthe rightdirection. Several
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Running out of road

state governments have subcontracted the
expansion and imp rovement of existing
roads to private consortia which are al-
lowed to collect tolls. Infraero, the gate
company that runs Brazil's airport s, is gep-
ping up its investment. Pablo Haberer of
McKinsey, a managemen consultancy,
reckons that in four or T ve years' time Bra-
zil's airports will be be tter than those of
the United Sates.

But even when the federal and state
governments are behind new inf rastruc-
ture projects and money has been allocat-
ed, often nothin g happens. The prosped of
hosting the football World Cup in 2014 and
the Olympics two years later should in-
spire some action. Bititwould be a stretch
to argue that the roads, airports and stadi-
ums that will be b uilt or renewed for the
benett of sports enthusiasts will be exact-
ly w hat Brazil's exporter s need.

Belowthe s alt

These problems have been with Brazil for
some time, and companies mostly tnd
ways arund them. But the discovery of
abundant oil 0... the @untry's coast poses
adi...erert set of challenges.

To begin with, the oil sits three to four
miles below the sea, between layers of
salt. This is deeper than any company has
tried to drill bef ore. Be@use it is so deep
down, the oil will come ou t hot and then
cool rapidly as it nears the surface, leaving
deposits of para™nth atwill c log up pipes.
Gases under high pressure willc ome out at
the same time as the oil. The drillin g plat-
forms will be 18 miles out to sea, out of
range of helicopters. Some ombination of
boats, foating platform s and helicopters
will h ave to be employ ed to get rig w orkers
there and back.

To solve these poblems, Retrobras has
announced the world's larged capital-ex-
penditure programme, worth $17 billion
over the next few y ears. This is a boon to
companies such as GE which has a $50m

deal with Petrobras to supply Christmas
trees (the part that anchors an oil rig to the
sea bed). The @vernment has said that it
expects Retrobras to work wi th oil-services
trms like Sthlumberger and Halliburton,
as well as with f oreign oil companies that
wantto boost their reserves.

No doubt many foreign oil companies
w illcome to Brazil and partner Petrobrasin
the new felds. Compared with many
places where they do business Brazil is a
model of predictability, good regulation
and resped for contracts. However, the cal-
culation h as just been made more compli-
cated for them by the f ederal government's
announcement that it i s getting rid of the
regulatory framewor k that has served the
country w ell for ten years and helped to
brin g about the new di scoveries.

The existing system, in w hich royalties
are paid to the state, could be tweaked to
refed the risk of exploration in the telds
below | ayers of salt (though this appears to
be low). But the government wants to re-
place it wi th a new set of rules th at would
involv e it more directly in the manage-
ment of exploration and production. Un-
der the lateg proposals a new state oil
company, Retro-Sal will take part in all
new v entures. Retrobras will also have a
guaranteed gake in each block. Other com-
panies can @me in as minority partners.
Lula is also insisting that everythin g used
to extract the oil should be made in Brazil,
which will p ush up costs and dow thin gs
down. All thi s makes it less atractive for
foreign investors to get involv ed, at a time
w hen Brazil needs a lot of capital to make
the most of i ts new discovery.

Although the numbers suggeg that Bra-
zilisatlastmaking proper use of its agricul-
tural and mineral riches, there is another
side to the boom thatis notretected in the
tgures. High commodity prices are orre-
lated with deforestation in the Am azon as
trees ae cut down to create farmland to
feed Brazl's domestic market. It is a dread-1



2 fully w asteful process beause the thin soil
is quickly exhausted and ranchers move
fartherinto the jungle, leavin g a devastated
landscape behind them. The forests of the
Cerrado, an area of savannah punctuated
w ith trees that once vered much of cen-
tral Brazil, are disappearing even faster.

As for minin g, for every multinational
like Vale that collects data on injuries and
deaths in its mines there are genty that do
not seem to care much about what hap-
pens to their w orkers. Of the ten largest
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minin g companies operating in Brazil con-
tacted by The EEonomist, only a couple had
numbers on deaths and injuries in their

mines. In the informal part of the minin g
sector, from wil dcat gold-miners in the
middle of the Am azon to the guseiroswho

digforpigironin Min as Genis qate, things
are evenworse.

