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FEATURED 0&A

LATIN AMERICA ADVISOR

Are the Good Times for Brazil's Banking Sector Coming to an End?

First-half earning results for

Brazil's top banks mostly
showed declining return-on-
equity and falling interest

income margins, although still at high lev-
els. Are the good times for Brazil's bank-
ing sector starting to come to an end?
What must banks—and the government—
do to keep the party going?

Guest Comment: Maria Rita

Gongalves: "The first results of

the first half of 2008 presented by

the top Brazilian banks were
largely as expected. Competitive pressures,
upward pressure on funding costs, signifi-
cant loan-loss provisioning, and much
lower one-off gains from market events all
weighed on earnings growth in the first
half of 2008, but returns continued to com-
pare well with banks across the region and,
indeed, globally. Regulatory action to curb
fees, especially those related to lending, also
limited growth of non-interest income so
that margin pressure becomes more
important to bottom line results. Loan
demand, the principal driver of results for
most banks, continues strong and well bal-
anced across the portfolio. Historically, the
top banks have presented a consistent track
record and an ability to react promptly to
changes in the Brazilian economy.
Adequate capitalization ratios are a key fac-
tor, although they are still gradually falling
and their capital bases have been supple-
mented by the issue of Tier 2 instruments
in recent years. Looking ahead, we believe

Inside This Issue

loan growth will continue to drive good
results, and controlling funding and credit
costs will be the key to maintaining strong
returns, although these will likely be below
the peaks we have seen in recent years.
Fitch believes that those banks are well pre-
pared for the challenges going forward, and
that the regulator remains committed to
the health of the system and has evolved
toward global best practices, leaving the
system well prepared to face the next turn
in the economic cycle in Brazil."

Continued on page 4

’

Lula "Qutraged" over New
Wiretapping Charges

Brazil's President was "shocked and
outraged" Monday over a report that
his government's intelligence agency
spied on the Supreme Court chief and
members of Congress. See story on
page 2.

Photo: Agencia Brasil.
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Paraguay to Withdraw Support in
UN for Recognition of Taiwan

Fernando Lugo, the newly inaugu-
rated President of Paraguay, will end
the country's 51-year policy of sup-
porting United Nations recognition
of Taiwan as an independent nation,
the Associated Press reported.
President Lugo said in a television
interview Monday that Paraguay,
which is the last South American
nation that recognizes Taiwan, will
not ask the UN General Assembly to
recognize Taiwan at the body's
meeting on September 22 in New
York. Taiwan has given millions of
dollars in aid to Paraguay over the
years in exchange for its support.
Paraguay's senate has been consider-
ing $71 million in new donations
from Taiwan, according to the AP.

Freed Colombian Hostage
Betancourt Meets with Pope

Former Colombian presidential can-
didate and freed rebel hostage Ingrid
Betancourt met with Pope Benedict
XVI on Monday, Italian news agency
ANSA reported. Soon after her
release in a military rescue opera-
tion on July 2, Betancourt expressed
a wish to meet the pope, who has
made repeated appeals for an end to
kidnappings in Colombia.

Brazil's Gafisa Takes Controlling
Stake in Construtora Tenda

Gafisa SA, the first Brazilian real
estate company listed on the New
York Stock Exchange, on Monday
agreed to buy a controlling stake in
developer Construtora Tenda SA.
Gafisa will acquire 60 percent of
Tenda, the company said in a state-
ment on the Brazilian securities regu-
lator's Web site, Bloomberg News
reported. No financial details were
disclosed. Mortgage growth in Brazil
has risen some 35 percent through
June over a year ago.
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Political News

Brazil's Opposition Calls for New
Wiretapping Investigation

Brazilian opposition leaders on Monday
called for an inquiry into a report that
Brazil's intelligence agency spied on the
Supreme Court chief and members of
Congress, Reuters reported. Veja, the
country's leading news magazine, report-
ed last weekend that the state Intelligence
Agency, known as Abin, spied on Supreme
Court President Gilmar Mendes and
tapped his telephones, according to the
report. Veja published what it said was a
transcript of a private telephone conversa-
tion Mendes had with a member of
Congress. An Abin agent who provided
the transcript said such illegal phone tap-
ping of authorities was common and also
included the head of the Senate and two
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Felipe Calderon on Monday said he plans
to "redouble efforts" to "eradicate lack of
law and order" in Mexico's society, the
government said in a press release. "The
authorities and citizens must do their part
to clean up Mexico,"
7 the press release stat-
ed. On  Sunday,
Calderon met with
the heads of the main
groups that organized
the "Let's Iluminate
Mexico" march on

Calderon Saturday, which drew
Photo: Mexican an estimated 200,000
Presidency. protesters into the

streets, including many middle class resi-
dents, according to reports. Calderon
pledged to "review every one of the pro-
posals submitted" by march organizers for
reforming the country's public safety and
justice systems. "On behalf of the federal

