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Foreword

Inflation Report is a quarterly publication of the Banco Central do
Brasil with the objective of evaluating the performance of the
inflation targeting system and providing a prospective scenario for
inflation. The national and international economic conditions
underlying decisions taken by the Monetary Policy Committee
(Copom) concerning the monetary policy management are presented.

The report is divided into six chapters: Activity level; Credit,
monetary and fiscal policies; International economy; Foreign sector;
Prices; and Prospectsfor inflation. With regard to the activity level,
growth in demand, supply and labor market are investigated. The
chapter referring to the credit, monetary and fiscal policies, the
analysisis centered on the behavior of credit, financial and budget
operations. In the chapter dealing with the international economy,
the report presents an analysis of the world’s major economies and
seeksto identify those conditions capabl e of impacting the Brazilian
balance of payments. Insofar as the foreign sector chapter is
concerned, analysisistargeted at economic-financial relationswith
the international community, with emphasis on trade results and
foreign financing conditions. In the following chapter, price analysis
focuses on the results obtained in the quarter as a consequence of
monetary policy decisions and the real conditions of the economy
outside the realm of government action. Finally, prospects on inflation
growth are analyzed.
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Executive Summary

The economic environment has improved in the last months. The
exchange rate has appreciated rapidly in response to the positive
performance of the external accounts and to the perception of the
severance of the Brazil risk premium with respect to that of
Argentina. The projections for the readjustment of government-
managed prices have been revised downwards because of lower
readjustment for electric energy prices, liberalization of the market
for oil by-products and changesin taxation of this sector that should
imply significant reductions in prices. The projected slope of the
term structure of the interest rate has declined, affecting positively
economic growth.

The performance of GDP in the third quarter shows evidence of
decel eration and accommodation of the economic activity level at a
lower level. Economic indicators by sector point possibly out to a
smooth recovery. The negative effects of the unfavorable
international environment, exchange rate depreciation and energy
crisis have been in part offset by the good results of grain crop and
exportsin some sectors. The good performance of agriculture more
than compensate the negative growth of industry. Investments is
being maintained at a high level, which pointsto an increase in the
future productive capacity of the economy.

In spite of the shocks that hit the economy over 2001, GDP should
grow at around 2.0%. Expected growth for 2002 is slightly higher,
around 2.5%, asaresult mainly of the mitigation of the energy crisis
and of therecovery of the world economy as off the second semester
of 2002. Furthermore, the mai ntenance of fiscal adjustment will allow
to accelerate the fall of the debt to GDP ratio, contributing to
economic growth with stability.
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The performance of exports, notably of commodities, such as soybeans,
meat and sugar, has been significant, whileimports have declined since
the beginning of the second semester. These factors should contribute
to atrade balance in excess of US$ 2 billion in 2001.

Thereduction of theinflowsrelated to the main sources of the balance
of paymentsfinancing responded to an uncertain scenario formed since
the eventsin the United Statesin September. Recently, therehasbeen a
recovery of capital inflows, mainly of foreign direct investments and
disbursements greater than amortizations. One expects an improvement
in the current account for 2002, which should affect positively the
financing of the balance of payments.

The evolution of the price indexes in the last months has reflected
basically the performance of market prices, which were impacted by
the exchange rate pass-through and recomposition of profit margins.
For the coming months, expectationsarefavorable. The IPCA inflation
should reach 7.4%in 2001, abovethe upper limit of thetoleranceinterval
for thisyear. For 2002, the effects viainertia of greater inflation in the
fourth quarter of 2001, the readjustment of 5.2% (contribution of 1.6
percentage points) of the set of government-managed prices, and the
possibility of decompression of profit marginshave led to aprojection
of a3.7% inflation in the baseline scenario. For 2003, an inflation of
2.5% isprojected, encompassing arise of around 3.1% for government-
managed prices.

The market expectations for inflation in 2002 are being reduced over
thelast weekstowards alevel below 5.0%. It isimportant to stressthat
asignificant part of the difference between market projectionsand those
of Copom is explained by amore depreciated exchange rate path used
by the market.

The assessment of the previous Report is maintained. Considering the
shocks that hit the Brazilian economy over 2001, the unfavorable
evolution of inflation thisyear and the dightly abovethetarget projection
for 2002 are fully justifiable and compatible with the commitment of
the Central Bank to maintain price stability. The monetary policy has
been efficaciousin controlling the demand pressures on inflation and
the propagation of supply shocksto the other pricesin the economy.
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1 — Activity level

Based on recently released indicators, the loss of dynamics detected in
the Brazilian economy in the last several months may well have bottomed
out or even begun reversing course. One sign is the stability registered in
Gross Domestic Product (GDP) in the third quarter of the year compared
to the previous quarter, when the influence of seasonal factors is
eliminated. This behavior demonstrates that many of the negative
repercussions of the shortfall in the electricity supply and the critical
situation of the Argentine economy have been overcome, while the effects
of the grave international situation are being gradually dissipated. At the
same time, this result indicates that the dynamics of internal economic
activity have not been lost, despite the slowdown that has marked the
world economy. In Brazil, this is evident in increased farm sector earnings
and rising overall wages, a process that was generated basically by
increased formal employment.

1.1 — Aggregate demand
1.1.1 — Consumption

The falloff in retail trade sector sales that had marked economic
performance up to the start of the second half of the year as a consequence
of interest and exchange rate variations coupled with deteriorating
expectations leveled off in August and September, albeit at a relatively
lower level than in 2000. The clearest sign of recovery in consumer demand
is found in October data, as real revenues of the Sdo Paulo metropolitan
region retail trade sector gained ground for the third consecutive month.

According to data purged of seasonal factors released by the Trade
Federation of the State of Sdo Paulo (FCESP), the sector’s revenues in
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Real sales of the retail sector in Sao Paulo

August and September turned in respective growth
Percentage change

Itemization

2001

rates of 0.7% and 0.4%. Analysis shows that, in the

Jul  Aug  Sep  Oct  Nov first month, this turnaround was due to sales of
in the month” building inputs while, in the second, it was generated
General 29 07 04 29 18 byrecovery under durable and nondurable consumer
Consumer goods 05 A3 2205 37 g40dsand by automotive sector sales. In October,

Durable 1.7 -1.4 2.1 1.8 4.6 . o
Semidurable 40 92 41 =80 a7 thesector turned in even sharper growth (2.9%),
Nondurable 19 13 37 10 31  with increased sales through factory authorized
Auty tive trad -10.3 -7.8 6.3 8.5 -1.1 . .
womotve frade vehicle outlets for the second month in arow (11.4%)
Building materials -5.3 1.8 -6.2 0.2 -7.6
and significant recovery under consumer durables
Accumulated in the year and, particularly, department stores (0.72%) and
General -1.8 -3.3 -4.3 -4.7 -4.8 . . .
0
Consumer goods 11 oa  as  as g articles for the home (1.22%). The reduction in
Durable 21 38 50 55 59 vehicleinventories on factory lots was due mostly to
Semidurable 202 201 207 208 213 gpecial financing conditions, while improvement
Nondurable 3.6 24 1.7 13 1.3 .
Autormofive trade 120 147 60 as1 6. under consumer durables can be explained by an
Building materials 78 64 41 33 10 upturnin salesonce the restrictions on the energy

supply had been attenuated.

Source: FCESP

1/ Seasonally adjusted.
*Preliminary.

Preliminary results for November confirm the trend

toward recovery under consumption. Based on data
free of seasonal factors, real revenues increased by 1.77% as a result of
increased sales of consumer goods, particularly durable and nondurable
products, while sales of semidurables turned downward. The automotive
trade sector declined in the month following strong positive growth in
September and October. A comparison of the average for the September-
November quarter with that of the previous quarter indicates growth of
2.41%, once seasonal factors are ignored. Consequently, the November
results provided further support to evidence of recovery in the sector.
However, it is important to note that the upturn will not be enough to
avoid a falloff under revenues in 2001, when compared to 2000. The
only segments to register higher growth than in 2000 were sales of
nondurable consumer goods and building inputs, explained basically by
increased formal employment and the consequent positive impact of
greater overall wages in the year.

The national sales volume indicator elaborated by IBGE pointed to a
drop of 1.1% up to October, when compared to the same period of
2000. The most important declines were registered under “other articles
for personal and household use” (6.3%) and “fuels and lubricants™ (3.4%).

10
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To some extent, these reductions were attenuated by the rise in sales
through hypermarkets, supermarkets, food products and beverages and
tobacco (1.8%) and fabrics, apparel and footwear (1.8%).

Consumer Intentions Index (IIC) The behavior of the Consumer Intentions Index (IIC),
120

N

which is calculated by FCESP, adequately mirrored

)

N\ ~

AT
T a\
e N N evolution in consumption over the course of 2001.
7 More specifically, the gradual decline from March

3
/

90 ~

to May was followed by an accentuated falloff in
80

70 A

i June, reflecting announcement of the measures taken

o0 | to cope with the energy crisis. The new level was

Jeb Apr Jun g Oct Dec Feb Apr Jun Aug Oct Dec maintained up to September when the curve turned

I IC Current conditions

Fuwre conditions— ypward once again, only to be struck down once

again by the international events of that month, the
effects of which were felt in October statistics. In November, the index
edged upward when compared to the previous month, reflecting recovery
under current consumer intentions, with growth of 6.7%. This result was
somewhat offset by a decline under future expectations caused by upward
movement in the rate of inflation and fear of unemployment.

The December IIC calculated by FCESP reflected recovery in consumer
perceptions when compared to the current situation and the outlook for
the future. Just as normally occurs in this period of the year, the indicator
was impacted by payment of the Christmas Bonus and the nearness of
the Christmas and New Year commemorations. The December index
also reflected the fact that the Brazilian economy was managing to move
forward despite the Argentine crisis and the United States economic
slowdown. Worry at the possibility of unemployment also lessened as
companies began opening temporary positions, as normally occurs toward
the end of the year. The 3.44% increase in the index when compared to
November resulted from growth of 3.69% under future intentions and
3.05% under current intentions.

In the month of October, the average rate of interest on the retail trade
sector declined for the third consecutive month to a level of 6.79%. It
should be noted that, until recently, this rate had accompanied the Selic
rate trajectory. The average monthly rate for the year came to 6.83%
compared to 7.26% in the same period of 2000. Net default rates
measured by the Sdo Paulo Trade Association (ACSP) moved in precisely

11
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Average interest rates effective in the retail sector

the opposite direction of interest rates, registering
Rate  sharp growth in November to 8.4%, in contrast to

6.2% in October. According to the ACSP, the major

reasons for this behavior were increases in
unemployment and the reduction in average real
sos 592 580 s7g  carnings. ACSP expectation is that the rate will
716 712 700 703 decline further in December as a result of seasonal
factors before turning up to the level of 6%. The

reasons for this trend are payments of the Christmas
bonus and normal consumer behavior in this period
rae  Of the year as they seek to recover their credit

standing for purposes of end-of-the-year purchases.

Though it did not reach the highest point of the
509 617 839  statistical series, the default rate remained about 2
p.p- above the average for 2000, thus reflecting the

Itemization 2001
Apr May Jun Jul Aug Sep Oct
Average interest rates 6.82 685 6.87 688 6.86 6.85 6.79
By segment
Large stores 585 592 594
Medium stores 7.09 712 7.14
Small stores 776 779 779 779 7.78 7.71 7.66
Source: Anefac
Default rates
Itemization 2001
Jul Aug Sep Oct Nov
spc (sp)" 733 599
Returned cheques? 513 509 504 511 517
Teledata (R))¥ 198 272 249 281 218
Teledata (National)u 2.59 3.05

208 264 236  crisisthathitthe nation’s productive activity. At the
same time, the proportion of checks returned due to

Source: ACSP, Bacen, Teledata, Abad and Anefac

1/ New registrations - registrations cancelled out/effected consultations (t-3).
2/ Cheques returned due to insufficient funds/cleared cheques.

3/ Returned cheques/cleared cheques.
4/ Average in the following cities: Belém, Fortaleza, Recife, Salvador,

insufficient backing to total checks cleared increased
in November, moving to 5.2% compared to 5.1% in
the previous month and 4% in November 2000.

Belo Horizonte, S&o Paulo, Curitiba, Porto Alegre, Ribeirdo Preto

and Rio de Janeiro.

1.1.2 — Investments

Investment indicators turned in highly differentiated performances over
the course of 2001. In the first quarter of the year, the productive capacity
of'the economy expanded, continuing a process that had begun in the
previous year. As of April, several indicators began registering signs of a
slowdown, more or less accompanying the level of economic activity in
general.

The outlook for 2002 suggests upward movement in investments together
with recovery in the pace of activity. However, to some extent, the
percentage rise in investments against GDP will be conditioned to an
upturn in investments in the building sector.

Output of capital goods, which had expanded by 17.3% in accumulated
terms for the year up to July when compared to the same period of
2000, registered growth of 15.7% up to October. This growth is

12



Inflation Report

December 2001

Investment indicators

% accumulated growth in year

considered quite strong, particularly when compared

Itemization 2000

2001

to the average of 2.5% for industry in general, and

May Jun

i Aw sep o Was sufficient to consolidate the change in the

Capital goods

Production 12.9
Imports 3.1
Exports 36.8
Inputs for the building industry 2.2
BNDES financing 27.7

195175
36.1 31.5
-7.3 -84
4.0 23
52.257.3

industrial output profile in 2001, when viewed against

the previous year, a period in which the lead position
17.3 16.8 15.2 15.7

269 242 200 191 Was held by production of consumer durables.
-11.3 -11.2 -12.3 -13.8

1.3 04 -04 -11 hl . f l
sas 05 ss7 200  Dasedonmonthly dataand abstracting from seasona

factors, an analysis of capital goods output figures

Source: IBGE, Funcex and BNDES

shows a reduction of 1% in September and a drop

of 4.7% in October. In the month of October, the
falloff was concentrated under output of industrial goods produced in
series (10.8%), mixed equipment (7.1%) and electricity generation
equipment (5.8%). A comparison of the average of the last two quarters
shows a level 1.7% higher in the August-October period when viewed
against the three previous months, mostly as a consequence of expansion
in the month of August. Utilizing these bases of comparison, it is evident
that output was driven by the sectors of construction equipment, with
expansion of 13%, followed by equipment for electricity generation, with
11.6%, and industrial goods not produced in series, with 7.1%.

The results accumulated in the year clearly reveal the response of the
electricity generation equipment industry to the energy supply crisis.
Output of equipment for this end grew by 48.7% up to October, a figure
that was sharply higher than the production of construction equipment,
which was ranked in the immediately following position with growth of
26.8%. Though the latter sector had registered rather mediocre results
up to the end of the third quarter of the year, the figures generated under
equipment output would seem to signal better days in the coming months.
Output of farm machinery expanded by 19.3% and strengthened
expectations of an excellent 2002 harvest, now in the planting stage.
Finally, expansion of 14.6% in the output of transportation equipment
also deserves attention.

Data for the month of November released by the National Association
of Automotive Vehicle Manufacturers (Anfavea) and purged of seasonal
factors by the Banco Central Department of Economics (Depec) point
to monthly growth of 1.6% in the output of farm machines, a result that
raised accumulated production for the year by 25.1%, when compared

13
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% change of the 12 month moving average

30

20

10
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Jan Jul

1999

Apr

20
Industrial production
Electricity sector capital goods

Oct Jan Apr Jul

Production of capital goods

Oct

Jan  Apr  Jul

2001
Capital goods

% accumulated growth in year

Oct

Itemization 2000 2001
Jul Aug Sep Oct

Capital goods 12.9 20.5 19.5 17.5 15.7
Industrial 19.0 11.0 11.3 9.5 5.7

Serial 21.9 11.6 11.9 10.0 5.7

Nonserial 7.3 10.5 10.7 9.1 6.0
Agricultural 19.3 14.0 13.1 11.8 19.3
Farm parts 14.6 13.1 12.3 11.0 3.8
Building 15.0 143 141 131 26.8
Electric energy 3.2 211 22.0 21.6 48.7
Transportation 22.8 211 21.6 20.8 14.6
Mixed 7.9 20.0 20.3 194 7.2
Source: IBGE

Production of automotive vehicles

Percentage change

Itemization 2001

Jul Aug Sep Oct Nov*
In the month”
Farm machines 11.2 -3.0 154 4.1 1.6
Buses -4.7 7.8 -5.1 21.7 24.0
Trucks -9.5 2.3 -10.4 6.1 6.5
In the year
Farm machines 30.7 27.2 26.1 26.7 25.1
Buses -2.6 -2.9 -3.9 -11 1.7
Trucks 19.7 14.9 10.5 8.0 7.5

Source: Anfavea

1/ Seasonally adjusted.

* Preliminary.

to the same period in the previous year. Part of this
performance can be attributed to external market
demand, since sales of these products abroad
increased by 49.3% compared to 19.4% in overall
sales. Anfavea data point to significant growth in the
nation’s highway cargo transportation fleet, as
production of trucks increased by 7.5% in the year.
On the other hand, output of buses expanded by
just 1.65% up to November.

The volume of capital goods imports registered
19.1% expansion up to October, compared to
36.1% at the end of the first six months of the year.
Analysis of the composition of the dollar value of
imports indicates accentuated growth in purchases
of fixed equipment for mobile telephone services
(26%), industrial machinery (22%) and parts and
spares for industrial capital goods (21.5%).

Output of the construction industry turned downward
as of the first quarter of the year. According to
quarterly GDP data, the sector accumulated growth
of 4.5% up to March, compared to the
corresponding period of the previous year. This result
dropped to 2.4% at the end of the first half of the
year and to 0.76% in the third quarter. The
accumulated rate of GDP growth up to September
closed at 2.17%. When one considers the significant
participation of this heading in gross capital formation,
this result inhibited growth in the percentage of
outlays on investments compared to GDP. With
regard to output of building inputs, data from which
seasonal influences have been eliminated reveal that
the first positive monthly result registered after
February occurred only in September. The final figure
for the first ten months of the year was a falloff of
1.1%, compared to 2.1% growth in the
corresponding period of the previous year and a
decrease of 3.6% in 1999. The lack of dynamism in

14
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Production of construction inputs this sector in recent years was generated to some
% change of the 12 month moving average . . .
3 o~ extent by cutbacks in public sector investments, as
2 / N well as the high costs of financing residential
1

™ / N\ construction
0 .
SN\ J/ \

/

2
3 N\ The resources disbursed by the BNDES System —
) / : : .
: National Bank of Economic and Social Development

Jan hpr - oct Jan - apr ot Jen ot (BNDES), the Special Industrial Financing Agency
Source: IBGE (Finame) and BNDES Participagdes S.A.
(BNDESpar) — expanded by 29% up to October,
compared to the same period of 2000. On a sector
by sector basis, increased growth was registered in total resources
channeled to the crop and livestock sector (44.5%), followed by the
manufacturing industry (39.3%) and commerce and services (12.9%).
The mineral extraction industry registered a decline of 22%. The Long-
Term Interest Rate (TJLP), which reflects the cost of the loans granted
by the BNDES System, moved from 9.5% per year in the third quarter
to 10% per year in the fourth.

Inventory indicators registered differentiated trajectories in the
various indices and sectors analyzed. Thus, the Manufacturing
Sector Survey carried out in October by the Getulio Vargas
Foundation (FGV) registered high stock levels caused by weak third
quarter demand.

On the other hand, the 20th Bic Banco Survey pointed to an across-
the-board reduction in stock levels, as the 67.3 index for the second
quarter slipped to 62.4 in the third. A sector-by-sector analysis showed
declines in stock levels in the capital goods and nondurable consumer
goods industries and in the wholesale trade sector. The intensity of these
declines was sufficient to offset upward movement in the stock levels of
the crop and livestock sector, intermediate and consumer durables
industries and the retail trade sector.

Data released by the National Federation of Automotive Vehicle
Distribution (Fenabrave) registered the fifth consecutive month of
downward movement in the stock of factory authorized vehicle sales
outlets which, in the month of November, closed at a level 14.4% below
the same month in 2000.

15
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Gross capital formation as % of GDP

In the month

26

Analysis of investment indicators allows one to conclude that installed output
capacity expanded in all sectors of the economy in 2001. In the industrial
sector, growth was below the 2000 level, while expansion in the other sectors
was higher. The most important components of the increase in capital goods
production were the sectors of electricity generation, construction and
agriculture. Demand for electricity generating equipment is expected to decline
in the coming months as rationing measures are attenuated. However,
expectations of upward movement in electricity rates should stimulate the
search for energy self-sufficiency by the industrial sector. In recent years,
output of farm equipment has accompanied growth in the harvest of grain
and other crops. This tendency is expected to continue in 2002. The lag
between production of equipment for the building industry and the effective
performance of the sector suggests that the conditions needed for recovery
are present, particularly in terms of output capacity. Emphasis should be
given to the fact that the behavior of the construction sector is a determining
factor in raising the proportion of investments to GDP.

1.1.3 — Internal demand

Reflecting the fact that imports of goods and services
surpassed exports in monthly comparisons up to

24

22

A October, internal demand followed an upward
/\ |7 \/ /\| trajectory over the course of the year. Thus, the
\ AVEa Ny representativeness of internal demand against GDP

moved from 101.08% in the twelve month period

18

20 J

ended in October 2000 to 101.82% in October

16

2001, according to estimates issued by Depec.

Jan
1999

Apr

Jul

Oct

Jan
2000

Apr

Jul

Oct Jan Apr Jul Oct
2001

Gross capital formation is expressed as a percentage

of GDP increased from 21.3% in October 2000 to
22.9% in October 2001. When one considers gross fixed capital
formation, which does not include the items “others” and “stock
variations”, the rates came to 19.2% and 19.6%, respectively. With
exception of the building sector, investment indicators registered growth
rates that were higher than most of the consumer demand indicators.
The estimate of consumption in relation to GDP, which includes stock
variations, dropped from 82.39% in the twelve month period ended in
October 2000 to 82.13% in the same period up to October 2001.
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Gross capital formation and gross fixed capital formation

Gross capital formation or investment results from the algebraic sum of gross fixed capital
formation and inventory variations. In its turn, gross fixed capital formation is subdivided into
three groups: construction, machines and equipment and others.

Indicators exist for the sectors of construction and machines and equipment that make it possible
to monitor their monthly growth curves. Construction is monitored by the IBGE statistical series
on production of inputs for the sector. In the case of machines and equipment, data for industrial
production as announced by IBGE are combined with exports and imports of capital goods. With
these three series, it is possible to come to the concept of capital goods absorption.

These two sectors represent the major share of gross capital formation. According to national
accounts for the 1995-1999 period, construction accounted for an average of 13.3% of GDP and
62.6% of gross capital formation. In the case of machines and equipment, the corresponding
figures came to 5.3% and 25%, respectively.

No monthly indicators exist for the item “others”, which mostly encompasses activities related
to forestry, formation of permanent crops and animals for breeding, traction and dairy cattle.

At a given moment, stocks include all goods, with the exception of fixed assets belonging to
the resident producer units. Information periodically released on changes in stock positions is
mostly provided on a sector-by-sector basis. Evaluation of the behavior of this variable is difficult
as a result of the lack of the data needed to monitor the trajectory of this variable in aggregate
terms.

Considering the limited data available for any evaluation of the item “others™ and stock variations,
Depec investment estimates were restricted to the concept of gross fixed capital formation.

In the second half of 2001, IBGE began publishing quarterly national accounts, going back to
the first quarter of 1991. Based on the concept of fixed capital formation, the series provides data
on investments, without itemizing their composition. In annual terms, the data for national accounts
were published for the 1995-1999 period. Based on this information, it can be seen that, in terms
of the average for the period, outlays on the items included under “others” represented about 1%
of GDP and stock variations accounted for 1.6%.

The following table presents monthly data showing the percentage participation of gross capital
formation and gross fixed capital formation in GDP in 2001. The figures are based on indicators

17



Inflation Report

December 2001

for output, imports and exports of machines and equipment, inputs for the building industry and,

furthermore, projections of the items “others’ and stock variations, utilizing data from 1995 forward

as well as sector-by-sector information on stock evolution.

Gross capital formation

Percentage of GDP
Itemization Gross capital Gross fixed capital
formation formation

2001
Jan 23.0 19.7
Feb 22.9 19.3
Mar 24.9 21.2
Apr 23.8 20.3
May 243 20.9
Jun 22.2 18.6
Jul 22.4 19.2
Aug 23.7 20.4
Sep 22.9 19.4
Oct 22.9 19.6

Source: IBGE and Banco Central do Brasil

1.1.4 — Conclusion

With the signs of a leveling off in consumer demand at the start of the
second half of the year, indicators started a slow but steady upturn in
more recent months. Factors such as income generated by the primary
sector and additional job positions created among registered workers in
every month of the year explain this performance. The recovery of
consumer purchase intentions demonstrated that the effects of the energy
crisis and the deteriorating external scenario have been absorbed,
suggesting a positive environment for growth in end of the year sales.
The falloff in average earnings will certainly bar any possibility of demand
growth beyond the productive sector’s capacity to respond.

With regard to investment demand, capital goods absorption — defined
as output plus imports less exports of equipment — remains high, with
growth of 22% up to October, when compared to the first ten months of
2000. This behavior contrasts with the diminishing dynamism of the
building industry since the early months of the year.
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1.2 — Aggregate supply
1.2.1 — Crop and livestock farming

Crops
Gra:n production The current grain harvest totaled 98.5 million tons,
In million of tons
100 the largest in the history of the nation. In comparison
95 to 2000, growth came to 18.3%, according to the
% November Systematic Farm Production Survey
8 (LSPA) carried out by IBGE. Analysis of regional
80 distribution of the harvest indicates that the southern
751 region accounted for 50.1%, with expansion of
70 37.9%, followed by the central-west region, with
1995 1996 1997 1998 1999 2000 2001
Source: IBGE 29.2% of output and growth of 11.2%, when
compared to 2000. The southeast region registered
growth of 8.6% and accounted for 12.8% of the total harvest. Finally,
the north and northeast regions turned in relative participation levels of
2.1% and 5.7%, with output declines of 4.3% and 27.6%, respectively.
It is important highlight the fact that the performance of the harvest was
generated basically by sharp growth in average yield, since the total
area under cultivation increased by only 1.2% when viewed against the
previous year. The crops that turned in growth in planted area registered
more accentuated yield levels, as occurred in the case of corn. Even
those harvests —rice, for example - that closed with lesser output and
area planted managed to achieve productivity gains.
Crops
2001 percentage change  The failures that occurred in the bean and rice
emization Production  Area /,::Jffﬁon harvests impacted the prices of these products during
the year. In more specific terms, the prices of black
Grain production 18.3 11 b d . . d t t. t f
Cotton (seed) a12 0z sod eans and rice increased at respective rates o
Rice (in husk) 8.0 -13.9 6.9 174.37% and 43.77% up to the month of November,
Beans 24.2 -20.0 51 as shown by the Broad Consumer Price Index
Corn 29.9 6.4 29.1
Soybean 15.1 2.2 12.7 (IPCA)
Wheat 92.8 59.7 20.7
Others 17.8 -2.1

For the coming year, the second survey of planting

Source: IBGE

1/ It refers to the November LSPA.

intentions and area planted for nine different products
in the southeast, south and central-west regions and
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Livestock
Total weight

Percentage change in 12 months

16

Rondonia turned in growth of 1.1%. Mention should be made of the favorable
estimates of the area to be occupied by soybean (11.1%) and first bean
harvest production (9.8%). On the other hand, a reduction is expected in
the area planted in rice (2.4%), manioc (10.1%) and the first corn harvest
(13%). In the case of manioc, the reduction was a consequence of marketing
prices, considered very low in the previous harvest. The lesser area given
over to the first corn crop is also explained by the same reasons, coupled
with expansion of the area planted in soybeans.