Where intellectuals once worried that
Brazil's natural resources would contne it
to a marginal place in the world economy,
now they are concerned that Brazil's com-

The self-harming state
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modity w ealth will c ondemn the coun-
try's currency to getting ever stronger,
making life impo ssible for manufacturers
withtheir sights on export s. They probably
have a point. But it could be dealt with
much more easily if Brazilian companies
did not tnd themselves squeezd between
twowallsthat are constantly pushinginon
them. On one side is a public sedor that
taxes too heavily and spends badly. On the
other is a large black economy that they
tndithard to compete with. 7

npanies are squeezed between atrobve goernment and black-mket conpetitors

T IS easy to become depressed when con-

fronted by the waste incompetence and
downrigh t obstructiveness toward s peo-
ple tryin g to make a livin g contained wi th-
in Brazil's three layers of government. So
perhaps itis best o start by sayin g that the
Brazilian state does some things very well.
It has prevented an AIDS epidemic by de-
ployin g sersible public policies. Some of
its ventures into researd and develop-
ment have helped the emnomy. It has the
highest share of renewable energy in pow-
er generation of any b ig emnomy.

The state of Minas Gemis has em-
ployed private-sector expertise to hring
aboutw hatit calls a Emnagemernt shocke,
eliminatin g detfcits and measuring the
performance of its various departments.
Some of the people who w orked on this
project in Min as have been trying to do
something smil ar in Rio de Jneiro state.
The Centre for Public Leadership, a charity
based in S&o Rwlo, is running courses br
mayors who want to learn more about
managemernt techniques.

Even in Brasilia, the apital, which
tends to hold out longed against such im-
provements, things are happening. EWen
| arriv ed at the mini stry of mines an d ener-
gy there were three ergineers and 25
chau...eurs* Dilma Rousse.,.one of the
front-runners in next year's presidential
election, told a gathering of foreign report-
ers recently. EWneed to make our civil ser-
vice professional and meritocratic.e

The Brazilian state's problem is not so
much that it is overbearing and incompe-
tent, a common complaint, but that it is
weak where it ought to be strong and
strong where it should be weak. It can
withhol d environment al permits for new

hydroelectric dams or ports, preventing
them from being built, but it cannot stop
raw sewage from being pumped into the
river that runs through the country's larg-
est city, or keepillegal loggers from despoil-
ing its forests. It can make it extremely di"-
cult for large companies to hire and fre
employ ees or © pay their taxes, butit can-
not prevent some 45,000 of its citizens
from being murdered each year.

Brazil's government has a lot of re-
sources o draw on. Tax revenue has
climbed to 36% of GDP, compared with
America's 28%. ¥t its public institutions
sometimes resemble nothing so much as
the laboratory of a | unatic alchemist in
which gold is transformed into lead. Brazil
spends about three times as much per per-
son on health care as China does, but its
basic health indicators are dightly less fa-
vourable. Sperding on education is re-
spectable, at 5% ofGDP, but Brazil's pupils
routinely come near the bottom in the
OECDs internation al comparisons of how
much they know.

Admittedly Brazil w as a late darter in
public provision of both he alth care and
schooling. As late as1980 only one in Tve
children went to school. Beause of high
intation in the second half of the 20th c en-
tury and chaotic government tnances in
1980-%4, there was not enough investment
in schools and hospitals. It is somethin g of
a platitu de for Brazilian bosses b say that
getting hold of skilled peo ple is the biggest
long-term challenge heir businesses fce,
butalmostallrepeatit.

Yet Brazil is prevented from spending
more in these two import ant areas by odd
rules governing public expenditure. The
constitution , written in 1983, ater the re-

turn of democracy, in parts reads like a
budget rather than a description of a set of
institution s to govern the country. Written
before intation had been brought under
control , itisamonumentto indexation. So-
cial-security benetts are guaranteed un-
der the constitution &b the end that their
real value is permanently maintaineds.
The OECDestimates that nearly 90% of the
federal government's total revenue is ear-
marked in this way. Public-sector pen-
sions, which accountfor o ver half of social
spending, disproportionately benett the
(relatively ) wealthy. Civil servants and pol-
iticians alike complain that this denies
them the texibili ty they need to improve
services, yet inertia consistently wins ou t.

