Monetary programming for the fourth quarter of 1997

A The economy inthe third quarter of 1997
1. Following adecline of 0.7% in the first quarter of the year, Gross Domestic
Product (GDP) expanded by 3.39

- Trade balance
inthe second quarterinthe seasong *5**"" 12 month accumulated balance

adjusted series. When one conside -
the average of the lastfour quarte
—correspondingtothethirdyearc 41
the Real Plan—GDP growthclose —,
at5.1%, with expansion of 7.3%ir \/

industry, 5.8%in crop andlivestoct |
farmingand 3.1% under services. |
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2. Seasonally adjustedindustrial production was stable in July, when compared
tothe second quarter average. The latter period had registered anincrease of 3% in comparison
totheimmediately previous quartei _

Inthe firstseven months 0f 1997 s industrial output 12

industry expanded by 5.2%led b! =
production of durable consume
goods andintermediate goods.
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1/ Seasonally adjusted data.

3. Interms of real billings, the retail trade sector of the Metropolitan Region of S&o
Pauloturnedinaperformance thatwas precisely the opposite of July industrial output, with adrop
of 6.6% inrelationto the second quarter average. Forthe yearasawhole, the dropin billings came



t0 1.4%, witha 9.1% slide under durable goods.
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4, In July and
August, price indices continuec 62 ‘ ‘ ‘ ‘ ‘
downward in terms of annualizec - - o !
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1/ Seasonally adjusted data

in August, the INPC and IPC-Fipe

accumulated levels of 4.3% and

4.6%, respectively, as comparedto 5.9% and 7.1% up to June. The annual growth rate under
wholesaleindustrial prices remained stable, with the IPA-OG - industrial products closing at4.6%
inboth June and August. The price index results pointed to even greater convergence betweenthe
prices oftradables and nontradable
5. Industrial
production recovery has notbee *
accompanied by job growth, 2o
indicating thatthe industrial sectori: . |
stillimmersed in a wide-ranging
adjustment program aimed a
achievingamore solid positiononth 5
international market. In this ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
framework, thelevelof Brazilianin-|  Jan  Mar— May Jul - Sep  Nov  Jan = Mar  May  Jul
dustrialemploymentin Julywas 1.8% INFC = = = IPC-Fipe === |PA-OG-PI
below that of December 1996,

according to data released by the

Monthly Indicator (1989:

% Price indices
Percentage change in 12 months

Source: FGV , IBGE and FIPE.



National Confederation of Industry. Ministry of Labor data on formal employmentindicate growth
of 1.1% up to June, led by the
construction industry with 2.3%
employmentexpansion.

Monthly change in the industrial employment
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6. National ] \//\—\

Treasury budget operations closed, |
with an August surplus of R$ 1.2
billion, based on the difference = ‘ : : : : : ‘
betweenrevenuesof R$10.1billion sses e O gy M

and expenditures of R$ 8.9 billion.

Accumulated revenuesinthe period

totaled R$ 75.8 billion, while outlays added up to R$ 77.2 billion, for afinal deficit of R$ 1.4 billion.
With respectto the January-August/96 period, revenues closed with 9.8% nominal growth, while
expenditures expanded by 3.8%. Here, one should stress that Treasury revenuesin the current
yearencompass R$ 4.3 billion in CPMF inflow, for which there was no corresponding heading
lastyear, aside from R$ 1.5 billion generated by telecommunications service concessions.

