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An Abstract of:
NATIONALIZATION OF PUBLIC UTILITIES IN BRAZIL

by
William Marshall Nuckols

A thesis submitted to the Alfred P. Sloan School of Manage-
ment of Massachusetts Institute of Technology on January 18,
1965, in partial fulfillment of the requirements for the
degree of Master of Sclence in Industrial Management.

This thesis relates and examines recent Brazilian moves
to nationalize public utilities providing electric light and
power and telephone services in Brazil. Primary attention
i1s focused on avallable English language materials relating
to utility operations prior to the nationalization moves.

It is found that nationalization of the utilities was the
logical step in Brazilian utility policy.

Electric light and power and telephone utilities in
Brazil were dominated by two United States firms--Interna-
“tional Telephone and Telegraph Corporation and American &
Foreign Power Company Incorporated--and one Canadien firm--
Brazilian Traction, Light and Power Company, Limited.
Brazillian regulatory policy limited the return to investment
in utilities to a fixed percentage of the historical value
of the investment less depreclation. Hence, while making
provision for increased operating expenses, the regulatory
policy made no allowance for the decline of the real value
of legal profits of the utilities through inflation. Con-
sequently, utility services deteriorated so as to imperil
the Brazilian economy, arousing popular opposition to the
utilities and requiring government attention to the problem.
Restoration of profitability to the utilities through rate
increases was not politically expedient because of growing
nationalism and popular hostility toward foreign capital
and the forelgn-owned utilities in particular. In order to
halt the deterloration of services, the only alternative for
Brazilian policy was to nationalize the foreign-owned
utilities in accordance with nationalistic demands.

The first moves to nationalize the foreign-owned
utilities came from nationalistic state governors. This made
international relations difficult for the Federal Government
of Brazil, forcing its intervention into expropriation cases.



It subsequently announced the Goulart Plan in 1962 whereby
the Federal Government would negotlate the purchase of the

foreign-owned utilities, requiring most of the proceeds to
be relnvested in other sectors of the Brazilian economy.
The Plan is now belng carried out, but nationalization is

presently far from complete.

Thesis Advisors: _
Richard Dunlop Robinson, Chairman
Lecturer

John Daniel Nyhart
Asslstant Professor of Industrial Management
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CHAPTER I
INTRODUCTION TO NATIONALIZATION OF PUBLIC UTILITIES IN BRAZIL

Rio de Janeiro, city of delights;
By day there 1is no water, 1
At night there are no lights.
This verse from a 1955 carnival song depicts, light-
heartedly, the quality of utility services provided by
foreign caplital in Brazil., Not so lightheartedly, Brazil
is nationalizing foreign-owned utilities, because popular
opinion and economic necessity have demanded remedial action.
I. LATIN AMERICAN TRENDS TOWARD NATIONALIZATION
OF PUBLIC UTILITIES
Nationalization of utilities has occurred in other Latin
American nations besides Brazil. For example, Mexico recently
purchased the electric power subsidiaries of American &
Foreign Power Company Incorporated, a United States firnm,
and 1s moving toward nationalizatlion of the entire electric
power industry. In Argentina, between 194l and 1952, sixty-
one electric power plants that served 107 localltles and
belonged to forty-seven companies were expropriated, many
without compensation. Since 1952, additional expropriations

have been made in the electric power industry, and the

1"Darkness in Rio," Time, 81:45, May 24, 1963.

41!
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Government of Argentina has made arrangements to acquire a
large portion of the industry remaining in private hands.2
In both Colombia and Venezuela, American & Foreign Power
Company recently signed contracts for the sale of its elec-
tric power subsidiaries to the respective gOVernments.3 In
Cuba, all utilities, mostly those of American & Foreign
Power Company and International Telephone and Telegraph
Corporation of New York, were expropriated without compen-
sation in 1960."L

With the exception of Cuba, where different circumstances
are readily apparent because of the Communist revolution
there, the central issues in the above mentioned cases have
been governmental regulatory policies that were either in-
different or hostile to the needs of private investors in
public utility operations. Latin American nations, often
in response to popular demands, generally have fixed utility
prices below those that would be required to generate reason-
able profits and funds for expansion.5 Services, as a

result, have deteriorated so as to encourage government

2Herbert Bratter, "Latin American Utilities' National-
ization Proceeds Inexorably,'" Public Utilities Fortnightly,
66:1-15, July 7, 1960.

3American & Foreign Power Company Incorporated, Annual
Report 1963 (New York: American & Foreign Power Company Ln-
corporated, 196l), pp. 8-10.

u”Brazil Leads Drive on Foreign Utilities,"” Business
Week, April 1, 1962, pp. 37-38.

5David F. Cavers and James R. Nelson, Electric Power

Regulation in Latin America (Baltimore: The Johns Hopkins
Press, 1959), 257 pp.
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interventlion. As an example of the political nature of the
problem, in 1960, the Colomblan Government and American &
Poreign Power Company agreed to a higher rate structure for
electric power. But, when the Company sent out the bills
at the higher rates, mobs rioted 1n one city, burned the
Colombian counterpart of "Ready Kilowatt" in effigy, and
threw rocks at the Company's offices. The rate increases
were rescinded by the Government, and American & Foreign
Power Company offered its properties for sale.

In terms of the general trend of events in Latin Amer-
ica, the Brazilian experience is only part of the total
picture. However, this study will concentrate only on
developments in Brazil, except in the concluding chapter

where the relevance of these other events wlll be considered.

II. OBJECTIVE OF STUDY

The original objective of this thesis was to exanmine,
in depth, the expropriation of a subsidiary of the Inter-
national Telephone and Telegraph Corporation by the Brazilian
State of Rio Grande do Sul on February 16, 1962. This inci-
dent attracted considerable attention in the United States,
because Latin American actions of this variety were consider-
ed to be a threat to the effectiveness of the widely pub-
licized Alliance for Progress program in attracting new in-

vestment capital in Latin America. It was felt that

6y y. s. Company in a Latin Squeeze," Fortune,
65:101-3 ff., February, 1962.
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examination of this case would add to understanding about
problems and risks of international business operations.

There were serious limitations to this objective. First,
real information, besides the superficial newspaper accounts,
was not readlily available, because International Telephone
and Telegraph Corporation did not want to reveal internal
operating data while final settlement of the case was pending
in the Brazilian courts. Second, a superficial examination
of the circumstances surrounding the case revealed that, out
of the context of other developments in Brazil, the real
significance of the case was obscured. For example, there
was the Rio Grande do Sul expropriation of an electric light
and power utility owned by American & Foreign Power Company
in 1959. In addition, in 1962, there were a series of expro-
priation attempts in other states in Brazil and the announce-
ment of the Goulart Plan whereby the Federal Government of
Brazil would negotiate the purchase of all forelgn-owned
utilities.

Hence, by necessity, the research for this thesis turned
toward obtaining information on these other developments.
While there were limitations on information blocking the
exploration of any one of these cases in depth, there was a
relative abundance of information relating these cases to
the broader picture. Indeed, the real significance of each
of these cases lies in its relationship to this broader

sweep of events,
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ITI. MERITS OF STUDY

A study of the factors behind the recent nationalization
developments in Brazil has value from several points of view.
From the standpoint of international business operations,
such a study has merit in adding to the understanding of
those factors affecting the risks of foreign operations.
From an historical point of view, it contributes to the
understanding of political developments in Brazil. And,
from the point of view of international relations, it con-
tributes to the understanding of factors that sometimes

make foreign relations difficult.

IV. SCOPE AND FINDINGS

This thesis relates and examines the role of electric
light and power and telephone utilities in the Brazilian
econony; the regulatory system under which they operated;
the financial position of the utilities and 1ts effect on
the services they provided; the social, political, and
economic developments in Brazil associated with or affect-
ing the operations and rlsks of these utilities; and the
recent nationallization developments in order to determine
the reasons for the recent nationalization moves. Since
foreign capital dominated utilities in Brazil, the primary
focus of this study 1s on the foreign-owned utilities.
However, the problems of Brazillan~-owned utilitles are ex-

amined as well in order to place events in their proper
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perspective. In summary, it is found that nationalization
of the utilities, especially the foreign-owned utilities,
is the only feasible alternative for Brazilian utility
policy under present conditions, and, consequently, that
nationalization is the logical consequence of utility

developments in Brazil,

V. DEFINITIONS OF TERMS
In order to avoid possible future confusion, certain
concepts used throughout this thesis should be defined.

First, references to utility or utilities means only elec-

tric light and power or telephone utilities, unless other-
wise specified. Transportation, water, gas, and other ser-
vices commonly regarded as utility services are not under
consideration here, except 1in occasional passing references.

Second, the term nationalization, or other forms of the word,

means the transfer of the ownership of property held by
private citizens, domestic or foreign, to governmental

agencies. It is important to note that thls definition,
which is the commonly used one, does not specify by what

means the transfer was accomplished. Third, the term

expropriation, or other forms of the word, means the sover-
eign act of taking away, unilaterally, the property rights
held by private citizens, domestic or foreign.

The distinction between nationalization and expropria-

tion should be noted. An act of expropriatlon--whereby the
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governmental authorities seize the property from the owner,
with or without compensation--is an act of nationalization.
However, nationalization can be adleved through other means
as well, such as by negotiated purchase with the owner.
Thus, the converse may not be true; an act of nationaliza-
tion may not be an act of expropriation. In this thesis,
any specific event involving seizure of private property
will be termed as an act of expropriation. Any specific
event involving the negotiated transfer of the property
from private to governmental hands will be termed as an

act of nationalization, with the fact that negotiated pur-
chase was involved specified. Any series of events involv-
1ng both seizure and purchase will be termed as national-

izations.

VI. LIMITATIONS OF STUDY

There are limitatlions to this study. First, source
material has been limited to that written in, or translated
into, English. Undoubtedly, much additional information is
available in Portuguese. In terms of the amount of informa-
tlon available for study, this limitation has not proved to
be of great consequence. However, some source materlals,
especially those appearing in periodical literature, con-
talned blas favoring the foreign-owned utilities. In these
instances, caution has been used in interpreting these

sources in order to preserve objectivity in the analysis of
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factual information. The effect of this limitation has been
to restrict the freedom of this study in probing certain as-
pects of the Brazilian situation.

Second, examination of the aggregate utility plcture in
Brazil necessarily limits the exploration in depth of vari-
ous factors such as economic, social, or political ones.
This thesis examines such factors only to the extent re=-
quired to understand the nationalization developments, and
the reader who is looking for a comprehensive study of cer-
tain factors--such as Brazilian politics, for example--will

not find 1t here.

VII. ORGANIZATION OF MATERIAL

The bulk of this thesis will relate and examine factual
information relevant to the nationalization developments in
Brazil. Interpretation and analysis of the situation and
the alternatives facing utilities in Brazil and the Brazil-
ian Government will, for the most part, be confined to the
concluding chapter. For example, in the first part of this
introductory chapter, reference was made to nationalization
developments in other Latin American nations. The signifi-
cance of developments such as these in shaping strategies
or alternatives for the foreign-owned utilities will be ex-
amined in the final chapter where it 1s most convenient to
relate all the factors to the entire picture.

Chapter II of this thesis will introduce the foreign-

owned utilities in Brazil and reveal the nature of their
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dominance in the Brazilian infrastructure and the risks in-
herent in such a position. Chapter III will describe the
regulatory provisions of Brazilian law that affected utility
operations, particularly the provisions that made no allow-
ance for the decline of the real value of the return to
utility capital through inflation. Chapter IV will show that,
as a result, profits declined, discouraging new investment

in utilities and causing the gradual deterioration of util-
ity services. Chapter V will show that economlec and social
changes in Brazil have contributed to growing nationalism
and hostility toward foreign capital, thereby making it
politically impossible for popularly elected leaders to
restore profitability to the utilities, and leaving the
leaders no choice other than nationalizing utilities in order
to halt the continued deterioration of services. Chapter

VI will relate and discuss the nationalization moves up to
the time of the writing of this thesis. Chapter VII will
summarize and integrate the findings of previous chapters,
examine the strategles available to the utilities and the
Brazilian Government, and demonstrate that nationalization

was the only feasible alternative for Brazilian utility

policy.

VIII. REVIEW OF SOURCES
This thesis is not the first study of Brazilian utility

problems. Other authors have examined utility operations
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and problems 1n Brazil in greater depth than presented here.7
This thesis updates those sources, where appropriate for

our purposes, and relates the utility situation in Brazil

to recent nationalization moves and the political climate
that brought them about. Previous studies in depth were

made before the recent nationalization moves, and, therefore,
did not examine the impact the utility situation had on
government policy.

The sources cited in the previous footnote are supple-
mented with information obtained from accounts in period-
ical literature, documents from American & Foreign Power
Company and International Telephone and Telegraph Corpora-
tion, personal interviews with officials of those companies

conducted by the author, and standard library references.

TDavid F. Cavers and James R. Nelson, Electric Power

Regulation in Latin America (Baltimore: The Johns Hopkins
ress, ; rvin S. nk and Staff, Reports on Electric
Power Regulation in Brazil, Chile, Colombia, Costa Rica

and Mexico (Cambridge: Harvard Law School, 1960);

Joint Brazil-United States Economic Development Commission,
The Development of Brazil (Washington: U. S. Government
Printing Office, 195L).




CHAPTER II
ORGANIZATION OF UTILITIES IN THE BRAZILIAN ECONOMY

The public utility problems in Brazil are not new.
Their genesis lies in the development of public utility
services and concomitant regulatory laws. The purpose of
this chapter is to present, briefly, a sketch of utility
development in Brazil, especlsally the development of
foreign-owned utilitlies, and the significance of this
development for the Brazilian economy. As mentioned in
Chapter I, the discussion will be confined primarily to
electric light and power utilities.

I. UTILITY OWNERSHIP IN THE AGGREGATE
Prior to the moves toward nationalization, public
utilities, especlally those providing telephone services
and electric power, were owned primarily by aliens. Three
ma jor foreign companies were involved in telephone opera-
tions. According to 1958 figures, a year which does not
reflect the dlistortions of recent expropriations, there

were 928,117 telephones 1in service in Brazil.l Of these,

lstatistical Yearbook 1961 (New York: United Nations,
1961), p. 398.

2l
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67,37&,2 or roughly 6.7 percent of the total, were provided
by an opsrating subsidiary of the International Telephone
and Telegraph Corporation (ITT), of New York. Subsidiaries
of Brazillan Traction, Light and Power Company, Limited
(Brazilian Traction), of Canada, furnished 729,857 tele-

3 or roughly 80 percent of the total. The remainder

phones,
of the telephones in service were supplied by subsidiaries
of American & Foreign Power Company Incorporated (AMFORP),
of New York, and more than 250 other municipal or privately
owned companies in other localities.u Thus, in the vicinity
of 90 percent of the country's telephones were supplied by
foreign companies.

A statistical count of the number of telephones in
service reflects, of course, only the extent of local con-
trol; it doss not reveal ownership of long distance channels
of communications. In fact, ITT now dominates radio-tele-

phone service within the country,5 and handles more than

90 percent of the telephone service between Brazil and the

2Moody 's Industrial Manual 1963 (New York: Moody's
Investor Service, Incorporated, 1963), pp. 2583 ff.

3Moody's Public Utility Manual 1963 (New York: Moody's
Investor Service, Incorporated, 1963), pp. 1714 ff.

uUnited States Department of Commerce, Brazil (Wash-
ington: U.S. Government Printing Office, 1961), p. 142.

5Ibid.
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United States.6

Two of the same three companies were dominant in the
supply of electric power in Brazil. According to 1958
figures, subsidiaries of Brazilian Traction accounted for
43 percent of the installed generating capacity and 51 per-
cent of the total electrical production in Brazil. Subsid-
laries of AMFORP accounted for 11 percent of the installed
capacity and 12 percent of the total electrical productian.
The balance was accounted for by public companies, 1l percent
of the installed capaclty and 11 percent of the total pro-
duction; private companies, 23 percent of the installed
capacity and 18 percent of the total production; and in-
dustrlial self-producers, 9 percent of installed capacity
and 8 percent of the total production.7 Thus, foreign-
owned power companies accounted for 5l percent of the
country's installed capacity and 63 percent of the total
production of electric power, Table I, below, gives the
data for installed capacity and total production in Brazil
for 1955 and 1958.

6International Telephone and Telegraph Corporation,
Annual Report 1963 (New York: International Telephone
and Telegraph Corporation, 1964), p. 23.

TUnited States Department of Commerce, op. cit.
p. 110.



TABLE I

INSTALLED GENERATING CAPACITY AND NET ENERGY PRODUCTION

IN BRAZIL, 1955 AND 1958

INSTALLED ENERGY
COMPANY CAPACITY PRODUCTION
thousands of millions of
kilowatts kilowatt-hours
1955 1958 1955 1958
Brazillian Traction, Light and Power Company, Ltd. 1,462 1,673 6,509 8,871
American & Foreign Power Company Incorporated 318 L22 1,383 2,036
Principal public companles:
Centrais Eletricas de Minas Gerais 64 172 148 745
Companhia Hidroeletrica de Sao Francisco 202 202 2hh 603
Comissao Estadual de Energlia Eletrica do
Rio Grande do Sul 83 135 232 513
State-controlled power companlies, Sao Paulo -- 51 - 30
Subtotal 349 560 62, 1,891
Other companies 702 880 2,460 3,080
Private industrial production 317 365 1,123 1,440
Total 3,148 3,900 12,099 17,318

Source: United States Department of Commerce, Brazil.

(Washington: U.S. Government Printing Office, 1961), p. 110.
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Foreign investment in Brazilian utilities has accounted
for a significant portion of the total investment in Brazil.
According to 1959 estimates, foreign capital had supplied
roughly 31 percent of the total public and private investment
in Brazil. Of the foreign share, 17.7 percent had come from
Canada, and 37.5 percent had come from the United States.
Nearly 100 percent of the Canadian portion represented in-
vestment by Brazilian Traction, and roughly 23 percent of
the United States portion represented investment by ITT and
AMFORP., Based on these figures, foreign investment in util-
ities in Brazil up to 1959 had accounted for roughly 8 percent
of the total public and private investment in that country.8

The figures cited reveal the preponderance of foreign
ownership in the telephone and electric power utilities in
Brazil. For this reason, it is useful to explore, briefly,
the history of each of the three foreign-owned utilities
and their role in the Brazilian economy. In order to maln=-
tain perspective, public and private Brazilian-owned utili-
ties will be described as well. A discussion of utility
investment and growth will be deferred until Chapter IV,
where factors affecting investment and growth willl be intro-
duced.

In the following discussion, frequent mention will be

made of various geographical locations in Brazil. The map

8United States Department of Commerce, op. cit.,
pp . ll-luo
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of Brazil below, Figure 1, shows the major locations that
will be mentioned.
IT. BRAZILIAN TRACTION, LIGHT
AND POWER COMPANY, LIMITED

Brazilian Traction, Light and Power Company, Limited
(Brazilian Traction), the largest utility in Brazil, was in-
corporated in Canada in 1912 to consolidate by exchange of
stock the facilities of the Sao Paulo Electric Company, Limited;
the Rio de Janeiro Tramway, Light & Power Company, Limited;
and the Sao Paulo Light and Power Company, Limited - all
Canadian firms.9

According to January, 1954 figures, 51 percent of the
common stock of Brazilian Traction was held in Canada, 15
percent was held in the United Kingdom, 8 percent was held
in the United States, 1 percent was held in various other
countries, and 25 percent was held in bearer share warrants
with addresses unknown.lo

Brazilian Traction is & holding company with all physical
property owned by subsidiaries in Brazil. Operations are
concentrated in the southeastern States qf Brazil, the coun-

try's most populous and developed area. The company supplies

electric light and power and telephone services in the City

IMoody's Public Utility Manual 1963, op. cit., p. 1712.

lOMarv1n S. Fink and Staff, Reports on Electric Power
Regulation in Brazil, Chile, Colombia, Costa Rica and Mexico
(Cambridge: Harvard Law School, 1960), p. 50.
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of Rio de Janeiro and in the more populous areas of the
States of Rio de Janeiro and Sao Paulo. Telephone service
is supplied 1in parts of the States of Espirito Santo and
Minas Gerals. In the Citles of Santos and Sao Paulo, gas is
manufactured and distributed. Tramway lines are operated in
some parts of these same areas mentioned.

In 1940, Brazilian Traction had nine operating subsi-
diaries providing tramway, bus, gas, water, electric light
and power, and telephone services.12 In 1960, the same
services, with the exception of water, were provided through
sixteen operating subsidiaries.l3 Comparative figures for
the years 1939 and 1959 reveal the extent of the company's
involvement and growth in Brazil over that period. Statistics
are given in Table II below for the various services provided
and the book values of investments and earnings.

From Table II, it can be seen that Brazilian Traction's
involvement in tramway service and water supply has been de-
clining. This reflects early trends of local governmental
activity in taking over such municipal services. For exampls,

prior to termination of certain concessions, some years ago,

Brazilian Traction also supplied water in the City of Santos

llMoody's Public Utility Manual 1960 (New York: Moody's
Investor Service, Incorporated, 1960), pp. 1375 ff.

Y2Moody's Public Utility Manual 1940 (New York: Moody's
Investor Service, Incorporated, 1940), pp. 2005 ff.

13Moody s Public Utility Manual 1960, loc. cit.




TABLE II

CONSOLIDATED OPERATING STATISTICS FOR BRAZILIAN TRACTION, LIGHT AND POWER
COMPANY, LIMITED, FOR 1939 AND 1959

1939 1959
Passengers carried 978,561,798 396,655,579
Tramway track miles 537 274
Electricity sales, Kilowatt-hours 1,555,197,493 8,422,799,704
Generating capacity, kilowatts 524,484 1,673,300
Gas Sales, cubic meters iy,,480,023 11,318,107,717
Water Sales, cubic meters 12,213,149 -—
Telephones in service 208,633 756,69,
Operating Revenue, U. S. Dollars 37,199,350 150,963,316
Net income, U. S. Dollars 9,166,108 10,010,061
Book value of physical property, U. S. Dollars 269,62l,092 954,463,421
Book value of total assets, U, S. Dollars Lhe,730,884 1,029,231,043

Source: Moody's Public Utility Manual 1940 (New York: Moody's Investor

Service, Incorporated, 1940), pp. 2005 ff.; and Moody's Public
Utility Manual 1960 (New York: Moody's Investor Service, 1n-

corporated, 1960), pp. 1375 ff.

49
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1y

and tramway service in the cities of Santos, Sao Paulo,

and Rio de Janeiro.15 The significance of developments such
as these will be discussed in the concluding chapter of this
thesis.

In concluding this brief sketch of Brazilian Traction,
it should be noted that this company has had very little
participation of Brazilian investors. According to 1953
figures, minority interest in subsidiaries amounted to only
0.6 percent of the total consolidated capitalization of
Brazilian Traction and its subsidiaries.l6

ITI. AMERICAN & PFOREIGN POWER
COMPANY INCORPORATED

American & Foreign Power Company Incorporated (AMFORP)
was incorporated in Maine in 1923, and thereafter it acquired
assorted utility enterprises in Central and South America.
In 1929, it acquired an electric power system for the Inter-
national Settlement in Shanghai, China, and a 50 percent in-
terest in an electric power system in Bombay, India. The
latter interest was sold in 1951,17 and the former was, of
course, lost in 1950 to the Chinese Communists who had taken

over Shanghai.18

h1p44q.

15Moody's Public Utility Manual 1963, op. cit., pp.1712 ff.
16

Fink, loc. cit.

17Moody's Public Utility Manual 1960, op. cit.,
pp. 1185 ff.

18"How to Survive Foreign Exproprlation,” Business Week,
June 1, 1963, pp. 86-88.
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AMFORP 1s an offspring of the once mighty utility empire
held by the Electric Bond and Share Company of New York.
The Public Utility Holding Company Act of 1935 ended Electric
Bond and Share activities as a holding company of United States

utilities,lgand the company has since become an investment

firm holding 52.3 percent of AMFORP's common stock.ao

As stated in its Certificate of Organization, AMFORP's
objects are those of a holding company, with the power to
acquire securities and stocks of other companies and to render
companies in which it is interested financial and other ser-
vices. The stated primary policy of the company was to ac-
quire controlling interests in foreign utility enterprises
and to consolidate those interests, where practicable, into
larger operating units., AMFORP conducts its operations from
its head offices in New York.21

At the end of 1959, over 99 percent of AMFORP's total
investments were located in Latin America.22 Table III below
outlines AMFORP operations in this area as of December 31, 1959.

AMFORP also supplied electric light and power, transpor-

tation, and water and ice in Argentina until properties there

2
were turned over to the Argentine Government in 1958. 3 Cuban

19mp vu.s. Company in a Latin Squeeze,” Fortune, 65:101-3 ff.,
February, 1962.

20Moody's Public Utility Manual 1960, loc. cit.

2lrpig.
221p14.
231bid.



TABLE III

LIST OF AMERICAN & FOREIGN POWER COMPANY INCORPORATED OPERATIONS IN LATIN
AMERICA AS OF DECEMBER 31, 1959, AND ESTIMATED POPULATION OF COMMUNITIES

SERVED

ELECTRIC TRANSPOR- GAS TELE- POPULATION IN

LIGHT AND TATION PHONE AREAS SERVED

POWER
Brazil X X X X 7,464,800
Chile X 2,681,000
Colombia X 1,079,600
Costa Rica X X LLt7,300
Cuba X X 3,0Ll;,500
Ecuador X 52,000
Guatemala X 565,300
Mexico X 3,633,400
Panama X X X 307,600
Venezuela X 947,500

Source: Moody's Public Utility Manual 1960 (New York: Moody's Investor
Service, Incorporated, 1960), pp. 1185 fr.

19
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propertles--AMFORP's most profitable ones, accounting for
roughly one-third of its total profits--were expropriated in
1960 without compensation.2)-L Propertlies in Mexico, Colombia,
and Venezuela were sold to the host governments in 1960,
1962, and 196l respectiVely.25
Thus, whereas Brazilian Traction confined its operations
to Brazil and dominated telephone and electric light and
power services there, AMFORP operations dominated nowhere in
Latin America. Nonetheless, the latter constituted the
largest foreigh utility investment in the area, accounting
for roughly 10 percent of all installed electrical capacity

26 At the end of 1959, consolidated

in Latin America in 1958.
assets of AMFORP were in excess of 1.2 billion dollars, all
in utilities, serving a total population of 20,623,000 in
1,363 communities. Electric power and light output amounted
to 9,392,883 kilowatt-hours, serving nearly three million
customers. Telephones were provided for 54,552 customers.
Gross income to AMFORP amounted to $23,523,348; net income
to $8,767,39.°7

AMFORP began its operatlions in Brazil in 1926 by pur-

chasing numerous small and scattered companies and

2liny U. S. Company in a Latin Squeeze," loc. cit.

25American & Foreign Power Company Incorporated, Annual
Report 1963 (New York: American & Foreign Power Company In-
corporated, 1964), pp. 8-10.

26"A U. S. Company in a Latin Squeeze," loc. cit.
2TMoody's Public Utility Manual 1960, loc. cit.
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interconnecting and consolidating them. For example, 1n
the State of Sao Paulo, AMFORP integrated twenty separate
power companies into one. In 1961, AMFORP's operating sub-
sidiaries provided electric light and power service in the
states of Sao Paulo, Rio de Janeiro, Parana, Bahla, Minas
Gerais, Pernambuco, Espirito Santo, Rio Grande do Sul,
Alagoas, and Rio Grande do Norte. Excluding the cities of
Rio de Janeiro, Sao Paulo, Brasilia, and Porto Alegre (the
1959 expropriation of AMFORP's properties in this City will
be discussed in Chapter VI and Chapter VII), AMFORP electric
light and power subsidiaries served the most important citiles
of Brazil, including eight capitals in the states mentioned
above. In addition, telephone service was rendered in Natal,
tramway and launch servicé in Vitoria, and gas service in
Recife.28 Electric power generation, however, was the most
important service supplied by AMFORr in Brazll, saccounting
for 98 percent of the total combined revenues of its sub-
sidiaries in 1959.%7
At the end of 1959, there were ten associated companies

30

carrying out these services. A service company, Companhia

Auxiliar de Empresas Eletricas Brasileiras, provided manage-

31

ment and technical services for the operating subsidiarles.

28American & Forelgn Power Company Incorporated sources
in New York.

29Moody's Public Utility Manual 1960, loc. cit.
30

Ibid.

31United States Department of Commerce, op. cit., p. 110.
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From the name of this company, the AMFORP subsidiaries
derived the name "Empresas Eletricas Group". 1In actual or-
ganization, AMFORP subsidiaries were owned by the Brazilian
Hectric Power Company, a holding company subsidiary of AMFORP
incorporated in Florida and with offices in New York.32
Comparative financial and operating statistics for the
years 1940 and 1960 reveal the magnitude and growth of AMFORP
in Brazil for that period (see Table IV below). The Table
does not show data for services other than electric power
and light, the data for these other services not being
readily avallable since they accounted for only a small por-
tion of AMFORP's total operations. However, the financial
data relate to all operations. Only the book values of
AMFORP's investment, reflecting both debt and equity, are
shown. Additional debt and equlity capital have been supplied
to the AMFORP subsidiaries by other sources. A breakdown of
other capital contributions for the same years as shown in
Table IV 1s not avallable, but the nature of the consolidated
capital structure can be seen from 1953 data. In that year,
long term debt supplied by AMORP and other sources accounted
for 49.5 percent of the total consolidated capitalization
of the AMFORP subsidiaries, minority Brazilian interests in
equity and surplus accounted for 16.5 percent, and AMFORP
33

interests in equity and surplus accounted for 3.0 percent.

32Fink, op. cit., p. 18.
331b1d., p. 57.
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TABLE IV

AMERICAN & FOREIGN POWER COMPANY ELECTRICAL GENERATING
CAPACITY AND PRODUCTION FIGURES AND FINANCIAL STATISTICS
FOR ALL SERVICES IN BRAZIL FOR 1940 AND 1960

1940 1960%

Installed generating
capacity, Kilowatts 161,701 507,208

Total Power Sales including

power purchased from outside

system (millions of kilowatt-

hours ) 611 2,878

Book value of American & Foreign
Power Company investments in
Brazil, U.S. Dollars 103,791,000 17,360,000

Net income booked to American &
Foreign Power Company after
Brazilian taxes, U. S. Dollars 3,402,000 5,000,000

#Electrical production data for 1960 do not include
that of electric power facilities in the City of Porto Alegre,
which were expropriated in 1959.

Source: Amerlcan & Foreign Power Company of New York.
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IV. INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION

International Telephone and Telegraph Corporation (ITT)
was Incorporated in Maryland in 1920 as a holding company
to conduct general telephone, telegraph, wireless, and cable
services and other incldental business including the con-
structlion of facilities and equipment. Since that time, ITT
has grown into a large and diversified company with total
assets in excess of 1.2 billion dollars located in the United
States, BEurope, Latin America, and other areas. In the
United States, ITT is a major manufacturer of electronic
equipment, about 71 percent of which goes to the government.
ITT 1s not greatly involved in telephone and telegraph commun-
ications within the United States, but, in Europe and Latin
America, it is a major manufacturer of telecommunications
equipment, and, in Latin America, it is also extensively in-
volved in operation of international channels of communication
and local telephone services.35

ITT first entered 1into the telephone business in Brazil
in 1927 through the acqulsition of a controlling interest in
Companhia Telefonica Rio Grandense in the State of Rio Grande
do Sul - a firm incorporated by local nationals in 1908 in

6
Porto Alegre, capital of the State.3 In 1950, Companhia

3UMoody s Industrial Manual 1963, op. cit., pp. 2580 ff.

35"International Telephone and Telegraph," Forbes,
93:20-2l4, February 1, 196L.

361nternationa1 Telephone and Telegraph Corporation
sources in New York
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Telefonica Rio Grandense offices were transferred to the City
of Rio de Janeiro and the company was renamed Companhia Tele~-
fonica Nacional (CTN).37 According to 1961 figures, CTN
supplied 48,152 telephones in 130 municipalities in Rio
Grande do Sul through 137 central offlces, and the company
operated--under a group of municipal, state, and federal con-
cessions--intrastate and lnterstate telecommunications.38
The formation of CTN in 1950 brought telephone operations

in the States of Rio Grande do Sul and Parana under common
management and control. In the latter state, according to

1963 figures, ITT provided 32,326 subscriber stations.3? In
1940, the total number of telephones provided by subsidiaries
of ITT in these two states numbered 2&,219.u0 By 1960, be=-
fore any expropriations, ITT was providing 73,599 telephones,ul
or, as mentioned previously, roughly 6.7 percent of the total
telephones in service in Brazil.

In the decade following the acquisition of Companhia

Telefonica Rlio Grandense, ITT also established a

37Moody's Industrial Manual 1963, loc. cit.

381nternational Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil (New
York: International Telephone and Telegraph GCorporation, 1962),

pp. 5-6.

39International Telephone and Telegraph Corporation,
Annual Report 1963, op. cit., p. 25.

quoody's Public Utility Manual 1947 (New York: Moody's
Investor Service, lncorporated, 19L47), pp. 1023 ff,

ulMoody's Industrial Manual 1963, loc. cit.
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manufacturing facility, Standard Eletrica S,A. Standard
Eletrica is now one of Brazil's largest Industrial concerns,
manufacturing primarily telecommunication equipment and var-
ious consumer ltems such as radio and television receiver’s.)"2
In 1930, ITT organized Companhia Radio Internacional do
Brasil to conduct an internatlional radiotelegraph and tele-
phone service.)+3 Today, this company provides international
radiotelephone, radiotelegraph, and telex services and domes=-
tic radiotelephone services. This facility handles more
than 90 percent of the telephone traffic between the United
States and Brazil, more than 50 percent of the traffic be-
tween Brazil and Europe, and 80 percent of the traffic be-
tween Brazil and other Lain American nations.hu
Valuations for ITT's utility properties in Brazil are
not published. In the case of Companhia Telefonlca Nacional
(CTN) operations in the State of Rio Grande do Sul, the 1962
expropriation there brought to light a book value of approx-
imately $6,500,000 for that part of CTN, as of December 31,
1961. ITT claimed that the properties were worth $10,000,000
in fair present value at the time of the expropriation.us A

subsequent expropriation threat against CTN operations in

the State of Parana in May of 1962--that 1s, the State

uzlnternational Telephone and Telegraph Corporation,
Annual Report 1963, loc. cit.

u3Mbody's Public Utility Manual 1947, loc. cit.

huInternational Telephone and Telegraph Corporation,
Annual Report 1963, op. cit., pp. 23-25.

uSMoody's Industrial Manual 1963, loc. cit.
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Governor announced that the act of expropriation was under
consideration--brought to light a reported value of $9,000,000
for that portion of CTN.u6
The amount of minority participation in CTN by Brazilian
L7

investors has been reported only as small.

V. PRIVATE BRAZILIAN-OWNED UTILITIES

Discussion of utility enterprises in Brazil would not
be complete without some mention of private Brazilian enter-
prises. Information on private Brazilian telephone utilities
is exceedingly scanty, so this dliscussion will concentrate
on electric light and power utilities. However, the parallels
between electric power and telephone utility development in
Brazil are strong, especially with respect to the dominance
of foreign capital as already mentioned and the regional
nature of utility development in Brazill to be discussed later
in this chapter.

Earlier in this chapter, i1t was mentioned that private
Brazilian companies accounted for 23 percent of the installed
electric power generating capacity and 18 percent of the
total electric power production in Brazil in 1958. The nature
of this supply can be seen from 1952 data. In that year, a
total of 93 percent of the electric power plants in service

in the country had generating capacities of less than one

UONew York Times, May 7, 1962, p. 49.

u7International Telephone and Telegraph Corporation
sources in New York.



thousand kilowatts. The comblned capacity of these plants
represented only 13 percent of the total generating capaclty
in Brazil. In fact, only 2 percent of the nation's plants
had individual capacities of five thousand kilowatts or
greater, and these plants had a combined generating capacity
of 70 percent of the total capacity 1n the country. In
1953, the two foreign-owned utilities accounted for 61.8
percent of the nation's generating capacity. The private
Brazilian utilities clearly owned the multitude of low
capacity plants, while the foreign-owned utilities owned

8
the relatively few high capacity plants.u

According to
1950 data, some 28 percent of Brazil's generating capaclity
was provided by 1,94l separate electric power enterprises,
of which 90 percent had individusal plant capacities of less
than one thousand kilowatts. Coupled with the fact that
these smaller, scattered plants, for the most part, served
the interior areas of the country, while the forelgn-owned
utilities were concentrated in the more developed, south-
eastern regions, these figures show the splinter character
of the total Brazilian electric light and power utility
str't.lc:tl.u"e.u9

Research for this thesis has not disclosed any data to

compare, over time, the relative roles of forelgn-owned and

4Bps i, op. cit., pp. 1-L.

ugJoint Brazil-United States Economic Development
Commission, The Development of Brazil (Washington: U.S.
Government Printing Office, 1954), p. 160.
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private Brazilian-owned utlilities. However, the trend has
been toward consolidation and integration of facilities,

50

with fewer enterprises involved. This 1s evident, for ex-
ample, from the nature of foreign investment in electric
light and power utilities as described above. Both Brazil-
ian Traction, Light and Power Company (Brazilian Traction)
and American & Foreign Power Company (AMFORP) purchased and
consolidated numerous smaller facilities upon their entry
into Brazil.

In a sense, this means that foreign-owned utilities did
squeeze local nationals out of the utility business, espec-
ially in the lucrative market areas of Southeastern Brazil.
On the other hand, foreign investment integrated facilities
and brought in capital to develop electric power systems

that were instrumental in advancing the development of that

region.

VI. PUBLIC BRAZILIAN-OWNED UTILITIES
Public Brazilian-owned utility enterprises have been
assuming lncreasing importance, not only because of the
nationalization of certaln existing enterprises, but also
because of direct public investment in the utilities industry.
With respect to telephone utilities in Brazil, little
information is available on the growth of public enterprises,

primarily because, until 1962 when the Federal Government of

501p14.
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Brazlil began consideration of a national telecommunications
plan, there was little government activity in this field.
According to 1962 figures, private enterprise accounted for
95 percent of the telephones in service in Brazil.sl
Direct public investment in electric light and power
utilities has been assuming increasing importance in recent
decades. Prior to 1945, there was essentially no government
investment in this field.52 As of 1958, however, public
enterprises accounted for 1l percent of the total installed
generating capacity in Brazll and 11 percent of the electric
power production, as noted earlier in this chapter. Both
State and Federal investments were lnvolved in this develop-
ment. The major Federal investment has been in the Compan-
hia Hidroeletrica do Sao Francisco (CHESF) on the Sao Fran-
cisco River at the juncture of the States of Bahia, Pernam-
buco, Sergipe, and Alagoas.53 At the end of 1955, CHESF
had 180,000 kilowatts of generating capacity installed and

Sk

another 180,000 kilowatts under construction. At the same

time, seven other public corporations owned by six states

had an additional 150,000 kilowatts of installed capacity

51Amer1can Telephone and Telegraph Company, The World's

Telephones, 1962 (New York: American Telephone and Telegraph
ompany, 1 » PP. L-5.

52David F, Cavers and James R. Nelson, Electric Power
Regulation in Latin America (Baltimore: The Johns Hopkins

Press, 1959), p. 16.
53United States Department of Commerce, loc. cit.

SuCavers and Nelson, loc. cit.
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and ;89,000 kilowatts of capacity under construction.55

The motivation behind public investments such as these
is typified by the situation in the State of Minas Gerais in
the early 1950's, This State had an unusually attractive
setting for industrial development. There were a number of
sizable urban centers, an abundance of varied mineral re-
sources, and good hydroelectric power sites. However, de-
ficiencies in transportation and electric power were regard-
ed as hindering development. Power supply in the State con-
sisted of numerous, small enterprises that were not inter-
connected. At the end of 1952, the State had a generating
capacity of 256,000 kilowatts, provided by [ 30 power plants,
of which only 360 were 1n public service. It was reported
that 262 of the power plants in the State had a generating
capacity of less than one hundred kilowatts, and only 43
had a generating capacity in excess of one thousand killowatts.
There were 359 different owners for these various installa-
tions., Two of these owners were Companhia Forca e Luz de
Minas Gerals, a subslidlary of American & Foreign Power Com-
pany providing a generating capacity of 24,724 kilowatts at
that time, and Companhia Sul Mineira de Eletricidade, a
private Brazillan-owned company providing a generating capac-
ity of 21,000 kilowatts. During the decade preceeding 1952,

installed capacity in the State of Minas Gerals grew at an

551bid.
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annual rate of less than 5 percent, while estimates indicated
that demand, if it could have been met, would have grown at
a rate of at least 10 to 12 percent a year.

Under these circumstances, the State inaugurated a power
development program. The baslc philosophy of the program was
outlined by Governor Kubitschek, who later became President

of Brazil, in a 1951 message to the Minas Gerals legisla-
57

ture:

The State has for some years past been
supporting private initiative in its efforts at
creating an electrical system.,

Now the State is obliged to intervene in the
sphere of power industries.

