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& FRELIMINARY SURVEY OF THE
BRAZILIAN STOCK MARKETS

1/ 2f
By NHorman 5, Poser and Allan R. Roth

1. Introducticn

Jn August 1965, the Central Bank of Brazil reguested the Agency

for Internaticaal Development to provide technical asslstance in
connection with the operation and regulatien cof the country®e capltal
markets., GSpecifically, the Central Bank asked for two speclalists,
ore from the Securities and Exchange Commissién a;d oe from a U.5. akock
eéxchange, to Epend two tec three months in Brazil, Owing to the difficultcy
of making two gqualified pareons aveilable for a period of this length, it
. was agreed that a preliminary visit of approximately two weekas would be

made, with the possibillity of providing future assistance at a later date,
_ This report is written as a result of the prelimipnary vigit, which took
3 place from September 27 tg Octoper 13, 1965,

While we have naturally leaned heavily on our experience and

1/ Assistant Director of the Divigion of Trading and Markets of the
Serurities and Exchange Commission; former staff attorney with the
Special Study of Securities Markets of the 5,E.C,: consulbant te AID
v on Indian stock market problems.

2/ Assistant Director of the Legal and Goveroment Affairs Department of
" the American Stock Exchange; former staff attorney with the Gifice of
General Coungel of the 5.E.C.; worked on Israeli stock market regula~-

tory problems.



observation of U.5., markets and regulatory techniques in evaluating
Brazilian problems and possible solutions, we have tried to avoid the
pitfall of assuming that anything that worke In our own country will
work equally well in Brazil, Differences in the size and the state of
development of the capital markets of the two countries may call for a
different approach ta problems. Similarly, oona of the recommendations
m-de in this report should be taken to constitute mny implied comment ae
to what is desirable in the context of the 1,5, The views expressed In
this report esre ours only and ere not necegsarily the views of the
Securities and Exchange Commission or the American Stock Exchange,

It would be foolish to try te reach any hard-and-fast conclusions
about the Bragilian markets on the kasie of a vieit of just over two
weeks. The gonclusions and recompendations made in this report are
therefore of a tentative nature and may need to be modified on the basis
of further experience. Furthermore, the repor{ does not attempt to
describe the markets in great datatl or to disecuss every problem. It 16,
in general, designed rather to deal with basic instituticnal and
regulatory problems and to suggest certain directions in which the
Brazilian esuthorities and the securities industry might move., It alsep
contsing supgestions 45 to what further U.5, asslistance might be
appropriate. Finally, the report does not digcuss the underlying
economic considerations but sssumes the need of Rrezdl for vigorous

capital markets to encourage and facilitate the flow of capital into the

COuNtry's econcamy.



The authors visited the Rio de Janeiro and Bao Paulo Stock
Exchanges, and they aleo had discussions with a considerabie number of
personk, including govermment officiale, members of stock exchanges and
other financial instituticons, and officers of publicly held companies.
Among the pereons interviewed were:

Central Bank: Denio Nopueiro, president; Lulz Biolchini, vice-president;

Serglo Ribeira, director of the Government debt department; Murile Gomes
Bevilaqua, director of the capital markets department; Ronaldo de Frota
Noguelira; Julio Cegar Belisario Vianna,

National Development Bank (BNDE): Jose Garride Torres, president; Carleoa

Santos.

Rioc de Janejrc Stock Exchange: Ney Scuza Ribeiro de Carvalho, president;

Henrique Guedes de Mello, Marcello Leite Barboso, Celio Pelajo, members.

Sao Faulo Stock Exchange: Ernesto Barbosa Tomanlcl, president; Lulz de

Souza Barrcs, Hans Jorge Muller Carioba, members.

Investment, credit, and finance companies: Marcus de Albuquerque e Mello

and Jorge Pavule LeMann, of Invesce; Roberto Paulc Cezar de Andrade and
Fedro Leitao de Cunha, of Brascan; Julio Cesar Lutterbach and Paulo
Mageimento Araujo, of Ipiranga; Eduardc Bastos and Raymond Demoiein, of
Bastos & Demolein; Herbert Cohn; Jose Robareto de Castro Oliveira, of

Independencia; George Shaw and Jean Soublin, of Deltec; Ary Waddington;



-

Pedro Paulo Leite de Barroe and Lucas Wogueira Garcez, of Finasa.
Mutual fund: Hans J. W. Horch, W. R. T. Muir, Anteine-Henry Forrat,
of Crescinco.

Publicly held companies: 4Antonio Ribeirc da Silva and R. L. Whimpenny,

of Gia, de Cigarros Souza Cruz; Sllvano Santos Cardesa, Henrique de
Botton, and Helio Beltrao, of Meabla.

Investment Service: Joha . Schroy, Frank J. de Luca, and Geoffrey A.

Langlande, of Sevvico Nacional de Investimentoa {SNI}..
Attorney: Jose Luiz Bulhees Pedrelra.

The authors wish to thank each of these persons for their
helpfulness and candor. They especially wish to express thelr gratitude

ta Ropaldo Nogueira of the Central Bank, whe acted as guide, teacher,

interpreter, and friend throughout the vislt, They alsec wish te thank
Inpgrid belson and Fred Siesel of the ataff of the Securities and Exchange
Commission ;ﬂr their assistance iﬁ the preparaticon of this report.

The report is divided into seven parts., After the introduction,
Part 2 briefly summarizes the Capital Harkets Law of 19365 and &is:usses
5 few underlying matters that must be taken Into account in trying to
understand the Bragzilian capital markets. Part 3 diecusses the profession-
als who make up the Brazilian securities Industry and matters concerning
their qualifications, compensatieon, and business. Part 4 discusses Lthe
distriburion of shares, the tax provisions by which the Government ie
secking to encourage companies to distribute their shares to the public,
stockholders' rights, and questions of corporate dieclosure. TFart % deals

with the trading markets and methods of trading. Pare & deale with



the capabilicties of the Brazilian securities Iindustry for self-regulation,
the organization of the Central Bank as a regulatory agency, and the
question of further technical assistance., TFinally, Part 7 summarizes
the authors' conclusions, Recommendations relating to Parts 3 to & appear

at the end of each of these sections,
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2.  Background
In July 1965, the Government of Braril adepted a Capiltal Markecs

Law, which promises to have important effects on the country's financfal
ingtitutions and econcmy. The law vests broad powers in the Government
to regulare companies seeking financing from the publie, individuals znd
firms parcicipating in the capitxl warkets, snd stock exchanges. The law
leaves the development of standsrds and administracive proceduras under
which these powers are to be exercised to rules and regulations Lo be
adopted by the National Monetary Council and enforced by the Central Bank,
Tha Capital Markets Law &ls¢ contains a number of important
provisicons designed to encourage and provide a favorable climate for private
investment In corporate securities. The law authorizes the issuance by
private companies of bonds, the prices of whieh are pericdicalliy adjusted
on the bazis of a Government price index in order to neutralize the effects
af inflatian.l;the use of endorsable shares and honds, the ispuance of
convartible debentures, and the establiahment of private investment banks
and lnvestment companies (mutual funds previocusly could not assume corporate
form} . The new law also contains provisions that glve important income tax
advantages to owners of shares of publicly held companies, as compared with
hoelders of other forms of securities.

Alwmost every person in Brazil with whom we spokes regarded the

country's stock markets ag being at a "take-off" point. This attitude is

1l: The Government already issues such "monetary correction" bonds.



due partly to the actual provisione of the Capital Markets Law and the
implications as to future government policy which it centaine, For example,
the law ends, within a year after its enactment, the moncpoly held by stock
exchange members on forelgn currency transactions, from which they have
heretoiore derived a major portion of ctheir incomes. 48 o result, these
persons are now looking to the sale of securities to make up for expected
logees in income. There appears to be a general belief that the Government
has recognized that the stock markets have an important rele teo play. in
marshalling the savings of the public for purposes of economic development.
There is alsoc a widely held belief that economic conditions in
Brazil will increacsingly favor the "share busineas." As one experlenced
investment man explained 1t, that part of the Brazilian public with savings
te invest has never had the habit of investing in securities. Real estate
and foreign currency have been more popular as media of investment. Similariy,
- industrial companies have tradicionally been held closely by families or
other small groupe and have had lictle interest in selling shares to the
public, especially if other forms of financing have been availabtle, During
the rapid development of the Braziiian economy in the 1950's these attlitudes

began to change, but just at that time the Brazilian inflation began. With

prices Increaming annually by as much as 100 percent, the public turned

to short-tere exchange hills, which could be purchased at discounts equivalent
L/
to an annual vield of 40-50 percent. Since exchanpe bills were usually in

1/ Exchange bille are commercial paper lgsued by companies, usually for
pericds of between 3 and 18 months. During the past few years they have
bean a popular medium of investment by the public. See Section 3.



beaTer fn?m. rthis Income was not as a practical matter subject to income
taxation. Now that the inflation has been at least partially checked and
income derived from exchange billes is to be taxed,lfthe public, having by
now become accustomed to investment in short-term securities, may turn its
atteation to corporate astocks. Furtherwere, it 1s expected that many
corporations, induced by the “ecarrot" of favorable tax treatment and the
"gelek" of tight credic, will begin to see the practical advantages of

eelling thelr shares te the public.

Finally, the question of the confidence of Brazilian investors
in the matrkets deserves a few worde. This 1s an intapgible snbjeet that
should be approached with caution by someone who has spent only 2 1/2 weeks
in the country. Nevertheless, a4 few things can be said. We were told by
persons who appearsed to be knowledgeable that sharez of several nonexistent
companies are today being sold te the public, that stock prices can be
manipulated with relative ease, and that trading by corpordte Insidera
and lnvestment persons on the basis of informatlon unavallable to the
public isa not uncommon. Furthermore, we heard that securitles salesmen
have been shot at when they ventured for a second time into certaln rural

districts, and that Lhe general opinion of the ethical and profeesicnal

1/ Effective January 1, 1967, purchasers of exchange bills will be
required to identify themselves and pay income tax at ordinacy

ratep.



level of stoek exchange membars 1s not high. 4s 8 resulb, many potential
investors ace probably reluctant to commit thelr saviogs to the capictal

markets.