Easydoesit

Meanwhile the government imposes high
taxes on mmpanies and makes it hard to
pay them. The World Bank's most recent
survey on doing business ranked Brazil
1550th out of 18 muntrieson how easyitis
to pay taxes. I took the bank's hypotheti-
cal average Brazilian trm 2,600 hours'
work to pay its taxes every year. Any large
company operating in Brazil has upwards
of 30 people struggling to comply with the

tax code. And tax rates are fairly crushing
too: the World Bank's hypothetical com-
pany faced cumulativ e taxes amounting to
69% of its protts.

Hirin g and fring people is cmplicated
as well, and if a case is brought to court it
almost alway s tnds for the employ ee rath-
er than the employer. Brazl's current la-
bourlaws were conceived in the 19405 at a
time when it seemed that in future all
workers would be employed making
things in big factories belonging to stable1
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2 companies that would keep them on for
life. Things have not turned out like that,
but Brazil h as mnsistently failed to upd ate
this legislation. Companies must pay high
taxes and compulsory contribution s for
each employee on their payroll (over and
above salaries) which in the World Bank's
hypothetic al company added up to 47% of
protts. Directors of companies in indus-
tries with hi gh sta... turnover, such as IT
services, complain that they are held per-
sonally liable in dozens of lawsuits
brought by former emp loyees, and may
tnd their bank accounts frozen by the
courts. This happens in the public as well
asinthe privat e sedor.

On other measures from starting a
business to dosing one down, Brazil also
fares badly. When the World Bank releases
its annual business survey, the federal gov-
ernment sometimes grumbles about a for-
eign conspiracy. But the international-
competitiveness survey conducted by the
Federation of S&o Paulo Industries (better
known as Hesp) tells a dmil ar story, plac-
ing Brazil 37th out of 43 countries surveyed.

Ifa contractis broken or paymentwi th-
held, it is better to give up than rely on the
courts for redress. Bazil's laws permit al-
most limi tless appeals, so even fairly tri vial
cases @n eventually end up in the Su-
preme Court. Betw een them, its 11 justices
received over 100,000 cases bst year. The
backlog is enormous, and a good lawyer
can often delay a judgment indetnitely,
eveninserious cases. Artonio Pimenta Ne-
ves, a journalist who was found guilty of
the murder of his former gir Ilfrien d nine
years ago, has yetto go tojail.

The problems that ail the courts are
clear from behind the | arge desk of judge
Luiz Zreiter, the current president of Rio's
Tribunal of Justice. The murts employ
20,000 people in this state alone @bout 75
of them just pushing trolleys of sand-
wiches for sale along the two-and-a-half-
miles of corridors in the various build-
ings). Some 800 @ses are perding before
the courts of semnd instance and 800,000
before the murts of tfrst instance (wvhich
are least able to cope with the fow of
casey. The oldest case outstanding dates
from 1911 (Efie state often does not want
these @ses to end in ase it has to pay up;
the citizens often don't w ant them to end
in case they have to pay Tnes. So the ourts
end up paying the bhill,» explains didge
Zveiter. And yet Rio's date legal g/stem is
the most e“cient in B razil. By the end of
this year it aims to have no cases oustand-
ing from before Deember 2005. In the
contextthatwould be a triumph.
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Given how di"c ult life is for compa-
nies that pay taxes and comply wi th la-
bour laws, it is unsurprising that Brazil h as
alarge informal economy (see dart 5). ks
black economy is a place of w onderful in-
vention. The quality of the j uice bars and
restaurants in even the most miserable
slums often surprises tist-time visitors.
But a large black economy is bad for a
country, and normally it fades avay wi th
rising a%uence. This has indeed been hap-
pening in Brazl: between 2003 and 2007
the number of formal-sector jobs grew by
just over 5% a year, a remarkable feat given
the strength of the forces workin g against
it. Butgiven Brazil's level of developmentit
should be happening faster.

Livin ginthe shadows

Thus many companies in the formal econ-
omy tnd themselves squeezd between a
set of rules that makes it expensive for
them to operate, and competition from in-
formal competitor s who do not abide by
those rules. This is not much of a problem
in the car industry: nobody has darted
making Volkswagens at home yet. But in
other areas it can be, retailing being the
worsto..ender.

