Summary
 Brazil’s reforms over the past decade have put the country in a
good position to withstand the global economic crisis.

 In the wake of the Real Plan of the 1990’s, the country’s fiscal and
monetary reforms have tamed inflation and greatly improved its
external account position.

 The commodity boom helped Brazil build a large cushion of foreign
exchange reserves, while the economy has diversified through
manufacturing and service sector growth.

 Corporate growth will likely be further driven by the country’s
burgeoning middle class and the entry of millions of people in the
consumer goods markets.

 Brazilian equity valuations are at their lowest levels in a decade,
with a number of factors suggesting that the market offers good
value opportunities.
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By
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While every corner of the globe is feeling the impact of the financial
crisis, Brazil is fortunate to be entering this period from a position of
relative strength. Consider:

 GDP is expected to contract 0.5% in 2009 due to a very weak
	first half. But the Brazilian economy is likely to recover faster
than the world’s average, growing 4% in 2010.1

 After years of trade surpluses, Brazil has amassed more than
$200 billion in foreign exchange reserves, giving it the flexibility
to meet its external obligations.2

 Brazil’s debt gained an investment grade rating (BBB-) by S&P and
Fitch in August 2008, and has low external financing needs. The
government can apply fiscal stimulus without jeopardizing its rating.

 With policy rates still in double digits, there is plenty of room for
monetary easing.

 Foreign direct investment remains strong.
These observations3 are all the more remarkable if one considers how a global
downturn of this magnitude would have likely hit Brazil just 10 years ago.
With an inflation-wracked economy highly dependent on trade and external
financing — including notoriously fickle “flight” capital — the consequences
would have been little short of disastrous. In this paper, we outline how
Brazil managed the transformation, the challenges that remain, and why
we see the country as an attractive investment opportunity.

1 Brazil Institute of Statistics (IGBE), Dec. 2008
2 Brazilian Central Bank (BCB), Dec. 2008
3 There is no guarantee of future performance. Volatile market conditions could adversely affect these expectations.
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Changing Demographics and Taming Hyperinflation
Brazil has been undergoing demographic transformation since the 1940’s,
when just 30% of its citizens lived in urban areas — a number that has
since climbed to almost 80%. However, from the 1980’s to the early 1990’s,
Brazil’s economic development was often hobbled by hyperinflation, with
growth proceeding in fits and starts.

Brazil has succeeded in moving
from a primary fiscal deficit of 1%
of GDP in 1997 to a surplus of 3%
by early 1999, and fiscal surpluses
have been achieved every year since.

This story began to change in 1994 with the adoption of the Real Plan,
which pegged the currency to the U.S. dollar on a gradual schedule, breaking
the inertia of inflationary expectations. The plan was developed by a team
of prominent thinkers led by Fernando Henrique Cardoso, the social scientist
and former finance minister. Not surprisingly, Cardoso capitalized on
the success of inflationary stabilization by winning two consecutive
presidential elections.
In its first years, the Real Plan’s implementation involved fiscal, monetary and
economic reforms, including privatization of some major state-run companies,
which in turn led to renewed interest on the part of foreign investors. But this
progress was abruptly halted by the 1998 Asian crisis and Russian default.
Contagion from these crises affected all emerging markets, including Brazil,
which resulted in an IMF-led support package. In the midst of this turbulent
economic chapter, Brazil redoubled its inflation-fighting efforts and adopted a
floating exchange rate policy. These measures — which included policy rates
that hit 45% at one point — helped quell panicky devaluation of the currency
and bought the nation some time to instill confidence in a stricter fiscal policy.
In short order, Brazil succeeded in moving from a primary fiscal deficit of 1%
of GDP in 1997 to a surplus of 3% by early 1999, and fiscal surpluses have
been achieved every year since.
Brazil’s newfound fiscal integrity stems from a number of initiatives. For
example, the 2000 Fiscal Responsibility Act can impose severe penalties
on elected officials at federal, state and local levels who exceed budget
constraints. Debt issued by Brazilian states has been renegotiated. Further,
federal debt has been restructured on more favorable terms by eliminating
currency-indexed bonds, reducing inflation-indexed debt and enlarging the
fixed-rate component. The bottom line is that foreign exchange depreciation
does not cause sovereign solvency problems anymore. These developments
are reflected in the upgrades to investment grade status that Brazil’s debt
has achieved over the past year.
Ironically, President Luiz Inácio Lula da Silva, who currently enjoys skyhigh popularity for his handling of the financial crisis, was once viewed as
a potential roadblock on the country’s path to economic modernization. In
2002, when he first emerged as a candidate, the market was suspicious of
his blue collar origins and affiliation with the left-wing PT (Workers’ Party).
But such fears proved unfounded, as the Lula administration kept Cardoso’s
main economic policy orientation and restored market confidence. To
underscore its commitment, the new government increased its target
for the primary budget surplus and upheld the Brazilian Central Bank’s
(BCB) operational autonomy.
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The parallel growth and diversification
of the manufacturing sector have
strengthened Brazil’s relative selfsufficiency — exports are just
15% to 20% of GDP. This trend
should benefit the country during
the downturn.