Just as this report recowmends that a number of measures be
consideved for the purpose of strengthening and enlarging the capital
markats, it also recognizes that to adept these measures without having
adequate regulatery controls would be to invite disaster and an ultimate
lessening of public confidence. The e¢nactment of the Capital Markets Law
appears to have already increased public confidence in the markets, since
it is raken ae an indication that the Govermment intends to regulate thess
markets. 5o long as this regulation 1s reasonabie 1in its scope and adminis=
tration, in view of the undeveloped state of the markets and the Becuricies
industry, and the need to encourage private initiative and risktaking, its

effeccs should be teneficial.
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3. The Securities Industry

The Brazilian securities industry may be divided into two major
Eegments. First, there are 38 stock exchange brokers, of whom 48 are
mzmbers of the Rio de Janeire Stock Exchanpe and 50 of the Sao Pauloe
Etorck Exchange.éf Secondly, there are a number of credit, finance, and
investment companies, which engage in a certain amount of underwriting,
portfolioc management, and cther securities activities. In addition, there

are several mmweual funde (only one of which, however, Lis of substantial

eize), at least one lnvestment service, and several Inveatment advigers.

{a) Stock Exchange Brokers

Until the enactment of the Capital Markerts Law exchange members
enjoyed a protected position Iin the securities industry. Under a law of the
late 19th century that was modeied on the lawe governing the Parls bourse,
the stock exchanges were allowad te fix their memberzhip and were given a
virtual monopoly over transactions in securitles and foreign currency.
Brokers were required to conduct their businesses as sole propristore,
alchough they were allowed to hire two substitvtes who could execute
transactions for them on the floer of the exchange. They were required to

be at least 1 yeare of age, Brazilian citirens, and of good character.

1/ There is a stock exchange in each of the 20 Brazilian states {two in
the State of 5a0 Paulo), hit we understand that there is an appreciable
amount of trading only on the Rio and Sac Paule exchanges.
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They were not permitted tfo trade for thelr owm account buf were required to
act solely as brokers for customers. Futthermore, they wete not permitted
to be directors cor advisors of companies whose shares were traded on the
exchange. To ensure theit financlal responsibility, they were required
to place & deposit with the exchange, which is currently fixed at
Cr. $20 millien (approximately £11,000),

Buring the years since ite inception about Y0 years ago, this
system has developed certain defects. Membership in the exchinge came
to beé handed devm from father te son, and many of those who inherited
membership had neither the qualifications nor tha lnuclination to conduct
a securities business. They retained their membership because It conetl-
tuted a wvaluable pight; they gent substitutes to do the work and limited
their own role te the recelpt of commissions. Other members, ignoring

the spirit if not the letter of exchange regulations which required

members Lo limit theilr activitles to brokerage, formed companies and went
into a variety of businessea, including the acceptance and distribution of
exchange bills and trading in commodities. A few of the more enteérpriging
exchange members have built up successful businesses, employing a8 many as
80 persons, but most of the income of these members ie derived from
brokerage on exchange bill and foraign currency transactions, rather than
from commissions on transactions in carporate shares,

The new Capital Markets Law gives the Government the autherity to

set the conditions of membership and actually to paegs on particular
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applications for membership. It also requires that members (except
existing members) be organized as corporations and that the managers of

these corporations own at least half of the voting atock, 1In addition, the

law directe the National Monetary Council to set minimum capital
requirements for exchange members., These provisions appear to give the
Government all che power that it needs to effect the greatly needed
reforms in the membership of the two major stock exchanges.

(b} Commission Rate

The commission rate on exchange transactions is fixed at
l/2 percent of the price of the shates bought or zold. It was the
practically unanimeusly held opinion of the persons to whom we spoke
that this rate is too low to allow exchange members to provide essential
eervices to investors and still earn a prafit, To make matters worse,
many benks, mutual funds, and other lnvestore with economic power require
their brokers to gilve them a rebate of half of the ¢commiaszion. Thus,
Brazilian brokers earn a commission of between 1/4 aud 1/2 percent,
ag compared to a rate of approximately 1 percent that is pald ke exchange
members in the U. 5.

The low commission rate has two important effects. First,
it discourages exchange members irom selling stocks to their customers

and leads them instead to channel theilr customers' savings into such

other investment media ag exchange bills, upon which the commiassion

rate is higher. This makes it more difficult for companies
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to distribute thelr shares to the public.

Secondly, the lew commizsion rate makes it economically
unfeasible for most exchange members to give thels customers adequake
services. Conducting a businees in stocks involves significantly
highar costs than acking ad a broker in foreign currency or exXchanpge
bills. Among the expenses of a3 stock brokerage busipess are a "bhack
office" staff to keep customer records and handle transifers and deliveries
of securitiea, and a research staff to look at companies wvhoge securities
are to be recommended to customers.

Few exchange members give thelr customers adeguate services.

Delivery of securities, which is required to take place within 48 hours

afrer the transaction, cften takes weeks or menthe. Few exchznge members
have reseatch departments of any kind, and these generally consist of one
or twg persons who combine thelr research activities with cther duties,
such as assisting their ewmpleoyers on the exchange fleoor or selling secur-
ities to customers ¢ver the telephone., Some of the larger exchange
members have no research staff at all, although they actively sclicit
sales of securities. It Is therefore difficult to understand the basis

1/
for the vecommendations chat they make. It seems likely that there is

€1/ In fairness to these exchange members, 1t must be recegnized that,
owing to the relative unavailability of corporate infcrmation, there
are strict limits teo what a research staff could accomplish.
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2 close connection between the inadequacy of the services that brokers
provide and the low rate of commissiona.

{e) Credit, Finance, and Investuent Companies

During the past few ysars there has been a proliferation of
credit, finance, and investment companies in Brazil. There are approx-
imately 300 such companies st the present time, only zbout a dozen of
which are investment companies In the sense that they engage in trans-
actions in corporate stocke, The principal purpose and source of income
of most of these companies 1a the acceptance or distribution of exchange
bills. Some of them have a large number of salesmen and conduct their
business in storefront sales offires located in the principal citiea of
Brazil. 4 few also act ag underwriters, handle portfelios of customers,
manzge mutual funds, or do business in the "telephone market" i cver=-the-
coutiber transactions in atocks that are traded on &n ml:f.:hvsm::.g\e@“‘|r Some of
these firms handle their customers' transactions in atocks through a
connection with & stock exchange member. For example, two officers of
one investment company have become substitutes of an inactive stock
exchange member, and they pay him 20 percent of all commlssions recaeived

in return for the ¥ight to trade in his name. In other cases, stock

exchange members have formed investment companies in which they have

an interest.

1/ See Sectiom 5.
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it wiis our impression that the ecredit, finance, and Investment
companies may well be the most promising source of expertise and enterprise
for the capital markete in the vears to come. This cbservation lg not
limited to companies which are already active in the securities business.
A number of compznies whiech have principally been acting as acceptors aof
exthange bills 4are now interested in reorganizing themselves as private
investment banks, which are permitted under the Capltal Harkets Law. Perhaps
Lhe most important of these is Finaea, A Sav Paulo-based company that is
ovned by 24 Brazilian comnercial benks, Finaea, which was a ploneer in the
acceptance business, is now interested in setting itself up to provide
long-term financing to Brazilian companies. To augment its own capital, it
hopes to obtain loans from the Internaticnal Finance Corparation,
inter-American Develspment Bank, and other internatiocal organizatione, and
poeslibly alse to raise money through the sale of 1ts own ;ecurities. Inder
Article 29 of the new statute, companies such as Finasa will be under the
regulatory control of the Central Baok in seyeral reapects, including
minimum capital requirements; maximum intereat rates; reguirements of due
diligence in the analysis of the proficability, solvency, and liquidity of
borrowers; diversification of rishse; administration of funds held in
teondominium' ) eonditions for the granting uf guarantees in Brazilian or

foreign currency. aprd types of operations permitted.
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Other eredit and fipance companies also are considering going
into the "share Lhusiness,” but by and large they are walting to see what
regulations the Govarnment adopts under the new statute, 1In this connection,
it should be noted that the Capital Markets Law seems to contemplate
the existence of a number of different kinds of organizatione in the
securities markets. These include brokerape companjes, financizal institu-
tions, exchange brokers (indlviduals), private investment banks, Investment
companies, and investment funds, 1In order to facilitate the administration
of the staturte and to minimize the regulatory burden on the firms, it would
probably be advieable to establish as few categories &8s possible when
rules are adopted and to make regulaticn depend on the actual functions

performed rather than the designation of the firm. In the U.5., there is

one basic reglstration form for "brokers or dealers,” but specific require-

ments come inte play at any time that a broker or dealer registered

under the statute engages in underwriting, acts as broker for a customer,
1/
or performs some other Eunction 1n connection with his securiries business.

1/ American "investment tompanies'" and "investment advisers" are required
to register separately, but the fact remadns that a "broker or dealer
may perform most actlvities in the securities industry with cnly one
registratblion.



-17-

{d} Recommendations

i. Fitms engaged in, or wishing to enter, the zecurities
business, whether or not as exchange members, should be reguived te
register with the Covernment and to file certain basie information,
such as name and address of prinecipals, addresses of offices, type or
types of business o be conducted, and finanelel data, Such firms
should alse be rtequired at all times te maintain minimum capital
commensurate with the risks of the business conducted and the
comnitments undertaken.

1I. Persone entering the securities industry, eilther as
principals or employees of firms, should be required to meet high qualifica-
tions stapdards, both as to competence and character, Such individuals
should be required to pass an examination testing their knowledge of
the securities business and applicable regulations.

I11. Exchange membership should be cpened up to all qualified
firms, In particular, firme with experience in the exchange bill or other
related businesses should be encouraged to join & stock exchange, since
thelr participation and their capital will be important, and indeed
necessary, if the stock exchangee are to perform their proper function
in the EBrazilian econdmy. The membership of the Rio and Sao Paulo
exchanges should be enlarged; we make no recommendation aa to whether

there should be a ma¥imum number of memberships,
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I¥. The commission rate on exchange transactions should
probably be raised, but the appropriate rate of commissions should
not be fixed until further data om the income and expenses of brokers
has been obrained. A descending scale of rates, depending on tche
amount of money involwved, which the Central Bank has been considering,
appears to ha a reagonakble rate structure, Methcds should be found to
enforce the rules against rebates of commissiona,

V. Any inecrease in the commission rate should be dependent

upon brokers providing adequate mervices to customers with respect Lo

handiing and delivery of securities, mainkaining adequate and up-to-date

records, and research services. Omne possibllity would be to increase
the commission rate in several steps, with each step dependent upon the
achievement of certain results in these &areas.