« Somebody has to be sacked. If the justice

minister is at fault, let it be him then. 2

cabinet members, Veja reported. President
Luis Inacio Lula da Silva held urgent talks
for most of Monday with Mendes, the
Senate speaker and several Congress
members who expressed their concern
and demanded those responsible to be
punished, according to  Reuters.
"Somebody has to be sacked. If the justice
minister is at fault, let it be him then," said
Demostenes Torres, of the opposition
DEM party. Lula was surprised and out-
raged at the possibility of the Supreme
Court chief being secretly recorded, his
spokesman Marcelo Baumbach said,
according to Reuters. Abin said it was
investigating the accusations but had con-
fidence in its staff. Lula's administration
has been marred by successive political
scandals, which Lula himself has been able
to distance himself from to date.

Mexican Government Seeking to
Engage Public over Crime Protests

On the heels of massive street protests in
Mexico City over the weekend, President

)

— Demostenes Torres

government, I accept the demands of civil
society formulated in the document that
was handed to me in writing, except for
those issues which, according to the con-
stitution, are the province of other orders
of government, or will be implemented
within specific time frames," Calderon
stated. Kidnappings and slayings have
dominated headlines in Mexico in recent
weeks. Last Thursday, twelve decapitated
bodies bearing signs of torture were found
in eastern Mexico near heavily touristed
areas in the Yucatan, AFP reported. The
headless male bodies were found piled on
top of each other and covered with blan-
kets in a suburb of the city of Merida, the
capital of Yucatan state.

Economic News

Uruguay, South Korea to Sign
Fisheries Cooperation Pact

Uruguayan president Tabare Vazquez, the
first head of state from that country to
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ever to visit South Korea since diplomatic
relations were established in 1964, is
scheduled to meet his South Korean coun-
terpart Lee Myung-bak today. Ahead of
the visit, the two countries have agreed on
a fisheries pact, South Korea's Ministry for
Food, Agriculture, Forestry and Fisheries
announced Monday, local news service
MercoPress reported. The Korean govern-
ment said Monday that the pact is signifi-
cant because it will give South Korean
fishing vessels better use of the port in
capital city Montevideo. The port is used
as a refueling center for an estimated 50
South Korean vessels that fish near in the
South Atlantic and Antarctic Oceans. The
deal can help boats get supplies, unload
catches, refuel and stay in the port when
they are not catching fish, which would
help South Korea's deep-sea fishing oper-
ations in the region, according to the
report.

Bolivia, Iran Promise Closer Energy
Ties as Morales Visits Middle East

Iranian President Mahmoud
Ahmadinejad told visiting Bolivian coun-
terpart Evo Morales on Monday that their
two nations are "natural allies” and would
continue to boost energy ties, AFP report-
ed. "The two revolutionary nations and
the governments of Iran and Bolivia are
natural allies and will boost their relations
in the fields of commerce, industry, agri-
culture, gas, oil and politics,"
Ahmadinejad told Morales on the first day
of a two-day trip to Tehran. Last
September, Ahmadinejad visited Bolivia
with an offer to invest some $1 billion in
Bolivia's energy sector. "We are striding on
a common path towards a brighter future
and will remain by each other's side and
supportive of one another under any cir-
cumstances,”" Ahmadinejad said, accord-
ing to the report. Morales responded by
saying he supported Ahmadinejad's
"stance against imperialism and defending
the rights of the Iranian people." Earlier
this week, Morales was in the North
African nation of Libya for another state
visit. Bolivia opened diplomatic ties with
Libya, which like Iran has a history of con-
frontation with the United States, in
August. The governments of Libya and
Bolivia then agreed to establish formal ties
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The Dialogue Continues

Is Latin America's Commodity Boom Coming to an End?

The commodity boom that has
powered so much of Latin
America's growth in recent
years may be finally coming to
an end, say many economists. What is
the capacity of Latin American
economies to absorb a "correction" in
commodity prices? Have countries
taken advantage of the hoom to diversi-
fy their economies and reduce their
dependence on commodities?

Guest Comment: Luis A. Viada:
"This question may be prema-
ture. Although commodity
prices may have receded in the
wake of easing oil prices, the fact is, the

and cooperate in the energy sector. Last
Wednesday, Bolivian state oil company
YPFB pledged to double its natural gas
reserves in the next four years through an
investment plan that will include foreign
| partners, Reuters
reported.  The
"Plan 100" would
extract more
' than 50 trillion
cubic feet of gas,
reaching 100 tril-
lion cubic feet in
total, Santos
Ramirez, the
head of YPFB
said in a statement. The plan calls for
investments of between $1 billion and
$1.5 billion per year, the report stated,
with counries like Russia, Brazil,
Venezuela and others making new invest-
ments.

Morales (L) and
Ahmadinejad (R)
Photo: VOA News.