7. The consolidated

netpublic sector debt, whichinclude s bilion

the indebtedness of the feder:i ss0
government and Banco Centra *°|
states and municipalities and sta ijz |
enterprises, totaled zso
R$282.2billionin July, equivalenttc 230+
33.9% of GDP, orlessthan the finz i:z :
1996 position. In June, the netdel . |
trajectoryregisteredacurvedeviatio so T ————.
generated by |nC|US|On Of thE 95.1 95.11  95.111 95.IV  96.1 96.11  96.1I 96.IV  97.1 97.11  97(%)
resources grantedto the private se o™
tor by the north, northeast and cen-

tral-west constitutionally mandated financing funds. Net assets of these operations reached R$ 6.3
billion. In July, the netfiscal debt— net public sector debtless asset adjustment—cameto R$

National Treasury borrowing requirements
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276 billion (33.1% of GDP).
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8. Public sector ®]

borrowing requirements (NFSP.
continued onadownwardtrajectory sz |
asthe nominal deficitcamet05.02¢ 1~
of GDP inthe accumulated flowfor " | | | | | | | |
thel2monthperiodendedinJuly,é san  Mar May Ju  Sep Nov Jan  Mar May Ju
compared to 7.42% in the sam 1998 Total net debt - -Netfiscal debt
period of the previous year. Thic

resultwas generated by growthinthe

primary surplusto 0.43% of GDP inthe accumulated 12 month total up to July, as compared to
adeficitof 0.84% inthe same 1996 period, and by adrop in nominal interest outlays from 6.58%
of GDP t05.46%.

9. Physical exports in the July-August period totaled US$ 10.3 billion, while
imports cameto US$ 11.4 billioninthe same period, generating a negative trade balance result
of US$ 1.1 billion. Considering the trade balance performance from January to August, exports
closed atUS$ 35.1 billion and imports totaled US$ 40.1 billion. These two figures were 10.6%
and 22.6% higherthaninthe sarr
period of the previous year wape
respectively. Inthefirsteightmonth: °
ofthe year, the trade balance defic .
reached amark of US$ 5 billion. Qs
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10. The current 97 ~—— —<—
account balance registered a /
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billioninthefirsteightmonthsofthe *®= = =ema
year, corresponding to 3.9% of GDF- Seuree: Banco cental do grasi
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ceresult, someitemsinthe area of services contributed importantly to this result, such as netinterest

payments (US$5.8billion), net profit

and dividend remittances (US$ 3.5‘1’2‘$ bilion

billion), netoutlays on international
t r a v e I
(US$2.9billion) and transportation
(US$ 2.8 billion). Up to August,
51.2% ofthe currentaccountdeficit
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wasfinanced by netinflowsofdirect |
foreigninvestment. Netinflows of
theseresourcesinthe period totaleg:
US$10.2billion, whilethe investment
inflowtothe capital market closed at
US$ 7.9 billion. Net inflows of
medium and long-termloanstotaled US$ 22.4 billion between January and August.

11. These capital movements contributed to growth ininternational reservesin
comparisontothefinal 1996 level. In August, in the international liquidity concept, reserves
reached alevel of US$ 63.1 billion, corresponding to 12 months of imports.
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contractinginthe freerate segmel °+——— =&+
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from Januaryto Augustregistered lo5 == =196 — 1907

netaccumulated inflowofUS$14.7

billion, based onasurplus of US$

17.1 billioninfinancial transactions and a US$ 2.5 billion deficitin trade-related operations.
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Source: Banco Central do Brasil
1/ It includes doestic currency transactions, commodities and

13. InJuly and August, accumulated exchange devaluationinthe free rate segment



cameto 1.365%, raising the total for the first eight months of the year to 5.022%. The exchange
rate floatinterval remained stablein
February at R$ 1.05/US$ for US$ billion International reserves - liquidity
" 70
purchase and R$1.14/US$for sale, |
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average daily balances for the

restricted monetary base came to R$ 25 billion, for growth of 24.3%in the year and 48.3%in 12
months. Atthe componentlevel, banking reservesturned in growth of 115.9% while currency
issued expanded by 25.7%inrelationto August 1996. Strong growth in banking reservesreflects
the behavior of demand deposits.

15. The expanded monetary base —restricted monetary base plus compulsory
cash deposits and federal public securities outside Banco Central—totaled R$213.1 billionin
August. The expanded base grew by 15.8% in the first eight months of the yearand 31%in the
12 month period ended in August.