Livestock

Livestock production moved upward over the course of 2001. In the
first six months, growth came to 4% and more recent indicators
demonstrated that 2001 will be the fourth consecutive year of positive
results in this sector. As a matter of fact, since 1990 the only year in
which the livestock sector turned in negative growth was 1997.

An analysis of the major components of this sector
point to generalized growth. Thus, data available up

14

to September indicate expansion of 13.9% in the

N M O ©

b Pl P production of cattle, 16.4% in that of hogs and 11.5%
10 JZ/"&Q\\ =V -/ for chicken. Milk production increased by 11.3% in
_\7 N\ L the same period. The segment of the food industry
/ N oL o that operates with livestock has continued producing

Jan May Sep
1999

Jan May

2000

performance levels well above the average for the
Sep Jan May Sep

Cattle

Source: IBGE

Hog

-~ manufacturing sector in general. Up to October,
slaughter (excluding poultry) and trimming operations
expanded by 6.8%. In the case of poultry, the increase
was 8.5% while the cooling and preparation of milk and milk products
grew by 5.1%. When one considers the inputs for the sector, the same

tendency is perceived as production of animal feed increased by 6.7%.

Just as occurred in recent years, the results for the export sector in 2001
were quite good. In accumulated terms for the year up to October, total
foreign sales of meat and giblets increased by 50.8%. Analysis of the
most relevant items shows that growth came to 117.2% under hogs and
derivatives, followed by expansion of 78.2% under cattle and 35.8%
for poultry.
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The upward movement in exports has impacted internal prices, particularly
in the case of beef. Consequently, in both October and November, the
IPCA registered increases in meat prices equivalent to 5.23% and 2.87%,
respectively, and accumulated expansion of 11.26% in the year.

1.2.2 — Industry

Industrial output

A breakdown of industrial output indicators in recent months shows that
the negative impact of the restrictions imposed on electricity consumption
have been almost entirely absorbed by the sector. October results were
strongly impacted by a work stoppage by oil workers, with repercussions
on the mineral extraction industry and the chemical industry. Once these
effects are eliminated from the calculation, the October result remains
negative, albeit with considerably less intensity. This result is compatible
with the leveling off of the pace of industrial activity below the figures for
the first half of the year, though sufficiently high to ensure positive results
when compared to the preceding year.

The various studies and surveys carried out among industrialists confirmed
that their concerns has shifted from the energy crisis to such questions
as the profit margin squeeze and questions of demand in the latter months
0of 2001 and first quarter of 2002.

A comparison of the results of the Manufacturing Industry Survey carried
out by FGV in October with those of the July survey indicated a
perception among businesspersons that the behavior of demand for
industrial products has shifted from “drastically weak™ to “stabilized”.
The October survey registered high stock levels as a result of several
factors such as the weak demand that marked the month of July and,
with regard to the business situation in general, the profit margin squeeze,
which is basically explained by devaluation of the real. As regards the
final quarter, businesspersons expect moderate growth in demand which,
as a consequence of high inventory levels, will not be matched by growth
in production. The FGV has also detected replacement of demand for
imported products with internal production as a consequence of
exchange devaluation.
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Industrial Business Confidence Index
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1999 2000 2001
I General index Expectations Current conditions
Industrial production
Percentage change
Itemization 2001
Jul Aug Sep Oct
In the month -057 -002 -031 -1.92
Same month of the previous year 127 -040 -1.87 -343
Accumulated in the year 4.47 3.79 3.13 2.50
Accumulated in 12 months 5.24 4.47 3.99 3.12
Source: IBGE
1/ Seasonally adjusted.
Industrial production
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Source: IBGE

Industrial production by category of use

12 month accumulated rate

Itemization 2001
May Jun Jul Aug Sep Oct
Industrial production 655 580 530 454 408 312
Capital goods 1857 1840 1859 17.61 16.13 15.34
Intermediate goods 553 459 3838 3.04 240 134
Consumer goods 401 363 346 298 326 253
Durable 1785 1563 13.11 9.71 848 5.86
Semi and nondurable 058 060 099 122 189 164

Source: IBGE

In October, the Industrial Business Confidence
Index, which is elaborated quarterly by the National
Confederation of Industry (CNI), on the basis of
information provided by industrial federations in 19
different states, remained practically stable when
compared to the July result. The permanence of this
index below the 50 point mark reflects such questions
as the economic slowdown and high levels of interest
and exchange rates. The falloffin the confidence level
has been more closely related to negative perceptions
than to expectations, since the index for the latter
factor has remained above 50, despite the drop in
relation to July.

Despite a monthly drop of 1.92% in industrial output
in October, considering data seasonally adjusted, the
accumulated results for the year remained positive,
with a rise of 2.5% compared to the first ten months
0f2000. Analysis of the major segments shows that
the strike of oil workers in the extraction and refining
segments had a strong impact on the results of the
mining and chemical industries. The weights of these
industries in the overall context of industrial output are
10.4% and 18.2%, respectively. The most important
items in these segments are crude oil and gasoline,
with respective drops of 7.8% and 7.5%. When the
effects of these factors are withdrawn from the result,
the decline in industrial output came to 0.11%.

Despite the negative result of the general indicator,
one notes that twelve of the twenty one segments
surveyed turned in positive growth, with the strongest
performances under perfumes, soaps and candles
(7.9%), tobacco (6.4%), furniture (5.4%) and rubber
(5.3%). In terms of use categories, however,
comparisons with the September result pointed to an
across-the-board downturn, with the sole exception
of consumer durables, which registered positive output
growth after seven consecutive declines.
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Industrial production according to electricity

consumption

Accumulated results for the year show that twelve of the twenty one
segments registered negative results, with the sharpest downturns under
leather and hides (10.5%), apparel, footwear and cloth goods (6.3%)
and tobacco (4.9%), which correspond basically to semidurable
consumer goods. On the other hand, the highest growth figures were
detected under electric and communications equipment (9.6%),
mechanics (7.8%) and transportation equipment (7.5%), all of which
are segments related to the capital goods industry. As already stated, it
was the capital goods sector that occupied the lead position in terms of
output throughout 2001. Composition of the growth rate shows that these
segments accounted for 1.97 p.p. of the 2.5% growth rate turned in by
general industry.

According to the intensity of electricity consumption,
comparisons between 2001 and 2000 showed more

Percentage change

Itemization

2001

intense growth for the medium and low intensity

Jul

sectors, which account for 33.2% and 40.1% of the

Aug Sep Oct

Month in the previous year
High intensity sector
Medium intensity sector

Low intensity sector

In the year
High intensity sector
Medium intensity sector

Low intensity sector

In 12 months
High intensity sector
Medium intensity sector

Low intensity sector

-3.94

4.42
2.87

-0.17

5.35
7.29

0.98
5.18
8.30

-460 -548 -550

-077  -132 -1.80

value of the output of the manufacturing sector and
closed with expansion of 4.4% and 4.1% respectively.

3.56 2.16 0.90
011 -2.03 -3.00

In the high intensity sector, which account for 26.6%
of industry, output dropped by 1.8%.

A comparison between the results accumulated in the
Zz :Zz j’ig twelve month period up to October with those
registered at the end of the first half of the year pointed
to deceleration in the output of capital, intermediate and
0.06 -0.64 -1.40
4.90 4.98 4.60

7.46 6.78 5.30

consumer goods. Basically, the performance of the latter
category was caused by less intense growth in the

Source: IBGE

production of consumer durables, which dropped from
15.6% up to June to 5.9%, reflecting continued high
rates of interest and energy supply restrictions. At the
same time, the trend toward gradual upward movement in the production of
semidurable and nondurable consumer goods continued, as expansion moved
from 0.6% up to June to 1.6% up to October. This movement has been
sustained by both the domestic market, as evident in the upturn in
employment, and the external market, as food exports also expanded.

Sector-by-sector data for November revealed that the automotive
industry produced 153.5 thousand vehicles. With this, the accumulated

23



Inflation Report

December 2001

result for the year expanded by 8.5%. Once seasonal factors are purged,
monthly growth came to 12.6%. Sales totaled 148.1 thousand vehicles,
for growth of 13.2% in the month, based on the statistical series devoid

of seasonal influences. Output of farm machines and equipment expanded

by 1.6% in November, the third consecutive month of positive results.

In the year, growth came to 25.1%, a result that clearly suggests that

productivity gains will also be achieved in the coming harvest which is

now in the sowing stage.

Utilization of installed capacity
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Seasonally adjusted data

Average percentage
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The level of utilization of installed output capacity
reflected the leveling off of industrial production in
recent months. The pace of reduction in utilization
of industrial facilities has declined up to September.
However, according to data released for the month
of October by the Federation of Industries of the
State of Sao Paulo (Fiesp) and CNI, there are
increasingly clearer signs of a turnaround.

In this sense, the FGV study, which had revealed a
downturn of 3 p.p. from April to June in the utilization
level of industrial capacity, indicated a 1 p.p. falloff
in the October survey. In the statistical series from
which seasonal factors have been removed, the
declines came to 3.1% in the second quarter and
2.3% in the third, when compared to the immediately
previous periods. A comparison with October 2000
shows an accentuated drop, reflecting the behavior
of the consumer and capital goods industries, since
the levels registered by construction material and
intermediate goods stabilized.

Aside from this, of the twenty one segments covered
by the October FGV survey, eleven turned in higher
levels of utilization of productive capacity in
comparison to the July results. The highest expansion
occurred in industries that produce rubber (4.5 p.p.)
and apparel, footwear and cloth goods (8.1 p.p.).
On the other hand, the sharpest declines occurred
under tobacco (38.1 p.p.), perfumes, soaps,
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Utlization of installed capacity
Capital goods
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detergents and candles (11.4 p.p.) and leather and
hides (2.6 p.p.), all of which are classified under
semidurable and nondurable consumer goods.

The level of utilization of installed capacity declined
from April to September in the industries located in
the twelve states covered by the CNI survey and
then stabilized in October according to figures from
which seasonal factors have been purged. In the case
of Sdo Paulo industry, utilization of installed capacity
increased by 0.38% in October following a reduction
from May to September. In relation to the level
registered in October 2000, declines of 1.87% and
2.76% were recorded in the industries analyzed by
the CNI and Fiesp, in that order.

1.2.3 — Gross Domestic Product
(GDP)

At market prices, GDP expanded by 2.17% up to
the end of the third quarter, when compared to the
same period in 2000. Expansion in the first half of
the year closed at 3.12%. Once seasonal impacts
have been excluded, GDP remained stable in the
second and third quarters. Compared to the third
quarter of 2000, growth came to 0.34%. In general,
the results show that the effects of the energy crisis
and depreciation of the real were initially
overestimated as is evident in the fact that the

economy stabilized, with no drastic slowdown as many observers had

predicted.

Observation of the behavior of the rates accumulated over the course of

the year indicates positive results in all sectors, with particularly strong

performances in both crop and livestock output. In the industrial sector,

it should be noted that the only segment to register an output decline

was that of public utility industrial services, clearly reflecting the

restrictions imposed on electricity consumption. Notwithstanding this
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GDP outlook for 2002

Based on an analysis of sector-by-sector economic performance, the scenario presented in
the table on the following page was created for 2002 GDP growth. This analysis took due account
of the expectations of various entities on growth in their own specific areas of activity, research
findings of various institutions, statistical questions — seasonality and reference bases —as well as
situational factors, particularly with respect to the evolution of external and internal demand.

For the primary sector, expectations are considered highly positive, particularly in light of early
harvest forecasts released by Conab/MAPA and IBGE’s survey of planting intentions among rural
producers. The studies carried out by these institutions point to a record grain harvest, with growth
in the range of 2% over the previous harvest. Aside from this, crops of considerable weight in the
composition of the nation’s primary sector product, such as coffee, oranges and sugar cane, are
expected to turn in high growth levels in the coming year. Livestock production will keep pace
with the results of recent years, particularly in view of highly favorable international market demand
for meat exports in general. These operations will be further stimulated by increased external
demand for the Brazilian product and evolution of the rate of exchange. Since it is strongly impacted
by the steel sector, plant extraction is also expected to generate growth above the figure for 2000.

In the context of industry, important segments of the manufacturing sector have projected high
levels of expansion for the coming year either as a result of their participation in the aggregate value
of the nation’s production structure and/or their role in other subsectors of the economy. The
automobile industry expects to sell 1.9 million cars, with growth in the range of 8%. The sectors of
steel and the food industry are projecting similar results, albeit at a slightly less intense pace. Despite
these positive expectations, the growth of the manufacturing industry is limited by the statistical
effects of the decline registered in 2001, since this will generate an unfavorable basis of comparison
known as a negative carry over. Insofar as the outlook for other secondary subsectors is concerned,
the mining industry should close with higher growth than in 2001 as a result of the serious problems
faced in the area of prospecting in the year. For public utility industrial services, which basically
involve electricity generation, projections based on Eletrobras data point to strong growth.

In the tertiary sector of the economy, projections for the subsectors of transportation and
commerce were based on the growth figures calculated for the manufacturing industry and farm
sector, using the criteria employed by IBGE in its calculation of GDP. Among the other subsectors,
emphasis should be given to real estate leases, public administration and other services, which
account for about 70% of the product of the tertiary sector. Quarterly results for recent years
were used to calculate the first two of these, since they have registered relatively stable figures in
the period. For other services, the outlook for growth in formal employment as foreseen by Ministry
of Labor data was incorporated into the projection.
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Gross Domestic Product

% change

Itemization 2001" 2002
Crop and livestock 3.2 3.5
Industry 1.6 2.5
Mineral extraction 6.4 7.5
Manufacturing industry 2.0 1.9
Construction 0.8 1.7
Public utility industrial services -2.5 5.2
Services 2.5 2.1
Commerce 2.2 0.8
Transportation 1.3 0.8
Communications 12.5 8.0
Financial institutions 1.4 1.9
Other services 1.6 2.4
Real estate leases 2.2 2.3
Public administration 1.6 2.0
Financial dummy 2.3 1.9
Value added at basic prices 2.2 2.4
Taxes on products 2.1 2.6
GDP at market prices 2.2 2.5

Source: IBGE and Banco Central do Brasil

1/ Up to the third quarter.

Gross Domestic Product

Percentage change

Itemization

2000

2001

1] v | 1] 1]
Accumulated in the year 4.60 4.39 4.50 3.12 2.17
Accumulated in four quarters  4.28 4.39 4.24 3.57 2.56
Quarter/same quarter
of the previous year 4.28 3.77 4.50 1.82 0.34
Quarter/previous quarter
seasonally adjusted 0.82 0.89 0.17 0.02 0.05

Source: IBGE

result, the 2.5% drop was less than originally
expected, particularly in light of the scope of the
rationing measures adopted. Even in the building
industry, the results were less somber than originally
predicted, as output of building inputs declined by
0.39% up to September. All of the service
subsectors closed with positive growth, led by
communications with 12.5% and “other services”
with 3.6%.

1.2.4 — Conclusion

With announcement of GDP results for the third quarter of the year, it

became evident that the deceleration in the pace of activity that marked

the first half of the year has leveled off at a point below the results for the

early months of the year. Sector-by-sector indicators for October and
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Unemployment rate
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November indicate that the process of stabilization in the pace of activity
at a slightly lower level could soon be transformed into gradual recovery.

To some extent, the adverse impact of the highly negative international
scenario, high interest rates, exchange devaluation and the energy crisis
were offset by the good results achieved in the farm harvest and in foreign
sales of several productive sectors. Growth in farm income coupled with
the dynamics of the foreign trade sector generated a positive influence
on the pace of activity and employment and aided in diluting the adverse
impacts created in the industrial sector, particularly in manufacturing,
which is traditionally more sensitive to such shocks.

With the exception of such circumstances as the reduction in the rice
and bean harvests and the energy crisis, supply in the course of the year
has kept pace with the demand trajectory. Despite the stimulus produced
by the positive crop and livestock farming results and increasingly higher
levels of formal employment in the country, wages and real earnings turned
downward. Even in the hypothesis of a strong upturn in demand for
industrial goods, the economy has approximately 20% idle capacity to
meet such demand over the short-term.

1.3 — Labor market
1.3.1 — Employment

Analysis of employment indicators demonstrates that formal employment

in the country has been growing, while unemployment has remained stable.

In the industrial sector, surveys have shown that the number of layoffs

has been less than initially suggested by the economic scenario. However,
indicators for the month of October reveal that this
trend have been reversed.

4

VAN

The rate of open unemployment calculated by IBGE

R\ /"M in six metropolitan regions has remained above the
Vad

6% mark since March. In October, the rate closed

at 6.55% compared to 6.15% in the previous month.

1999

Source: IBGE
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2000
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oct Jan apr Jul oc  Thisresult reflects a combination of 0.45% growth
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Seasonally adjusted in the working population and stability in the number
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Industrial employment

Seasonally adjusted data
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of those employed, resulting in a rise of 7.19% in the number of
unemployed. Up to October, average unemployment in the year came
t0 6.27% compared to 7.46% in the same period of the preceding year.
The average time during which people seek work increased to 21.76
weeks in October compared to 20.47 weeks in September.

Despite stability in the number of working people, there has been a
significant shift in employment patterns among the sectors surveyed.
Employment in the manufacturing sector increased by 0.51%, while the
construction industry, commerce and services turned in declines of
1.23%, 1.2% and 0.05%, respectively. Analysis of the results
accumulated up to October pointed to average growth of 0.79% in the
number of working people, with 1.59% in the service sector and 0.97%
in manufacturing. Construction industries and commerce in the
metropolitan regions analyzed cut their employment rolls back by
respective rates of 2.81% and 0.77%.

Looking at the various occupational categories, October witnessed a
falloff 0f 0.99% in jobs held by registered workers and a drop of 0.84%
among employers. However, the IBGE household survey confirms data
gathered by the Ministry of Labor and Employment (MLE), indicating
accumulated 4.4% growth in the year in formal employment, compared
to downturns of 6.77% in the number of employers, 1.75% in unregistered
employees and 0.62% in the number of self-employed workers.

Industrial employment has followed adownward curve
in recent months according to CNI and Fiesp data. In

the industries of the twelve states monitored by CNI,

employment dropped in the period from June to

N

October, with more accentuated declines in August
ol (0.59%) and September (0.36%), utilizing data from

.

which Depec has eliminated seasonal impacts. This

Jan
1999

Apr

Jul

Oct Jan Apr
2000

Fiesp

Jul

CNI

ox s A a1 oa behavior reflects the defensive stance adopted by

2001 employers in relation to the financial implications of

layoffs, recalling that the costs of such decisions
increased as of October when alterations were
introduced into the Employment Compensation Fund (FGTS). It is
important to note that employment declined during that month, albeit at a
significantly less accentuated pace of 0.22%. In the industries affiliated
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Formal employment
December 2000=100
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with Fiesp, employment began moving downward in March, with the most
expressive losses being registered in August (0.38%) and September
(0.42%), before stabilizing in October. It is important to perceive that,
despite the unfavorable performance cited above, employment in the
manufacturing sector in 2001 was higher than in the first ten months of
2000 when measured by both Fiesp (1%) and CNI (1.47%).

Contrary to the other employment indicators, which
have been quite volatile in 2001, formal employment

" figures calculated on the basis of the MLE General
— " File of the Employed and Unemployed (Caged)
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showed only positive results up to October.
Consequently, in the first ten months of the year,

849.9 thousand formal employment positions were
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Source: Ministry of Labor and Employment

Seasonally adjusted

created, representing growth of 2.9% compared to
2000. In the sector of services, 336.6 thousand jobs
were created in the year, followed by industry with

2001

164.3 thousand and commerce with 156.9 thousand.

In the month of October, once seasonal factors have
been eliminated, new job openings came to 77.1 thousand, indicating a
rise 0f 0.34%.

It should be underscored that formal employment showed very little
reaction to the impact of the energy and foreign sector crises. In the
case of industry, which is the sector most sensitive to this type of
occurrence, the only month in which it registered a negative balance
between hirings and layoffs was July. The elimination of 2.2 thousand
job positions in that month was more than offset by renewed hirings in
the following months, totaling 59.6 thousand from August to October.

According to the MLE, the total number of formal employment positions
in the month of October came to 23,830 thousand. In that month, the
number of employed persons in the six metropolitan regions analyzed by
IBGE totaled 17,258 thousand. It should be noted that MLE indicators
are national in scope and cover a larger number of workers, while the
IBGE figures make it possible to monitor both formal and informal
employment. The only opportunity on which IBGE issues statistics for
the country as a whole is when it announces the results of the National
Household Sampling Survey.
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1.3.2 — Wages and earnings

Reflecting the impact of the downturn in the level of activity and the rise
in inflation, the behavior of real wages and earnings indicators has been
rather negative in the last several months. Even in this context, however,
industrial wages accumulated gains in the year, in contrast to the results
of household surveys.

According to the IBGE household survey in six metropolitan regions, real
average earnings declined at monthly rates 0of 0.84% in August and 1.63%
in September, based on figures from which seasonal factors have been
purged. These results point to a 1.6% downturn in the third quarter of the
year, compared to the previous quarter. In comparison to the same period
0f 2000, the reduction up to the end of the third quarter reached 2.5%.
Analysis by sector of activity indicates an across-the-board reduction in
real earnings using the same bases of comparison, as the earnings of those
employed in the sectors of commerce, manufacturing and construction
dropped by respective rates of 5%, 3.52% and 3.28%. From the point of
view of employment positions, the only category to achieve improvement
in earnings in the year was that of the self-employed when compared to
2000 and, even in this case, the increase came to a meager 0.13%. The
largest falloff' (3.1%) was registered by the earnings indicator of the formal
employment sector, followed by a 2% loss for employers and a drop of
0.92% for those in the informal sector of the economy.

Growth in overall wages and earnings in the metropolitan regions
analyzed by IBGE was positive up to May, when the accumulated
twelve month figure closed with growth of 10.57%. As of that point,
however, the earnings curve turned downward. In monthly terms, the
largest loss occurred in August (2.1%), followed by 0.3% in September,
based on figures from which seasonal factors have been eliminated. In
accumulated terms for the year, the increase closed September at
7.13%. Utilizing seasonally adjusted figures, real overall wages declined
by 2.76% in August and 0.98% in September, though the accumulated
result for the year remained positive at just 0.18%. The difference
between average earnings and overall earnings reflects growth in the
number of job positions, which was higher on average than the number
existent in 2000.
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Real earnings - average and total

12 month moving average
% change
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According to figures released by Fiesp and purged
of seasonal influences, real average salaries in the
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2001 accentuated reductions. Despite the negative results,

o these variables accumulated real gains of 6.5% and

7.2% in2001.

CNI industrial indicators, which encompass surveys carried out in twelve
states, also pointed to positive growth in real overall wages in 2001,
albeit at a less accentuated pace. In the month of October, this variable
registered a drop of 0.5% compared to September, when measured on
the basis of data devoid of seasonal influences, accumulating 3.93%
growth in the year.

1.3.3 — Unit labor cost and productivity in
the manufacturing sector

Calculated as the ratio between the sector’s output, as announced by
IBGE, and hours worked in production, calculated by CNI, the
productivity of the manufacturing sector dropped by 0.2% up to October,
when viewed against the same period in the previous year. By the end of
the first half of the year, growth had totaled 1%. For Sao Paulo industry,
the indicator for the state’s industrial productivity rate was calculated
according to output, as announced by IBGE, and hours worked as
defined by Fiesp. The final result of this calculation was a 1.9% increase
in productivity up to September when compared to the corresponding
period in 2000. At the end of the first half of the year, growth had moved
to 2.2%. The conclusion to be drawn is that productivity gains slowed
for the nation’s industry as a whole and for that of Sdo Paulo.
Manufacturing in the State of Sdo Paulo continues registering positive
results, a fact that can be partially explained by employment adjustments
in recent months, particularly elimination of 19.8 thousand jobs up to
October, according to figures released by employer associations from
the state.
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Manufacturing industry: hours worked in The downward slide in productivity in 2001 resulted
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covered by CNI and the output of the manufacturing
sector, as measured by IBGE, which is transformed
into nominal values through application of the Wholesale Price Index —
Overall Supply — Industrial Products (IPA-OG-PI), indicated a decline
of 2% up to October, when compared to the same period of 2000, as
against a falloff of 3.4% up to June. One should observe the fact that the
9.96% growth achieved by the IPA-OG-PI up to October was partly
generated by exchange devaluation, which has no effect on wages.

On the other hand, real ULC became positive as of
June. Analysis of the series free of seasonal impacts
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The less favorable evolution of productivity and ULC
when compared to previous years points to a
reduction in the capacity of the labor factor to absorb
the higher costs generated by such factors as exchange devaluation and
higher government managed prices.

1.3.4 — Conclusion

The behavior of formal employment in recent months came as a pleasant
surprise. To a certain extent, generation of new job openings stimulated
demand. The IBGE indicator, which encompasses other occupational
categories, registered stability in unemployment at a level below the same
period of 2000. However, parallel to growth in the working population,
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real average earnings dropped and dampened the possibilities of an
accentuated upturn in demand. Growth in consumer indicators ratifies
this conclusion.

On the other hand, the evolution of the ULC and industrial productivity
in recent months suggests low capacity on the part of the labor factor to
absorb the costs generated by exchange devaluation and higher
government managed prices.
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2 — Credit, monetary and fiscal policies

Growth in credit operations

2.1 — Credit

Following a period of downward movement in April, the stock of financial

system credits expanded in the September-November quarter as a result

of'a seasonal upturn in the pace of productive activity. In this context,

borrowers opted for a highly cautious stance before the uncertainties of

the international scenario. With this, loan demand was basically

concentrated in short-term resources and funding to meet the needs of

end of the year sales. With regard to the supply of funding, increased

credit risk and growth in defaults led financial institutions into an even

more selective strategy, demanding additional guaranties and more

rigorous analysis of credit operations.