A study of Brazl's informal sedor by
McKinsey suggess that informal business-
es in Brazil are about half as productiv e as
their competitors who follow the rules.
This is partly because they lack access to
capital, and partly because they tnd it
cheaper to add more workers than to buy
machines, so long as they pay no taxes on
employin g people. Yet despite their rela-
tive ine"cienc vy, these kusinesses are typ-
cally more prottable than rivals in the for-
mal economy, which is another benett of
not paying tax or obeying product-market
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regulations. There is little incentive for
them to grow, because higger Trms tend to
attract the attention of the taxman. But
they are hard to compete with.

That competition makes it harder for
law-abidin g companies to grow. This re-
duces the government's tax revenue and
creates two unequal classes of workers:
one vociferously defended by unions and
enjoyin g generous benetts and job protec-
tion in addition to their salaries, the other
w ith nothin g beyond the cash handed out
tothem atthe end of the w eek.

All this helps to explain why many
parts of Brazil's economy are so fragment-
ed. The ehanol business is a good exam-
ple. Youmightexpectitto be dominated by
perhaps ten or 20 big companies, but in-
stead it is splintered into hundreds. What
stops onsolidation is that formal compa-
nies sebdom agree with informal ones
aboutw hat their farms are worth, because
protts look lower when all the costs of
obeying the law are factored in. EIn sdors
that employ three-quarters of the labour
force, not countin g the government, there
is everythin g to do,* says Bill Jones dr,
w ho advises dients of McKinsey on deals.
@ut mostly itistoughto actually do any of
it.e This fragmentation hol ds back Brazil's
growth t oo.

Some companies in the black economy
are Tnding life less cmmfortab le than they
used to. Informal pharmacies, for exam-
ple, were hitw hen supplier s ratherthanre-
tailers were made responsible for p aying
tax on their goods. Sao Rulo's system of
givin g people a tax rebate when they ask
for a receipt that the state government can
trace is having an e.ed on shops and res-
taurants. A new | aw in troduced in duly al-
lows very small businesses with just one
employ ee to be given formal status at the
cost of 50 reais a month. The development
of equity m arkets also enmurages formal-
isation, snce companies that want to foat
need proper accounts. But the best way to
turn inf ormal companies and their w ork-
forcesinto taxpayers and citizens would be
to make the rules easer to follow and the
taxes less oneous.

All serious politicians in Brazil (as well
as a few w ho just pay lip service) talk
about changing this. Atax reformhas been
near the top of the government's agenda
for as long as aryone can remember. But it
is dill not h appening, leaving many busi-
nesses uterly frustrated. Why, then, do
companies and emnomists around the
world see Bazil as such an exciting place
justnow? The arswer has alittle to do wi th
shoppin g and a lot with social climbing . 7
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Brazil's growing middle class wants the good life, right now

N A Saturday night in Canudos, a

town of 15,000 people in the interior
of Bahia state surroun ded on all sides by
parched, slv ery forest, there is a lot of con-
sumption going on. Breryone has a mobile
phone, a few people have new cars, and
early-evenin g courtin g is fuelled by b rand-
ed beers and hot dogs. This place was once
a bywor d for po verty, sttin g as it does in
the middle of Brazl's drylands. But this
part of the sertdoat least has bemme more
bearable over the past decade or so. There
is a large banana plantation th at provides
jobs, a fresh-water-tshing industry and
plenty of commerce.

Carlinho s Sileira has returned to Ca-
nudos after some time spent working in
Sdo Paulo and now runs a small hotel. For
decades internal migration in Brazil
worked in the opposite direction, as peo-
ple es@ped the hardscrabble north-east
for menial jobs in the more prosperous
south and south-ead. Now i tis possible to
tnd members of Brazl's burgeoning mid-
dle class even here.

The recent growth of thi s ecies has
excited companies, politicians and sociol-
ogists alike, and rightly so. Using data from
a giant series ollected by IBGE based on
monthly interview s with 150000 people
in the six main metropolit an regions, the
Fundacgéo Getulio Vargas (FGV), abusiness
school, calculates that the share of people
in social class C increased from 42% of the
populationin 2004 t0 52% in 2008. @assC
covers households withamon thlyincome
ranging from 1,064 to 4,91 reas (@bout
$603-2,6( at current exchange rates). In
Brazil th at makes them middle-class even
thoughinric her placestheseincome levels
would not buy that desaiption. They
mostly have jobs in the formal economy;,
which also brings acess to cedit, and
probably own a car or a motorbike. Re-
markably, their numbers remained steady
through the tnancial crisis, says Marcelo
Neri of FGV, as pe@le moved down f rom
classBto replace the drop-outs.