At the present stage of the State's develop-
ment, a rapid and rational increase of the elect-
ric power industry is absolutely necessary, and
the Government's duty is to stimulate private
enterprise; where private enterprise should prove
inadequate or nonexistent, the Government must
supplement or substitute for it, . . .

- . 3 - . . . - . . » . . . . L] . . L] . . . . . .

Direct intervention of the State in such areas
should be restricted to the construction and oper-
ation of large power stations and transmission
lines. Power thus produced would be sold to the
private or municipal distribution systems which
would resell it to consumers.

As of 1958, the power company established by the State
of Minas Gerals, Centrais Eletricas de Minas Gerals, had a

generating capacity of 172,000 kilowatts, representing L

56Joint Brazil-United States Economic Development
Commission, op. cit., pp. 212-15.

5T1bi4.
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percent of the installed capacity 1n Brazil.58

Thus, government power development programs grew in
response to the needs of economic development in various
regions of Brazil, regions whose development had been hinder-
ed by lack of adequate power resources. As in Minas Gerais,
government projects frequently operated alongside subsidiar-
les of foreign holding companies and private Brazilian en-
terprises, supplementing their generating capacity with elec-
tric power the privately owned companies redistributed to
consumers. These developments are not without significance,

which will be discussed in later portions of this thesis.

VII. STATE OF ECONOMIC DEVELOPMENT IN BRAZIL

Thus far, we have discussed only the nature and extent
of utility investment in Brazil, especlally the investment
of foreign holding companies. The true significance of this
investment is not aspparent unless one considers the relation-
ship of public utilities to the Brazilian economy as a whole.

Brazil is the fifth largest nation in the world with
3.3 million square miles, and it ranks eighth in population
with seventy million inhabitants.59 According to 1958 fig-
ures, it has a per capita gross national product, exXxpressed
in United States Dollars, of $250. This compares with $474

in Argentina, $931 in the Federal Republic of Germany,

58United States Department of Commerce, op. cit., p. 110.
591bid., p. 3.
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$1,113 in France, $1,078 in the United Kingdom, and $2,324
in the Unilted States.éo Although in recent decades signifi-
cant strides toward industrialization have been taken, the
economy of Brazil is still primarily agricultural and gener-
ally regarded as underdeveloped. According to 1960 census
figures, 5.9 percent of the population lived in rural areas.61
In 1950, some 58 percent of the labor force was engaged in
agriculture, and an additional 2 percent was employed in
forestry and fishing. Preliminary data for 1960 revealed
that agricultural production accounted for 26 percent of
the national income; industry, for 27 percent.62 Agricul-
tural products, especlially coffee, dominate the export market.
Coffee exports accounted for 60 to 70 percent of the value
of all exports during the period 1950-1957, although recently
the figure has fallen below 60 percent. Agricultural pro-
ducts contributed nearly 75 percent of the total value of
Brazilian exports 1n 1960.63
Since World War II, the fastest growing sector of the

Brazilian economy has been industry, the index of industrial

production rising from a base value of 100 in 1949 to 235.1

60vearbook of National Account Statistics 1963 (New
York: United Nations, 1963), pp. 321 ff.

6lDemographic Yearbook 1962 (New York: United Nations,
1962), p. 308.

62United States Department of Commerce, op. cit.,
pp. 75 ff.

631p1d., pp. 157 ff.
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in 1958.6u A combination of factors has encouraged indus-
trial growth. First, a high level of demand for finished
goods has been unsatisfied because of recurrent exchange
shortages which prevent their importation. Second, high
profits 1n manufacturing enterprises have attracted consider-
able capital, domestic and foreign. Third, the government
has encouraged the development of domestic manufacturing in
order to conserve foreign exchange through restrictive

tariff policlies and open invitation to foreign investors.

As a result, industries have developed to a substantial
degree, with widely diversified production and industrial
depth. Whereas Brazil once imported most finished consumer
goods, the country has now developed a large number of light
manufacturing facilities and a rapidly growing producer
goods industry. Consumer demands are now supplied largely
by domestic manufacturing, including such products as house-
hold appliances, pharmaceutical products, office equipment,
chinaware, bullding materials, chemicals, leather goods,
rubber goods, and many other items. More basic manufactures
such as automotive trucks, rolled steel, industrial chemi-
cals, industrial equipment, electrical equipment, and other
1tems have been specifically encouraged by the government,
and some of these industries are nearly fully developed and

self-sufficient.66

h1p1a., pp. 115 fr.

65Fink, op. cit., p. 5.

66United States Department of Commerce, loc. cit.
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As in utilities, foreign capital has played a signifi-
cant role in manufacturing sectors of the economy. As men-
tioned earlier, as of 1959, foreign capital had contributed
31 percent of the total public and private investment 1n
Brazil. The United States had supplied 37.5 percent of the
foreign capltal, more than half of which was invested in
manufacturing. Thus, United States investments in manufact-
uring alone represented roughly 6 percent of the total pub-
lic and private investment in Brazil, and all United States
investments in Brazil represented roughly 12 percent of the
total.67

One of the most significant aspects of Brazilian eco-
nomic development is its geographical lopsidedness. One
area of the country, the southeastern - comprising the
States of Espirito Santo, Guanabara, Rio de Janelro, Minas
Gerais, Parana, and Sao Paulo - accounts for 47 percent of
Brazil's population, 13 percent 6f the land, and 70 percent
of the national income. Another area, consisting of the
Amazon Valley and the frontier west, is the most sparsely
populated section of the country. A third area, comprising
the northeastern states, has the lowest per capita income
in the nation, with widespread poverty and soclal unrest.68

Table V below groups the various states of Brazil by region,

671b1d., pp. 11-1l.
681p14., pp. 59 .
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and shows the vast disparities in terms of shares of total
national income and per capita income for 1958.

From the nature of Brazil's economic development, it
is clear that further advancement must proceed in two direc-
tions: sideways, bringing increased prosperity to the less
developed areas; and forward, bringing increased prosperity
to the developed and less developed areas alike.

VIII. REGIONAL DEVELOPMENT OF UTILITIES
IN THE INFRASTRUCTURE

Many of the problems in economic development revolve
around the economy's infrastructure--that is the supply of
water, transportation, power, communications, and other essen-
tial services on which development depends. If development
is to advance, these services must keep up with the demand
for them, At this point in Brazilian development, an ade-
quate infrastructure base 1s all the more important because
of the growing producer goods industries which typically
require large amounts of water, power, and the like. The
Joint Brazil-United States Economic Development Commission
stated flatly in its 1953 report to the Brazilian Government
that, "The shortage of electrlical energy has become one of
the greatest impediments to the economic development of
Brazil."69 The reasons for the shortages are a matter con-

sidered in Chapter IV of this thesis, but the polnt to be

6
9Joint Brazil-United States Economic Development

Commission, op. cit., p. 35.



TABLE V

PERCENTAGES OF TOTAL AREA, POPULATION, AND NATIONAL INCOME
IN BRAZIL BY STATES AND FEDERAL TERRITORIES

REGIONS BY PERCENT OF
STATES AND TOTAL AREA

FEDERAL TERRITORIES

PERCENT OF PERCENT OF APPROXIMATE PER
TOTAL 1960 TOTAL NATIONAL CAPITA NATIONAL
ESTIMATED INCOME 1958 INCOME 1958,
POPULATION (U.S. Dollars)

North:

Rondonia Territory
Acre Territory
Amazonas

Rio Branco Territory
Para

Amapa Territory

Northeast: 11
Maranhso

Plaui

Ceara

Rio Grande do Norte
Paraiba

Pernambuco

Alagoas

3 2 $165

2L 9 $100

(continued)
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TABLE V (CONTINUED)

REGIONS BY
STATES AND
FEDERAL TERRITORIES

PERCENT OF
TOTAL AREA

PERCENT OF PERCENT OF
TOTAL 1960 TOTAL NATIONAL

ESTIMATED
POPULATION

INCOME 1958

APPROXIMATE PER
CAPITA NATIONAL
INCOME 1958,

(U. S. Dollars)

East:

Sergipe

Bahia

Minas Gerals
Espirito Santo
Rio de Janeiro
Guanabara

South:

Sao Paulo

Paransa

Santa Catarina
Rio Grande do Sul

Central-West:
Golas
Msto Grosso

Brazil (Total)

15

10

22

100

35

34

100

36

50

100

$265

$380

$185

$255

Source:

U.S. Government Printing Office, 1961), p. 61.

United States Department of Commerce, Brazil.(Washington:

ss
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noted here is simply the importance of power 1n the infra-
structure. Although the Joint Commission did not address
1tself to the importance of telephone communications, this
aspect of utility development, too, 1s an integral part of
modern economic development.

We have noted previously that the foreign holding com-
panies dominated the telephone and electric light and power
utilities in the Brazilian economy. For this reason alone,
these companies were deeply involved in problems of economic
development. According to 1962 figures, Brazil had only
1.42 telephones per one hundred persons, as opposed to the
United States, which had 41.80; France, which had 10.07;
Argentina, which had 6.40; the Federal Republic of Germany,
which had 11.50; and the United Kingdom, which had 16.25.70
In the production of electric power, according to 1960 fig-
ures, Brazil produced only 323 kilowatt-hours per person in
its population. A comparable figure for the Unlted States
was li,650; for France, 1,580; for Argentina, 523; for the
Federal Republic of Germany, 2,180; and for the United King-
dom, 2,590.71

The infrastructure that the foreign utility holding

70 merican Telephone and Telegraph Company, loc. cit.

71Figures based on production data given in the
Statistical Yearbook 1962 (New York: United Nations, 1962),
P. 489; and mld-year population estimates given by the
Demographic Yearbook 1961 (New York: United Nations, 1961),
pp. 126 ff.
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companies have dominated in terms of electric light and
power and telephone services has been as geographically un-
even as the development of Brazil's various regions. And,
the lack of adequate infrastructure in the less developed
of these regions has been a principsl reason for their lack
of development,

With respect to telephones, little information is
available on their distribution throughout the country's

regions. However, The World's Telephones, 196272 lists the

concentration of teléphones in Brazil's major cities. In
1962, Brazil was credited with 1,046,621 telephones, 95
percent of them provided by private enterprise.73 Of the
16 principal cltles listed with a total of 782,299 tele-
phones or 75 percent of the national total, 15 were located
in the southern or eastern portions of the country, as
grouped by Table V above, accounting for 772,299 telephones
or T4 percent of the national total. The remaining city
was the Capltal, Brasilia, in the Central-West area. The
telephones accredited to those cities do not include con-
centrations of telephones in developed neighboring suburban
and rural communities.7 If the latter telephones were in-

cluded, the concentration in the southeast would be much

72American Telephone and Telegraph Company, loc. cit.

"3Ibiq.
Th1p14., p. 12.
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greater. It is not hard to visualize the scarcity of
communications in the remaining 75 percent of the country.
Table VI presents the data for the cities below. The high
number of telephones per one hundred persons for these cities
compared to the national average of 1.2 telephones per one
hundred persons confirms the suspicion that the less developed
areas must be far below the national average.

The geographic disparities in infrastructure are readily
apparent in the regional development of electric power as
well. According to 1950 data, Brazil had an average generat-
ing capacity of 30 watts per person for the nation as a
whole, and an average production of 160 kilowatt-hours per
person. Yet, in the area around the City of Rio de Janeiro,
served by Brazilian Traction, Light and Power Company (Brazi-
lian Traction), there were 150 watts of generating capacity
per capita and a production of 745 kilowatt-hours per capita.
In the area around the City of Sao Paulo, also served by
Brazilian Tractlon, there were 218 watts of capacity per cap-
ita and a production of 1,165 kilowatt-hours per capita. In
fact, as of December 31, 1953, the two major metropolitan
areas of Rio de Janeiro and Sao Paulo comprising 10 percent
of the nation's population had 49 percent of the installed
generating capacity 1in public service and consumed 56 percent
of the electrical production of the country. In large parts

75

of the country, there was no electricity.

75Fink, op. cit., p. 1.
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TABLE VI

TELEPHONES IN PRINCIPAL BRAZILIAN CITIES IN 1962
GROUPED BY REGION

REGIONS NUMBER OF POPULATION TELEPHONES
AND TELEPHONES IN PER 100
CITIES THOUSANDS PERSONS
East:
Belo Horizonte 29,161 735 L.o
Campos 3,857 299 1.3
Niterol 19,80 515 3.8
Petropolis 9,338 156 6.0
Rio de Janeiro 343,991 3,422 10.1
South:
Campinas 12,847 220 5.8
Caxlas 1,589 108 1.5
Curitiba 1h, 9l 361 b.1
Londrina 3,413 135 2.5
Ponta Grossa 1,888 91 2.1
Porto Alegre 29,51, 672 L.l
Rio Grande 1,421 103 1.4
Santa Maria 1,652 122 l.%
Santos 26,803 273 9.
Sao Paulo 272,401 L,025 6.8
Central-West:
Brasilisa 10,000 200 5.0
Brazil (Total) 1,046,621 73,000 1.4

Source: American Telephone and Telegraph Company, The
World's Telephones, 1962 (New York: American
Telephone and Telegraph Company, 1962), p. 12.
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More recent and detailéd figures by state and territory
reveal the disparities between regions in their electric
powér development more clearly. In 1961, the Northern area
of Brazil consumed L3.5 kilowatt-hours per capita; the
Northeast, I7.5; the Bast, 257; the South, 409; and, the
Central-West, or Mid-West, 32.5. Table VII below presents
data for generating capacity and consumption per capita by
state or territory and region for 1961. Generating capacity
per capita must be interpreted cautiously, because power
transmission lines traverse regional and state borders so
that consumption in one area is often produced in another.76

Figures that show regional distribution of foreign in-
vestment in utilities are not available. However, as noted
previously, foreign investment was primarily concentrated
in Southeastern Brazil, the most developed area of the coun-
try, while Brazilian investment was primarily concentrated
in the other, less developed areas. In other words, the
regional distribution of foreign and Brazilisn investment
has not been the same, Foreign investment was not only
dominant in the entire utility structure of Brazil, but
it was even more dominant in the best market area of the
country.

IX. PROBLEMS OF ELECTRIC LIGHT AND POWER
UTILITY DEVELOPMENT

The electric power industry in Brazll faces peculiar

76Fundacao Getulia Vargas, Instituto Brasileiro de
Economia, Conjuntura Economica, International Edition, Rio
de Janeiro, Year X1, No. 1 (January, 196L), p. T7O.




TABLE VII

PER CAPITA PRODUCTION AND CONSUMPTION OF ELECTRICAL ENERGY IN BRAZIL BY
STATE OR TERRITORY AND REGION IN 1961

REGION AND POPULATION GENERATING CONSUMPTION
STATE OR (MILLIONS OF CAPACITY PER PER CAPITA
TERRITORY INHABITANTS CAPITA - WATTS KILOWATT-HOURS
North: 2.7 21.5 43.5
Rondonia 0.08 30 91

Acre 0.17 16 23.5
Amazonas 0.75 8 22
Roraima 0.03 13 20

Para 1.6 25 L7
Amapa 0.07 100 194
Northeast: 16.0 8 L7.5
Maranhao 2.6 3 7
Piaul 1.3 %.5 12
Ceara 3.4 .5 22

Rio Grande do Norte 1.150 7 20
Paraiba 2.049 7 67
Pernambuco L.2 12 103
Alagoas 1.3 9 45.5
Fernando Noronha 0.001 300 900

(continued)
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TABLE VII (CONTINUED)

REGION AND POPULATION GENERATING CONSUMPTION
STATE OR (MILLIONS OF CAPACITY PER PER CAPITA
TERRITORY INHABITANTS) CAPITA -~ WATTS KILOWATT-HOURS
Bast: 25.5 824 257
Sergipe 0.8 1.75 26
Bahia 6.1 59 45.5
Minas Gerais 10.2 79 228
Espirito Santo 1.4 27 56
Rio de Janeiro 3.6 239 o2
Guanabara 3.4 12.5 723
South: 25.7 9.5 09
Sao Paulo 13.4 145 55
Parana L.5 35 14l
Santa Caterina 2.2 I3 142
Rio Grande do Sul 5.6 L2 13
Mid-West: 3.2 12 32.5
Mato Grosso 1.0 19 16
Golas 2.0 7 38
Brasilia, Federal District 0.2 31.5 60
Brazil (Total) 73.1 65 au7

Source: Fundacao Getullo Vargas, Instituto Brasileiro de Economisa,
Conjuntura Economica, International Edition, Rio de Janeiro,
Year XI, No. 1 (January, 196L), p. 70.
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problems in connection with development. Although Brazil is
believed to have oll and coal resources, these have not been
developed. Because of the scarcity of fuel, the high cost
of importing it, the attendant drain on foreign exchange,
and Brazil's wealth in hydro sources, hydroelectric sources
of power have been developed much more extensively than
thermal ones. At the end of 1953, 79.6 percent of the total
generating capacity of the country in public service was
based on hydro sources.

Capital expenditures for hydroelectric power develop-
ment have been considerably greater than those for thermal
development. In 1954, eight hydroelectric projects had a
cost range of $252 to $508 per kilowatt of generating capa-
city, while a thermal project cost only $194 per kilowatt.78

Development of hydroelectric power sources, then, re-
quires a large capital outlay per kilowatt of generating
capaclty, an outlay considerably greater than that required
for thermal electric power development. This means that
public or private investors in hydroelectrlic power develop-
ment must have access to considerable financial resources.
For example, in June of 196l, President Humberto Castelo
Branco of Brazil approved a plan recommended by the Interna-

tional Bank for Reconstruction and Development for power

"TFink, op. cit., p. 3.

7BCaVers and Nelson, op. cit., p. 87.
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development in Brazil. Noting that the annual growth rate
for power consumption had been between 8 and 12 percent per
year in Brazil's industrial areas, the plan proposed the
constructlion of five new hydroelectric facilities and the
expansion of two others in order to raise installed generat-
ing capacity by 1,792,000 kilowatts. The report observed
that any substantlal delay in the execution of these projects
or the completion of existing ones would have "very grave
consequences for the national economy™. The price tag on
the proposed projects was two billion dollars.79 This fig-

ure is greater than the book value of foreign investment in

Brazilian electric light and power utilities today.

X. IMPLICATIONS FOR FOREIGN-OWNED UTILITIES

In bringing this chapter to a close, it i1s appropriate
to focus on the implications of the material presented.

First, the foreign-owned utilities dominated the electric
light and power and telephone services in the infrastructure
of the Brazillian economy. Even though foreign investment
supplied much needed developmental capital, there was con-
siderable risk inherent in this type of investment. Under
any circumstances and in any country, an investment by
foreigners in public utilities of this size and with this
much control has risk. Utilities are a particularly sensi-

tive area of foreign investment. Telephones are vital to a

79New York Times, June 20, 196L4, p. 29.
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nation's communication system, and electricity is a pre-
requisite to iIndustrial growth. It is not unusual for a
host country to regard these utilities as vital to the
national security and natlional development, and, hence,
subject to government control, sometimes to the point of ex-
cluding foreign interests. In addition, by the nature of
the services that are essential to modern life, telephone
and electric utilities are highly visible to the population
of a nation. When these utilities fail to meet popular ex-
pectations, popular opinion is quick to react, with ensuing
political implications.

Second, in the case of foreign-owned utilities in Brazil,
this type of risk has been compounded by the state of econo-
mic development. Although the Brazilian economy is still
primarily agricultural, in recent decades the country has
made significant strides toward industrialization. This in-
dustrial development placed an extra burden on public util-
ities in Brazil, particularly the electric power industry.
This burden not only made it imperative for the utilities
to expand their services, but it also made them.especially
vulnerable to governmental policies designed to generate
further industrial development.

Third, in addition to the state of economic development

in Brazil, the manner in which that development has proceeded

has had a bearing on the risks faced by the foreign utility
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operators. KEssentially, Brazilian economic devedopment has
been geographically lopsided, the southeastern portion of the
country being, by far, the most developed. Public utility
development has been equally lopsided. The regional inequal-
itles have been a great source of concern in Brazil, and
increased the vulnerability of foreign-owned utilities to
government policy. For one, Brazilian efforts to industrial-
l1ze the underdeveloped portions of the country have had to
include, explicitly or implicitly, plans for the employment
of forelgn capital in utility development. This Chapter noted
the rapid growth of public investment in utilities in these
areas after the Second World War, implying a choice between
public and private investment that was made in favor of
public investment. For another, one can infer that the less
developed portions of Brazil have probably not been a source
of polltical support for the forelgn-owned utilities, since
these utilities did not appreciably invest in those regions.
Fourth, the regional distribution of foreign and private
Brazilian investment in utilities may have had an effect on
the risks faced by the foreign utility operators. The foreign-
owned utilities occupied the best market areas of Brazil, and
contributed to their development, by buying out many private
Brazilian operators and consolidating facilities. 1In effect,
private Brazilian operators were squeezed out of those areas,
which may have created lingering resentment against foreign

capital.
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Finally, the nature of utility investment in electric
power facilities has had implicatlions for foreign investors.
By relying extensively on hydroelectric sources of power,
Brazil has needed and will continue to need large amounts of
capital for deVelopment.A Foreign investment in electric
Hght and power utilities, therefore, has been a substantial
portion of the total investment in Brazil, increasing the
visibllity of the foreign enterprises. In addition, the
large capital outlays required for expansion could only have
made the problems of financing more difficult for foreign
investors. Furthermore, the large capital outlays required
for electric power development implicitly posed to the
Brazllian Government the question of the desirability of

so much foreign capital in the infrastructure.



CHAPTER III

REGULATION OF ELECTRIC LIGHT AND POWER AND
TELEPHONE UTILITIES IN BRAZIL

The historical origin of the underlying problems of the
forelgn utilitlies in Brazil, as well as those of the multi-
tude of smaller domestic operators, lies in the regulatory
structure under which the utilities operated. This chapter
discusses those portions of Brazilian regulatory law applic-
able to the operations of electric light and power and tele-

phone utilities.

I. THEORY OF UTILITY REGULATION

Before describing the laws themselves, 1t 1is useful to
introduce the fundamental concepts of utility regulation
used in the Western Hemisphere, including the United States,
so that the Brazilian laws can be viewed in the proper pers-
pective.1 The general principle is that utilities enjoy a
natural monopoly position--being a decreasing cost activity
over a wide range of increasing production--and should not,
therefore, be allowed complete freedom in the determination

of prices charged for services. The rate-making process,

l’I‘he following discussion on the theory of utility regu-
lation has been abstracted from David F. Cavers and James R.
Nelson, Electric Power Regulation in Latin America (Baltimore:
The Johns Hopkins Press, 1959), pp. 110 ff.

68
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however established, determines prices that: one, allow re-
covery of genuine operating costs such as labor and fuel;
two, allow recovery of appropriate depreciation allowances
so that retired equipment can be replaced with new plant;
and three, allow sufficient return on bona fide invested
capital so that new expansion can be financed out of earn-
ings or new issues of securities or both. The evolution of
acceptable accounting techniques has removed most of the
difficulties in determining costs and depreciation on the
basis of experience. Determining what constitutes an ade-
quate return presents problems. The rate of return must be
high enough so that additional capital can be attracted to
the enterprise when needed. This means that present equlty
holders must earn on their investment a rate of return
comparable to that realized from alternative investments.
An "adequate" rate of return, therefore, is determined in
the capital markets servicing the utility. Whether or not
this is the return legally permitted is another question--
and a common center of controversy.

Rate problems are compounded when there is debt in the
capital structure, because debt creates leverage for equity
holders. When there is leverage, the return to shareholders
1s different than the return to the total invested capital.
A simple example illustrates the meaning of leverage. If
the consolidated capital structure of a utility amounts to

$100, of which $50 is debt requiring a 5 percent annual rate
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of interest and $50 is equity, and the legally fixed rate of
return on total investment is 10 percent, then the annual
return to total capital is $10. However, interest payments
out of that return amount to $2.50, leaving $7.50 for the
equity holders, which amounts to a 15 percent rate of return
on their investment. In this instance, leverage has made
the equity holders' rate of return greater than the legally
fixed rate of return to total 1nvestment. If the legally
fixed rate of return to total investment is subsequently re-
duced by 25 percent to 7.5 percent, the value of the total
return will fall to $7.50, leaving equity holders $5.00
after deductions of interest payments, or a 10 percent rate
of return on their investment. In this case, the rate of
return to equity fell by 33 percent, which is greater than
the reduction of the total rate of return. Thus, the effect
of leverage 1s to amplify varlations in the rate of return
to equity resulting from variations in the rate of return to
total invested capital., Some regulatory systems make allow-
ance for leverage, and assign different legal rates of return
to the components of the capital structure; others, like the
Brazilian regulatory system, ignore leverage, assigning a
single legal rate of return to the total investment.

The usual method for determining return on investment
is to fix a rate base and apply a rate of return to that

base. The rate base usually reflects elther historical
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value of the investments less depreciation or present value
of the assets. Utility prices are adjusted so that return

on investment 1s provided according to the chosen formula.

Both the rate base and the rate of return are prescribed by
the regulatory systems.

The United States uses a system of regulatory commissions,
semi-independent of executive branches of government and sub-
ject to judlelal review, to determine rate base and rate of
return., Controversay continues as to whether the rate base
should reflect historical investment or present value, When
the cost of replacing or expanding physical plant is stable
over time, present value and historical value are not criti-
cally different. When, however, these costs rise over time,
then historical values underestimate real value, and the
real value of the return to equity holders falls, assuming
that the appllied rate of return is constant.

As will be seen, Brazilian methods are more rigid than
those 1n the United States, in that the rate base and rate
of return are prescribed by law, and changes in utility rates
necessitated by changing operating costs are determined by
politically-appointed agencies of the executive branch of the
government.

Since electric power and telephone regulation in Brazil
are somewhat different, each will be considered separately.

Throughout the discusslon of the regulatory systems for
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electrlic light and power and telephone utilities, it should
be kept in mind that the laws applied equally to foreign and
domestiec investors.
II. BRAZILIAN REGULATION OF ELECTRIC
LIGHT AND POWER UTILITIES

Prior to 1934, there was no centralized machinery in
Brazil for granting and regulating public utility concessions,
contracts for power companies being negotiated individually
with local authorities. Such contracts stipulated the oper-
ating conditions, the duration of the concession, the dis-
position of the assets upon expiration of the concession
and the amount of compensation to be paid for assets revert-
ing to the granting authority, and the rates to be charged.
Changes in rates were negotiated by the concessionaire and
the granting authority. Although these contracts were not
based on a clearly defined legal doctrine concerning exclus-
lve exploitation, 1n practice they granted monopolies in
their concession areas. The insertion of a "gold clause"
became widespread in the case of foreign investors. The
effect of such a clause was to allow rate adjustments linked
to variations in the foreign exchange rate.2 In November,
1933, the federal government ruled that all contracts con-

taining such clauses were null and void, thereby abolishing

2Joint Brazil-United States Economic Development
Commission, The Development of Brazil (Washington: U.S.
Government Printing Office, 1951), pp. 168-69,
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automatic adjustments of tariffs according to the exchange
rate.3

Partly due to economic and political changes resulting
from the depression, Brazilian thinking sbout the old
arrangements chzanged,l‘L and in 193l a new Constitution was
put into effect. The new Constitution stated that water-
falls in public rivers were national property, and that
Federal concessions were required for hydroelectric develop-
ment, such concessions being granted only to Brazilians or
companies organized in Brazil. Article 137 provided that
the Federal Government should establish a law regulating
the rates of hydroelectric companies so that those companies
could earn only a fair return on their capital. PFair return
was defined as a return that would take care of normal re-
qulrements and necessary expansion and improvement. In the
Transitory Provisions, Article 12 stated that private persons
who operated hydroelectric facilities were to be subject to
federal law to be promulgated, and that concession contracts
in existence were to be subject to revision.S The new Con-

stitution also assured the Government the right to take over

3Moody's Public Utility Manual 1950 (New York: Moody's
Investor Service, Incorporated, 1950), p. 1120.

uJoint Brazil-United States Economic Development
Commission, loc. cit.

SMarvin S. Fink and Staff, Reports on Electric Power
Regulation in Brazil, Chile, Colombia, Costa Rica and Mexico
(Cambridge: Harvard Law School, 1960), pp. LI-L].
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the assets of a concession after the period established in
the original contract had expired. Adequate indemnity for
properties reverting to the Government was called for in
this concession 1im1tation.6 In effect, the 193l Constitu~
tion established a policy whereby hydroelectric companies
were to be regulated by the Federal Government through an
administrative commission to be established by appropriate
1egislation.7

To implement the provisions of the 1934 Constitution,
the Code of Waters was enacted in the same year.8 The Code
envisioned comprehensive regulation of hydroelectric power
companies, and in Article 178, regulatory responsibility was
entrusted to a Division of Waters in the National Department
of Mineral Production of the Ministry of Agriculture. The
Code made provision for the centralized granting of con-
cesslons, the supervision of issues of securities and of
methods of accounting, the establishment and revision of
power rates, and the setting of time limits on concessions.
Ob jectives of regulation as set forth in the Code were the
assurance of adequate service, the guarantee of the financial
stability of the enterprise, and the fixation of reasonable

rates. Regulation was to be based on historical costs, and

6Joint Brazil-United States Economic Development
Commission, loc. cit.

7Fink, loc. clt.
8pecree 2li,643, July 10, 193L.

9Joint Brazil-Unlted States Economic Development
Commission, loc. cit,
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Article 180 of the Code provided that rates should be fixed
every three years so that reasonable rates would recover costs
of services--including operating expenses, taxes of all kinds
except Improvement assessments, depreciation charges, and
return on the capital of the enterprise. No changes could be
made 1n rates until new concession contracts had been entered
Into In accordance with the provisions of the Code.10

The elaborate regulations established in the Code of
Waters were never really put into effect through the issuance
of appropriate regulatory decrees. By preventing the com-
panies from complying with certain provisions of the Code,
this lack of regulatory decrees unnecessarily imposed
restrictions on the operations of the companies. For ex-
ample, no rate changes could be made because no new con-
cession contracts could be entered into, and no expansion of
property could be undertaken because provisions of the Code
could not be complied with.ll

In 1937, a new constitution was enacted. 1In general,
provisions relating to hydroelectric power utilities remained
unchanged, except for one added provision--the requirement
that holders of the voting stock in hydroelectric corpora-

tions must be Brazilian. This new provision was put into

effect through Decree Law 852 of November 11, 1938.12

10
Fink, loc. cit.

117544,
121p14.
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On may 18, 1939, a National Council of Waters and Elec-
tric Energy, originally called for in the Code of Waters to
study and rule upon the granting of the new contract con-
cessions and upon the expansion of existing power facilities,
was flnally created. The Council was to act»as a board of
appeals in disputes between concessionalires and the Govern-
ment, and possessed very extensive powers relating to devel-
opmental planning of electric power, legislation, inter-
connection of service, and other related items. The effect
of the Council's creation was to modify previous restrictions
on plant expansion that had resulted from failure to imple-
ment the provisions of the Code of Waters. Investment
could proceed anew, but not until the end of the Second
World War, when shortages of equipment ceased.13

The Code of Waters was partially implemented and modi-
fied by Decree Law No. 3,128 of March 5, 1941. This law
defined historical cost as the amount actually invested in
the productive properties of the concesslion and provided
that such historical cost was to serve ss the basis for fix-
ing rates and determining compensation to be paid the con-
cessionaire 1n event assets reverted to the Government. The
law authorized The Division of Waters of the Ministry of
Agriculture (established by the Code of Waters) and the

National Council of Waters and Electric Energy (created in

13J0int Brazil-United States Economic Development
Commission, op. cit., pp. 155-57 and 169.
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1939) to inventory the properties of concessionalres and
determine the original costs of such properties according
to vouchers and records of the companies. The law provided
that if the determinations of original cost of a concession
proved to be unsatisfactory due to inaccuracies in, or un-
reliability of, company records, then a board of experts
was to determine proper historical cost. Under provisions
of this same law, profit to be allowed on a concessionaire's
investment was to be limited to 10 percent per year of the
historical cost less depreciation, unless significant changes
occurred in the internal securities or monetary markets, in
which case the return could be changed to an amount no great-
er than the yleld on internal government bonds plus 3 per-
cent.lu

Neither the Division of Waters nor the National Council
of Waters and Electric Energy were adequately staffed to
carry out the evaluations required by the 1941 law. Author-
ities consequently tended to delay making decisions on the
granting of new concession contracts or the confirmation of
0ld ones, and rate adjustments and expansion plans were
further delayed.15

Due to increasing power shortages arising from delays

in the implementation of the Code of Waters and the

luFink, loc, cit.

15Joint Brazil-Unlted States Economic Development
Commission, op. cit., p. 170.
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restrictions on expansion of capaclty resulting from World
War II equipment shortages, the Federal Government, in Decree
Law No. 1,295 of May 13, 1942, empowered the National Council
of Water and Energy to establish rules for the rationing of
a concessionaire's electric energy.l

On August 19, 1943, the Code of Waters was further modi-
fied and the restrictions somewhat relaxed through the issu-
ance of Decree Law No. 5,76li. This law provided that elec-
tric energy companies should continue to be regulated by
thelr existing concession contracts, pending the execution
of new ones as referred to in Article 202 of the Code of
Waters, but that regulatory jurisdiction conferred in such
contracts was transferred to the Federal Government from the
states or municipalities originally party to the contracts.
Exception was made for public lighting contracts and similar
local services. However, the Law subjected the existing
contracts so transferred to the Federal Government to limit-
atlons as to: one, the area served, which might be modified
according to the public interest; two, contract duration,
which was to be established in the new contracts; three,
future operating conditions, including rates; and, four, the
supervision of concessionalre performance, which was to be
governed according to provisions of the Code of Waters and

subsequent leglslation. These limitations were not to

16Fink, op. cit., p. 83.



79

affect either the integrity of the concessionaire's invested
capital or his return from it. Finally, Article 5 of the
1943 Law allowed for readjustment of rates. Companies cov-
ered by the Decree Law could have provisional modifications
made 1n thelr rates by submitting to the Minister of Agricul-
ture a petition containing sufficlent justification for the
changes. The Government reserved to itself the exclusive
right to judge the merits of petitions.17
In 1946, another new constitution was enacted, the one
now 1n effect. Repeating essentially the regulatory provi-
sions of the previous constitutions, the 1946 Constitution
called for the passage of a new public utility law to re-
place the implemented fragments of the Code of Waters. The
Constitution declared (Article 151) that concessionaires
could not receive more than a fair return on their capital,
but that the return must be adequate enough to allow improve-
ments and expansion. In the event assets of a concession
reverted to the Government, it was again declared that the
concessionalre must be indemnified. The provisions in the
1937 Constitution to the effect that holders of voting stock
in hydroelectric enterprises must be Brazilian was repealed.
Since no action was ever taken to implement the provi-
sions of the 19,6 Constitution with respect to electric util-

ity regulatlion, previous legislation implementing the Code

Ypink, op. eit., pp. 41-lLl; and Joint Brazil-United
States Economic Development Commission, op. cit., pp. 168=-170.
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' 18
of Waters has, in fact, remained in effect. Thus, the

1943 Law as applicable to electric power rate changes has
remained in effect, and, since 1943, rate increases have been
granted by the government only to meet specific changes in
operating costs. Such changes were usually authorized by
law, granting the electric power industry percentage in-
creases in rates to offset appropriate increases in expenses.
For example, Decree Law No. 7,52l of May 5, 1945, provided
that Brazilian Traction, Light and Power companies should
have a flat 10 percent increase 1ln rates to cover an in-
crease in wages approved by the government at the same time.
This law allowed that the granting authority could make the
rate increases applicable to other power companies at its
discretion. Decree Law 7,716 of July 6, 1945, implemented
Decree Law 7,52li, and made the Division bf Waters and the
National Council of Waters and Electric Energy responsible
for carrying out the provisions of Decree Law 7,52l with
respect to electric power companies. Rate changes were put
into effect through the issuance of decrees, or portaria,
by the regulatory agencies.19
At this juncture, it is worthwhile to recall that the
regulatory framework up to this time confined itself to hydro-

electric power companies, However, some concessionaires,

181p14,

lgFink, loc. cit.
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although predominantly hydroelectric, had thermal plants as
well, and electric power supplied to consumers was indis-
tinguishable as to its origin. In such cases, it was natural
for the regulatory authorities to assume rate-making responsi-
bility for the concession as a whole. For thermal plants,
fuel--usually imported--was not an insignificant portion of
operating expenses, and in 1939, clauses allowing for adjust-
ment of rates to power (industrial) consumers for changes in
fuel costs were permitted in the concession contracts. Fuel
clause surcharges on rates were later extended to all consum-
ers (power and light) by regulatory decree (Portaria No. 639
of August 12, 1948). Fuel clauses, once granted to a con-
cessionaire, were automatic in their adjustment, unless re-
vised by regulatory decree.ao

On June 5, 1950, Decree Law No. 2,281 subjected thermal
electric plants to the same regulation applicable to hydro-
electric plants, bringing all electric light and power con-
cessions under Federal control. The same law also provided
that electric power companies were to be exempt from all taxes,
except taxes related to non-electric operations of the con-
cessionaires and consumption and income taxes. Instead,
taxes were imposed upon the basis of installed generating

capacity.21

20p1nk, op. cit., pp. 42 & 79-81.
2l11bia., p. L.
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Also in 1950, standard accounting procedures originally
called for in the Code of Waters were finally worked out and
1mplemented.22

Law 1,474 of November, 1951, permitted companies in
Brazil to revalue their fixed assets upward according to
indices fixed by the Law to account for inflationary trends.
Upon doing so, companies had to pay a one-time, 10 percent
tax (later'lS percent) on the amount of revaluation, Public
utilities were not permitted to take advantage of this re-
valuation procedure.23 There is no evidence of the Govern-
ment's reasoning on this point, but revaluation of utility
assets would have implied a new and higher rate base on
which to calculate prices for utility services. As will be
seen in Chapter V, becausse of popular opposition, political
leaders in Brazll were reluctant to grant rate increases not
immediately required to cover increases in operating expenses.

Up to 1954, companies desiring rate increases to offset
government-granted wage increases would petition the Govern-
ment for the rate changes. The Division of Waters reviewed
the petitiona and authorlzed rate increases in specific
amounts to cover the increased labor costs, but only provi-
ding that the return earned was less than the 10 percent
allowed by previous legislation. On May 1, 1954, a new
minimum wage law, Law 35,450, was put into effect throughout

22J0int Brazil-United States Economic Development
Commission, op. cit., p. 170.

23F1nk, op. cit., p. 47; and Cavers and Nelson, op. cit.,
p. 30.
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the country. The companies petitioned for rate increases,
and the Minister of Agriculture authorized (Portaria No.
1,691 of November 19, 195L, of the Minister of State of the
Business of Agriculture) the companies to pass on the addi-
tional expenses themselves to the consumers, with the proviso
that the companies report the results of their rate increases
to the Division of Waters after a ninety day experimental
period. This.new technique for adjusting rates was a step
toward automatic rate adjustment with changing wage laws.zu

Through the issuance of Law No. 2,308 of August 3, 195,
Brazil established a Federal Electrification Fund to assist
the financing of production, transmission, and distribution
electric power facilitlies and the development of related
electrical manufacturing industries. Financing of the Fund
was achieved by levying a tax on electric light and power
consumption as authorized by the Constitution (Article 15,
Paragraph III).25

In 1956, the administration in Brazil introduced a bill
in the Congress that would, among other things, call for the
revaluation of utility assets for the purposes of rate-making
and otherwise create a more favorable climate for public

utility operations. Pending Congressional action on the

measure, an interim executive decree established new

2“Fink, op. cit., p. U3.

25United States Department of Commerce, Brazil
(Washington: U.S. Government Printing Office, 1961), pp. 109
& 181,
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regulations for the Code of Waters. Decree No. 41,019 of
February 26, 1957, made provisions for a system to adjust
rates automatlically as operating expenses changed. Such
adjustments were to be made for changes in the cost of power
purchased from outside the concessionaire's system, changes
in the cost of fuel where applicable, government-granted
changes in wages and social welfare benefits, and changes
in the cost of servicing or repaying in foreign currencies
registered foreign debt resulting from changes in the
applicable exchange rate. Rate changes necessitated by
changes in the cost of fuel, purchased power, and labor
were to be made by the companies in their monthly billings,
and rate changes necessitated by variations in the foreign
exchange rate were to be made by the companies semli-annually.
Every six months during which rate changes were in effect,
retrospective studies were required by the Decree, and the
regulatory authority had the power to cancel any rate
changes and require the refund of any excess charges to the
consumers. In any case, the Decree called for mandatory
rate adjustments for the public utilities every three
26

years,

On November 28, 1958, Law No. 3,470 was passed allow-
ing another revaluation of corporate assets according to

official indices that compensated for previous inflation.