R$ billion

Itemization 2001 Growth

Aug Sep Oct Nov 3 12
months months
Total 3247 3327 3353 336.1 35 7.4
Nonearmarked 192.4 1979 199.1 196.8 2.3 30.9
Legal entities 1245 129.0 1287 126.6 1.7 26.9
Referenced to

foreign currency  44.8 457 448 424 -5.3 28.9
Individuals 679 689 704 702 35 38.6
Earmarked 1099 1124 1139 1173 6.7 -13.2
Housing 20.2 20.7 209 212 4.6 -58.5
Rural 240 250 260 26.7 115 2.0
BNDES 64.3 65.5 65.0 67.5 5.0 23.8
Others 14 12 2.0 1.9 36.1 -43.8
Leasing 126 126 126 123 -2.0 -9.6
Public sector 9.7 9.9 9.8 9.6 -1.7 -30.1

The overall balance of financial system credits came
to R$336.1 billion in November, for growth of
3.5% in the quarter, corresponding to relative
participation 0of 27.2% in GDP, compared to 26.6%
in August.

A breakdown of these operations shows that
targeted credits came to R$117.3 billion, with growth
of 6.7% in the quarter. For the most part, this
expansion was generated by 5% growth in operations
carried out by the BNDES system and to some extent
reflects incorporation of financial charges on
operations indexed to exchange, as well as financing
granted to the industrial and service sectors. From
January to November, disbursements from the
BNDES system accumulated a total of R$22 billion,
for growth of 13.9% compared to the same period
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Credits with nonearmarked resources - stock
R$ billion
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of the previous year. Of this total, 52.5% were allocated to industry and
35.4% to the service sector, including the segment of commerce.

Credits to the rural sector expanded at a quarterly rate of 11.5%,
corresponding principally to releases of financing to cover the current
expenditures of the 2001/2002 summer harvest. Housing financing
increased by 4.6% in the quarter to a total of R$21.2 billion. In the same
period, overall operations including those in the form of leasing and those
granted to the public sector totaled R$21.9 billion, for a 2.2% reduction
inrelation to August.

Financial system operations with nonearmarked
resources, which accounted for 58.6% of the total,

came to R$196.8 billion in November, for expansion

o of 2.3% in the quarter. It should be stressed that
"] . .
it 2000 was a period marked by more intense
L economic activity and, consequently, by strong
. L L o o o o o o o . growthinthe volume of credits. In the quarter under
R EEREEREEEEREERERE: : : : 0
S Y s ey s gy gy S analysis, growthinthese operations came to 15.5%
g 494 3383783 RK I s s 4

in the corresponding period of 2000.

Legal entities Individuals

Credits channeled to legal entities came to R$126.6
billion in November, with expansion of 1.7% in relation to the August
figure and 14.6% when compared to the corresponding period in 2000.
This increase was generated by the performance of credit modalities
backed by internal resources, signaling a probable process of migration
due to the limitations imposed on access to the international financial
market. The volume of operations based on external resources, which
includes advances on exchange contracts (ACC), export notes and
external onlending operations, dropped by 5.3% in the quarter. This
result reflected the effects of exchange appreciation on the balance of
these modalities, at the same time in which the flow of new operations
dwindled significantly.

In November, the balance of operations with individual persons came to
R$70.2 billion, for growth of 3.5% in relation to August compared to an
increase of 17.4% in the same quarter of 2000. Fundamentally, this
difference is explained by the performance of vehicle acquisition financing
operations which was clearly compatible with the 2001 falloff in sales
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Credits with nonearmarked resources - total

grantings in the month
R$ billion
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through factory authorized automotive vehicle outlets. In the same

periods, these operations registered respective growth levels of 6% and
37.9%.

Insofar as credits to legal entities are concerned, the modalities based
on internal resources expanded by 3.6% in November, when compared
to the August level. New operations were focused primarily on the need
for recomposing cash flows and meeting needs related to end of the
year sales and orders. In this sense, working capital, vendor and trade
note discounting operations registered the most significant growth of
38.3%, 10.5% and 2.5%, respectively.

In the opposite sense, operations backed by external resources dropped
by 21.2% in the November total when compared to the month of August.
This was a consequence of the seasonal decline in demand for export
financing normally observed at this time of year and of exchange rate
fluctuations in the months under consideration.

In operations with individual persons, credit
contracting operations registered in November

dropped by 1.1% in relation to those of August.

Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov

2000

2001

M Legal entities

Emphasis should be given to the fact that special
overdraft check operations and personal credits,
which account for 70% of total credits channeled to

these borrowers, turned in declines of 0.8% and
16.3%, respectively. These results demonstrated that
® indviduals borrowers were making less use of banking credits
due, principally, to payment of the Christmas bonus

to the nation’s workers.

The upward movement in interest rates on operations based on
nonearmarked resources that began in the month of May reversed course
toward the end of the August to November quarter.

It is important to note that, up to the month of October, rates on lending
operations were strongly impacted by interest rate volatility on the futures
market, particularly in long-term operations. However, in November, as
uncertainties surrounding the financial market waned, rates dropped to
61.9% per year, or slightly less than in the month of August. The costs of
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Spread between lending and funding
interest rates in operations with preset rates

% p.y.
Period Market Legal Individuals
average entities
2000 Jan 42.0 29.7 65.3
Feb 44.3 313 67.4
Mar 40.3 28.1 60.2
Apr 40.1 27.7 59.8
May 39.2 25.9 56.9
Jun 40.5 23.4 59.1
Jul 39.7 23.3 56.9
Aug 39.5 22.9 55.7
Sep 39.1 22.1 55.2
Oct 38.6 21.2 54.7
Nov 37.6 21.2 52.5
Dec 37.3 22.4 51.3
2001 Jan 35.6 20.6 48.6
Feb 38.4 22.6 51.4
Mar 36.3 21.3 48.3
Apr 38.8 23.2 50.7
May 38.2 22.4 49.7
Jun 384 22.2 50.0
Jul 39.4 23.1 50.9
Aug 43.1 25.3 55.4
Sep 44.0 25.7 56.7
Oct 46.9 28.4 59.6
Nov 435 25.6 55.6
Spread between interest rates of credit
operations - market average
% p.y.
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Average credit rate
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financial institution funding operations, represented
by the rates on Bank Deposit Certificates (CDB),
dropped by 0.5 p.p., closing November at 18.5%
per year. Consequently, the general spread increased
by 0.4 p.p. and closed at a level 0f 46.9% per year
in November.

In the segment of business credits, the average rate
moved to a November level of 44% per year, for a
drop of 0.2 p.p. in relation to August. The changes
in these rates, however, were not uniform as evinced
by the high of 2.2 p.p. in guarantied overdraft
accounts and a reduction of 2 p.p. in credits for
acquisitions of goods. The increase in the cost of
revolving credit operations can be attributed to
greater business demand for short-term funding, as
well as to increased use of special legal entity
overdraft checks, a type of instrument that has higher
rates than the other products under this credit
modality.

The average rate on operations with individual
persons declined by 0.3 p.p., closing at 74.1% per
year. This result was impacted by 4.4 p.p. growth in
the rates on personal credits which, in turn, was
caused by the more conservative posture adopted
by financial institutions, coupled with the 4 p.p. drop
in the cost of vehicle acquisition financing as the
major banks connected to vehicle assembly factories
initiated campaigns aimed at reducing interest and
powering sales.

In the quarter under analysis, the average term of credit operations

remained relatively stable in contrast to the same period of the previous

year, when lending terms increased considerably, principally in operations

with individuals. Stability in the terms of credit operations with both

individuals and legal entities has been noted since January of this year. In

this sense, the average term in business credit operations came to 100

days in November or 5 days more than in August. In the case of credits
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Banking spread in Brazil: factors of persistence and situational

impacts

Starting in 1999, when measures were adopted to reduce both interest and the banking spread,
in the context of a favorable overall scenario, we witnessed a steady and significant downturn in
these rates. However, the downward trend was reversed in early 2001 as a result of the various
shocks that hit the Brazilian economy in the intervening period. The result was an increase in both
interest and the banking spread. To better understand the impact of the unfavorable scenario on
the long-term tendency of the banking spread, Banco Central developed a study* with the aim of
investigating the reasons underlying the behavior of this variable, while identifying the situational
factors that affect it, on the one hand, and the existence of inertial behavior on the other.

The method adopted in the study was the ARFIMA (p,d,q) which, by allowing for the possibility
of'its differentiation parameter, d, assuming non-whole values, manages to perceive the existent
correlations among amounts that are quite distant one from the other - termed the long memory -
when situated within the interval (0; 0.5). The component of persistence is associated to this long
memory effect.

Explanatory variables were included as a way of perceiving the macroeconomic effects and
segregating the share referring to the component of persistence, with the ultimate aim of generalizing
the model in question. Consequently, the adjusted model was as follows:

[spread, = B,Aselic, + B,Am, + B;Alnindsa, + B,Alnadm, + B.Alncomp,
E + BsArisk, + B,Aimp, + w,
S, = ARFIMA(p,d,q)

in which:

spread isthe difference between preset average interest rates on loan operations based on
nonearmarked resources and the average rate for preset 30 day CDB;

selic is the monthly average of daily Selic rates;

o is the rate of inflation, measured by the IGP-DI calculated by the FGV;

indsa is the level of economic activity purged of seasonal factors and announced by IBGE;
adm is the participation of administrative expenditures in the volume of loans based on

nonearmarked resources;

* Koyama, S. M. e Nakane, M. I. O Spread Bancario Segundo Fatores de Persisténcia e Conjuntura. In: BANCO CENTRAL DO
BRASIL. Juros e Spread Bancario no Brasil — avaliagdo de 2 anos do projeto, pp.31-36. Brasilia: BCB, Novembro 2001.
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comp is the average rate of compulsory deposits calculated on the basis of callable Banco
Central reserves;
risk is the daily average capitalized monthly of the earnings difference between C-Bonds

issued by Brazil and United States Treasury bonds;
imp is the measurement of the weight of indirect taxes (PIS, Cofins, [OF and CPMF)
in 30 day loans financed with CDB with the same maturity.

In order to estimate the parameters of the model, monthly data for the period from March
1996 to September 2001 were utilized. Consequently, the graph below shows the breakdown of
the banking spread in its two components.
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Analysis of the behavior of the factor of persistence demonstrates that, in the period
subsequent to May 2000, this factor was consistently below the spread series, as a consequence
of the results of the previous period in which constant declines occurred. On the other hand, the
situational component, which registered a downward trajectory in the period between February
1998 and December 1999, reversed course in 2000 and in early 2001 brought strong upward
pressure to bear on the banking spread. Close analysis of the final period of the series subsequent
to August 2001 indicates an increase in the spread exclusively as a result of the situational
component.

In summary, the study concludes that the strong recent changes in the spread caused by the
situational component have not had repercussions on its long-term tendency (persistence),
indicating that the banking spread should begin moving downward again once the period of
turbulence has passed.
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Default rate and funding cost (CDB)
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granted to individuals, the term averaged 298 days,
reflecting a reduction of 3 days.

Detault rates rose moderately in operations with
businesses and individuals. In November, the
percentage of arrears on operations with legal entities
came to 5.9% compared to 5.5% in August. In the
segment of credits to individual persons, growth in
arrears was more accentuated. In this case, the
increase in defaults closed at 0.8 p.p. and a total
level of 13.3%. In this market, increased deterioration
was registered under special overdraft check
operations and acquisitions of goods and vehicles,
as the percentage of arrears grew by 0.9 p.p.

Sector-by-sector distribution and
quality of credit operations

In November, total credits to the private sector came
to R$326.5 billion, for growth of 3.5% in the quarter.
Here, the most important operations in the period
were those with the segments of other services and
industry. The relative distribution of loans by risk
levels shows that R$205.5 billion of the total granted
were registered under levels AA and A, reflecting
growth of 4.7% compared to August. At the same
time, credits classified under level H remained stable
at 3.9%.

In relation to productive sectors, credits contracted
by the segment of other services reached a
November level of R$60.6 billion, representing an
increase of 6.8% in the quarter. The most important
operations here were releases of funding for
telecommunications, telephone services,
transportation and energy. In the same period, credits
targeted to industry increased by 0.3% to a level of
R$101.3 billion. In this case, the largest
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Credit operations in the financial system by
levels of risk - November 2001
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disbursements were channeled into petrochemicals,
automotive production and energy.

The volume of loans to commerce came to R$37.3
billion, with growth of 3.8% in the September to
November period, compared to growth of 8.2% in
the same period of 2000. This result was a
consequence of the formation of high inventory levels
when the economy turned downward, thus hindering
contracting of such commercial operations as vendor
and trade bill discounting.

Financing for the rural sector closed at R$26.8
billion, for growth of 11.5% in the quarter. This result
reflected the channeling of a greater volume of
obligatory resources into coverage of current
expenditures for the 2001/2002 summer harvest and
for acquisitions of farm equipment with BNDES
resources. The disbursements of this institution to
rural investments increased by 49.5%. The
participation of financing granted for investment
purposes closed at 47.8% of the total, while current
expenditure financing came to 42.2%.

Provisional Measure 9 was issued on 10.31.2001
with the objective of making it possible for the rural
sector to attain economic-financial equilibrium. This
measure extended the maturity of the share of the
debt securitized by the National Treasury from
October to November and dealt with a 32.5%
reduction in the value of the debt. Acting on the basis
of Resolution 2,902, dated 11.21.2001, the National
Monetary Council (CMN) authorized maintenance
of the current risk levels of these debts during the
period under consideration.

Total financing to the housing sector, including both
individual operations and those with housing
cooperatives, totaled R$23.9 billion, for growth of
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3.3% in the quarter. To some extent, the lesser growth under this heading
is attributed to the temporary suspension of financing for the middle
income bracket as of the end of August, which occurred after issue of
Provisional Measure 2,155, dated 6.22.2001, introducing the Program
of Strengthening Federal Financial Institutions.

With these measures, the distribution of risks in the housing portfolio
improved considerably as assets classified under level A increased by
78.2%, while those under levels C and D declined by 38.9%. The
participation of credits under risk level H increased from 9% to 9.4% in
the period.

The state and municipal banking debt registered a balance of R$5.7
billion, for quarterly growth of 1.2%. The highlights of these operations
were the indexing of contracts as well as programs in the sectors of
tourism (Prodetur) and basic sanitation. With regard to federal
government debts, the stock came to a November level of R$3.9 billion,
with a reduction of 5.8% in the quarter due to cutbacks in the credit
stock tied to exchange rate variations.

Private financial system operations represented 65.3% of the total and
came to a November volume of R$219.6 billion, with quarterly growth
of 1.8%. The most important segments here were credits to other
services and the rural sector. A breakdown of the credit portfolio
according to risk levels indicates that R$148.7 billion were classified
under levels AA and A, representing 68.4%, while the relative
participation of level H, which demands 100% provisioning, closed at
3%.

The public financial system credit portfolio totaled R$117 billion for
growth of 6.9% in the quarter. In this case, the most significant operations
were those with the sectors of other services and the rural sector. In
terms of risk levels, 41.4% were registered under levels AA and A, while
level H accounted for 5.5%.

The volume of provisions constituted by the financial system totaled
R$22.8 billion in November, with quarterly growth of 5%. For the most
part, this growth was targeted at accompanying the risk level trajectory
in operations with individual persons and in housing operations. The
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relative participation of provisions to total credits came to 6.8%, or

practically the same level as November 2000. Total provisions set aside

by public and private sector banks registered respective participation
levels of 8.8% and 5.7%.

2.2 — Monetary policy

Monetary aggregates
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At the end of November 2001, average daily money
supply balances totaled R$68.6 billion, with growth
of' 12.3% in the twelve month period. The average
balance of currency outside banks added up to
R$25.4 billion, while demand deposits came to
R$43.1 billion. In terms of twelve month growth,
these figures corresponded to 16% and 10.3%,
respectively. Adjusted according to growth in price
levels, currency outside banks turned in stable
income-velocity as of the second half of the year.
The income-velocity of demand deposits closed the

month of November at the same level as December 2000, turning in a

performance that was fully consistent with the pace of economic activity

and growth in the volume of credit operations.

Demand deposits seasonally adjusted - income-
velocity”

36

34

32

30

28

26

Nov Jan Mar May Jul

AN

AN

—

— N\l

1999 2000

1/ Defined as the ratio between 12 month accumulated GDP (valuated by IGP-DI) and

Sep Nov Jan Mar May Jul Sep Nov
2001

the monthly average balance of the seasonally adjusted monetary aggregate.

The average monthly monetary base balance
remained practically stable in 2001 when expressed
in monthly average balances. As of July, the balance
rose very slightly and reached R$45.6 billion at the
end of November. The 14% percentage increase in
twelve months was due to greater demand for
demand deposits as a result of the changes
introduced into compulsory reserve rates on demand
resources. Among the components, the average
balance of currency issued increased by 17.1% while
bank reserves grew by 8.4%.

With regard to monetary policy in September, measures were adopted

with the aim of reducing liquidity. It was with this in mind that Circular
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Monetary base and M1 - average daily balances
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3,062 was issued on 9.21.2001, reintroducing
compulsory reserves on time deposits and raising

- the rate from zero to ten percent. These reserves

are required on federal securities tied to Banco

Central and generate a cutback in financial system

liquidity, since compliance with this requirement

results in a reduction in the nonearmarked portfolios
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i or, alternatively, in elimination of other asset positions,

including external assets.

Parallel to this measure, Circular 3,063 was issued on 9.26.2001 but
only went into effect on the first of October. This measure raised the
minimum compulsory reserve requirement on demand resources to be
maintained in cash by the banks creating the currency from 60% to 80%.
It should be noted that the rate of the compulsory reserve on demand
deposits was held at 45%, calculated according to the criterion of average
positions in two weeks of operation. Viewed over a medium and long
term horizon, bank investments are not affected. The measure impacted
the daily management of treasury operations, since the share obligatorily
maintained in cash up to the second last day of the operating period was
raised by 20% of the requirement on demand resources. The result of
this measure was a reduction in the margin of liquidity for retention of
foreign currency over the short-term.

At the same time, toward the end of September, the CMN cut the limits
for the exchange exposure of financial institutions and gave them fifteen
days to adjust their positions to the new requirements. The restrictive
circumstances of the period and the short time periods permitted for
adjustment led these institutions to make the
adjustment by reducing their foreign currency
positions instead of taking measure to capitalize or
alter other positions.

In its broader concept, the money supply expanded

by 3.5% in the quarter, which was a level equivalent

[—

2001

1/ Nominal balance minus the average capitalization of components.
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to the capitalization of its components, and closed
November at R$756.7 billion. While the growth of
M3 pointed toward primary contraction caused

Aug Sep Oct Nov
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Public securities - duration and term
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basically by the federal government fiscal result and net sales of exchange
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system reestablished the level of financial savings.
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Average duration The shortening of the terms of federal securities made

it difficult to extend the duration of the securities

debt, even though 94% of the volume placed from
September to December 18 were not indexed to interest rates. Among
competitively issued federal securities, an analysis of the period between
August 31 and November 30 shows that the average term dropped from
25.1 months to 24.4 months and the average duration increased from
10.6 months to 10.7 months.

Definitive operations involving Banco Central papers in the period from
September to December 18 resulted in placements of R$16.5 billion,
effected exclusively in the first month of the quarter and restricted to
exchange securities (NBCE), and redemptions of R$25.6 billion.
Definitive operations with National Treasury securities registered at Selic

showed placements of R$58 billion and redemptions

Competitive issues of federal public securities

9.1.2001 to 12.18.2001

64%

ENBCE and NTN-D

HLTN

of R$46 billion, in the same period. Net definitive
placements of federal securities in the period were
not targeted at offsetting monetary growth of other
sources, since the movement of the National Treasury
operating account and external sector operations
generated contractive impacts.

2%

The major reason underlying net placements was the
BELFT ENTN-C

need to supply the market with additional hedging
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instruments as a result of the excessive level of exchange rate volatility.
In this sense, net placements of exchange papers totaled R$13.1 billion
in September and R$7.6 billion in October. This trend reversed course
to net redemptions of R$3.6 billion from November to December 18, as
the rate of exchange moved downward, partly in response to the
placements made in previous months. In the period under consideration,
papers indexed to exchange accounted for 64% of the volume of federal

securities placed.
Exchange securities - NBCE and NTN-D ) As of mid-October up to December 18, the maturities
Months %py. .. .
84 16 of federal securities indexed to exchange expanded
72 t L N
g . A - " asaresult of placements of National Treasury Notes
54 A PR 2 . . .
AN IH e w118 o — Series D (NTN-D) with 5 year terms, issued at
36
Wi A W A 1

3 j]\’I n 8 W A v g B EE -8 average rates between 12.4% per year and 14.4%
18
18 1 / H 1 L6 .
o HH o o e EHHEHHHHHE |, per year, and a term of 7 years issued at an average

£2g882gzsz888¢8¢8¢s¢g888¢e¢e¢s88¢8  rate of 14.4% per year in the October 26 auction.
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>0 0s00000022338800aaaan  National Treasury Notes — Series C (NTN-C),

I Maturities

Interest rate indexed to growth in the General Price Index — Market
(IGP-M) continued being placed with terms between
4 and 20 years at rates in the range of 10.5% per

Maximum maturity of security issues
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Vonths regarding the real long-term rate of interest.
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year, signaling maintenance of market expectations

200 -
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range of 6 months continued through to the end of

100 +

November. In September and October, their
- placement rates varied at approximately 23.5% per

50 -

year. With the more favorable circumstances that

NTN-C NTN-D LFT LTN
existed as of November, rates dropped to the range
of 20.5% per year. On November 29, National
National Treasury Bills - LTN Treasury Bills (LTN) were offered once again with
Months %Py

A terms of one year at an average rate of 24.8% per

16 |
14
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year. This issue was effected through an auction

based on firm offers and marked the return of these

papers to the market after being suspended since
the month of March.
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Real interest rate deflated by IPCA

% accumulated in 12 months
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10. This decision is considered not only as part of the strategy aimed at

reducing the ties between the federal securities debt and interest rates

but also a step toward reducing market demand for this type of security.

In the month of September, the average premium over the Selic rate

came to about 0.34% per year, while the month of October witnessed

reductions in the average premium to 0.16% per year and 0.24% per

year, as a result of cutbacks in the volume offered.
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The real ex-post Selic rate accumulated in 12 months
and deflated by the IPCA remained below the 10%
mark since February. Growth of the October IPCA
resulted from upward movement under the headings
of food and fuels and aided in attenuating growth of
the real rate.

Market expectations regarding growth in the real rate
of interest, defined as the ratio between the effective
Selic rate in the month and expectations for the [IPCA
in twelve months, remained stable at 10% per year
in the first half of the year. With the increase in the
basic interest rate in July, the ex-ante real rate
registered growth of approximately 3 p.p. in the
following four month period. In November, the rate
moved to 12.6%, reflecting less favorable
expectations as regards price performance.

The measures adopted by Banco Central with the
aim of restricting financial system liquidity and
reducing the exchange exposure of financial
institutions produced their effects in October,
reversing the movement leveraged by the events of
September 11. Among the other factors that
contributed to this result, mention should be made
of the differentiation of the Brazil risk from the
Argentine risk, the positive trade balance results and
the decrease in balance of payments financing
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requirements. In this context, the rate of exchange, which had passed
the mark of R$2.80 retreated into the range of R$2.30 in mid-December.

Futures market interest rates defined by the rate on one year DI x pre

swap contracts reached a level of 29% per year soon after the attack on

the United States. The upward movement in the rate mirrored the risk

level at that moment and opened a differential of 10 p.p. in relation to

the Selic rate.

Forward structure - swap pre
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Evolution of the international scenario and
improvements in the fundamentals of the Brazilian
economy contributed to stock market recovery and
upward movement in the value of the real, thus
reversing the pessimistic expectations that had
dominated the market since the second quarter of
the year. Preset one year swap rates diminished and
were negotiated at 23% per year at the end of
November.

The reversal in expectations resulted in a more
accentuated inclination in the interest curve as of
December 2000. The one year contract rate
registered a reduction of 1.6 p.p., while the 30 day
contract rate fell by 0.4 p.p. The difference between
these contracts fell to 3.6 p.p.

The volume negotiated on the Commodities and
Futures Market (BM&F) in one day DI futures
contracts registered a November daily average of
R$20.3 billion, with growth for the second
consecutive month. The elements most responsible
for this increase were migration to contracts with
maturity in March 2002 and the opening of new
contracts with lesser rates, accompanying the drop
in interest rates.

The adverse scenario found to exist as of the month
of March diminished the volume negotiated in
forward DI contracts with adjustment, reaching the
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minimum level in July. The increase in uncertainties led investors to

maintain their positions in contracts due to mature in April 2002 in the

period between March and the second half of October, reducing the

term from 13 months to less than 6 months. At the end of October,

agents migrated to contracts with maturity in July 2002, increasing the

term to 8 months.
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Accentuating the process begun in the month of
August, the Sdo Paulo Stock Market Index
(Ibovespa) plunged in September. The low dollar
value of companies represented an excellent
investment opportunity, particularly in light of the
upward movement in the value of the real and
improvements in market expectations. In this
context, the index recovered 6.9% in October and
13.8% in November, closing that month at the August
level prior to the downturn. Analysis shows increased
interest in Brazilian papers, as evident in growth in
the average volume of trading in November, which
came to approximately R$683 million or 28% more
than in the previous month.

The increase in the cost of banking credit and greater
restrictions on foreign resources led companies to
seek alternative sources of capital market financing.
Consequently, they turned to debenture operations
to such an extent that significant reductions were
noted in the use of new stock issues or promissory
notes.

Debenture operations increased sharply in the last
two years. In the current year, they surpassed total
1998 issues, precisely the period in which the
primary market registered its best performance.
Companies are utilizing this instrument for investment
projects, capital reorganization and debt
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Equity growth - financial investments
RS$ billion
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restructuring, exchanging banking debt for security debt with average
term of five years. Up to the month of November, contracting operations
totaling R$9.9 billion were registered by the Securities and Exchange
Commission (CVM), of which 64% were referenced to DI, 23% to the
IGP-M and 13% to the TJLP.

Financial investments

The total balance of resources channeled into savings
accounts, financial investment funds (FIF), stock
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funds and time deposits (CDB) totaled R$546.5
billion in November, for growth of 1.9% when
compared to August. In the period, two specific
factors should be highlighted: the loss of FIF
resources and the value loss suffered by stock funds
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as a consequence of high market volatility.
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* Excludes CDB from FIF’s portfolio.