VI. Ewery effort should be made to keep the regulation of
brokers as simple and werkable as possible., While the rules to be adopted
under the Capital Markets Law should regulate specific activities (e.g.,
digtributiens, trading} and centain speclfic prohibitions (e.g. against
fraud and manipulation), it would be desirable for these rules o create
as few lepal distincrtions as pessible between different Kinds of participants
in the securities markets. Thue, 1n corder to Eimplify the Bystem and
reduce regulatory burdens, there might be only one form of registration,

regardless of the sctivities that a securities firm is planning to conduct.
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4, Distributions of Securitias

Considering the present degree of industrializat{on of Brazil,
there are very few companies whose stock is publicly held. As a practical
matter a Rlo inveator interested in purchasing cufpnrate sharea has fewer
than 50 stocks to choose from, and it is doubtful whether he vould obtain
8 quick execution ¢of an order Lio mora than half that number - the stocks
on the "principal market" of the Rioc Stock Exchange.lf

There are several reasons for the paucity of publicly held
stocka. First, there has not been a H;rOHE securlcles industry to under-
write and diacribute corporate ithﬂ'".-‘IF Secondly, most buaineas enterprisen
in Brazil are family-held concerns and have a strong reluctance to allow
outsiders to share in control. Thirdly, stzndards of dfscleoaurs have been
gp low af ko discourage the purchase of shares. Finally, publicly held
companies have placed very little importance on thelr relatf{ons with their
stockhoiders.  The Government has recently taken a number of steps designed
to induce companles to "go public" and inwvestors to puirchase newly izsued

3/
corporate shares.

1/ Bee Section 5.

2/ See Section 3.

3/ Pergons with whom he talked in Brazil estimated that there are at least
260 closely held companies with net capital of more than Cr %1 billiom
(5550,000), In general, {t is at these companies that the Government
is aiming Iim its efforts to broaden the market in equity isgues.
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fa) Underwriting of New Ieeues

Until recently, very few distributions of securifiss in Brazil
were underwitten. We underscand that in the early 195%0'g Deltec, an
important lovestment Eirm, amd IBEC, which manages Crescince, Brazil's
largest mutual fund, underwrote a few igBues of mecurirles, using thelr
large sales srganizations te diaeribute them. These iseues were not

sucrcesslul, however, and few underwritings have been attempted since then.

im 1964, new issues of capital by Brazilian corporetiens (aside from
reapprazisals of essets, owing te inflacion) rotalled approximately

Cr. 5800 billion {5430 million). Mozt of these lssues apparencly

did not involve underwvriters.

Duriog the past Few months there has been a revival of intereat
itv underwriting. In September 1965, Megbla, the department stare chaln,
igsued Cr. 56.6 billion (53,6 willlon) of new securitles through a syndicate
of 14 I|.|nvl:lerlr-rl;"JJ:n:ra.ILIlr Two thinga about thig are significant: firast, the
underwriters wetre taking advancage of a provision of the Capital Marketn
Law whiech For the fiv4t eime permlts syndications and, aecondly, several
of the vtderwribters were major investment, credit, and Einance firme that
had hitherro underctaken commitments principaily Iin axchange bills racher
than astocks. This underwriting may be an indiecation that the Government's
efforts to encourage such firms to partlclpate 1n the "eshare businese”
ara auccesding.

Most Brazilian companies are originally crganized by private

(as oppoaed to public} subscription, and Bragilfan jaw gives existing

1/ HMesbla has been o public company since L%ad4. Forty-seven percent
of its capital of Cr. §$32 billlon fs ovmed by 12,000 public stockholders
The remaining 53 percent 15 owned by officetws, directore, and employess

dnid members of rheir famIliea.
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shatreholders a preemptive right te subscribe to all new shares autherized
for issue. Hence, a company which decides tec go publlc muat issue to its
shareholders subscriprion rights to purchase the new shares, and the share-
holders either exarcise the rights, sell them to the publie, or fail ro
exercise them. In the latter case, the company's underwriters then may
subscribe and sell the subscribed shares to the public., In the Mesbla
underwriting, the underwriters took down approximately 900,000 shares, or
15 percent of the issue. As compensation cthey received a commission of

one percent of the entire lesue plue & slightly larger fee for the
unsubs¢ribed shares, There has alsc been & certailn amount of “best
efforts" underwriting, in whiech the underwriter acts as agent for the

company, without making any comnitment to take down any part of the

of fering.
The question of market support operatfonz should receive

careful coneideration in connection with the drafting of regulations under
the Capital Markets L.\!'us-au\l‘f On the one hand, perhaps the principal reasvn
for the lack of public interest in newly fssued shares is the fact that in
4 number of Instances in the past no market for such shares continued after
the distribution was completed., On the other hand, it is not uncommon for

underwriters to support the ptice of a stock during fts distritution ke the

public. This was donez, for example, in the Mesbla offering.

1/ The statute provides that the National Monetary Council shall fix zules
for the stock exchanges with respect to "the conditions to be cbserved
in authorized price-maintaining operations."
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Une 5ao Paulo securities dealer told usthat he facilitstes
distributions of securities by promising to maintain a market in them both
during and after the distribution, He locates cloesely held companies that
he thicks have geed investment potiential, convinces the contreolling interests
to apll a portion of thelr holdings ke the publiec, and then works up interest
in the security among brokers and institutional investors. He will alsa
purchase satock for his own clients and for his own account, During the

past five yeare, he seemt to have had consldersble succeas in this type

of cperacion.

While it 1s important to assure that a trading market In a
security will exist after itg distribution Eo that investors can have
confidence that they will be able tp liquidate their holdings, market
support operations immediately before or during a distribution contain
1 dangerous potential for manipulacion. In the U.5., awareress of this
problem has led to the adoption of rules that in general prohibit such
purchaees by underwriters and other participanta Iin a dietribution,

except in conformity with certain strict requitements. ,

{B) Tax Provisions

Probably the most important step that the Government has taken

to encourage companies to issue thelr shares to the public are the tax



provisions of the Capital Markets Law. These provisions give favorable
income tax treatment to the stockholders of "opan companies,” a term
that 1s lefc to the Matlional Monetary Council to definae.

Under the new law dividends of holders of regiotered shares or
fhwolders of bearer shares who identify themselves are taxed at grdinary
income-tax rates (which range from zero to 63 percent) subject to an
annual deduction of Ce. 5600,000 ($325). Dividends of holders of
beater shares who do not identify themselves are taxed at a flat rate of
25 percent, which is required to be withheld at the socurce. For companiles
not defined as “open companiaes,” the withholding vate is 40 percent and
the Cr. 5600,000 deduction is not given. These income tax rates on dividends
may be compared with a rate of 84 percent two years ago and 65 percent last
year. One effect of the new provisions will be te induce lower-income
investors (those with a tax rate of under 25 percent} to identify themseives
and higher=income investors to putrchage bearer shares and not identify them-
selves,

The crucial question will be how the Government defines "open company."
Thiaz defivition will be doubly imporcant since, in addition to affecting the

taxation of dividends, 1t wiil undoubtedly serve as a kind of "listing standard"
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that will determine the place and method of trading of a company'a stack.
Section > of this report indicates that only the more active astocks are
traded in the "principal market" of rthe Rio exchange and recormends that
such stocks be traded continuously rather than under the present "call”
system. Furthermore, suggestions have been made that, as in the U.5., only
stocks that meet certain listing standards be permitted to be traded on the
major stock exchanges, For these reasong it 18 important to give the

question of the definition of "open company" close scrutioy.

We understand that the Central Bank 1s conpldering requirements of

three bazsic kinds: 1) those relating to stockholders' rights; {2} those

telabting to distribution of securities; and (3) those relsating Lo trading
1/
activity. We agree that providing favorable tax treatment {and perhaps a good
trading market) may be an effective method of increasing the rights of public
2/
stockholders, We believe that distribution reguirements should provide

the basic criterion as to whether a company should be conaidered open. It

is net clear, however, whether it would be desirable te require that publicly

1/ One proposed definition would regquire that public stockholders have
equal rights (except voking rights) with those of Insiders; that there
be a minimum number of stockholders; that a minloum percentage of capital
be in public hands; that the stock be listed on an exchange or that
listing bLe contemplated; and that minimum trading requirements be as
follows: trading on 3 out of 5 dave of the week and 3/4 of the days of
the month; weekly volume of Ce, $8 million and monthly volume of
Cr. 5 40 million; and 2 percent of total number of shares must be traded

in a period ¢f six menths,

2/ See Subsection {d).
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held shares constitute a minimum percentage of total capitalization. While
market conkrol by insiderﬁl!may in some instances be a problem, 1t can be
attacked In other ways, such as by enforcing strict rules againsgt manipula-
tive activities. 7TIn the case of large companies, a good trading market
Bhould be pns:iﬁie if there ig sufficfent distribution in terms of numbar

of publicly held shares and of stockholders, even though the publicly held

shares constitute a distinct mincrity of the total number outstanding.

The third catepory of requirement is troublesome. We understand
thet the Government i propesing to require that for a company LO hg ap
"open coopany” Lhere must be g minimum amount of trading in itse stock.

We question the wisdom of using such a rest as a touchstone for determining
& company's tax treatment., Filrst, and most obvylously, Such a requirement
would conmstitute a virtual invitation to stockholders to engage in
unnecessary or Y"wash' sales to ansure recejiving the tax advantages
accorded to open companies. Secondly, it doss not seem advisable for the
Government ta determine how mueh trading in & company'a aotock

there should be. Once a company's shares have been diatributed

1/ We have been told that insiders of certain banks and other puklicly
held ccmpanies effectively control the market price of their atock.
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to the public, trading in them cught to be left to the forces of the

market place, Investors may put aside the shares of one company as a long-
term investment and trade frequently in the shares of ancther company for
short~term speculation, There does not seem to be any adequate justification
for giving the latter company more favorable tex treatment than the former.