26Cavers and Nelson, op. cit., pp. 125 & 126; and
United States Department of Commerce, op. eit., p. 109,
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A tax of 10 percent to be paid within one year was imposed
on the amount of revaluation of corporate equity securities.
Ag passed by Congress, the measure had a provision that for-
bade utilities to use revalued assets in computing their re-
turn, and, hence, rates. President Kubitschek vetoed this
provision, and his veto was upheld. However, no subsequent
executive decrees were issued to prescribe the revaluation
procedure for utilities, and consequently, utilities have
not yet been able to take advantage of this Law.27 The
revaluation contemplated by the Law was to have been be-
ennia1.28

In the previous legislation discussed, it will be noted
that the Division of Waters of the National Department of
Mineral Production of the Ministry of Agriculture and the
National Council of Waters and Electric Energy were fre-
quently designated--one, the other, or both--as the regula-
tory bodies in matters of concessions and rates. This has
created considerable doubt as to the respective areas of
jurlisdiction of the two agencies.29

In 1961, the Government issued several regulations

which, in addition to other things, cancelled automatic rate

ad justments for changes in the cost of foreign exchange

7Cavers and Nelson, op. cit., p. 117.

8American & Forelgn Power Company sources in New York.

29Fink, op. cit., p. Lk,
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needed to service foreign debts, and made such surcharges
on rates subject to prior approval by the Minister of Mines

30 This move was at least partially motivated

and Energy.
by a foreign exchange crisis in Brazil, and was coupled with
other efforts to conserve exchange. A later part of this
chapter will touch upon exchange regulations applicable to
foreign-owned public utilities.

To conclude this presentation of electric power utility
regulation in Brazil, it would be useful to summarize the
rather confusing and sometimes contradictory legislation to
bring forward certain essential points. The 1934 Code of
Waters envisioned a broad regulatory framework for eslectric
power companies, bringing concessions formerly under local
control into the realm of federal concern. However, many
provisions of the Code were never fully implemented. Those
provisions that were implemented were done so after consi-
derable delay. Thus, what actually developed was a fragmen-
tary and sometimes restrictive set of laws. The new con-
cession contracts called for in the 1934 Code were never
systematically executed, and it was not until 1943 that the
government recognized the validity of the exiasting con-

cesslions. During this period, rates were effectively frozen,

30American & Foreign Power Company Incorporated,
Thirty-Seventh Annual Report, 1960 (New York: American &
Foreign Power Company Incorporated, 1961), p. 13; and Ameri-
can & Foreign Power Company Incorporated, Thirty-Eighth
Annual Report, 1961 (New York: American & Foreign Power
Company Incorporated, 1962), p. 1l.
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because the 1934 Code forbade rate changes until concessions
had been entered into with the federal government. The pro-
visions called for in the Code relating to historical rate
base and an adequate return on the concessionaire's capital
were not defined until 1941. The 1941 Law defined the rate
base as hlstorical cost of assets less depreciation and the
rate of return as 10 percent of that base per year. However,
inflation had so devalued the rate base so that the con-
cesslonaires were actually earning very little in real terms
by 1958. A law enacted in that year called for the revalua-
tion of utllity assets for the purposes of rate-making, but
no administrative procedure has yet been instituted to carry
out that law, with the result that electric power utilities
still earn an inadequate return. After passage of the 1943
law, rate changes could proceed anew but only to cover
changes 1in operating costs, not devaluation of the real value
of return to investment. Until 1957, rate changes could not
be made without prior approval of the regulatory authorities,
which meant delay in obtalning changes because of adminis-
trative staff inadequacies. In 1957, rate changes necessi-
tated by increases 1n operating costs became partially auto-
matic. This helped to assure the electric utilities adequate
income to cover current expenses, including depreciation of
the historical value of assets, but it did nothing to provide
adequate profits. The lack of adequate profits, as will be
seen in subsequent chapters, explains much of the problems in

the Brazilian electric power industry.
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ITI. BRAZILIAN REGULATION OF TELEPHONE UTILITIES

A discussion of telephone utility regulation in Brazil
must necessarily be more limited In scope than the foregoing
discussion on electric power regulation for several reasons.
First, the Federal Government of Brazil has not been as
active in telephone utility regulation, by and large leaving
regulation to states and municipalities which practice sim-
ilar, but not identical, methods of regulation. Consequent-
ly, an exhaustive discussion would be unnecessarily complex
for the purposes of this thesis. Second, little information
on this subject has been translated into English, primarily
because telephone communications problems have attracted
less study than electric power problems in Brazil. The loss
of detail, however, is not crucial, because, as wlill become
apparent, the basic regulatory framework for telephone util-
ities 1s the same as for electric power, and the resulting
problems are virtually identical--namely, little or no profit
on invested capital.

As in the case of the electric power utilities, prior
to the enactment of the 193} Constitution, telephone util-
ities were regulated through a system of numerous state and
municipal concessions. As mentioned previously, such con-
cession contracts--regulated by local law--stipulated oper-
ating conditions, duration of the concession, the disposi-

tion of the assets upon termination of the concession, and
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the rates to be charged. Rate changes were either subject
to negotiation or made independently by the concessionaire.
Thus, for example, In the State of Rio Grande do Sul, where
telephone properties of International Telephone and Tele-
graph Corporation were expropriated in 1962, State Law No.
19 of January 12, 1897, provided that intermunicipal tele-
phone services, or "communications by electricity" as the
Law expressed 1t, were to be regulated through concessions
granted by the State, while intramuniclipal services were to
be exclusively regulated through concessions granted by the
municipalities.

First in 193}, and then again in 1937 and 1946, con-
stitutions of those years reserved to the Federal Government
the prerogative to regulate telephone utility concessions,
especially with respect to the revision of tariffs. Profits
of concessionalres were not to exceed fair retribution to
capital, such return being sufficient to allow necessary ex-
pansion and improvements in services. As in the case of
hydroelectric concessions, telephone concessions reverting
to Federal or State Governments required indemnification.

Such constitutional provisions were implemented parti-
ally through the issuance of Federal Decree Law No. 5,14}
of December 29, 1942, defining the rate-making process en-
visioned by the 193l Constitution. Under thls Law, rates

were limited to those which would provide a return to capital
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no greater than 12 percent per year of the "recognlzed cap-
ital", meaning historical cost less depreciation, and all
changes in rates were subjected to prior governmental author-
ization. Article 8 of the Law provided that, "The non-sub-
mission of the operator, concessionaire, permissionaire,

or contractor of telephone services, with a contract in
force or expired, or without a contract, to the tariffs
maintained in the form of the preceding article; or his re-
fusal to render or continue the services, or his abandoning
same, will oblige him, besides the legal and regulatory
measures and penalties, on the conceding power's judgment
to: (a), civil indemnity of the damage; (b), cancellation
of all fiscal and administrative favours; and (c), taxation
for the occupation of the public streets that the Public
Power may decree." In effect, Law No. 5,1l subjected con-
cessionaires to regulation without the option of thelr
withdrawing from the regulated activity should they find
their interests adversely affected.

The effect of the constitutional provisions was to give
the Federal Government the power to regulate telephone util-
ity concessions. In the case of interstate telephone ser-
vices, the Government exercised this prerogative because no
other power was 1n a position to do so. For the most part,
until recently, it did not exercise its authority with res-

pect to intrastate telephone communications, and, under the
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Federal Constitution, if the Federal Government did not ex-
ercise 1ts prerogatives, then the State Governments could
have authority. However, Law 5,1l); applied to all con-
cessions regardless of the unit of government granting the
concession. Thus, referring again to the State of Rio Grande
do Sul, that State in 1950 took over the administration of
Federal Law 5,14l with respect to rate regulation throughout
the State's jurisdiction., Later, by State Law No. 2,056
of March 19, 1953, the State Government of Rio Grande do Sul
reserved to itself the exclusive right to grant telephone
concessions within the State, whereas previously municipal-
ities could grant concessions for services within the muni-
cipality. It was under the same constitutional authority
that Rio Grande do Sul expropriated International Telephone
and Telegraph Corporation property in 1962.

Thus, in this brief exposition on telephone utility
regulation, it can be seen that the rate-making process--a
12 percent rate of return applied to a historical rate base--
is similar to the process used in regulation of electric
power utilities. The administration of the regulation has
been different, however, in that the Federal Government has
confined its regulatory activities primarily to interstate
service and ceded its administrative authorlity on other tele-
phone services to the States which might, in turn, yleld

parts of thelr authority to municipalities. A single
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concessionaire might, consequently, have concessions with
more than one unit of government, as was the case of Inter-
national Telephone and Telegraph Corporation's Companhia
Telefonica Nacional in Rio Grande do Sul, which operated
under fifty-two municipal, six State, and two Federal con-
cessions.

Under the provisions of the 192 Law, rate increases
requlired prior governmental approval. This often meant that
increases were confined to amounts needed to cover increases
in operating costs, especlally government-granted wage in-
creases., Devaluation of the real value of the concession-
aire's return through inflation was not compensated for in
the regulatory system, and, as in the case of the electric
power utilities, the 1958 Law providing for the revaluation
of assets for the purposes of rate-making has not yet been
administratively applied to telephone utilities. As will
be seen in the next chapter, the devaluation of the con-
cessionaire's return to his capital resulted in inadequate

1
profits and concomitant deterioration in services.3

IV, A COMPLICATING FACTOR--FCREIGN
EXCHANGE REGULATIONS

Complicating the regulatory problems of electric power

3lInformation for the discussion of telephone regulation
was obtained from International Telephone and Telegraph
Corporation, Untitled reply of February 26, 1962, to Court
Order of February 16, 1962, confirming Rio Grande do Sul
Decree No. 13,186 that expropriated International Telephone
and Telegraph Corporation's property in that State.
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and telephone utilities in Brazll were the import and foreign
exchange controls in effect at various times. For foreign-
owned utilities, exchange controls on capital transfers have
been especially important. However, exchange and import
controls have had significance for both foreign and domestic
utilities. In 1954, LO to 60 percent of the equipment re-
guirements for Brazilian electric power utilities had to be
purchased abroad, and, in any event, utilities--regardless
of ownership--were affected by controls to the degree that
they had incurred foreign obligations.32 Consequently, a
discussion of utility regulation and its effects on profits
must necessarily include foreign exchange and import con-
trols.

In the immediate years following the Second World War,
Brazil had a surplus of foreign exchange reserves, because
the War had created a heavy demand for exports and had
limited the availablility of imports. In the postwar years,
the prewar exchange rate--a single, fixed, official rate--
was maintained for all transactions as were the prewar im-
port duties, which assigned specific duties to various goods.
Inflation during the War made the exchange rate unrealisti-
cally low, thereby undervaluing foreign exchange and lessen-
ing the protective effects of specific import duties. Con-

sequently, the immediate postwar period, with readily

32pink, op. cit., p. LS.
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available foreign exchange for imports and capital trans-
actions, saw a sharp increase in imports that soon exhausted
the exchange reserves. By the middle of 1947, an exchange
crisis occurred, and crises have continued to recur slmost
every year since, with the exception of a few good years
for coffee exports.33

The official exchange rate, pegged at 18.5 cruzieros
per dollar, remained unchanged until 1953, and, grossly un-
dervalulng foreign exchange, discouraged exports and stimu-
lated massive demand for imports. Inflation continued to
undermine the protective effects of specific duties. During
the period from 1947 to 1953, demand for imports was con-
trolled through a system of licensing that established a
scale of priorities for various imported goods. Generally,
goods requlred for expansion of infrastructure received
priority. For those importers who received licenses, large
windfall profits occurred, leading to charges of bribery
and corruption in the system. Delays and irregularities
were frequent.Bu To help ease the foreign exchange problems,
restrictions were placed on the transfer of earnings abroad

and the repatriation of capital. Decree Law No. 9,025 of

33Lincoln Gordon and Engelbert L. Grommers, United
States Manufacturing Investment in Brazil (Boston: Division
of Research, Graduate School of Business Administration,
Harvard University; 1962), pp. 1L ff.

3h1p14.,

——————
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February 27, 1946, required the regiatration of foreign cap-
ital for repatriation or transfer of earnings that might be
remitted annually. Remittances were made at the sole for-
elgn exchange rate effective at the time, the official rate.35
For most of the period from 1947 to 1953, annual repatriation
of capital was limited to 20 percent, and annual transfer of
earnings to 8 percent of the reglstered capital.36 These
restrictions were not especially effectlve 1n easing the
exchange crises, because the investment climate encouraged
foreign firms to retaln much of their earnings anyway.37
In early 1953, the system was radically altered through
a series of new laws. Law No. 1,807 of January 7, 1953,
promulgated through Decree No. 32,285 of February 19, 1953,
created a free exchange market operating alongside the offi-
cial rate. The Law provided that certain transfers in the
exchange market, including transfers of profits of electric
power companies, would be made at the official rate, while
others, mostly imports of less essential items, were to be
made at a "free" rate. Later, Instruction 70 of the Minist-
er of Finance of October 9, 1953, supplemented by Law No.
2,145 of December 29, 1953, and Decres No. 34,893 of January
S, 1954, established an auctlon system for foreign exchange

SBSUnited States Department of Commerce, op. cit.
p. 151.

36gordon, loc. cit.

3TGordon, op. cit., pp. 33 ff.
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within the free market, creating five categories of import

8
commoditlies scaled according to essentiality.3

Allocations
of exchange certificates for each category were made by the
Government, and weekly auctions were held for each category.
The price (or aglo) for foreign exchange certificates in a
category depended upon the amount of the allocation and the
demand. The effective rate of exchange became the agio plus
the official parity rate of 18.5 Cruzeiros per U.S. Dollar
plus a tax and miscellaneous fees. The period from purchase
of the exchange certificates until actual receipt of the ex-
change in practice has varied according to the avallsbility
of foreign exchange, reaching as much as flve months in the
late 1950'3.39

In substance, this new system abolished the old license
system of import control and replaced it with a multiple
exchange rate system. The effect was to devalue the cruzeiro
relative to other currencies and establish markets that
helped to equate the supply of and demand for foreign ex-
change. Additionally, it tended to eliminate windfall pro-
fits of importers.ho

Subsequent regulations under the system established by

Law No. 1,807 lifted the restrictlons on capital transfers

38F1nk, op. cit., p. 49; and United States Department of
Commerce, op. cit., p. 151 ff.

39Gordon, op. cit., pp. 17 & 18.

LO1p4q.
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and profit remittances and created a free exchange rate for
these transactions and other invisible transfers. Two other
types of special rates were simllarly created. Special pre-
ferential rates were assigned to certain absolutely essential
import items such as wheat,vnewsprint, paper, petroleum

b1 Another type of preferential

products, and fertilizers.
rate, inappropriately termed the "cost of exchange" rate,

was established under regulations subsequent to Law No. 1,807,
and provided that utility companies, Government agencies,

and certain other groups were exempt from the necessity of
purchasing their exchange requirements at auction. Instead,
such groups would pay a fixed agio based on the average "cost
of exchange" to the Banco do Brasil for their proven require-
ments. Initially, this agio was established at 7.00 Cruz-
elros per U.S. Dollar, but in 1954 it was increased to 15.00,
and again in 1955 it was increased to 25.00, making the
effective exchange rate [;3.82 cruzeiros per dollar--the sum
of the official parity rate of 18.82 and the agio. At this
rate, the special groups were permitted to finance and ser-
vice registered loans of at least a five year maturlty for
the importation of equlipment essential to the development

of the economy,}*2 and, until 1957, repatriate earnings on

ulGordon, op. c¢it., p. 19; and United States Department
of Commerce, op. cit., p. 153.

u2Fink, op. c¢it., p. 49; and Gordon, loc. cit.
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registered equity capital.“’3 For the foreign-owned utilities,
the preferential rate for importation and the remittance of
interest and earnings was a break, while it lasted, in the
face of declining profits.

In 1957, through the issuance of Law No. 3,24l of August
1ly, 1957, and Decree No. 42,280 of December 16, 1957, new
foreign exchange and customs systems were put into effect.

The new law reduced the number of auction categories from

five to two. The general category, which received the great-

er amount of exchange certificate allocations, included raw
materials, producer goods, and consumer goods in short

supply domestically. Imports in the special category in-

cluded goods of restricted consumption such as those already
produced in satisfactory quantities, and required licenses
for importation. Instruction 166 of the Superintendency of
Money and Credit, issued on October l, 1958, continued the
preferential rate previously in existence under the 1953 sys-
tem, consisting of a fixed agio plus the official parity rate,
for imports of equipment considered essentlial to economic
development or national security. Equipment for expansion

of electric power facilitlies was included in the types of

items allowed under this ratte.m*L The preferential rate was

hBAmerican & Foreign Power Company Incorporated, Thirty-
Fourth Annual Report, 1957 (New York: American & Forelgn
Power Company Incorporated, 1958), p. 27.

uuGordon, op. cit., pp. 20-22; and United States Depart-
ment of Commerce, op. cit., pp. 151 ff.
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also continued for the servicing of registered foreign loans
of utilities. Dividend remlttances abroad from utilitles,
however, were moved from the preferential rate which they
had enjoyed since 1953 to the free rate reserved for capital
transfers and other invisibles, which was appreciably higher
in terms of Cruzeiros per Dollar than the preferential rate.
This had no effect on profits booked to equity in Brazil,
but it had significant effects on profits booked to parent
companies abroad. The preferential rate had been 51.32
Cruzeiros per Dollar, while the free rate was 119 Cruzeiros
per Dollar as of April 18, 1958.“’5

The new 1957 system also revised the application of
duties on imports. The specific duties which had previously
been in effect but had become meaningless because of infla-

tion were replaced by ad valorem duties which were scaled

according to essentiality of the item being imported. Items
already produced in Brazil in sufficient quantity or goods
considered luxuries were assigned protective dutles. Legis-
lative exemption from duties has from time to time been
granted for certain products or enterprises. For example,
material used in the manufacture of automatic telephone ex-
changes was granted a five year exemption from duties effect-

ive December 10, 1959 by Law No. 3,683 of December 9, 1959.“6

usAmerican & Foreign Power Company Incorporated, Thirty-
Fourth Annual Report, 1957, op. cit., p. 27.

uéGordon, op. cit., pp. 21 ff; and Unlted States Depart-
ment of Commerce, loc. cit.
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An Important revision was made effective in the exchange
market on March 14, 1961. Instruction 204 of the Superin-
tendency of Money and Credit of March 13, 1961 abolished the
use of an officlial parity rate and eliminated the auction
market for commoditles in the general category, shifting them
to the free exchange market. Imports in the special cate-
gory continued to require licenses and exchange auctions.
Transactions made at the preferential rate--imports of items
considered essential to economic development such as electric
power equipment, remittances of interest and amortization on
registered foreign debt of utilities, and other specified
transactions--continued for a short period, but the preferen-
tial rate was increased from one-hundred Cruzeiros per U.S.
Dollar to two-hundred. At the same time, other legislation,
as mentioned above in this chapter, canceled the automatic
electric power rate adjustments that had compensated those
utilities for increased costs of servicing registered foreign
debt as the preferential rate increased. This new legisla-
tion also made such rate changes subject to prior approval
by the Minister of Mines and Energy. In July, 1961, the
preferentiasl rate was abolished altogether, and transactions
formerly conducted at that rate were shifted to the free
market. Since the free market rate was appreciably higher
than the preferential rate (282 Cruzeiros per Dollar in

April, 1961, versus 200 for the preferential rate), this
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change in the system made it more difficult for the foreign
utilitlies to service their foreign debts.u7
From the 1961 revision of the foreign exchange control
system to early 196l, Brazil's foreign exchange position con-
tlnued to deteriorate. In January, 196l, the Superintendency
of Money and Credit made 1t more difficult to obtain foreign
exchange. Certain goods in the general category and goods
in the speclal category thereafter required a deposit,
amounting to 200 percent of the Cruzeiro cost of the exchange
needed, in order for the importer to obtain foreign exchange
contracts, such deposits being held by the Banco do Brasil
for 210 days in the form of six month, non-interest bearing
notes. In the presence of uncontrolled inflation, depositors
potentially faced considerable devaluation in the value of
their deposits.u These efforts to conserve foreign exchange
by making it, in effect, more expensive apparently were not
sufficlent. American & Foreign Power Company recently re-

ported that, "For all practical purposes, exchange cover for

u7Gordon, loc. cit.; United States Department of Commerce,
loc. cit.; American & Foreign Power Company Incorporated,
Thirty-Seventh Annual Report, 1960, loc, cit.; and American
& Foreign Power Company Incorporated, Thirty-Eighth Annual
Report, 1961, loc. cit,

uB"Brazilian Government Restricts Foreign Exchange
Expenditures," International Commerce, 70:20, January 13,
196l.
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financlal remlittances has been virtually unobtainable for

49

the past few years".

V. CONCLUSIONS

Out of the complicated array of regulations affecting
electric light and power and telephone utility operations in
Brazil, certain key points emerge.

First, the Brazilian regulatory system, as established
by law, used historical cost of investment less depreciation
as the regulatory rate-making base. Utllity prices were ad-
justed so that operators would recover operating expenses,
allowances for depreciation of the historical value of
assets, and an annual return on investment that was a fixed
percentage of the historical rate base.

The intent of this system, as specified in various
versions of the Brazilian Constitution, was to assure util-
ity operators an adequate return on thelr investment, a
return that would permit improvement and expansion of ser-
vices. As will be seen in the next chapter, this intention
was not realized, for there 1s a fundamental flaw in this
basic system. When both the rate base and rate of return
formulae are specified by law, the rate-making process is
unable to adapt to unusual situations. In Brazil, the

unusual situation was inflation. As inflation advanced in

ugAmerican & Foreign Power Company Incorporated, Annual
Report 1963 (New York: American & Foreign Power Company 1n-
corporated, 1964), p. 18.




103

Brazil, the historical value progressively understated the
actual replacement value of investment. 1In consequence, in-
vestors received profits that in no way reflected the real
value of their investment. In other words, the real value
of profits calculated on an historical rate base declined.
In addition, it should be noted, allowances for depreclation
of the historical value of investment no longer reflect the
actual needs for replacement of retired plant when there is
an inflationary environment. Thus, the flaw in the Brazilian
regulatory system tended to prevent utility enterprises from
generating sufficient internal funds to attend to the needs
of improvement and expansion of services. Furthermore, it
tended to discourage infusion of new capital from outside
sources.

The Brazilian rate-making formula is not an unusual one,
for it 1s used in parts of the United States, as noted in
the beginning of this chapter. The difference in its success-
ful application, however, lles in 1its administration. When
the formula is prescribed by law, there is no flexibility in
meeting the unusual situation such as inflation in Brazil.
When the formula is prescribed by the regulatory commission,
both the rate base and the rate of return can be adjusted
to meet the circumstances.

Second, the administration of utility regulation in
Brazil has been on an ad hoc basis, as pointed out by Marvin

0
S. Fink in his study.5 The establishment of the regulatory

50Pink, op. cit., p. L.
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formulae by law is one example of this. The long delay in
even the partial implementation of the Code of Waters is a
second example. The delays experienced by utility operators
in obtaining rate increases to cover only increases in opera-
ting expenses is a third example. Administration of the
Brazilian regulatory system seems to have been geared toward
the immediate requirements of the situation, while the

highly important needs for long range planning were largely
ignored. A small amount of foresight would have revealed

the basic flaw 1In the system.

Certain regulatory developments were so lacking in fore-
sight that they could only have been motivated by political
reasons. For example, two separate laws for the revaluation
of assets to account for inflation were passed during the
1950's. In both cases, however, utilities were not permitted
to take advantage of the provisions of the laws, even though
it was becoming evident that the basic regulatory flaw was
hindering utility development in Brazil. There 1s no evi-
dence in the material presented in this chapter to indicate
the reasoning of the Brazilian Government in these instances.
However, there 1s evidence in the realm of political develop-
ments in Brazil to indicate what that reasoning might have
been. Chapter V of this thesis will explore the political
factors that contributed to the ad hoc nature of the regula-

tory system.
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Third, responsibility for the administration of the
Brazilian regulatory system was placed in the executive
branches of government, and their decisions were not subject
to judicial review. The executive branches of any popularly
elected government are political bodies that, for the most
part, respond to the demands of the populace and expediency.
There is 1little guarantee that such bodies will attend to
long range planning in addition to the short term require-
ments of politics. The Brazilian system of administration
of regulation carrled the inherent risk that decisions might
be based on political expedlency with little regard for long
range consequences. Without judicialnreview of decisions,
this risk was compounded.

There is, of course, no perfect method of regulation.
The method of administration used in the United States, how-
ever, 1s a good point of comparison with the Brazilian system.
In the United States, regulatory officials are appointed by
the executive branches of government, but thereafter those
officials can work without regard for the short term demands
of the voting populace, for their decisions are not subject
to review by the executive branches. Instead, their decisions
can be reviewed and changed only by judicial branches of
government, which tend to consider the rights and interests
of all partlies. Hence, regulatory decisions tend to ignore

the requirements of political expediency and concentrate on
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the requirements of long range developmental planning and
the needs of utility investors who supply the capital for
development.

Fourth, the foreign exchange system in Brazil exposed
both domestic and foreign-owned utilities, especially the
latter, to further complicating factors.

For one, for a number of years, the foreign-owned ut-
ilities were in effect subsidized by being permitted to
service their capital transactions at preferential rates of
exchange. There 1s no readily available evidence to indi-
cate why the Brazilian Government chose to compensate for
the flaws in its regulatory system in this manner instead of
correcting the flaws themselves. However, this may be an
example of political expediency at work. Given that the
populace was opposed to rate increases for utlllities, which
will be discussed in Chapter V, and that the Brazilian Gov-
ernment might have been thinking of the long range needs of
utility investors, then the Government might have elected to
maintain a semblance of utility profitability by imposing
a subsidy that was essentially invisible to the population.
This type of arrangement is ultimately no better than that
established in the administration of the regulatory system.
There are no more checks and balances on the decisions of
executive authorities controlling the forelgn exchange mar-

kets than there are on the decisions of the regulatory
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authorities operating in executive branches of government
without judicial review. The riskiness of this arrangement
was made evident when the subsidies were recently abolished.
For another, which is all too obvious, profits booked to
parent companies of foreign-owned utilities in Brazil were
dependent on the foreign exchange situation of the country.
As noted in this chapter, Brazll has been experiencing re-
current exchange crises ever since the end of World War II,
making capital transfers of utilities sometimes difficult.
The exchange situation compounded the risk inherent in the
subsidy arrangements. The subsidies were not only dependent
on the discretion of the exchange authorities, but also de-
pendent on the health of the foreign exchange market.
Finglly, it should be noted that the Brazilian regula-
tory system posed the possibility of compensation at histor-
ical cost rather than current replacement value in the
event that utility assets were expropriated or otherwise
reverted to the governing authorlties. Thls factor cannot
be viewed as encouraging to utility investors, particularly
in view of a regulatory system that was contributing to a
deteriorating situation, as will be seen in the next chapter.
Many aspects of the points outlined above may have had
a bearing on elther decisions made by utility investors or
decislons made by the Brazilian Government. For example,

the foreign-owned utilities were probably all too aware of
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the risks inherent in the Brazilian regulatory structure.
The impact of factors such as these will be considered in

Chapter VII.



CHAPTER IV

INADEQUACY OF PROFITS AND SERVICES OF
UTILITIES IN BRAZIL

In the previous chapters, we have delineated the nature
and extent of investment in Brazilian electric light and
power and telephone utilities and the regulatory framework
in which the utilities operated. Here we focus on the
difficulties utilities experienced under the regulations,
and their effect on the quality of service provided.

Brazilian utilities, prior to regulation, were provid-
ing adequate service. After thirty years of regulation,
they provided inadequate service, because, as profits
dwindled, they were unable to generate sufficient internal
sources or draw upon sufficient external sources of funds
for needed expansion and Improvement. This chapter will
demonstrate that earnings became inadequate, that funds for
expansion of privately owned utilities became scarce as a
result, and that services, once adequate, became woefully

inadequate.

I. EARNINGS PERFORMANCE OF UTILITIES IN BRAZIL

The best way to portray the earnings performance of

utilities in Brazil 1is to examine Cruzeiro values of earnings

109
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and equity of the various enterprises over time. Unfor-
tunately, thls type of data have not been reported, and al-
ternative means of portraying the earnings performance of
Brazilian utilities are used in this chapter. Specifically,
Dollar values of investment and earnings are used in cases
for which this type of information is available. In order to
circumvent the distortions of foreign exchange rate conver-
sions, additional indications of earnings performance as
viewed from Brazil are included.

The most complete data available for Brazilian Traction,
Light and Power Company, Limited (Brazilian Traction) are
consolidated income and balance sheet figures, 1n Dollars,
of the parent company for various years. This type of inform-
ation 1s highly pertinent for Brazilian Traction stockholders,
but it is of limited utility in examining the profitability
of utility enterprises in Brazil. First, through consolida-
tion, the contributions of various, different utility enter-
prises in Brazil are lost. For example, in 1953, electric
power generation accounted for 53 percent of Brazilian Trac-
tion's revenues, telephone operations for 29 percent, tram-
way service for 9 percent, and gas sales for 9 percent.

Second, in Chapter III it was pointed out that capital

could be supplied to Brazilian utility investments through

1Marvin S. Fink and Staff, Reports on Electric Power
Regulation in Brazil, Chile, Colombia, Costa Rica and Mexico
(Cambridge: Harvard Law School, 1960), p. 52.
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registered debt which, until recently, could be serviced at
a preferential rate of foreign exchange. In addition, util-
ity rates could be adjusted, also until recently, to take
account of changing forelgn exchange costs of servicing that
debt. Understandably, parent companies might have preferred
debt investments over equity, which did not enjoy these ad-
vantages. Hence, 1t would be desirable to portray Brazilian
Traction's debt and equity investments in its Brazilian sub-
gldlaries, and the respective returns to each, in order to
examine the effects of those regulatory provisions on invest-
ments and profits. Unfortunately, the consolidated state-
ments do not disclose that type of information.

Brazilian Traction did use the debt form of investment
to a significant degree. For example, in 1949, the total
consolidated assets of Brazilian Traction amounted to $571
million, nearly all of i1t in Brazilian subsidiaries. Roughly
$165 million of this amount had been provided by Brazilian
Traction through the purchase of debt securities issued by
the subsidiaries.2 The balance had been provided by Brazi-
lian Traction investment in equity securities of the sub-
sidiaries, by direct suppliers of credit and debt to the
subsidiaries, or by minority shareholders. Of course, the

holdings of the parent company were, in turn, held by owners

2Moody's Public Utility Manual 1950 (New York: Moody's
Investor Service, Incorporated, 1950}, pp. 1121 ff.
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of Brazilian Traction's own debt and equity securities. 1In
1962, total consolidated assets of Brazilian Traction amounted
to $1.1 billion; roughly $295 million of this amount was held
by the parent company through debt securities of the subsi-
diaries.3 For both years, comparable Dollar figures for the
amount of Brazilian Traction's equity holdings in Brazil are
not avallable.

Third, consolidated statements expressed in Dollars dis-
tort the earnings picture of Brazlilian investments not only
because of foreign exchange conversions but also because of
sundry financial manipulations of the parent company.

Nonetheless, consolidated statements do 1ndicate a de-
clining earnings performance as viewed by the Brazilian
Traction shareholder. Table VIII and Table IX below, ab-
stracted from consolidated statements, contain data relevant
to shareholder capital accounts of Brszilian Traction for
the years 1942 through 1962. Table VIII shows the book val-
ues of the stockholders' net worth, broken down according
to historical value of paid in capital and surplus. Table IX
reveals: Brazilian Traction's net income, composed of inter-
est and dividends from its debt and equity holdings in
Brazilian subsidiaries, available to shareholder accounts--
that is net income after deduction of all taxes, shares of

income accrulng to minority stockholders, interest on externsl

3Moody’s Public Utility Manual 1963 (New York: Moody's
Investor Service, lLncorporated, 1963), pp. 1712 ff.
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debt of parent and subsidiaries, etc.; the percentage of net
income to total capital stock and surplus; the percentage of
net income to total capital stock alone; and the increase in
surplus accounts for each year.

These two tables clearly show that the rate of return
to total shareholder equity declined from a high of 12 percent
in 1952 to a low of 0.2 percent in 1962. 1In fact, by 1962,
the rate of return of net Income to capital stock alone had
fallen to 0.7 percent, even though reinvested earnings repre-
sented the bulk of the shareholders' total equity.

But, even these figures are illusory. Over the years,
Brazilian Traction retained a high proportlion of its earnings
in its subsidiaries. For one, this is evident from the sur-
plus account portrayed in Table VIII. For another, between
1946 and 1953, Brazilian Traction made cash expenditures of
$37l million for the expansion of its Brazilian operations.
Roughly 3l percent of these funds were supplied through re-
tained earnings, approximately 29 percent were supplied
through increases in debt, and the balance was derived from
increases in various reserves and write-offs of retired
plant.u Prior to 1953, for accounting purposes, all earn-
ings were booked in Dollars through conversion at the single
rate of foreign exchange then in effect for all transactions

--the official rate of 18.72 Cruzeiros per U.S. Dollar.

uFink, op. cit., p. 56.
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TABLE VIII

CONSOLIDATED CAPITAL STOCK AND SURPLUS OF BRAZILIAN TRACTION,
LIGHT AND POWER COMPANY, LIMITED, 1942-1962
(Millions of U.S. Dollars)®

TOTAL CAPITAL NET EQUITY SURPLUS PER
YEAR STOCK AND PER BOOKS BOOKSY

SURPLUS PER

BOOKS
1942 199.3 179.8 19.5
1943 207.2 179.8 27.4
194 216.3 179.8 36.5
1945 225.7 179.8 45.9
1946 235.4 179.8 55.6
1947 247.3 179.8 67.5
1948 260.3 179.8 80.5
1949 278.6 179.8 98.8
1950 298.5 179.8 118.7
1951 322.2 181.6 140.6
1952 350.0 181.8 168.2
1953 363.3 182.5 180.8
1951 375.1 183.2 191.9
1955 393.6 183.2 210.4
1956 416.8 18).1 232.7
1957 42l .o 184.9 239.1
1958 425.3 184.9 21,0.4
1959 432.1 18L.9 2h7.2
1960 Uh3.6 18l;.9 258.7
1961 512.3 184.9 327.4
1962 509.4 184.9 32L.5

XNot including minority interest in subsidiaries.

YRetained earnings converted to Dollars at appropriate
exchange rate for year retained.

Source: Moody's Public Utility Manual 1945 (New York: Moody's
Investor Service, lLncorporated, 1945), pp. 822 frf;
Moody's Public Utility Manual 1950, pp. 1121 ff;
Moody's Public Utility Manual 1955, pp. 1458 ff;
Moody's Public Utillity Msnual 1960, pp. 1375 ff; and
Moody's Public Utility Manual 1963, pp. 1712 ff.
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TABLE IX

EARNINGS TO EQUITY PERFORMANCE OF BRAZILIAN TRACTION,
LIGHT AND POWER COMPANY, LIMITED, l9u2—1962
(Millions of U.S. Dollars)®

NET INCOME SURPLUS PERCENTAGE OF PERCENTAGE
YEAR BOOKED TO FOR INCOME TO TOT- OF INCOME TO
TOTAL CAP- YEAR AL CAPITAL TOTAL CAPI-
ITAL STOCK STOCK AND TAL STOCK
AND SURPLUSY SURPLUS
1942 16.1 9.7 8.1 8.9
1943 19.2 7.9 9.3 10.7
194) 21.9 9.1 10.1 12.1
1945 22.2 9. 9.8 12.3
1946 23.1 9.7 9.8 12.8
1947 26.0 11.9 10.5 1.l
1948 27.1 13.0 10.4 15.0
1949 31.8 18.3 11.4 17.7
1950 33.0 19.9 11.0 18.3
1951 35.2 21.9 10.9 19.3
1952 2.2 27.6 12.0 23.2
1953 21.0 12.6 5.8 11.5
1954 19.8 11.1 5.3 10.8
1955 18.5 18.5 %.7 10.1
1956 36.1 22.3 .7 19.6
1957 26.14 6.4 6.2 1.3
1958 11.1 1.3 2.6 6.0
1959 10.0 6.8 2.3 5.1
1960 16.9 11.5 3.8 9.1
1961 16.8 68.7 3.3 9.1
1962 1.2 (2.9) 0.2 0.7

XNot including minority interest shares of income;
not including interest paid on long term debt.

YRetained and unretained earnings converted to Dollars,
at respective, appropriate rates of exchange.

Source: Moody's Public Utility Manual 1945 (New York:
Moody's Investor Service, Incorporated, 1945, pp.

822 f£f; Moody's Public Utility Manual 1950, pp. 1121
ff; Moody's Public Utility Manual 1955, pp. 1h58 ff;
Moody's Public Utility Manual 1960, pp. 1375 f£f; and
Moody's Public Utility Manual 1963, pp. 1712 ff.
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When multiple rates of exchange were created in 1953,
Brazilian Traction collected and booked remitted earnings

at the preferential rate of 18.72 Cruzeiros per Dollar then
available for earnings transfers of utilities, and booked
unremitted earnings at the free rate of 40.95 Cruzeiros per
Dollar, resulting in a composite rate of 30.02 Cruzeiros per
Dollar for the 1953 earnings.5 Since the composite rate was
appreciably higher than the rate used prior to 1953, earnings
booked in Dollars declined significantly, from 12 percent

of total capital stock and surplus in 1952 to 5.8 percent

in 1953. By failing to remilt all of its earnings prior to
1953, Brazilian Traction experienced a considerable oppor-
tunity loss when new rates of exchange were created. In
addition, as mentioned in Chapter III, the 0l1d rate of ex-
change had been set too low by Brazilian authorities, creat-
ing an artifically high level of demand for imports and dis-
couraging exports. This meant that Brazilian Traction was
able to book more Dollar earnings than it would have been
able to had the authorities set a rate of exchange realis-
tically equating supply and demand of foreign exchange.
Hence, the earnings performance of Brazilian Traction prior
to 1953 was really overvalued, representing, in effect, a

subsidy through the exchange markets.

5Ibid., pp. 51-52.
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Before leaving the shareholder accounts of Brazilian
Traction, additional information should be introduced to re-
late them to the total capital structure of the company. In
1962, in addition to the shareholder investment indicated in
Table VIII, there was roughly $96 million of external debt
of the parent company, roughly $123 million of external debt
of the subsidiaries, and $34 million of minority equity.6
Comparable figures for 1953 were $105 million of external
debt of the parent, some $30 million of external debt of the
subsidiaries, and $3 million of minority equity.

A limited amount of Cruzeiro data is available to indi-
cate the declining profitability of Brazilian Traction's
subsidiaries. Income statements have been reported in
Cruzeiros for two of Brazilian Traction's subsidiaries--the
Rio de Janeiro Tramway, Light and Power Company, Limited
and its affiliaste the Brazilian Hydro Electric Power Company,
Limited (together known as "Rio Light"), and the Sao Paulo
Light and Power Compasny, Limited (known as "Sao Paulo Light").
In the case of Rio Light, between the end of 1949 and the
end of 1953, electric plant in service increased from U.S.
$95 million to $200 million, or by 110.8 percent. During
the same period, total plant, including construction in pro-

gress, increased from U.S. $121 million to $232 million, or

6Moody's Public Utility Manual 1963, loc. cilt.

TFPink, op. cit., p. 50.
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by 91.9 percent. All hew plant capacity, as it was brought
into service, was immediately absorbed by unsatisfied demand.
Therefore, one would have expected roughly proportionate in-
creases in revenues and operating expenses. Between 1919
and 1953, operating revenues increased from 565 million
Cruzeiros to 782 million Cruzeiros, or by 38.5 percent.
Operating expenses, however, increased from 246 million
Cruzeiros to L2 million Cruzeiros, or by 63.5 percent.
During the same period, net operating income, after taxes
but before depreciation, increased from 319 million Cruz-
eiros to 340 million Cruzeiros, or by only 6.4 percent. The
lncrease in earnings calculated before depreciation, when
translated into Dollars at the official rate of exchange,
amounted to only 1.04 percent of the new plant brought into
service in that period.8

Sao Paulo Light had a similar, although not as dramatiec,
exXperience during the same period. The Dollar value of
plant in service increased by [47.7 percent, and total plant,
including construction in progress, increased in value by
42.9 percent. Total operating revenues increased from hl
million Cruzeiros to 1,090 million Cruzeiros, or by L7 per-
cent. Operating expenses rose from 278 milMon Cruzeiros to
522 million Cruzeiros, or by 88 percent. Hence, net opera-

ting lncome, after taxes but before depreciation, increased

81b14., pp. 54-55.
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from 463 million Cruzeiros to 568 million Cruzeiros, or by
only 23 percent.9

In both of these examples, the decline of profitability,
especially on new investment, can be attributed to the fail-
ure of operating revenues to grow as rapidly as expenses.

It should be noted that this occurred even before the onset
of rapid inflation in the late 1950's. It should also be
noted that the rate of return on new plant investment, when
converted to Dollars, was consequently low, as illustrated
by the case of Rio Light.

The earnings performance of American & Foreign Power
Company Incorporated (AMFORP) was similar to that of Brazil-
ian Traction. In this case, the parent company had utility
investments in other countries besides Brazll, so that con-
solidated statements are of no value in determining the
profitability of Brazilian lnvestments alone. However,
Dollar figures of AMFORP's debt and equlty holdings in
Brazilian subsidiaries, and the return to each, are avall-
able.

Table X below depicts the cash costs of AMFORP's equity
investments in Brazil and the annual return to those in-
vestments for the years 1940 through 1961. Cash costs of
equlty investment include the costs of the securities them-

selves, incidental investigatlion and acquisition costs, the

bid.
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value of reinvested dividends and interest, the amount of
cash advances to subsidiaries for construction, and the like.
The cumulative values of stock dlvidends, amounting to $8
million in 1961,10 are not included in this table. This

type of information, of course, does not include minority
interests in subsidiaries.