FIF turned in net worth of R$320.2 billion in

November, for growth of 2.6% in the quarter. In
that period, the growth of FIF assets diminished as resources migrated
to CDB, direct investments in federal government exchange instruments
and increased debt payments by companies. In the year, FIF accumulated
nominal profitability of 16.2% and real profitability of 8.6%, when the
[PCA is used as deflator, compared to 9.9% in the same period of the
previous year.

Stock funds closed November with R$24.5 billion in net worth,
registering a loss of 2% in relation to August. In the month of September,
the segment registered negative profitability of 7% and was impacted by
the drop in the Ibovespa. The change in the economic scenario in October
and November generated an upturn in the performance of these funds,
as profitability turned positive at respective rates of 2.6% and 4.9%.
Consequently, stock funds registered profitability of 0.1% in the quarter,
accumulating a gain of 0.7% in the year.

From September to November, the balance of savings accounts
increased by 1.9%, closing the quarter at a level of R$116.4 billion. This
performance resulted from net inflows of R$1.3 billion in November,
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caused mostly by payment of part of the Christmas bonus. Average
earnings on savings accounts came to 0.7% per month and it was precisely
this earnings level that acted as the major obstacle to increasing the
competitiveness of this type of investment when seen against other
investment options.

CDB registered strong inflows, particularly those referenced to DI and
postset CDB, since these instruments have greater flexibility when there is
aneed for adjustment to new interest rate levels. In the quarter, the balance
expanded by 3.2%, reaching a level of R$106.9 billion at the end of
November. Nominal profitability of CDB came to 16.1% in the year.

2.3 — Central Government fiscal result

The Central Government, a heading that includes the National Treasury,
the Social Security System and Banco Central, registered a primary
surplus of R$2.2 billion in October. A breakdown of this figure indicates
a surplus of R$3.2 billion for the National Treasury and deficits of R$954
million and R$51 million for the Social Security System and Banco
Central, in that order.

With the October result, the Central Government surplus accumulated
in the year increased to R$25.9 billion or R$4.6 billion more than the
figure originally forecast for the government in 2001. As a proportion of
GDP, the surplus totaled 2.7%, reflecting an increase of 0.3 p.p. compared
to the same period of the previous year. This growth benefited from the
increase in National Treasury revenues, which moved from 16.5% of
GDP up to October 2000 to 17.6% in the current year. Among the
factors that contributed to this performance, the following should be
underscored:

a) change in the system of taxing the fuel sector and in the payment by
substitution system used by the automotive sector, generating positive
impacts in terms of the inflow of the Contribution to Social Security
Financing (Cofins) and the Social Integration Plan/Civil Service Asset
Formation Program (PIS/Pasep);

b) depreciationoftherate ofexchange, whichimpacted Income Withholding
Tax (IRRF)revenues;
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¢) paymentofroyalties on petroleum and special participation payments
(Law9,478/1997);

d) dividends paid to the federal government, as well as revenues and
parafiscal fees.

The accumulated National Treasury surplus up to October totaled R$35
billion, corresponding to 3.6% of GDP and surpassing the total for the
same period in 2000 by a full R$6.2 billion. Revenues came to R$172.2
billion, for growth of 1.2 p.p., while transfers to states and municipalities
increased by 0.2 p.p. of GDP, mostly as a consequence of the income
tax increase. Spending grew from 9.6% of GDP to 10.2% of GDP in the
period under analysis.

In accumulated terms for the year, spending totaled R$156.9 billion, or
15.6% more than in 2000. The headings “personnel and charges” and
“current and capital spending” increased by 15.2% and 17.8%,
respectively, and closed at 5.2% and 5% of GDP. The rise in personnel
outlays was to a great extent due to realignment of wages for some
strategic public sector careers. The increases in resources targeted to
the area of health and farm and export subsidies accounted for the growth
in current and capital spending.

Up to the month of October, the Social Security deficit totaled R$8.6
billion, for growth of 28.5% in relation to the total for the same period of
2000. Inflows increased by 12.1% and totaled R$48.8 billion. Note
should taken of the fact that part of this gain resulted from efforts to
rebuild the System’s revenue structure and to changes in contribution
rates. As far as spending is concerned, social security benefits added up
to R$57.4 billion, for an increase of 14.3%, basically as a result of an
11.4% increase in the average value of the benefits paid.

Publicsector borrowing requirements

The target for the consolidated public sector primary surplus defined for
the current year with the International Monetary Fund (IMF) was
surpassed by R$4 billion in October. Aside from confirming the fiscal
effort made by the public sector during the course of 2001, this result
showed that fiscal policy is an element of fundamental performance for
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Bills pending approval at the National Congress
Status on 11.30.2001

1. Administrative Reform Regulations

1.1. legal instrument: complementary law (PLC 43, dated 9.1.1999) —regulates the loss of public
employment positions due to insufficient performance and defines the positions typical of the
state;

- stage of voting at National Congress —approved at the Chamber of Deputies and Federal
Senate. However, since alterations were introduced into the bill at the Senate, it has been
returned to the Chamber of Deputies where it was approved on 11.22.2000 by the Constitution
and Justice Committee. It is now awaiting approval at the Labor Committee.

1.2. legal instrument: constitutional amendment (PEC 137-A/1999) — defines the limit for earnings
at the three levels of government. The substitute bill submitted by the rapporteur of the
Special Chamber Committee determines that wages paid to employees may not be greater
than the wages of the governor of the respective state or the Federal District. However, state
assembly members, members of town councils, judges and those working at the Office of
the Public Prosecutor are all exempted from these limits. The limit in these cases is the
highest wage paid to a Federal Supreme Court Judge, including the perquisites to which they
are entitled. Independently of the limit defined as the secondary ceiling, additional amounts
under the heading of time of service are permitted up to the limit of 35%.

- stage of voting at National Congress — approved at the Constitution and Justice Committee
of the Chamber of Deputies on 11.3.1999 and at the Special Committee on 1.12.2000. It is
now awaiting voting in the full Chamber and will then be remitted to the consideration of the
Federal Senate.

2. Social Security Reform Regulations

2.1. legal instrument: constitutional amendment (PEC 136/1999) — institutes social security
contributions for retired civilian and military personnel;

- stage of voting at National Congress —admissibility accepted by the Chamber of Deputies’
Constitution and Justice Committee on 11.10.1999. It is now in the stage of public hearings

54



Inflation Report

December 2001

2.2.

at the Special Committee for later remittance to the full session of the Chamber of Deputies
and, following that, to the Federal Senate for its deliberations.

legal instrument: complementary law (PLP 9/1999) — defines general norms for the institution
of the complementary social security system by the federal government, states, Federal District
and municipalities. The major aspects of the substitute bill approved by the full Chamber of
Deputies on 11.28.2000 are as follows:

a) determination of a ceiling for the General Social Security System (RGPS) for those civil
servants who have entered after passage of the law. The new ceiling is optional for those
already covered by the system;

b) guaranty of equivalence between the contribution rate and that of the RGPS;

c) equality between the contribution of the social security fund sponsoring institution and
that of the participant;

d) institution of benefit plans in the modality of defined contributions.

stage of voting at National Congress —now being voted in a single round of voting at the
Chamber of Deputies.

Tax on Large Fortunes

legal instrument: complementary law (PLP 202/1989) —required charging of a special tax
for those holding assets of more than R$1 million. The proceeds of this tax would be channeled
to the Fund for Combating and Eradicating Poverty;

stage of voting at National Congress — approved at the Federal Senate and at the Constitution
and Justice Committee of the Chamber of Deputies and now awaiting voting by the full
session of the Chamber of Deputies.

Mandatory Budget

legal instrument: Constitutional Amendment (PEC 77/1999) — defines the government’s
obligation of implementing budget law and requires that a minimum of 8§0% of budget
allocations be effectively utilized up to the project level, with the sole exception of those
cancellations previously authorized by law;

stage of voting at National Congress —now before the Constitution and Justice Committee
of the Federal Senate.
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5. Exclusion of the electricity sector from the privatization process

- legal instrument; ordinary law (PLS 32/2001), alters Law 9,491, dated 9.9.1997, in order to
exclude companies from the electric power generation and transmission sector from the
privatization process. In article 3, the law specified that Banco do Brasil, the Federal Savings
Bank and government companies or joint capital enterprises that perform activities that are the
exclusive responsibility of the federal government, as defined in indents XI and XXIII of article
21 and line “c” of indent I of article 159 of the Federal Constitution, are also to be excluded
from the National Privatization Program. The prohibition does not apply to stock participation
held by these entities, provided that there are no legal restrictions on the sale of such shares.

- stage of voting at National Congress — approved at the Federal Senate Constitution and
Justice Committee and sent to the Economic Affairs Committee on 4.24.2001.

6. Tax Reform

- legal instrument: constitutional amendment (PEC 175-A/1995) — the most recent position of
the substitute bill, elaborated on the basis of the results of the tripartite committee underscores
the following:

a) agreement: extinction of the Industrialized Products Tax (IPI), Tax on the Circulation of
Merchandise and Services (ICMS) and Tax on Services (ISS); extinction of the Social
Integration Program/Civil Service Asset Formation Program (PIS/Pasep) and Cofins;
creation of the Value Added Tax (VAT) or alteration of the ICMS; transfer of the Rural
Land Tax (ITR) from the federal government to the states; and creation of the Retail
Sales Tax (IVV), which would be levied at the municipal level;

b) disagreement: conception of the VAT model; adoption of the selective tax; adoption of
the Tax on Financial Transactions (IMF); and system of calculating social contributions.

- stage of voting at National Congress — the position report of the rapporteur of the Chamber
of Deputies’ Special Committee was approved on 12.16.1999. Awaiting remittance to the
full house for voting.

7. National guidelines for basic sanitation services

- legal instrument: ordinary law (PL 4,147/2001) — institutes national guidelines for basic
sanitation services, as follows:
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a) definition of the fundamental principles that will guide the rendering of special sanitation
services;

b) definition of the holders of title to such services;

c¢) definition of growth targets and rate structure;

d) institution of guidelines relevant to regulation and inspection of the services rendered.

stage of voting at National Congress — now in the phase of public hearings at the Special
Chamber of Deputies Committee.

Fiscal Management Council/Fiscal Responsibility Law

legal instrument: ordinary law (PL 3,744/2000) — institutes the Fiscal Management Council,
based on the provision in article 67 of Complementary Law 101, dated 5.4.2000 (Fiscal
Responsibility Law) and treats of its objective, composition and system of operation;

stage of voting at National Congress — approved at the Labor, Administration and Public
Service Committee of the Chamber of Deputies on 4.18.2001. Awaits voting in the plenary

session.

Extension of the Provisional Contribution on Financial Transactions (CPMF)

legal instrument: constitutional amendment (PEC 382/2001) — extends the validity of this
contribution from 6.16.2002 to 12.31.2003.

stage of voting at National Congress — approved by the Special Committee of the Chamber
of Deputies on 12.11.2001. Awaiting two rounds of voting in the Chamber of Deputies
before remittance to the Federal Senate.

Tax on the Circulation of Merchandise and Services (ICMS) and Tax on Services
(SS)

legal instrument: constitutional amendment (PEC 383/2001) — alters the National Tax System
with the fundamental aim of defining specific legislation for the ICMS, in the form of a
complementary law, in such a way as to avoid the fiscal disputes waged under the terms of
the ISS, which is levied by the municipalities.
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- stage of voting at National Congress - now before the Constitution and Justice Committee of
the Chamber of Deputies.

11. Elimination of levying of PIS/Pasep and Cofins

- legal instrument; ordinary law (PL 4,941/2001) — fosters diversification of the nation’s energy
matrix, encouraging utilization of natural gas and mineral coal in electricity generation, by
eliminating the levying of the PIS/Pasep and Cofins contributions on the marketing chain of
those inputs.

- stage of voting at the National Congress —approved at the Chamber of Deputies on 9.19.2001
and now before the Economic Affairs Committee of the Federal Senate.

12. Law on bankruptcy and receivership

- legal instrument: law (PL 4,376 — A/1993) — institutes and regulates the process of judicial
recovery and liquidation of commercial and civil entities that have economic objectives, joint
capital companies, cooperatives and individual persons that perform economic activities in
their own name and in an organized manner for profit-making purposes.

The proposal broadens the objective of current legislation by extending its application —now
limited to those involved in commercial activities — to all persons or legal entities involved in
economic activity.

The new law alters the approach taken to receivership by treating this situation as a period in
which efforts are made to recovery a company in crisis. No longer is it considered to be a
pre-bankruptcy stage as occurred in the past.

Another important change is that which subjects creditors holding mortgages, credit notes,
fiscal and tax credits to the moratorium. Currently these creditors are not subject to the
effects of the receivership, which is limited exclusively to creditors holding papers without
guaranties. The exceptions are labor debts of up to R$30 thousand for large companies and
R$15 thousand for micro and small companies.

In the case of judicial liquidation, two basic changes were proposed: the first obligates the
company to sell assets immediately after the bankruptcy decree; the second is the end of the
receivership with the effect of suspending debts or, in other words, a moratorium decreed in
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13.

14.

bankruptcy processes after creditors have been duly defined. The exception occurs in the
case in which the company is leased to workers who hold credits against the company.

It also determines that companies in recovery will not pay any type of fine. In cases of
judicial liquidation, the fines are to be paid after debts have been paid off with all of the
creditors.

stage of voting at the National Congress —approved at the Special Committee of the Chamber
of Deputies, awaiting voting in the full session for later remittance to the Federal Senate.

National Financial System regulations

legal instrument: constitutional amendment (PEC 53/1999) — the proposal alters indent V of
article 163 and article 192 of the Federal Constitution, as well as article 52 of the Transitory
Constitutional Provisions. Article 192 was simplified by revoking the indents and paragraphs
and the provision that determines that regulations are to be defined in enabling legislation
with the objective of facilitating the task of introducing appropriate regulations. It will now
be possible to do this on a piecemeal basis in terms of both content and time, allowing the
authorities to deal separately with the disciplining of the different financial system markets.

stage of voting at the National Congress —approved at the Federal Senate and remitted to
the Chamber of Deputies for deliberation. The report of the rapporteur of the Special
Committee was approved on 8.8.2001. Awaiting voting at the full session of the Chamber.

Taxpayer Defense Code
legal instrument: Enabling legislation (PLC 646/1999) — deals with taxpayer rights and
guaranties in such a way as to attenuate or eliminate the fragility of the taxpayers position in

his/her relationship with the state apparatus.

stage of voting at the National Congress — awaiting voting at the Federal Senate for later
remittance to the Chamber of Deputies.
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the country to be able to cope with the external adversities that have
marked the world economy, since it plays a highly important role in
reducing risk and maintaining economic stability.

The primary public sector surplus up to October 2001 can be
explained mostly by government inflows, even at a time of relative
economic stability. Thus, the result closed at R$44.2 billion or 4.6%
of GDP, compared to a surplus of R$36.1 billion or 4.1% of GDP in
the same period of the previous year.

The good primary performance of the nation’s public accounts was
evident in all public sector spheres. The federal government, Banco
Central do Brasil and the National Social Security Institute (INSS)
registered a surplus of R$27.1 billion or 61.2% of the total, while
state governments closed with R$7 billion (15.7%), municipal
government ended with a figure of R$2.7 billion (6.1%) and state
companies closed the period at R$7.5 billion, corresponding to 17%
of the overall surplus.

In the first ten months of 2001, appropriation of nominal interest
came to R$71 billion or 7.3% of GDP when compared to R$67.3
billion, or 7.5% of GDP, in the previous year. The relative stability of
appropriated interest was mostly due to evolution of the Selic rate,
which accumulated 14.6% in the first ten months of 2000, compared
to 14% in the corresponding period of 2001.

Public sector borrowing requirements (NFSP) in the nominal concept
declined as a result of improved primary results, which absorbed
part of the appropriation of interest. Thus, up to October 2001, the
nominal result came to R$26.7 billion or 2.7% of GDP, an amount
R$4.5 billion below that of the same period of 2000.

Incorporating the impact of exchange devaluation on the stock of the
securities debt indexed to exchange, borrowing requirements come
to R$74.5 billion or 7.6% of GDP for the first ten months of 2001.
In the same period of 2000, the nominal result hit the mark of R$38
billion or 4.2% of GDP. This difference reflects 38.5% depreciation
of the real in 2001, compared to 6.7% up to October 2000.
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DLSP projections

% of GDP
58

Net publicsector debtand gross government debt

In October, the net public sector debt (DLSP) came to R$675 billion,
corresponding to 54.4% of GDP, compared to R$563.2 billion or 49.4%
of GDP in December 2000. Expansion of 5 p.p. reflects depreciation of
the real and growth in the Selic rate as of March, in response to
aggravation of the international economic scenario.

Depreciation of the real was the primary cause of the increase in the
debt/GDP ratio. Methodological adjustments of the internal debt indexed
to exchange and of the external debt came to R$87.7 billion, reflecting
an impact of 7.4% of GDP on DLSP. Consequently, once this impact is
eliminated, the debt would come to 47% of GDP or, in other words, a
reduction of 2.4 p.p.

With respect to the rise in the Selic rate, the direct impact totaled 0.4
p.p. of GDP, demonstrating the more accentuated immediate exposure
of the debt to the rate of exchange. However, it should be emphasized
that the interest rate rise impacts growth of the economy, with
repercussions in terms of the deterioration of the debt/GDP ratio.

The impact of the rate of exchange on DLSP can be observed in the
results of projections in two distinct scenarios. The baseline scenario
considers the fixed nominal rate of exchange, while the alternative
scenario uses the initial rate plus R$0.25/US$.

In the baseline scenario, the debt/GDP trajectory shows
upward movement in 2001 as a result of exchange
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devaluation on the debt, revealing that it is not a question
of change in the debt trajectory but alteration in its level.

In the case of growth in the Selic rate, the effect on the debt/GDP ratio
is quite different, as shown in the analysis of the graph that specifies the
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governments, came to R$900.9 billion or 72.6% of
GDP, with growth of 7.2 percentage points of GDP in relation to the
December 2000 position. This increase, which surpassed the rise of the
DLSP, is principally related to exchange devaluation. However, as of the
month of September, it reflects exchanges of Banco Central papers on the
market for National Treasury securities, which are neutral in relation to
DLSP, but produce an impact on the gross general government debt.

Federal securities debt

In the July-October 2001 period, the federal securities debt evaluated
in terms of portfolio position increased from R$597.3 billion to R$637.1
billion. The factors underlying this result were incorporation of interest
and net sales of exchange securities in the amount of R$19.6 billion.

In the aforementioned period, exchange depreciation of 11.3% against
the dollar resulted in an increase in the exchange securities debt from
R$165.8 billion to R$209.3 billion, as reflected in the increase in the
participation of these papers in the total federal securities debt from
27.8% to 32.9%. The same period witnessed redemptions of papers
not indexed to exchange totaling R$18.5 billion, with participation of the
preset debt moving from 10.2% to 8.3% and that of the debt indexed to
the Selic rate dropping from 51.5% to 48.8%.

2.4 — Conclusion

The evolution of the credit stock contracted with the financial system in
the September to November period was a result of the uncertainties that
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prevailed on the economic scenario. Evidently, this was marked by a
great deal more caution on the part of borrowers — including both
companies and individuals — before committing future income, as they
sought to avoid medium and long-term commitments. With respect to
financial institutions, they tended to become considerably more selective
in granting credits at the same time in which they increased spreads.

The role of the interest rate trajectory in the increase in the 2001 debt/
GDP ratio was quite limited, since the major factor responsible for this
growth is exchange devaluation. Thus, exchange valuation at the end of
the year will make it possible to reduce the debt/GDP indicator. Aside
from this, the continuity of the fiscal adjustment will permit to accelerate
the downward trajectory in the debt/GDP ratio and consequently
contribute significantly to the process of economic growth with stability.
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3 — International economy

The repercussions of the September terrorist attacks in the United
States further aggravated already serious international market
uncertainties. Even before those events, economic activity had turned
downward, stock market and commodity prices were slipping and
investors were becoming increasingly wary of assuming any type of
risk in the emerging economies.

Despite the measures taken to lessen monetary restrictions in the major
advanced economies, the activity level continued on a clearly downward
curve. In this sense, the budding recession in the United States and a
worsening slowdown in both Japan and Europe have generated
expectations of a longer and more severe crisis.

The fact that the crisis has hit so many of the developed nations at
practically the same time has had a particularly damaging impact on
the developing economies as demand has plunged in all parts of the
world, capital flows have been curtailed and — perhaps worst of all —
the volatility of basic product prices has worsened considerably.

It was precisely in this framework that the IMF issued its most recent
report on the world economic outlook, revising its forecast for world
economic growth in 2001 downward from 3.2% in May of the current
year to 2.4%. At the same time, the Fund stated that it was projecting
world growth in 2002 at 2.4%.

It should be stressed that, despite significant variance in market
forecasts for 2002, there is a consensus that the recovery in world
economic growth will occur as of the third quarter of next year.
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Aggregate demand - components”
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3.1 — United States

According to the Business Cycle Dating Committee, which operates
under the auspices of the National Bureau of Economic Research, the
ten year growth cycle in the United States ground to a halt in March of
this year as the country moved into a period of recession. However, the
various sectors and economic agents active in the American economy
have behaved in highly varied manners. By way of example, the industrial
sector has turned in negative growth for four consecutive quarters, while
the service sector has registered consistently positive results in the same
quarters. While businesses in general began cutting investments, reducing
output and laying off workers about six months ago, families have taken
much longer to digest and react to the new economic environment, as is
evident in the fact that it was only in the third quarter that personal
consumer spending, retail sales and consumer credit operations showed
the first signs of deceleration.

According to preliminary data on aggregate
demand released by the Bureau of Economic
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declined by 17.7%. Family consumption expanded
by 1.1% and government outlays grew by 0.8%.
Both of these figures reflected deceleration when
compared to the 2.5% and 5% positive growth
results in the previous quarter, respectively.
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1.1% falloff in September.
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In the third quarter, retail sales dropped by 0.4%, following 1.3% growth
in the second quarter. Viewed in terms of quarterly movable averages, this
was the first downturn since June 1997. In the month of October, retail
sales — excluding the automotive sector — increased by 1% despite the
strong negative expectations generated by the events of September 11.

Orders placed with factories have followed a downward curve since the
second half of last year. Based on data free of seasonal influences, the
decline came to 3.3% in the third quarter of the current year, as compared
to a falloff of 1.8% in the previous period.

The upward movement in new housing starts evident at the start of the
year was rapidly reversed. Consequently, according to data from which
seasonal impacts have been eliminated, 5.7% expansion in the first quarter
was followed by declines of 0.2% in the second and 1.6% in the third.
The 1.3% reduction in October can be taken as a likely indicator of
continued decline in the fourth quarter of the year.

Credit conditions deteriorated in the second half of the year and it was
considered probable that they would do the same in the third quarter.
The Federal Reserve (Fed) estimated that financial charges corresponded
to 14% of available family income in the second quarter, a level unmatched
in the last two decades. Default rates came to 2.15% for real estate
loans and 3.7% for consumer financing in the second quarter of the year.
These were the highest levels registered since the first quarter of last
year. According to a survey carried out by the Fed, the number of banks
that restricted access to credit in the September-November period
increased sharply, compared to the previous quarter. The major
underlying causes of these results are less favorable short-term
expectations regarding economic conditions in general. Consumer credit
registered a 6.8% increase in September, when viewed against the same
month of the previous year. The corresponding figures for March and
June were 10.1% and 8.8%. The September figure reflects not only the
restricted credit environment but also the general downturn in aggregate
family consumption.

In the third quarter of the year, fixed nonresidential investment dropped
by 11.9%, following a drop of 14.6% in the second quarter. Here, it
should be noted that these are annualized figures that have been deflated
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and purged of seasonal impacts. This movement contrasts sharply with
fixed residential investment, which increased by 5.9% in the second
quarter and 1.9% in the third. Also based on figures from which seasonal
influences have been withdrawn, the value of construction completed
dropped by 2.6% in the third quarter of the year, following a drop of
0.5% in the second. However, in contrast to this result, October closed
with positive growth of 1.6%.

In fiscal year 2001, the federal government obtained a surplus of
US$127 billion in the period ended in September. This result was based
on an inflow of US$1.99 trillion and outlays of US$1.86 trillion. The
2001 fiscal surplus declined by 46.3% compared to the previous year’s
figure and closed below the estimate of US$153 billion elaborated by
the Congressional Budget Office (CBO). The underlying determinants
of this result were deceleration in the intensity of economic activity
and the tax reform measures implemented during the Bush
administration. The CBO projects a fiscal result of US$176 billion for
fiscal year 2002.

Insofar as foreign trade is concerned, the downward movement registered
under exports and imports was a result of declining economic activity in
the United States and the rest of the world. Foreign sales of goods
dropped by 6.5% in the third quarter, following a 4.7% downturn in the
second quarter, while imports of goods fell by 4.7% after a 4.5%
reduction in the previous period. With this, the balance of trade in goods
dropped by 1.7% in the third quarter, following a decrease of 4.3% in
the second.

Analysis of the United States economy indicates that productive factors
involved in the output of goods are being reallocated into the service
sector. Consequently, while output of goods in the third quarter turned
in the fourth consecutive quarterly falloff, the pace of service activities
moved upward and has not registered a single negative quarter since
1997. Gross domestic product declined by 1.1% in the third quarter of
the year following expansion of 0.3% in the second quarter. It should be
noted that the figures used in arriving at this result were annualized data,
duly deflated and purged of seasonal impacts. This result mirrors growth
ot 2.3% in the service sector and falloffs of 4.6% in the output of goods
and 6.3% in the building industry.
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Industrial output has followed a downward
trajectory since October of last year, with a drop
of 1.1% in the second quarter of this year and a
reduction of 1.4% in the following period. There
are no signs of a reversal in this trend in the near
future. In the third quarter, output of capital goods
fell by 3.9%, following a reduction of 2.7% in the
second, and was impacted rather severely by the
falloff in aggregate investment. In the month of
October, industrial production fell by 1.1% in

relation to the month of September, pointing to a continued downward

slide in the industrial sector in the fourth quarter of the year.
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Going on to the labor market, employment in the
manufacturing sector has registered negative
monthly figures since August 2000. However, job
generation in other sectors of the economy had
clearly surpassed layoffs in the industrial sector up
to the month of September, when this heading also
turned downward. Consequently, the nonfarm
sector registered a loss of 249 thousand job
positions in the third quarter of the year, compared
to 223 thousand in the second. In October, layoffs
accelerated sharply, registering a loss of 415

thousand positions in just one month. Parallel to these results, October

unemployment came to 5.4%, following a 4.5% result in June and 4.9%

in September.
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With the drop in international oil prices in the second
half of the year, the rate of inflation also turned
downward. In the 12 month period up to October,
the Consumer Price Index (CPI) increased by
2.13%, compared to 2.65% in September and
3.62% in May. The core index increased by 2.6%
in the twelve month period up to October. The
Producer Price Index (PPI) fell by 1.63% in
October, while the core dropped by 0.53%. With
this, growth in the PPI in the twelve month period
up to October came to a negative 0.36%, reversing
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Federal funds rate target
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the 1.65% rise registered in September. The PPI energy heading declined
by 10% in October and 9.5% in twelve months.