Indeed, the BCB’s autonomy played an important role in sustaining the
transformation, with the country consistently meeting inflation targets.
In both 2006 and 2007, inflation was lower than the midpoint of the target
range (Exhibit 1). In 2008, while virtually all inflation-targeting countries
breached their targets, Brazil’s inflation in is still within the upper bounds
of its 2.5%-6.5% target range. Given the current global deflationary
environment it is easy to forget the long, hard road Brazil traveled to
tame the ghost of hyperinflation.
Exhibit 1 — Brazil: CPI YoY vs. Central Bank’s Target
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The Real Plan’s Impact on External Accounts
The efforts of the Cardoso and Lula administrations paid off with a turnaround
in external accounts, moving the country from a trade deficit of $6.8 billion
in 1997 to a string of eight years of trade surpluses that peaked during the
commodity boom in 2006 at about $45 billion (Exhibit 2). Throughout
this period, Brazil diversified its economy, both with respect to its export
base and manufacturing sector. It increased the number of trading partners,
including more emerging countries, whose contributions to the global
economy were on the upswing. The parallel growth and diversification
of the manufacturing sector have strengthened Brazil’s relative selfsufficiency — exports are just 15% to 20% of GDP. This trend should
benefit the country during the downturn.
In recent quarters, the current account balance trend has reversed from
surplus to deficit, driven by strong internal demand. The deficit, however,
is still modest compared to peers, because Brazil has managed to attract
strong foreign direct investment and portfolio inflows despite the recent
global economic woes. The trade surpluses helped reduce the country’s
external indebtedness to less than 15% of GDP, from around 41% as of
year-end 1999, according to the BCB. Most significantly, given the
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strength of its recent prosperity, Brazil has become a net creditor: BCB figures
show that international reserves climbed from $40 billion in 2002 to the
current $203 billion. This is a substantial cushion that can serve as a hedge
against potential capital flight. Brazil has indeed outgrown its former image as
a country with a fragile economy and brittle currency prone to huge swings.

The taming of inflation has
had positive ripples throughout
the economy, resulting in reduced
real interest rates and a consequent
expansion in credit. Corporations
and investors are making long-term
decisions with greater comfort,
with a foundation in place for gains
in real income and productivity.