It can be seen from Table X that the rate of Dollar re-
turn to equity was never spectacular, but, in recent years,
it distinctly deteriorated, dropping to 0.4 percent in 1961
from a high of 4.3 percent in 1952,

This situation, although not good, was not as bad for
AMFORP as these figures might indicate. The consolidated
capital structure of AMFORP's subsidiary holding company,
Brazilian Electric Power Company (BEPCO), which was the
medlum of most of the parent company's Brazillan investment,
shows why. In 1953, the total capitalization of BEPCO was
U.S. $209 million. Long term debt amounting to $103 million
accounted for }9 percent of the total, capital stock and re-
lated surplus belonging to minority shareholders of subsi-
diaries and amounting to $35 million accounted for 17 per-
cent, common stock of BEPCO owned by AMFORP amounting to
$59 million accounted for 28 percent, and earned surplus

11
amounting to $12 million accounted for 6 percent. Much of

0
American & Foreign Power Company Incorporated sources.

11Fink, op. cit., p. 59.
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TABLE X

EARNINGS PERFORMANCE OF AMERICAN & FOREIGN POWER COMPANY
INCORPORATED EQUITY HOLDINGS IN BRAZILIAN SUBSIDIARIES
1940-1961
(Thousands of U.S. Dollars)™

YEAR END OF YEAR COST NET INCOME BOOKED PERCENTAGE
OF EQUITY INVEST- TO BQUITY INVEST- OF INCOME TO

MENTS IN SUBSID- MENTS? EQUITY
TARIESY
1940 51,919 98l 1.9
1941 51,911 859 1.7
1942 51,911 980 1.9
1943 53,210 976 1.9
9Ll 53,608 9,8 1.8
1945 5l, 768 1,327 2.l
1946 59,630 1,812 3.2
1947 63,559 1,867 3.0
1948 6ly,158 1,909 3.0
1949 66,845 2,192 3.3
1950 61,935 2,389 3.7
1951 60,071 2,448 L.o
1952 63,354 2,650 .3
1953 62,041 2,646 .2
195, 62,506 2,305 3.7
1955 71,336 930 1.4
1956 80,222 1,781 2.
1957 81,967 2,126 2.6
1958 81,979 998 1.2
1959 81,979 762 0.9
1960 81,433 612 0.7
1961 81,432 291 0.

%A1l figures exclude minority interests. Conversions
from Cruzelros to Dollars made at exchange rates appropriate
to transactions.

YEnd of year cost of equity investments defined as cash
costs of equilty securities, reinvested divlidends and interest,
acquisition expenses, etc. Stock dividends are not included.

After deductions for Brazilian withholding taxes, etc.;
includes subsidiary holding companies.

Source: American & Foreign Power Company Incorporated.
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BEPCO's outstanding long term debt was held by AMFORP, al-
though exactly how much has not been reported. 1In 1953,
AMFORP held $52 million of debt securities of its Brazilian
subsidiaries.l2 Since the apparent policy of AMFORP was to
book such transactlions through BEPCO, 1t can be presumed
that this figure approximated the indebtedness of BEPCO to
AMFORP. Hence, a considerable part of the capltalization of
AMFORP's subsidliaries represented debt, much of it held by
AMFORP, and 1nterest on such debt constituted an important
part of AMFORP's income from Brazil.

It should be noted from these capitalization flgures
that BEPCO's retained earnings were small in relation to
debt. Although the consolidated capital accounts of BEPCO
and Brazilian Traction cannot be compared directly, because
the former represented an intermediate holding company with
indebtedness to 1ts parent not netted out of its statements
while the latter represented a parent with internal indebted-
ness netted out of its statements, one notes that surplus in
1953 accounted for 36 percent of Brazilian Traction's con-
solidated capitalization, as can be calculated from data
glven previously, while in the same year it amounted to only
6 percent of BEPCO's capitalization.

Apparently, AMFORP preferred, more than Brazilian

Traction, to withdraw its earnlngs on equity and reinvest a

12pAmerican & Foreign Power Company Incorporated sources.
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portion of these as debt--which, if registered, enjoyed pre-
ferential treatment in foreign exchange transactions and in
determination of utility rates until recently. At the end
of 1961, the cash costs, as defined above, of AMFORP's total
investments in Brazil amounted to $147 million. Equity in-
vestments accounted for $81 million of this amount, and debt
investments accounted for $66 million. Of the debt portion,
some $52 million or 79 percent of the total was registered.13

The presence of this debt has acted as a brake on the
decline of AMFORP's earnings. Table XI below gives the cash
costs of AMFORP's debt investments in Brazil and the Dollar
return to these investments for the years 1940 through 1961.
Table XII below glves the cash costs of AMFORP's total in-
vestments in Brazil and the Dollar return to the total for
the same years. When viewed in conjunction with Table X
above, these two tables show that the relatively stable and
adequate return to debt partially offset the decline in AMFORP'
earnings on its total investment. Nonetheless, aggregate
performance of these investments was poor, never being spec-
tacular, but falling off to a total rate of return of 3.0
percent in 1961.

Unlike subsidiaries of Brazilian Traction, subsidiaries
of AMFORP kept thelr books in Cruzeiros, and Cruzeiro state-

ments of some of those subsidiaries have been reported for

131014,
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TABLE XI

EARNINGS PERFORMANCE OF AMERICAN & FOREIGN POWER COMPANY
INCORPORATED DEBT HOLDINGS IN BRAZILIAN SUBSIDIARIES
19,0-1961
(Thousands of U.S3. Dollars)¥

END OF YEAR COST NET INCOME BOOKED PERCENTAGE

YEAR OF DEBT INVEST- TO DEBT INVEST- OF INCOME
MENTS IN SUBSID- MENTS . Z TO DERT
IARIESY
1940 51,872 2,418 L.
1941 51,242 2,633 5.1
1942 51,622 2,708 5.3
19&3 39,017 2,8&& i.é
19 7,111 2,0 .3
1945 47,582 2,435 5.1
1946 46,988 2,495 5.3
1947 50,820 2,525 5.7
1948 58,629 2,906 5.3
1949 53,681 3,284 5.8
1950 49,320 3,006 5.8
1951 51,031 2,651 5.3
1952 55,134 2,807 5.3
1953 52,242 2,733 5.1
195l 51,740 2,81 5.4
1955 50,628 2,606 5.1
1956 52,37 3,082 6.0
1957 56,47 4,895 9.0
1958 60,60l 4,400 7.5
1959 65,043 3,980 6.3
1960 65,927 4,388 6.7
1961 66,325 4,191 6.6

XA1l figures exclude minority interests. Conversions
from Cruzeiros to Dollars made at exchange rates appropriate
to transactions.

YEnd of year cost of debt investments defined as cash
costs of debt securities and acquisition expenses.

ZAfter deductions for Brazilian withholding taxes, ete, ;
includes subsidiary holding companies.

Source: American & Foreign Power Company Incorporated.
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TABLE XII

EARNINGS PERFORMANCE OF AMERICAN & FOREIGN POWER COMPANY
INCORPORATED TOTAL HOLDINGS IN BRAZILIAN SUBSIDIARIES
1940-1961
(Thousands of U.S. Dollars)®

END OF YEAR COST NET INCOME BOOKED PERCENTAGE

YEAR OF TOTAL INVEST- TO TOTAL INVEST- OF INCOME
MENTS IN SUBSID- MENTS? TO DEBT
IARIESY
19,40 103,791 3,402 3.2
1941 103,153 3,492 3.4
1942 103,533 3,688 3.6
1943 102,227 3,788 3.7
194l 100,719 2,992 2.9
1945 102,350 3,762 3.7
1946 106,618 ly,307 L.1
1947 114,379 ly,392 L.2
1948 122,787 l,815 h.1
19,9 120,526 5,476 .5
1950 111,255 5,395 L.7
1951 111,102 5,099 b.6
1952 118,488 5,457 .8
1953 114,283 5,379 4.6
195l 114,246 5,119 Lh.5
1955 121,964 3,536 3.0
1956 132,596 ,863 3.8
1957 138,445 7,021 5.2
1958 142,583 5,398 3.8
1959 147,022 Iy, 742 3.3
1960 147,360 5,000 3.
1961 147,758 482 3.0

%A1l figures exclude minority interests. Conversions
from Cruzeiros to Dollars made at exchange rates appropriate
to transactions.

YEnd of year cost of total investments defined as cash
costs of equity securities, debt securities, reinvested
dividends and interest, acquisition expenses, etc. Stock
dividends are not included.

ZAfter deductions for Brazilian withholding taxes,
etc.; includes subsidiary holding companies.

Source: American & Foreign Power Company Incorporated.
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earlier years by Marvin S. Fink and Sta;t‘i‘.u'L Capitalization
and earnings figures for one of AMFORP's subsidiaries are
reported agaln here in order to illustrate the illusion of
profitability that arlises when earnings performance is cal-
culated on a historical cost base., The reader interested in
greater detail for this and other AMFORP subsidiaries should
consult the study cited.

Companhia Paulista de Forca e Luz (Paulista), a subsi-
diary of AMFORP through BEPCO, operated in over 260 commun-
ities in the State of Sao Paulo, covering an area of roughly
32,000 square miles. At the end of 1953, it had an installed
generating capacity of 92,600 kilowatts, completely hydro-
electric, representing approximately 35 percent of the in-
stalled capacity of AMFORP's Brazilian operations. In addi-
tion, the company operated street railway service in one
community.l5

As of December 31, 1953, the Brazilian public owned
48.5 percent of Paulista's common stock, AMFORP's subsidiary
holding company BEPCO owned 2.0 percent, and the Southern
Brazil Electric Company, Limited owned 9.5 percent. The
latter company, in turn, was owned 95 percent by BEPCO, giv-
ing BEPCO 51.5 percent of Paulista's voting stock. Nearly
all of the stock held by the Brazilian public was issued

4P nie, op. cit., 85 pp.
151p1d., pp. 21-22.
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between 19,5 and 1953.16

Table XIII below gives, in Cruzeiros, capitalization and
earnings figures of Paulista for the years 1949, 1950, 1953,
and 1954. For all years, gross income as a percentage of
total capitalization and net income as a percentage of common
stock equity Indicated a good earnings performance. For ex-
ample, the return to common stock equity in 1954 was 12.7
percent. This performance was typical of other AMFORP sub-
sidiaries, when statements were reported in Cruzeiros.

This performance was an 1llusion. Under the Brazilian
regulatory system, the rate of return to investment was
restricted to 10 percent of a historical cost base. The
capitalization and earnings statements of Paulista reflect
good earnings performance when based on book, or historiecal,
value of capitalization. However, the Cruzeiro purchasing
power of those earnings in current prices was a different
matter. For example, between 1949 and 1954, the cost-of-
1iving index in Brazil rose from 25 to 50.17 If the total
common stock equity of Paulista in 1949, amounting to 256.9
million Cruzeiros, was revalued upward, according to the
cost-of-living index, to the 1954 level, and the amount of

the revaluation was added to the 1954 total common stock

161p14., pp. 59-61.

17International Financial Statistics (Supplement to the
1963-196l; edition; Washington: International Monetary Fund,
April, 1964), pp. 22-2l.
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TABLE XIII

COMPANHIA PAULISTA DE FORCA E LUZ: CAPITALIZATION
AND EARNINGS FOR THE YEARS 1949, 1950, 1953, AND 1954
(Millions of Cruzeiros)

1949 1950 1953 195N

CAPITALIZATION
Debt 368.7 309.9 L491.4 609.0
Common Stock Equity:
Common Stock 223.0 367.6 673.0 673.0
Legal Reserve 7.7 12.2 27.3 32.8
Surplus 26.2 57.1 122.4 160.§
Total Common Stock Equity 256.9 L436.9 822.7 866.1
Total Capitalization 625.6 746.8 1314.0 1475.1
EARNINGS
Gross Income 70.0 96.3 144.0 167.4
% of total Capitalization 11.2 12.9 11.0 11.3
Net Income 38.2 69.3 112.9 109.9
% of Common Stock Equity 14.9 15.9 13.7 12.7

Source: Marvin S. Fink and Staff, Reports on Electric Power
Regulation in Brazil, Chile, Colombia, Costa Rica
and Mexico (Cambridge: Harvard Law School, 1960),

pp. 59-61.
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equity of 886.1 million Cruzeiros, a new equity figure of
roughly 1,123 milllon Cruzeiros would result. Net income
booked to thils new figure would reflect a rate of return of
9.8 percent instead of 12.7 percent. This adjustment, of
course, 1s a crude effort to make the 1954 figures reflect
their 1954 replacement value. Actually, the 1949 equity
figure would have to be revalued conslderably more in order
to reflect different times of investment, and the new rate
of return calculated above would be even smaller.

Another measure of the decline of purchasing power of
earnings occurs when Cruzeiro values of plant are compared
to values 1n a more stable currency such as Dollars. In
1961, AMFORP reported that its investment in physical plant
in Brazll was made at an average rate of exchange of 70
Cruzeiros per U.S. Dollar. However, the April, 1961, free

18 This meant

exchange rate was 282 Cruzeiros per Dollar.
that earnings reckoned on the historical value of investment
made at 70 Cruzeiros per Dollar had less value when trans-
ferred abroad at a higher exchange rate. Since much of the
equipment needs for expansion of plant had to be purchased
abroad, ability to finance expansion was impaired.
Unfortunately, similar data for the telephone opera-

tions of Internatlional Telephone and Telegraph Corporation

18American & Foreign Power Company Incorporated,

Thirty-Seventh Annual Report, 1960 (New York: American &
Foreign Power Company Incorporated, 1961), p. 13.
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(ITT) in Brazill cannot be presented, because the company has
not made such figures available. ITT has made similar
claims, however, with respect to their earnings, Their Bra-
zilian Telephone Company, Companhia Telefonica Nacional, is
alleged to have earned an average rate of return on its
Dollar investment of only 3.1 percent between 1955 and 1959.
ITT reports that in 1960 and 1961 there were "Dollar losses"19
(presumably meaning Cruzeiro losses as well). According to
one commentator on the ITT expropriation case in Rio Grande
do Sul, in years lmmediately proceeding the 1962 expropria-
tion, ITT was not even earning enough on its operations in
that State to recover depreciation allqwances.2

In spite of the lack of adequate data for ITT's Brazil-
lan operations, their claims are consistent with the exper-
ience of the electric utility operators, and are consistent
with the probable effects of the regulatory structure under
which ITT operated. There is one difference, however, and
that is the losses ITT claims to have experienced. The
electric utility operators were earning some, although

small, profits. The reason for the difference probably lies

19International Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, (New
York: International Telephone and Telegraph Corporation,
1962, p. 8.

20rhe Hon. E. Ross Adair, "Expropriation and Foreign
Aéd Funds," Public Utilities Fortnightly, 69:586-94, April
26, 1962.
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in the fact that ITT's Brazilian subsidiary operated under
State administration of regulation, while electric utility
operators operated under Federal administration.

It is important to note that Brazillan utility operators
had a similar earnings performance. W1ith respect to the num-
erous, small electric utility enterprises owned and operated
by Brazillans, the Joint Brazil-United States Economic Develop-
ment Commission noted: "These enterprises are in a majority
of cases in a precarious financial condition because their
profitability has been more seriously Ilmpaired than that of
any other sector of the industry by the reluctance of the
authorities to grant speedy rate adjustments in the face of
inflationary increases in operating costs, "2l

Comparison of utility earnings performance relative to
other Brazilian industries puts the problem in better pers-
pective. Such comparisons have been made for electric light
and power utilities, and are presented in Table XIV below.
From this table, it can be seen that in the period 1948
through 1952--prior to the subsequent, marked deterioration
of electric utility earnings performance that occurred in
the late 1950's--manufacturing enterprises were enjoying a
rate of return on net worth far greater than the return

realized by utility operators. Even these figures, however,

21Joint Brazil-United States Economic Development
Commission, The Development of Brazil (Washington: U, S,
Government Printing Office, 1954), pp. 172-73.
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understate the disparity between the rates of return. To
compensate for inflation, manufacturing corporations were
allowed to revalue thelr assets upward according to official
coefficients provided for by Law No. 1,474 of November, 1961.
Many firms revalued their assets, but utllities were not

permitted to do so. As a result, the rate of return for
TABLE XIV

AVERAGE RATES OF RETURN TO NET WORTH FOR BRAZILIAN
CORPORATIONS FROM 1948-1952

1948 1949 1950 1951 1952

Manufacturing 13.2%4 12.9% 17.3% 18.8%4 12.8%
Electric Utilities 7.5 9.0 9.8 9.6 9.2
General Average 13.6 13.5 .4 17.9 13.4

all Corporations

Source: David F, Cavers and James R. Nelson, Hsctric Power
Regulation in Latin America (Baltimore: The Johns
Hopkins Press, 1959), p. 30.

utilities was overvalued, representing the return to an his-
torical cost base that in no way reflected current replace-
ment value. If the utilities had been permitted to revalue
their assets, their rate of return would have been signifi-
cantly smaller.22 Since Table XIV does not reveal the true

state of affairs, comparison with data from another country

22David F. Cavers and James R. Nelson, Electric Power
Regulation in Latin America (Baltimore: The Johns Hopklns
Press, 1959), pp. 29-30.
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such as the United States would not be meaningful.

A recent study sponsored by AMFORP dramatizes the per-
formance of electric utilities relative to other Brazilian
industries in a different way. In this study, a Brazilian
Investment firm, Deltec S.A., presented a report entitled
"Comparison of the Results of Investment in Industrisl Com-
panies with those in Public Utility Companies", the public
utility companies primarily representing AMFORP subsidiaries.
This report showed that a person who invested in representa-
tive stocks of industrial and commercial firms in Brazil in
1948 would have experienced by 1958 a 63 percent increase
in the real value of his investments and a 78 percent in-
crease 1n the purchasing power of his dividends, while an
investor in utility companies, during the same ten year per-
lod, would have experienced a 77 percent decrease in the
real value of his Investments and a 74 percent decrease in
the purchasing power of his dividends.23

Before leaving this discussion of utility earnings per-
formance, it should be noted that the return to new invest-
ment was no better than the return to existing investment,
as noted in the case of Brazilian Traction's subsidiary Rio
Light. AMFORP has reported that in 1946 its total investment
--debt, stocks, and surplus--in Brazil amounted to $105

million and earned a rate of return of 5.6 percent or nearly

23

American & Foreign Power Company Incorporated sources.
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$5.9 million. At the end of 1960, the equivalent Dollar in-
vestment, including reinvested earnings in the form of cap-
italized stock dividends, amounted to $15} million, represent-
ing an increase of some $49 million over a fourteen year
perlod. However, applicable earnings had increased by only
$865 thousand to roughly $6.8 million. The return to total
investment declined to approximately L.l percent. The in-
crease in earnings in relation to the increase in investment
reflected a rate of return of only 1.75 percent on the new

investment.

II. DISCOURAGEMENT OF UTILITY INVESTMENT

The earnings performance of Brazilian public utilities
was dismal. One would expect, therefore, reluctance on the
part of private capital suppliers to contribute to the im-
provement and expansion of slectric light and power and tele-
phone utilitiles.

Other than looking at the effects of regulation on past
profits, the potential investor also looked ahead. The Nat-
lonal Economic Council of Brazil, which was charged by the
Pregident of Brazil to formulate a new regulatory system for
electric 1ight and power utilities, noted in 1952 that:2>

It 1s not the limitation of profits which dis-
suades private capital from being invested in these

2)'I'Ibid.

25Revista do Conselho Nacional do Economia, Aug-Sept,
1952, p. 7, cited by Fink, op. cit., pp. U5-4b.
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services, not the 10 percent dividend which is mani-

festly low in comparison with the return from capital

invested elsewhere. The fundamental point lies 1in

the unchangeable basis from which this percentage is

reckoned and which reduces the value of the return all

the time, as the currency deprecilates.

Looking at the regulatory system from another point of
view, the Council also observed that: "The remote, yet al-
ways existing danger of expropriation against an indemnity
for the invested capital on the basis of the original his-
torical cost creates unsatisfactory conditions not permitting
the formation of reserve funds which would protect capital
against depreciation of currency and give sufficient margin
for the expansion of the undertaking."

In addition, as Marvin S. Fink points out in his study,
"There has been a aura of uncertainty concerning the regula-
tion of the industry, with the result that regulation has
been largely on an ad hoc basis."27 Such uncertainty could
only have affected investment decisions adversely.

Before examining the effects these conditions had on
capital sources, two points should first be noted. First,
new investment in Brazillan utilitles did not cease altogeth-
er, For example, between 1945 and 1960, AMFORP increased
its debt and equity holdings in Brazil from $102 million to

$145 million, or by 45 percent, as can be seen from Table XII

261bid.

27Fink, op. cit., p. Lb.
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above. Brazilian Traction, during the same period, increased
its net equity and surplus from a total of $226 million to
$ully million, or by 97 percent, as can be seen from the con-
solidated caplital accounts given in Table VIII. In addition,
AMFORP and its subsidiaries went into debt to the Export-Im-
port Bank of Washington by $40 million as part of a $213 mil-
lion expension program.28 Between 1949 and 1953 alone, Bra-
zi1lian Traction increased long term debt from 13 percent of
its total capitalization to 27 percent, largely through loans
obtained from the International Bank for Reconstruction and
Development aggregating $118 million. These loans were used
to finance the foreign exchange requirements of the company's
construction program.

Second, when earnings of an enterprise are inadequate,
operations do not generate sufficient funds for expansion.
Table XV below depicts the sources of funds Brazilian Traction
used in financing plant expansion amounting to $374 million
from 1946 through 1953. Debt, mostly from the International
Bank for Reconstruction and Development, accounted for
roughly 29 percent of the total, and retained earnings
accounted for roughly 34 percent. Even if Brazilian Traction
had retalned all of its earnings during that period, aggre-
gating roughly $200 million (see Table IX), it still could

28American & Foreign Power Company Incorporated sources.

29Fink, op. cit., p. S5l.



137

TABLE XV

SOURCES OF FUNDS OF BRAZILIAN TRACTION, LIGHT

AND POWER COMPANY, LIMITED, 19h6-1953
(Millions of U.S. Dollars)

AMOUNT PERCENTAGE

Retained Earnings 125.1 33.6
Increase in Depreciation Reserve 61.1 16.4
Increase in Funded Debt 109.8 29.h
Increase in "General Reserve" 30.2 8.1
Increase in "Provision for Amortization" 22.6 6.1
Write-offs of Retired Plant 2l.1 6.1
Total Sources: 372.9 100.0
Cash Expenditures on properties? 37h .l

JReflects conversion of Cruzeiro expenditures at 18.72
Cruzeiros per U.S. Dollar up to 1953 and at 30.02 Cruzeiros

per U.S.

Source?

Dollar for 1953.

Marvin S. Fink and Staff, Reports on Electric Power
Regulation in Brazil, Chile, Colombia, Costa Rica
and Mexico (Cambridge: Harvard Law School, 1960),
p. 56.
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not have financed the expansion without external debt.
Hence, it was imperative for utilities to be able to draw
upon external sources of capital.

Private suppliers of capital were not willing to supply
the quantity of funds required in either debt or equity form.
Investors in Brazil purchased some equity securities of util-
ities, but the experience demonstrated how thin the Brazilian
capital markets were. For one example, in 1953, a Brazilian-
owned utility--Companhia Sul Mineira de Eletricidade, which
had an installed electric power generating capacity of
17,496 kilowatts--attempted to increase its outstanding
common stock by 75,000,000 Cruzeiros, but the company was
able to raise only 8,911,380 Cruzeiros.Bo For another ex-
ample, AMFORP, between 1942 and 1954, actively solicited
the participation of local capital in its subsidiaries, and
sold in excess of the equivalent of $20 million of common
stock to over 6,500 investors, resulting in public ownership
of roughly one-quarter of the AMFORP subsidiarles! equity.

In spite of the large amount raised, AMFORP was not encour-
aged, and the firm felt that further solicitation would not
have been successful. The Deltec Report mentioned previously
dramatized what the Brazilian investor in shares of AMFORP
subsidiaries experienced--namely, a decline in the value of

his investment. AMFORP believed that the only reason for the

301p14., p. 73.
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initial success was the greater stability of Brazilian cur-
rency then than in more recent years.31 Finally, electric
utility enterprises in Brazil from 1948 to 1952 were able to
raise only one-fortieth to one-tenth as much funds from pri-
vate Brazllian investors as manufacturing enterprises, and
the funds so raised did not even represent a proportionate
share according to the value of their existing assets.32

Suppliers of equity in foreign countries were equally
as reluctant to invest in Brazilian utilities as Brazilian
investors were. For example, one would have expected that
the large reinvestment of earnings of Brazilian Traction
between 1946 and 1953 would have increased the market value
of the company's stock. However, both the dividends paid
per share and the market value decreased. In 1953, Brazil-
1an Traction common stock had a book value of roughly $30
per share, but the market quotation was only about $7.50 per
share. At the same time, electric utility stocks in the
United States had market values of approximately 150 percent
of book value.33

Private purchasers of utllity debt securities in

Brazll or forelgn countries have not supplied large quanti-

ties of funds either. AMFORP, in 1its expansion of its

3lgmerican & Forelgn Power Company Incorporated sources,

32¢avers and Nelson, op. ecit., p. 31.
33Fink, op. cit., p. 57.
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Brazilian facilities between 1946 and 1960, raised essentially
no funds through the issuance of debt securities in Brazil.BLL
Brazilian Traction, in the financing of expansion between
1946 and 1953, issued debt securities for the most part to
the International Bank for Reconstructlion and Development,

35

but very few, if any, to Brazilians. Parent companies were
able to place some debt securities in foreign countries. For
example, between 1946 and 1960, AMFORP raised $68 million
through long term borrowing in the United States, but this
amount was distributed among all of its Latin American opera-
tions. A large portion of this amount was realized through

a $53 million issue of debentures, but the Export-Import Bank
of Washington subscribed to $25 million of these, the balance
36

being subscribed to by private capital. When one considers
that the portion supplied by private capital had to be dis-
tributed to AMFORP subsidiaries in several Latin American
nations, it becomes clear that private capital was in effect
supplying only a small portion of AMFORP's Brazilian expan-
sion program. One notable example 1llustrated the difficul-
ties of placing debt securities for Latin American utility
development. In August, 1959, after Castro had come to

power in Cuba, AMFORP issued $15 million of convertible

3uAmerican & Foreign Power Company Incorporated sources.

351 nk, op. cit., p. 51.

36m y.s. Company in a Latin Squeeze," Fortune,
65:101-3, February, 1962.
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debentures 1n the United States, the bulk of the proceeds
being designated for refinancing debt of AMFORP's Cuban sub-
sidiary. The same week, the Cuban Government slashed elec-
tricity prices by 22 percent, forcing AMFORP to withdraw the
debentures from the market.37

One potential source of funds for Brazilian utility
development by private investors was the Federal Govermment
of Brazil. However, this source did not constitute a major
supplier. Between 1946 and 1960, the Banco Nacional de
Desenvolvimento Economico (BNDE) loaned AMFORP and its sub-
sidiaries the equivalent of only $8 million, or roughly I
percent of the companies' expansion funds. Even BNDE funds
were difficult to obtain. In 1958, the Export-Import Bank
loaned AMFORP roughly $11 million on the understanding,
agreed to by BNDE representatives, that BNDE would loan the
AMFORP subsidiaries a Cruzeiro counterpart, in excess of the
subsidiaries' own resources, amounting to 750 million Cruz-
eiros. The Export-Import Bank loan materialized; the BNDE
loan did not, because AMFORP and the BNDE were unable to

38

agree on terms.

As it should now be apparent, the major suppliers of
funds for Brazillan utility expansion, besides the utilities
themselves, have been international banks. Between 19,8 and

1959, the International Bank for Reconstruction and

3T1p14.

38American & Foreign Power Company Incorporated sources.



w2

Development (IBRD) loaned $536 million to electric power en-
terprises, some of them government-owned, 1in nine Latin
American nations. Brazilian enterprises, chiefly Brazilian
Traction subsidiaries, were major recipients of these funds.
IBRD loans were reported to have added 1.8 million kilowatts
of generating cspacity in Brazil, representing a 96 percent
increase in the country's 1948 total generating capacity.
Between 1934 and 1960, the Export-Import Bank of Washington
loaned $2,;2 million to Latin American utility enterprises,

some $88 million golng to Brazil, AMFORP subsidiaries being

the primary recipients.39

The international banks did not, however, loan such
funds without reservation. The President of the IBRD has
been reported to have said:uo

A steadily expanding supply of public utility
services 1s a requisite of economic growth in all
underdeveloped countries today. Over the next decade,
many thousands of million dollars in capital for these
services must be found.

There is simply no practical way to raise money
unless a substantial part of it 1s generated by the
utilities themselves through adequate charges to the
users of their services. . .especlally. . .in a country
where there is no organized capital market. By "ade-
quate™ rates we have meant rates which enable utilities
not only to cover the real cost of their services but
also to retain out of earnings substantial sums each
year to help finance the expansions which inevitably

3%erbert Bratter, "Latin American Utilities' National-
ization Proceeds Inexorably,™ Public Utilitlies Fortnightly,
66:1-15, July 7, 1960.

4Orp44.
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will be needed to sustain future growth. And we have

made no distinctlion iIn advocating adequate rates be-

tween privately owned and publicly owned utilities.

A representative of the Export-Import Bank has been re-
ported to have made a similar statement:

Eximbank's concern with rates is centered almost
exclusively on assurance that rates will provide
sufficient earning power to secure the loan. At the
same time, where rates help produce loan security
through earning power, they also make the transaction
attractive to potential private investors who may
participate with Eximbank in a loan.

In concluding this discussion on the sources of capital
for utility expansion in Brazil, we note that private capital
sources, exclusive of the funds generated by the utilities
themselves, were not available in great supply, and that in-
ternational lending agencies acted to make up the deficits,
All the sources combined, however, were unable to flnance
expansion at a fast enough rate, so that utilities were un-
able to provide adequate amounts of services. This will be
taken up shortly.

The inadequate earnings and subsequent reduction 1n
financial ability eventually deteriorated to the point where-
by the enterprises themselves became reluctant to continue
their existing investments. For example, on November 21, 1961
AMFORP initiated negotiations with the Brazilian Federal Gov-

ernment for the sale of theilr entire utility l:lold:lngs."PZ

Wlrpiq,

uZAmerican & Foreign Power Company Incorporated sources.
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ITI. CAUSES OF DECLINING PROFPITABILITY

The cause of the poor earnings performance of Brazilian
utilities was the low prices fixed for thelr services by the
Brazilian regulatory authorities. For example, ITT reported
comparative monthly rates for residential telephone service
in U.S. Dollars, converted at appropriate rates of exchange,
as of February 16, 1962, as: $1.57 in Porto Alegre, Brazil;
$2.00 in Mexico City, Mexico; $3.17 in Lima, Peru; $2.72 in
Montevideo, Uruguay; $7.42 in Caracas, Venezuela; $44.60 in

L3 That

San Juan, Puerto Rico; and $5.60 in New York City.
rates in Porto Alegre were low compared to other cities in
other countries 1is not conclusive evidence that they were

too low to provide ample revenues. An analysis of local
costs is necessary, and such is beyond the scope of this
thesis. However, when one considers, in addition, that

the telephone prices, relative to prices of other items,

were falling as inflation advanced, then there is reason to
suspect a causal relation between falling profits and falling
relative prices. This suspicion would be incorrect 1if there
had been a change in the efficiency of telephone operations,
but one can infer that such a change probably did not occur

given the climate for utility operations in Brazil. ITT

reports that its average revenue per company station climbed

u31nternational Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil,

OE. cit" p' 8.
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307 percent from 1955 through 1961.uu During this period,
the cost-of-living index rose from 50 to 256, or by 402 per-
cent.l'LS According to ITT, labor costs increased appreciably
more in this same period.l"6 Thus, the evidence, although
not complete enough to be conclusive, supports ITT's claim
that the "rate of return from CTN (Companhia Telefonica
Nacional) was kept by unrealistic rate regulation to levels
that made impossible significant new investment."u7

The imposition of cheap prices on electricity output
was the cause of diminishing profitability in the electric
power industry as well. For example, AMFORP subsidiaries
from 1930 to 1960 experienced an average revenue per kilo-
watt-hour increase of roughly six times, whereas in the same
period the cost-of-living increased by thirty-four times.

In constant prices, this meant that the cost of electricity

qubid.

usInternational Financial Statistics, loc. cit.

uéIn ITT's report--The Expropriation of ITT in Rio
Grande do Sul, Brazil, op. cit., p. 7--figures are given that
show from 1955-1961 labor costs for outside plant station
maintenance increased 838%, station installation 716%, and
construction 641%. Personnel costs are sald to have repre-
sented 56% of the operating costs in 1955 and 61% in 1961.
The costs given, however, represent costs of construectlon
of new plant more than costs of daily operation, and one
cannot, therefore, derive a figure for the percentage in-
crease in operating costs.

u7International Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, op.
cit., p. ©.
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decreased by 83 percent during that period. Table XVI be-
low depicts this situation. Note the long run trend that

developed before recent pronounced inflation.

TABLE XVI

RELATIVE PRICE OF ELECTRICITY FOR AMERICAN & FOREIGN POWER
COMPANY INCORPORATED SUBSIDIARIES IN BRAZIL, 1930-1960

COST-OF AVERAGE REVENUE PER RELATIVE PRICE

YEAR LIVING KILOWATT-HOUR: OF

INDEX Cruzeiros Index ELECTRICITY
1930 1.00 0.35 1.00 1.00
1940 1.50 A1 1.17 0.78
1950 5.18 .62 1.77 ' .34
1960 3..09 2.00 5.71 .17

Source: American & Foreign Power Company Incorporated.

AMFORP calculations made in 1961, projected to December
31 of that year, compared the rates for their Brazilian sub-
sidiaries with rates in other countries. Using an exchange
rate of 320 Cruzeiros (Cr.$) per U.S. Dollar, their figures
show that while thelr Brazilian rates would have been
Cr. $3.30 per kilowatt-hour, average rates elsewhere would
be: Cr. $5.818 1n the entire United States; Cr. $12.480 in
Guatemala City; Cr. $6.333 in Buenos Alres, Argentina;
Cr. $20.292 in Lima, Peru; Cr. $17.294 in Caracas, Venezuela;
Cr. $6.287 invSan Jose, Costa Rica; and other figures high-

L8

er than in Brazil.

usAmerican & Forelgn Power Company Incorporated sources.
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These data show that electricity prices in Brazil were
cheaper than elsewhere, and that the trend of relative prices
in Brazil had been downward. Part of the relative decline
in Brazilian prices since 1930 represented technological ad-
vances. For example, according to the study of Cavers and
Nelson, an index of real electrical rates (1939 base equals
100) for industrial consumers in the United States fell from
98 in 1929 to 51 in 1949 and 1954. In Brazil, those indices
for industrial consumers fell from 152 in 1929 to 28 in 1949
and 18 in 1951;.1"9 Considering the United States as a tech-
nologic leader, with sound utility enterprises and a rela-
tively stable currency, one can infer that the decline of
real rates in the United States primarily represented the
effects of Increased efficiency due to technologlical change
and economies of scale. Comparatively, however, real rates
in Brazil fell much further, and recently were far lower
than 1n the Unlted States. One might infer that electricity
was underpriced in Brazil.

There are serious limitations on thls sort of analysis.
One can determine whether or not electricity in Brazil was
underpriced only in relation to the costs of producing it,
and the data for such an analysis are not available. The
decline in real electricity prices in Brazil greater than

the decline in the United States might have reflected, to

l"9Caver-s and Nelson, op. cit., pp. 69-109.
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some extent, both technological advances and a greater oppor-
tunity to take advantage of the economies of scale. In 1929,
electrical generation in Brazil came from scattered and di-
verse sources, while in 1954 a large degree of integration
was evident. However, given that electricity was very

cheap 1n Brazil, that the cheapness was imposed through the
regulatory system, and that under regulation utilities uni-
versally experlenced a decline in profits until private cap-
1tal was no longer adequately avallable, then it 1is probably
safe to say that electricity was underpriced in Brazil to

the extent that the regulatory system made no allowance for

the cost of capital.

IV. EFFECTS ON SERVICES PROVIDED BY UTILITIES

Cheap utility rates have two consequences. First, de-
mand for the services is accelerated, and, second, utility
operators are deprived of the financial means to expand at
rates needed to keep pace with growing demand. The inevi-
table consequence 1s inadequate service.

Electricity is a vital element of industrial develop-
ment, and the shortages of electriclty in Brazil have been
accorded considerable attention with respect to economic
development. From 1900 to 1930, generating capacity in Bra-
zil increased from roughly 12,000 kilowatts to roughly
680,000 kilowatts, or an increase of 5,600 percent.so In

5OJoint Brazil-United States Economic Development
Commission, op. cit., p. 156.
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1930, there was adequate capacity to meet demand. Regula-
tion, coupled with the dislocations of the depression and
the war years, altered the situation. 1In 1935, per capita
generating capacity was 22 watts, and in 1950, 36 watts,
which growth represented a 6l percent increase during that
period. Electrical consumption in 1935 was 62 kilowatt-
hours per capita, which grew to 160 kilowatt-hours per
capita by 1950. This increase was 158 percent of the 1935
figure.Sl Consumption was clearly growing faster than
capacity during this period. The validity of this conclu-
sion is evident as well from the average load factors
(ratio of actual average production to full capacity pro-
duction) for the electric power industry in Brazil. 1In
1940, the load factor was 33 percent; by 1945, it had grown
to L1 percent; by 1950, it had reached 50 percent. The in-
crease in load factor created difficulties as it meant that
there was insufficient capacity to meet demand peaks. Per-
iods of peak demand were accompanied by the overloading of
distribution lines, voltage drops, widespread rationing,
and sudden interruption of service. Seasonal variations in
hydroelectric water supplies and periodic droughts inten-
sified shortages. In effect, load factors were raised by

lopping off demand peaks.52

5l1pid., pp. 161-162.
521h14.
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This inadequate power service had an adverse effect on
industrial development by discouraging the formation of new
industries that required adequate power, by forcing many
manufacturers to install expensive power plants of their
own, and by creating severe operational problems for enter-
prises requiring uninterrupted service. The Joint Brazil-

United States Economic Development Commission dramatized

some of the difficulties thus:53

A maker of the plastic molding material, poly-
styrene, has a standby diesel generator to prevent
complete power fallure, but sometimes, this, too,
has failed. At such a tlme the material flowing
through the production equipment solidifies, causing
a shutdown of no less than 10 days and up to three
weeks, while polystyrene is manually chipped out of
the vessels.

. . . . . . . . * . . . . . . . . . . . . . .

A steel foundry reports that while it plans to
install a diesel motor to provide compressed air,
it cannot afford diesel generated electric power for
its electric furnaces. Light company power costs
this foundry about Cr. $0.1l per Kwh, while it cal-
culates that the total cost of diesel power, includ-
ing amortization of equipment, would come to about
Cr. $1.30 per Kwh, or nearly 10 times as much.

Power shortages were first officially recognized in 1942.
Decree Law No. 4,295 of May 13 of that year empowered the
National Council of Waters and Electric Energy to establish
rules for electricity rationing.su After the publication

of the Joint Commission's 1953 report, the situation did not

>31p14., p. 158.

5L"F'ink, op. cit., p. 110.
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improve. In 1958, 9 percent of the country's generating
capacity was supplied by industrial self-producers who were
hedging against power failures.55 These private plants re-
quired large forelgn exchange requirements for fuel, and
represented an inefficient diversion of resources because
their output was uneconomical. During a long drought in 1958,
AMFORP 's subsidiary in Minas Gerais purchased power from cer-
tain industrial self-producers in that State to ward off a
possible expropriation. 6 In 1963, power shortages in the
former capital city of Rio de Janeiro, served by a subsid-
lary of Brazilian Traction, resulted in rationing that re-
quired a 10 percent reduction in industrial power consumption
and a 20 percent reduction for all other users. At that
time, the Rio de Janeiro power company estimated that its
generating capacity was 100,000 kilowatts short of peak de-
mand requirements.

In a message to the National Congress on March 15, 1961,
President Quadros stated that installed generating capacity
in service had reached L.6 million kilowatts, that 2.1 mil-

lion kilowatts of capacity were under construction, but that

55United States Department of Commerce, Brazil (Wash-
ington: U.S. Government Printing Office, 1961), p. 110.

56American & Foreign Power Company Incorporated,
Thirty-Sixth Annual Report, 1959 (New York: American & For-
eign Power Company Incorporated, 1960), p. 1.

7
"Darkness in Rio", Time, 81:45, May 2L, 1963.
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an additional 1.3 million kilowatts would be required to
reach the estimated requirements of 8 million kilowatts of
capacity by 1965. If recent experience is any measure,
shortages will persist. The President's estimates required
the addition of 3.4 million kilowatts of capacity in a five
year period, representing a 74 percent increase in the 1961
capacity or an average annual increase of 1.8 percent of
the 1961 level. However, between 1955 and 1958, during
which consumption rose 3 percent, installed generating
capacity rose only 24 percent, or an average annual in-

59

crease of 6 percent of the 1955 level. The President's
estimates required a rate of expansion more than twice as
great as in recent years, and a level of investment that
private capital will clearly not support given the present
environment.