The Federal Open Market Committee reduced the
interest rate target for federal funds by 0.5 percentage
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points to 2% per year on November 6, compared
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to 6.5% per year in December of last year.
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Expectation indicators were evidently impacted by the

September terrorist attacks. Insofar as the
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by the Conference Board, fell sharply in the period
from August, when it closed at 114, to the month of
November, ending the period at 82.2.

3.2 — Japan

As aresult of stagnated employment and income levels, consumption in
Japan has been very weak making it extremely difficult to achieve any
significant degree of recovery. In this context, the adjustments being
introduced into the Japanese economy have increased in intensity, while
the Bank of Japan (BoJ) maintained its zero interest monetary policy in
a framework of increased public sector spending.

Fixed investments have dropped sharply, particularly in the manufacturing
sector, while forecasts of demand for technology intensive goods have
been consistently revised downward. In the third quarter of the year, real
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available income and worker spending fell by 1.6% and 0.8%, when

compared to the figures for the same quarter of the previous year. Orders

placed with factories and new nonresidential building starts dropped by

12.5% and 0.1%, respectively, during the third quarter of the year, when

compared to the corresponding quarter of the previous year.
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Reflecting lesser demand in Asia and the United
States, together with a falloff in orders for technology
intensive goods, the balance of trade followed a
declining trajectory. In the third quarter of the year,
export revenues came to US$96.9 billion, for a
reduction of 20.3% in relation to the same quarter
0f2000. At the same time, imports fell by 13%to a
level of US$95.4 billion. This performance was
clearly reflected in the downward trajectory
followed by the accumulated 12 month balance,
which closed September with a falloff of 42.3%.

In the third quarter of the year, industrial output
fell by 5.2%, in comparison to the same quarter of
the previous year. In the month of September,
industrial output fell by 12.7% when compared to
the same period of 2000, accumulating a reduction
of 3% in twelve months. At the same time,
unemployment, which had stabilized at a level of
5% in July and August, closed the month of
September at 5.3%, one of the highest rates of the
last 34 months. In the second quarter, GDP
dropped by 2.9% in annualized terms, compared
to the previous quarter, and by 0.8% when
compared to the same quarter of the preceding
year. In the light of these circumstances, the BoJ
revised its economic growth forecasts to a decline
between 1.6% and 0.6% for fiscal year 2001, as
compared to previous forecasts of growth between
0.3% and 0.8%. For fiscal year 2002, which will
close in March 2003, government forecasts point
to figures between a 1.7% decline and positive
growth of 0.2%.
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Industrial confidence index - Tankan
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In September, wholesale prices dropped by a monthly rate of 0.6% and
an annual rate of 0.2%, reflecting the influence of seasonal factors on
the prices of electricity, gas and water, as the summer months drew to a
close. Annual accumulated growth up to September 2001 closed at -
5.1%. Consumer prices remained low as a result of decreases in the
prices of private services, as September closed with a monthly reduction
of 0.2% and an annual drop of 0.8%. Up to September 2001,
accumulated deflation totaled 4.32%.

On October 19, the government approved additional budget funding
totaling ¥11 trillion (US$90 billion) for fiscal year 2001, which is scheduled
to end in March 2002. The areas that received the strongest financial
inflows were investments in social infrastructure (US$38 billion), small
and medium business financing (US$36 billion) and building financing
and strengthening of employment generation programs (US$9 billion).

In this context, the unfavorable economic
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demand conditions dropped from -37 to -44 in the
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2001 corresponding periods.

Manufacturing industry

3.3 — Euro Zone

Continuing the trajectory begun in mid-2000, economic activity in the
Euro Zone remained on a downward curve in the third quarter. The
region has suffered the result of less dynamic external demand in a
framework of a global drop in the pace of activity. Internally, the region
has been immersed in the downside of the economic cycle, marked by
declining supply, inventory corrections and unfavorable expectations on
the part of economic agents. With this, GDP growth in relation to the
same periods of the preceding years dropped from 3.9% in the second
quarter of 2000 to 1.3% in the third quarter of 2001. With the economic
slowdown and negative growth in energy prices, inflation indicators for
the region have also dropped, as the Harmonized Consumer Price Index
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GDP

%

(HCPI) has converged to the 2% reference mark, thus providing
authorities with considerably greater monetary policy maneuvering room.
In this context, the European Central Bank (ECB) reduced its basic
interest rate three times in the second half of the year for a total cutback
of 125 basis points to a final level of 3.25% per year.

In the third quarter of 2001, the Euro Zone GDP

| Il
1999

Source: Eurostat

expanded by 1.3% in relation to the same period of
the previous year, compared to 1.7% growth in the

second quarter, using the same basis of comparison.
Consumer and government spending expanded by
1.8%. Exports rose by 1.4%, while gross fixed capital

formation dropped for the second consecutive
quarter to a level of -1.4%. In terms of the
percentage contribution to the final GDP result, gross
fixed capital formation and stocks accounted for
-0.3% and -0.6%, respectively. The contribution of
foreign sales operations dropped by 0.5%. Consumer and government
spending remained at the same levels with final figures of 1% and 0.4%,
in that order.

An analysis of the various sectors of economic activity indicates that
both industry and services in the areas of commerce, transportation and
communications clearly reflected the slowdown in the Euro Zone. While
the aforementioned services expanded by 3.7%, 2.8% and 2.6% in the
first three quarters of 2001, industry grew by 3.7%, 1.6% and 0.2% in
the same periods. The results for the building industry, however, remained
negative for the entire year and closed the third quarter will a falloff of
1.5%.

Among demand indicators, data released by Eurostat indicate that retail
sales continued on a stable growth curve that ensured the level of
consumer spending required to sustain GDP growth. The index showed
monthly growth of 0.3% in July and August. Annual expansion moved
from 1.5% in June and July to 1.8% in August.

The trade surplus turned upward as of the month of April, as the
accumulated 12 month result moved from US$6.6 billion in that month
to US$18.7 billion in August. This result was provoked by a sharper
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In relation to the dollar, the euro exchange rate appreciated in the third
quarter, as the monthly average rose from US$0.8537/€ in the month of
June to US$0.9125/€ in September. In the subsequent two month period,
this trajectory was reversed as the average rate came to US$0.9062/€
in October to US$0.888/€ in November.

With respect to supply, industrial output moved
downward throughout 2001. Annual growth, which
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remained steady at 8.4% in both September and
October.
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The HCPI in the quarter benefited from the reduction
in energy costs and weakened demand. In this context, though still above
the 2% reference level defined by the ECB, the HCPI moved along a
converging trajectory. Annual growth in the HCPI, which had reached
3.4% in May, totaled 2.5% at the end of the third quarter and 2.4%
when October came to a close.

In contrast to HCPI performance, the annualized average monetary
aggregate (M3) for the movable quarter, understood as a leading indicator
of consumer inflation, moved upward during the period, rising from 6%
in June to 6.9% in August, when compared to the 4.5% reference level.
Following revision, annual M3 growth came to 6.9% in September and
7.4% in October.

74



Inflation Report

December 2001

Prices - annual variations

B

7
6 ™
— N
5
2 T SN—
3 /\/\v_/ —~——
2
1 AN
0

Feb Apr Jun Aug Oct Dec Feb Apr Jun Aug Oct
2000 2001

HCPI

PPI
Source: Eurostat

Confidence indicators
125
120
115
110
105
100

95 \

20 \

85 v
80

/\

Feb  Apr Jun  Aug Oct Dec Feb Apr Jun  Aug Oct
2000 2001

France

Germany
Source: Bloomberg

Italy

Producer prices registered sharper reductions than
consumer prices. The monthly result for the
Producer Price Index (PPI) was negative in both
July and August, followed by positive growth of just
0.1% in September, and a new negative figure of -
0.6% in October. When compared to the increases
registered in the same period of 2000, price
deceleration becomes even sharper. Annual PPI
growth remained on a downward trajectory over
the course of the entire year, closing August at 1.7%,
September at 0.7% and October at -0.6%.

Business confidence indicators in the three largest
Euro Zone countries reflected the dominant
pessimism that reigned economic agents with
regard to the region’s economic performance in
the near future. The negative results revealed by
the indices worsened considerably following the
events of September 11 and ended that month at
their lowest level since 1998. In Germany, the
General Business Climate Index, which is
calculated by the Institute for Economic Research
(IFO), dropped by 4.4 percentage points to 85

in the period from August to September and then dipped to 84.7 in

October. In its turn, the French Industrial Trends Survey, which is

compiled by the Institut National de la Statistique et des Etudes

Economiques (Inséé), declined by 3 percentage points in September,

closing at 93 points. The same result was repeated in the following

month. In Italy, the Business Confidence Indicator, issued by the

Istituto di Studi e Analisi Economica (Isae) dropped by 13 points

in September and closed at a level of 83 points. This result was

partially reversed in the following month, rising to 86.

In this scenario of a generalized economic slowdown, weakening

inflationary pressures and low business confidence, the ECB decided to

cut the minimum rate for refinancing operations (refi rate) by 125 basis

points. This was done in three successive stages as of August 31, including
the September 17 cutback coordinated with the Federal Reserve. As of
November 9, the refi rate came to 3.25% per year.
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3.4 — Emerging economies

3.4.1 — Asian economies

China

Following 15 years of negotiations, China’s access to the World Trade
Organization (WTO) was approved on November 10 at the 4th
Interministerial Conference in Qatar. The country will be formally
admitted on December 11. Access will permit China to participate in the
new round of negotiations announced during the course of the
Conference.

Though China’s participation in the WTO will certainly expand its export
markets, it will also impose a series of new challenges on the Chinese
economy. With the now concluded trade negotiations, the process of
economic liberalization is expected to move forward at a steady, albeit
gradual, pace and will include economic restructuring aimed at adapting
to a new competitive reality in the banking sector and automotive industry,
among other sectors. Once the liberalization program has been
concluded, average imports tariffs are to drop to 15% for farm products
and 8.9% for industrialized goods. Foreign banks will be able to transact
in local currency with Chinese companies within two years and with
individuals within a period of five years. In order to prepare themselves
to compete with foreign institutions, it is expected that the country’s
banks, which are in the hands of the state, will have to reduce their
default rates, improve their administrative and credit evaluation systems
and open their capital.

Steadily rising internal demand has powered economic activity and offset
the slowdown in external demand generated by the spreading recession
in the world’s major economies. With the moderate rate of inflation (just
0.2% in October), the government has considerable space for adoption
of expansionary policies. The government’s forecast of GDP growth in
2001 is 7.3% with a similar result in 2002. Retail sales moved upward in
the August-October period, in comparison to the same months of the
previous year, with respective monthly growth rates of 9.6%, 9.9% and
10.5% in the period. Industrial output turned in a rise of 8.8%, compared
to October 2000, following increases of 8.1% and 9.5% in August and
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September, using the same basis of comparison. In the month of October,
investments in fixed assets expanded by 17.4% while real estate
investments rose by 29.6% when compared to October 2000.

Direct foreign investments registered a rise of 18.6% in the first ten months
of the year, compared to the same period 0of 2000, and closed at a level
of US$37.3 billion. For the coming months, expectations are that these
flows will decline as a result of the world economic slowdown. However,
at the same time, the country’s entry into the WTO is also expected to
stimulate new investments.

In the month of October, foreign sales increased by 0.1% in relation
to October 2000, while imports fell by 0.2%. The trade surplus
totaled US$3.9 billion in the month, compared to US$2.1 billion in
September.

South Korea

The Korean GDP registered real growth of 1.8% in the third quarter of
the year, when compared to the same period of the previous year. Analysis
shows that this result is below the 3.7% mark for the first quarter and
the 2.7% level registered in the second quarter, though it is still higher
than in the other economies of the region. Expansion was sustained by
internal demand, which has offset the persistent downturn in exports,
and has been led by the sectors of construction and services, with
respective growth levels of 7.3% and 3.8%. The factor most responsible
for the high level of internal demand was adoption of two supplementary
fiscal budgets that resulted in additional outlays of US$5.3 billion during

the course of the year, coupled with a cutback in

taxes on consumer goods. In the January-September

2001 period, the consolidated central government

result was a surplus of US$8 billion, equivalent to

_—_ 7.8%0of GDP.

In November, the Consumer Price Index dropped
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by 0.5%, accumulating positive 3.4% growth in
twelve months, compared to 3.6% up to October
and 3.2% up to September.
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reference base as above. The trade surplus
accumulated up to the month of October 2001

totaled US$8.3 billion.
Accumulated foreign direct investment in the first three quarters of 2001

came to US$9.7 billion, or 6.9% less than in the equivalent period of the
previous year.

3.4.2 — Turkey

In comparison to the third quarter of 2000, GDP
registered a drop of 7.1% in the same period of

/A\ N 2001. However, it should be stressed that the
A country has begun showing signs of recovery. In
— \ /\ - - -
\ relation to the previous quarter, GDP turned in growth
N of 1.8%, based on figures from which seasonal
impacts have been purged. Utilization of installed
Jan Mar  May Jul Sep Nov  Jan Mar May Jul Sep

2000

Source: National Institute of Statistics

2001 output capacity came to 74.6% in October,

compared to 72.8% in September and 71.4% in
August. The best performances occurred under
textiles for export and in the metallurgical industry.
In the month of September, industrial output declined by 9.2%, when
compared to the same month of the previous year. However, when viewed
against the previous month’s result, output expanded by 2.4%. Another
indication of upward movement in the pace of activity is the increased
October tax inflow, with 70% growth in the value added tax and 153%
in the tax on petroleum consumption, when compared to October 2000.

The November consumer price index rose at a monthly pace of 4.2%,
compared to 6.1% in October and 5.9% in September. The accumulated
12 month high hit the mark of 67.3%. The items that accounted for the
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The government announced measures to rein in

spending and generate additional public revenues in
2002. These measures include the closing of regional government offices,
cutbacks in farm subsidies, with the exception of those extended to soybean
and canola producers, ceilings on civil service wage increases, suspension
of new personnel hirings and increases in the rates of several tax headings.

Following growth of 26% in August, foreign sales increased by 6.5% in
September when compared to the corresponding month in 2000, utilizing
the same basis of comparison. Imports tended downward, registering
reductions of 30.6% and 28.7% in August and September, respectively.
The trade balance accumulated a deficit of US$7.5 billion from January
to September of this year. In this period, foreign sales registered
expansion of 11.8% and imports dropped by 23.3%, in relation to the
same period of the previous year.

On November 28, the IMF approved the release of US$3 billion to Turkey
in the framework of the agreement in effect since December 1999. With
inclusion of additional resources in December 2000 and May 2001, the
total amount made available came to roughly US$19 billion, of which
US$11.7 billion have already been drawn down. Following the tenth review
ofthe agreement, the IMF underscored the highly positive results of the
government’s fiscal efforts and the progress made in restructuring the
banking sector. At the same time, it justified the need for delaying adoption
of the inflation targeting mechanism to 2002, when it is expected that the
country will have strengthened its fiscal position, resolved the remaining
banking sector difficulties and reduced inflation. The managing director of
the IMF, Horst Kohler, announced that the organization intends to negotiate
an additional US$10 billion for Turkey with the objective of making it
possible to meet the country’s external financing requirements in 2001
and 2002. It is important to underline the fact that these necessities
increased in the wake of the September events in the United States.
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Consumer indicators
Percentual growth accumulated in 12 months
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3.4.3 — Latin America

Argentina

Analysis of economic indicators make it very clear that the Argentine
recession is steadily worsening, at the same time in which the fiscal
environment has deteriorated and the present difficulties faced by
the country have deepened. In this context, the fourth quarter of the
year has been marked by eroding market perceptions of the
sustainability of the Argentine economy, contributing to a severe
worsening of the instability that has marked the nation in the course

of the entire year.

Sales and construction indices show no signs of
recovery in internal demand. In this context,
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— supermarket sales dropped by 10.3% in October,
when compared to the same month of the previous
year. In 12 month terms, figures released by the

AN Instituto Nacional de Estadisticas Y Censos
(Indec) point to a 2.9% reduction. The same index
sy fPro A0t shows that shopping center sales fell by 20.1% in

Shopping center sales

October, compared to the same month of 2000,
with a falloff of 11.9% in accumulated 12 month
terms. The Synthetic Index of Construction
Activity (Isac), which indicates demand growth in the building sector,
registered an October decrease of 15.6% in relation to the same
month of the previous year and a decline of 7.3% in accumulated 12

month terms.
Public sector financial result In the fiscal framework, the public sector financial
Accumulated in the year result registered an October deficit of $697 million,
billion

— compared to a deficit of $472 million in the same

SN P .
— month of the previous year. These figures reflect the
™~ 5.6% reduction in the tax inflow in the January-
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N October period, when compared to the same period
of the preceding year. Up to October, the overall
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Aug Sep Ot Nov Dec  public sector result accumulated a deficit of US$6.9
oot billion. One should note that the target defined in
the IMF agreement for 2001 is US$6.5 billion.
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Trade balance results in October were positive once again, registering a
surplus of US$587 million. In the year, the accumulated surplus closed at
US$4.5 billion, reflecting export growth of 3% and a 14% decline under
imports in relation to the same period of the previous year. Growth in
foreign sales resulted from increased transactions involving primary
products and industrial manufactured goods, principally to the countries
of Latin America, coupled with a falloff in imports, as well as declining
capital goods purchases from the North American Free Trade Association
(Nafta) and the European Union. Insofar as bilateral trade with the Southern
Common Market (Mercosul) is concerned, Argentine foreign sales declined
by 6% and imports dropped by 11%. In the specific case of trade with
Brazil, exports dropped by 5.3% and imports plunged by 14%.

Industrial output has been marked by a steady decline in the pace of
activity. In the month of October, the Monthly Industrial Estimator (EMI),
which is measured by Indec and utilizes data from which seasonal factors
have been removed, turned in a 1.7% decline when compared to
September. Viewed against the same month of the previous year, EMI
dropped by 8.8% and closed with an accumulated 12 month drop of
3.8%. Among the various industrial segments analyzed by Indec, the
automotive, metal-mechanics and fabric industries registered the most
accentuated drop-off.

The price level has persistently reflected the decelerating pace of
economic activity and maintained the trend toward deflation. The
Consumer Price Index (IPC), which is measured by Indec, registered
an accumulated 1.7% twelve month reduction. The /ndice de Precios
Internos al por Mayor (Ipim), which measures price growth at the
wholesale level, accumulated a 12 month decline of 5.7%.

The difficulties involved in fostering policies capable of leading to a
balanced public accounts position, coupled with highly negative demand
and supply indicators that clearly point to a worsening recession, have
resulted in growing investor wariness regarding the nation’s capacity to
honor its external commitments. In this context, financial indicators were
marked by strong volatility. To demonstrate this, it is enough to state
that the Baibor rate for 30 day operations in pesos climbed from a
September 28 position of 26.3% to 133.7% on November 2, before
plunging to 57.7% on November 23. Sovereign risk measured by the
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The situation of the Argentine provinces, which are strongly dependent
on federal government transfers, has become a source of difficulties faced
by the government in its efforts to curtail public spending. The reduction
imposed on these transfers coupled with the difficulties faced by the
provinces in their efforts to obtain the resources needed to meet their
payment obligations, including civil service wages, led provincial
governments to adopt what could be termed a monetary ploy that
consisted of issuing local public securities as a type of quasi-money that
substitutes the peso in payments made to civil servants and in commercial
transactions. Currently, eleven Argentine provinces issue local public
securities. The government issues a freely circulated paper called the
Provincial Liabilities Cancellation Bill (Lecops), which are to be used in
effecting transfers to the provinces.

In the month of October, the central government began negotiating a
new fiscal pact with the provinces that includes renegotiation of their
debts with private banks and reductions in the amounts to be transferred
by the central government. Both the government and the international
market view the new fiscal pact as an essential condition for attaining
the target of a zero deficit which, in turn, is fundamental for the Argentine
government to seek the support of multilateral organizations. By mid-
November, 20 of the 24 provinces had formalized their adhesion to the
fiscal pact with the government.

In early November, following the legislative elections that gave the
opposition a majority of both houses of Congress, the government
announced a new series of measures aimed at reactivating internal demand
and restructuring the public debt. The government introduced a six
percentage point reduction in social security contribution rates,
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restructured social programs to broaden the coverage of the benefits
provided and adopted other measures aimed at restructuring private
debts, all with the aim of stimulating demand. The restructuring of
the total national public debt of US$132 billion consists of exchanging
federal and provincial government papers that pay interest between
9% and 14% per year for loans with maximum interest of 7% per
year, which are guarantied by the fiscal inflow. In addition, the
amortization date has been extended by 3 years. Phase I, restricted
to internal creditors, was concluded in the first week of December,
with a result of US$55 billion. Of this total, US$14 billion were
represented by provincial securities, accounting for 67% of the total
debt eligible to participate in this exchange, US$82.2 billion. With
this, the country is expected to economize US$4 billion in debt service
payments in 2002. Phase II will involve external creditors and its
success will depend on the response of international organizations,
since greater guaranties will have to be offered to creditors, and on
the fiscal inflow, which has suffered strong deterioration in the recent
past.

However, announcement of the public debt restructuring operation
was not sufficient to rebuild confidence in the Argentine economy
and, in December, the government announced another series of
measures targeted at stanching the drain on financial deposits and
international reserves. Among these measures, particular attention
should be given to the US$1,000 ceiling imposed on individual
monthly cash withdrawals from banks, while the remainder would be
available to account holders for transactions based on checks, credit
and debit cards; restrictions on outflows of dollars from the country
through controls imposed on remittances abroad and international
travel; dollarization of new bank loans; equalization of time deposit
rates in pesos and dollars; and extinction of interbank operations in
pesos and futures market operations involving foreign currencies.

In early December, IMF announced the withholding of a US$1.24
billion loan tranche to the country due to noncompliance with the
zero deficit target. According to IMF’s view, the deterioration of
public accounts has worsened as of 1999 at the same time that the
policies implemented by the Argentine government have not succeeded
in restoring market confidence.
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On December 19, the Chamber of Deputies approved two laws, one
revoking the sweeping powers granted to the Executive Branch in March
to deal with economic policy and other reversing a limit on monthly
banking withdrawals for wages and pensions.On December 20, in the
wake of growing social turmoil registered in several cities of the country,
the economy minister resigned together with all ministers. The deepening
of Argentine crisis was reflected in continued social disturbance followed
by the resignation of the President of the Republic.

Mexico

Accompanying the growing recession in the United States, the Mexican
economy also moved into a downward trajectory. In this context, GDP
dropped by 1.6% in the third quarter when compared to the same
quarter of the previous year. This result reflects drops of 4.7% in the
industrial GDP and 0.4% in the service sector GDP, coupled with 5.8%
growth in the farm sector GDP. These results are based on figures
released by the Instituto Nacional de Estadistica, Geografia e
Informatica (Inegi).

Demand indicators confirm the trend toward an economic slowdown.
In the month of August, retail sales dropped by 0.6% when compared
to the same month of the previous year. Using the same reference base,
operations on the wholesale market dropped by 6.7%. At the same
time, investment indicators show no signs of economic recovery.
Consequently, in August, fixed capital investments dropped by 10.3%
when compared to the corresponding figure of 2000. For the most
part, these results mirror downturns in the sectors of machines and
equipment, as well as the performance of investments in the building
sector (5%).

In the fiscal framework, the Mexican government achieved a primary
surplus of $9 billion in September, corresponding to 0.16% of GDP.
Despite the deceleration of economic activity, total revenues
expanded by 7% in relation to the September level of the previous
year. Currently, the government has been working with the National
Congress to approve a fiscal reform bill that would increase the tax
inflow by as much as 2% of GDP.
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The Mexican balance of trade evolved more or less in step with the
economic situation in the United States, since 90% of Mexico’s
foreign sales are channeled to that market. In this sense, the October
balance of trade closed with a negative US$989 million, compared
to a deficit of US$870 million in the same month of the previous
year. In accumulated terms for the year, exports closed at US$133.9
billion and imports at US$140.6 billion, for a deficit of US$6.7
billion, compared to a deficit of US$5.2 billion in the same period
0f2000.

Industrial output declined by 5.4% in the month of September, when
viewed against the same month of the previous year. This result
was generated mostly by reductions of 6.2% in the output of the

manufacturing sector and 4.6% in that of the building industry.

The falloff in economic activity has generated impacts on the level
of formal employment. As measured by the Inegi, the rate of open
unemployment in the month of October came to 2.9%, compared
to 2.5% in September and 2% in October of the previous year. It is
important to note that unemployment has increased in the more

modern manufacturing segments of the Mexican economy.

In the second quarter of the year, the balance of payments registered
a deficit of US$3.3 billion in current account. The underlying
components of this result were deficits of US$1.8 billion in the
balance of trade and US$3.9 billion in the service balance and a

surplus of US$2.4 billion in the transfer account.

The price trajectory declined in the period. In the month of October,
the National Consumer Price Index (INPC) increased by 0.45%,
compared to 0.93% in September, accumulating a twelve month
rise of 5.9%. Interest rates have also dipped, as 28 day Treasury
Certificates (Cetes) generated earnings of 8.36% per year,

compared to 9.32% per year in September.

For the coming year, the Mexican government has projected GDP
growth of 1.7%, based on 4.6% expansion in investments, 1.2% in

total consumption and 2.4% in exports.
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Chile

Despite increasingly consistent signs of a downturn in the pace of
economic activity, the Chilean peso seems to have moved into a period
of recovery. Though hard hit by the world economic slowdown, the peso
has benefited from recovery in copper prices and lower oil prices in the
final quarter of the year. Another important factor has been the interest
rate differential which has widened recently as a consequence of
successive central bank decisions to maintain the basic interest rate level,
in contrast to monetary authorities in other countries, most of whom
have adopted rather aggressive policies of interest rate reductions in the
wake of the events of September 11. As a matter of fact, the average
nominal rate of exchange dropped to $689.40/US$ in November,
compared to $681.24/US§ in September and $708.10/USS$ in October.

