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he Brazilian banking sector has pr-r
I formed remarkably well in recent

vears. The question is whether this
is due to efficiency or mere opportunism.
Among the principal sectors of the
Brazilian economy during 2002, only five
posted returns on equity in excess of the
18% yield available on bank CDs.
However, these generally low returns in
the industrial sector of the economy
probably are less a sympton of inelficien-
cy and more a consequence of a market
in which credit is scarce, costly and of
very short maturity.

In fact, the operating profits of most
Brazilian non-financial companies are in
line with similar companies operating in
other countries. However, the problem
lies with the heavy financial costs that
Brazilian companies must bear — costs
that consume about one-third of compa-
nies’ revenues. The economy cannot grow
al a sustainable rate of 4% a year or more
as long as companies must finance them-
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Thriving Through Efficiency

Brazilian banks have performed remarkably

well because of their competent management.

But the credit market remains vastly undertapped
because of the high cost of finance in Brazil.
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selves at such a high cost, The scarcity
and therefore the great cost of credit are
serious barriers Lo economic growth.
Brazil's banks are thriving not
through opportunism, but through effi-
ciency. Our banking industry is today one
of the most solid and most profitable in
the world. However, it would be a mistake
to attribute this performance to high
interest rates. The banks' profits are a
demonstration of their efficiency and
competence. They have invested heavily
in technology and today approximately
70% of banking transactions are
processed electronically, contributing to
gains in efficiency. In 1994, their ratio of

Brazilian banks need to increase bank transactions and lending.
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operating costs over assets stood al about
11%. Today, this figure has fallen to 6%. In
a form of Darwinian natural selection, the
more efficient banks absorbed their inef-
ficient competitors. This process opened
the doors to major international players,
which further stimulated the banking
industry’s competitivensss.

Brazilian banks have also developed
strategies to avoid relying too heavily on
interest income, Banks once generated
about $15 billion in annual revenues by
using current account liabilities that paid
no interest to invest in high-yielding fed-
eral securities. Afler the govern-
ment's1994 Real Plan brought monthly
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inflation rates of 50% down to 1% or less,
banks had to begin developing new
sources of revenues. In 1994, lee income
reepresented 400% of personnel costs, com-
pared with 95% today. Fee income was
equivalent to 14.3% of interest earned on
loans in 1984, rising to 25.3% in 2002.
Interest revenues on loans grew 62.7% in
the last five years while revenues from
services rose 80% and there is still plenty
of room for growth,

In 2002, the banking sector’s total
assets (excluding the government’s
BNDES development bank) stood at
RS1.07 trillion (US$ 309.36 billion) of
which 28.7%, or R$308 billion, consisted
of loans and 23.8%, or R$255.5 billion,
wias held as bonds and other securities.
The banks are a major source of financ-

ing for the government through their pur-

chases of federal securities. However,
these securities, due to their high rates
of interest and zero risk weighting in
bank’s Basel capitalization ratios, inhibit
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growth in lending to the private sector,

Brazil needs a solid and profitable
banking system if the economy is to
attain sustained rates of growth and if
we are to have profitable non-financial
companies that are able to increase
investment by being able to aceess long-
term credit at acceptable rates. There
are numerous ways to reduce the cost of
finance for borrowers,

The first is by lowering the base rate
of interest, The semi-independent central
bank sets short-term interest rates in line
with its mandate to meet government-set
inflation targets. Another favorable trend
would be approval by Congress of draft
bankruptey legislation that would establish
a more satisfactory balance between bor-
rowers and lenders. Current legislation
makes it hard to recover property and
other assets offered as collateral for loans
(see “Courting Chapler 11," page 15),

Reducing central bank reserve
requirements would also reduce borrow-
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ing costs, Adjusting Basel capitalization
ratios so that loans to creditworthy com-
panies carry a lower risk weighting would
also be beneficial.

Other key changes that would stimu-
late borrowing are official measures to
encourage micro-lending to individuals and
small companies and wider use of credit
bureaus that would enable lenders to dis-
tinguish between strong and weak risks,

High interest rates and volatile capital
markets raise the cost of capital for borrow-
ers. This also worsens the risk profiles of
private sector borrowers, discouraging
banks from lending to companies. But con-
tinued economic reform and falling infla-
tion would lead to lower interest rates and
would allow banks to lend more to the pri-
vite sector. This would set off a virtuous
circle of rising economic growth and
increased availability of credit.

Brivelto Rodrigues is president of
Austin Asis the Sdo Paulo-based banking
consullancy.
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Financial Analysis: Brazil

Main Financial Indicators as of 12/31/2002 BALANCE SHEET SIZE INDICATORS NCOME STATEMENT FINANCIAL INDICATORS
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