Perhaps more impressively, Brazil's re-
cent progress seems b have been evenly
shared. The growth of the mi ddle class,
combined with a 100% increase in the
minimum wage over recent years and
Bolsa Familia, a programme of cash trans-

fers to those low er down the income scale
that benetfts some 12m families, has
caused inequality to decline. In a country
famous for its skewed income this is a big
achievement. According to IPEA extreme

poverty halved between 2003 and 2008.

Brazil's score onthe Gini coe cient ,amea-
sure of inequality, is falling, getting doser
tothat of the Uni ted Sates (see bart 6).

The north-east of the country, whose
poverty has prompted successive govern-
ments to come up wi th plans forits revival,
in fact grew slightly faster than the res of
Brazil betw een1991 and last year, at an av-
erage annual rate of 3.3% ¢ompared with
3.2 for the country as a whole). The main
reasons were a large expansion in p ublic-
sector employment, pensions and income
redistribution. The drylands have also
benetted from an expansion of fruit and
grain farming and of li ght industry, says
Gustavo Maia Gomes of the Federal Uni-
versity of Pernambuco.

Shoppin g downto Rio

Brazilians like to spend. Ti...any a jeweller,
has more gores in Sdo Rulo than any-
where else in the world. Louis \uitton,
w hich makes expensive bags until recent-
ly got its bigged profts per square foot
from its Sao Rulo shops. Butitis the scale
of the mass cnsumer market that is open-
ing up<the Im points of sale for beer, the
165m mobile phones«whic his raising the
bigged hopes. EIf the werld is lookin g for
savers, Brazil is not m uch good,e says lllan
Goldfajn , chief economist of Itad. EBtifit

——
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islooking for consumers, thenwe might be
ableto help.e

David Neeleman, who h as launched an
airline, Azul, to serve all these new on-
sumers, sums up the optimism that the
new entrants to the middle class are aeat-
ing. EAmerica bs an excess of everything:
cars, cedit,» says Mr Neeleman. (EDan
here people are getting their frst car, frst
credit card, ownin g their frsthome. It feels
like the beginning of the cycle.s He is talk-
ing about people like Eduardo Lins, who
left his eight sibling s in the interior of Ba-
hia and follow ed a girfrien d to Salvador,
the state capital, when he was 15. Now, 20
years later, Mr Lins has a new car, bought
on credit, which he is paying o... by drving
a taxi, and has recently bought an apart-
mentin the city. Life has got better.

What Brazil's middle class wants is
largely shaped by what the characters in
the ubiquitou stelenovelas (TV soap operas
that reach audiences measured in tens of
millions) are wearing, consuming and
driving. These pogrammes are mostly
made in Rio and tend to feature characters
who are richer and whiter than average
and fitaround the place dressed in casual-
ly expensive clothes and conductin g indis-
creet love a.airs. They do a good job of
feeding the burnin g desre for more and
di...erert stu... that a market economy
thriveson.

Luxuries are popular, even in places
w here there is not much money around.
The higheg w hisky consumption per per-
son is in Recife, capital of the poor north-
eastern state of Pernambuco (where the
drinkis of ten referred to as professor, a nod
to Teadher's whisky). Retailers have also
discovered the importance of tfattering
their new customers. Walmart, home of
everyday low p rices, employ s people at its
checkouts to pack shoppers' groceries for
them. Casas Bahia, a chain of shops selling
white goods and furnitur e on credit, sts
customers down and serves them co...ee
w hile they di scuss how they will p ay for
their new t elevision.

Consumer credit has grown by 28% a
year in nominal t erms over the past three
years. The middle class also needs apart-
ments and houses to putits new p urchases
in. At the moment mortgage Tnance ac-
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2 counts for only 2% of GDP, atiny sum even
compared with, say, Mexico (9%), l¢alone
America (85%). Bazilian housebuilders be-
lieve that as mortgages develop, the hous-
ing market will be a p roftable place to be.
They seem to have convinced foreign in-
vestors, who have provided most of the
capital for Brazl's listed housebuilders.
The government reckons the untry
needs 8m more houses half to allow fam-
ilies to move out of shared livin g quarters
and half to replace squalid homes. But
most builders are even keener to provide
apartments for Brazilians who are some-
w hat bettero...