Mirroring the weak performance of both industrial output and farm activity,
the Indicador Mensual de Actividad Economica (Imacec) increased
by 2.4% in the month of September, compared to the same month of the
previous year. August of this year closed at 2.8%. The result of this
performance was accumulated growth of 3.3% in the first nine months
of the year. In the statistical series purged of seasonal factors, monthly
growth came to 1.2%.

According to the Chamber of Commerce, real sales in the retail sector
increased by 2.2% in the third quarter of the year when compared to the
same period of the previous year.

In the third quarter, internal demand declined by 0.8% or less than the
2.8% falloft registered in the preceding quarter. Gross fixed capital
formation increased by 3.3%, while the other demand components —
particularly inventory growth — moved sharply downward. To some
extent, the latter result reflected continuation of the negative performance
under imports of goods and services, principally involving intermediate
goods, the volume of which declined by 1.6%. Exported volume expanded
by 6.5% in relation to the same quarter of the previous year, with especially
strong performances under industrial and nontraditional exports.

Industrial output, which had registered annualized growth of 0.3% in
July in the original series released by the Instituto Nacional de
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Estadisticas (INE), expanded by 1.7% in August, 0.1% in September
and 1.5% in the month of October. In real terms, GDP expanded by
2.6% in the third quarter of 2001, using the same period of the previous
year as the basis of comparison. This was the lowest quarterly result
since the 1999 recession. In relation to the previous quarter, the series
free of seasonal influences turned in a decline of 1.8%. When one
considers the three quarters of the year, GDP registered accumulated
real growth of 3.3%.

According to the INE survey, the jobless population, which had reached
alevel 0f9.7% in August and 9.8% in terms of the moving average for
the previous quarter, ended the month of September at 10.1% before
dropping slightly to 9.9% in October.

The twelve month trade surplus has moved into a downward curve. In
August, the surplus closed at US$1.55 billion, dropping to US$1.45
billion in September and US$1.42 billion in October. In the year, the
trade surplus came to US$1.16 billion up to October.

In its most recent meeting held on November 8, the Consejo del Banco

Central decided to hold the basic interest rate at its then current level of
6.5% per year.

3.5 — Petroleum

It is estimated that global petroleum demand
dropped by 750 thousand barrels/day in the third
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quarter of 2001, mostly as a consequence of the
slowdown in world economic activity and the
uncertainties that have marked the international
scenario since September. A new evaluation of
demand for this year carried out in the month of

Source: Bloomberg
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barrels/day to a level of 76 million barrels/day. For
2002, the estimated increase was cut by 200
thousand barrels/day to total demand of 76.6 million
barrels/day.
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A porting Countries (Opec) dropped by

22

VWA

20
18

16

\r-\j thousand barrels to 24.1 million barrels/day.
,\f However, it should be noted that this figure was

Source: Bloomberg

Forward Brent-type crude oil

US$/barrel
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531 615 72 717 81 816 93 917 102 10.17 111 11.16

still 0.9 million barrels above the target of 23.2
million barrels a day. Iraqi output increased by 300
thousand barrels/day.

Following an analysis of the oil market and supply
and demand expectations, Opec met on November

24

23 A
22

14 and decided to reduce the daily production

21

target by 1.5 million barrels, as of January 1, 2002.

20
19 ~

Implementation of this decision was conditioned to

18

17

a simultaneous decision on the part of the non-Opec

16

T+2 T+3 T+4

9.28.2001 10.31.2001

Source: Bloomberg

e .. €xporting countries to cut their output by 500
11.26.2001 thousand barrels/day. With this result, the total
reduction in the petroleum supply will come to 5.5

million barrels/day when compared to January

2001, since Opec had already cut production in
the current year by 3.5 million barrels/day. However, there is continuing
concern with the possibility that these cuts may not be effective in
reversing the downward movement under prices if such non-Opec
countries as Mexico, Norway and Russia resolve not to curtail their
output.

The spot market price of Brent-type petroleum declined from
US$25.40/barrel at the end of the first six months of the year to
US$29.99/barrel at the end of the third quarter of the year. On
December 10, the price stood at US$17.92/barrel, reflecting a
reduction of 29.4% in the period.

In the case of the futures market, petroleum prices have remained
practically stable for the various delivery periods negotiated on the
same date. The November price level came to US$18.30/barrel,
compared to US$20.50/barrel at the end of October and US$23.30/
barrel at the end of September.
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3.6 — Conclusion

Recent events have demonstrated the speed and intensity with which
such grave happenings as those of September 11 reverberate throughout
the world economy. This is clear in the deteriorating outlook for world
economic growth, despite the efforts taken by the world’s major
economies to change this situation through adoption of expansionary
monetary and fiscal policies. In this context, the world macroeconomic
scenario is one of economic decline in a context of reduced inflationary
pressures and lesser confidence on the part of economic agents.

United States economic indicators further intensified the downturn in
the economic activity level. It should be noted that downward movement
varied in strength from one sector to the other. In the third quarter of
the year, United States GDP registered a drop of 1.1%, reflecting
declines of 10.7% in private investments and 17.7% in exports.
Consumption, which had sustained output, expanded by 1.1% while
government spending increased by 0.8%, reflecting deceleration in
comparison to the previous quarter. On the supply side, production
factors are being shifted out of the production of goods and into the
service sector. While the first heading turned in declines since the fourth
quarter of 2000, the second has held firmly on a consistent growth
trajectory since 1997. Expectations on the part of economic agents as
perceived by surveys carried out among businesspeople (NAPM) and
consumers (Conference Board) showed distinct performances in
November. Following downward movement in October, the indicator
of manufacturing industry expectations recovered somewhat in
November. However, this index has remained below 50 points for 16
consecutive months, a clear sign of an overall decline. The index that
measures consumer confidence dropped by 31.8 points from August
to November, reflecting glaring uncertainties regarding short-term
economic conditions. This would seem to suggest that any recovery in
the United States economy will not be particularly vigorous, with market
expectations pointing to a sustained recovery only as of the third quarter
0f2002.

Growth in economic activity in the Euro Zone economies has been
steadily diminishing, particularly as a result of continued negative
business expectations and slack world demand. The result of this
process could be a reversal of the region’s surplus trade position.
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In Japan, the major supply and demand indicators point to a worsening of
that country’s recession. Maintenance of the zero interest monetary policy,
coupled with adoption of fiscal measures aimed at economic recovery,
has not produced the expected positive results. The Bank of Japan projects
a GDP falloff between 1.6% and 0.6% for fiscal year 2001.

Simultaneous economic deceleration in the world’s three major
economies has clearly impacted the emerging economies. In this sense,
economic growth in China and Korea has been sustained by internal
demand, which has offset the downturn in external demand. Approval of
China’s admission to the WTO on November 10 will certainly expand
that country’s export market, though it will also impose a series of new
challenges on the nation as a consequence of the profound transformations
that will have to occur in key sectors of the Chinese economy.

Insofar as Latin America is concerned, the downturn on the international
financial market — caused by the environment of uncertainty and investor
aversion to risk —and the falloff in trade sector operations as a result of
lesser international demand are the factors of greatest importance. In
Argentina, this scenario has accentuated the deepening recession in that
country, making it even more difficult to achieve the targets agreed upon
with the IMF and to implement a public debt restructuring program.
Difficulties mounted and have further aggravated the social unrest. A
30-day state of siege was declared and the ministry resigned.The
deepening of Argentine crisis was reflected in continued social turmoil
followed by the resignation of the President of the Republic.
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4 — Foreign sector

Trade balance - FOB

The major determinant factors underlying balance of payments results
in the second half of the year were a generalized economic slowdown
and — even more important — devaluation of the real, coupled
obviously with the grave events that marked the international scenario
in the period. Reacting to this environment, the current account
balance clearly mirrored the positive performance of both exports
and imports of goods and services.

More recent balance of trade results confirmed the surplus expected
for the year as a whole, while investments rose and demand for

exchange hedging declined as investors demonstrated an increasingly
higher degree of confidence in the economy.

4.1 — Trade in goods

The series of monthly trade surpluses that began

in April has continued in recent months as import
flow operations decreased and exports were driven by

sales of important basic and semimanufactured
134 o1930  goods. In the first half of 2001, foreign sales

US$ million
Period Exports Imports Balance Trade
Jan-Oct 2001 49 377 47 878 1499 97 254
2000 46 037 45 902
% change 7.3 4.3

58  increased by 11.6%, compared to the same period

Source: MDIC/Secex

of 2000, while imports rose by 15.1%. However,
when one considers the results for the following
four months, the final figures came to 1.8% and -9.3%, in the same
order. In the January-October period, exports totaled US$49.4 billion
and imports closed at US$47.9 billion, representing growth of 7.3%
and 4.3% when compared to the same period in 2000. The trade
surplus moved from US$134 million in 2000 to US$1.8 billion in
2001, with growth of 5.8% in the trade flow during the period.
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Trade balance - 3 month moving average

US$ million - FOB
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Actual important were soybeans and derivatives, animal
protein, sugar and petroleum derivatives. The
falloff in imports was due to exchange
depreciation and a reduction in internal demand.

A number of interdependent events impacted foreign
trade operations, particularly in the second half of

the year. The most important of these were
/Q slowdowns in both the internal and international

210 A
200

S economies and exchange depreciation, both of which
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the year and 5.8% when viewed against the same
period of 2000. At the same time, import prices
dropped by 1.8% and 3.7%, respectively. The
volume of foreign sales increased in the two periods compared (10.1%
and 14.3%, respectively) while the volume of imports, which had
increased by 6.2% in the January-October period, dropped by 4.5%
when one compares the October 2001 performance with that of the
same month of the previous year. The reduction in export prices —
particularly in the cases of basic products and semimanufactured
goods — was more intense than the falloff under import prices and
generated deterioration in terms of trade during the course of the

year.

In the final three months of the year, exports continued climbing as imports
slipped downward, thus reversing the results normally registered in that
period of the year. In this context, particular attention should be given to
the performance of foreign sales of basic and semimanufactured goods,
with volume growth of 40.9% and 34% in October compared to the
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Exports by category of goods - FOB

January-October

US$ million
Itemization Accumulated Daily average
2000 2001 % 2000 2001 %
change change
Total 46 037 49 377 7.3 219.2 235.1 7.3
Primary products 10 714 13255 23.7 51.0 631 237
Industrial products 34 038 34537 15 162.1 1645 15
Semimanuf. goods 7010 6868 -20 334 327 -20
Manufactured goods 27 028 27 670 24 128.7 131.8 2.4
Special operations 1284 1585 234 6.1 75 234
Source: MDIC/Secex
Exports by category - FOB
Main products - January-October
US$ million
Itemization Daily average %
2000 2001 change
Total 219.2 235.1 7.3
Primary products 51.0 631 23.7
Soybeans 10.0 126 25.8
Iron ore 12.3  12.0 -24
Soybeans, oil-cake and other residues 6.6 8.3 255
Chicken meat 3.2 5.1 60.8
Coffee in beans 6.3 4.8 -23.0
Tobacco, unmanufactured 3.2 4.0 24.2
Bovine meat in natura 2.0 2.9 43.5
Semimanufactured products 334 327 -2.0
Cane sugar, raw 2.6 5.4 112.3
Chemical wood pulp 6.8 5.1 -24.7
Iron or nonalloy steel semifinished goods 5.6 4.0 -28.4
Hides and skins 29 34 19.1
Aluminum, unwrought 3.6 2.9 -18.9
Manufactured products 128.7 131.8 24
Airplanes 12.1 115 -5.0
Passenger motor vehicles 6.9 8.0 155
Footwear 6.4 6.9 6.9
Transmission and reception apparatus 6.3 6.7 5.2
Parts and accessories for motor cars 4.8 4.8 -0.9
Passenger motor vehicles engines 4.3 4.4 1.9
Fuel-oils 1.2 33 1719
Cane sugar, refined 1.6 3.3 103.6
Orange juice 4.3 3.2 -25.5
Pumps, compressors, fans 2.9 2.6 -9.3
Iron or nonalloy steel flat-rolled products 35 2.4 -30.5
Paper and paperboard for writing, printing 21 2.2 3.6
Gasoline 15 21 41.3
Furniture and parts thereof 1.9 19 0.8
Pneumatic rubber tires 21 1.9 -10.6
Electric motors, generators, transf.; parts 1.4 1.8 25.2
Special operations 6.1 7.5 23.4
QOil and fuels, onboard consumption 3.8 4.5 16.4

Source: MDIC/Secex

same month in 2000, respectively. These results
accentuated the trade balance result, expressed in
amounts from which seasonal impacts have been
eliminated, and were partially responsible for the
US$8.4 billion surplus — in annualized data free of
seasonal factors — registered in November 2001.

One of the major factors underlying export growth
was the 23.7% increase in sales of basic goods,
with a total of US$13.3 billion in the January-
October 2001 period. This result was based on
34.1% greater volume and a 7.8% price decline.
At the component level, the most important were
sales of soybeans and soy meal, with growth of
25.5% in the period, coupled with sales of animal
protein, particularly chicken meat (60.8%) and
beef (43.5%). International demand for these
products rose sharply with the serious outbreak
of disease in the European livestock market. Other
basic product exports that deserve mention are
those involving tobacco, with growth of 24.2%,
and coffee, with a decline of 23%.

Foreign sales of semimanufactured goods came to
US$6.9 billion, reflecting downward movement of
2%, when compared to the accumulated total in the
January-October 2000 period. Analysis shows that
the period was marked by a price decline of 8.7%,
while the volume of shipments expanded by 7.4%.
Among the major semimanufactured goods, the
international economic slowdown had negative
impacts on demand for such important inputs as
cellulose, with a foreign sales drop of 24.7%, and
semimanufactured products in iron or steel and
unwrought aluminum, with respective falloffs of
28.4% and 18.9%. On the other hand, external
sales of sugar expanded by 112.3%, principally
as a result of sharp growth in the volume of
shipments. This performance reflected a change in
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the position adopted by producers who, in 2000,
had opted for the increased profitability generated
by alcohol production.

Growth in the foreign sales of manufactured
goods has continued declining, closing the
January-October period at 2.4%, with total
revenues of US$27.7 billion. In terms of total
exports, the participation of this product category
fell from 58.7% in 2000 to 56% in 2001. Marginal
declines occurred in both prices and volume, as
growth under these two headings came to 1.1% and
2.5% in the period, compared to 1.7% and 6.7%,
respectively, in accumulated terms for the first half
of 2001, compared to the same period of the
previous year. Exports of automobiles were the
heading of greatest importance in maintaining export
growth in the positive range. These sales rose by
15.5% in the January to October 2001 period, when
compared to the same period of 2000. The factors
that powered this growth performance were lower
production costs in the country, in comparison to

other automobile production centers, and the nation’s participation in

bilateral automotive agreements. Foreign sales of fuel oils and gasoline

increased by 171.9% and 41.3% in the period, as a result of both new

market strategies and increased Petrobras refining capacity. External

sales of refined sugar increased by 103.6% as a result of increased

internal output generated by a decline in the alcohol production profit

US$ million
Itemization Accumulated Daily average
2000 2001 % change 2000 2001 9% change
Total 45902 47878 43 2186 228.0 4.3
Capital goods 10994 12563 14.3 52.4  59.8 14.3
Raw materials 23729 23889 0.7 113.0 113.8 0.7
Consumer goods 5973 6 086 1.9 28.4 29.0 1.9
Durable 2734 3081 12.7 13.0 14.7 12.7
Nondurable 3239 3005 -7.2 15.4 14.3 -7.2
Fuels 5207 5339 25 248 254 25

Source: MDIC/Secex

margin, coupled with greater demand in the Middle
East, Africa and Russia. Finally, exports of aircraft
and orange juice dropped by respective rates of 5%
and 25.5%.

In the January-October period, imports increased
by 4.3% when compared to the total for the
corresponding period of the previous year and
closed with a final result of US$47.9 billion.
Monthly imports have decreased since July when
one compares the results with the corresponding
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Imports by end-use category - FOB
Main products - January-October

US$ million

Itemization Daily average

2000 2001 % change

Total 2186 228.0 4.3
Capital goods 524 59.8 14.3
Industrial machinery 15.2 18.5 22.3
Machines/apparat.for offices, scientific serv. 9.8 10.8 10.1
Parts for industrial capital goods 6.2 7.5 21.5
Accessories for industrial machinery 3.7 4.2 10.8
Others 17.5 18.8 7.9
Intermediate products and raw materials 113.0 113.8 0.7
Chemical and pharmaceutical products 314 327 4.1
Intermediate products - parts and spares 19.3 19.6 1.7
Mineral products 19.4 189 -2.6
Naphthas 7.2 5.8 -19.4
Accessories for transportation equipment 16.3 177 8.9
Inedible farm products 9.9 8.1 -18.6
Foodstuffs 6.6 6.5 -23
Others 10.1 103 1.8
Durable consumer goods 13.0 147 12.7
Passenger vehicles 4.4 6.0 38.0
Articles of adornment 2.7 2.9 5.3
Machines, apparatuses for domestic use 2.2 1.9 -10.9
Durable consumer goods parts and spares 2.1 1.8 -10.7
Furniture and other house equipments 0.7 1.0 39.8
Others 1.0 1.0 2.3
Nondurable consumer goods 154 143 -7.2
Foodstuffs 5.9 4.7 -19.8
Pharmaceutical products 45 4.6 3.1
Beauty products 1.0 0.9 -5.2
Apparel and other textil clothing 0.7 0.7 9.2
Beverage and tobacco 0.6 0.7 26.4
Others 2.9 2.7 -85
Fuels and lubricants 248 254 25
Crude oil 13.2 13.0 -1.7
Others 116 124 7.4

Source: MDIC/Secex

months 0f 2000, while downward movement under
this heading has coincided with the slowdown under
GDP in the same period.

The increase registered in annual outlays on imports
was due to a greater volume of inflows, since prices
—with the exception of consumer durables - followed
a downward curve. In October 2001, the sharpest
price drops occurred under fuels and lubricants and
nondurable consumer goods, mostly as a result of
the fall in oil prices. From the point of view of
imported volume, the most dynamic performance
occurred under capital goods, the heading that
registered the strongest growth in both October and
the year as a whole. The volume of intermediate
goods and consumer durables dropped in
comparison to the October 2000 level, despite
growth in accumulated annual terms.

Imports of industrial machinery, office/scientific
service machines and apparatuses, parts for industrial
capital goods, chemical and pharmaceutical
products, passenger cars and diesel oil exerted
strong pressure on the trade balance result during
the course of the year. With the downturn in the pace
of economic activity in October, imports declined
under all of the different use categories when
compared to the same month of 2000. The only
exception occurred under capital goods as a

consequence of cutbacks in the import tax in the framework of the ex-

tarift system and of the need for alternative sources of electricity generation

to supplement the output of the nation’s hydroelectric system. In the

year, imports of capital goods contributed 79.4% of the total increase in

imports.

The September/October falloff in purchases of consumer durables was

due to lesser acquisitions of machines and apparatuses for the home,

mostly as a result of energy shortages, and of passenger cars, reflecting

the generalized slowdown in the pace of economic activity. Imports of
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Imports - price index

Change over the previous year
%
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Exports and imports by geographic area - FOB
January-October
US$ million

Itemization Exports Imports Balance

2000 2001 % 2000 2001 % 2000 2001

change change
Total 46 037 49 377 7.3 45902 47878 4.3 134 1499
Laia 10632 10429 -19 9764 8660 -11.3 868 1769

Mercosur 6377 5594 -123 6474 6052 -65 -97 -459
Argentina 5135 4432 -13.7 5687 5384 -53 -552 -953
Others 1242 1162 -6.4 787 668 -15.1 455 494

Mexico 1425 1515 63 602 601 -01 824 914
Others 2830 3320 17.3 2688 2006 -254 142 1314
usAa" 11187 11969 7.0 10707 11195 46 480 774
EU 12623 12843 1.7 11653 12746 94 970 97
W. Europe? 733 1424 943 950 960 1.1 -217 464
Asia 5367 5908 101 6995 7697 10.0 -1629 -1789
Japan 2156 1688 -21.7 2460 2658 8.1 -303 -969
SouthKorea 488 597 223 1158 1402 211 -670 -805
China 868 1682 93.7 969 1109 145 -101 572
Others 1854 1942 47 2409 2528 49 -555 -587
Others 5495 6803 238 5834 6619 135 -338 184

Source: MDIC/Secex

1/ Includes Puerto Rico.
2/ Albania, Bulgaria, Hungary, Poland, Slovak Republic, Czech Republic,

Romania and countries of the former Soviet Union.

nondurable consumer goods remained below the
2000 level, with a particularly strong plunge under
foodstuffs. An equally strong falloff occurred under
foreign sales of raw materials and intermediate
products, particularly mineral goods. The causes
of this reduction were concentrated in lesser
purchases of naphtha, nonfood farm products and
parts and spares for intermediate goods.

The reduction in the value of petroleum imports was
caused by declining prices, as is evident in the fact
that the volume of imports increased. It is interesting
to note that, if the median import price of this product
in 2000 had been in effect in the July-October period
ofthe current year, the value of petroleum imports
for the four month period in question would increase
by an additional US$100 million.

An analysis of Brazilian trade operations indicates
that the surplus in commerce with the Laia countries
moved from US$868 million in the January to
October 2000 period to US$1.8 billion in the
corresponding period of 2001. Basically, this
increase was brought about by a drop of 11.3% in
Brazilian imports, particularly from Venezuela
(47.8%), as a result of the downturn in the
international prices of petroleum and derivatives.
In the Mercosul framework, it is important to
underscore the 13.7% reduction that occurred
under foreign sales to Argentina.

Insofar as the United States is concerned, growth
came to 7% under exports and 4.6% under imports,
raising the trade surplus from US$480 million to
US$774 million. Increases were registered under
sales of aircraft, footwear, transmission and
reception devices, automobiles and, above all,
under fuel oils and gasoline, the major products
shipped to the USA in the period.
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Current account

Operations with the European Union (EU) turned in 9.4% growth under
imports and 1.7% under exports. As a result, the surplus dropped from
alevel of US$970 million in the January-October 2000 period to US$97
million in 2001.

Foreign sales of sugar were the major factor in the 94.3% increase in
exports to Eastern Europe. The trade balance with the bloc reversed
position from a US$217 million deficit to a surplus of US$464 million in
the period under consideration.

Going on to trade with the countries of Asia in the January-October
period, the deficit increased from US$1.6 billion to US$1.8 billion,
principally as a result of a cutback of 21.7% in sales to Japan. It is
important to highlight increased trade with South Korea and, principally,
China. In the case of Korea, exports increased by 22.3% and imports
rose by 21.1%, resulting in an increase in the trade deficit from US$670
million to US$805 million. In relation to China, exports expanded by
93.7%, and were particularly strong under soybeans, soy meal and
automobiles, while imports increased by 14.5%.

4.2 — Services and income

The net flow of services and income with the
international community resulted in payments totaling

Itemization

1999

Usshllion  178$22.7 billion in the January-October 2001

2000 2001

Year

Janoct vear Jamoct  period, reflecting an increase of 10.6% in relation

Current account

Trade balance
Exports
Imports

Services
Transportation
International travel
Computer and information
Operational leasing
Other

Income
Interest
Profits and dividends
Compensation of employees

Current transfers

-25.4
-1.3
48.0
49.3
-7.0
-3.1
-1.5
-1.0
-0.6
-0.8
-18.8
-14.9
-4.1
0.1
17

101 247 109  tothesame period of the previous year. For the most

01 -07 15 part, this increase was due to greater net income
46.0 55.1 494

remittances abroad, particularly under the heading
45.9 55.8 47.9

59 76 5 ofprofitsand dividends.
-2.7 -3.3 -2.5
-1.7 -2.1 -1.3

0o a1 oo In the period under consideration, services turned
09 13 a7 inadeficit of US$6.5 billion. The 11.8% growth

04 02 01 was due to an increase of US$822 million in net
-14.7  -17.9 -16.1

-12.1 -14.6 -12.5
26 33 37  US$197 million on insurance, compared to a surplus
0.1 0.1 0.1
1.2 15 1.3

outlays on equipment rentals and the deficit of

of US$6 million in the previous year. Net spending
on transportation dropped by US$203 million, with
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Financial account

growth of US$42 million in net spending on freights and a US$245 million
in cutbacks on other transportation services. Net spending on international
travel registered a reduction of US$394 million as a consequence of a
falloft in Brazilian outlays on foreign travel, caused by increased costs
consequent upon exchange devaluation and, later in the period, the events
of September 11.

Net remittances of income abroad came to US$16.1 billion, with growth
of US$1.5 billion concentrated in profits and dividends with an increase
0f'43.2%. Net remittances of profits and dividends on direct investments
and portfolio investments expanded by US$869 million and US$253
million, respectively. Net payments of interest increased at a lesser pace
(3.1%) and added up to US$12.5 billion. This increase was concentrated
mostly under interest on fixed income papers, as net outlays expanded
by US$751 million. Increases occurred under payments of interest on
bonds (US$651 million), notes (US$433 million), commercial papers
(US$64 million) and intercompany loans (US$194 million). These
increases were partially offset by a reduction of US$767 million in interest
payments on other investments. In this case, the most important item
was the US$450 million drop in Banco Central interest payments.