16. Viewed under the prism of average daily balances, the money supply (M1)
reached R$37.9billionin August. M1 growth inthe yearandin 12 months cametolevels of 30.7%
and 61.1%, respectively. Atthe componentlevel, currency held by the public expanded by 26.2%
over 12 months and demand deposits increased by 91.8% over the same period. Inthe current
year, the performance of demand deposits has been strongly impacted by levying of the CPMF
and, more recently, by the requirementthatdemand deposit funds may no longer be transferred
automatically toinvestmentfunds withoutthe prior authorization of the holder of the account.

17. Inthe broader conceptof economic liquidity, M4 added up to R$ 363.3 billion
in August, equivalentto growth of 12.8% and 25.2% in the year and 12 months, respectively.
18. Inthe July-August period, the TBC and TBAN remained unaltered at 1.58%

and 1.78% per month, or precisely where they have been since April of this year. The effective
average Over-Selicrate, however, turned in aslightdownward tendency, moving from 1.61% per
monthinJuneto 1.60% and 1.59% in July and August, respectively.



Table 1. Observed August and forecast monetary program for the third
quarter of 1997

Itemization Forecast Observed
R$ billion Percentage change R$ billion Percentage change
in 12 months ? in 12 months
M1 “ 33.8-39.7 51.3 37.9 61.1
Restricted base * 22.7-26.7 43.2 25.0 483
Expanded base ¥ 225.8 - 265.1 487 2131 31.0
M4 ¥ 340.4 - 399.6 24.4 363.3 25.2
Source: Banco Central do Brasil
Y Refers to the final month in the period.
4 Percentage changes are based on the medium point of forecast.
4 Working-day balance average of last month in the period.
s End-of-period balances.
% Money supply
- Percentage change in 12 months
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months of 1997, economic
performance was marked by upwai
growth in productive activities
without, however, jeopardizing the downward trajectory of inflation. Any evaluation of the
possibility of sustaining this process must be based on an analysis of trade and creditindicators,
which suggestthat families are nearing their debt ceilings, and of the positive performance
registered under capital goods which, leveraged by newinvestments, would seemto pointto a
reorientation of the dynamics ofindustrial production.
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20. Thetwo factorsthatare atthe roots of expectations of a course change by the
productive sectorand, consequently,

of sharp growthininternal demand‘y‘; p-m.
are the potential investments that
should resultfrom privatization of __|
basic sectors ofthe economy, such
aselectricenergy, communications , | U
and transportation, and those iy S B
associated to the growing inflow of ;5 | * =
foreign resources, mostly through
directinvestments. 1

Effective interest rates

. . . . . . . . .
Jan Mar May Jul Sep Nov Jan Mar May Jul
1996 1997

Source: Banco Central do Brasi——— Selic = = = TBC

— B AN

21. Despite these

expectations, the growth indices expected for the third and fourth quarters of this year are lower
than those registered in the first two quarters, a fact that can be ascribed to the high basis of
comparison. Furthermore, 1997 productionis expected to outpace that of 1996.

22. Inaframework of downward movementinthe price trajectory, the configuration
ofthis scenario, demand for foreign resources to finance the balance of payments currentaccount
balance and alack of definition with respectto international interest rate levels were the factors
underlying monetary policy formulation.

23. Among the determining factors of monetary policy, one should alsoinclude a
reduced level of freedomin defining fiscal policy, despite the positive results achievedin public
accounts. Inthisregard, one should also mentionthe probable extension of the Fiscal Stabilization
Fund, animportantelementin controlling public accounts, coupled with developmentsinthe
Privatization Program. Inthis sense, one should underscore the advances made atthe federallevel
interms of cellular telephone concessions and, atthe state level, through privatization of electrical
energy andfinancial companies.

24. Eventhoughthe Privatization Program will be averyimportant source of public
sectorfunding overthe nextseveral years, effective fiscal balance will still depend on the proposed
structural changes. Consequently, itis essential that the administrative and social security reforms
be completed.