Given these electric power shortages, and the rapid in-
dustrialization and urbanizatlon that contributed to them,
it is not surprising (as noted in Chapter II) that the Fed-
eral and State Governments have undertaken their own power
development programs, and that, whereas in 1945 there were
no public companies except a few, small municipal ones, in

1958 public companies accounted for 1l percent of the

country's installed generating capaclity, with the percentage

5gUnited States Department of Commerce, op. clt.,
pp. 108-9.

591p14.
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60

rising as more new projects were brought into service.
Public investment, however, failed to halt the decline of
utility services.

The telephone situation, although not as well documented,
was as bad as the electric power situation. In 1959, there
were an estimated 800,000 persons waiting for telephone ser-
vice.61 Former President Kublitschek, in a speech and press
conference in March, 1962, at Harvard University, stated
that in one Brazilian city, some 10,000 persons had waited
10 years for telephone service, and had still not received
it. "If I lived in one of those cities,” he continued,

"and wanted a phone for my yet unborn grandson, I'd order
it now."62

As a result, a widespread black market for telephones
appeared. A customer could sell his telephone and his tele-
phone listing on the black market, which charged $100 for
an extension and $500 for a private telephone completely in-
stalled and with its own set of forged documents, Tele-
phones were rarely returned to the companies when a customer
abandoned his service. When 4,000 government employees
transferred from the old capital, Rio de Janeiro, to the new

one, Brasilia, several years ago, fewer than 100 surrendered

60Tp14., p. 110.

6l1p14., p. 2.

620hristian Science Monitor, March 8, 1962, p. 7.




154

their telephone service to the Companhia Telefonica Brasil-
eira, a subsidiary of Brazilian Traction. The rest were
sold on the black market.63

Even for the telephones 1n use, service was generally
bad, being the worst during hours of peak demand. Long dis-
tance connectlons took hours to complete, if completed at
all. 1In Rio de Janeiro, recently, it took two minutes to
obtain a local connection. In Sao Paulo, a long rain re-
duced the chances of getting the correct connection by a

6l

half. Wrong numbers were obtained more frequently than

busy signals in one city.65

V. CONCLUSIONS
In closing this chapter, significant points emerge,

which, in conjunction with the previous chapters, conclude
the discussions of the utllity operations themselves. The
forelgn-owned utilities, which dominated electric light and
power and telephone services in the Brazilian infrastructure,
clearly were subjected to rate regulation that greatly re-
duced the profitabllity of the utility enterprises, reduced

internal sources of funds and external sources of debt and

63"Hot Line," Newsweek, 62:79, October 21, 1963.
Ohryiq.,

65
"More on the Brazilian Telephone Situation®, Public
Utilities Fortnightly, 71:60-61, May 9, 1963.
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equity capital needed for expansion, and, inevitably, caused
deterioration of the utility services. It should be noted
that private Brazilian-owned utilities had the same experi-
ence. In addition, the decline in utility performance rels-
tive to the needs of the Brazilian economy was not a recent
occurrence resulting from the pronounced inflation in the
late 1950's and early 1960's. Rather, it first became evi-
dent shortly after World War II when inflation was less
severe, although progressive. Nor did the decline imply

the cessation of private utility investment. Expension and
improvement of services did continue, but could not, as a
result of the reduced financial capabilities of the enter-
prises, progress as rapidly as the demands imposed by the
Brazilian economy required.

It was pointed out in Chapter II that, for a number of
reasons, the forelgn-owned utilities were inviting targets
for political intervention. Chief among these reasons were
the very nature of utility services themselves, the dominat-
ing size of foreign-owned utilities, their importance in
connection with past and future development, and the inher-
ent uneasiness created by the presence of foreign capital
in any host country's infrastructure. In Chapter III it was
argued that intervention, in part, came in the form of an
ad _hoc regulatory system that, given the inflationary environ-

ment, made it virtually impossible for utilities in Brazil,
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foreign or domestic, to thrive. It was pointed out that
the basic flaw of this system was 1ts inability to take
account of an unusual situation, such as an inflationary
environment, because rate-making was fixed by law to an
historical cost formula. The significance of that flaw 1is
now clear. Utilities have experienced what has been termed
"creeping expropriation", for as earnings diminished, so
did the intrinsic value of the enterprises. But, beyond
this, and more importantly, the deterioration of services
attracted national concern, as manifested by studies such
as that of the Joint Brazil-United States Economic Develop-
ment Commission. This additional attention only enhanced
the risk of further political intervention in the name of

national development or security.



CHAPTER V
BRAZILIAN ATTITUDES TOWARD UTILITIES

The Brazilian regulatory system restricted the profits
of electricity and telephone utilities to the point that
their health was endangered, thelr services became inade-
quate, and their operations were no longer able to service
the needs of economic development. A healthy and expanding
infrastructure is a prerequisite to industrial development,
yet Brazillan policy, officially devoted to development,
discouraged expansion of utility services. One wonders why
the Government did not pursue a policy conducive to the growth
of utility services--namely, a policy that permitted an ade-
quate, yvet reasonable, rate of return, enabling the utllities
to generate internal sources of funds or draw upon external
sources of private capital in order to meet the needs of ex-

pansion.

I. POLITICAL NATURE OF THE RATE PROBLEM
The answer 1is not ignorance of the plight of the util-
ities. There is ample evidence to show that Government
leaders knew regulatory policies were strangling the utili-

ties. The 1952 National Economic Council of Brazil reported

157
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to the President that the lack of adequate profits was dis-
couraging new utility inVestment.1 The Joint Brazil-United
States Economic Development Commission reported the same in
1953.2 President Kubitschek in a 1958 message to Congress

supporting the revaluation of utllity assets for rate-making

purposes under Law No. 3,470 of the same year, stated:3

The persistance of an unrealistic tariff policy,
in what regards capital remuneration, has already
determined the deterioration of innumerable public
services, to the point of obliging the State to
assume the responsibility of operating them, receiving
virtually bankrupt entities, whose operation, in anti-
economical conditions, constitute a heavy onus to the
National Treasury, and consequently, to all Brazilian
taxpayers.

The answer to why the Government pursued a policy des-
tructive to privately owned utilities and, apparently, to
the national interest in terms of economic development, can
only lie in Brazilian politics, the intricacies of which are

well beyond the scope of this thesis. However, this chapter

lRevista do Conselho Nacional do Economia, August-Sept-
ember, 1952, p. 7, cited by Marvin S. Fink and Staff, Reports
on FKlectric Power Regulation in Brazil, Chile, Colombia,
Costa Rica and Mexico (Cambridge: Harvard Law School, 1960),

p. 4b.

2Joint Brazll-United States Economic Development
Commission, The Development of Brazil (Washington: U.S. Gov-
ernment Printing Office, 195l ), pp. 154 ff.

3Presidential Message 186 of 1958, Diario do Congresso,
December 3, 1958, p. 2,602, cited by International Telephone
and Telegraph Corporation, Untitled reply of February 26, 1962,
to Court Order of February 16, 1962, confirming Rio Grande do
Sul Decree No. 13,186 of February 16, 1962, that expropriated
International Telephone and Telegraph Corporation property in
that State, p. 57.
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will attempt to reveal some of the Brazilian attitudes toward
utilities, and some of the major sources of political discon-

tent that led to those attitudes and their expression.

ITI. FACTORS CONTRIBUTING TC POLITICAL UNREST

An understanding of political unrest in Brazil rests
upon certain basic economic and social changes that have
occurred in the recent past. As mentioned in Chapter II,
Brazil has been experiencing substantial economic develop-
ment in recent decades. The country has moved from the posi-
tion of importer of most nonagricultural goods to a position
of self-sufficiency in most light industries and many heavy
ones. Between 1949 and 1959, gross domestic product in con-
stant prices (base year, 1949) rose from 217.l to 385.9
billions of Cruzelros, amounting to an average annual in-
crease of 5.8 percent. The index of real product during
that period rose to 177.5 from 100 in 1949. 1In per capita
terms, the index of gross domestic product rose from 100 in
1949 to 140.3 in 1959, representing an average annual in-
crease of 3.4 percent.h In 1958, per capita gross national
product, expressed in U.S. dollars, stood at $250, as com-
pared with $2,32l; in the United States.S Most of the galns

have been made by the industrial sector of the economy.

Lunited States Department of Commerce, Brazil (Washing-
ton: U.S. Govermnment Printing Office, 1961), p. 5.

S5Yearbook of National Account Statistics 1963 (New York:
United Nations, 1963), pp. 321 ff.
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Industry's share of the internal production national income
rose from 21.9 percent in 1949 to 24.6 percent in 1958,6 and
the index of industrial production rose from 100 in 1949 to
235.1 in 1958.7

Although its share in the national income has been
diminishing, agriculture has remained the most important
sector of the economy, principally because of coffee exports.
In 1958, agricultural production accounted for 26.1 percent
of the internally produced national income.8 In recent
years, coffee has accounted for roughly 60 percent of the
value of the country's exports, and, consequently, the
coffee export market has been an important element in the
determination of Brazil's foreign exchange position. It is
significant to note that the United States has been Brazil's
chief coffee customer, purchasing 56.5 percent of the value
of Brazil's coffee exports in 1960.9

Brazil has been plagued by two major economic problems:
chronic inflation and balance of payments deficits. The
cost-of-living index (base year, 1958) rose from 5.62 in
1937 to 25 in 1948, to 50 in 1954, to 73 in 1956, to 100 in
1958, to 185 in 1960, and to 390 in 1962. 1In recent years,

6United States Department of Commerce, op. cit., pp. 5-6.
Tibid., p. 115.

8121@., p. 6.

9Ibid., pp. 157 ff.
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inflation has approached runaway proportions. For example,
the 1962 cost of living was 152 percent of the 1961 figure.
Since World War II, balance of payments deficits have been
chronic, chiefly because of an unfavorable balance of trade.
In the fifteen years between 1948 and 1962, imports exceeded
exports in U.S. dollar values ten of those years. Between
1957 and 1962, there were only deficits, amounting to $96
million in 1957, $193 million in 1960, and $261 million in
1962.lo Consequently, Brazil has been faced with recurrent
forelgn exchange crises.

The final economic factor of importance in relation to
this chapter is the substantlial involvement of foreign cap-
ital in Brazilian economlc development, as noted in Chapter
II. A 1959 survey placed capital and reserves of foreign-
owned enterprises in Brazil at an equivalent of U.S. $3.5
billion., The participation of foreign capital in total
private and public investment in Brazll was estimated as 31
percent in 1959 and 32 percent in 1960. United States invest-
ments accounted for the greatest portion of foreign cepital,
amounting to 37.5 percent in 1959, with Canadian investments
in second place at 17.7 percent, primarily representing hold-
ings of Brazillian Traction, Light and Power Company, Limited.

United States Department of Commerce data for 1960 listed

107nternational Financial Statistics (Supplement to
the 1963-196lL edition; Washington: International Monetary
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United States Investments in Brazil, with net working capital
devalued to reflect depreciation of the Cruzeiro, at $953
million. Of thils amount, $200 million, or 21 percent of the
total, represented investment in public utilities. ! As will
be seen, the large investment of foreign capital in Bragzil
has proved to be a source of friction between Brazilians and
foreigners.

Brazil's rapid economic growth has caused substantial
demographic changes in the population, with a definite
trend toward urbanization. In 1940, 68.8 percent of the total
population of 1,236,315 persons was classified as rural.12
By 1950, the population had grown to 51,94},397, but the
portion classiflied as rural had declined to 63.8 percent.13
According to the most recent census, the rural portion had
declined further to 54.9 percent of a total population of
70,967,185 persons by 1960.1u As these figures imply, popu-
lation growth of cities has occurred at a rate much faster
than the country as a whole. Between 1950 and 1960, popula-

tion for the country as a whole grew by 37 percent of the

llUnited States Department of Commerce, op. cit.,

pp. 11-1l.

12
Demographic Yearbook 1948 (New York: United Nations,
l9u8),p. 215.

Demogrqphic Yearbook 1955 (New York: United Nations,
1955): P

l)"Demo raphic Yearbook 1962 (New York: United Nations,
1962), p. 308.
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1950 population figure. The population of principal Brazil-
ian cities during the same period grew: 90 percent in Belo
Horizonte, 65 percent in Porto Alegre, 56 percent in Recife,
;O percent in Rio de Janeiro, and 57 percent in Sao Paulo.l5
The rapid growth of cities in Brazil has reflected a
changing social structure. As one commentary points out,
between 1940 and 1950, the active population in cattle
raising and agriculture increased only L.6 percent, while
the active populatlion increased 59.l percent in manufactur-
ing, 13L.2 percent in services, and 38.9 percent in commerce,
transportation, and communications. This means class
structures have been realigning, with a growing urban pro-

letariat and middle class.16

ITII. TENSIONS, ASPIRATIONS, AND FRUSTRATIONS
IN BRAZIL
These social and demographic changes have contributed
significantly to internal tenslons in Brazil. Another
commentator has identified some of the problems.17 First,

population growth in the cities has caused the urban centers

lsDemographic Yearbook 1955, op. cit., p. 175; and
Demographic Yearbook 1962, op. cit., pp. 328-29.

16L. A. Costa and Waldemiro Bazzanella, "Economic
Development, Social Change and Population Problems in Brazil,"
Annals of the American Academy of Political and Social
Science, 316:121-6, March, 1950.

17o, Lynn Smith, "The Giant Awakes: Brazil," Annals of
the American Academy of Political and Social Science, 33L:
95-102, March, 1961.
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to bulge with masses of ill-housed, poorly educated, and
impoverished people unable to cope effecdively with city life.
Second, the industrial boom has whetted the appetites of
Brazilians for even better standards of living; that 1s, the
levels of aspiration have been raised above those within
immediate economic reach. Third, economic difficulties and
shortages of many of the necessities of modern life have
exacerbated the frustrations arising from the increased
levels of asplration.

The majority of the migrants to the cities have come
from backward, rural areas of the country, and, of any popu-
lation segment, have been the least equipped to deal with
the demands of city life. Politically, educationally,
economically, culturally, and socially, they have been un-
prepared., To them, clity life has meant life in the unskilled
work force, their homes comprising the slums of the urban
areas. Most significantly, perhaps, the traditional family
and social ties have been broken through migration to the
citles, leaving these people in a state of confusion and
readiness to join any organizatlion that seems capable of
replacing the ties.l

The frustrations of these people and of all Brazilians
have been increased by the rising level of aspirations that
occurs when any society emerges iInto the modern world. Por-

tions of the population that were never before exposed to

181p14.
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good housing, transportation, communications, education,
wages, and the other numerous aspects of modern life have
seen these now, and have been made aware of the further im-
provements within their grasp through comparisons with other
socio-economic groups, the standard of living of foreigners

19 In view

in Brazil, and the achieVements‘of other nations.
of these frustrations, 1t is not surprising to find that
Brazilians have been preoccupied with their economic develop-
ment. The successful rallying cry of President Kubitschek's
administration was "Fifty years of progress in five™ .20
Conditions in Brazil have made these frustrations more
intense. Desires for rapid economic development and a high-
er standard of living have been thwarted by several obstacles.
Rapid inflation in Brazil has made it increasingly difficult
for Brazilians to maintain their standard of living. Gov-
ernment granted wages increases have been followed by sharp
rises in the cost of living which, in turn, have been follow-
ed by unrest and political pressures for further wages in-
creases, which have been granted, repeating the cycle. The
inflationary environment has also helped to discourage for-

elgn and domestic investment. In late 1961, it was estimated

that one billion Dollars of Brazilian capital had been

19Ibid.

20payid B. Richardson, "Brazll: Troubled Giant of the
Americas," U.S. News and World Report, L8:38-41, February
29, 1960.
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invested abroad or deposited in foreign banks. In recent
years, the rate of new foreign investment in Brazil has de-
clined sharply.21 Many Brazilians in lower economic classes
have found it necessary to take on part time jobs in addi-
tion to their regular employment in order to maintain their
gtandard of living or supplement their inadequate income.22
Coupled with the problems arising from inflation have
been the scarcities of many commodities and services in the
Brazilian economy. Transportation facilities have not been
adequately developed, resulting in periodic food shortages
in the cities while foodstuffs decayed in the fields in the
country. Communications and power have been scarce and un-
certain. Forelgn exchange difficulties, besides deterring
foreign investment, have made it difficult for Brazil to
obtaln needed commoditlies such as petroleum products or
machinery vital to economic development. Illiteracy has
been high, and competent educators and technical personnel
have been in short supply. According to the 1950 census,
less than 1,000,000 people had completed the equivalent of
high school, and, in the entire country, there were less than

160,000 persons with university degrees. 1In the backward

portions of Brazil, the death rate has been high and life

2lionn J. Johnson, "Politics and Economics in Brazil,"
Current History, 42:89-95, February, 1962.

22

T. Lynn Smith, loc. cit.
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23

expectancy short.

Thus, economic growth has indirectly been a source of
frustration in Brazil., It has caused fundamental social and
demographic realignments that have broken the old social or-
ders and created new ones with attending uneasiness and ten-
sion. Along with these changes has been a growling awareness
of the economic power Brazil could achleve. Yet, this
achievement has been hindered by economic obstacles such as
an lnadequate infrastructure, inflation, foreign exchange
difficulties, and a lack of competent personnel. The result-
ing frustrations have generated political pressure for the

removal of such obstacles.

IV. IMPACT ON RATE-MAKING POLICY
Popular opinion in Brazil has focused on inflation as
one of the obstacles to further development. For example,
in late 1959, students and police clashed in a riot over
sharp price increases at a Government-subsidized student
restaurant.zu In fact, during 1959 and early 1960, cost-of-
living riots occurred in many Brazillian cities.25

Popular resistance to price increases, as manifested by

incidents such as these, has had a contributing influence on

231pi4.

2L"New York Times, January 3, 1960, p. 19.

25New York Times, January 13, 1960, p. 49.
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Government rate-making policy for regulated industries in
Brazil. Typlcally, rates for regulated industries have been
set too low. For one example, 1in 1954, the operating defi-
cits of the Federally-owned railroads amounted to five bil-
lion Cruzeiros, or 8 percent of the Federal Govermment's
budget, because the rate scale bore no relationship with
operating costs.26 For another example, also in 195,
several private concessionaires cancelled their contracts
for the provision of water, gas, or tramway services, and
turned the services over to municipal authorities because,
again, the rates were set too low.27 Finally, in past years
the Federal Government of Brazll has repeatedly incurred
additional budget deficlts in the operation of its coastal
shipping lines, ports, sutomobile plants, and oil companies.28
It is possible that the policy of setting rates too low
has been based on the rationale of promoting economic devel-
opment., To what extent this has been true is difficult to
ascertain, for this argument, which has been frequently
voiced, could be nothing more than a rationalization of the
policy. In addition, it is probable that Government rate-

making policy has been ad hoc in nature to the extent that

26David F. Cavers and James R. Nelson, Electric Power
Regulation in Latin America (Baltimore: The Johns Hopkins
Press, 1959), p. 3.

2T1bid.

28David B. Richardson, "A Country where Inflation is a
Way of Life," U.S. News and World Report, 55:67-69, August
12’ 1963.
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regulatory officials have been indifferent to the needs for
long range planning. Nonetheless, 1t is true that, in
response to strong popular resistance, rate-making authori-
ties have been reluctant to grant regulated industries rate
increases for their products or services. For example, the
Joint Brazil-United States Economic Development Commission
pointed this out in its consideration of electric light and
power regulation, and former President Kubitschek, during a
1962 visit to Harvard University, admitted that, in response
to public opinion and pressure, authorities were not per-
mitting electric light and power and telephone utility com-
panies to increase their rates.29

It has sometimes been contended that popular resistance
to rate increases was motivated by the poor performance of

30

utilities. Poor performance has irritated the Brazilian
populace. For example, in October, 1958, in a small town
in the State of Sao Paulo, a mob set fire and heavily damaged
the local power company offices, because they were enraged

31

by frequent electric power faillures and rationing. For

another example, in July, 1959, marines were sent to the

29Joint Brazil-United States Economic Development
Commission, op. e¢it., p. 173; and Christian Science Monitor,
March 8, 1962, p. 7.

3050int Brazil-United States Economic Development
Commission, loc. cit.

3lNew York Times, October 11, 1958, p. 3.
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coffee exporting town of Paranagua to restrain mobs that had
burned down the clty hall, wrecked two banks, and damaged
other buildings in protest of an electric power failure.32

However, as shown in Chapter IV, it was the rate-making
pollicy that caused the poor performance of the utilities.
Government reluctance to grant rate increases has really
been in response to popular opposition motivated basically
by resistance to inflationary trends, examples of which were
given above. Once poor performance occurred, of course,
popular opposition increased, meking the situation for util-
ities worse.

Reluctance to grant rate lncreases has not implied no
rate increases at all, but it has implied delays in the
granting of rate increases required to offset increases in
operating expenses 1in operating expenses, and it had addi-
tionally implied failure to allow for remuneration of cap-
ital, as noted in Chapter III.

Hence, popular resistance to price increases has con-
tributed to Governmental reluctance to grant rate increases
to utilities. In fact, this reluctance has applied, as 1s
evident from the above examples, to all regulated industries,
including utilities, regardless of ownership--publie,

private, or foreign.

32New York Times, June 3, 1959, p. 30.
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V. GROWTH OF NATIONALISM AND HOSTILITY
TOWARD FOREIGN CAPITAL

Popular opinion, in its search for the obstacles to
further Brazilian development, has not focused on inflation
alone. In fact, foreign cepital and influence, which have
dominated the economic sphere of Brazilian life from
massive lnvestments to the export markets, have become a
major focal point for Brazilian frustrations and political
pressure, with grave implications for the foreign-owned
utilities in Brazil. Popular opinion has come to believe
that progress could be made if only Brazil had control of
its own destiny.

This has been manifested 1n numerous ways. On one level,
there has been personal resentment against foreigners, as
expressed by one Brazllian banker., According to his com-
plaints, Americans living in Brazll have created ill feel-
ings and made few friends because: they have failed to learn
Brazilian customs, they have lived in American colonles and
jolned American clubs, they have socialized mostly with them-
selves, they have given the impression that they are inter-
ested only in business and not in Brazil, they have failed
to learn the language and relied on Interpreters even after
a prolonged stay, and their wives have failed to make any
contribution in the community through soclal and civic

affairs as they do back home.33

33The Wall Street Journal, January 28, 1959, p. 8.
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On another level, there has been resentment against for-
eign capital for real and imaginary abuses. Some Brazilian
nationalists have claimed, as pointed out by two other ob-

34

servers of Brazil, that foreign capital has come to Brazil
in hopes of earning an exhorbitant profit, and that, rather
than contributing to national development, foreign capital
has actually hindered development by bleeding the country

of its resources through the withdrawal of amounts greater
than the original investment. Some nationalists have contend-
ed that forelgn investment has been concentrated in nonessen-
tial consumer products industries rather than in industries
required to build a real industrial base. Claims have been
made that foreign investment has often been made up of over-
valued, obsolete machinery, already fully depreciated in its
country of origin. Claims have also been made that foreign-
ers have brought in as little capital as possible, relying
heavily on local sources of funds such as Brazilian branches
of foreign banks, which have acted as instruments to divert
Brazilian savings from domestic 1nvestors to foreigners and
their less productive projects. Royalties and technical
assistance fees have sometimes been viewed as instruments

to extract additional profits from Brazil,

Although there have been exceptions, these arguments

BuWerner Baer and Mario Henrique Simonsen, "American
Capital and Brazilian Nationalism," The Yale Review, 53:
192-98, December, 1963.
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have not been supported by facts in most instances. Repat-
riation of profits has been usually small and reinvestment
of earnings high. Much of the investment of foreigners has
been concentrated in heavy industries, such as power and
automobile production, although consumer items such as Coca-
Cola and home appliances have also been produced.35

Foreign capital has neglected some measuresa that could
have been taken to make its presence less noticeable. Pub-
lic relations efforts directed toward explaining the contri-
butions of foreign enterprises have been largely absent ex-
cept for advertising explaining the functional usefulness
of products. The names of foreign corporations have often
remained in the language of the country of origin, and when
"Brazil" has been incorporated into the title, 1t has often
been done in that form rather than in the Portuguese equiva-
lent, "Brasil”. 1In many cases, the participation of local
equity has not been sought. In addition, cases have been
brought to light of attempts to bribe public officials for
favors. A large, United States dominated public utilities
company is reported to have bribed a substantial number of
representatives in a local legislature in order to get a
rate increase several years ago. Although Brazilian officials
may not have been adverse to taking a bribe, and Brazilian
businessmen have been known to bribe public officials them-

selves, 1t nonetheless has been highly damaging to the image

351pid.
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of forelgn capital when such instances have been brought out
to serve as fuel for nationalist claims.36
It 1s not surprising to note that United States capital
has been synonymous with foreign capital in the eyes of many
Brazilians. United States capital has comprised the great-
est share of foreign capital in Brazll, and the fact that
the Unlted States has been Brazil's biggest coffee customer
and an important supplier of ald and credit through its
forelgn ald programs and the Export-Import Bank has added
to the visibility of United States influence in general
and United States capital in particular.
Nationalistic feellings have been growing in Brazil as
a result of the frustrations and tensions there, and the
arguments against foreign capltal have galned wide accept-
ance. The growth of nationalism has been made evident in
numerous ways. For one example, in 1952, the Government
established the monopoly Petroleo Brasileiro, S.A. (Petrobras)
for discovering, developling, and refining petroleum sources.
The 1946 Constitution of Brazil had provisions permitting
the development of petroleum deposits by private companies.
However, nationalistic groups, using the cry "the petroleum
is ours”, successfully created popular opposition to private
development of oll reserves by forelign companies, and Petro-

bras was established instead.37 0il refineries already in

361p14.

¢ 837United States Department of Commerce, op. cit., pp.
105-8.
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existence at the time of the creation of Petrobras were per-
mitted to continue under private operators, but these, how-
ever, have gradually been incorporated into its operations,
sometimes through expropriation measures such as the Presi-
dential Decree of March 13, l96h.38 Brazil is believed to
possess large oll reserves, but, under Petrobras, these have
not been rapidly developed, so that by 1960 domestic petro-
leum production of crude oil amounted to only 28 percent of
the country's consumption requirements, the balance being
Imported at a heavy cost of foreign exchange.

As another example of the growth of nationalism, in
1959, the powerful Labor Party--headed by Joao Goulart, who
was then Vice President of Brazil--adopted a platform calling
L0

for the nationalization of foreign-owned power companies.
VI. NATIONALISTIC EXPRESSIONS
OF POPULAR LEADERS

With the growth of popular nationalistic feelings, there
appeared, on yet another level, evidence of hostility to-
ward foreign capital. Prominent nationalistic leaders, in
efforts to gain popular appesal, came out publicly with the
arguments natlonalists expressed against foreign capital.

For one example, while Governor of the State of Rio Grande

38New York Times, March 1, 1964, p. 7.

39%nited States Department of Commerce, loc. cit.
LONew York Times, May 18, 1959, p. L1.
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do Sul, Governor Brizola, who expropriated American & For-
eign Power Company and International Telephone and Telegraph
Corporation properties 1n his State, stated in an interview

with a U.S. News and World Report reporter:LLl

I like Americans. But I do not like American bus-
inessmen. They should stay home. . . .All that Ameri-
can businessmen are interested in is making money and
exploiting us.

L] . . L] . . . L] - L] . . . . . . . . a . L] . L] L] . . . L]

Brazil needs capital from abroad. But it also
needs to eliminate those foreign capitalists who, for
reasons of economic self-interest, compromise Brazil's
development and its political sovereignty. The in-
vestment we want most of all is that which comes into
Brazil with its owners and their families, on a per-
manent basis. . . .However, it has not been possible
to get that kind of investment from the United States.
All that come here from the U.S. are subsidiaries of
powerful holding companies and economic interests.
These operate as an instrument of suction of our
wealth--they suck needed capital out of Brazil.

3 . . . . . . . . .

But I consider that it is much more important for
us to eliminate the explolitive process. Our country
serves as a kind of sieve. . . .If we do not block the
holes in the sieve, all the money going to Latin Ameri-
ca under Alliance for Progress will flow back to the
U.S., with dividends.

. » . . . . . . . . . . . . . .

However, we could accept private investment from
little countries. . . .Countries, I mean, that have no
navy or marines.

. L . . . . . . . . . . . - . . . . . » -

Llpavia B. Richardson, "How Safe is U.S. Property in
Brazil," U.S. News and World Report, 52:43-45, March 26, 1962.




177

I consider that foreign investment as it is prac-
ticed here by U.S. businessmen and supported by the

U.S. Government is a form of neocolonialism.

For the most part, charges such as these are not justi-
fied. For example, foreign investors have retained a high
proportion of their earnings in Brazll, as pointed out pre-
viously in this chapter. The point to be noted here is the
similarity between these charges and those of other national-
ists mentioned above.

Joao Goulart, who served as Vice President under the
administrations of Presidents Kubitschek and Quadros and as
President between 1961 and 196l;, made similar statements,
although perhaps not as frequently or passlonately as Gov-
ernor Brizola. In 1957, as Vice President, Goulart spoke
in vague terms of "pragmatic nationalism” and "economic
emancipation" as the guiding principles of his Labor Party.u2
In 1959, he stated that the "astronomical" remittances
abroad of profits made 1in Brazil by foreign companies were
the cause of the miseries of Brazilian workers. In the same
speech, he declared, "the truth is. . .that the Government
does not command sufficient legal means to prevent the fruit
of the people's sacrifice from being transferred to the pock-
ets of a small minority. . . .The remittance of profits

abroad, which is bleeding the Brazilian economy to the ad-

vantage of those who still today want to colonize us, never

uzNew York Times, October 5, 1957, p. 3.
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reached proportions as impressive as now.")+3 As President,
Goulart on November 1, 1961, accused foreign groups of block-
ing basic economic reforms that would tend to free Brazil
from underdevelopment, in order to continue enjoying ex-
cessive profits that bleed the country.uu In other speeches
at the same time, he said that foreign companies had been
enriching themselves on the "misery and suffering of the
Brazilian people".LLS During a 1962 visit to the United
States, President Goulart stated that Brazill wanted to
attract foreignAcapital, but that it was "not interested in
predatory or merely speculative capital, which enriches the
investor at the cost of sacrifices by the people."LL6
The views of these two nationalistic leaders were
among the most outspoken ones of prominent Brazilians. They
did not, however, indicate rabld ultranationalistic feelings
in the entire Brazilian populace. On the contrary, there
were leaders of more moderate or even opposite views who
appealed to other segments of the population. The views of
these two leaders did indicate that nationalism had a broad

popular base in some quarters of the country, a base strong

enough to allow such nationalistic appeals.

uBNew York Times, May 3, 1959, p. 32.

uuNew York Times, November 2, 1961, p. 22.

thew York Times, November 5, 1961, p. 37.

LONew York Times, April 7, 1962, p. 2.
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VII. EXAMPLES OF HOSTILITY TOWARD FOREIGN CAPITAL

Nationalistic feelings such as these were transformed
into a positive expression of hostility toward foreign cap-
ital through the passage of a profit remittance law. 1In
November, 1961, the Chamber of Deputies of the Brazilian
Congress passed a bill that would have restricted annual re-
mittances of profits of foreign companies to 10 percent of
registered direct investment. Earnings greater than the 10
percent and retained in Brazil were to have been regarded
as nationsl capital without remittance rights. Annual re-
patriation of capital was to have been limited to 20 per-
cent of the registered direct investment, and any remittan-
ces in excess of the 10 percent allowance for profits were
to have been deemed repatriation of capital, reducing the
registered value of direct 1nVestment.u7 The measure also
would have required residents of Brazil to register their
holdings In foreign countries for tax monitoring purposes
in response to nationalists' cries that the wealthy classes
were plundering the country.LL8 Another provision of the
bill would have barred companies with majority ownership

held in foreign countries from official credit sources ex-

cept under special executive decree. Income tax deductions

u7"Brazil suspends profit remittances pending capital
registration under new law," International Commerce, 68:42,
October 22, 1962.

uBNew York Times, November 3, 1962, p. 29.
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for payments of royalities and management and technical
asslstance contracts were to have been limited to 5 percent
of sales during the first five years of such arrangements
only. Payments of such fees by subsidiaries to parents

L9

abroad would have been made illegal. Restrictions would

also have been imposed on the operations of branches of for-
eign banks.Eo

The effect of such a law would have been to place for-
eign investment in Brazil in a situation similar to that
of the foreign-owned utilities, Reglstration of direct
investment at historical cost would have caused the real val-
ue of earnings to fall rapidly with the soaring inflation
in Brazil, and the provisions forbidding the registration
of retained earnings in excess of the legal profit margin
as direct lnvestment would have prevented foreign investors
from obtaining some relief in the devaluation of their
propertles.

The Brazilian Senate modified certain provisions of the
measure passed by the Chamber of Deputies. Under the Senate
version, remittances abroad on foreign investment would have
been limited to 8 percent of paid-in capital only for in-
dustries producing luxury goods or services. Restrictions

on remittances in other industries would not have been

49mBrazi11an Business Jolt", Chemical Week, 91:l43-l,
September 29, 1962.

5ONew York Times, November 30, 1961, p. 10.
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imposed except in case of grave foreign exchange crises.51
For the purpose of calculating future legal remittances,
reglstration of relnvested profits was to have been per-
mitted.52

Before the final passage of the profits remittance law,
the Chamber of Deputies reinserted its more restrictive pro-
visions without removing the liberalizing clauses of the
Senate. The Law became effective September 27, 1962, with
the ambigulties not cleared up, subjecting the interpreta-
tion of the Law to the executive branch of the Federal Gov-
ernment. Thils interpretation came on October 27, 1963,
when President Goulart announced that he wanted the more
rigorous provisions applied. With respect to reinvested
earnings, the President stated, "The profits in excess of
10 percent, which the law does not permit to be remitted,
will have to be considered national capital held by foreign-
ers, and will remain here collaborating in our economic
development, but they can not be used to constitute the base
for new remittances."53

Shortly after passage of the Law, exchange transactions

51%poi1itics and Inflation harass Brazil's economy,"”
International Commerce, 68:42-3, August 20, 1962.

52"Brazil suspends profit remittances pending capital
registration under new law,” International Commerce, 68:42,
October 22, 1962.

53New York Times, October 28, 1963, p. ll.
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for profit remittances were suspended pending registration
of foreign capital in Brazil. Administrative inadequacies
delayed the processing of the registrations, and, hence, the
executlon of the Law. By the end of October, 1963, it was
reported that more than $100 million of profits were waiting

for remlttance author1za'cion.<.=.51’L

VIII, IMPLICATIONS FOR FOREIGN-OWNED UTILITIES

The growth of nationalism and hostility toward foreign
capital placed the foreign-owned utilities in a particular-
1y uncomfortable position. It has been shown that regula-
tory authorities have been reluctant to grant rate increases
to any regulated industry because of strong popular opposi-
tion to inflationary trends. In the case of the foreign-
owned utilities, asdequate rate increases were all the more
unlikely because of the growth of nationalism. Regulatory
authorities reluctant to grant price increases per se would
have been all the more reluctant to draw the fire of nation-
alists by granting rate increases to foreign enterprises.
This does not imply, however, that Brazilian-owned utilities
fared any better under rate-making policy; as shown in Chap-
ter IV, they have not. Actually, the dominating presence of

forelgn capital in the Brazilian infrastructure may have

Su"Brazil suspends profit remittances pending capital
registration under new law," loc. cit.; and New York Times,
October 28, 1963, p. L1.
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encouraged the rate-making authorities to be less considerate
of the needs of Brazilian-owned utllities than they would
have otherwise been 1in the absence of that foreign capital.
In eddition, utility activities are among the most
vigsible of any foreign investment, and, as well, are among
the most important to the hoat country's economy. One would
expect, therefore, that foreign-owned utilities would be es-
peclally vulnerable to expressions of hostllity engendered
by a growing nationalistic environment. In Brazil, this
expectation was borne out, not only by the regulatory
policy, but also by the multitude of nationalization moves
that occurred in 1959 and the early 1960's. These moves

will be discussed in the next chapter.

IX, CONCLUSIONS

This chapter has shown that economic development in
Brazil has created soclal dislocations and tensions that had
two effects iIn the area of utility operations. On the one
hand, frustrations of Brazillians have encouraged popular
opinion to focus on inflation as one of the obstacles to
further economic development. As a result, rate-making
authorities in the executive branch of the Brazilian Gov-
ernment have been reluctant to lrritate the public by grant-
ing regulated 1industries rate increases. In the case of
utilities, as pointed out in Chapter IV, the quality of ser-

vices consequently deteriorated, arousing additional popular
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resistance to rate lncreases. Popular outbursts of feeling
such as those described were indicative of that resistance.

On the other hand, frustrations of Brazilians have en-
couraged popular opinion to focus on foreign influence as
another obstacle to further economic development. The growth
of nationalism in Brazil has been made evident by such inci-
dents as the passage of the profits remittance law, and, for
the foreign-owned utilities, had particular significance.
Adequate rate increases for utilities were made all the
more unlikely, and the prospect of open expressions of
hostility, such as nationalization, was posed. For example,
in 1959, the Brazilian Labor Party adopted a platform
calling for the nationalizatlion of foreign-owned electric
light and power utilities.

In Chapter III, 1t was pointed out that one of the flaws
of the regulatory system for utilities in Brazil was the es-
tablishment of regulatory agencies in the executive branch
of the Government. The significance of that flaw is now
clear. In this arrangement, the regulatory authorities
responded to popular demands at the expense of long range
planning. In other words, regulation had a tendency to be
based on expediency rather than wisdom.

Thus, the Brazilian Government pursued a pollicy des-
tructive to the health of all electric light and power and
telephone utilities in Brazil and destructive to national



185

economic development, not because of ignorance of the plight
of utilities, but because of political expediency.

This expediency can be extrapolated one step further.
Utility services became so poor in Brazil that they endan-
gered the economic well-being of the country. National in-
terest required that this problem be corrected, but it could
not be corrected through the granting of adequate rate in-
creases. The Brazillian Government was left little choice
but to intervene In the utilitles and provide the needed
services itself. This step 1s exactly what the nationalists
demanded, and, in itself, represented political expediency.
As former President Kubitschek stated, the only solution for
many of the utilitlies was for the Government to take them
over, and absorb the losses private capital did not want

5

to incur.S

55Christian Science Monitor, March 8, 1962, p. 7.




CHAPTER VI
BRAZILIAN MOVES TO NATIONALIZE PUBLIC UTILITIES

From the preceeding discussions, it is clear that the
regulatory system, encouraged by popular demand for cheap
prices, created an atmosphere conducive to the deterioration
of utility services. The deterloration progressed so as to
imperil further economic development in Brazil and arouse
popular demands for corrective action. Inevitably, action
was finally taken, but that action was primarily motivated
by nationalistic feelings.

Since the end of World War II, as mentioned in other
chapters, Brazilian Government--at the municipal, state, or
national level--has been, increasingly, undertaking public
investment in new utility projects. As is evident from Chap-
ter IV, this public investment did not halt the deterioration
of utility services, although it may have eased the gravity
of the situation to some extent. |

Rather than encourage utility investment through
correction of the regulatory flaws, Brazil chose to discour-
age private capital altogether by nationalizing many utili-
ties 1n order to provide the services itself, at public ex-

pense. This chapter describes those moves to nationallze

186
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utilities providing electric light and power and telephone
utility services, chiefly foreign-owned utilities. It should
be noted that at the time of the writing of this thesis, the
nationalization of forelgn-owned utilities is far from com-
plete, leaving those remaining under private ownership in a
state of limbo, no doubt discouraged about the merits of

further investment.

I. EARLY TRENDS TOWARD NATIONALIZATION

In Chapter II, it was noted that, in some instances,
the large foreign-owned utilities under consideration here
had, at various times, been involved in the provision of
utility services other than electric power and telephones.
For example, Brazilian Traction, Light and Power Company,
Limited (Brazilian Traction) was, and in some cases still is,
involved in tramway, water, and gas services. As late as
1959, American & Foreign Power Company Incorporated (AMFORP)
supplied municipal transportation and gas in various commun-
ities in Brazill.

These types of operations have not been under considera-
tion in this thesis because of the local character of the
services and their relative lack of importance in the total
operations of these large concerns. Nonetheless, belng a
part of the companies! Brazilian investments, it is impor-
tant to note, briefly, the types of experiences the foreign-

owned companies had with regulatory authorities.
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Tramway, gas, and water services were strictly local in
character, and, hence, by and large, under municipal control.
As in the case of electric light and power and telephone
services, concesslons for these other utility operations were
required--the terms of the concessions stating the duration
of the contract, the disposition of the assets and the amount
of compensation in the event of cancellation of the contract
by regulatory authorities, and the manner of rate-making for
the ser*vices.1

Inadequate rates were also a problem for these services
as noted in Chapter V. For example, a privately owned gas
company in the City of Sao Paulo cancelled its contract in
1954 because of inadequate rates. A street car company had
already taken the same action in the same city. In the same
year, two companies supplying water in two different Brazil-
ian cities also cancelled their contracts, for the same rea-
gons. In all cases, provision of the services subsequently
fell to municipal authorities, at least for the time being.2

In view of the similarity of circumstances with respect
to regulatory rate-making problems of the electric power and

telephone utilities, one would expect that there had been

lMoody's Public Utility Manual 1960 (New York: Moody's
Investor Service, Incorporated, 1960}, pp. 1375 ff.