4.3 — Financial account

In the first ten months of 2001, the financial account

Itemization

Financial account
Direct investment
Abroad
In Brazil
Equity capital
Intercompany loans
Portfolio investment
Assets
Liabilities
Derivatives
Other investment
Assets

Liabilities

ussbilion  peoistered a net inflow of US$24.4 billion. Foreign
1999 2000 2001 . . o
vear  Jamoct vear Jamoct  direct investments added up to US$16.6 billion,
mirroring a drop of 32.9% when compared to the
17.0 129 191 24.4 ) i
26.9 29 305 185  same period of 2000. The net flow of investments
17 19 23 19 into the stock of Brazilian companies totaled
286 248 328 106 US$13.5 billion, for a reduction of 40.2%, a figure
30.0 225 30.0 135
14 22 28 31 partially offset by the US$919 million rise in net
38 62 70 24 disbursements of intercompany loans.
0.3 -1.8 -1.7 -0.8
35 8.0 8.7 3.3
01 01 02 04  Foreign portfolio investments registered net inflows
136 160 482 38 of US$3.3 billion. Stock investments came to
-4.4 -0.5 -3.0 -5.5
92 56 52 os  US$2.5 billion, with net inflows of US$2.8 billion

into stocks traded abroad and outflows of US$363
million involving stock traded in the country.
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Uses and sources

US$ billion

Itemization 2000 2001 2002
Year Jan-Oct vear"  vear?
Uses -56.6 -48.8 -56.4 -47.7
Current account -24.7 -19.9 -234 -20.6
Trade balance -0.7 15 2.0 5.0
Services and income -25.5 -22.7 270 -27.2
Interest -14.6 -125  -149 -14.5
Profits and dividends -3.3 -3.7 -4.4 -4.8
International travel 21 -1.3 -1.4 -1.2
Other 5.4 5.1 -6.2 -6.7
Current transfers 15 13 1.6 1.6
Amort. medium- Iong—termal -32.0 -28.9 -331 -27.1
Bonds, notes & com. papers -13.1 -148 -17.1 -9.6
Paid -7.0 -126  -15.0 -9.6
of which nat. debt (Bradies) -3.1 -3.1 0.0
Refinanced -6.1 -2.2 -2.2 0.0
Suppliers’ credits -5.7 -2.7 -2.7 -2.9
Direct loans® 4132 <114 131 -14.6
Sources 56.6 48.8 56.4 47.7
Capital account 0.3 0.2 0.3 0.0
Foreign direct investment 32.8 16.6  20.0 18.0
Domestic long-term securities 2.8 2.2 2.6 3.1
Medium- & long-term disburs.® 37.3 30.2 337 27.7
Bonds, notes & com. papers 18.7 15.3 16.0 10.8
Suppliers’ credits 2.7 2.2 2.7 2.8
Direct loans 15.9 12.7 15.1 141
Brazilian assets abroad -6.6 -3.9 -3.6 -1.1
Bank deposits 1.3 -2.3 -3.4 2.2
Others assets -7.9 -1.7 -0.1 -3.3
Loans to Banco Central do Brasil -10.4 6.7 6.7 -25
other® 1.8 11 04 00
Reserve assets 2.3 -4.4 -3.6 25

1/ Estimated.
2/ Forecast.

3/ Registers amortization of medium and long term supliers’ credit, loans and
securities placed abroad. Excludes amortizations referring to loans to

Banco Central and intercompany loans.

4/ Registers loans borrowed from foreign banks, buyers, agencies and multilateral

organizations.

5/ Excludes intercompany loan disbursements.

6/ Registers short term securities, short term trade credit, financial derivatives,

nonresident deposits, other liabilites and errors and omissions.

Investments in fixed income securities came to
US$798 million, with outflows of US$236 million
invested in papers negotiated in the country and
net outflow of US$1 billion involving stock traded
abroad. Net placements came to US$2.1 billion
in bond operations and US$541 million in short-
term securities, partially offset by net amortizations
of US$1.6 billion in notes and commercial papers.

Other Brazilian investments abroad registered net
outflows of US$5.5 billion. These outflows were
concentrated in the net increase of US$5 billion
in deposits on the part of residents abroad, with
banks accounting for US$4.2 billion and other
sectors for US$808 million.

Other net foreign investments in the country added
up to US$9.3 billion, of which US$6.8 billion
referred to the Financial Assistance Program
(PAF). Net trade credits granted to residents
totaled US$2.7 billion, with net amortizations of
US$135 million in long-term resources and net
short-term funding totaling US$2.9 billion. Net
loans to residents added up to US$7.4 billion,
including resources disbursed to Banco Central
by the IMF in the PAF framework. Loans to other
sectors of the economy resulted in net inflows of
US$708 million, with net disbursements of US$1.6
billion in long-term resources and net
amortizations of US$930 million in short-term
funds. An analysis of long-term loans shows net
disbursements of US$1.1 billion from international
organizations and US$1.5 billion in the form of
direct loans, coupled with net amortization of

US$904 million in buyers’ credits. Finally, the outflow of US$772
million in deposits abroad should also be underscored.
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Balance of payments projections for 2002
Balance of trade

Utilizing the method of minimum squares, the balance of trade projection was based on
three equations for exports and four for imports, as follows: exports of basic products,
semimanufactured and manufactured goods and imports of capital goods, raw materials, consumer
durables and nondurable consumer goods. The calculations were based on the Funcex quarterly

series of volume indices for each category.

The estimate of fuel and lubricant imports utilized the same growth factor expected for
petroleum prices, namely, about -23.7%, with an average price level of US$18.50 per barrel
for 2002 (World Economic Outlook — WEO/IMF) and an increase of 4% in domestic

consumption.

Viewed against this scenario, exports would expand by 5.8% and imports by 1.3% and the
trade balance would close at US$4.7 billion. In the case of exports, growth rates are moderate
since the pace of world economic recovery in 2002 will be slow. Insofar as imports are
concerned, recovery is also expected to be small due to the sluggish activity level of domestic
economy, exerting a restrictive impact on foreign purchases, which have already been hampered

by currency devaluation.

Viewed under the prism of the average balance expressed in amounts from which seasonal
impacts have been purged, the trade surplus in the September-November quarter totaled
US$704 million. Should the balance of trade repeat this performance in the same quarter of
2002, the annual surplus will close at US$8.4 billion.

Projections based on the behavior of determinant variables or, simply, recent performance
of the export and import sectors, provide clues as to what can be expected in 2002. In both
cases, there are clear signs of strong recovery in the trade balance surplus, thus justifying the
USS$5 billion surplus included in the balance of payments projection.
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Trade balance projection for 2002

Item Explanatory variables Results
World Domestic Real exchange Dependent Percentual Value
output output rate variable (-1) change (US$ billion)
Regression coefficients

Exports - - - - 5.8 61.6

Primary products - 1.24 - 0.63 15.1 17.5
R2 = 0905 - (4.45) - (4.63)

Semimanufac.products 1.14 -0.90 0.14 0.39 -0.4 8.2
R2 =094 (6.71) (-2.93) (2.06) (4.63)

Manufactured products 0.26 - 0.24 0.52 3.2 35.9
R2 =094 (4.09) = (4.10) (6.85)

Imports - - - - 1.3 56.9

Consumption goods - - - - 3.2 5.9

Durables - 151 -0.60 0.83 9.5 2.3
R2=0.983 - (2.92) (-3.07) (15.27)

Nondurables - 1.61 -0.61 0.35 -0.3 3.7
R2=0.983 - (3.92) (-6.79) (4.24)

Ind. supplies/materials - 1.92 -0.31 0.47 3.7 33.8
R2 =0.984 = (8.97) (-3.68) (7.95)

Fuels and lubricants - - - - -20.7 5.7

Capital goods - 1.19 -0.26 0.42 7.4 11.5
R2=0.985 = (2.51) (-2.90) (4.46)

Balance - - - - - 4.7

Uses and sources

Insofar as the other balance of payments items are concerned, projections for 2002 indicate
a small increase in net spending on services and income. The item that generated this increase is
profit and dividend remittances since the projection for 2002 is higher than remittance occurred
for 2001 due not only to accumulation of maturing investments in recent years, but also to a
scenario of enhanced exchange market stability. Net interest payments are expected to decline
slightly despite a 2002 increase in the overall external debt as a result of lower basic interest
rates. The average interest rate considered for the external debt in September 2001 was 7%
per year and the average for new disbursements from October 2001 to June 2002 with an
impact on outlays in the coming year was 5.9% per year. In this case, the basis of calculation
was a basic rate of 2% per year plus a variable spread depending on the type of indebtedness.
The highest spread (5.5% per year) was attributed to bond operations, since these have the
longest terms, and the lowest spread (3.5% per year) to suppliers’ credits and intercompany

loans, which are operations normally carried out among companies belonging to the same group.
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Hypotheses for projection of interest on external debt - 2002

Modality Interest rates on total external debt and on new disbursements”
External debt New disbursements
September 2001 Oct-2001/Jun-2002
Rate (annual) Spread
Bonds Given 7.5% 5.5%
Currency loans 8.5% 7.0% 5.0%
Notes and Commercial papers 8.5% 7.0% 5.0%
Direct loans 8.5% 7.0% 5.0%
Suppliers 5.0% 4.0% 2.0%
Buyers 6.5% 5.5% 3.5%
Multilateral organizations (except IMF) 5.6% 5.5% 3.5%
Bilateral agencies 6.5% 5.5% 3.5%
Intercompany loans 6.4% 4.0% 2.0%

1/ Basic rate: 2% per year.

Insofar as services are concerned, net outlays on international travel are also expected to
decline as a result of devaluation of the real during the year, while other services are expected to
increase, particularly those related to direct investments, such as equipment rentals and technical
assistance.

Given the stability registered in unrequited transfers in 2001 and 2002, the current account
deficit for 2002 is projected at US$20.6 billion, considering the trade balance surplus of US$5
billion. This result is US$3 billion less than forecast for 2001 due principally to the larger trade
surplus.

The heading of uses of resources in 2002 is composed of the balance in current account
and external debt amortizations, projected at US$47.9 billion or US$8.5 billion less than the
amount forecast for 2001. Aside from the lesser current account deficit, amortizations are
expected to be lower. Once refinanced amortizations and nationalized debt are excluded,
payments projected for the coming year will decline by US$800 million compared to 2001.

The calculation of amortizations took account of the medium and long-term external debt in
September 2001, which defines part of the payment schedule for the coming year, and October
2001 to September 2002 disbursements. On average, 15% of the new disbursements mature in
the period between 3 months and 12 months, 20% in the period between 12 and 24 months and
65% after two years. This standard is considered plausible in view of the performance of
disbursements effected in the third quarter of 2001. Insofar as new disbursemets are concerned,
there are no maturities in the first three months.
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Hypotheses for projection of amortizations - 2002

Modalities Maturity of medium- and long-term debt and of new medium- and long-term disbursements
External debt New disbursements (Oct-2001/Dec-2002)
September Maturity (%)
2001 (US$ million) Up to 1 year Between 1 and 2 years ~ Greater than 2 years

Bonds 2 406 0%
Currency loans 9920 13%
Suppliers 2126 40%
Buyers 3667 40%
Multilat. Org. (exc. IMF) 3071 0%
Bilateral agencies 1768 0%
Intercompany 4027 9%

0%
24%
30%
30%

0%

0%
30%

100%

63%
30%
30%

100%

100%

61%

The major sources of financing have been foreign direct investments and medium and long-

term disbursements. Foreign direct investments total US$18 billion and do not include privatization

resources and, therefore, are lower than the total in 2001, also excluding privatizations. Medium

and long-term loans, including bonds of the Republic, consider that an average of 134% of the

maturities will be rolled and 10% of the imports will be financed for periods of more than one year.

Projections also include US$5.8 billion in financing from international organizations (IBRD and

IDB) and agencies.

Roll-over and financing percentage

Itemization 2000

2001"

2002%

Proportion of import financing by
suppliers and buyers 11%
Roll-over rate

Medium- and long-term loans

Banks 158%
Securities 141%
Intercompany 167%
Bonds 257%

13%

140%

7%
176%
225%

10%

110%
100%
122%
205%

1/ Estimate.
2/ Forecast.

Brazilian investments abroad, composed of direct investments, portfolio investments and other

investments, are expected to contribute net outflows of US$1.1 billion. Returns on bank deposits
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abroad are forecast at US$2.2 billion, a figure somewhat inflated by the scenario of uncertainty

created over the course of the second half of 2001.

Brazilian investments abroad

USS$ billion
Itemization 2000 2001" 2002%
Brazilian investments abroad -6.6 -3.6 -1.1
Direct investments abroad (net) -2.3 14 -1.3
Portfolio investments (net) -1.7 -0.8 -1.0
Derivatives 0.4 0.5 0.0
Other investments (net) -3.0 -4.7 1.2
Bank deposits 1.3 -3.4 2.2
Other sectors -4.3 -1.2 -1.0
1/ Estimate.
2/ Forecast.
Statement of international reserve flows in 2001 and 2002
US$ million
Itemization 2001" 20027
Reserve position in previous year 33011 36 659
Net reserves in previous year 31 541 28 432
Debt servicing (net) -8 171 -7 117
Interest -4 061 -3 842
Credit 1884 1 600
Debit 5945 5442
Amortization -4 110 -3275
Disbursements 8 236 6 500
Multilateral organizations (IDB/IBRD) 1555 1500
Medium- and long-term loans (Sovereign Bonds) 6 681 5000
Exceptional financing (IMF) 6 757 -2473
Guarantees 548 0
Privatization (minor shares) 0 600
Banco Central net interventions -6 905 0
National Treasury acquisitions 839 0
Other (includes pre-payment of Poland in November 2001) 2 345 0
Change in reserves 3648 -2 491
Reserve position 36 659 34 169
Net reserves 28 432 28 415

1/ Estimate.

2/ Forecast.
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International reserves are also to be used as a source of funding, but only to provide for net

external Central Government (Banco Central and National Treasury) payments, projected at

US$2.5 billion for the coming year. Among scheduled inflows that will affect the reserve position

are interest revenues on reserves, US$1.6 billion, funds originating in sale of minority stock positions

belonging to the National Treasury, which are to be classified in the balance of payments as portfolio

investments (stocks), US$0.6 billion, financing from international organizations (IDB/IBRD), in

the framework of the Financial Assistance Program, US$1.5 billion, and funds raised through

placement of Bonds of the Republic, US$5 billion. Payments include outlays on Central Government

foreign debt service, of which US$5.4 billion of interest and US$3.3 billion of principal, and,
finally, the payment of principal to the IMF, US$2.5 billion.

4.4 — Conclusion

The downward trend registered for imports since the beginning of the
second half of the year has become more accentuated as of September.
Since foreign sales of commodities like meat, soybeans and sugar has
remained in a high level during the year, the trade surplus for 2001 should
be higher than US$2 billion. Spending under international travel, one of
the most important headings under services, fell sharply due to the
economic slowdown and, principally, devaluation of the real.

Inflows related to the major sources of balance of payments financing,
foreign direct investments and medium and long-term loans, considering
both direct loans and inflows through security placements, reacted
adversely to the uncertainties that reigned in the world economy following
the September 11 terrorist attack in the United States. According to
November data, however, the flow of foreign capital into the country
has increased in volume to the extent that uncertainties were gradually
dissipating. Foreign direct investments surpassed the mark of US$2 billion
and loan disbursements were greater than amortizations.

The outlook for 2002 has become increasingly brighter. The current
account result should improve as a consequence of a strong trade surplus
and it is expected that, even in the context of rather conservative
estimates, the sources of financing will be sufficient to meet the country
external requirements. Any changes in international reserve positions in
the coming year are expected to result exclusively from the central
government’s foreign net payment requirements.
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5 — Prices

General indices

Analysis of the factors underlying inflation in the September-November
quarter indicates growth in freely determined prices, mostly as a
consequence of the exchange devaluation passthrough effect and the
rebuilding of profit margins. Insofar as government managed prices are
concerned, the fact that the July increase in telephone rates and fuel
prices have been fully absorbed attenuated inflation in the month of
September. Outlays on food were impacted by upward movement in
the prices of semi-elaborated products caused by the off-season harvest
period, particularly in the cases of grains and meat, and in those of such
specific items as bakery products, as a consequence of exchange rate
fluctuations registered in recent months.

5.1 — General indices

Growth in the prices of primary sector goods was
% monthly gowth - the major factor in the formation of indices issued

Itemization 2001

by the FGV in the September-November period,

Jul Aug Sep Oct Nov
with great impact in the wholesale and consumer
GP-10 L3 L 06 09 L3 segments. In the month of September, reductions in
IPA 1.6 2.0 0.8 1.2 1.6 i . . X .
PC 0.8 13 03 0.3 0.8 the prices of milk and its derivatives, as well as under
INCC 11 05 0.6 0.9 0.6 in natura products, generated negative growth under
IGP-M 1.5 1.4 0.3 1.2 1.1
foodstufts, as measured by the IPC-DI, and farm
IPA 1.7 1.8 0.3 1.5 1.3
IPC 11 0.9 01 05 0.8 prices, calculated according to the IPA-DI. These
INCC 11 0.6 0.6 0.9 06 results were important to reducing inflation measured
IGP-DI 1.6 0.9 0.4 1.5 0.8 .
PA 10 11 05 1o o; Dby the General Price Index — Internal Supply (IGP-
IPC 14 0.5 01 0.7 o8 DI)to 0.38% in the month, compared to 0.9% in
INCC 0.5 0.6 0.6 0.9 0.7

August. In the two following months, however, farm

Source: FGV

product prices began generating upward pressures,
as consumer outlays on food rose by 1.05% in
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IPA-10, IPA-M and IPA-DI - % monthly contributions
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October and 1.07% in November. A breakdown of
these results shows that the strongest increases
occurred under rice, beans and meat. In the
wholesale sector, the period was marked by upward
price movement, particularly in goods of animal
origin, especially in the month of October. Aside from
farm products, attention should be given to the impact
of exchange rate fluctuations on the index and,
particularly, on manufactured goods. This influence
was significant in October, when the industrial

Wholesale Price Index (IPA) rose by 1.94%, compared to 0.75% in the
previous month. With the impact of the primary sector and exchange

rate variations, the IGP-DI registered rates of 1.45% in October and

0.76% in November, raising accumulated growth for the year to 10.2%.

5.2 — Consumer price indices

Broad Consumer Price Index (IPCA)
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The IPCA declined in the September-November
period, as accumulated growth closed at 1.83%,
compared to 2.57% in the previous quarter. This
was due mostly to the lesser impact of government
managed prices, which contributed 0.59 p.p. and
1.57 p.p., respectively, to formation of the rates
registered in the aforementioned periods. The drop
would have been even more intense had it not been
for the sharp upward movement in food prices in
October and November.

In September, the IPCA registered the year’s
lowest rate of monthly growth (0.28%) in the year,
as all of the major components of the index turned
downward. Particular mention should be made of
the reduction in food prices, which were impacted
by declines under milk and in natura products.
Despite this favorable performance, food prices
reflected the effects of the off-season harvest period
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Consumer prices

and exerted strong pressures in the subsequent

% growth
Itemization 2001 months, registering highs of 1.25% and 1.31% in
Jul Aug Sep Oct Nov the grouping of foodstuffs in October and
Vonthi November. With this behavior, these products
y
IPCA 13 0.7 0.3 0.8 07 became the most important elements in the monthly
PC-Fipe L2 L2 03 07 06 IPCA figure in the two periods in question, with
IPC-Br 1.4 0.5 0.1 0.7 0.8 .
respective totals of 0.83% and 0.71%. Other
Accumulated in the year (annualized) results that should be stressed in those months are
IPCA 7.5 7.7 7.2 7.5 7.6 . . .
_ increases under apparel, home appliances and, in
IPC-Fipe 6.8 7.7 7.3 7.5 7.5
IPC-Br 8.4 8.2 74 76 7.9 October, fuel.
12 months
IPCA 7.1 6.4 6.5 7.2 7.6
IPC-Fipe so 56 57 e 71 Consumer Price Index—Institute of
IPC-Br 6.9 6.6 6.6 7.4 7.9

Economic Research Foundation

Source: IBGE, Fipe and FGV

(IPC-Fipe)

Measured by the Consumer Price Index — Institute of Economic Research
Foundation (IPC-Fipe), consumer prices in the metropolitan region of
Sdo Paulo turned in results quite similar to those measured by FGV and
IBGE indices for the last three months, with a decline in September,
when the rate dropped by 0.83 p.p., and highs 0f 0.74% and 0.61% in
the following two months, respectively. The rates measured by Fipe were
relatively lower, mostly as a result of the fact that the city of Sdo Paulo
did not adopt a series of increases in public tariffs and government
managed prices. The IPC-Fipe accumulated growth of 6.86% up to
November.

5.3 — Government managed prices

Increases under government managed prices accounted for 32% of the
growth in the IPCA in the September to November period, compared
to 60% in the previous quarter.

The 4.08% increase in fuel prices at the refinery level on October 5
represented the major impact on the grouping of government managed
prices, followed by electricity rates which were raised by percentages
between 14.07% and 20.59% in the cities of Rio de Janeiro, Brasilia,
Porto Alegre, Belém and Goiania.
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Managed prices: major items affecting IPCA

Iltemization Weight u Variation Accumulated
Sep Oct Nov  contribution
Sep-Nov
IPCA (A) 1000 028 083 0.71 1.83
Gasoline 45 -0.6 3.6 0.3 0.14
Urban bus 4.6 1.2 0.1 0.5 0.08
Electric energy 3.8 0.7 0.3 1.8 0.11
Barreled cooking gas 14 -0.7 4.3 0.5 0.05
Long-distance bus 11 21 0.5 -0.1 0.03
Water and sewage rate 1.6 1.6 0.1 0.1 0.03
Air ticket 0.5 1.8 8.4 1.2 0.05
Others 13.2 0.1 0.6 0.1 0.10
Contribution
Managed prices (B) 30.7 0.1 0.3 0.1 0.59
Sharing (B/A) 043 041 0.18 0.32

Source: IBGE

1/ Weighted in November.

Daily evolution of market's inflation

expectations (IPCA)

7.5

In the framework of municipal tariffs, urban bus fares
were readjusted by 12.5% in Recife, 10.32% in
Salvador and 10% in Rio de Janeiro. Water and
sewage service rates increased by 14.8% as of
September 1st in Rio de Janeiro. Aside from this,
intermunicipal bus fares were increased in Rio de
Janeiro, Porto Alegre, Recife, Belém and Salvador,
registering average growth of 2.06% under this
heading of the IPCA in the month of September. In
addition, airline tickets increased by 11.72% in the
quarter, though this item has relatively small weight
on the composition of the [IPCA.

5.4 — Market expectations

The Banco Central Investor Relations Group (GCI)
carries out a daily survey of a sampling of

approximately 100 consulting companies and institutions with the

objective of detecting market expectations regarding the evolution of

the major economic variables.
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Median expectations of inflation for 2001 measured
by the IPCA increased from 6.48% on September
13 to 7.4% on December 19, moving 1.4 p.p.
beyond the upper limit of the inflation target for the
year. For 2002, expectations increased from 4.5%
per year to 5% per year in the same period. With
regard to the median rates of the so-called Top five,
their expectations rose from 6.65% to 7.41% for
2001 and from 4.6% to 5.31% for 2002.

Insofar as evolution of the IGP-M is concerned,
expectations for 2001 pointed to the same upward
trend registered in the previous quarter, shifting from
9.16% on September 13 to 10.57% on December
19. For 2002, median expectations moved from 6%
to 6.8%. Expectations regarding the IPC-Fipe for
2001 registered a trend similar to that indicated for
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Daily evolution of market's real GDP growth

expectations for 2001 and 2002
5.0

4.5

4.0_‘—’h\ J—”F\'\—ih

35

25

N

2.0

15

3.0 41
R

—k
-

A a—

9.19.2000  12.19.2000  3.19.2001 6.19.2001
GDP - 2001

9.19.2001  12.19.2001

GDP - 2002

the IGP-M, with movement from 6.5% on
September 13 to 7.17% on December 19. For
2002, expectations rose from 4.5% to 4.99% in the
same period.

Insofar as the median expectations of the Top five
are concerned, in the case of the IGP-M the rates
moved from 9.13% to 10.52% for 2001, while
expectations for the [IPC-Fipe moved from 6.2% to
7.23% for 2001 and from 4.46% to 4.72% for 2002.

Median expectations for growth in economic activity increased from 1.7%

on September 13 to 1.8% on December 19. For 2002, there was a

reduction from 2.9% to 2.4% in expectations for the same period.
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The standard deviation of the various price indices
moved from 0.30% for the IPCA, 0.68% for the
IGP-M and 0.40% for the IPC-Fipe on September
13 to respective levels 0of 0.16%, 0.21% and 0.12%
on December 19, thus maintaining the tendency
begun in the previous quarter toward lesser
dispersion in inflation expectations for 2001.

The standard deviation for real growth in GDP in
2001 dropped from 0.36% on September 13 to
0.2% on December 19. For 2002, there was a slight
decline from 0.59% to 0.53% in the same period.

5.5 — Conclusion

The major influences on price indices in recent months were exchange

devaluation and the performance of government managed prices. With

these two factors, there was no real possibility of a sharper decline in

prices. This decline is expected as the impact of increases in government

managed prices in the period is exhausted.

For the coming months, the outlook for prices is rather bright, due to

such factors as the following: recent behavior of exchange rates;
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deceleration observed in the prices of farm products, such as grains and
beef, both of which are important in terms of the composition of the
index, particularly at the wholesale level; and the outlook for a decline in
gasoline and diesel oil prices as a result of elimination of price controls
on fuels at the refinery level. Consequently, despite the fact that prices in
the coming months will come under such seasonal pressures as increases
in school payments and, furthermore, upward movement in the price of
bottled gas for cooking, the impact of the factors listed above are
expected to more than offset possible upward pressures and force inflation
downward to a lower level than registered in the last two months.
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6 — Prospects for inflation

Thischapter of thelnflation Report presentsthe Monetary Policy Committee
(Copom) assessment of Brazilian economic performance since the
September Report, aswell as prospectsfor inflation through 2003. The
projections are based on the assumption that the basic interest rate will
remain unchanged during the period under analysisat 19% per year, rate
set by Copom in its December 18" and 19" meeting. In addition, an
dternativeforecast ispresented, taking into account the market expectations
for theinterest rate and exchange rate paths. It isimportant to note that
these procedures are strictly technical. Hence, these assumptions should
not been taken asforecasts of thefutureinterest rate path.

Theinflation and GDP growth forecasts presented in this Report are not
meant to be restricted to point estimates. They are projected within
probability intervals, reflecting the degree of uncertainty when setting the
basic interest rate. Inflation forecasts depend are based not only on the
interest rate assumption, but a so on assumptions concerning the behavior
of therel evant exogenousvariables. Thebasdline scenario, based onwhich
Copom makesitsdecisionsregarding interest rates, depend on the set of
assumptions considered asthe most likely by Copom. Theforecastsare
presented inthisReport inorder to enhance monetary policy transparency,
contributing to itsefficacy to control inflation, whichisitsmain objetive.

6.1 — Determinants of inflation

Aggregate demand and aggr egate supply

The economic environment hasimproved since thelast Copom meeting.
The exchange rate has appreciated rapidly in response to the positive
evolution of the external accounts and to the severance of Brazil’srisk
premium from that of Argentina. Government projections for the
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government-managed pricesin 2002 have been revised downwards because
of thelower readjustments of electric energy prices, theliberdization of the
market for oil by-product and changesin taxation of thissector that should
imply significant reductionin prices. The projected dopeof theterm Structure
of interest rate has decreased, affecting positively economic growth.

Theindicatorsof thelevel of economic activity inthethird quarter of 2001
show aweakening of the trend of decel eration of the economic growth
previoudy observed. Agricultura activity hascontributed positively to GDP
growthin contrast to the negative performance of theindustria sector. This
signasarecovery of economic growth for 2002.

TheBrazilian economy grew 0.5%inthethird quarter of 2001 in comparison
with the same period of the previousyear. In comparison with the second
quarter of 2001, seasonally adjusted GDP grew 0.13%. Considering the
first three quarters of 2001, the economy grew at an accumul ated rate of
2.25% (figuresrevised by IBGE).