25. As of the second quarter of the year, the performance of the trade balance



pointsto lesser acceleration inimport growth and increased exports, principally involving
manufactured goods. The balance oftrade results are expected to continue atthe average position
ofthe currentyear, while the services balance comes underincreased currentaccount pressure,
basically as a consequence of interest outlays, international travel and profit and dividend
remittances.

26. Nodifficulties have been encounteredinfinancing the currentaccountdeficit.
Thisis evidentinthe factthat, despite this deficit, it has still been possible to raise international
reservestoan Augustlevel of US$ 63.1 billion, in the international liquidity concept. The
consistency of monetary and exchange policies, as well as the factors underlying economic
performance, ensure continuity of the movement ofinternational reserves into the country, with
increasing participation of foreign directinvestment.

D. Growth targets for the monetary aggregates

27. Programming ofthe monetary aggregates for the fourth quarter of 1997 gave
due consideration both to the probable scenario and governmentgoals for inflation, GDP, interest
rates, monetary impactgenerated by National Treasury operations, Banco Central interventions
inthe exchange marketand financial system and rediscountand open market operations. Table
2 presents projections for the monetary aggregates up to the end of the fourth quarter of 1997.
28. Following the migration of resources after introduction of the CPMF, which

had an expansionary impactontherestricted aggregates, inthe month of August the government
forbid banking institutions to transfer funds in demand deposits automatically intoinvestment funds.
This has had a strong impact on the trajectory of these monetary aggregates and is expected to
generate significantgrowth inthe money supply and, consequently, the monetary base.

29. As aresultof this prohibition, itis now expected that the projection of the
average balance ofthe M1 aggregate (currency held by the public plus demand deposits) will
expand atarate higher than expected due to the seasonal influence of the end-of-year festivities.
These factors resulted in an upward revision of the 12 month projectionto 82.2% in December
1997.



30. Based onforecastdemand for M1 and in light of the currency held by the
public, inaframework of stability inreserve requirement rates on demand resources, 12 month
growthforthe average monetary base balance (currencyissued plus banking reserves)is placed

at71.2%in December 1997.

Table 2. Monetary program for 1997

R$ billion

Itemization

Third quarter

Percentage change
in 12 months

ML 2
Restricted base “
Expanded base ¥
M4 ¥

48.6 -
317 -
257.7 -
371.4 -

57.1
37.2
302.5
436.0

82.2
712
52.2
25.3

Source: Banco Central do Brasil

Y Refers to the final month in the period.
2/Working—day balance average in month.
% End-of-period balances.

31. The projection of the expanded base (a measurement of the federal internal

debtin currency andin securities), which

presupposesthe neutrality of the factors conditioning the

restricted monetary base, shows that the major sources of expansionary pressures in coming
months will be state debtrestructuring operations and substitution of National Treasury securities
received in privatization auctions. As aresult of this, itis now expected that the expanded base will
grow by 52.2% inthe 12 month period ended in December 1997.

32. Inmuchthesame
way, and consistentwiththestanda’ | |

M1 - percentage change in 12 months
(daily balance average)

performance ofthe otheraggregate
itis estimated that M4 willexpand by 8o +
25.3% over the 12 month periof
endedin December1997.
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Restricted monetary base
percentage change in 12 months
(daily balance average)
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33. Monetary |
aggregate growthis summarized in60 |
thefollowing table, whichalsoshows

the results for 1996 and inthe July-*
August 1997 period, together with 20
the projection for the fourth quarter o |
0f1997. The datathathave notyet

projected

beenregistered were calculated on Aa
the basis of average forecasts.