Exhibit 2 — Brazil Trade Balance
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Improvements to the Economy and Society
The taming of inflation has had positive ripples throughout the economy,
resulting in reduced real interest rates and a consequent expansion in credit.
Corporations and investors are making long-term decisions with greater
comfort, with a foundation in place for gains in real income and productivity.
Brazil’s capital markets have become more sophisticated, with improved
corporate governance and increased opportunities for investment and
business expansion. At the same time, labor regulation — of both urban and
rural workforces — adds predictability to the wage picture. All of this results
in a lower cost of capital for Brazilian companies, reflected in the steady
tightening of spreads for the country’s sovereign bonds in recent years.
Corporate growth will likely be further driven by the country’s burgeoning
middle class and the entry of millions of people in the consumer goods
markets. The Brazilian research firm FGV reported that since 2002 the
middle class has grown by about 15 million — a population that is about the
same size as Chile’s. The trend is driven by improvements in education and
job growth.4 Students between ages 15 and 21 spend on average three more
years studying than their counterparts in the early 1990’s, according to FGV.
They also note that more jobs are migrating from “underground” status to the
formal economy. As a result, the country’s historically wide income inequality
has begun to lessen. This establishes a more solid base for expansion, driven
by domestic factors such as consumption and investment, as opposed to the
reliance on trade-driven growth and flight capital of bygone days.

4 The Economist, September 11, 2008
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All in all, the past couple of decades in Brazil amount to a remarkable
evolution. It has progressed from a rustic family company model, in which
state banks picked the winners and were the only available sources of
funding, to a management optimization model, whose ultimate goal is
to increase shareholder value.

Brazilian Markets, Before and After the Bubble Burst
This evolution clearly has been appreciated by investors. For the 10 years ended
December 31, 2008, Brazil’s stock exchange index has increased five-fold, in
local currency terms, even after last year’s 42% drop (Exhibit 3). While the
Brazilian real has depreciated against the dollar over the 10 years, the market’s
return still amounts to a remarkable average annual total return of 10.3% in
dollar terms. In comparison, the S&P 500 lost 3% over that period and the
MSCI World Index lost 2.2%, measured by annual average return.5 Without
doubt, much of the growth in the Brazilian stock market can be attributed to the
commodity boom. But by the same token, the impressive long-term return
that remains in the wake of the commodity “bust” is a testament to fundamental
improvements that have been incorporated in Brazilian stock prices.
Exhibit 3 — The Remarkable 10-Year Run of Brazilian Stocks
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All in all, the past couple of
decades in Brazil amount to a
remarkable evolution. It has
progressed from a rustic family
company model, in which state
banks picked the winners and
were the only available sources
of funding, to a management
optimization model, whose
ultimate goal is to increase
shareholder value.

Source: Thomson Datastream / MSCI

It is clearly an unsettling time for equity investors, regardless of the region or
sector they may be considering. However, in the wake of the large selloff of
2008, the Brazilian market offers many opportunities. Valuations are as low
as they have been at any time in the last 10 years, comparable to the lows
they hit around the time of Lula’s election in 2002. Among emerging markets,
only Turkey and Russia have lower 12-month forward P/E’s, and the country’s
P/E’s are lower than any other global region (Exhibit 4). There are several
reasons we view this environment as an attractive entry point:

 Well-capitalized banks Brazilian banks remain well capitalized, and the
BCB has earned a reputation for tough oversight. Unlike most every other
region of the world, the financial sector outperformed others in 2008.
Low amounts of leverage at both the macro and micro levels are a
positive factor in a slowing economy.

5	The S&P 500 Index is an unmanaged capitalization-weighted index of 500 publicly traded stocks. The MSCI
World Index is a free float-adjusted market capitalization weighted index that is designed to measure the
equity market performance of developed markets. The MSCI Brazil Price Index is a free float-adjusted market
capitalization weighted index that is designed to measure the equity market performance of the Brazilian
equity market, excluding dividends. The indexes are trademarks of the Standard and Poor’s Corp. and MSCI/
Barra, and are used herein solely for comparative purposes. The foregoing index licensers do not sponsor,
endorse, sell or promote the investment strategies or products mentioned in this paper and they make no
representation regarding the advisability of investing in the products or strategies described herein.
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 Likely lower interest rates We expect interest rates to keep decreasing
in 2009. Policy rates are now at 11.25%, after BCB slashed 250 bp.; we
anticipate the BCB will ease another 200 bp over the rest of the year.
The weakening economy and subdued inflation picture give the BCB
the latitude to cut rates, despite the recent depreciation of the real.