{c) Problems of Disclosure

Priocr to the adoption of the Capltal Markets Law, a company

proposing to ralse its capital by public subscription was required

to publish & prospectus in the efficisl gazette and a pewspaper of peneral

cireulation. The prospectus wags regquired to bhe a Vclear and precise
exposition of the bases of the company and of the motives 9 reasons the
founders have for ctheir expectation of the success of the enterprise."lf
among other things, it was requireﬁ te disclose the composition of the
company's capital; a detailed description of the properties which are to be
appraised prior to their inclusion as part of capital; the nominzal walue and
subscription terms of the shares; the obligations and commitmentsz assumed by
the founders and the contracts signed in the interest of the future company,
as well as any amounts spent or Lo be spent; any speclal privileges te be
afforded the founders or. third parties; and the name, nationality,
prufession, and residence of the founders, the number of shares fnr-which
they have subscribed, and the name of the person having custody of the

originals of the prospectus, for exemination by any iInterested party.

These prospectus requirements were not of any great practical

1/ Bragzilian Company Law, See, 40,
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importances, since most companles are organized by private subscription, and

no prospectus was required when subscriptien ripghts, or the shares subscribed

were subseguently offered to the public,

The Company Law also requires companies to pubiish an snnual balance
sheet and prefit and ioss statement, and to file the game informat{en with
the exchange upon which the company 18 liuted.if The manner in which
companies comply with thase requirements wariea according to thelr own

arcitudes on digelosure. Most balance gheots are very megger and uninforma-

tive, There are ne uniform standardz and noe enforeement of the requiremants

of the law.

Somz underwriters attempt to investigate the company whose shares
are to be cffered to the public snd are able te obtain some depree of
cooperation, especially if the company is eaper to effect a publie
distribution of its shares. Some companies are reluctant to disclose any
information, even te underwriters, partly no doubt te avoid taxation and
partly because of & traditional addiction to habits of secrecy. Other
companies have valuntarily made disclosure of corporate information, perhaps

in order to inspicve confidence on the part of petential investors.

Under the Capital Markets Law, no issue of stock may be ™launched,
2/

affered publicly, or have ite floating on the market initiated,"—

unless it is first registerad with the Central Bank, The application
for registration must include a copy of the prospectus and any okher

written materjal to be used in connection with the coEfering. The

1/ Companies, including those that are clesely held, are reguired to
115t their shares and bearer bonds with the stock exchange ciosest to their

principal office, Decree Law 9733, Sept. 6, 1946,
2/ Sec. 21.
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law gives the National Monetary Council broad power to adopt rules as to
what must be dlsclosed, with regard to the issuer or guarantor of the issue,
ite economic and financlal situatieon, adminietration, and controlling atock-
holders; the securitles to be offered; and the persopns who will take part in
t he sffering. Furthermore, the Natlonal Monetary Council is directed to
publish rules for the periodic publication of information by companies
repietered at the Central Bank, ineluding rules with repgzrd to "the
erganization of the Balance Sheet, and the way in which the results are
shown, the norms for the accounting system, and the reports and opinions

of independent auditors registered by the Central BankJ%f The Central Bank
has power Eo auspend or prohibic the floating of stock, '"the offer, lauaching,
a unouncement or promotion of which 18 belng done in conditlans othar than
those provided by the registration of the fesue, or by publishing false or
manifestly cendentious or imprecise Iinformation™; or"the issuance of which
has been judged to be illegal oxr fraudulent, even though at a date later

2/

than the relative registration."

l/ The statute aleo provides that no private company may have its stock
traded on a stock exchange unless the company has been regiatered at
the Central Bank. See Sece. 19 and 20,

2/ Bec. 21, para. 3.
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We heard conflicting points of view on the amount of corporate
digclosure that should be reguired hy the rules to be adopted under the
Capltal Markets Law. Some stock exchange members and tepresentatives
of investment firms eaid that full dieclosure by corporations coming to
the public for funds will create confidence among Investors and thus
facilitate the distribution of securities. On the other hand, cne company
official saidthat any substantial disclosure requirements will deter
companies from sesking financing from the public. It may well be, however,
that the incentive of rax benefits and the necessity of ohtalning financing

will as a practical macter outwaigh the reluctance cof such companies.

A6 hmerican cbservers, we cannot avold being influenced by
the fact that the securities markets in the U.5. operate against a
backdrop of "full disclosure.” 1t may be that there is a close cennsetion
between the availability of reliable Information concerning companies and
the broadness of the bgze of publie interest ip securities. Usually when a
company or controlling persons go to the public for financing, the company

must f£ile a very complete repistration statement with the SEC; and there

are tules requiring delivery to custouwers of a prospectus in prescribed form
containing a large number of items of information and including financial
statements certified by sn independent suditor. FEurthermore, all listed
companies and the larger over-the-counter companies are required to £ile
perlodic and interim reports and comply with certain rules in the salicitation

of proxies, and insiders must report their trading in the equity securities
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of the company znd pay back to the company any proflts derlved from
shert-swing trading in such ﬂecuritien.if RPegides these Federal require-
menks, companies are subject to additiomal requirements imposed by the
exchange on which they may be limted. The Hew York and American Stock
Exchanges, for example, require listed ccmpanies bte publish quarterly
reports and to make prompt disclosure of any corperate Informat{om that
may affect securicy prices.

We are not suggesting that the Government of Brazll adopt the
full panoply of disclosure requirements that exist in the U.5. Yet the
Capital Markets Law appedars to contemplate that basic corporate discloaures
be made and that standards of truthfulness be established and followed.
For example, it is to be expected that the NWational Monetary Council, in
{ts implementation of Section 20 of the Capical Markets Law, will prescribe
the form and content of the financial scatements that publicrly owned companieas
will be required to flle. Simllarly, informaticon about the company, 1ta
management, capital structure, and business; and the proposed use of tche
funds being raised eshould certalnly be disclosed as a matter of course.
{Thiz liet is oot intended bo be exhanstive but only to suggest certain
key arean.)

Likewipe, anmual financial statemente, in prescribed form, should

be required of all companies. In general, the only Braziilan companies

1/ The Brazilien Capital Markets Law seems to contemplate regulatiem of
trading by insiders. GSee arc. 31 {X).
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that use independent auditers are those that are subeididaries of foreign
companies. Every Brazilian company L= required te have a "fiscal council”
of at least three perscns, who are elected annually by the ghareholders,
The fiscal council 1s supposed to exercise oversight of the company's
financial msnagement on behalf of the shareholders. It hae authoricy Eo
examine the company's hﬁuks and it must glve lte approval to financlal
statements before they are published. 1In practice, however, the council
does not conduct its own audit but relies on the beard of directors. It
appears to be a very inadequate substitute for an lndependent auditor as
a watchdog of corporate finances, We would recommend that consideration
be given to the establishment of a requirement that financial statements
contalned in registration statements, prospectuses, and annual reports be

certified by an independent auditor,

(d} Shareholder Belations

We understand that few Brazilian companies give thelr public share-
holders the same rights as thoae of the group that is in control. Several
publicly held companies have issued "preferred’ ateck to the public, which
ig identical te the “"common'” stock held by the finsiders except that it
does not carry voting rights. We were told of one recent real estate
venture for which all of the financing was obtained Irom the publie, but

thege public investors were given nc volce in management.



Furthermore, Brazilian companies generally do not provide services
te thelr public stockholders which in the Y. 5. would be considered normal.
Stockhelders usvally have to appear at the company's coffices to collect
dividends, bonus shares, or other distritutions. They are made co wait
in line while the appropriate papervs are processed and the dlvidend pald
OVET, For holdera in distant parts of the country, this system la very
onerous unless they employ & broker or other agent in the city where the
company has its distyibution office.

In the case cof nominative {reglstered} shares, transfers are
cffected by the companies at their offices. Bearer share certificates
are no¥ being issued in multiples of 180 shares, but it is still fregquently
necessary to have a certificate for more than 100 shares broken dowm ilnto
certificates of smaller denominations. This proceas can be accompllizhed
only at the company offices, although the Rio exchange has adopied a
clearing saystem whereby the exchange undertakes to de this and iesues
interim receipts which can be traded, When a company has a stock split,
however, the holder must turn in his share certificate and wailt for the
company¥ to iesue the new split shares. 'This may take several months,
during which time the owner canno:t sell his shares.

The Capital Markets Law allows registered shares to be transferable
by endorsement, bub endorsable shares are not yet being lssued by companies.
The law requires companies to keep a list of stockhelders and to record

transfers. Distributions by the company are required te be made on the
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hagis of this registration. The company is authorized to delegate the
registration and transfer functions to a broker or financial inatitutiom.

{e) BRecommendations

I, Consideration should be given to the adoptlon of rules under
the Capital Markets Law that will sliminate the potential manlpulative
effects of price support operations In connectlon with dletributions of
securities,

IT., The tax provislons of the new statute give favorable tredt-
menk te stockholders of “open companies.' In defining this term, we
recotimend that the Government set standavrds in terms of rights of stock-
holders and minimum distribetion of shares; but we gqueation rhe advigability
of alse requiring a minimum volume of trading for a company te be conzidered
“"open.'

IIT. Requirements should be set for basic disclosures to be made
when companies or their conctrolling persons go to the public For fipancing.
Buch disclosures should at leaat inciude informatrion about the company, 1ts
management, capital structure, finances, business operations, and the pro-
posed uee of the funds belng rafsed. Rules should also be adopted prescribing
the form and content of financial statements, and consideration should be
piven to a requirement of periodic financlal reporting and of cercification
of financial reports by an independent auditor. Proapectuses should be
signed by the underwriters as well as by the company or the selling stock-
holders, and responsibillity ehouid be placed on the underwriteres to make
inguilry into mattetra contained in the prospectus. Procedures should be

eatablished for review of such filings and reporta by the Central Bank.
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1V. Companies should be encouraged to make the rights (including
voting rights} accorded to public stockholders more nearly equivalent te
those of insiders; ilmprove the servicing of dividends and transfers; and
generally to wmake the purchasing, holding, snwd seiling of corporate shares

more convenient for publie Investrora.
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5. The Trading Market

{a) Trading Data

During the past decade the volume cf trading on the two
principal Brazilian stock exchanges hae grown dramatically. Babween
1952 and 1964, the value of shares traded anonally on the Rio and Sao
Paulo esmchanges iIncreased from Cr § 451 million to Cr § 76,858 miilion.
Most of thie Incresase wag duse to Inflaticn, but 1f the 1954 figure is
deflated to {ts 1952 purchasing power, the figure is atill Cr § 2,373,
representing a five=fold increane.lf

About 8,000 stocke are registered cn the Rie exchange, but
only about 50 of these are traded with sny ragularity?j most of tha

trading being concentrated in 10 or 12 issued. The companies whose
shares are traded are in a variety of induwacries, including textiles,
metals and wining. Among the most active artacks are Brahma, a beer aad
soft-drink company; Belgo Mineira, a mining company; Souza Cruz, a
cigaret manufacturer; and Meebla, a company that owns a chain of retall
Gtores. Most shares trade at a price of under Cr $3,600 ($2), and daily
volume in ampunt of money rarely exceeds Cr 51 billicm {5550,000).