2David F. Cavers and James R. Nelson, Electric Power
Regulation 1n Latin America (Baltimore: The Johns Hopkins
Press, 1959), p. L3,
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similar results. In part, there were. In 19,7, Brazilian
Traction's tramway system assets in the City of Sao Paulo
were transferred to the municipal authorities., In 1952,
tramway assets of a Brazilian Traction subsidiary in the
City of Santos were turned over to that authority. In 1953,
Brazilian Traction's water supply in Santos was transferred
to the State of Sao Paulo.3 Finally, in 1960, tramway prop-
erties of the same foreign-owned company were turned over to
the City of Rio de Janeiro upon expiration of the company's
concession in that municipality.u

In none of these cases was exproprlatlion reported.
Rather, services were turned over to the respective author-
ities under terms of the concessions. In some instances,
these cases appear to correspond to the cancellation of con-
tracts by private companles mentioned above., Nevertheless,
the transfer of ownership from private to public hands con-
stituted a form of nationalization--which may have warned
the foreign-owned companies of impending trouble, especially
in light of the similar circumstances, in the provision of
electric power and telephone services. The next chapter

willl conslder the significance of any such warnings.

3Moody's Public Utility Manual 1960, loc. cit.

uMoody's Public Utility Manual 1963 (New York: Moody's
Investor Service, Incorporated, 1963), pp. 1712 ff.
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II. AMERICAN & FOREIGN POWER COMPANY:
1959 CASE IN RIO GRANDE DO SUL

American & Foreign Power Company Incorporated (AMFORP)
was the first foreigh-owned utility to have one of its
Brazilian subsidlaries expropriated. Anticipating the May
5, 1958, expiration of the concession of Companhia Energla
Eletrica Rio Grandense--an AMFORP subsidiary that operated
electric light and power services in Porto Alegre, the cap-
ital of Rio Grande do Sul--the State Governor appointed s
commission on September 10, 1957, to determine the value of
that company's properties. Under Federal Law, expired con-
cessions were automatically extended pending the granting
of a new concession, but the authority granting the con-
cession could call for reversion of the concessionaire's
property to the authority upon payment of adequate indemni-
fication to the concessionaire. In this case, the State of
Rio Grande do Sul was the basic authority under a Federal
Decree concerning the State's electrification program, and
the Governor initiated the valuation with the view of ac-
quiring the company's properties for the State power author-
ity, the Comissao Estadual de Energla Eletrica do Rio Grande
do Sul. The AMFORP subsidiary cooperated fully in the valua-
tion, but was never permitted to examine the conclusions of

the study, which was completed on May 30, 1958.5

5The Hon. E. Ross Adair, "Expropriation and Foreign Aid
Funds," Public Utilities Fortnightly, 69:586-94, April 26,
1962; and United States Department of Commerce, Brazil (Wash-
ington: U.S. Government Printing Office, 1961), p. 1I11.
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The valuation made retroactive calculations of the sub-
sidiary's earnings since 1941, and made certain adjustments
to earnings, expenses, and capital accounts, most of which
AMFORP considered unjustified. The valuation then arrived
at an excess earnings figure which was substantially greater
than the value the study had placed on the properties, and
the commission concluded that no indemnification was required
upon reversion of the properties to the State, and that
AMFORP should be required to refund the earnings that were
in excess of the value of the properties. The AMFORP sub-
sidlary asked for reconsideration, but was refused on May
5, 1959.°

In view of the regulatory system that restricted earn-
ings to 10 percent of historical cost, and the decline of
utility earnings as a result of this system and an infla-
tionary environment, "excess earnings" were indeed unlikely.
As for the refunding of "excess earnings", it seems likely
that the commission really did not expect any such refund.
Rather, the commisslion was probably establishing a position
from which to negotiate a valuation, with the view of mini-
mizling the amount of compensation pald by the State in event
of acquisition of the company's assets.

In March of 1959, Governor Brizola, the new State

Governor who had just assumed office, proposed negotiations

6The Hon. E. Ross Adair, loc. cit.
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with AMFORP, which expressed willingness to enter into such
talks. However, on May 8, 1959, the National Council of
Waters and Electric Energy stated it to be "convenient and
opportune” for the State to acquire the properties of the
AMFORP subsidiary, and declared that the State was free to
acquire the properties as long as any legally required com-
pensation was paid., With this mandate from the basic Feder-
al regulatory authority, Governor Brizola, on May 12, 1959,
issued a decree calling for the acquisition of Companhia
Energia Eletrica Rio Grandense properties, and, on the same
day, the State power authority filed an expropriation suit
with the State Courts, offering to pay one Cruzeiro as the
legal indemnification and demanding immediate possesslon of
the properties.7

AMFORP sought in the lower courts and obtained a tem-
porary injunction on May 1lj, 1959, against the State on
the grounds that President Kubitschek had not signed the
authorization for the expropriation, but the State refused
to accept this injunction and return the properties to AMFORP.
Efforts to obtain a permanent injunction failed, and AMFORP
was unable to regain its properties., The lower courts did
require the State to deposit 20 million Cruzeiros, or
roughly U.S. $150,000 at the rate of foreign exchange in

effect at the time, as compensation, and appointed an expert

TIbid.
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assisted by two advisers, the State and AMFORP naming one
each, to determine the value of the properties expropriated.
The adviser appointed by the State never took part in the
valuation, and on September 30, 1960, the expert filed a re-
port that valued the properties at the time of the expropria-
tion at 2,568,121,600 Cruzeiros, or roughly U.S. $19.5 mil-
lion at the free market rate of 132.5 Cruzeiros per Dollar
at the time of the expropriation.8 AMFORP appealed the case
to the Federal Supreme Court, which had not yet decided the
issue by 1962.9
AMFORP reported its share of investment in the expro-
priated properties as worth U.S. $14.1 million, not includ-

10

ing the interest of others. It was also reported that at

the time of the expropriation the municipality of Porto
Alegre owed the power company more than U.S. $1.5 million,11
presumably for unpsid bills, a not unusual situation.

The underlying issue of this expropriation was the one

expected given the public utilities situation in Brazil at

8The Hon. E. Ross Adair, loc, cit.; New York Times,
May 16, 1959, p. 28; and New York Times, May 18, 1959, p. 4l.

9The Hon. E. Ross Adair, loc. cit.

10American & Forelgn Power Company Incorporated, Thirty-
Sixth Annual Report, 1959 (New York: American & Foreign
Power Company Incorporated, 1960), p. 13.

llNew York Times, May 13, 1959, p. 7.
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the time. Governor Brizola claimed he acted because the
"company was not meeting the needs" of the communities it

serVed.12

III. OTHER 1959 INCIDENTS IN BRAZIL

At the same time as the Rio Grande do Sul case, another
AMFORP subsidiary was faced with a threat of expropriation.
In May of 1959, a deputy in the State Legislature of Minas
Gerais introduced a bill calling for the expropriation of
Companhia Forca e Luz de Minas Gerais., At issue was the
severe shortage of power in Belo Horizonte, the State cap-
1tal, because of drought and failure of the power facilitiles
to keep pace with demand. The State Governor echoed the
demands for expropriation, but President Kubitschek inter-
vened and told the AMFORP subsidiary it had sixty days in
which to improve the service or it would be expropriated.
AMFORP agreed to lnstall ten diesel generators and also
arranged to buy power from manufacturers who had independent
sources, thus averting axpropriation.l3

The Rio Grande do Sul incident coalesced Brazilian feel-
ings against public utilities, and AMFORP in particular,

elsewhere in addition to Minas Gerais. In the State of

12New York Times, May 16, 1959, p. 7.

13american & Foreign Power Company Incorporated, Thirty-
Sixth Annual Report, 1959, op. cit., p. 14; New York Times,
May 27, 1959, p. 8; New York Times, June 3, 1959, p. 30;
and New York Times, June 5, 1959, p. 34.
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Sao Paulo in June of 1959, a bill was introduced into the
State Legislature calling for the expropriation of a private
Brazilian utillity at Votuporanga, with compensation to be
based on historical cost. The Federal Ministry of Agricul-
ture set up a committee to evaluate the properties of an
AMFORP subsidiary in the State of Pelotas, because the Gov-
ernor of that State had declared his intentions of expropria-
ting the subsidiary. In the State of Pernambuco, legisla-
tive action was initiated against the AMFORP subsidiary
supplying electricity, gas, and tramway service in the city
of Recife. 1In connection with the threatened expropriation
in Minas Gerals, a student candlelight parade buried the
AMFORP subsidiary in effigy.lu

IV, INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION:

1962 CASE IN RIO GRANDE DO SUL
After the feelings aroused by the Rio Grande do Sul ex-

propriation in 1959 subsided, there were no further major
incidents until Governor Brizola again attracted national
and international attention by expropriating telephone
properties of an International Telephone and Telegraph Corp-
oration (ITT) subsidiary in the State of Rio Grande do Sul
in February of 1962. ITT's telephone operations in Rio Grande

do Sul were conducted by its subsidiary, Companhia

WHerbert Bratter, "Latin American Utilitles' Natlional-
ization Proceeds Inexorably," Public Utilities Fortnightly,
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Telefonica Nacional (CTN), which also operated telephone
service in the state of Parana. In Rio Grande do Sul, opera-
tions were conducted under a collection of municipal, state,
and federal concessions, some of which had expired but were
automatically extended pending execution of new concessions.
Because of the problems arising from rate regulation, CTN
services had been unable to keep up with the demand for
them.l5

In February of 1959, CTN presented the recently elected
Governor Brizola with a plan for the expansion and improve-
ment of its services.l6 The details of this plan have not
been revealed. In fact, on February 26, 1962, ITT sub-
mitted to the State Courts of Rio Grande do Sul a reply to
the Court Order of February 16, 1962, that confirmed the
expropriation of CTN by the State. Thils reply alluded to
the plan, but did not describe it in any way.l7 It could be
claimed that thlis omission was no more than an oversight.
On the other hand, the plan could have contained proposals

that might have fueled nationalistic complaints against

International Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil (New
York: International Telephone and Telegraph Corporation,
1962) p. 10.

16Ibid.

17International Telephone and Telegraph Corporation,
Untitled reply of February 26, 1962, to Court Order of Feb-
ruary 16, 1962, confirming Rlo Grande do Sul Decree No.
13,186 of February 16, 1962, that expropriated ITT's prop-
erty in that State.
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foreign capital. For example, any proposal calling for an
exc lusive, State-wide concession for CTN could have evoked
charges of exploitation. In addition, any proposal calling
for more proflts as a prerequisite of improved services
might have evoked similar charges. Naturally, any such in-
ferences about the plan are purely speculative, but useful
anyway.

Governor Brizola set up a "Work Group" to study the CTN
plan without CTN's participation. In January of 1960, the
Governor rejected the plan and invited CTN to form a mixed
ownership company with the State. The State was to own 10
to 20 percent of the new company's capital, and elect a
director to the board. While CTN was reviewlng the Gover-
nor's proposal, the Governor modified his plan and on June
29, 1960, announced that the State would form a mixed owner-
ship company, to be known as "Companhia Riograndense de
Telecomunicacoes", to operate telephone services in the
State, and that CTN could participate if 1t so desired, but
that the State would hold 51 percent of the capital and
control the board of directors and have technical control.
"Companhia Riograndense de Telecomunicacoes” (CRT) was to
be given a State-wide concession, a concession which CTN

had been consistently denied. CRT was officially created
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by State Law No. l,073 of December 30, 1960.L8

In discussions with the Governor sbout his proposed
company, CRT, CTN protested that it was unable to accept
or reject the proposal, because the terms of CTN's partl-
cipation in the new company were not clear. The amount
of the capitalization of the proposed CRT was not known,
nor was the value to be assigned to CTN's properties known.
A draft of the by-laws was not available, minority rights
were not clear, and the proposed composition of the board
of directors was not known. The Governor did not make
clear what kind of shares and rights CTN was to hold. The
Governor did state that the State did not have the finan-
clal resources to buy CTN's plant or to expand it in a
satisfactory manner.l9

In order to clarify what value CTN properties would
have 1f included in the proposed CRT, CTN and the Governor
agreed to an evaluation of CTN by mutually acceptable ex-
perts. With this in view, Governor Brizola, in an official

20
dispatch of September 27, 1960, stated to CTN:

18Internationa1 Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, op.
cit., pp. 10-13; and International Telephone and Telegraph
Corporation, Untitled reply, loc. cit.

191p14.

201nternational Telephone and Telegraph Corporation,
Untitled reply, loc. cit.
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« « «The experts shall evaluate the fair present
value of the properties effectively used by CTN in
the services it furnishes in the State territory . . . .

L] L - - . . L] - - - [ ] [ ] [ . L] L] . - . L] - . L] L4 . . LJ .

It 1s expressly established that, in the hypothesis
of CTN's properties being incorporated to CRT's patri-
mony, CTN shall not give them, in the subscription of
shares of CRT's capital, a value higher than that one
fixed in the final report of the present appraisal.
While the Governor was promoting his plan for CRT, ITT
claims the State created obstacles in the operation of CTN
in order to cause further deterioration of service and mobil-
ize public opinion against CTN and for CRT. The State
Communications Commission was alleged to have denied author-
ization for any investment that CTN was wllling to make to
improve services. Certaln minor projects were permitted only
after subscribers made a clamor for the improvements. In
addition, forelign experts, some from Communist Bloc natlons,
were summoned to the State, and CTN was compelled to reveal
its communlcations system to them so that they could design
a new system for CRT. Press reports appeared describing the
deterioration of CTN services and hinting at impending ex-
propriation.21

On March 9, 1961, the experts appointed to appraise CTN
properties made their report. As of December 30, 1960,
they found that CTN assets were worth 1,302,580,000 Cruzeiros

--or roughly $7.3 million at the then average rate of

2lrpiq.
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exchange, with the figure adjusted for properties not in-
cluded in the valuation and additions in 1961. The valua-
tilon did not include assets in warehouses, cash balances,
and accounts receivable, but it did include depreciation in
valuing fixed assets.22

CTN objected to the findings of the experts. It pro-
tested to the Governor that the experts had applied indices
of costs to the historical value of most of the assets, and
thus had determined only "corrected historic cost" and not
the "fair present value" called for by the Governor himself
in his original proclamation. In addition, the indices
chosen by the experts were those determined by the law for
the revaluation of assets--Law No. 3,470 of November 28,
1958--and were consequently out of date, not reflecting
the current state of affairs, On May 15, 1961, CTN proposed
to the State that the same experts should be required to per-
form a new valuation to determine "fair present value".23

Governor Brizola, in a proclamation of June 12, 1961,
advised CTN that the experts had confirmed their evaluation,
and that CTN should accept or reject his proposal for CRT.

CTN replied on June 22, 1961, that it could neither accept

22International Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, loc.
cit.; and International Telephone and Telegraph Corporation,
Untitled reply, loc. cit.

231p14d.
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nor reject the Governor's proposal, because, besides not
agreeing with the valuation placed on CTN, it still did not

know the exact terms of its possible participation in CRT.
2
At the same time, CTN made a number of alternate proposals: b

a) Provision of a franchise for CTN on the basis
indicated and with financing to be obtained, with
State assistance, from the BNDE [Banco Nacional do
Desenvolvimento Economico, the Brazilian economic
development bank] or Banco do Brasil or from local
sources until such time as outside financing becomes
available.

b) Convocation of a competitive public offer
for exploitation of the telephone services in the State,
under the condition that the winner must acquire the
properties of CTN utilized in the exploitation of 1ts
services in the State, at a price, to be determined
by common sccord between the State and CTN. As indi-
cated earlier, to be successful, there would have to
be first established a long term franchlse recognizing
the right of the successful bidder to a fair return
on the "present fair value" of his investment.

¢) Formation of a mixed economy company to carry
out the expansion plan, in collaboration with CTN, and
with CTN continuing to operate the joint services and
with provision for the liquidation of CTN's property,
at a price to be determined in accordance with the
principles of "fair present value", over a period of
10 years, or in a shorter period if the mixed company
desires, CTN's management and control to terminate
upon recelpt of final payment and its properties to
revert to the mixed company at that time.

d) Sale of the referred properties to the State,
at a price to be determined in the manner mentioned
. « .above,

e) Organization of a new company, possibly a
mixed economy company, which would initially acquire
CTN's properties in the frontler zone, and later acquire
the rest of CTN's properties in a manner and at a price
to be agreed on with the State, based on a reasonable

2"FInterna'c:lonal Telephone and Telegraph Corporation, Un-
titled reply, loc. cit.
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plan and within a pre-established period. This would

be done on basis that CTN would be permitted a fair

return on present fair value and that any acquisition
of its property would be on this basis,

When compared to Governor Brizola's position, it is
clear CTN advanced propositions that would not have been
acceptable to the State. The first proposal required the
state-wide concession consistently denied CTN. The second
proposal required rate increases and sale of CTN's properties
at "fair present value', both of which the State had previ-
ously refused. The third proposal required CTN control of
the mixed economy company, while the Governor clearly en-
visioned State control. The fourth proposal, sale of CTN to
the State at "fair present value' was unpractical, because
the State had already admitted it could not afford the pur-
chase, and had accepted the "corrected historic cost" valua-
tion. The final proposal also required rate increases and
acceptance of "fair present value"” valuation.

Governor Brizola never replied to the CTN proposals.25

On July 22, 1961, ITT advised the United States Ambassa-
dor to Brazil of 1its "urgent and serious" problem in Rio
Grande do Sul, and requested assistance to prevent an expro-

priation that would go uncompensated for many years while

26
the issues were settled in Brazilian Courts. There 1s no

251nternationa1 Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, op.
cit., p. 11.

261p14.
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evidence to indicate that assistance was provided, although
the United States State Department was clearly aware of the
nature of the problem, as evidenced by these statements of
Secretary of State Rusk before the 1962 House of Representa-
tives hearings on the Forelgn Assistance Act of 1962:

In this particular situation the State Department
had pressed the utility for a long time to expand its
services, because the actual extent of telephone ser-
vice belng offered was much less than the growing re-
quirements demanded.

The utility, on the other hand, couldn't make
the additional capital investments unless 1t had
assurance of a rate increase that would pay for the
investment and keep abreast of the inflation.

The state government was unwilling to give that
kind of rate increase. So it got to an impasse.

Governor Brizola, in radio broadcasts on July 28, 1961,

declared that he intended to operate CRT in competition with

CTN, and that:20

It is expected that equipment from Iron Curtain
countries will be obtained and installed. . .the state
no longer wants anything to do with the company or
the holding company. . .the state 1s not going to ex-
propriate the American-owned company, nor does it con-
sider it convenient to buy 1t out with the state hold-
Ing its obsolete materials.

However, his feelings on expropriation were clarified
when 1n an August conference with law students he declared,

"If the United States 1s really interested in helping Latin

27United States Congress, House of Representatives,
Committee on Foreign Affairs, Forelgn Assistance Act of 1962,
Hearings before Committee, 87th Congress, 2nd Sesslon (Wash-
ington: U.S. Government Printing Office, 1962), p. 819.

28

The Hon. E. Ross Adair, loc. cit.
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Americans, I advise the United States government to help
Brazil expropriate and expel foreign companies now exploit-
ing its people."29
In November, the Governor set up a "Special Commission"
to re-examine, without CTN's knowledge or participation, the
valuatlon found by experts previously. A portion of CTN's
assets represented donated plant or "assets which a few users
contributed, over décades, for the installation of telephone
lines" (no clearer explanation given).Bo The "Special
Commission” arbitrarily increased the value of the donated
plant and deducted it from the earlier valuation of CTN's
assets. A further reduction of 55 percent of the valuation
of CTN was made by the Commission on the basis of obsoles-
cence., The Commission made a spot check of two of the old-
est of CTN's automatic telephone exchanges and assigned a
value of zero to the assets of those offices, even though
the original valuation had included depreciation and these
two offices were earning revenues and providing services.
On the baslis of this sample, the Commission deducted from
the original valuation a proportion equal to the proportion
of junk equipment in the CTN system, thus double counting
depreciation. Finally, the "Special Commission"” deducted

from the original valuation of CTN a large amount to cover

291p14.

30Internationa1 Telephone and Telegraph Corporation,
Untitled reply, loc. cit.
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the indemnification of CTN employees for loss of jobs in
the event of State acquisition of CTN, even though most of
the employees would have remained employed in the telephone
company. The "Special Commission" then found that CTN was
worth only 149,758,000 Cruzeiros, or roughly one-tenth of
the original valuation.31

On December 22, 1961, Governor Brizola announced that
solicitations for CRT subscriptions, the subscriber financing
denied CTN, would begin January 2, 1962, with incorporation
of the mixed company to operate in competition with CTN to
be completed within thirty days. By early February, how-
ever, only 27 percent of the subscriptions had been com-
pleted, and a new phase of the CTN case began.32

On the morning of February 16, 1962, Governor Brizola
issued Rio Grande do Sul Decree No. 13,186, charging that
CTN had proved itself incapable of providing adequate ser-
vice, that the service was suffocating the State economy,
and that CTN equipment was obsolete, and expropriating CTN
for purposes of public utility. The complete text of this

Decree is given in Appendix A of this thesis.

311nternational Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, op.
cit., pp. 11-12; and International Telephone and Telegraph
Corporation, Untitled reply, loc. cit.

321nternationa1 Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, op.
cit., p. 12; and "The Hon. E. Ross Adair, loc. cit.
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At the same time, the State petitioned the State Courts
for authorization to possess CTN assets. Within several
hours, the Judge of the Public Treasury issued a lengthy
opinion upholding the State's action, granting possession
to the State, and confirming the amount of the legally re-
quired indemnification. ITT reports that the Judge's opin-
lon was obviously prepared in advance, because of the rapid-
ity of its release, and the blanks filled in by hand.33

The amount of the compensation deposited by the State
and affirmed by the Courts was the same as the amount report-
ed by the "Special Commission", 149,758,000 Cruzeiros, or
roughly U.S. $400,000 at exchange rates in effect at the
time of the expropriation.Bu ITT reported at the time of
the expropriation that the properties seized by the State

were worth between $6 million and $8 million.35

V. REACTION TO THE ITT CASE IN THE UNITED STATES

Governor Brizola's action created an uproar in Brazil
and abroad, with far reaching consequences. In the United
States, the reaction to the ITT case was generally one of

outrage. In contrast, expropriation of AMFORP's properties

33International Telephone and Telegraph Corporation
sources.

3uInternationa1 Telephone and Telegraph Corporation,
The Expropriation of ITT in Rio Grande do Sul, Brazil, loc.

cit.

35New York Times, February 18, 1962, p. 1.
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in 1959 received little notice in the United States, although
the value of that property was approximately double that of
ITT's. There appear to be two basic reasons for the differ-
ent reactions to the two Rio Grande do Sul incidents. For
one, AMFORP did not attempt to bring its case before the
United States public, preferring to settlebthe issues through
quiet negotlations and litigation in Brazil. On the other
hand, ITT, perhaps wiser because of the AMFORP experience,
elected to force a settlement in Brazil through pressure

from the United States. Press coverage of the case was ex-
tensive, and ITT mobllized members of the Congress on its
behalf. 1In the House of Representatives, Representative E.

: 6
Ross Adair read into the Congressional Record3 a summary of

the AMFORP and ITT cases in Rio Grande do Sul, much of the
information being supplied by ITT and appearing in similar
form in ITT's document, The Expropriation of ITT in Rio

Grande do Sul, Brazil, which was published later in the same

year. In the Senate, Senator Symington read a similar

summary into the Congressional Record, along with a letter

7
from the President of ITT describing the case.3 For a
second reason, the ITT case attracted more attention because
of the recent initiation of the "Alliance for Progress"

program for Latin America. This widely heralded program

36Congressional Record, 108: 3393-95, March 5, 1962,

37Congressional Record, 108:4633-3l;, March 21, 1962,
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based its hoped for success on the attraction of significant
new private capital to Latin America along with the provi-
gion of public funds predicated on broad reforms in Latin
American nations. Without new private capital, it was recog-
nized that the program would fail. Governor Brizola's action
was regarded as a great discouragement to private capital,
and possibly an example of Brazilian ingratitude for the aid
being offered., It is significant that ITT's document on

its case, The Expropriatlion of ITT in Rio Grande do Sul,

Brazil, used "A Threat to the Alliance for Progress" as its

subtitle.

VI, AMENDMENT TO THE FOREIGN ASSISTANCE
ACT OF 1962

With the outecry against Governor Brizola's action,
there was agitation in the public and the Congress for some
firm answer to meet this kind of foreign behavior against
United States interests and the threat to foreign aid programs.
Legislative action swiftly followed. In late July of 1962,
amendments to the 1962 Foreign Assistance Act of the United
States--Laws of the 87th Congress, 2nd Session, Public Law
87-565, Section 618 (d)(3)--and the Sugar Act--Laws of the
87th Congress Act, 2nd Session, Public Law 87-535, Section
15--were put into effect. The amendment to the Foreign
Assistance Act of 1962, popularly known as the Hickenlooper

Amendment, provided that the President shall suspend foreign
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ald to any country, the government, governmental agency, or
subdlvision thereof of which country on or after January 1,
1962, selzed, expropriated, or nationalized property or con-
trol of property which was not less than 50 percent owned by
United States parties Under the provislons of this amend-
ment, discriminatory taxes or other restrictions on operating
conditions that had the effect of seizing, expropriating,
or nationalizing property or control of property were to be
regarded the same as actual seizure, expropriation, or na-
tionalization. Foreign aid was not to be suspended if within
a reasonable period of time--not more than six months after
the passage of the Act or the date of the expropriation,
whichever was greater--the foreign country took appropriate
steps to dlscharge 1its obligations under international law,
including equitable and speedy compensation for the property
In convertible foreign exchange or return of the property or
control of the property to its owners. The suspension of
foreign ald was to continue until the foreign country took
such measures The amendment to the Sugar Act contained
similar provisions for the suspension of benefits to a for-
elgn country, except that the Act applied only to incidents
occurring after its passage (July 13, 1962), and not retro-
actively to January 1, 1962 as in the case of the Forelign

38

Asalstance Act.

' 38American & Foreign Power Company Incorporated sources;
and the New York Times, July 21, 1962, p. 1.
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The amendment to the Forelgn Assistance Act of 1962 was
regarded by some as an ITT engineered device to force Brazll
to make speedy and equitable compensation on United States
terms for the ITT expropriation in Rio Grande do Sul.39
Other sources described the amendment as being principally
of benefit to ITT, and thus special 1nterest legislation.uo

The amendment had its deslired effect in securing compen-
sation. After nearly a year of negotiations involving the
State of Rio Grande do Sul, the Federal Government of Brazll,
the United States Government, and ITT, an agreement was
reached and announced on January 18, 1963, on the eve of
the deadline Imposed by the amendment to the Foreign Assist-
ance Act of 1962, February 1, 1963. Under the agreement,
the Banco do Brasil extended to the ITT industrial subsi-
diary, Standard Eletrica, S.A., in Brazil a 1,300,000,000
Cruzeiro loan to be used partly for industrial expansion in
Brazil, with the remainder, approximately one-half, to be
repatriated to ITT in the United States. The loan, worth
roughly $7.3 million at the exchange rate applicable at the
time, was to be repaid by ITT when the Brazilian Courts
finally decided on ITT's claims against the State of Rio
Grande do Sul, ITT applyling the proceeds of any award to

the repayment of the loan. The agreement included a

39"International Telephone and Telegraph", Forbes,
93: 20-l, February 1, 1962.

LO¥ew York Times, July 21, 1962, p. 1.
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complicated formula for compensating ITT for depreciation
of the Cruzeiro while the Courts decided on a valuation for
the Rio Grande do Sul properties. The loan agreement was
accomplished through a "swap" arrangement whereby ITT in
effect made Dollar loans to the Banco do Brasil in return
for Cruzeiros for its industrial subsidiary. ITT promised,
in the agreement, to give ample publicity to the settlement
in order to undo some of the bad impressions it had created
about Brazil in its campalgn in the United States to secure

b1

compensation.
VII. REACTION OF THE FEDERAL GOVERNMENT OF
BRAZIL TO THE CASE
In Brazil, Governor Brilzola's expropriation of ITT

telephone properties in Rio Grande do Sul brought the utility
situation to a crisis, and touched off a new series of ex-
propriation attempts by other states. The expropristion it-
self created renewed political interest in public utilities
and political agitation for more takeovers, as did the 1959
Rio Grande do Sul expropriation. The negotlations following
the expropriation created a situation that made expropria-

tions by other states even more attractive.

ul"Brazil Patches up ITT Expropriation on Eve of Plea
for Renewed Aid from U.S." Business Week, February 2, 1963,
p. 873 "IT&T's Interim Agreement on Expropriated Porto
Alegre Property Called Satisfactory," International Commerce,
69:17, February 11, 1963; and New York Times (Western Edi-
tion), January 19, 1963, p. 1.
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The United States reaction to the expropriation had an

important bearing on Brazil's relatlions with the Unlited States,

primarily in the area of continued foreign aid on which the

Federal Government of Brazil heavily depended. Speedy settle-

ment of the case was a prerequisite to continued good rela-

tions with the United States, yet, at the same time, Governor

Brizola refused to conduct direct negotliations with ITT for
a settlement of the case. Shortly after the expropriation,

on February 26, 1962, Governor Brizola said, "I do not con-

sider them suited for negotiations because the problem is now
in the courts, and it is not for us to act outside the courts

The impasse between the Governor and ITT did nothing to abate

the criticism emanating from the Unlited States, and the Fed-
eral Government of Brazil was forced to take an active part
in bringing about a settlement.

In the initlial stages of the negotiations, the Federal
Government of Brazll refused to assume any responsibility
for the case, argulng that to accept such responsibility
would be an interference by the Federal Government in the
jurisdiction of a state. Instead, the Federal Government
attempted to limit its role to that of providing only its
"good offices" in the negotiations.uB However, ITT and the

United States Government continued to press the Federal

uzNew York Times, February 27, 1962, p. 1ll.

uBNew York Times, March L, 1962, p. 38.

2
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Government of Brazil for acceptance of responsibility, and
as time passed without any sign of a settlement between the
State of Rio Grande do Sul and ITT, it became more apparent
that the Federal Government of Brazil would have to become
more .’anolwed.m"L During March of 1962, President Goulart
hinted that negotiations were required to settle the gener-
al utility problems 1n Brazll, and that he believed that
ownership of the foreign owned utilities should be trans-
ferred to Brazilian hands.LL5 On April 12,1962 it was pre-
maturely reported that a settlement had bsen reached whereby
the Federal Government of Brazil would make the loan to ITT
that was eventually agreed upon in the final settlement.
The premature report was released by Brazilian and United
States officials before final details had been worked out,
but the report indicated the nature of the eventual settle-
ment reached in January of 1963, and the final acceptance
by the Brazilian Govermnment of its responsibility in the
case.ué For the purposes here, it is very important to
keep track of the dates of these developments 1n negotiations,
and it must be kept in mind that during March of 1962, it
was only becoming increasingly apparent that the Federal

Government was eventually going to assume responsibility

bhrpiq,

usNew York Times, March 25, 1962, p. 10.

4byew York Times, April 13, 1962, p. 1.
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and pay for the ITT properties, although it had not done so
yet.

At the same time, there were other indications that the
Federal Government was eventually going to assume responsi-
bility for the public utility problems as a whole, not mere-
ly in the ITT case. For instance, in November of 1961, just
prior to the ITT expropriation in Rio Grande do Sul, AMFORP
initiated discussions with the Federal Government of Brazil
for the sale of its entire utility holdings in Brazil."L7
That such discussions were goling on at this time meant that
the Federal Government of Brazil was considering the enlarge-
ment of its activities in public utility ownership. In addi-
tion, in April, 1961, the Federal Government reorganized 1ts
electric power activities through the creation of a Govern-
ment controlled company, Empresa Centrais Eletricas Brasil-
eiras, S.A. (ELETROBRAS), established by Law No. 3,890-A.
This company centralized Federal Government power to formu-
late electric power programs and to construct, own, and oper-

48

ate electric power facilities. The establishment of
ELETROBRAS alone did not indicate that the Federal Government
was going to increase its activities in the electric power
utilities, but in reference to other developments one might

conclude that the Government was contemplating lncreased

L7pmerican & Foreign Power Company Incorporated sources.

uBUnited States Department of Commerce, op. cit., p.
109.
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activity. In early 1962, the Brazilian Congress was consid-
ering the establishment of a similar authority for national
telecommunications utilities, a company to be known as
TELEBRAS. In mid 1962, TELEBRAS was officially created.b’9

Another strong and important indication that the Feder-
al Government of Brazil was contemplating active interven-
tion in the telephone utilities, and possibly in the ITT
case in particular, came on March 2, 1962, through the issu-
ance of Federal Decree No. 6,0, attached as Appendix B of
this thesis. This decree noted the inadequacies of tele-
phone service 1n the ‘country and declared that telecommuni-
catlions were a basic industry vital to the national economy
and security. It further declared that the national econo-
mic development bank, Banco Nacional Desenvolvimento Econo-
mico (BNDE), was authorized, as a priority operation, to
promote the development of telecommunications and to acquire
shares of telecommunication companies. The Decree explicit-
ly had in view the establishment of TELEBRAS and its opera-
tions in the promotion of national telecommunications facil-
ities.

VIII. REACTION OF BRAZILIAN STATES TO THE CASE
AND THE POSITION OF THE FEDERAL GOVERNMENT

These moves--although in March of 1962 they were still

ugFundacao Getullo Vargas, Instituto Brasileiro de
Economia, Conjuntura Economica, International Edition, Rio
de Janeliro, Year X, No. 2 (February, 1963) pp. 123-37.
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inconclusive--indicated that the policy of the Brazilian
Federal Government seemed to be shifting toward greater par-
ticipation in telephone and electric light and power utili-
ties. As in the case of the 1959 expropriation in Rio
Grande do Sul, the ITT incident created renewed interest in
other states for further expropriations. The prospect of
Federal intervention in the settlement of the ITT case and
telecommunications problems in general had a profound effect
on that renewed interest. First, if the Pederal Government
was going to pay for the ITT properties expropriated by Rio
Grande do Sul, then the Federal Government might pay for
properties expropriated by other states. This would remove
the Constitutlional requirement that the expropriating agen-
¢y pay adequate 1lndemnification. That is, the states could
expropriate properties and let the Federal Government worry
about the compensation requirement. Second, if the Federal
Government was preparing to nationalize utilities, then the
states might beat it to the punch by expropriating utilities
first and taking political credit. That is, 1f nationaliza-
tion of utilities was imminent, then local politicians could
take the credit if they acted before the Federal Government
did. These two lines of reasoning led some state governors
to the conclusion that it was a propitious time to expro-
priate utilities, especially in view of nationalistic demands

for such action.
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In addltion, there were other considerations that in-
creased the likelihood of state expropriations. PFirst,
according to some sources, govermment control and ownership
of utilities created numerous opportunities for political

50 By expropriating utilities before

patronage appointments.
the Federal Government could nationalize them, local poli-
ticians could reserve those opportunities to themselves.
Second, 1f, in addition, a state governor were hostile to

the Federal Government, as in one case to be mentioned short-
ly, and wanted to create an embarrassing situation for the
Federal Government at a time when it appeared that the Feder-
al Government was golng to commit itself to payment for

state expropriations, then state expropriation before the
Federal Government could act would have created such a sit-
uation.

With these in view, Governor Carlos Lacerda of the State
of Guanabara announced on March 3, 1962, that if the Federal
Government of Brazil paid compensation for the Rio Grande do
Sul expropriation of ITT, he would seize the telephone sub-
sidlary of Brazilian Traction, Light and Power Company, Lim-
ited (Brazilian Traction) in Rio de Janeiro, where 300,000
persons were reported to be waiting for telephones.Sl In

Chapter II, it was pointed out that Brazilian Traction owned

5OInternational Telephone and Telegraph Corporation
sources.

5lNew York Times, March l, 1962, p. 38.




218

roughly 80 percent of the total telephones in service in
Brazil in 1958. A substantial portion of these telephones
were in Rlo de Janeiro. Governor Lacerda carried out his
threat at the end of March, an event that will be discussed
shortly.

On March 2, 1962, a bill was presented in the City
Council of Santos in the state of Sao Paulo for the expro-
priation of the Santos telephone subsidiary of Brazilian
Traction. The bill was introduced in protest of a require-
ment that new subscribers purchase debentures for the in-
stallation of their own phones, a form of financing that ITT

2
had proposed in Rio Grande do Sul.5

IX. FEDERAL EFFORTS TO BLOCK FURTHER
STATE ACTIONS

Anticipating the possiblility of further expropriation
attempts against telephone utilities, and the difficulties
those attempts would have created for the Federal Government
with respect to international relations and the need for
Federal intervention 1n the cases, the Federal Government
on March 27, 1962, issued Decree No. 790 forbidding any
expropriation that would have affected properties involved
in interstate telephone service, unless prior approval had

been granted by the Natlional Security Council and the Federal

52New York Times, March 25, 1962, p. 10.
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Minister of Transport and Publlic Works. Properties involved
in interstate telephone service were defined as those of

a concessionary company which operated in more than one state,
and for the purposes of expropriation, those properties be-
longing to a single company could not be separated. The
Decree also established provisions for a speclal toll fee on
interstate service to be used for expansion of telephone
facilities. The disposition of the funds so collected was

to be left to the Minister of Transport and Public Works.

The complete text of Decree No. 790 is given in Appendix C

of this thesis.

X. CASE OF BRAZILIAN TRACTION, LIGHT AND POWER

COMPANY IN GUANABARA, AND OTHERS

On March 29, 1962, Governor Brizola in the State of
Rio Grande do Sul announced his plans for another expropria-
tion in that State. He stated that as soon as legal formal-
ities could be completed, he would expropriate the Rio
Grandense Light and Power Syndicate, Limited, serving the
City of Pelotas with electric light and power services.53
This company was owned primarily by AMFORP, although British
interests have been reported as co-shareholders,su and was

55

valued at roughly $5 million. State authorities declared

53New York Times, March 30, 1962, p. L5.

SiWerner Haas, Foreign Investments in Brazil (Sao Paulo:
Werner Haas, 1960), no page number.

55New York Times, March 30, 1962, p. L5.
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that they were waiting only for an advisory opinion from the
National Council of Waters and Electric Energy before pre-
senting the case to the State Courts.

On March 30, 1962, Governor Carlos Lacerda of Guanabara
State announced that he was expropriasting the properties of
Companhia Telefonica Brasileira (CTB), a subsidiary of Bra-
zilian Traction, providing telephone services in the City of
Rio de Janeiro. Declaring the expropriastion to be essential
to the public welfare, the Governor stated that he was going
to ask the State Courts to appolint an intervener to take
over the properties of CTB in the City of Rio de Janeiro.
For compensation, the Governor declared his intentions of
giving foreign shareholders debentures with a guaranteed
annual interest of 12 percent. Brazilian Traction reported
that the expropriation move had come as a "complete surprise",
because they had been negotiating the transfer of their tele-
phone utility to Brazilian hands with the Federal Government
of Braszl.S‘7

Besides serving Rio de Janeiro, CTB provided telephone
service in the City of Sao Paulo and surrounding areas in
the State of Sao Paulo, its total operations providing about
800,000 installed telephones, or roughly 80 percent of the

8
telephones in Brazil.S According to 1962 figures, there

56Ibid.

S7New York Times, March 31, 1962, p. 3; and New York
Times, April 1, 1962, p. 36.

581p14.
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were approximately 34,000 telephones in service in Rio de
Janeiro that year, representing roughly 33 percent of the
nation's total.59 Most, if not all of these, were provided
by CTB. At the time of the expropriation attempt, the book
value of the properties involved was reported as $60 million
at the current official rate of exchange.

The underlying issue, as in the other cases, was the
quality of the service offered by CTB. For all of CTB's
area of operation, at the time of the expropriation it was
reported that there was a backlog of some 500,000 applica-
tions for service. Governor Lacerda charged that in the
City of Rio de Janelro, there was a walting 1list of 200,000
persons, some of whom had been waiting for ten years, which
was probable 1in view of the situation described in Chapter
IV. He sald the State would charge that CTB had failed to
meet its obligations called for in the concession contract,
which provided for the cancellation of the concession if
the concessionaire falled to fulfill its requirements.
Brazilian Traction replied that it had been unable to expand

itas services because the rate structure for their services

did not allow a sufficient return to capital, thus

59American Telephone and Telegraph Company, The World's
Telephones 1962 (New York: American Telephone and Telegraph
Company, 1962), pp. 4 & 12.