 Stock valuations weighed down by commodities The Brazilian stock

Every emerging economy, like
Brazil’s, has its own unique path
to development, with speed bumps
and occasional detours. That is
why we believe that local knowledge
of government, markets and
companies is so critical for
evaluating the opportunities
that arise and achieving
investment success.

indexes are heavily commodity weighted, and many non-commodity
issues have fallen “in sympathy” with the commodity selloff. As we have
noted, however, much of the country’s growth potential now exists in
manufacturing, service and other non-commodity-related sectors. As
commodity prices stabilize, we see downward pressure easing on the
market. Over the longer term, stocks should benefit from the structural
improvement in economic fundamentals we have touched on.

 Long-term commodity bullishness The sharp falloff in commodity prices
	during 2008 reflects “demand destruction,” while global supplies for
many commodities remain relatively tight. Looking forward to the next
uptick in demand as the business cycle improves, it is easy to see prices
escalating in the near term.

 Opportunities presented by inefficient pricing Every emerging economy,
	like Brazil’s, has its own unique path to development, with speed bumps
and occasional detours, and its marketplace tends to be less efficient
than fully developed markets. But inefficient pricing also represents a key
source of potential value. That is why we believe that local knowledge
of government, markets and companies is so critical for evaluating the
opportunities that arise and achieving investment success.
Exhibit 4 — Multiples by Regions
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Remaining Sources of Concern
While Brazil’s reforms have come a long way in the past 10 years, it is still a
work in progress. For example, the country’s quest for balanced budgets has
been greatly aided by the recent surge in tax receipts. However, it has been
accompanied by a significant increase in current expenditures, especially for
government payroll. In a slowing economy, more fiscal austerity will likely
be required to maintain a balanced budget. A number of critics argue for
budgeting that is less dependent on cyclical upswings, but change on this
front is not likely until the next president is in office. Brazil’s tax system is
another area ripe for reform. It is inefficient and abounds with cumulative
taxes that penalize the economy’s productive sectors.
www.bnymellonam.com
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Besides the tax system, Brazil faces challenges in dealing with social security,
labor legislation and existing infrastructure bottleneck — indications that
there is still a long way to go before the economy is viewed as an optimal
one for business. Indeed, the World Bank’s 2008 Doing Business Report
ranked Brazil just 112 out of 178 countries surveyed in terms of ease of doing
business. Further, the economy’s modest openness and the still-low level of
workforce education constrain productivity growth.

Brazil has proven itself
capable of fundamental
economic transformation
and worthy of optimism about
the country’s ability to meet
the challenges of the global
crisis and further reform.

We believe, however, that none of these issues should deter investors from
consideration of Brazilian opportunities as part of a global portfolio. Rather, as
we have noted, they underscore the need for due diligence by a local manager
with a thorough understanding of the country and the dynamics of its market.

Conclusion
The case for Brazil is a strong one. The world’s hunger for commodities, despite
the current cyclical slowdown, is likely to increase in coming years. In the
developing world, this hunger stems from infrastructure investment, global
population growth and increasing per capita income. Demand from the
developed world should also increase markedly in the near term, as government
bailout programs fund an unprecedented wave of infrastructure projects.
Brazil has proven itself capable of fundamental economic transformation
and worthy of optimism about the country’s ability to meet the challenges
of the global crisis and further reform. The maturation of its capital markets
has been driven by sustained macroeconomic stability, declining real interest
rates, better corporate governance and management practices, and the steady
growth of its middle class consumer sector. These attractive fundamentals —
which have endured despite the world’s market meltdown — make the
country a very attractive opportunity for global investors.

For more information, please visit bnymellonam.com
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