Until recently, wvery little trading in stocke took place off

the exchange, but during the past few months scme investment companier atud

1/ A Econemica Brasileira & susg Perspectivas (Apec 1965}, Table D-1.

2/ The discuesion in this section of the report concentrates on the Rio
de Janeiro Stock Exchange, which ls far more imporctant than the
Ean Pavle Stock Exchange in terms of transactions in shatres. Most of
the abservations herein are applicable, howevet, to both exchanges.



~36-

exchange members have been trading exchange-listed stocks '"off-board". We
have been told that the trading wolume of this "telephone market" amounts
to about 20 percent of exchange volume, but npo sraristica are available

to confirm thie.

Using the dzily erales shéetu published by the Rie exchange, we
have made a nimple atatiacical study of price and velume flectuations on
the so~called "pripeipal market,"” where the more active stocks are traded.
For this purpose, we used the saleg gheets for & three-week pericd from
September 13 tir October 1, 1965 and for one day each week for fuur-wueka
before and two weekp after thie perlod. The following table shows trading

data for the three=-week periocd:

Ha. of Stock Daily

Shares Price Change
Dare Traded Index* In_Index Advances Declines Unchanged

(¥} (-}

9/13/65 311,602 101 f1 15 5 3
0/ia/65 419,521 101 nec B 15 1]
f15/65 432,773 96 - 5 1 22 1]
of16/65 380,000 93 -3 ] 23 0
9f17/65 442,430 a9 -4 Z 21 1]
9/20/65 291,8l4 92 £3 16 & i
a9/21/65 358,285 95 ¥ 3 19 3 H
Gf22/65 {Trading data oot available)
9/23/65 345,599 99 4 23 1] o
g/2af65 307,615 o5 -4 2 21 {
9/23/65 299,135 23 - 2 5 1B o
9/2B/65 258,530 93 ne t0 11 1
gf2a/65 237,589 o9 t b 15 7 1
9/30/65 291,670 LoG £ 1 14 6 2
10/ /65 420,396 100 nc 11 B &

%’ Pased on a base price of 100 for August 16, 1963,
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As the table shows, the Rio exchange's stock index fluctuated
betwean a high of 101 and a low of B9. On a weekly bagls, the index showed
changes of minus 11, plus 4, and plue 5 for each of the three weeks, thus
showing oo net change for the three-week pericd. The npumber of shares
traded daily varied from 442,430 on September 17 to 237,589 on Sepiember 29,
On that day the index gained 6 pointe, the largest daily fluctuation noted
during the period, ©On 11 cof the l4 dayas analyzed, the great majority of

1/
the stocks traded were either advancing or declining at the same time.

The tendency of stocks to move in the esame directicn was confirmed by the
observitions of brokers and company officlals with whom we talked, vho said
that, owing largely to a lack of avallable corporate information, atock

prices tend to move on the basils of rumors of news about the general

political or economic eituvation rather than on information about the financial

2/
condition or prospects of an individual company.

1/ On each of these 11 days, at least twlce as many ptocka advanced as
declined, or declined &s advanced.

2/ See Section 4.



Tha trading for one day each week during four weeks beafore and
two weeks dafter the period discussed above reveals a similar pattern, with
fluctuaticns in price and volume even more pronounced., Daily volume on the
days analyzed ranged Erom 228,537 to 781,824 and on one day there wag &
change in the price lndex of winus 11, or approximately il percent. The
tendency of stocks to advance or decline together was ncticeable on all bBut
one of the six days analyzed.

A study alsc was made of changes in price of individual securities
on the Rio exchange during the week ending September 17, 1985, when the price
index declined 11 peints and 21 of the 23 eecurities traded showed net losses.
During this pevied, one aecurity, Petrabras (the natlonal oil company} declined
26.4 percent, while other stocka declined 22 percent, 19 percent, 18.8 percent,
17.8 percent and 16.4 percent. E1ght stocks had net losses for the week of

between 10 and 15 percenc, 7 stocks had losses of between 5 and 10 percent,

and 2 etocks had gailns of 4.5 percent and 1 percent., Dally [luctuations
during this pericd ranged frow a galn in one stock of 12.1 percent and

a loss in one stock of 1%9.2 percent.
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Trading volume in individusl etocks in the principal market w.rieas
greatlyﬁl;Fcr gxample, on September 17, 1965, a day selected zt random, on
which the tetal volume was 442,400 shares, the most active stack traded
95,700 shares, while the leasc active traded 1,700 shares. The following

table shows the activity of individual atocks for the day:

Ho. of Ehares No. of

—————

Traded Stocka

0 1,999
2,000 -~ 4,999
5,000 - 9,999

19,000 - 19,999
20,000 = 49,999
50,000 and aver

Ll R - R X

23

The volume of trading on the "secondary" market for the same day

wag 143,696 shares, but 105,042 of these shares were In a single stock.

The following table shows the activity in individual stocks:

Ho, of Sharesg . Ho. of
Tradad Stocke
o - 99 a
100 - 499 &
500 - 99 3
1,000 - 1,999 3
2,000 - 4,999 A
5,000 and over P

21 2/

t—

For an explanation of the "principal" and "secondary' markets, ses
ph. LZI-45,

2/ Some of the ntocks of the secondary markec were not traded at all on
September 1V, 1965,



{b) Influences on Stock Prices

Price fluctudtione of the magnitude shown in our statistical study,
which we understand are not uwnusual, cannot but reduce the public's confidence
in the srock market. 1If 20 percent or more of an inveastment can disappear
in a Aingle day, even thourh no adverse information concarning the company
has come va light, it is hardly surprising that an investor may hesitate

to purchase srocks,
These flucctuations, which are caused by the '"thinness™ of the

market, the lack of corporate information on which to baase sound lnvestment
decislons, and the small number of Investors, make ft relatlvely easy for

stock prices to be influenced improperly. Several persons told us that 1t

£ & not uacommon for stocks on the Rio exchange to be manipnlated. Inetances

were brought to our atteation in which loveetment firms allegedly spread
falee informarion about a etock, while they simultaneously sald their shares

on the Exchange. We were alac told that groups of persons, including both

Exchange membere and nonmembers, engaged in prearranged sales with each

other simply in order to drive up the price of a etock. We are not, of
course, in a poeition te evaluate the rellability of these statements, but
the evidently widely held belief thet the market is pot an open anﬁ fair
one, ;hether justified or not, undoubtedly has deterred potential investors
from purchasing corporate stocke,

Agide from such improper practices, the small eize of the stock

mazket, Iin terme beth of number of sharesz traded and of number of investors,

creates problems, Aes a result, the trading of ome large lnvestor may

S
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have a decided influence om prices, even though this may not be his purpeose.

& case in point is Crescinco, which is by far the largest mutval fund in

Brazil, with approximately Cr. $34 billion of assete and 16,000

shareholders. Crescinco accounte for approximately 7 percent of the

trading on the Rio exchange, and its heoldings cof some companies camprisp

up to 25 percent of the total number of shares in the hands of the public.

As a consequence, Grescinco has been accueed of influencing the market,

Duripng 1964, for example, redemptions by fund shareholders c¢bllzed it to

sel]l portions of it portfolio on the Exchange. 'These sales were sald co

have contributed substantially ta the desline 'in prises rhat eook place.

Crescince's relative importance in the market i1& largely attributable to the

fact that there are few other institutfons thet have any significant activity

in corporate gtocks. In gensral, banks and 1ife insurance companies are

not accuetomed, or are not permitted, Eg use this form of investment,
Another problem is that Crescinco's somewhat unique position

leads members of the Exchange, as well as nonmember speculatoers, to attempt

te find oub when the fund I8 about to make slgnificant purchases ot sales

and to trade on the basie of such knowledge. We understand that Creaciaco

has mef this problem with some success by uelng three or four brokers to

execute thelr otders and by changing brokers from time to time,

It would be unfalyr to criticize Crescinco for ite influence

in the market, which i nppurentlx a result of fts size in pelation to
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other investora. HNor de wé believe that the solutlon ro the problem is
to discourage this enterprise, To the extent censistent with safary
and investment objectives, cther institutions should be encouraged to
invegt in corporate stocks. As the market expands and the number of
shares avallable for trading, as well ae the number of investeors,
increases, the problem of wide price fluctuatlons can be expected to
become less troubleseme. Meanwhlle, regulatory contrels should be

exerclsed to prevent manipulative activities.

{c)} The System of Trading

Under the trading system in uge on the Rio and Sao Paulo exchanges,

bids and offers of membetrs of the {uventing public are designed to meet in
an auction market without any professional intermediary. In fact, as

indicated in Section 3, exchange members are not permitted to trade as
ptincipal, This aystem differs sharply from the jobber eystem of the Londen

Stock Exchange or the specialist system of the New York Stock Exchanpe, where
dealers to a greater or lesser degree interject their own trading between
putchases and sales by members of the public,

The system of trading used on the Rio de Janeirc Stock Exchanpe

was derived fromthat of the Parie bourege in the late 19th century. The

trading floor congistes of a series of concentric circles, which 1s knowm
as the "curheillg“ {Erench for "hasket'), The members of fhe exchange
{(or their substitutesa) stand at asaigned places arcund the innermost ring
of the circle, facing each other. Behind them in the next ring are the
clerks, who have telephones connecting with the members' offices, and

behind che clerks membera of the public are allowed to atand.
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Trading begine at 10 A.M, and continues for approximately two or
three hours, The president or vice president of the Exchange stande at a
raiced desgk in the inner ring and calls oot the stocks ome by one. Imme-
diately a stock ig called, the members begin to trade with each other,
shouting out their bids and cffere and using various kinds of hand signals.
Each stock ia traded for between 10 apd 30 minutes, depending on the amount
of trading interedt. When a sale le made, n clerk in the center of the ring
picks up the order alips from the buying and selling brokers, compares them,
and places them fn a tube which connects with a guotation beard on the wall,
where exchanga smployess chalk up the numbsr of shares und price of each
transactlon., The order slips then go to the clearing huuaelfuf the Exchange.
The brokera retain a carbon copy of the order slipa, which are vsed for
posting the transacticons In the firm's books, and for affacting delivery
or payment through the.clearing house.