34.
summarizedinthefollowingtable:

35. As aresult of a
significant period of price stability,

%

100

Expanded base - percentage change in 12 months
(end-of-period balances)

Growth of the different multipliers implicitin monetary programming is

one should not expect excessiv
volatility in future values of the| 7
restricted monetary base multipliel ¢ |
eventhoughthe monetization proce
has notyetfully runits course.
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% M4 - percentage change in 12 months

% (end-of-period balances)

36. In coming
months, the expanded monetary base|, profeced
multiplier is expectedto closewitha
reduction in its current levels, |
mirroring the operationsrelated to
restructuring of state debts and |
substitution of securitiesreceivedin

privatizationauctionssince,despite | |
theirimpactontheexpandedbase,@as  pee  Ar  Aw  Dee  Aw A Dec

) 1995 1996 1997
share ofthese operations should not
have animpacton M4.
Summary of Projections:
Table 3. Evolution of monetary aggregates v
Itemization 1996 1997
Year Two month period Fourth quarter %
(July - August)
R$ % change R$ % change R$ % change
billion in 12 billion in 12 billion in 12
months months = months

M1 ¥ 29.0 9.1 37.9 61.1 52.8 82.2
Restricted base ¥ 20.1 -3.1 25.0 48.3 34.4 71.2
Expanded base ¥ 184.1 50.5 213.1 31.0 280.1 52.2
M4 ¥ 322.1 285 363.3 25.2 403.7 25.3

Source: Banco Central do Brasil

¥ Refers to the final month in the period.
4 Projected.

¥ Medium point of forecasts.

o Working-day balance average in month.
S End-of-period balances.
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Table 4. Monetary multiplier

M1 / Restricted base ¥ 1.442 12.6 1.517 8.7
Banking reserves /
Demand deposits ¥ 0.232 53.4 0.380 12.4
Currency / M1 3 0.505 18.5 0.367 -21.6
M4 / Expanded base i 1.750 -14.6 1.705 -4.4

1.535

0.376
0.355
1.442

6.4

62.1
-29.7
-17.6

Source: Banco Central do Brasil

Y Refers to the final month in the period.

2 projected.

s Working-day balance average in month.
4 End-of-period balances.

M1/Restricted base

projected

Currency outside banks / M1

Banking reserves/Demand deposits

projected
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Table 1. Observed August and forecast monetary program for the third
quarter of 1997 ¥

M1 “ 33.8-39.7 51.3 37.9 61.1
Restricted base * 22.7-26.7 43.2 25.0 48.3
Expanded base ¥ 225.8 - 265.1 48.7 213.1 31.0
M4 ¥ 340.4 - 399.6 24.4 363.3 25.2

Source: Banco Central do Brasil

Y Refers to the final month in the period.

2 Percentage changes are based on the medium point of forecast.
2 Working-day balance average of last month in the period.

s End-of-period balances.

Table 2. Monetary program for 1997 Y

R$ billion

M1 % 48.6-57.1 82.2
Restricted base * 31.7-37.2 712
Expanded base ¥ 257.7 - 302.5 52.2
M4 ¥ 371.4- 436.0 25.3

Source: Banco Central do Brasil

¥ Refers to the final month in the period.
2 Working-day balance average in month.
% End-of-period balances.
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Table 3. Evolution of monetary aggregates

M1 ¥ 29.0 9.1 37.9 61.1 52.8 82.2
Restricted base 20.1 -3.1 25.0 48.3 34.4 71.2
Expanded base ¥ 184.1 50.5 213.1 31.0 280.1 52.2
M4 ¥ 322.1 28.5 363.3 25.2 403.7 25.3

Source: Banco Central do Brasil

¥ Refers to the final month in the period.

2 Projected.

¥ Medium point of forecasts.

o Working-day balance average in month.
o End-of-period balances.

Table 4. Monetary multiplier

M1 / Restricted base ¥ 1.442 12.6 1.517 8.7 1.535 6.4
Banking reserves /
Demand deposits 3 0.232 -53.4 0.380 12.4 0.376 62.1
Currency / M1 ¥ 0.505 185 0.367 -21.6 0.355 -29.7
M4 / Expanded base 4 1.750 -14.6 1.705 -4.4 1.442 -17.6

Source: Banco Central do Brasil

¥ Refers to the final month in the period.

2 projected.

s Working-day balance average in month.
4 End-of-period balances.