Interest rates will h ave to come down a
lot further before the mortgage market
really takes o..., bt already some compa-
nies are searitisin g mortgages with m atu-
rities of three or four years and selling
them to investors. In addition to the need
to house Bazil's existin g middle class, says
Wilson Amaral of Gatsa, a large listed
housebuilder, Brazil needs tolook to the fu-
ture: itwillh ave 35m new families by 2030,
all of whom will need some where to live.
Brazil's population is comparativel y y oung
and still growing , mainly through natural
increase rather than immi gration.

If the next ten years see as nuch social

Two Americas

Brazil and the United &es hae

IVING in Brazil, it is easy to imagine that
you have been transported into one of
those novels with al ternative endings«in
this instance about how the Uni ted Sates
might have developed if a few thin gs had
turned out di.. erently. Both are ontinent-
sized oountries in the w estern hemisphere
with federal democracies in which state
governments have oonsiderable power.
Both were mlonised by small European
seafaring nations before gaining indepen-
dence within 50 y ears of each other. Their
population s are made up of the descen-
dants of their original inhabitants, early
colonists and African slaves, topped up lat-
er by European and then Asian migrants. A
recent infux f rom neighbourin g countries
completesthe mix. Brazil's melting potis, if
anything, even more successtil than
America's. There is no such thing as a hy-
phenated Brazilian.
Both countries seem surprisingly reli-
gious to European eyes, with di...erent
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Going for a bit of froth

and economic progress as the pastten, Bra-
zil will become a very di...erent place. A
good place to see how this might work is
Diadema, a formerly rough neighbour-
hood of S&o Paulo. In 1999 the murder rate
there reached 141per 100,000 people (com-
pared with 37 per 100,000 in Baltimore,
one of America's more violent cities, last
year). Diadema became so nobrious that
people who lived there felt they had to lie
abouttheiraddressinjobinterviews.

But since then the murder rate has
dropped steeply. Earlier this y ear, on a plot
of land that was once a @metery, a sx-sto-

more in common thamey seemad

Christian seds competing vigorously for
believers. The mast successtil Brazilian
multination al of all m ay be the Universal
Church of the Kingdom of God, a Pente-
costal outtt that keeps being investigated
for overenthusiastic marketing and
opaque book-keeping. Both places siow a
strong preference for consumption over
saving when times are good. Bazil has a
culture all of its own , but it looks for in spi-
ration to America more than it does  its
Spanish-speaking neighbours.

A place of p aradoxes
And yet the di..erences are dark. America
is rich, Brazil poor. Brazil is more left-wing.
America tghts wars, Brazil does not. Amer-
ica likes its capitalism as unbridled as pos-
sible, Brazil prefers its markets with a
strong government presence.

Look more dosely, though, and some of
these distinctions become blurred. Bazilis
more left-win g in theory than in p ractice.

rey shopping mall opened in Diadema,
complete with neoclassical fourishes and
the odd piece of w hat looks like marble, a
secular monument to less violent times.
The mall is still fairly empty, perhaps be-
cause it was built so quickly th at potential
shoppers are sared to go in case the oof
falls in. But many of the elements of the
lower-middle-class Brazilian dream are
here: the jewellery on credit, the multi-
screen cinema due to open soon, the air-
conditioned atrium. Itisa tne placetoeata
péo de queijo and refed on w hat this gpot
was like only a short decade ago. 7

Nextyear's presidential electionis likely to
come down to a choice between a andi-
date from the left-win g Workers' Party and
the centre-left Party of Brazilian Socil De-
mocracy. Even so, maost of the money the
government spends goes to pe@le who
are comparativel y w ealthy. The bigged sin-
gle reason for the di.. erence in income dis-
tribution between Bazl and America is
more regressive public spending in Brazil.
@Ve live in a paradoxical situation of a
government that spends a lot and benefts
a few,e said Antonio Palocci on becoming
tnance ministerin 2003.

Since then some more public money
has found its way to Brazil's poorest, but
proportionately the amounts remain
small. In fact, Brazil has rather a lot of p ub-
lic policies that would be considered un-
fair and regressiwe in America. Children
whose parents can a.ord to send them to
good privat e schools tend to get the pick of
places & good publicly funded universi-1
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2 ties, whereas childr en from poor er families

often have to pay to go to less gpod places.