In vlew of the actual and expected expansion of the Brazilian
capital markets, this system of trading hes certailn limitatfions., Firet,
the trading circle has & limited amount of space. TI membership in the
Exchange is to be opened up to qualified firms that are not now members
there will be no room for these flrms te conduct thelr trading unless the
system is changed, To build a larger trading circle 1& not the answer;

ever today, the nolae and confugion are not conducive to orderly markets.

Several brokers teld us that it 1s quite possible under the present system

1/ The Sac Paulo Stock Exchange hars no clearing hovse, and transactionas
are aettled directly between brokers.
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to miss the best bid or offer being wade at a given moment, and that stocks
are frequently traded simultaneously at twe or more different prices.
Furthermore, the fact that there 1s only a brief period during which

each stock may be traded tends to force purchasers or sellers who are
anxicue to obtain an execution on a given dey ro compromise unduly on

the price, since brokers on the other side will hold out for a better
price,

As volume of trading increases, it is becoming increasingly
difficult to 1imit a day's trading in a particular stock to a few minutes
each day. In fact, the "telephone market” has recently diverted ordets
in listed stockes from the Exchange partly becguse of thils limlitation on
the Exchange's trading system. Rather than walt until the next day's
trading and take a risk on the price changing, some customers prefer te
trade "over the councer" after tradiﬁg houra. 1t may be expected that
as the number of atocke traded on the Exchange and the trading volume in
these atocks continue ¢o Incresse, this problem will become increasingly
acute.

The Rio exchange has recentli established a separate "secondary
market" fer stocke with below-average Crading volume. Thircy stocks were
placed in the secondary market, leaving 23 stocks to be traded in the
principal market. Secondary-market stocke are traded on a purely

mechanical basis in a room adjoining the wmain floor of the Exchange.
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Ordegs at limited prices are submltted to an exchange employee by brokers!
assivtants whe prepare a table showing all bids and offera at each price,
A pinogle price ig then determined at which a maximum numbetr of erders can
be executed. Thig price, however, may not be more tham 5 percent awvay
from the price at the previous auction, except that 1f a stock la nat
traded at a given auctlon, the price limitation will not apply at the next
auction. When the secondary market was firat established there were three
auctions each day, but thle was found to be impractical aince there was oot
enough time between suctions for customers to ascertain whether their orders
had been executed at the previous anction. Thete are now only two auctions
each day.

The secondary market hag certaln disadvantagea of its owm. It
does not permit the uvse of markst arders.gfnn brekerage judgment can be
exercised in executing an erder, and many orders of cuatemers do not get
execued, It should be recognized that one reason for eatablishing a

mechanical syatem was that most of the brokers’ assistante who bring arders

to the secondary market are relatively untrained persons to whom a broker

1/ Limited price orders atate the highest price at which a customer will
buy or the lowest price at which he will sell.

2/ A market order is an order to Wy or sell at "market”; i.e., normally
the best prevailing offer or bid at the time that the order comes to

the exchange fiocor.

.



would not be inclined to give discretion.

In 1985 a standard unit of trading, or "round lot," of
100 shares was eatablished for stocks traded im the principal market,
in order to facllieate trading. Under thle system, ordera of fewer
than L00 ghares, or "odd lotes," atre handled separately. ©Odd lot orders
are matched with each other Lo the extent possible, and the Exchange
icgelf hae eacablished a fund that purchases or sells any excess at a
single price that im clomely related te the round=lot price of the atock.
The Exchange deaighates a member to handle odd lots as its agent, while
his brokerage businesa im attended to by & substitute. In the secondary

matket there is no round=-lot uwanit of trading, and orders of zll sizes

are handled together.
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td) A Coutinuoug Auction Markete=the SHI Flan

In December 1964, the Rio exchange retained the Servico Nationale de
investimentos (SN1) to prepave o plan for the modernization of the Erx.t::‘rnanE;E\.lJIIr
In June 1965, SNI gave the Exchange & derailed plan for changing the syetem of
trading and automating the execution of ordere. Furthermore, the plan
proposes that the Exchangs establish telex and teletype systems connecting all
local brokers with the Exchange, which eventually would be expanded to include
brokers throught the country; <enduct a publiicity campaien te lnduce the public
to invest in <orporate esecurltles] and organize a central clearing system that
would alse act a5 a depoaitory for coatomera' cash and securities and a credit
agency for margin 1;ruzl.nna.l:tj.n‘:'lrm.EIIr

The SNI report recommends that the trading syetem of "calling" out
securities one by one be abolished. This system would be replaced by a
continuous auction market, in which each stock would be traded at a particular
Wpost® on the floor of the Exchange throughout each trading session, Trading
would be fully automated, A broker with a customer's order to buy or sell a
stock would go to the post at which the stock was traded. He would be able to
ascertain the "market" for the stock by preesing s button, and an electronic

' i/
board would inform him of all existing bids and offers for that stock. He

1y This firm publishes an Investment zervice and manages a small mutunal
fund.

2/ At the present time, owing apparently to the tight credit poliey of tha
Central Bank, i is not feasible for investors to purchase shares on margin.

3/ Rewvealing all bids and offers might create problems, since it would
give potentfial manipulatora the ability teo predict emactly how many purchases
{or eales) will move the price & given amount. Moreowver, investors would be
likely to refrain from entering their bide and offers intoc the sayetem., 1t
might be preferable to reveal only the highest current bild and the Lowest
current offer {the "market" for the stock),
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would then be able te enter his own bid or offer into a dats-collecting
machine or to hit the prevailing bid or offer and obtain an execution, Under
such a system, as under the existing system, membars of the public would trade
with sach other without the intervention of any preofessional dealer or market

maker,

The basic change in the trading system that the SNI plan contemplates,
namely the change from a "call" system to a continuous auction martket,
appears desirable, at least for the more actively craded n\!:r:'s;lril:i.\!::i'.llIlf AB
we have seen, the call system appears to have & constricting effect on
the matrket for the more active stocke, several of which, a& w¢ have sasn,
trade more than 10,00 ghares {or 100 round lotg) per day, We gquestion
the wigdom, however, of adopting a continuous auction trading gystem with-
out providing for some sort of imstitutionalized dealer participation in the
market. Without this, ft is quite likely that shert-térm fluctuations in

atock prices will becoms even more extreme than they already sre. Since

trading that is now concentrated in leas than half an hour would be

1/ Determination of which stocks should be included might depend on
standards similar to the listing teguirements of the mejor IJ,S, exchanges. In
general, these are: tumber of shareholdere, number of shares outatanding that
are publicly held, record of earniogs, and value of assets., An additional
standard might be previous trading volume. Sae the diacussion of the tax
proviaiene of the Capital MHarkets Law in Section & of this report,
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spread out over the entire traalng gession, there would be less chance that a
customer's order to buy steck would simultanecusly meet another customerfs
sell order, A well-run dealer syatem would tend toc even out momentary
disparities between supply and demand, 1t would alac &nsure that an investor
could obtain an immediste execpntion at any time duting the trading eesslon at
a price resscnably related to the price at which the stock was last traded.

A brief description of the speclaliazt avatem that 1e employed on the
ni jor United States exchanges may be helpful in this comnection, Specialist#
are stock exchange members who "specialize! in some or all of the securities
traded at a partiecular leocation or Vpoat" on the fleor of an exchange, Thay are
reglotered with the exchange of which they are members and are allocated a
number of stocks in which they are responsible for “"making a market.”

A specialist has two basic functicona: First, he helds and execures
orders to buy or sell atocks in which he gpecializes, which are entrusted to

tiim by ether brokers on behalf of their customers, These are generally orders

- which canneot be executed immediately because the price at which the customer

wishes to buy or eell is away from the current market price of the aecurity,
Thus, 1f the market for a steck is 10 bid, 10% offered, the specialist would
generally hold limited=price ordere that canoot be executed againgt the curreat
bid or offer (e.g., the ocrder of a customer unwilling to sell below 11),
Secondly, a specialist purchases and egellz seeurities for his own account
in order to asesist in maintaipning a fair and orderly market in each securicy in
which he 18 registered. 1In this capacity, a epecfalist buye or sells
securities in the public market when there {8 no public demand at a price

reagonably close to the last transaction. 1Ip general, hia contributicn to a

failr and aorderly market {8 to uee hie own capital to minimize cemporary
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dieparities between supply and demand and thus to help maintain price
continuity.

The specialist is allowed to interject himealf into tha wmarket as
dealer only if to do s0 is reasonably necessary to maintain a fair and orderly

market. Speclaliste on the New York and American Stock Exchanges parcicipate
in approximately 25-30 percent of all tranna:ﬁiuns. 1f, for example, the
highest public bid is 10 and the lowest public offer is 10 1/2, the specialist
might quote hie own market at, say, 10 1/8 bid, 10 3/8 offered. 4 becker
coming to the specialist with an order to purchase stock at the market price
would then get an execution at 10 3/8, Similarly, a market order to seli
would be executed at 10 1/8. Bath the buying and salling cumtomer would
obtaln a better ezecution than if the market werz a purely public market,

and the specialist would in effect be paid for his services by getting the
"jobber's turn” (buying at 10 1/8 and selling at 10 3/8).

This 18 not to suggest that the Brazilian stock exchanges adopt the
specialist system exactly as it exists on the major U.5, exchanges, but racher
thaet consideration be given ta the establishment of a continuous auction
.market system of trading, with professionail desler participation of some kind.
The form that the ayvstem actually takes will have to be adapted to the needs
and capabilitien of the Brazilian market, For example, it mipght peseibly be
advisable to spread the risks (and profits) of "market-making" cver the entire
membership of the exchange rather than to concentrate them an a few firms,
In such case, specializte might be capitalized by an exchange fund te which
all members woyuld contribute and Iln which they would retain an interest. .