Company News

Brazil's Gerdau Investing
$1.4 Billion in Peru Steel Mill

Brazilian steelmaker Gerdau announced
Monday that it will invest $1.4 billion to
transform a Peruvian unit into one of the

demand fundamentals that drove the
price hikes in the first place are still
there: the rapid growth and industrial-
ization of India and China. Those condi-
tions are not likely to stall or reverse
themselves in the near/middle term—
so, it would be unwise to rule out the
possibility of commodity prices resum-
ing their steep upward trend."

Luis A. Viada is Managing Director at
McGraw Hill Companies.

Editor's note: the above is a continuation
of a Q&A published in the August 19,
2008 issue of the Advisor.

largest steel mills in South America. Under
the plan, production will increase more
than six times at Siderperu, reaching 3
million metric tons of steel per year. At a
ceremony with Peruvian President Alan
Garcia, Gerdau executives said steel pro-
duction will increase to 1.5 million metric
tons in 2011 and 3 million tons in 2013.
Siderperu's current production capacity is
450,000 tons. "Peru is a strategic country
for Gerdau, being a market with great
potential and great development possibil-
ities," stated Andre Gerdau Johannpeter,
the company's CEO. Siderperu's executive
director Luiz Polacchini noted that on a
national level, Siderperu aims to become
the leader in long and flat steel products,
supplying the internal market and target-
ing other Andean countries with exports.
The Peruvian town of Chimbote will see
2,000 new permanent direct jobs and
6,000 indirect jobs as a result of the expan-
sion, Gerdau said. During the construc-
tion stage, another 4,000 positions will be
created. Gerdau has already put $122 mil-
lion into its Siderperu steel mill complex
after acquiring it in 2006. Operating in
Chimbote for 50 years, it is the largest
steel-producing employer, with more than
2,250 workers.
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Featured 0&A
Continued from page 1

Guest Comment: Roberto
Teixeira da Costa: "Everything
makes one believe that the
profitability of Brazilian banks
is heading toward a level below what
they achieved in the past. Several factors
can be noted: 1) the banks are paying
more to increase the resources available
for compensating for the growth in their
loan portfolios; 2) the decrease in earn-
ings on bank rates regulated by the
Central Bank; 3) a change in funding via
leasing operations used to raise funds for

¢ The loss of profitability and
the resulting decline in return
on equity should not be a
cause for worry.””

— Roberto Teixeira da Costa

bank financing operations; 4) capital
markets have not had the same
dynamism they did in 2007, thus affect-
ing the profitability of bank subsidiaries
operating in that market; and 5) a more
stubborn currency environment that is
lowering spreads. The loss of profitabili-
ty and the resulting decline in return on
equity should not be a cause for worry; it
is a natural adjustment to new times.
The situation for banks in Brazil is very
healthy, and their results were not affect-
ed by the sub-prime crisis."

Guest Comment: Antonio

Aires: "Brazilian banks' mar-

gins were hurt by the illiquidi-

ty crisis that reached its peak
with the huge write-offs taken by major
international banks. At first, this was not
felt directly by local banks. But the illig-
uidity crisis, together with increases in
energy and food costs, triggered fears of
inflation in Brazil, and the government
took several measures that increased
funding costs, which basically were
increasing reserve requirements and the
interest rate on basic government bonds.
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Reserve requirements were created for
once exempt interbank time deposits
(known as CDIs) made by capital leasing
companies of banking conglomerates in
the commercial and investment banks of
the group. Since the bonds issued by
such leasing companies in the capital
markets were previously exempt from
the IOF (tax on financial transactions), it
was common practice to issue such
bonds and afterwards invest in reserve
requirement-free CDIs of the group. The
international environment for bonds or
notes issued by Brazilian financial insti-
tutions, now more averse to emerging
market risks, increased the costs for such
bonds. The opening of new retail bank-
ing financial institutions in Brazil also
created more competition, creating pres-
sure on interest rates. Banks are being
more creative by using funding instru-
ments that bear tax incentives, like some
real estate financing instruments, and by
looking for alternative sources of fund-
ing. This was the case of Itau and
Unibanco, which recently raised around
$600 million with a Japanese bank con-
sortium. Less affected by the illiquidity
crisis, these Japanese banks were able to
accept the same risk premiums applica-
ble to such institutions before the crisis.
Banks once focused on retail are also
diversifying into middle-market compa-
nies, expecting to generate more busi-
ness and higher spreads. As to salary- or
pension-backed loans, which are highly
regulated, financial institutions are pres-
suring the government either to simplify
formalities and reduce formalization
costs or to allow for higher caps for
interest rates."

Maria Rita Gongalves is Director of
Financial Institutions at Fitch Brasil.

Roberto Teixeira da Costa is a member
of the board of Banco Itau Holding
Financeira S/A and SulAmérica S/A.

Antonio Aires is a Partner at Demarest e
Almeida Advogados in Sao Paulo.
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