The BNDEStransfers money from low-
paid workers to the balance-shees of Bra-
zZil's large companies. It has supported JBS
Friboi's transformation into the world's
largeg producer of protein, which the
company has acomplished through ac-
quisitions in America. Yet the group re-
mains privately owned: a bizarre appropri-
ation of p ublic resources that w ould cause
an outcry in other c ountries.

Brazilians also have a more American
approach to capitalism and free markets
than they might appear to at frst sight.
Many of their c ountry's success gories of
the past 15 years, from the free-foating real
and the autonomou s central bank to the
privatisation of state-controlled frms that
have since fourished, are products of a
simil ar way of thinking a bout what eco-
nomic arrangements work best. To his
credit, President Lula has not reversed
these dhanges as many feared he might.

The dash between a gowin g middle
class and a governmentthat often seens to
be blocking its aspirations is aeating a
rather American story about the deter-
mined little guy being constantly pulled
back by the dead hand of bureaucracy.
Many of the y ounger businessmen and
bankers in Brazil have postgraduate quali-
Tcations from American b usiness stools.
Quite a few hold vie ws that would not be
out of place at the American Enterprise In-
stitut e or other free-market think-t anks.

If America's doubts about free markets
and Brazil's contdence in them both con-
tinue to grow, the two may shortly meet
(see tart 7). en President Lula now de-
nounces protectionism, though many for-
eign governments, noting Brazil's still fairly
high import t axes, are unconvinced. Bra-
zil's import s and exports taken together
were equivalent to 22% of ts GDPin 2007,
compared with 23% for America. Above
all, Brazilnow seems contdentthatamore
open economy will not ¢ ondemn it to a
role as @...ee-makr to richer countries.

The futur e ofthe c ountry ofthe f uture
Yetif Brazil h as at last discovered a formula
for releasing its wealth, it is also true that

most of the country's economic successes

are dustered around the commodi ty sec-
tor. Brazil has aeated no car or computer
companies with b ig sales droad. Embraer
is an isolated example of a big high-tech
exporter. The same @n be said of the ser-
vices setor. Thatis a pity for a country vi-
brantwith c reativity and in vention.
Pockets of the commodi ty sector, such
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as Retrobras's deepvater drillin g, do re-
quire high levels of technical expertise. But
Brazil's obstructive government seems to
contne its businesses to @mpeting inter-
nationally only in sectors where natural
advantages make them cose to unbeat-
able. lidged against its own past, Brazl is
doing astonishingly well. udged against
its potential, it still fares poorly.

Allowin g for its dze, Brazl spends
much less than the OECD average on re-
search and development, and most of th at
spending comes fom the government : the
public secor accounts for some 5% of in-
vestment in technological innovation.
South Korea, with a po pulation a quarter
the size of Brazil's, registers about 30 times
as many patents. Bazl needs to do some-
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thing about this: in order to live with the

strong currency that comes with success
under a free-toating exchange rate, it must
raise productivity.

Like America, Brazil is so big and varied
that it often seems to ontain at least two
separate countries. One of these is a place
with ten land borders and no wars where
people speak a sngle language in com-
pressed time zones; where there is no reli-
gious mntict; and where three-quarters of
the population turn s outto vote, with elec-
tion results announced the followin g day.
This muntry has sophisticated ecnomic
policymakin g and tnancial markets, as
wellas agowin g ollection of w orld-beat-
ing companies. It runs on sushi and is usu-
ally suntanned.

The other Brazil has a gubbornly high
murder rate and a violent police force.
Many of i ts politicians see nothing wrong
w ith stealing public money or ap pointing
relatives to jobs within their p rivate king-
doms, and refuse  resign when found
out. It is a place of misery w here 7% of
homes do not have runnin g water and too
many families li ve in home-made shacks
by motorway bridges. A pace where
many people convicted of serious aimes
go unpunished, and those in prison live
out a brutali sed existence. And a place of
environment al devastation that govern-
mentis powerless to sop.

Because this gpecial report deals with
business and tTnance, it has concentrated
on the frst place, but both Brazils are part
ofthe great green elbow th at sticks outinto
the Atlantic. What makes the @untry so
excitin g at the momenti s that, thanks to its
newfoun d stability , Brazil's better self now
has a much greater chance of prevailing . 7
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