Another important question that would have to be decided is the length of the

daily trading session {or sessions), This would depend on such coneideraticoms
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as the level of trading activity and the need of members to be in their
offices during part of the day. A short session of two, or perhape three,
hours would probably be advisable at firasr, in order to aveld placing tee
bkeavy a burden on the dezlers to minimize price fluctuations. The trading
session could later be lengthened 1f this {5 warranted by increased volume.
It might alsoc be desirable tu-limit the daily price wvariation, as L{a done
currently on the "secondary” market of the Rio exchange and om American
commodltiea markets.

The important change in methods of trading that it 1s here suggested
cannot be imposed by government flat. The system would have to be worked out
jointly by che Governmenmt and the securities industry, including I{nvestment,
credit, and finance firms that are not exchange members at the present time.
As stated in Section 3 of this report, these firms should be encoutaged to
become exchange members and bring thelr capital and skills to the market in
corporate shares.

It 1z equally Important that the Government play an active rele in
overseelng and poesibly participating in the formilation and operation of
the trading system, particularly ln view of the exchanges' lack of experience
a5 self+regulators. It ghould be recognized that a syetem of continuous
trading in which the same persons may be simultanecusly brokers and dealars
creates reguelatory needs not present in the comparatively simple trading
system employed today on the Rioc and Sac Paule exchanges, Certalnly the
inttoductlon of such & system would be dangerous unless there 1s adequate
survelllance of the activitiea of professional dealers and other participante

in the market. The problem of regulation will be discusaed further in

Section & of this report.
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1f the less actively traded stocksa are to contioue to be traded an
the steock exchanges,l;we would not recommend a4 continuocus auction market
system of trading be employed. In Buch atockas, price fluctuations tend to
ke more extreme thanm in more active atocks; and the burden end che riaskas
placed on a dealer or epecialiet charged with maintaining an orderly market
would tend to be unreasonable great, Inactive atocks might be traded by the
"call" method, wi{th any exchange member having the privilege of requesting
that any listed stock be called on a given day; or by the “"cabinet" method,
whereby bids and offers are left with a clerk and any broker wishing to trade
in & stock can consult the "cabipet" and get the names of other interested
brokers., BEoth methods are used in the U,5, for exchange trading In Inactive
atocks,

() The Question of an Over«the-Counter Markel

There appears to be a lively discussion going on among interssted
persons in the Government and the securities industry of Brazil as to whether
an over-the-counter market ought to be aliowed to exist. The "over-the-
counter market" is a4 term meaning all trading that doeés not take place on a
stock exchange. The over~the-counter market ie an important part of the |.5.
securities markets, many stocks of Industrisl companies and nearly all bank
and insurance atpcks end government honds being tfreded exciusively on that
market. In addition, there 18 active over-the-counter trading in & number
of listed securities,

In Brazil the picture 18 somewhat different. Listed on the Rio

exchange are 23 trelatively actively traded stocks, approximately 30 less

1/ See the discussion of the possibilities of an over-the-countar market
in the next subsection.



I e am b

-53-

active stocke on the secondary market, and sbout 6,000 stocks that are seldom
i1f ever traded. There does not gppear to be sny over-the-counter market,
except for tha "telephone market" in actively traded Btuchslgand aome price-
support operatione in recently distributed astocks by individusls or
inveatment companies that have distributed the shares of companies to brokers
and the public.

If, as recommended in Sectiom 3 af thia report, membership in the
principal exchanges is opened up to all rfualified securities firma (and
especially If no limit is placed on the number of members), the participants
in this over-the-counter market may voluntarily tranefer their activities to
an exchange. Representatives of one firm active in the "telephona market®
told us that their firm would immediately ssek membership on the Rio exchange
if the restrictive admiesions policy of that exchange is changed,

it is posgible, however, that a number of firma, including these now
engaged in the exchange bil! business, will decide to act as brokers or
dealers in corporate stocks without joining an exchange, If this shouid
occur, the Government will have to determine whether to encourage, and
indeed whether to allow, an over-the-counter market. In 50 deing, it should
weigh &everal competing considerations. On the side of havipg an oversthes
counter market are the competition it would provide with the exchangss 1in
stocks that are traded on the exchanges; the fact that "unzeasoned" stocks,
which do not have wide discribution, are generaliy unsuited for continucus
trading on an exchange: and the advantsage of allewing the maximem depree of

fresdom ta Eirmu in how they run their own buafness. On the other eide are

1/ See p. 35

i —— e s m et e
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the greater degree of survelllance that is possible over exchange
transactions; tha faect that it 1s easier to publish price and volume
infarmation about exchange transactions; and the greater depth, that
concentration of all transections in one place ie likely ta give to the
market and the reaulting possibility that customers will obtain better
executions of their ordete. The latter consideration may be egpecially
relevant in view of the limited size of the Brazilian stock markets and the
limited numbar of trained participanta in these markets. We think that it
would be advigable to defer making & decision on thie important guesticon
until other recommendsations of thie report, especislly those dealing with
exchange membership end the system of trading on the principal matrket, have
been impiemented and until the degree of interest in instituting an over-the-
counter markek has been pauped.

If it ie decided not te continue exchange trading of inactlve stocks,
such stocks eould be traded at negotlated prices by investment firms, which
would keep these stocks in dlnventory and would quote markets in them, Under
such a system, only the more active stocka, whieh would neet specified
lieting requirements, would be traded on an exchange, Once a stock hecomas
"seagoned" in the market-=after ft has a minimum public distribution and the
company has a history of earninga~-it would be moved to an exchange for
continuous trading. 1In general, this is the system in effect in che 1.8,
Again, we think that no decision should be made wnkbil the matter has received
further conaideration.

Since the only viable stnck exchanges sppear to be those in Ric and
fao Paulo, the above discusalon 1a clearly inapplicable to other areas of

Brazil. Moreover, teleaphone and ether communications syesteme ere relatively
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undevelopad in Brazil today. For these rearons, in areas of the country other
than these in which the principal stock exchanges are located, the existencs
ef an over-the-counter market should be encouraged, particularly in stockas

primarily of local intetast.

(f}) Recommengdarions

I. PRules should be sdopted providing penalties for fraud and manipulation in
the purchase or sale of securities, whether accomplished by tranasactions, by
the spreading of falge or misleading Informaticon to artificizily affect the
price of & security, or by othar meana.

II. The statutes and rules governing the investments rthat banks, insurance
companies, and octher inatitutions are permitted to meke should be reviewed in
oirder to ascertalin whether it would be appropriate to allow more investment

in high quality.corporate stacksa,

ITT. A continuous auctlop market should be gubstituted for the present
system of trading on the principal stock exchanges, at least for the

mpre actively traded stecks., Conslderatlon ahould be given to introducing
professinnal dealer participation, ip which dealers would have affirmative
ocbligations boward the market for the purpose of keeping it orderly and
evening out temporary price fluctuations. The precise form that such a
eyastem takes should be determined after discussione have besn held hebwean
the Government and the gecuritles industry.

IV. We make ng recommendation whethero an over-the-counter marget, either in
inactive stocks or in these that are actively traded on an exchange, should
be encouraged ar even permitted in the Ric and Sac Faulo aress. Perhapa this
decinion should be deferred until further developments in the markebs can be
evaluated., An over-the-counter market putaide Ehe twe major Eipancial

canters should be enccuraged, st leaat in atocks of primarily local intereat.
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6. The Repulatory Heeda

In evaluating the requiremants for an adequate system for regulaciem
oF the Brazilian securities-markets, it 18 necessary te examine the capabilities
for self-ropulation of the securities induatry, the organization and objectives
of the Govarnment department charged with regulatory responsibility, and the
role that might be played by USAID in providiog technical aseistance, 1In this
accticn of the report, each of these areas will be discussed in turn,

(a) The Self-Regulatery Capabilities

Securities regulation in the U, S. i& to a large degree based upon
self-repulation. The major U, 5. exchanges, which had exercised cuontrel over
their members and listed companies even before the advent of Faderal regulation
in 1934, are part of an integrated system in which day=-to-day regulation isa
for the most part their legal responsibility, and direct Government intervention
is only exerciged as a last resort « or, in the worde of former 5.E.C. Chaitman
(now Juetice) William Q. Douglas, "Government would keep the dhatgun, so to
epeak, behind the door, loaded, well olled, cleaned, ready to use bub with
the hope it would never have Lo be useg.™ S In the U.S. over-the=counter
market, the National Asgociation of Securities Dealers plays a self-regulatery
role similar to that of the exchangea,

A self-repulavory system has severdl advantages over one in which reliance
for regulation ie placed gplely on the Government. Flrsot,self-regulation can be

broader in ascope. The securities industry can ingist that its membera follow

ethical concepta of fair dealing while the Government is restricted to enfeoroing

1/ Douglas, Demccracy and Finance (1940)82,

i rE————————— L — ———
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legal requiremzntes, Secondly, businesemen can bring more expertise and
understanding to regulatory problems affectiny thelr huslness than can a
Governmment agency, Thivdly, there is an advantage in invelving wembers of
the induatry in such gquesticns; as & consequence they will be more likely te
exercise aelf-discipline over their awn actiers., Finally, szelf-regulation
reducee the a:penu; and administrative burden that ies placed upon the
Govartmenkt.

The two majnf EBrazilian stock exchanges are not at the preszent time
gelf=-regulatory bodies in any pense of the word. Each {8 governed by a
small committee of active membera, and neither has any staff with responsibilities
for purveillance or regulation of membars' mctivities. The Ric exchange
hae not disciplined a member for any reason during the past 45 yeara. 1In
general, 1t does nor appear that the present adminiecration of elther exchange
has much interest in or aptitude for selfe«reguliation, even where instances of
vrongdeing are broupght to lte attention.

The Capital Markets Law seems to contemplate that the exchanges will
act a5 self-regulators, at least in enforcing rules formulated by the
Government. Artiele 7 provides that the Naticnal Monetary Council will Eix
the rules of the exchanges in the areas of exchange organization, disciplining
of membets, number of members and qualifications for admlesion, types of
operatione and methods of operating, finencial administratlen, commissicne
and other chatges, mnipulation and fraud, prtcgumainéenance'qperatiuns, beoks
and records £o be maintained by the exchange and by.memhern, collection of

atatistical data, controle over listed companiea, and margin requirements, i
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A potential self-regulatory force that should not be overlocked is
ADECIF, an association of approximately 50 ioveatment, credit, and finance
companies, some of which are active in underwriting and other aspects uE the
securities businese, The asecclation 1§ cam#uﬁed principally of Ric de Janeiro
firms, but it now has & few members in other ¢ities, and it hopes Eto become
a truly natienal erganization, Thus far, ADECIF bhas largely concentrated
o lobbying activities In connection with lepislation affecting ite members.