60

New York Times, April 1, 1962, p. 36.
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preventing infusion of new investment.61

At the time of the expropriation incident, it was re-
ported that Governor Lacerda had been under heavy political
pressure for action on the telephone problem in the City of
Rio de Janeiro, especially from nationalist groups. Besides
satisfylng those demands, he had other reasons for his action.
For one, he had anticipated impending Federal action on CTB
and telephone utilities in general. For another, he had
sensed that the Federal Government #as going to commit it-
self to paying for the Rio Grande do Sul expropriation of
ITT properties.62 As mentioned previously, these expecta-
tions enhanced the attractiveness of an expropriation move,
for the Governor could take the credit without worrying
about the cost to the State treasury. Other observers have
suggested that, in addition, Governor Lacerda, being hostile
to the administration of President Goulart, wished to em-
barrass it.63 By way of justificatlon, the Governor stated
that he did not believe that Alliance for Progress funds
coming into the hands of the Federal Government of Brazil
should be used to buy out foreign owners of utility enter-

prises when there was a greater need for new public

61New York Times, April 1, 1962, p. 36: and New York
Times, March 31, 1962, p. 3.

62

Ibid.
63International Telephone and Telegraph Corporation
sources.
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investment in public schools and the like. He also noted
that Federal Decree No. 640 of March 2, 1962, authorized the
Banco Nacional do Desenvolvimento Economico to buy stock of
telephone utilities, and that the Bank was the chief channel
of foreign aid assistance funds. Finally, Governor Lacerda
in his expropriation declaration stated that his move was
different than that of Governor Brizola in the ITT case in
Rio Grande do Sul, because he intended to improve the ser-

6l

vice.

XI. SIGNIFICANCE OF STATE ACTIONS

The expropriation attempt by Governor Lacerda shed
light on some of the underlying issues of the Brazilian pub-
lic utility situation. Governor Brizola, who attracted so
much attention with his expropriations in Rio Grande do Sul,
was known to be an ardent nationalist and "leftwing" polil-
tician. Statements of his cited in previous chapters re-
vealed his desires to expel forelgn interests from Brazil.
His expropriations, when viewed in this light, were not sur-
prising, being entirely consistent with his political views.
It was sometimes argued, indeed, that the incidents in Rio
Grande do Sul did not reflect a general trend but an iso-
lated case of hostility toward foreign-owned utilities.

President Kennedy, In a press conference in early March of

6L"New York Times, March 31, 1962, p. 3; and New York
Times, April I, 1962, p. 36.
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1962, said of the proposed amendments to the Foreign Assist-
ance Act of 1962, "I can think of nothing more unwise than
to attempt to pass a resolution at this time which puts us
in a position not of disagreement with a governor of a

state who 13 not particularly our friend, but instead,

."65 Removed

really, with the whole Brazilian nation.
from its broader context with respect to the Foreign Assist-
ance Act of 1962, the President's statement appears to con-
taln the belief that the ITT case, about which he was in-
directly speaking, was an isolated incident and not part

of a general trend.

Governor Lacerda's expropriation attempt agalinst CTB
countered such opinions. Governor Lacerda was not an ardent
nationalist in the Governor Brizola fashlon, and he was re-
garded as a "right-wing" politician and outspoken anti-
communist. The Governor's chief preoccupation politically
was not the expulsion of foreign interests, but solving
Brazil's problems through administrative reforms. His
actlion against CTB reflected neither hostility toward foreign
capltal, particularly utilities, nor accomodation with his

political views as much as it reflected political acceptance

of popular demands and political capitalization on a unique

65New York Times, March 8, 1962, p. 1l.

66"Front—Runner and Giant'Killer," Business Week, April
11, 1964, p. 76; New York Times, August 27, 1962, p. 5; and
New York Times, August 28, 1962, p. 11.
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opportunity presented by the Federal Government of Brazil.
Other expropriation attempts outside of Rio Grande do
Sul, such as those already mentioned or those yet to come,
also served to dispel the notion that Governor Brizola's
actlons represented isolated incidents. For example, short-
ly after Governor Lacerda set his example, Governor Magal-
haes Pinto of the State of Minas Gerals announced his in-
tentions of expropriating telephone and power subsidiaries

of Brazilian Traction in his State.67

XII. FEDERAL GOVERNMENT BLOCKS STATE ACTIONS

The Federal Government was unable to tolerate expro-
priation moves such as these. First, friendly foreign rela-
tions with important aid suppliers such as the United States
were imperiled as the foreign investors clamored for protect-
ion and retribution. Second, the Federal Government would
have been forced to pay for the expropriations in order to
preserve friendly forelgn relations, because the states
could not or would not pay. Even for the Federal Government,
payment for utility investments in excess of one billion
dollars would have been a tremendous burden. Third, the
Federal Government had decreed with Decree No. 790 of
March 27, 1962, that Federal permission was required for

further telephone utility expropriations, but Governor

T#What Should U.S. Aid Do in Latin America?,"
Business Week, April 7, 1962, pp. 32-33.
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Lacerda's actlion made it clear that some state governors
were goling to disregard this Decree. If the Federal Govern-
ment failed to stand behind this Decree, then 1t would be-
come meaningless in other cases as well, Finally, fragmen-
tation of telephone utility operations through numerous ex-
propriations had prospects of further deteriorating the
service.

The response of the Federal Government of Brazil to
the expropriation attempt of Governor Lacerda on March 30,
1962, came on the following day with the issuance of Decree
No. 814 of Mareh 31, 1962. Invoking Governor Lacerda's
failure to comply with Decree No. 790 of March 27, 1962,
which required Federal permission for the expropriation of
properties involved in interstate telephone service, Decree
No. 81l declared Federal intervention in CTB for the pur-
poses of preventing Governor Lacerda's dismemberment of an
interstate concessionaire company. This intervention
thwarted the Governor's expropriation attempt, and brought
CTB under Federal control without actual Federal expropria-
tion. At last reports, Federal intervention 1n CTB continued.69

Federal intervention in CTB came in the form of millitary

68New York Times, April 1, 1962, p. 36; see also Fed-
eral Decree No. 881 of April 11, 1962, in Appendix D of
this thesis.

69"Hot Line", Newsweek, 62:79, October 21, 1963.
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supervision of the Company's operations.7o Actually, a gen-
eral was assigned to sit in the Company's offices while CTB
went about its normal affairs,71 thus establishing "Federal
intervention” without actual involvement in daily operations.
The power of intervention in telephone utilities was
extended through Federal Decree No. 881 of April 11, 1962.
This Decree established the legal basis (interstate commun-
ications) for Federal intervention in telephone utility law-
sults as a precautionary measure against further state ex-
propriation attempts, and extended to the intervener appoint-
ed to CTB the powers to intervene in any subsidiaries of CTB
or any other telephone concession companies involved in
interstate telephone service and threatened with expropria-
tion proceedings that did not comply with Decree No. 790
of March 27, 1962. Decree No. 881 of April 11, 1962, is
attached in Appendix D of this thesis.

XITII. GOULART PLAN FOR NATIONALIZATION OF UTILITIES

At the same time the Federal Government decreed its
intervention in CTB, reports of a new plan for foreign util-
ity investors began to circulate. It was mentioned earlier
in this Chapter that President Goulart had hinted about a

negotiated transfer of foreign-owned utilities to Brazilian

701pb14.

"lInternational Telephone and Telegraph Corporation
sources.
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hands during March of 1962. Early in April, President Goul-
art was scheduled to visit the United States and confer with
President Kennedy. Prior to his trip, reports appeared
stating that the two Presidents were to discuss a plan under
which foreign investors in utilities would switch to other
Investments in less sensitive enterprises. According to
the alleged plan, the Federal Government of Brazll would
glve the utility owners a down payment for thelr investments,
would assume ownership of the utility enterprises, and would
pay the balance to the former owners out of rate increases
that were expected to follow the transfer of ownership to
Government hands. In return for this settlement, the util-
ity owners were to invest their funds retrieved from the
utilities into other Brazilian enterprises.72
During his trip to the United States in the first week
of April, 1962, President Goulart, by his own admission at
a news conference at the time, conferred at great length
with President Kennedy on the problem of foreign-owned util-
ities in Brazil. The joint communique the two Presidents
issued on April L, 1962, stated with respect to the utili-
ties problem:73
The President of Brazil stated the intention of

his Government to maintain conditions of security
which will permit private capital to perform its vital

T2New York Times, April 1, 1962, p. 36.

73New York Times, April 5, 1962, pp. 1 & 3.
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role in Brazillan economic development. The President

of Brazll stated that in arrangements with the com-

panies for the tranafer of public utility enterprises
to Brazilian ownership the principle of fair compensa-
tion with reinvestment in other sectors important to

Brazilian economic development would be maintained.

President Kennedy expressed great interest in this

approach.

This statement has been widely interpreted as meaning
that the United States Government concurred in the Goulart
plan, because the plan would presumably eliminate a serious
source of friction between the United States and Brazil.
The utilities themselves, as will be seen shortly, were
instrumental in the formulation of the plan, and were in
favor of it.7u

At a press conference at the United Nations in New York
on April 6, President Goulart stated that under his plan,
utility expropriations would be speeded with falr compensa-
tion being paild for the properties. The President noted
that governmental reluctance to grant rate increases had
caused the utility services to deteriorate, and that the
resulting situation had caused the utilities to become
"friction centers” between Brazil and the countries in which
the owners of the utilitles resided.75

On May 23, 1962, it was reported that the Brazilian

Council of Mlnisters had formalized and approved a decree

implementing the Goulart Plan, or "Global Plan" as it is

Th1big,
75New York Times, April 7, 1962, p. 2.
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sometimes called, for the nationalization of Brazilian public
utilities.76 The Decree--Decree No. 1,106 of May 30, 1962--
was published and put into effect a week later. Shortly
thereafter, another Decree--Decree No. 1, 164 of June 8, 1962
--amended the previous Decree slightly with respect to organ-
ization of the committee to carry out the nationalization
program. Both decrees are attached in Appendixes E and F
respectively 1In this thesis.

The Goulart Plan, as embodled by these two decrees,
established a committee of five members under the authority
of the President of the Council of Ministers. The committee
was charged with submitting to the approval of the Council
of Ministers a list of the utilities that should be national-
ized and the order of priority; with negotiating with the
utility companies on the conditions of indemnificatlon,
subject to the approval of the Council of Ministers; and
with fixing the standards of valuation of the companies, in
accordance with existing legislation. The conditions for
indemnification were required to conform with certaln prin-
ciples: (1), a down payment was to be made not greater than
10 percent of the valuation agreed upon; (2), the deferred
portion of the indemnification was to be made in installments
"compatible, whenever possible, with the funds generated

by the service itself and a minimum of additional public

76New York Times, May 24, 1962, p. 17.




231

funds"; (3), the plan for indemnification was to require a
minimum of foreign exchange; and (ly), the concessionaires
were to relnvest in Brazil 1n flelds designated by the
National Planning Commission, and not in existing enterprises,
at least 75 percent of the amount of indemnification. In
event of disagreement over the valuation, the Goulart Plan
made provisions for arbitration by three arbiters--one a
representative of the Govermment, one a representative of
the concessionalre, and the third a mutually agreed upon
expert. In event the other two parties could not agree upon
the latter, he would be appointed by the President of the
Council of Ministers, with Cabinet approval.

Attached in Appendix G of this thesis 1s a translation
of Decree No. 1,203 of June 19, 1962, which established in-

ternal working regulations for the commission.

XIV. ATTITUDES OF FOREIGNERS TOWARD PLAN
Announcement of the Goulart Plan stirred some valld con-
troversay over the meaning of the decrees. An article in the

New York Times suggested:77

If there were no profits there would be no
further compensation. Obviously, it would be advan-
tageous--that is, it would be "profitable"--for the
expropriating nation to see to it that the seized
foreign business was run thereafter as a "nonprofit
enterprise.”

TTNew York Times, June 10, 1962, Section III, p. 1.
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This passage moved the Brazilian Ambassador to the
United States to reply in a letter to the New York Times:78

Neither in the decree nor in the discussions which
led up to it has 1t ever been suggested that the pay-
ment of compensation would be dependent upon the prof-
its of the nationalized enterprise, and I can assure
that this not the intent of the Brazilian Government.

Any suggestion or inference that my Government
would deliberately see to it that there were no
profits as a device for evading payment of fair com-
pensation for a public utility enterprise it acquires
is a gratuitous and unjustified reflection upon the
integrity and good faith of Brazil.

The letter of Ambassador Campos evoked a rebuttal from
another commentator, who pointed out that the text of the
decree contained "weasel words": "compatible, whenever possi-
ble, with the funds generated by the service itself and a
minimum of additional public funds.”" In the view of the
commentator, the words of the decree were binding, not the
Ambassador's assurances.

Distrust in she Goulart Plan and 1ts intentions could
have been lessened 1f the wording of the Decree had been
less ambiguous, for the interpretations cited were plausible
ones. A turn in Brazillian policy toward more nationalistic

extremes could have resulted in the "weasel word" interpreta-

tion by popularly elected leaders. In addition, given that

78New York Times, June 19, 1962, p. 3.

79irgil Salera, "Variations on a Theme of Expropria-
tion," Inter-American Economic Affairs, Volume 16, No. 3,
Winter 1962.
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the Plan represented the direction of Brazilian policy, dis-
trust in the Plan could have been lessened by immediate im-
plementation of it on a small scale in the manner visualized
by Ambassador Campos. The example set thereby would have
demonstrated Brazll's good faith. Flnally, speedy settle-
ments of the unresolved litigation arising from the two ex-
propriations in Rio Grande do Sul--AMFORP's subsidiary in
1959 and ITT's subsidiary in 1962--would have helped to allay
foreign fears.

Actually, in spite of the misgivings of some, the
Goulart Plan was a welcomed step to the utilities, for the
basis of the Plan, but probably not its wording, came from
the initiative of foreign-owned utilities. It was mentioned
previously that AMFORP had intitiated negotiations with the
Pederal Government of Brazil in November of 1961 for the
sale of its Brazilian utility holdings. In the proposals
submitted to the Federal Government of Brazil at the time,
AMFORP listed a series of arguments favoring Government
ownership of electric power utilities and AMFORP subsidiar-
ies in particular, and advanced acceptable terms for the sale
of its holding. AMFORP asked for U.S. $153,788,000 for its
securities, that figure representing actual cash costs and
the capitalized portion of 1ts retained earnings. For
minority shareholders, AMFORP asked for the equivalent of
U.sS. $29,271,530, based upon the prevailing rates of exchange
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at the time minority shares were sold and the portion of
capitalized retalned earnings accruing to those shares.

The Federal Government of Brazil was to assume responsibil-
ity for outstanding debts and llabilitles, as of December
31, 1960, amounting to roughly U.S. $40,200,000 due to the
Export-Import Bank and 445,939,000 Cruzeiros due to the
Banco Nacional do Desenvolvimento Economico and other mis-
cellaneous amounts. AMFORP asked for a reasonable down
payment with the balance to be paid over a fifteen year
period with appropriate interest. The utility holding com-
pany agreed to reinvest a major portion of the deferred pay-
ments, exclusive of interest, in other non-utility enter-
prises in Brazil. AMFORP stipulated that all payments
connected with its proposal were to be free of Brazilian
taxes, and that the Federal Government of Brazil was to
assume responsibility for all of the contracts of 1ts sub-
sidiaries and legal obligations to all employees other than
top managerial personnel,

The Goulart Plan clearly embodled the key elements of
the AMFORP proposal, principally the method of indemnifica-
tion.

AMFORP was not the only utility anxious to withdraw from

the situation in Brazil. It was mentioned previously that

80American & Foreign Power Company Incorporated
sources.
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ITT had proposed the sale of its telephone operations in the
State of Rio Grande do Sul, and had negotiated the proposal
with Governor Brizola prior to his expropriation of those
properties. Brazilian Traction had been negotiating with
the Federal Government of Brazil for the sale of its tele-
phone utility operations when Governor Carlos Lacerda of
Guanabara State attempted to expropriate a portion of those
operations 1n the City of Rio de Janeiro in March of 1962.81
From the time AMFORP submitted 1ts initial proposal to
the announcement of the Goulart Plan, preliminary discussions
were held with the Federal Government of Brazil. In July
of 1962, AMFORP submitted a memorandum of the salient points
agreed upon up to that date, and on August 29, 1962, the
committee created by the Goulart Plan issued Portaris No. 1,
which created a sub-committee to undertake a valuation of
AMFORP's Brazilian properties according to: (1), unadjusted
historical cost; (2), historical cost adjusted by indices
supplied by the National Economic Council pursuant to Article
57 of the 1958 Law for the revaluation of assets, Law 3,,70;
(3), historical cost adjusted by indices of the Getulio Var-
gas Foundation; and (L), cost of reproduction.82 A trans-
lation of Portaria No. 1 of the Committee of August 29, 1962,

is attached in Appendix H of this thesis.

8lNew York Times, March 31, 1962, p. 3.

82pmerican & Foreign Power Company Incorporated sources.
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XV. ADDITIONAL STATE ACTIONS DURING
FORMULATION OF THE GOULART PLAN

Durling the time the Goulart Plan was being formulated
and implemented, there were a few other expropriation inci-
dents created by Brazilian states. On May 6, 1962, Governor
Braga of Parana State announced that expropriation of ITT
telephone propertles, valued at roughly nine million dollars,
was "under consideration”, but that such action would only
be carried out "if all efforts to solve our phone problem
fail".83 The threat, however, was never carried out.8u

In July of 1962, the Governor of the State of Espirito
Santo expropriated properties of Companhia Central Brasil-
elra de Forca Eletrica, an AMFORP subsidiary serving the
City of Vitorla. AMFORP brought suit against the State for
recovery of the properties on the grounds that the State
did not have the prior approval of the National Council of
Waters and Electric Energy. The Federal Government inter-
vened on AMFORP's behalf, and the case went to the Brazilian
Supreme Court, which returned the properties to AMFORP on
April 30, 1963,%°

The final case of a state takeover of a foreign-owned

83New York Times, May 7, 1962, p. L9.

8)“International Telephone and Telegraph Corporation
sources.

85New York Times, May 1, 1963, p. 57; and American &
Foreign Power Company Incorporated sources.
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utility was one which was not generally termed an expropria-
tion, although the parallel exists. During 1961, the State
of Pernambuco notified the Pernambuco Tramways and Power
Company, Limited (a subsidiary of AMFORP in which AMFORP
reported it had an investment of approximately $1l million)
that its concession contract would not be renewed when it
expired on July 17, 1962, and that the electric service
properties would be taken over by the State. AMFORP, anti-
cipating the loss of its properties, brought suit against
the Federal Government and the State of Pernambuco in order
to obtain compensation for its assets.

The issues were similar to those 1n other cases. Migusl
Arraes de Alencar, the allegedly leftist Mayor of the City
of Recife, in which the AMFORP subsidiary operated, stated
in May of 1962 that the AMFORP subsidiary had failed to keep
its contract for the proviéion of street lighting for the
City, forcing the City to install lighting in nearly two
thousand streets itself. Noting public resentment against
the delays in the installation of lights, the Mayor said,
"People reason in local terms. Suppose a Brazllian company
operating in the United States had failed to provide street
lights. Don't you think people would react?" The AMFORP
subsidiary had insisted that it could not make the 1lnvestment

86American & Foreign Power Company Incorporated,

Thirty~-Eighth Annual Report, 1961 (New York: American &
Foreign Power Company Incorporated, 1962), p. 1.
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without adequate rate increases. 7 The subsidiary also
asserted that the City owed the company $125,000 for its
light bill.88

On July 17, 1962, when the AMFORP subsidiary's con-
cession expired, the Governor of the State of Pernambuco
ordered the subsidiary to turn its utility properties over
to the State. The subsidiary asked the State Courts for an
injunction against the State order.89 The State Courts
appointed a receiver to operate the company pending resolu-
tion of the litigation.’°

According to the Brazillan Embassy 1n Washington,
this case was not an expropriation. It said that the terms
of the concession called for reversion of the properties to
the State when the concession expired, and that the company
had been indemnified by a speclal user's tax that had been

91

pald over the years. This disagreement over the reversion

apparently centered around compensation, for a spokesman for
the concession said the company should not be deprived of

its property without compensation.92

87New York Times, May 19, 1962, p. 9.

88New York Times, July 16, 1962, p. 33.

89New York Times, July 17, 1962, p. 11.

90american & Foreign Power Company Incorporated,
Thirty-Ninth Annual Report, 1962 (New York: American & For-
eign Power Company Incorporated, 1963), p. 9.

NNew York Times, July 17, 1962, p. 1l.

921bid.
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XVI. PRELIMINARY AGREEMENTS UNDER THE GOULART PLAN

The most recent phase of the Brazilian moves to national-
ize the foreign-owned utilities began when AMFORP and the
Federal Government of Brazil signed a memorandum of under-
standing for the sale of AMFORP's Brazilian properties to
the Government on April 22, 1963. The agreement, negotiated
with the committee established under the Goulart Plan, con-
formed to the guide lines of the Plan. The agreement called
for a contract to be entered into for the purchase by the
Government or one of its agencies of the AMFORP properties
for a price of U.S. $135 million. Of this amount, AMFORP
was to recelve a down payment of $10 million in New York at
the time of the signing of the contract, but no later than
July 1, 1963. The balance of the indemnification was to be
payable in the United States in U.S. Dollar notes to be
guaranteed by or issued by the Federal Government of Brazil
and maturing semiannually beginning in 1966 over a twenty-
two year period. AMFORP agreed that 75 percent of the total
purchase price was to be reinvested in non-utility enter-
prises in Brazil. An interest rate of 61 percent per annum
was to apply to the portion of the notes to be reinvested,
and a rate of 6 percent per annum was to apply to the bal-
ance. In addition to the purchase price, AMFORP was to
receive $7.7 million for all dividends, interest, and other

items currently owed the company by its subsidiaries as of
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December 31, 1962, of which amount 10 percent was to be paid
in cash in New York with the signing of the contract and the
balance was‘to be payable in U.S. Dollar notes earning 6 per-
cent annually and maturing over a fifteen year period begin-
ning in 1963. The Brazilian Government was to take over
the personnel of the subsidlaries except for top managerial
employees and assume responsibility for all debts of the
AMFORP subsidiaries, principally debt payable to the Export-
Import Bank. The agreement included the purchase of AMFORP's
subsidiaries 1n Porto Alegre, Vitorla, and Recife in the
States of Rio Grande do Sul, Espirito Santo, and Pernambuco
respectively--subsidiaries which had previously been ex-
propriated or otherwise removed from AMFORP's control.93
At the same time the AMFORP memorandum of understanding
ﬁas entered 1lnto, the Brazillan Government approved a sim-
ilar purchase plan for Companhia Telefonica Brasileira (CTB),
the subsidiary of Brazilian Traction that Governor Lacerda
attempted to expropriate in March of 1962 resulting in PFed-
eral intervention in CTB. Details of the plan were not re-
1eased.9u

The actual book value of the AMFORP properties in Brazil

was in excess of the $135,000,000 purchase price agreed upon.

BAmerican & Forelgn Power Company Incorporated,
Thirty-Ninth Annual Report, 1962, op. cit., pp. 8-9.

MNow York Times, April 23, 1963, p. 5L.
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In Chapter II of this thesis it was reported that the 1960
book value was $lh7,360,000. The difference between the book
and purchase vsalues was the price AMFORP was willing to pay
to get out of the utility business in Brazil.
XVII. NATIONALISTS DELAY IMPLEMENTATION
OF THE GOULART PLAN

These agreements met a snag before the final contracts
could be executed. Nationalistic elements in Brazil, which
had been so influential in causing the series of expropria-
tions at the state levels, termed the proposed purchase
plans "Yankee robbery", and agitated against the sales.9
Governor Brizola, always prominent in the voicing of the
nationalist demands, termed the plans a "crime against the
state”, and demanded expropriation of the properties with
the cqurts fixing the amount of compensation.9

As a result of the agltation against the purchase of
the fofeign-owned utilities and for the expropriation of
thenm ihstead, signing of the contracts was delayed pending
new studlies. During July of 1963, a Congressional committee
investigated "Leftist" claims that the Federal Government

was preparing to pay exhorbitant prices for the utilities,

95David B. Richardson, "A Country Where Inflation is
the Way of Life," U.S. News and World Report, 55:67-69,
August 12, 1963,

9New York Times, May 30, 1963, p. 3.
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particularly AMFORP subsidiaries.97 In late July of 1963,
the Federal Government stood firm 1n its intentions to

98 However, President Goulart capit-

complete the purchases,.
ulated to nationalistic demands and ordered the Minister of
Mines and Energy to restudy the proposed purchase, and re-
value the physical properties.

The purchases of the AMFORP and Brazilian Traction sub-
sidiaries, all of the properties of the former company and
only the telephone company of the latter, were thus side-
tracked in new studies. The purchase plans remained side-
tracked from the middle of 1963 to early April of 196l when
the administration of President Goulart was overthrown by

a revolution.loo

XVIII., NEW GOVERNMENT'S ACTION UNDER GOULART PLAN--
PURCHASE OF AMERICAN & FOREIGN POWER COMPANY
INCORPORATED SUBSIDIARIES
The administration of President Humberto Castelo Branco,
who was installed as President of the revolutionary govern-

ment in Brazil, appears to have taken a new approach to

97New_York Times, July 11, 1963, p. LoO.

‘98New York Times, July 21, 1963, p. 3.

99David B. Richardson, loc. cit.; and American &

Forelign Power Company Incorporated, Financlal Report of
September 30, 1963 (New York: American & Forelgn Power
Company Incorporated, 1963), p. 3.

100pAmerican & Forelgn Power Company Incorporated,
Annual Report 1963, (New York: American & Foreign Power
Company Incorporated, 1964 ), p. 13.
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utility problems. On June 18, 1964, 1t was reported that
President Branco had offered AMFORP a new deal involving
new rate structures for electric light and power services,
in an effort to encourage the Company to stay in Brazil.
Allegedly, the new rate structures would have permitted

an adequate return on AMFORP's inVestment.lol This proposal
was a significant departure from the policy pursued by the
previous regime, for it not only offered rate increases,
but it also implicitly gave AMFORP the option to stay in
Brazillan utilities or leave that industry in accordance
with the preliminary agreement worked out under the Goulart
Plan.

The crucial distinction between the policy of the new
administration and those of previous ones rests upon the
different natures of those administratlons. Previous admin-
istrations, being popularly elected, responded to popular
demands for restrictive rate policies and nationalistic
attitudes. However, being a revolutionary government, Presi-
dent Branco's administration did not have to respond to
popular demands and was free to base its policies more on
-appraisal of long term needs of economic deVeiopment than
on short term political expediency. Of course, not all
revolutionary governments interpret long term needs of econ-

omic development as requiring foreign capital in the

lOlNew York Times, June 19, 1964, p. L3.
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country's infrastructure, but, in this case, the new govern-
ment was so inclined since it was created by the military in
response to the leftward drift of the previous administration.

Regardless of the policies of the revolutionary adminis-
tration, foreign investors were really Interested in the
policies that would be pursued when this administration re-
signed and restored constitutional rule several years hence.
Given the history of regulatory policy based on political
expediency under popularly elected leaders, prospects of a
resumption of that policy were good when populsar rule was
restored.

Hence, in spite of the Brazilian request for it to stay
under more favorable conditions, AMFORP indicated that it did
not intend to remaln in the utility business in Brazil, and
pressed for resumption of negotiations on the prelimlnary
agreement of April, 1963.102

Negotiations were resumed, and, in August of 196l, it
was reported that the Brazilian National Security Council
had approved the Government's plans for the purchase of
AMFORP's subsidiaries. The details of the plans, in which
AMFORP substantially concurred, were similar to those in
the agreement of April, 1963. At the same time, it was re-

ported that the Government would probably study the purchase

102xew York Times, June 25, 1964, p. 42.
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of Brazilian Traction after arrangements with AMFORP had
been completed.lo3
On September 8, 196l, President Branco, in a move to
shift responsibility for the plan to popularly elected lead-
ers, asked the Brazilian Congress, recently purged of sus-
pected Communist sympathizers, for authorization to purchase

the AMFORP subsidiaries. The measure was described by the

New York Times as the most seriously opposed legislation

since President Branco took office. Most members of former
President Goulart's Labor Party were against the legisla-
tion_.lo,'L In addition, outside the Congress, Governor Carlos
Lacerda of Guanabara State campaigned against the bill., On
one occasion, he charged that the equipment of the AMFORP
subsidiaries was obsolete.lo5 On another occasion, he pro-
tested that Alliance for Progress funds would be requested
by the.GOVBrnment to replace money spent on utilities., 1In
addition, he criticized the Government for nationalization
of private enterprise and suggested rate increases for

106

utilitles as an alternative.

On September 2, 196L, a joint Congressional committee

103New York Times, August 22, 1964, p. 25.

lohNew York Times, September 9, 1964, p. 57.

105¥ew York Times, August 28, 196k, p. 36; and New
York Times, September 2, 196, p. 36.

106

New York Times, September 9, 196, p. 57.
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approved the measure of President Branco, after having ex-
amined an exchange of letters between former Presidents
Kennedy and Goulart approving the Brazilian purchase of
AMPFORP's subsidliaries. In the process, the committee re-
jected sixty-eight amendments to the bill and two substitute
measures.lo7

After several weeks of filibuster by the Brazilian
Labor Party, on October 7, 196l, the administration measure
was passed by a vote of 196 to 91 in the Chamber of Deputies
and 32 to 15 in the Senate. Labor Party efforts to vote on
the bill section by section were defeated and sixty-five
amendments were rejected.108

The terms of the measure were similar to those of the
preliminary agreement of April, 1963. The Government of
Brazil was to give AMFORP: (1), $10,000,000 as a down pay-
ment for the properties; (2) Dollar notes for $2l,750,000
earning 6 percent annually with repayment scheduled over
twenty-two years; (3), Dollar notes for $100,250,000 earning
% percent annually with repayment scheduled over a second
twenty-two year period; (L), $10,000,000 as compensation for
the delay in implementing the April, 1963, agreement; and
(5), $7,700,000 in accrued interest and dividends from sub-

sidiaries. In addition, the Brazilian Government was to

107New York Times, September 25, 1964, p. 60.

108New York Times, October 8, 1964, p. 63.
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assume all Indebtedness of the subsidlaries, primarily to
the Export-Import Bank of Washington. For its part, by
accepting the notes, AMFORP was to invest in the Government
power agency, "Electrobras"”, some 75 percent of the payment
for physical properties, with repayment spread out over a
forty-five year period. All transactions were to be exempt
from Brazilian taxes. Hence, AMFORP was to receive $135,000,000
for its investment in the Brazllian subsidiaries and
$17,700,000 in uncollected income from the properties. As
a result of the payments schedule, AMFORP was to realize
roughly $16,000,000 in cash in early 1965 on properties
that had contributed essentially nothing in the three prev-
ious years. This would have made all income booked by AMFORP
from all its investments in various Latin American nations
more than 50 percent derived from non-utility operations.
The President of AMFORP, Henry B. Sargent, termed the measure
passed by the Brazilian Congress a "fair and reasonable
settlement."lo9

On October 1, 196l;, President Branco signed the meas-
ure into law.llo On November 12, 196l --after confirmation

of the valuation was made by an independent appraiser, as

called for in the law--AMFORP and the Braziliasn Government

109New York Times, October 8, 196L, p. 63; and New
York Times, October 12, 1964, p. L45.

1105w York Times, October 15, 196L4, p. 55.
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signed the agreement, thus ending AMFORP's interests in

1
Brazilian utilities except for receipt of payments.ll

XIX. CONCLUSIONS

In concluding this discussion of the Brazilian moves
to nationalize electric light and power and telephone util-
ities, one should recall that, prior to those moves, the
utility situation had progressed to a rather unstable posi-
tion. In the face of popular opposition to rate increases,
regulatory authorities pursued restrictive rate-making
policies that reduced the ability of the enterprises to
elther generate internal sources of funds or draw upon ex-
ternal sources for expansion. Inevitably the growth of
utility services could not keep up with the demand for them,
in spite of heavy public investment in new enterprises, so
that services deteriorated, imperiling the Brazllian economy
and future economic growth. Public opinion demanded remedial
action, and spurred on by nationalistic feelings, popularly
elected leaders moved to nationalize the utilities as des-
cribed in this chapter.

The initlative for natlionalization of utilities came
from the Brazilian States. In 1959, a subsidiary of American
& Foreign Power Company Incorporated (AMFORP) was expropriated
in Rio Grande do Sul. That action inspired a number of other

expropriation threats, but none of these were carrled out at

lllNew York Times, November 13, 1964, p. L8.
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that time. In 1962, again in Rio Grande do Sul, a subsidiary
of International Telephone and Telegraph Corporation (ITT)
was expropriated. This action, unlike the previous one,
created a stir in the United States so as to imperil Brazil's
receipt of further foreign aid under the Alliance for Prog-
ress program, As well, the action fired up renewed national-
istic demands for more expropriations. In order to protect
its relations with the United States, the Federal Goverrnment
of Brazil was forced into the settlement of the case, to the
point of advancing indemnification funds pending resolution
of the matter 1n the Courts, even though the State had
Constitutional jurisdiction.

As 1t became apparent that the Federal Government was
probably going to pay for the ITT settlement, and was con-
sidering a negotliated transfer of all forelgn-owned utili-
ties to Brazillan hands, other states realized that they,
too, could satisfy nationalistic demands by expropriating
utilities without worry of compensation requirements. Hence,
further expropriation attempts followed, most notably the
one involving a telephone subsidiary of Brazilian Traction,
Light and Power Company, Limited (Brazilian Traction) in
Guanabara State.

In order to prevent the telephone situation from getting
out of hand and interfering with Brazil's forelign relations,

the Federal Government decreed "intervention" in the cases
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and forbade further expropriations of telephone companies
without 1ts prior approval. "Intervention" was in name only,
for, in fact, the Federal Government did nothing more than
appoint an official to sit in one company's office and repre-
sent the Government's authority. The companies intervened

in continued normal operations.

Shortly after the Federal Government intervened in the
Guanabara case involving Brazilian Tractlion, 1t announced
the Goulart Plan under which the foreign-owned utilities
would be purchased through negotiations. The plan was
carried through to the point that preliminary agreements
were signed in 1963 for the purchase of all of AMFORP's
properties and Brazilian Traction's telephone properties.
Nationalists, however, cried "Yankee robbery" and demanded
exproprilation instead with the courts fixing the amount of
compensation. The Federal Government consequently ordered
a restudy of the agreements, thus sidetracking them.

Under a new, revolutionary administration, the Brazilian
Government has agreed to complete the 1963 agreements if the
various foreign-owned utilities so desire. In November, 196l,
arrangements for the purchase of subsidiarles of AMFORP were
completed, terminating that Company's activity in Brazilian
utilities.

The conflict regarding utility ownership in Brazil has

not yet come to rest. The majority of the nation's electric
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light and power and telephone utilities are still owned by
foreign companies, primarily Brazilian Traction., Although
the short term prospects for these utilitles appear to be
good under a revolutionary administration, the long term
prospects do not appear to be so good, for return to con-
stitutional rule in Brazil may well bring a return to regu-
latory policies based on political expedlency and national-
istic attitudes. Meanwhile, the uncertainty created by the
assorted nationalization moves, and the long term prospects
of eventual nationalization of the utillities remaining in
private hands can only act as a deterrent to further private
investment. This, of course, may lead to further deteriora-
tion of utility services and even greater public agitation
for nationalization.

The discussion in thils chapter 1llustrates the choice
Brazil has made with respect to private, especlally foreign,
capital. Rather than create an atmosphere conducive to con-
tinued private investment in utilities, Brazil elected to
create a dissuasive atmosphere, with the inevitable result--
pdor performanée of privately-owned utilities. Indeed,
that choice eventually encompassed nationalization of many
privately-owned enterprises. The next chapter will examine
alternate strategies Brazil could have elected and why 1t
did not elect these.



CHAPTER VII

NATIONALIZATION OF BRAZILIAN PUBLIC UTILITIES:
THE LOGICAL STEP

The preceding chapters have documented 1in detail the
electric light and power and telephone utility situation in
Brazil, including: (1), the role of foreign and domestic
capital in the Brazilian infrastructure; (2), the regulatory
system under which the utilities operated; (3), the con-
sequences of that system on utility earnings and the quality
of service rendered; (L), the climate of public opinion
bearing on investment in utilities; and (5), the Brazilian
moves to nationalize utilities. In concluding this thesis,
we shall examine the alternate strategies facing both the
utilities and the Brazillan Government in order to see if
there was any way nationalization of utilities could have

been avolded.

I. THE SITUATION FOREIGN COMPANIES FACED
The foreign-owned utility companies--American & Foreign
Power Company Incorporated (AMFORP), Brazilian Traction,
Light and Power Company, Limited (Brazilian Traction), and
International Telephone and Telegraph Corporation (ITT)--
held prodigious responsibilities in Brazil. Because they

252
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dominated the infrastructure of the Brazilian economy, their
output of electric power was essential to the functioning of
industry, and their supply of telephones was vital to the
nation's telecommunications system. The investment of those
companies had an important role in past development of Bra-
z1l; their ability or willingness to invest further had a
potentially considerable impact on future economic develop-
ment.

This sort of responsibility to the economy and its
development makes host countries wary of foreign capital.
A few managers 1in the United States and Canada possessed
considerable control over the Brazilian economy, and both
the managers and the Brazilians were aware of it. The
managers were also, no doubt, cognizant of the possible
Brazilian reactlions to their power. Any host government
would be quick to nationalize a foreign enterprise located
in a vital area of the economy if that enterprise was caus-
ing the economy or its development to suffer. Hence, the
foreign-owned utilities were compelled to fulfill their
responsibilities to the Brazillan economy and its develop-
ment if they wished to secure their investments; if they
failed to fulfill those responsibilities, they were in
trouble.

In Brazil, there were two factors that directly hinder-
ed the foreign-owned utilities in the fulfillment of their
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obligations to economic development in that nation.

First, and most important, the regulatory system for
utilities 1in Brazil and 1ts administration impaired the earn-
ings performance of both foreign-owned and Brazilian-owned
enterprises. The regulatory system, first establlished in
193, and modified in subsequent years, fixed by law a rate-
making formula that reckoned earnings as a fixed percentage
of the historical cost of investment. This formula had no
ability to account for an inflationary environment. Hence,
in subsequent years, earnings of utilities in Brazil, both
domestic and foreign, had little purchasing power in rela-
tion to current prices, either in Brazil or abroad.

The administration of the regulatory formula impaired
the earnings performance of utilities even further. Respon-
sibility for setting utility rates was established within
the executlve branch of government, and regulatory decisions
were not subject to judlcial review. Regulatory authorities,
therefore, responded more to popular demands than to the
needs of long range planning. Since popular demands called
for resistance to inflationary trends such as utility rate
increases, rate-making authorities tended to delay granting
utilities increases in rates required to offset increases in
operating expenses.

Second, complicating the effects of the regulatory

system, Brazillan management of the foreign exchange markets,
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besides affecting the economy as a whole, had a large impact
on the earnings performance of the foreign-owned utilities.
In the immediate years following World War II, Brazil kept
its Cruzeiro to Dollar rate of exchange too low. 1In effect,
this gave the foreign-owned utilities a subsidy on both cap-
ital equipment purchases abroad and earnings transfers.
Naturally, this partially offset the decline in purchasing
power of their Brazilian earnings, but it also obscured the
nature of the regulatory problem and made them more vulner-
able to changes 1n the foreign exchange system. These
changes came when Brazil's foreign exchange reserves were
depleted by the artificially low rate of exchange. During
the 1950's, the foreign exchange system was revised several
times, each revision removing a portion of the subsidies
the utilities had been receiving. Revisions, however, never
fully rectified recurrent foreign exchange crises that
sometimes impaired capital transactions of utilities, further
hindering their ability to service the Brazilian economy.
These two factors, especially the former, were ma jor
determinants of the performance of foreign-owned utilities
in Brazll. In Chapter IV, we saw the effects of these on
the earnings performance of the utilities. As a result of
the poor earnings performance, the utilities were unable
to generate sufficient internal sources of funds or to draw

upon adequate quantities of external debt or equity sources
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of private capital for expansion. In fact, since the Second
World War, the major portion of funds raised for expansion
came from the utilities themselves and international banks.
Because of the scarcity of funds during this period, util-
ity services could not grow as rapidly as the demand for
them, imperiling economic growth in Brazil.

Besides these two factors directly affecting the abil-
ity of foreign-owned utilities to service the Brazilian
economy, there was another factor that indirectly affected
their abillty. In recent decades, nationalism has been
growing in Brazil, partly as a result of the economic devel-
opment serviced by the foreign-owned utilities, Nationalism
influenced utility operations in two ways. In one way, the
utilities had to operate in an increasingly hostile environ-
ment, for nationalism implied hostility toward foreign cap-
ital. In another way, nationalism encouraged regulatory
authorities to be even less considerate of the needs of
foreign-owned utilities than they would have otherwise been.
We have already seen that, in response to popular resistance,
regulatory authorities were reluctant to grant any utilities,
domestic or foreigﬁ, rate increases. Nationallsm increased
that reluctance with respect to foreign-owned utilities. It
implied that the interests of foreign investors in earning
a profit should be sacrificed so that Brazillans might enjoy

cheap utility prices. Such a nationalistic view was
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shortsighted, for by seeking to impair the earnings perform-
ance of the foreign-owned utilities, it also impaired the
ability of those utilities to service the Brazilian economy.