The membera of ADECIF apparently recognize that 1t is in thelr interest to

help shape the changes Ehat are taking place in the Brazilian securities imdustry.
if these firmg become etock exchange members, they may be sble to get the
exchanges actively involved as s partner, so to speak, of the Government in
rebuilding the securities markets end providing for effective regulation of

them. On the other hand, ADECIF could provide the nucleus of a emparate
soli-regulatory organization Ln the oversthescounter warket, similar to the
Hatlonal Asscociation of Securities DPealers in the U. 5.

Although the basic sende of responsibility, support, and finencing for
any self-repulatory system must come from persons active in the ;nﬁustry, these
peraoﬂs are unlikely to have the time or the skills that are needed far the
effective operation of sush a4 eystem, In the U, 5., the NASD and all but
the most unimportant exchangee have a full-time, pald profsseional administrator

1/
as president, The Constituticn of the New York Stock Exchange erates;

1/ The New York, Amerlcan, Midwest, Pacific Coaast, Philadelphia-Baltimore-
Washington, and Boston Stock Exchenges have pald presidants,
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"The President shall bte the chief officer and
the chief exerutive cofficer of the Exchange,
responsible for the mapagement and administra-
tlon of its affairs, and shall be the official
represantative of the Exchange in all public
matters. FEy his acceptance of the office of
President he phall be deemed to have agreed to
uphold the Constitution of the Exchange. He
shall, duting hls incymbency, be & member of
the Board of Governors and ex officic a member
of any commlttee authorized by the Board of
Governors." 1/

We would recommend that the Rio and Sac Paule exchanges create the full-cime
position of president and glve him similar autherity and responsibility. The
president should have a contract wirh the exchange in order to ensure his
indepandence., Ha should have at his disposal sufficient funde to amploy

a staff to Tun the exchange's business &nd adequately regulate 1tz members.
The regulatory staff, which should be responeible to the president and not
to the members of the exchange, need not be large. Four or five persons of

profeasional caliber would probably be enough st least at the beginning.

(b} Regulation by the Govermment

Whether or not the securities industry has a significant part in
regulating the Brazilian markets, the role that is played by the Government
ftaelf is vital. The Capital Markets Law gives the National Menetary Council
and the Cantral Bank broad powers to act in a number of areas. Many of these
powers cannck or should not be delegated to the exchanges or sny other eelf-

regulatory body. Even where iadustry is aliowed to regulate itself, the Gowvern-

ment should provide active sversight of the self-regulaters and should be ready

1/ aArticlte VI, Sec. 1,
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and able to take direct action 4f the self-regulators fail to de their job.
Furthermore, the Gevernment can perform an imporcant role in puiding and
assisting the Brazilisn eecurities industry in effecting necessary changes

in the markets. This secems to be contemplated by the Capltal Markets Law,
which provides for financial support by the Government for the teorganization
of the stock exchanges. For these reasons, it is important to inquire
whether the Government im equipped teo handle its responsibilities for

regulation of the gecurities matkets.
. Before the adoption of the Capital Markets Law there was virtoally nao

Government regulation of the securities markets. Under Ingstruction No. 309,

igsued Iin 1959, the Ministry of Finance laid down cartain rules to be Enllowed
by investment, ¢redit, and Finance compenies; this regulation, however, waa
chiefly concerned with the financial responsibility of these institutions,

and Lt seems to have been viewed as an adiunct to the banking laws.

Respensihility for enforcement of Instruction No., 30% was given to the

Superintendant of Currency and Gredit (SUMOC), of which the Central Bank

aof Brazil is the syccessor.
The Capital Markets Law deelgnates the Centrai Bank as the Government

agency charged with 1ts administration and enforcement. We heard some
criticism of this decision by persons who thought thet it would bave been

bettey to have esatablished = new agency to handle zecuvrities regulationm,

chiefly owing to certain legal restrictions on the Central Bank thet make it

difficuit for it to hire qualified persons,
At present the staff of Brazil's "S.E.C." appears to consizt of one

individual, mich af whose time e cccupied with examining prespectuses
of new lsgues of securitfies == ane of the new responaibilities of the
Government under the Capital Markets law. The major questions of reorganizing

the markets and devizing a aystem of repulation are being conpldered by a
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gmall committee, whose members include the president of the Central Bank, Lwo

other Central Bank officialk, and two persons in the securities business.
With the single exception of the offielal referred to above, all of these
peraons have demanding joba elgewhere that requite moat of their time and
BNETEY.

We cannot judge the wisdom of the decision to give the Central Bank
the suthority to regulate securities matters. We believe, however, that

little can be accomplished in implementing the Capital Markets Law until

the Government creates an adequate eteaff of competent profeasionals who can
devore their full-time energies te thic task, Such s staff would not have
to be large. Az a beginning, three or four persons capakle of operating
on a4 policy=making leve], and perhaps a dozen cthere of professional ealiber,
preferably with specialized training {e,.g. accounting) or experience in
administrative work or in the securities business, would be adequate,

In January 1966 30 voung Brazilians will go to the United States for
a training program in securitfes matters, including aix months of study at
New York Univeraity Graduata School of Bueiness Administrakion, to he
followed by three months of "internship" on Wall 3treet or in Washington,
Thia project is sponsored jointly by ALID and the Brazilian Netional
Development Bank. We understand that approximately five of these persona
will work for the Central Bank wpon their rveturn to Erazll, Thia program
will undoubtedly be of important value in the long-run development of the
Brazllian securities marketa, especlally Lf it is combined with, and

foreshadowed by, the immediate creation of a regulatory ataff jin the Central

Bank.
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{c) The Role of AID

One of the purposes of the visit upon which this report is based was
to determine whether further technical assistance hy AID weould be advisdble.
In the vourse of the vieit, the president of the Central Bank orally
requasted that the authors, or If they were not available others with eimilar
fielde of specialization, return for a period of six meonths,

We think that further aseistance would be desivable In a -number of
areas, principally to help in ilwmplementing the recommendaticns made in this
report, including the training of a regulatory staff both in the Government
and the exchanges, nﬁd the drafting of regulationa under the Capitsl Marketn
Law.

We have serious eeservations, bowever, as to the ugefulnens of
providing technical assistance of this kind until the Government has taken
the necessary ateps to steff itself that are referred to in the previous
subsection of this report. The areas in which lmplementation ie required
are extremely broad, and a great deal of hard werk wiil heve te be done
if even & small part of it is to be completed within six months, It would be
hopeless to Ery to accomplish thia tesk unlesa the speclalists providing
the aseistance can work closely with senlor Brazilian officiale who give their
full time to it and who have the neceseary antheority to act,

We think chat ir alsp may become advisable at scme time in the future
for persona with certaln specialized backgrounds to give short=-term aseistance,
For example, Lf a desler syatem is inaugurated on the major stock exzchanges,
a speclalist From one of the American sxchanges might ke able to provide
practical advice and help to the Erszilian exchanges and their membersa,

It ik possible that a visit of no more than ofe or two weeks would be

necesaary for this purpose,
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(d) Reconmendationn

I The major stock exchanges should organize themselves az gelf-
regulafnry organizations, with a full=time paid ;dulnistratur ay president and
ar adequate repulatory staff,

11 For the purpose of providing oversight over the self-regulatory
activitles of the exchanges as well as direct regulating contréls in certaln
areas, the Government of Brazii should build an adequate staff of profesaional
expioyees. Such a staff might at the begilnning consaist of three ar four
peraons capable of working on a policy~making level and perhaps a dozen
aothers, preferably with relevant apecialized trailning or experience,

IIT We would rocommend that further technical mseistance be provided
for s period of approximately aix montha for the purpose of implementing
the Capital Markets Law and the recommendations of thils report. We dao
not beliave, however that atich assiatance would be useful until the Government

of Brazil has taken ateps to build an adequate staff,
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7. Conclusion

This report contains recommendations designed to strengthen and
broaden the Brazilian stock markets in a number of apecific areas where
improvements can be made, including the trading markets, the securities
industry, and corporate disclosures., From these recommendatione, a few
baaic palnts emerge,

Firat, the Erazilian stock markets have clearly outgrown the
inatituctional structure under which they have been functioning. Although
this atructure may have been idemlly suited for the marketa of the 15%'s,
it appears to be inhibiting the growth of today's markets. The recommendations
contalned in thig report are aimed at removing cutmoded reatrictlons on the
development of the markets, Thus we recommend that membership of the stock
exchanges be opened to all qualified firms Qnd that the present eystem of
trading be replaced by a contlnuous auction market under which stocks can
be traded throughout the trading session,

Secondly, Brazil has the elements of a strong securities Iindustry
capable of acting as intermedlary between industrial companies and the
investing publie, The esfforts of the Government to encourage firms that
have heretofore concentrated their activities to the exchange bill business
te turn thelr efforts {and capital) to the "share business" should be
continued, Moreover, it 15 hoped that the securities industry will recognize
that it ia in its own interest to work me an active partnetr of the Goverhment
irn regulating the market place, Te the Exfent possible, the Government \

should encourage salf-regulation.
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Thitrdly, every effort should be mede teo increase the puhlicle
confidence in the securities markets, This is a long-range goal which
can be accompliahed only by providing & solid basis for such confidence,
Brokers should be encouraged to provide adequake services te thelr customers
and, above all, provieion should be made for full disclosure by companies
seeking publle flnancing or whose securit{es are publicly held, of mattera
likely to affect investment decliaions, We believe that improvement in
disclosures will help bring about the desired broad publiec participation
in the gecurities markets,

Finally, it would be unrealistic to expect that these recommendations
can be implemented unt{}]l the Government eatablishes an adequate steaff that
can fully devote {ts energles to these probleme and can guide the securities
industry through the progrem here cutlined. 1f such & staff is established,
AlD=gponzored technical aseistance for a period of approximately six wmonths
would be valuable for the purpose of tralning ataff members and implementing

the recommendations ¢ontained in this report,
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