In response to the shortages of utility services and
the detrimental effects on economic growth, Brazll undertook
utility investment of its own in new projects. Whereas at
the end of the Second World War there was essentlally no
public investment in utilities, at the end of the 1950's
there was a significant amount. This investment, however,
was not sufficient to remedy the shortages.

Because of the factors that impaired the performance
of the foreign-owned utilities, services were not provided
by these utilities in adequate quantities, and economic
growth in Brazil was thereby imperiled. Hence, the utilities
could not fulfill their responsibilities with respect to
economic development. As mentioned above, such fallure
alone made their investments lnsecure.

Factors that impaired their performance made their in-
vestments even more insecure. Basically, there were these
ingredients in the utility situation in Brazil, exclusive of
the foreign exchange market: (1), regulatory policies that
were detrimental to the performance of private capital;

(2), growing public investment; and (3), growing nationalism.
Added together, these ingredients could only be lnterpreted

as trouble for the foreign investors, possibly to the point
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of nationalization of their properties, for they describe

an environment disposed toward public ownership of the infra-
structure., In fact, 1t could be argued that these elements
were evidence of a thinly veiled government campaign against
private capital, although there is no positive proof to

show that a concerted campaign actually existed.

It might be naive to suppose that the foreign-owned
utilities were neither aware of the likely consequences of
failure to meet their responsibilities to Brazilian economic
development nor aware of the significance of the factors

that made them unable to meet those responsibilities,

IT., EXPERIENCE IN OTHER LATIN AMERICAN NATIONS

There were lessons from earlier experiences of utilities
in other Latin American nations. As mentioned in Chapter I,
other Latin American nations--such as Argentina, Colombisa,
Venezuela, and Mexico--have been moving toward nationaliza-
tion of foreign-owned utilities in those respective nations.
For example, AMFORP sold its properties in Argentina in 1958,
in Mexico in 1960, in Colombia in 1962, and in Venezuela in
196l. The background conditions leading up to those sales
were simllar to the Brazilian experience. Regulatory author-
ities, 1n response to popular demands, were not allowing
forelgn-owned utilities adequate earnings on their investment.

The utilities, therefore, were unable to properly service
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the economies of the respective host nations, and hence,
were unable to fulfill their responsibilities to economic
development. In conjunction with these conditions, growing
nationalism created a hostile environment.

Given the parallels of these experiences, the foreign-
owned utilities in Brazll clearly were able to understand
the import of the conditions in that nation and the likely

eventual outcomes of those conditions.

ITII. EARLY NATIONALIZATION EXPERIENCE IN BRAZIL

Even withln Brazil, however, there were similar, earlier
experiences the forelgn-owned utilities could have learned
from. For example, Brazilian railroads, which had been
developed primarily by British and French capital, faced
rapid economic development coupled with rate regulation that
made no allowance for inflatonary effects on the purchasing
power of earnings. The railroads, thereby, were unsble to
finance adequate expansion and improvements so that "main-
tenance of the trahsportation system went by default over
the last 25 years until it reached a state of disrepair and
obsolescence as to imperil the national econom.y."l In con-
sequence, rallroads were gradually nationalized by Brazil,

and, in 1959, only 13 percent of the track ownership

lJoint Brazil-United States Economlc Development

Commission, The Development of Brazil (Washington: U. S,
Government Printing Office, 1954), pp. 83 ff.
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remained in the hands of private capital.2

In addition, in Chapter VI, we have seen the experiences
of the foreign-owned utilities in the provision of other
public services such as gas, water, and local transportation.
Again, regulatory authorities imposed inadequate rates on
these services, and the foreign-owned utilities, often will-

ingly, turned their operations over to local authorities.

IV, STRATEGIES FOR THE FOREIGN COMPANIES

Thus, the foreign-owned utilities in Brazil had several
lessons to reflect upon, namely: (1), their own inability
to service the Brazilian economy as required of them, and
the reasons for that inability; (2), similar experiences
in other Latin American nations; (3), experience of Brazil-
ian railroads; and (L), their own experience in the provision
of local gas, water, and tramway services in Brazil. It
was thus reasonably clear to the utilitles that nationaliza-
tion of their eleqtric light and power and telephone opera-
tlons was a possible consequence of the Brazilian utility
problems, for the Brazillians were not likely to do nothing
while economic growth was endangered. The only question
perhaps not clear was when nationalization might have occurred
if nothing was done to correct the deterioration of services.

It i1s useful, therefore, to examine what basic strategies

2United States Department of Commerce, Brazil (Wash-
ington: U.S. Government Printing Office, 1961), p. 136.
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the utilities might have followed in light of these lessons
in efforts to resolve any conflicts between their responsib-
ilities to thelr shareholders and their responsibilities

to the Brazllian economy.

First, the utilities could have simply abandoned their
properties and left Brazil. Such a strategy might or might
have not benefited Brazil, but it would have lost everything
for the shareholders.

Second, the utilities could have refused to render
service unless they received adequate rates. Given the pol-
itical hostility toward utilities in Brazil, such a strategy
would have probably resulted in immediate expropriation of
the utilities.

Third, the utilities could have sold their Brazilian
operations to other private investors, either in Brazil or
abroad. It probably would have mattered little to Brazil
whether one private enterprise or another owned a particular
utility operation. . For the shareholders of the foreign-owned
utilities, however, such a strategy would have been costly,
for it was improbable that the utility enterprises could have
been sold for anything near their book value, let alone their
replacement value, given their poor earnings performance.

Fourth, the utilities could have solicited more invest-
ment from Brazilians in order to have created a political

volce in Brazll., We have seen, however, that Brazilian
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regulatory authorities were indifferent to the needs of both
domestic and foreign utility capital. In addition, Brazilian
investors had already demonstrated a lack of substantial in-
terest in utility investments because of the poor earnings
performance of the enterprises.

Fifth, the foreign-owned utilities could have invested
even more in Brazil in order to have prevented the deterior-
ation of thelr services. From Brazil's point of view, such
a strategy would have been beneficial to the natlon's economy.
It is not so clear, however, that this would have benefited
the shareholders of the foreign-owned utilities. It 1s true
that the deterioration of services enhanced the risk of
nationalization. It is not necessarily true that national-
ization would not have occurred had there been no deteriora-
tion of services. As we have seen, the factors that impaired
the performance of the utilities and the hostile environment
were indicative, in themselves, of possible eventual nationél-
ization of the foreign-owned utilities. Hence, additional
investment to offset the deterioration of services carried
considerable risk to shareholders anyway. Furthermore,
private investors were not willing to supply the foreign-
owned utilities the quantities of capital required for the
necessary expansion of services, and this strategy was
physically impossible to pursue.

Sixth, the foreign-owned utilities could have tried to
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change the environment in which they were working. That is,
they could have sought to change the regulatory system, the
inflationary environment, or the climate of public opinion.
It is not known to what extent the foreign-owned utilities
tried to change these, but changing such conditions would
have been exceedingly difficult, and probably beyond the
resources of the utilities. In Chapter III, we saw that
proposals to revise the regulatory system to allow for re-
valuation of utility assets for rate-making purposes were
never completed, because, as indicated in Chapter V, popular
opinion was opposed to inflationary trends. Hence, modifica-
tion of the regulatory system would have required modifica-
tion of public opposition to inflation. The difficulties

of convincing a population that inflation was not harmful
are all too obvious. As for inflation itself, there was
little the utilities could do to halt it when public opinion
had already failed to do so.

Seventh, the utilities could have ceased to make any
further investment in Brazil until conditions for that in-
vestment improved. Utlility services, however, would have
deteriorated considerably more than they did, increasing
the likelihood of nationalization of existing assets. From
the polint of view of both Brazil and the shareholders of
the forelgn-owned utilities, this strategy did not have much

to offer.
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Eighth, the utilities could have continued to invest at
levels consistent with their resources. In fact, as is evi-
dent from Chapter IV, this strategy aspproximates the one
selected by the foreign-owned utillities. They continued to
invest large proportions of their earnings, while still re-
mitting some, and they drew upon external sources of capital
to the extent possible. This strategy enabled the utilities
to expand their services to a certain degree, and lessened
the risk of nationalization. Nonetheless, the inadequacy of
this strategy was made evident by subsequent events, This
type of strategy sought to forestall nationalization as long
as possible in hope that conditions would improve.

Finally, the utilities could have sold their enterprises
to the Brazllian Government on the best possible terms. From
the point of view of the shareholders in the foreign-owned
utilities, this strategy would have been one of the more
satisfactory ones, for, providing the terms of sale were
reasonable, it would have freed thelr capital for more prod-
uctive purposes, From the point of view of the Brazilian
Government, however, this strategy might not have been one
of the better ones because it would have diverted the Gov-
ernment's scarce resources into existing enterprises rather
than into new public projects. On the other hand, it would
have given the Government the opportunity to improve the

gervices and to remove a source of friction in international



relations. Eventually, the foreign-owned utilities did elect
to pursue thls strategy, but not until the nationalistic
demands for expropriations were reasonably audible., At
first, Brazil did not respond to proposals for the purchase
of the utilities, because nationalistic demands were opposed
to terms that would have made purchases possible. It was

not until a revolutionary government took power in Brazil
that the Government was able to complete any arrangements

for the transfer of utilities to public ownership.

Most of these strategles were really not very satis-
factory in resolving the conflicts of the foreign-owned
utilities between their responsibilities to their share-
holders and the responsibilities to the Brazilian economy.
Some were lmpossible to pursue. For example, the utilities
could not have raised funds sufficlient to prevent the deter-
loration of service. Others would have been costly to the
shareholders. For example, any of the above strategies
that would have increased the likelihood of nationaiization
would have increased the risk of unfavorable terms of compen-
sation. The only strategy that offered the best hope to the
investor in the foreign-owned utilities was the one calling
for the sale of the utility properties to the Brazillan Gov-
ernment, providing, of course, equitable terms of compensation
could have been arranged. In addition, this same strategy,

although 1t would have diverted scarce public funds from
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other public projects in repayment of the former owners,
would have given the Brazilian Government the opportunity

to correct the deficiency of services, which private capital
could not do. Given the utility environment in Brazil, there
was no other satisfactory strategy for the foreign-owned
utilities, for there was no way for them to cope with the
situation except to make the best of it as far as their
shareholders were concerned. Sale of the utillity properties

to Brazil meant nationalization.

V. ALTERNATIVES FOR BRAZILIAN UTILITY POLICY

The bad situation faced by foreign-owned utilities in
Brazil, and domestic utilities as well, was determined by
the utility environment, and, 1n tﬁrn, the environment was
created by Brazilian Government policy--at the local, State,
or Federal level. As a result of Brazilian policies, both
domestic and foreign-owned utilities were unable to provide
adequate quantitles of service for economic development.
Brazllian policy, then, was faced with the problem of how to
rectify the utility situation so as to prevent imperilment
of economic growth. Here, we consider various alternative
strategles that were available to the Federal Government of
Brazil.

First, one policy could have been to do nothing while
the services continued to interfere with economic growth.

Throughout the 1950's, this was the policy followed.



267

Inevitably, however, the detrimental effects on the economy
and the public outcry ended this poliecy. Brazil could not
have afforded to continue this policy for long if sustained
economic growth was to have been achieved.

Second, the Brazilian Government could have subsidized
the utilities. In effect, this was done during the postwar
yvears through the foreign exchange markets by allowing
utilities preferential rates of exchange. However, broader
considerations of easing the recurrent foreign exchange
crises dild not favor such a policy; nor did popular opinion
with growing nationalistic feelings favor this policy, for
the principle beneficiaries were the foreign-owned utilities.
Hence, the foreign exchange subsidies were eventually
abolished. For similar considerations of political exped-
iency in response to nationalistic feellings, direct sub-
sidies to utilities, especlally foreign-owned ones, were not
practical alternatives for the Brazillan Government.

Third, the Brazilian Government could have provided the
needed services itself through public investment in new
utility projects. This strategy would have been of limited
value, however, in that it did not satisfy the demands of
certain nationalists for elimination of foreign interests
in the Brazilian infrastructure. In addition, its value
would have limited in the rectification of inadequate ser-

vice. For one, public investment in utilities required
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large capital expenditures, expenditures which Brazil could
not really afford in view of other pressing needs for schools
and the llke. For another, although direct public invest-
ment would have reduced the burden of providing service on
the privately owned utilities, it could not have eliminated
it altogether. The key distribution systems for both electric
power and telephones were dominated by private capital,

which was not able to finance expansion of 1its existing
facilities. Although this strategy has been followed to a
certain extent, it did not eliminate shortages of services,
as 1s evident from Chapter IV.

Fourth, the Brazilian Government could have made low
cost loans available to the utilities. Apparently, as shown
in Chapter IV, it elected not to follow this strategy to any
great degree. The problems of loans to utilities were simil-
ar to the problems of direct public investment--scarce re-
sources. In addition, this strategy would not have been
responsive to nationalistic demands of some segments of the
publie, for, rather than contributing to the elimination of
forelgn interests, it would have alided foreign-owned util-
ities. Hence, there was an understandable preference for
direct public investment of scarce resources instead of in-
direct 1nvestment in existing enterprigses.

Fifth, the Brazillan Government could have revised

the regulatory system--not only its formula, but also its
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administration. This would have allowed private capltal
rate increases permitting adequate earnings. However, we
have already seen that popular opposition to rate increases
and popular hostility toward foreign-owned utilities made
this a politically inexpedient move for elected leaders.
For example, efforts by some Brazilian leaders to tempor-
arlly remedy the situation--through a one time, revaluation
of utility assets for rate-making purposes--failed. It
was unfortunate that elected leaders in Brazill did not press
for reform of the regulatory system. Had the utilities,
foreign or domestic, been allowed reasonable and adequate
return to their capital, services would not have deteriora-
ted, public investment would not have been necessary, Brazil-
ian acquisition of bankrupt enterprises could have been
avolded, and international relations with foreign countries -
such as the United States would not have been jeopardized.

Sixth, the Brazilian Government could have eliminated
the inflationary environment that caused the purchasing
power of utility earnings to decline. Unfortunately, Brazil-
ian leaders could not or would not institute the necessary
reforms to effect this strategy. There were broader consid-
erations in the control of inflation than merely the problems
of utilities,.

None of the above alternatives was really an operational

strategy for Brazilian policy in coping with the publiec
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utility problems. The country could 111l afford to do nothing;
nor could it afford to make the needed investments itself.
Subsidizing the utilities or revising the regulatory system
both were politically inexpedient, especlally in view of
nationalistic hostility toward foreign-owned utilities,
although revislon of the regulatory system was the most de-
sirable alternative. There was simply no way, in view of
political considerations, for popularly elected leaders to

create an atmosphere conducive to private 1lnvestment.

VI. NATIONALIZATION: THE LOGICAL STEP

There was one other strategy available to Brazil, a
strategy that was both politically expedient and capable of
rectifying the shortages of services, and that was national-
ization of the utilities. Nationalization of the utilities,
especially the foreign-owned ones, would have: (1), enabled
elected leaders in Brazil to satisfy popular demands for
nationalization of the foreign-owned utilities; (2), given
Brazil an opportunity to correct the deficlencles of service,
although whether or not this would have been achieved in
practice is another question; (3), eliminated a source of
friction between Brazil and other nations, providing the
terms of compensation for nationalization were reasonable;
(lt), permitted Brazil to pursue whatever rate policy it
desired without regards to the needs of capital; and, (5),
allowed Brazil complete freedom in development of new utility



271

facilities or integration of o0ld ones.

There were, of course, disadvantages as well in such a
strategy. First, Government ownership of utilities would
have required the Government to assume the losses in their
operation if the rates were maintained too low, which was
likely since popular opinion called for low rates. Second,
in order to continue receiving large amounts of forelgn aid
and foreign investment in other industries, Brazil would
have had to agree to terms of compensation that were accept-
able to foreign investors. This meant falr compensation as
defined by the United States Foreign Assistance Act of 1962,
equltable and speedy compensation in convertible foreign
exchange. Hence, Brazil would have been required to assume
large obligations to the foreign investors, obligations
that diverted earnings of Government utilities from needed
expansion of service to repayment of foreign debt.

One might argue that if the Brazilians could have finan-
cially afforded to pursue this policy, while incurring ob-
ligations to the former owners, they could have financially
afforded two of the other alternatives--direct public in-
vestmeht in new projects or indirect public investment
through loans to existing enterprises. Were 1t not for the
fact that the foreign-owned utilities were willing to offer
easy terms for repayment, as evidenced by the long term notes

AMFORP accepted in its sale of 1ts subsidiaries, this
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argument would be correct. The real crucial distinction,
however, lay in the results of the strategies. Nationallza-
tion would have eliminated forelign interests, whlle the
other strategies would not have done so. In other words,
taking political factors into consideration, nationalization
had more advantages in the aggregate than the other two
strategies.

As we have seen in Chapter VI, nationalization was the
strategy eventually chosen by Brazil. The first moves to
nationalize utilities originated at the State level through
a series of expropriations with compensation offered on
terms that clearly were not acceptable to the foreign in-
vestors. The Federal Government of Brazil, in order to
preserve friendly foreign relations, took over the national-
ization drive from the States and offered to negotiate
equitable settlements with the foreign investors. The Fed-
eral Government, however, once it established its authority
in utility nationalizations, could have elected to refﬁrn‘
the properties to the owners rather than to continue the
nationalization policy. The choice was clear, for political
expendiency, in deference to popular demands, favored nation-
alizatlon,

The whole utility problem in Brazil was really a polit-
ical one. In the Brazlllian political system, popularly
elected leaders responded to popular demands, with little
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regard to preparing for the future, and popular demands
posed a series of unresolvable conflicts. Popular opinion
demanded that Government regulated industries charge low
rates. Popular opinion demanded that economic development
be unimpaired by utility shortages. For private capital,
there was no way to simultaneously satisfy both demands,

for as Brazilian regulatory policy responded to the first
demand, utility services deteriorated. And, as utility
services deteriorated, popular opinion, in conjunction with
growing nationalism, demanded the elimination of private
capital, especially foreign capital, in the infrastructure.
Hence, as Brazilian leaders moved to satisfy the second
demand, that for adequate service, they found that popular
opinion prevented them from pursuing any strategy which
would have aided private capital in i1ts plight. This situa-
tion was degenerative, for as services grew worse, popular
opinion grew more vocal about keeplng the rates down and
eliminating foreign interests, further deteriorating the
services. Hence, nationalization, at the expense of the pub-
lic treasury, was the only logical alternative for Brazilian

utility poliey.

VII. FUTURE PROSPECTS
We have seen that the utility situation had been develop-
ing for a long period and that nationalization moves did not

arise solely out of the problems of recent, pronounced
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inflation, for, since the onset of regulation, utility ser-
vices were, in general, unable to keep up with the demand
for them.

Brazilian nationalization moves to date have far from
eliminated foreign capital in the Brazilian infrastructure.
Brazilian Traction, Light and Power Company, Limited
(Brazilian Traction), for example, the largest single util-
ity in Brazil, has been essentially untouched. Given the
long period the present situation took to develop, it will
probably be a long time before nationalization 1s complete.
Brazilian policy, being ad hoc in nature, has been slow to
react to long term trends. In addition, the size of Brazil-
lan Traction's investment in Brazil will dissuade the Govern-
ment of that nation from trying to compensate too many for-
eign investors at one time.

From time/to time we have noted the problems of Brazil-
ian-owned utilities. From an operational point of view,
thelr problems were identical to those of the foreign-owned
utilities. Their exposure to nationalization was less, how-
ever, because of thelr ownership. Nonetheless, because of
their inability to provide adequate service, and the general
public disillusionment with them, they, too, were and are
likely objects of eventual nationalization.

Brazilian nationalization moves to date were inevitable

because of the political character of the problem. Once the
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rigid regulatory system was established, and politics took
over its administration, the situation was inherently degen-
erative due to the manner in which Brazilians concentrated
on today and not on tomorrow. The rationale behind the
nationalization of the utilities might change only if Brazil-

ian political behavior in this respect should ever change.
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APPENDIX A

STATE OF RIO GRANDE DO SUL, DECREE NO. 13,186 OF FEBRUARY 16,
1962, EXPROPRIATING COMPANHIA TELEFONICA NACIONAL®

Cancels the authorization used by Companhia Telefonica
Nacional, local subsidiary of ("International Telephone and
Telegraph Corporation”) and declares as of public utility,
for desapropriation ends, its properties located in the State
of Rio Grande do Sul.

The Governor of the State of Rio grande do Sul using
the attributions conferred to him by item XIII of Article 87
of the State Constitution and in conformity to what is dis-
posed in articles 2, 3 and 5, line h, and 6 of Decree-Law
3365 of June 21, 1941.

WHEREAS the present Companhia Telefonica Nacional,
previously named Companhia Telefonica Rio Grandense, local
subsidiary of "holding company"--International Telephone and
Telegraph Corporation, has been operating the telephone ser-
vices in Rio Grande do Sul since 1927 but under a precarious
title, that is, without a contract;

WHEREAS that company has revealed itself uncapable of

providing the telephone service in a manner that would

*Pranslation furnished by International Telephone and
Telegraph Corporation, New York.
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satisfy the necessities of industry, commerce, public services
and other social activities;

WHEREAS it is an elementary duty of the Public Power,
within the legal limits of its attributions, to provide
for the most exact conditloning of public services of a
baslc character, suiting them to the true indexes of collect-
ive needs;

WHEREAS the quality of the services rendered to the
Riograndense community by the Companhia Telefonica Nacional
tends to become worse, within a negative and agonizing frame,
causing a veritable suffocation of the State economy, as
tariff demands increase year after year and the service
applications imposed by our growth, naturally increase;

- WHEREAS the 1lnstallations and equipment of the Companhia
Telefonica Naclonal deteriorate more and more, while its
financial obligations increase, to a point where the company
itself, a subsidiary of "International Telephone and Tele-
graph Corporation", owes an enormous amount to the foreign
parent company, which holds likewise, 98% of her capital;

WHEREAS it is up to the State to safe-guard the collect-
ive interests 1n such a manner as to provide the community
with the best public service possible;

WHEREAS the State Governor tried to concilliate the con-
flicting interests, inviting the Companhia Telefonica Nacional
to participate in the mixed economy company, "Companhia



279

Riograndense de Telecommunicacoes™, created by Law No. 4073
of December 30, 1960, to which, at first, CTN agreed to
participate in with 25% of CRT's capltal, but later created
impediments of such a nature that frustrated the intention
initially manifested;

WHEREAS the circumstances of general interest and the
specific bad conditions of the public service dictated no
other alternative to the Executive, but to cancel the pre-
carious suthorization, recover the service and exproprlate
the property related to telephone communications, using of

the conceding power he possesses:

DECREES:

Article 1. The authority under precarious title that
Companhia Telefonica Nacional (Subsidiary of International
Telephone and Telegraph Corp."--ITTC) has been using, for
operating telephone services in Rio Grande do Sul, 1s hereby
cancelled.

Sole Paragraph. Consequently, the State of Rio Grande

do Sul recovers the services referred to 1n this article. ‘
Article 2. All properties belonging to the Companhia
Telefonica Nacional, related to the telephone services located
in the State of Rio Grande do Sul, are considered of publie
utility, for expropriation purposes.
Sole Paragraph--Also included in the scope of this

article, are the accounting books, official and optlonal,
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the flles and respective documentation.

Article 3. The present expropriation is declared urgent
for the effect of transmission to the State, for possession,
of all properties object of thlis Decree, as per terms of
Art. 15 of Decree-Law 3365 of June 21, 1941, with the text
given to 1t by Law 2786 of May 21, 1956, in its article 2
and respectlve paragraphs,

Article i, This Decree will be effective on the date of
its publication and all dispositions to the contrary are here-
by revoked.

Piratini Palace, in Porto Alegre, February 16, 1962,

signed by the Governor and all the State secretaries.



APPENDIX B
FEDERAL DECREE NO. 640 OF MARCH 2, 1962%

Defines Telecommunications Service as a basic industry
and establishes other measures.

The President of the Counsil of Ministers, as empowered
by Art. 18 Item III of the Constitution (Additional Act re
Parlamentary Government).

CONSIDERING that the grave crisis in telecommunications
is affecting the good operation of public affairs, the
national safety and the normal economic development of the
country;

CONSIDERING that sald crisis tends to become worse,
owing to deficiencies 1n the private companies that operate
the service, especially the lack of flexibllity in the use
of funds within thelr reach which might be employeed without
further detriment to the users of the service and to publie
opinion 1tself;

CONSIDERING that the Nationasl Congress, 1in bills which
they are examining, have already recognized the magnitude of

the problem and the national interest involved, also that

*Pranslation of Decree published in (Federal) Diario
Oficial of March 2, 1962, Section I--PartI--p. 2519, furnish-
ed by International Telephone and Telegraph Corporation,

New York.
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more exact norms are under way for regulating the matter;
CONSIDERING that, for all the above ressons, it is im-
portant to preserve the exiating services and stimulate
their development so that it may be possible to establish,
within the shortest period, a plan for telecommunications
based on a national organizational directive already in 1its

final stages of elaboration;

IT IS DECREED:

Article 1. For all legal purposes, telecommunication
services are considered basic industry, of interest to the
promotion of the country's economy and of relevant signific-
ance to national security.

Item 1--The Banco Nacional do Desenvolvimento Economico
1s hereby authorized to consider as priority operations any
operation which might be made for the purpose of developing
and re-equipping said industry.

Item 2--For the purpose mentioned 1n the previous para-
graph, the Banco Nacional Desenvolvimento Economico may ac-
quire by purchase or subrogative the shares of concesslonaire
companies and also undgrtake other actions of banking nature.

Item 3--When the financing or investment 1s due to
government action through the initiative of the President of
the Counsil of Ministers, the Banco Nacional do Desenvolvi-

mento Economlco may also act as set forth in Art. 8 of law
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no. 1628 of the 20th of June, 1952.%

Article 2. Present Decree goes into effect on the date
of its publication and all dispositions to the contrary are
revoked.

Brasilia, on the 2nd of March, 1962, 1llilst of the In-
dependence and the 7l4th of the Republic,

TANCREDO NEVES Angelo Nolasco de Almelda
Alfredo Nasser Joao de Segadas Vianna
Walter Moreira Salles Clovis N, Travassos
Virgilio Tavora Ulysses Guimaraes.

*Leglslation creating Banco Nacional do Desenvolvimento
Economico and empowering it to "act as the government's
agent in finencial operations related to the re-equipping
and proéomotion of the national economy”.



APPENDIX C
FEDERAL DECREE NO. 790 OF MARCH 27, 1962%

Regulates with respect to provisions necessary to the
discipline and betterment of interstate telephone services.

The President of the Council of Ministers, using the
attribution to him conferred in Article 18, item III, of
the Additional Act to the Federal Constitution and Article
99 of Law no. 3089 of January 8, 1916.

CONSIDERING that Article 5, item XII, of the Federal
Constitution, granted competence to the Union to operate
directly or by means of authorization or concession, among
others, the interstate telephone services,

CONSIDERING that Article 99 of Law 3089, of January 8,
1916, authorized the government to allow interstate telephone
connections by means of provisions which assure to the regu-
lar and perfect functioning of communications,

CONSIDERING that by the interdependent nature of tele-
phone services, the deficiencies of inter-state and intra-
municipal networks bring about the irregular and imperfect

operation of interstate communications,

*Decree published in the (Federal) Diario Oficial on
March 27, 1962--Section 1, Part 1l--pp. 3[80-81; translation
furnished by International Telephone and Telegraph Corpora-
tion, New York.
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CONSIDERING that because of the ever increasing import-
ance whilch telephone communications are assuming, the Union
can no longer remain omiss in the solution of a problem

which affects the national security;

DECREES:

Article 1. For all legal and regulatory effects, tele-
phone services carrying out or effecting communications be-
tween two or more states or operating in more than one state,
belonging to or under the control of one same concessaionary
company, are considered interstate.

Article 2. The segregation or separation of the
properties, services or patrimony, in whole or in part, by
whatever concessionary company of telecommunication services
operating them in more than one state will not be made
effective, even for purposes of expropriation or take-over
of concessions, without previous consent of the Minister of
Transport and Public Works who, prior to authorizing the
operation, shall hear all interested conceeding authorities,
whether state or municipal.

Sole Paragraph--In the hypothesis of thls article, an

opinion from the National Security Counsel shall always be
requested.

Article 3. Companles affected by this Decree shall
hereby fall within the fiscalization of the Ministry of
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Transport and Public Works, without prejudice to the fis-
calization now exercised by conceeding state or municipal
authorities.

Article . Companies authorized by the Federal Govern-
ment to operate lnterstate telephone services under the terms
of Article 99 of Law 3089 of January 8, 1916, shall collect
from all users of the local or toll services connected to
the interstate service network, tariffs beyond the current
ones or those which may be authorized by State or Municipal
Authorities,

Article 5. The tariff referred to in the preceeding
article will be established by a Resolution issued by the
Minister of Transport and Public Works, at the request of
the interested companies.

Sole Paragraph. This tariff shall be periodically re-

vised in function of the plans for expansion of the services
and needs of the company, considering the conditions of each
of the state concessions and having in view, whenever
possible, the uniformity of total tariffas to be paid by the
users in areas in which the company operates.

Article 6. The revenues from this special tariff
collected by the companies shall be deposited monthly in the
National Bank of Economic Development™ (BNDE) to the order
of the Ministry of Transport and Public Works.

*Banco Nacional do Desenvolvimento Economico.
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Article 7. The Minister of Transport and Public Works
shall 1ssue such Instructions as may be necessary to assure
the perfect execution of this DECREE and the definition of
the system of Interstate tariff and their application includ-
ing what refers to the use of the deposited funds.

Article 8. This DECREE shall enter into force on the
date of its publication, annuling all dispositions to the
contrary.

Brasilia, March 27, 1962

Tancredo Neves
Virgilio Tavora



APPENDIX D
FEDERAL DECREE NO, 881 OF APRIL 11, 1962*

DECREES:

Article 1. "The organs for the defense of the Union's
Interests and rights to all legal effects, including those
of article 88 et seq. of Decree-law No. 1,608 of September
18, 1939, shall interfere in any legal process aiming at
the expropriation, alienation, or rescission of contract of
the telephone service concessionaire companies, the
activities of which integrate, by their own means or other-
wise, interstate or international connections (Art. 5, part
XII, of the Constitution).

Article 2. The Union's litisconsortium in the lawsults
mentioned in the previous article, shall protect the federal
policy,of‘implantation and operation of the national tele-
communication system, and shall have in view, especlally, the
compliance with the directions established in Decree No. 790
of March 27, 1962.

Artiele 3. The intervention established by Decree No.
814 of March 31, 1962, shall be extended, by the intervener
appointed for 1t, if necessary, to the subsidiary companies

*Decree published in Correio da Manha, April 11, 1962;
translation furnished by International Telephone and Tele-
graph Corporation, New York.
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of the Telephone Company, and to the other companies situated
iq any part of the national territory which, operating in
interstate or international services, should be under impend-
ing expropriation, alienation, rescission of contract, merger,
or dismemberment, without compliance with the conditions
established in Decree No. 790 of March 27, 1962.

Sole Paragraph. The intervener shall carry out, in each

case, slther directly or through a trusted deputy, the meas-
ures in the interest of the national security and of the
Union's constitutional competence which, within the limits
of his attributions, he should deem adequate.

Article li. The state and municipal telephone services
that could be technically dissociated from the interstate and
international services, shall remain under control of the
local authorities, which shall exploit them directly or
through concessions, as they see fit.

Article 5. The intervener shall take all measures to
insure that the purposes of the intervention be achieved and
finished promptly, and shall, to that effect, be authorized
to requisition the necessary officlals and to form an execut-
ive work-group,

Article 6. The present Decree shall become effective on
the date of its publication, the provisions contrery to it
being revoked."

Tancredo Neves



APPENDIX E
FEDERAL DECREE NO. 1,106 OF MAY 30, 1962"

Provides for the transfer of public services now under
concession to the Government for direct operation and sets
forth other provisions.

The President of the Council of Ministers, exercising
the authority granted to him by paragraeph III of the Supple-
mentary Act, and

WHEREAS, at the present stage of the country's develop-
ment national interest may be better served by the direct
operation of public or public utility services, except in
the case of municipal services or those of limited regional
scope, where the operation under concessions 1s justifiable;

WHEREAS, in carrying out the nationalization of public
service companies the constitutional provisions guaranteeing
private property, both national and foreign must be observed;

WHEREAS, the Council of Ministers, in its Government
Program submitted to the National Congress, has recognized
the necessity of supplementing the internal formation of
capital by the participation of foreign investments 1in the

country so that the levels of economic and social development

#Decree published in the (Federal) Diario Oficial on
May 30, 1962; translation furnished by American & Forelgn
Power Company Incorporated, New York.
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required by the demographic growth and by the justified
aspirations of social well-being of the Brazilian people may
be reached and maintained;

WHEREAS, the nationalization of public service companles
should not result in the reduction of foreign investments in
the country, nor bring about a climate of discouragement to
new investments, nor result in a source of substantial in-
crease in the exchange requirements arising from such in-

vestments,

DECREES

Article 1., A committee under the authority of the
President of the Council of Ministers and composed of three
(3) members designated by the President of the Republic is
hereby created for the purpose of:

a) submitting to the approval of the Council of Minist-
ers the list of services that should be operated under public
ownership and indicating the order of priority;

b) negotiating with the representatives of the con-
cessionaire companies tne conditions and form of reimburse-
ment or indemnification to the shareholders and submittlng
to the Council of Ministers the plan resulting from each one
of such negotiations;

Article 2. The conditions for relmbursement or indemni-

fication agreed upon with the concessionaire shall conform
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to the following principles:

a) Down payment of a portion not higher than ten per-
cent of the total amount agreed upon;

b) Payment of the deferred portion in installments
compatible, whenever possible, with the funds generated by
the service 1tself and a minimum of additional public funds;

c) A minimum of exchange requirements;

d) Obligation of the concessionaires to reinvest in
the country in the fields or activities deaignated by the
National Planning Commission as appropriate for the national
economic and social development, not less than seventy five
percent of the net amounts received as payment or indemni-
fication which amounts may not be employed in the financing
or acquisition of an interest in any national enterprises
already in operation.

Article 3. For the valuation of the assets and determ-
ination of the amounts to be received by the concessionaires
as payment or indemnification there shall be carried out
negotiations and, whenever necessary, expert examinations
and decision (as arbiters) by a representative of the Gov-
ernment, a representative of the concessionaire and a tech-
nical expert appointed by mutual agreement of the parties,
or, in case of disagreement, by the President of the Council

of Ministers, with the approval of the Cabinet.
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Article 4. This decree shall become effective on the

date of its publication, all provisions to the contrary be-

ing hereby revoked.
Brasilia, May 30, 1962.

1h1st Year of Independence
and Thth Year of the Republic.

/8/ Tancredo Neves
/8/ Alfredo Nasser
/s/ Angelo Nolasco
8/ Joao de Segadas Vianna
/s/ San Tiago Dantas
/8/ Walther Moreira Salles
/8/ Virgilio Tavora
s/ Armando Monteiro
s/ Antonio de Oliveira Brito
s/ Andre Franco Montoro
/8/ Clovis Travassos
/8/ Souto Maior
/8/ Ulysses Guimarsaes
/8/ Gabriel de Rezendse Passos



APPENDIX F
FEDERAL DECREE NO. 1,16l OF JUNE 8, 1962

Amends Article 1 of Decree 1106 of May 30, 1962.

The President of the Council of Ministers, exercising
the authority vested in him by paragraph III of the Supple-
mentary Act, hereby decrees:

Article 1. Article 1 of Decree 1106 of May 30, 1962 is
hereby amended to read as follows:

"Article 1. A committee under the authority of the
President of the Council of Ministers, composed of threse
members appointed by the President of the Republic and the
Presidents of the Banco do Desenvolvimento Economico (BNDE)
and ELECTROBRAS (Centrais Eletricas Brasileiras, S.A.) is
hereby created for the purpose of:

a) Submitting to the approval of the Council of Minist-
ers a list of the services that should be transferred to the
Government for direct operation, indicating the order of
priority;

b) Negotiating with the representatives of the con-
cesalonaire companies the conditions and form of payment or

indemnification of the shareholders, and submitting to the

*Mpanslation furnished by American & Foreign Power
Company Incorporated, New York.
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Council of Ministers the plan resulting from each of such
negotlations;

¢) Pixing the standards to be followed in making the
inventory and valuation of the concessionaire companies in
accordance with [taking into account? "observada”) existing
legislation.”

Article 2. This decree shall become effective on the
date of its publication, all provisions to the contrary be-
ing hereby revoked.

Brasilia. June 8, 1962. 1l41st Year of Independence
and 7hth Year of the Republic,

/8/ Tancredo Neves
Alfredo Nasser
Joao de Segadas Vianna
Antonio de Ollveira Brito
Walther Moreira Salles
Virgilio Tavorsa
Armando Montelro
Clovis M. Travassos
Ulysses Guimaraes



APPENDIX G
FEDERAL DECREE NO. 1,203 OF JUNE 19, 1962"

Creates the Commission for the Nationalization of Con-
cessionaire Companies of Public Service (CONESP) and sets
forth other provisions.

The President of the Council of Ministers, exercising
the powers vested in him by Article 18, Item III of the
Supplementary Act, hereby decrees:

Article 1. The Commission for the Nationalization of
Concessionaire Companies of Public Service (CONESP) exer-
cising the powers provided in Decree No. 1,106 of May 30,
1962, as amended by Decree No. 1,16l of June 8, 1962, shall:

a) establish the general operations procedure of the
Commission;

b) approve the setting up of work groups and define
their powers.

Article 2. The Commission shall hold meetings upon the
call of the President or at the request of one of its
members. |

Sole Paragrsph. The Commission shall meet with the

quorum of four of 1ts members, by a majority vote, the Presi-

dent having, moreover, the deciding vote.

*Pranslation furnished by American & Foreign Power Com-
pany Incorporated, New York.
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Article 3. The President of the Commission shall:

a) Represent the Commission in its dealings with the
authorities or with third parties;

b) comply with and make effective the decisions of the
Commission;

c) submit to the President of the Council of Ministers
the decisions of the Commission;

d) 1issue requests for drawing on the technical and
administrative personnel of the Federal Government, autonom-
ous agencles and mixed economy companies;

e) undertake the administration of the Commission, and
delegate his powers.

£) hire personnel for specific tasks;

g) present at the meetings of the Commission matters
for discussion and consideration;

h) promote the cooperation of public and private en-
tities for the carrying out of the Commission's objectives.

Sole Paragraph. The President shall have an asslstant

who shall also act as secretary at the meetings of the
~ Commission.

Article lj. The Commission, integrated by the technical
and administrative personnel required for the carrying out
of 1ts functions, shall be constituted as follows:

a) Cabinet

b) Counsellors

¢) Work groups
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Sole Paragraph. The organization of these bodies shall

be established by the internal regulations of the Commission
which shall be approved by the President of the Council of
Ministers.

Article 5. The services of the Commission shall be met
by the budgetary appropriations assigned to it, by funds
destined to 1t by the President of the Council of Ministers
or funds originating in the bodies of which it is composed.

Sole Paragraph. The expenses of the Commission shall

be subject to budget to be approved or amended by resolution
of the President of the Council of Ministers.
Article 6. All conflicting provisions are hereby re-

voked.

Brasilia, D.F. June 19, 1962. 1l4lst Year of Independence
Thth Year of the Republic

(signed) Tancredo Neves
Walther Moreira Salles
Joao de Sagadas Vianna

Antonio de Oliveira Brito

Virgilio Tavora
Armando Monteiro
Clovis M. Travassos
Ulysses Guimaraes
Alfredo Nasser



APPENDIX H

PORTARIA NO. 1 OF AUGUST 29, 1962, OF THE COMMISSION FOR
NATIONALIZATION OF PUBLIC SERVICE CONCESSIONAIRE COMPANIES

(coNEsp ) ¥

The President of the Commission for Nationalization of
Public Service Concessionaire Companies (CONESP), exercising
the authority vested in him by Decree No. 1203 of June 19,
1962, and having in mind the proposal presented by American
& Foreign Power Company Inc. of the United States of America
for the sale of the stock of its ten assoclated companies
from which form the "Electric Companies Group”, hereby
resolves to appoint:

Engineer Paulo Romano

Engineer Natercio Pereirsa

Economlist Paulo Mafra
to form a committee, under the presidency of the first named,
in order to study the value of the proposed sale based on
the books of account, balance sheets and records of the Com-
pany and its assoclated companies as well as the SUMOC
registries, and report on the value of such sale in the light

of different possible criteria, such as:

¥*Translation furnished by American & Foreign Power
Company Incorporated, New York.
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a) Unadjusted historical cost;

b) Historical cost adjusted by the application of in-
dices prepared by the National Economic Councll pursuant to
Article 57 of Law 3470 of 1958;

c) Historical cost adjusted by the application of the
indices of the Getulio Vargas Foundation;

d) Cost of reproduction.

Rio de Janeiro, August 29, 1962

/S/ Gen, Carlos Berenhauser, Junior
President
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