AccordingtotheMonthly Industrial Survey released by IBGE, theindustri-
al production, in October 2001, decreased 3.4% in comparison with
October 2000, but fell 1.9% in comparison with September 2001
(seasonally adjusted series). In spite of that, theaccumulated growthinthe
year ispositive: 2.5%. The positive growth was mainly aconsequence of
the production of investment goods, such as, farm tractors, high-tension
transformersand railway coaches. Thissignalsanincreasein productive
capacity of theeconomy next year.

The GDPfiguresdo not corroborate assessmentswhereby the shocksthat
affected the economy inthefirst semester would result in an economic
recess on. Thedecel eration of economic activity inthe second quarter was
followed by atendency to stabilizationinthethird quarter. Theexpansion of
GDP should bearound 2%in 2001.

Inlinewiththeindustrial production indicators, the open unemployment
rate calculated by IBGE, considering the six main metropolitan areasin
Brazil, increased from 6.15% in September to 6.55% in October.
However, the unemployment rate averagein thefirst ten months of 2001
decreased from 7.46% to 6.27% in comparison with the same period in
the previousyear.
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Theperformanceof theindustria sector affected thered incomeof employed
personnel: it decreased 1.6% in the third quarter of 2001 in comparison
withthe previousquarter.

The contribution of the external sector to economic growth has been
increasing. Thetrade balance accumulated aUS$ 1.9 billion surplus until
the second week of December asaconsequence mainly of the exchange
rate depreciation, which accumulates 18% in theyear. Asmonetary policy
actstolimit theinflationary effectsof depreciation, thereal exchangerate
generates strong incentivesto theimprovement of thetrade balancein spite
of theforeign demand contraction.

Therecently rel eased Statisticsreflect theworsening of the decel eration of
the globa economy. The U.S. GDP has decreased by 0.4% in the third
quarter - first negative growth since 1993. Furthermore, the industrial
production decreased by 1.1% in October, thed eventh consecutive monthly
reduction. In Japan, the main indicators of domestic demand and price
deflationindicatethat the* zero interest rate” policy hasnot been effective
to generate a recovery in economic growth. Besides, the negative
environment may worsenin caserating agenciesdowngrade Japanese public
debt. The Euro Zonewas apparently contaminated by thefragility of the
other economic areas, dthough, smilarly to the previousmonth, the growth
rates of theretail salesand thetrade balance were positivein September.
Industria production, in September, fell by thethird timein 2001.

Thedifficultiesfaced by theArgentinean economy arestill present. Even
though the “contagion” has decreased recently, the unfolding of the
Argentinean crigstill deservesattention. Theincrease of liquidity promoted
by the Fed in the American market—the basic interest rate was again
reduced andiscurrently at theleve of 1.75%—should hel p therecovery of
economic growthintheUSandintheworld.

A recovery of thegloba demand in themiddleof the next year isexpected,
srengthening the perspectivefor improvementsin Brazilian externa accounts
in 2002, compatiblewith agreater GDP growth.

Concerning the interest rate movement in the credit market, like that
observed in the second quarter, thelending ratesrosein thethird quarter.
Theborrowing rates, inturn, grew at alower intensity, leading to asmall
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increasein the spread. For thefourth quarter, however, theavailablesatistics
show areversion of thismovement, and the spread in December should be
closetothat verifiedin August. With regard to | oans, the balance of credit
operationsin thefree segment grew significantly over theyear—morethan
27% until October.

The slope of theterm structure of interest rate—defined asthedifference
between the six-month interest rate swap and the one-day Selic rate, both
at annual rates—hasdecreased significantly. Currently, thedopeisat about
100 base pointsin contrast to the 540 base points observed when the last
Inflation Report was released. This movement reflects the change in
perception of therisk related to the Brazilian economy. Theflattening of the
term structuremay lead to areduction in the cost of credit inanot so distant
future and, asaconsegquence, may lead to higher aggregate demand.

Itisratified theassessment of the previous|nflation Report that the negative
effect on aggregate supply of the measuresto rationalizethe use of electric
energy would besmaller thaninitially forecasted. Therefore, itispossible
that aggregate supply doesnot constrain therecovery of economic growth.

Similarly, thelower level of capacity utilization (79.9% in October against
83.9% and 80.9% in April and July, respectively) indicates favorable
conditionsfor ahigher level of economic activity without pressuring prices.
Besides, production of capital goods grew 15.7% between January and
October compared to the same period of the previousyear.

The pressure of the exchangerate depreciation oninflation, in particular, its
effect onreadjustment of government-managed prices, should bemonitored
carefully. However, therecent fall of the exchangerate, aswell asof the
priceof thebarrel of oil—the Brent crudeoil price presented an average
price of US$ 20.3in thefourth quarter until December 17*, against US$
26.20inthethird quarter—indicatelower pressureon fued pricesin 2002.
Regarding market prices, the contractionin domestic and external demand
counteracts the pressure of the pass-through from the exchange rate
depreciation accumulated over theyear.

Despitethedifficulty to assessthe stage of the adjustment of relative prices,
thisReport cons dersthat the higher than expectedincreasesinthe |PCA in
October (0.83%) and November (0.71) arein part aresult of the exchange
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rate pass-through not occurred in the previous months. If inflationinthe
third and fourth quartersaready incorporatespartidly or totally theexchange
rate pass-trough not occurred—which was expected for 2002 asaresult
of economic recovery—theeffect on 2002 inflation should besmaller.
Ontheother hand, thegrester inflationin thefourth quarter affectspogtively
theinflationin 2002 by meansof inflationinertia
’(\igctgioboultion by category in the change of IPCA from Jan to Up to November, theinflation rate measured by the
Broad Consumer Price Index (IPCA) accumulated
6.98%. The government-managed prices—which
comprise about 30% of the index—grew 9.96%,

Government managed contributing to around 42% of therisein IPCA inthe

Prices

period. The chart to theleft showsthe contribution of
each of the categoriesfor the |PCA growth observed
between January and November, 2001.

Regarding the IPCA coreinflation, both indexes, the
exclusion core—which excludesfood-at-home and
government-managed prices—and the corecalculated

Core Inflation by the trimmed mean methodology, showed a
os significant risein November (about 0.2 percentage
07 A{ii"ed mgan /; point). Considerable part of thisincrease could bea
Zz —\ ) N~—>"/ consequence of the pass-through from exchangerate
0s A\ \ ¥ /N [/ to the durable good prices, which rose 0.80% in
s AN N N \/ Novermber
02 r \—\ / exclusion \, ovan .

0:1 \/
00 The several shocksthat affected the economy in
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2001 resulted in an inflation above the upper limit
of the target established by the Government.
According to Decree no. 3088, of 21.06.1999, the
Governor of the Central Bank should write an open
letter to the Minister of Finance explaining the
reasons for the non fulfillment of the target, the
measures to be taken and the necessary period for
those measures to produce effect. For 2002, the
return of inflation to the path of itstargets should be
eased by favorable conditionsin the next quarters.
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6.2 — Baseline scenario: assumptions
and associated risks

The Copom forecasts are based on aset of assumptionsabout the behavior
of key economic variables, aswell astheir associated risks. This set of
assumptionsis part of the baseline scenario under which Copom makes
monetary policy decisons.

Themain sourcesof uncertainty concerning theevolution of inflationinthe
next two yearsrelateto the behavior of government-managed prices, tothe
evolution of theworld economy and itsimpact on the exchangerate. With
respect to the set of government-managed prices, the projected scenario
hasimproved sincethe previous|nflation Report, presenting afal of dmost
2 percentage pointsfor 2002. Thereisno sgnificant changeinthe progpective
world economic growth since September, maintaining the assumption of a
recovery only after themiddleof 2002. Therewas, however, adeterioration
of theArgentinean economic Stuation. Nevertheless, itisimportant to stress
the recent appreci ation of the domestic currency inthelast two monthsand
the severance of therisk premium of thetwo countries.

The pricesof oil by-products are still being estimated based on futures
market quotations. In contrast to the previous Report, which assumed the
readjustmentsin thefirst quarter of 2002 would follow the parametricrule
establishedinthe Joint Ministeriad Decree MF/MME No. 2, of 04.01.2001,
thecurrent projectionsassumetheliberalization of oil by-product pricesas
of January 2002. Taking into account the price of abarrel of oil around
US$ 18.6 for the next quarter, the recent appreciation of thereal, and the
CIDE (Contribution on the I ntervention in the Economic Domain), itis
expected an average reduction for the basket comprised by gasolineand
diesdl in2002, of 16.7% inthefirst quarter and 15.2% over theyear.

Neverthd ess, becauseof theliberdization of oil by-product prices, thebasdine
scenario conveysthedimination of the subsidy to cooking gas, implying an
important readjustment in 2002 concentrated inthefirst quarter of theyesr.

With respect to the previous Report, the present issuea sorevised the price
of electric energy. The current projections assume arise of 19% for the
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consumer in 2002, with adirect effect of 0.72 percentage point on the
IPCA. Theprojectionsa soincorporate anindirect effect of 0.21 percentage
pointson |PCA stemming from anincrease of 24%inthe priceof industria
electric energy. Thiseffect reflectsthefact that el ectric energy representsa
cost for firms, but, because of the estimated output gap, thefirmswill be
ableto passthrough only part of theincreaseto consumers.

Besides the direct and indirect effects on inflation resulting from the
adjustmentsof electric energy prices, other effectsrelated to therestriction
of aggregate supply arenot being considered. Firg, therationing of electric
energy affected aggregate supply lessthaninitially expected. Besides, the
recovery of thelevelsof thereservoirsand the additional supply of energy
coming from other sources have increased the probability that supply
conditionscomesback to normal inthemedium run.

For the set of government-managed prices, which comprises 30.7% of the
IPCA in November, it isforecasted aninflation of 10,7%, 5,3% e 3.1%for
2001, 2002, and 2003, respectively. For 2003, most of the government-
managed pricesshould follow market inflation, except telephonesand e ectric
energy, whose prices should increase by around 5,5%, based onthe | GP-
M. The government-managed prices should contributewith 3.1, 1.6 and
0.9 percentage pointsin thesethree years.

The baseline scenario conveys a stable path for exchange ratein 2002.
Specificaly, the exchangerate maintainsastablelevel with respect to the
one that prevailed the day before the Copom meeting. Because of this
treatment for the exchange rate and itsrecent appreciation, the average
exchangerateinthenext quarter should bemore appreciated when compared
to the current quarter, contributing to lower inflation in 2002.

The baseline scenario assumesthat Brazil’ srisk, measured by the spread
over Treasury of theGloba 04, should declinefroma870 base point average
inthelast quarter of 2001— 719 base pointson December 17", 2001—to
about 700 base pointsuntil the end of thefirst quarter of 2002. For the Fed
fundsrate, based on the behavior of futures markets, it is assumed the
maintenance of thecurrent level for thefollowing quarter, agradua increase
reaching 2.25% by the end of 2002, and stability thereafter.

The current exchange rateimpliesa 18% depreciation since the beginning
of theyear. Exportsarereacting satisfactorily. Thetrade balance should be
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near to US$ 2 billion in 2001, and, in the next year, should reach US$ 5
billion. Furthermore, onenotesanew impulsein foreignissues, which may
continueover thenext year astheinternational marketsstuation normalizes.

Thebasdine scenario assumesthat agriculturd pricesshould evolveaccording
to market inflation in the next two years. The 3.5% growth forecast for the
agricultural productionin 2002 should beinlinewith theriseof demandand,
therefore, theagricultura sector should beneutra with respect totheinflation.

Concerning the dlope of theinterest rate term structure, measured by the
difference between the 6-month interest rate swap and the Selic rate, one
assumesthisdifferencewill declinefromtheaverageof 2.9 percentage points
inthefourth quarter, reaching 1 percentage point as of the second quarter
of 2002 and dightly decreasing then on.

Findly, regardingfiscal policy, onemaintainstheassumption of fulfillment of
the targets for the primary surplus of the consolidated public sector
established inthe Government’s Economic Program.

Forecasted IPCA-inflation with interest rate fixed at 19% p.y.

Inflation Fan Chart
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6.3 — Inflation forecast

==L -T== i ... Basedonavailableinformation and the assumptions
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with associated risks considered by Copom, a
projection of the 12-month IPCA inflation rate was
constructed. Thisprojection considersthat thebasic
interest ratewill remain constant at thelevel of 19%

(accumulated inflation in 12 months)

IPCA with 19% p.y. fixed interest rate

& & § £ peryear setout at the Committee's December 18"
and 19", 2001 mesting.

Yer @ e o This Report includes, for the first time, inflation
30% projectionsuntil 2003. The central path expected for
10% . . .

e e e the 12-month inflation decreases monotonically from

20001 61 64 66 69 72 75 68 7.4% in 2001 to 3.7% in 2002 and 2.5% in 2003.

2002 2 5.1 515 6.0 6.3 6.8 7.2 6.1 - . .

w02 5 a4 a0 as =1 =s ss s Note that the probabilities of deviations are

2002 4 20 27 33 40 46 54 37 symmetricaly distributed around themedian, reflecting

w2 05 a7 as s a0 as 20 Copomisjudgmentonthebalanceof risksassociated

2003 3 05 14 2.2 3.0 38 47 26 withtheprojection.

2003 4 0.3 1.3 2.1 29 3.7 4.7 25

Note: Accumlulated inflation in 12 month, in % p.y. The values correspond to the ones shown in
inflation fan chart.
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Thecombined effect of theseverd identified shockshitting theeconomy this
year moved theforecasted inflation path away from the central target. Asa
result, thecentral projectionfor 2001 isabovetheupper limit of thetolerance
interval. Thisismainly aconsequenceof thebehavior of government-managed
pricesand of exchangerate depreciation. Government-managed pricesshould
increase by 10.7%in 2001, with acontribution of 3.1 percentage pointsfor
theinflation of theyear. For theremaining prices, which compriseabout 70%
of thel PCA, inflationin 2001 should be closeto 6.0%, with acontribution of
4.3 percentage points. Thecontribution of theexchangeratefor inflationthis
year isestimated inamost 3%, taking into account theeffect on both market
and government-managed prices.

For 2002, therel ative contribution of the government-managed prices (1.6
percentage points) should besimilar, between 40 and 45% of theforecasted
inflation of 3.7%. Market inflation should, inturn, remain restrained, at 3%.
For 2003, projected inflation is 2.5%. In the absence of more accurate
information about the behavior of government-managed prices, it was
assumed that most of themwill evolveaccording to market priceinflation.
Only telephonesand electricity, because of contractual adjustmentsrules,
shouldriseinlinewith IGP-M, estimated around 5.5% for that year. Total
inflation for government-managed pricesshould reach 3.1%in 2003, witha
contribution of 0.9 percentage point, and market priceinflation should reach
2.2%. Onemaintainstheinterpretation of thelast Report that, considering
theshocksthat hit the Brazilian economy in 2001, theunfavorableevolution
of inflation thisyear and the dightly-above-target projection for 2002 are
fully justifiableand compatiblewith the commitment of the Centra Bank to
mai ntain price stability. For 2003, confirming the current scenario, inflation
should be comfortably below the central target. Inthiscase, there may be
room for futurereductionsin thetarget for the Selic rate. Monetary policy
hasbeen effectivein controlling demand pressuresoninflationandincontaining
propagation of supply shocksto the other pricesinthe economy.

Comparing thecurrent projectionwith thet of the September Report, onenotes
achangeintheexpected path. Eventhoughitisnot possibleto comparethem
directly, because projectionsare based on different assumptionsof scenario,
asymmetry, andinterest rate, itisworthwhileto comment someissues.

First, the central projection for 2001 hasincreased from 6.5% to 7.4%
and, for 2002, has decreased from 3.9% to 3.7%. Whilein the September
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Report, theinitial inflation waslower and remained stable until thethird
quarter of 2002, inthe current projection, inflation startsfromahigher level,
but declinesmorerapidly. Inflationinthelast quarter of 2001 will beabove
of that projected in September, probably dueto anticipation of theexchange
rate pass-through to prices. Asit was discussed in the Notes of the 64"
Copom meseting, part of the pass-through to the prices stemmed from the
depreciation of thereal in 2001 could take placein the next year, when
aggregate demand could behigher. Thesigndss, il tenuous, of stabilization,
or even of adglight recovery of economic activity, are consistent with an
anticipation of thispass-through, areedy affecting negatively inflationin 2001.

For 2002, theincreaseinforecasted inflation for thefirst quarterismainly a
result of theinertia effect of themorethantheprevioudy forecasted inflation
at theend of 2001. Nevertheless, because of the appreciation of thereal
and of thelower forecasted inflation for the set of government-managed
prices, therewasareductionin the projectedinflation for 2002, sincethe
last Report, from 3.9%to 3.7%.

IPCA Inflation expectations for 2002 Thechart to theleft showstheevol ution of theexpected

'median = = = minimum

— e mum

inflationfor 2002, that arebeing reduced toaleve below
5.0%. Itisimportant to stressout that asignificant part
of the difference between market projectionsand those

/“ of the Copom is explained by a more depreciated
exchangerate path used by the market.
o

3 ',"""J_A - et
B Asin previous Reports, thisissuea so presentsthefan
Zgg § 8 2 5588 8 2853 2§83§ chart for output growth. It isconstructed based on the
same assumptions used in the baseline scenario. It
should be stressed that theforecasting errorsassociated
GDP growth with 19% p.y. fixed interest rate with GDPgrOWth projecti onsarecons derably Iarger

that in the case of inflation projections. Thishappens

) GDP Growth Fan Chart

because GDP growth projectionsinvolvethetrgectory
of two non-observable components, namely potential
output and output gap. Moreover, the estimation of
output isby definition more complex and less precise
thanthemeasurement of inflation. Thecentrd projection
for output growth in 2001 and 2002 is approximately

1999:1
1999:3
2000:1

000:3
2001:1

(GDP variation, 12 months over previous 12 months)

2.0% and 2.5%, respectively, under the hypothesisthat
thebasicinterest rateremainsconstant at 19% per year.

2001:3
2002:1
2002:3
2003:1
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Forecasted IPCA-inflation with market interest rate and exchange rate
expectation. 1/

Inflation Fan Chart

10
8 e\ m m - - - — - - ——— o ___
6 W i c— . — — —
- emE L mmem
4 o m m m m e— — — — — — — == _
3 S —_— o m—m—e— — ————
L
o ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,
S
-4
N < ~N < N < ~N < ~N <
> > S S = = I N Jo2] &
(=2} [=2] o o o o o o o o
(2] (2] o o o o o o o o
— — N N N N N N N N
(accumulated inflation in 12 months)
1/ From Investor Relations Group - 12/18/2001
IPCA with market interest rate and exchange rate expectation /1
Year Q Confidence Intervals Central
50% Projection
30%
10%
2001 4 7.0 7.2 7.3 75 7.6 7.7 7.4
2002 1 6.5 6.8 7.0 7.3 7.6 7.9 7.2
2002 2 5.7 6.2 6.6 7.0 7.4 7.9 6.8
2002 3 4.4 5.1 5.6 6.1 6.7 7.3 5.9
2002 4 3.1 3.8 45 5.1 5.8 6.5 4.8
2003 1 2.3 3.1 3.9 4.6 51S) 6.1 4.2
2003 2 17 2.6 34 4.2 4.9 5.8 3.8
2003 3 1.2 21 3.0 3.7 4.6 55 3.4
2003 4 12 22 3.0 3.8 4.6 5.6 34

Note: Accumlulated inflation in 12 month, in % p.y. The values correspond to the ones shown in
inflation fan chart.

1/ From Investor Relations Group - 12/18/2001

Thisissued so presentstheinflationfan chart for inflation
taking into account theinterest rate expectationsof the
private sector on December 14", As in the two
previous Reports, it wasused themedian of themarket
expectationscollected by thelnvestor Relations Group
until that day. The market-expected interest rate path
wasdownwardly-d oped, starting fromthe current level
of 19% per year, reaching 17% per year at theend of
2002, and 15% at theend of 2003. Besidestheinterest
rate assumptions, this fan chart has assumed a
depreciation of thereal that reaches2.7 at the end of
2002 and 2.76 at the end of 2003. The projected
inflation under these assumptionsis4.8% at theend of
2002 and 3.4% at the end of 2003. The remaining
assumptions arethe same asthose spelled out inthe
basdlinescenario.
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Modeling Exchange Rate and Risk Premium

The Central Bank of Brazil Research Department has been working on a medium-scale
macroeconomic model intended to be used as a complementary model to the small scale
structural model (SSSM), used by the Central Bank of Brazil authorities, Copom members,
as asupporting tool for the monetary policy decision process. In this box, some preliminary
results, related to nominal exchange rate, defined here as the domestic price of the foreign
currency, and sovereign risk premium, are presented. The nominal exchange rateis modeled
by an Uncovered Interest Parity (UIP) derived equation, monthly estimated with post ex-
change rate floating (Jan/1999) information. As asovereign risk premium measure, we used
the C-Bond spread over treasury, regressed against fiscal, liquidity/solvency and external
variables and afew domestic and foreign shocks.

1.Exchange Rate

The small scale structural model (SSSM), used by the Central Bank of Brazil authorities as
asupporting tool for the monetary policy decision process, can be resumed in a4-equation
model as quoted in Bogdanski et alli (2000)*. Among them, the Uncovered Interest Parity
(UIP) isrepresented asin Equation 1.

E(8.)-8 =i -1 -x @)

where: E (e,,) isthe natural logarithm of the expected nominal exchange rate
in instant t+1,made with information available
up to instant t:In[E (XRate,, )];

e isthe natural logarithmof the nominal exchangerateininstantt: In(XRate);

i isthe natural logarithm of the domestic nominal interest rate along period
t, between instants t and t+ 1. In[(1+nom.int.rate)];

if isthe natural logarithm of the foreign nominal interest rate along period t,
between instants t and t+1: In[(1+nom.int.rate’)];

X is the natural logarithm of the sovereign risk premium along period t,
between instants t and t+1: In(1+risk).

An arbitrage relation between domestic and foreign bonds originates Equation 1. The ex-
pected depreciation is explained by the internal and external interest rate differential, con-
sidering the risk premium embodied in the domestic bond.

1 Bogdanski, Joel, Alexandre Tombini and Sergio Werlang (2000) “ Implemeting Inflation Targeting in Brazil” Banco Central
do Brasil Working Paper Seriesn°l.
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Despite the fact of being derivated by an arbitrage condition, empirical resultsindicate that
UlPrelation isnot observed in several situations. |n econometric exercises applied to industri-
alized countries data, whose risk premium are supposed to be zero, the estimated coefficient
tothe (i, - i,") term are often close to zero or even negative and, in some cases, the results
reject the null hypothesisthat this coefficient equals one. Other resultsindicate that the UIP
empirical observation depends on the considered horizon length, aswell on thefact of whether
the country isindustrialized or emerging, or even on the adopted exchange rate regime. Other
causes are information asymmetry, imperfect asset mobility and market inefficiency.

Aiming to adequately estimate the nominal exchange rate we might consider an UIP rewrit-
ing in order to achieve ahigher empirical support. Indeed, we might consider amoreflexible
way by which interest rate differential and risk premium affect exchange depreciation.

In an attempt to explain the exchange rate (US$/R$) movement, using monthly average data,
we considered plausible to assume that the correct UIP domestic and foreign nominal inter-
est rates are combinations of certain domestic and foreign bond yields, respectively. How-
ever, for the sake of simplification, we modeled alinear approach explaining the differential
of such nominal interest rates as afunction of the Brazilian Selic and the US Federal Funds
rates differential. On an anal ogous way, we assumed the actual UIP sovereign risk measure
asalinear function of C-Bond? spread over treasury. These considerations are presented in
System 2.

i, —i =a, +a, [{Sdic, - FFunds ) +u,
x, = B, + 3,[SCBond, +V, @)

where: Selic, isthe natural logarithm of the average Brazilian Selic rate in period t:
In(1+ Selic%,);
FFunds isthe natural logarithm of the average USFederal Funds rate in period t:
In(1 + FedFunds%,);
SCBond, isthe natural logarithm of the average C-Bond yield spread related to
the average US Treasury bond in period t:

1+ Yi el dtC—Bond
n .
1+ Yi el dtUS.Treasury ]

U, . .
} are white noiseerrors.

2\\e chose C-Bond for threereasons: first, it wasthe longest bond seriesavailable at thetime this exercise was made; second, due
to the fact that its maturity is on April 2014, its price is still maturity unbiased; and third, C-bond spread explanation power
performed better than the others risk measures we tested.
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Tomodel E(e,,), we considered a simple univariate function described asfollows. Due the
fact that this expectation is obtai ned with known information up to instant t, the most recent
lagtoexplainitisin periodt-1. Therefore, we modeled this expectation asin System 3.

€n=VotNhl&,t7

ACHEFAIAL ©)
where: Y, are the approach parameters,
Z is a white noise error.

Considering thefirst difference equation® originated from Equation 1 and Systems?2 and 3
and incorporating along-run equilibrium condition based on purchase power parity (PPP)
hypothesis, we could specify the nominal exchange rate dynamics according to Equation 4,
assuming that the errors combination (vt -V —Uu + ut_l) follows awhite noise process.
According to Equation 4, long-run Ae, equalsinflation rate differential, considering Brazil-
ian IPCA and US PPI, as described in Equation 5, once considering that long-run move-
ments of nominal interest rate differential and risk must be close to zero.

Ae =y, e, —a, [\(Sdlic ~ FFunds )+ 8, ASCBond, +(1- )tz - 71’ )+& (4)

where: AO  isafirst difference operator: AQ, = ¢, - ¢, ;
€, isaerror combination Yt ~Via ~U ut—l) , supposed to follow a white noise process;
TT, is the natural logarithm of the Brazilian IPCA inflation rate in period t: In(1+I1 );
T[ft is the natural logarithm of the USPPI inflation rate in period t: In(1+PPI1%)).
_ 1 i _ . »
Ae,, = E [(ﬂ.— yl) [ﬁﬂlp - 1T, )D De,, = (7TIp - 7T|p) Conditioned to: Y, < 1 5)
1

We estimated Equation 4 using post exchange rate floating data, excluding the first months
to avoid any regime changing noise. All estimated parameters showed expected signal and
statistical testsindicated good significance. Theresidual correlogram indicated awhite noise
process.

Table 1 Estimated Results for Equation 4

Method: oOLS Sample: May/1999 to May/2001
Variable =S St. Deviation t P-Value
Value

de_, 0.594 0.105 5.667 0.000

A(Seliq - FFunds) -9.419 2.698 -3.492 0.002

ASCBond, 34.415 7.608 4523 0.000

QTI -7 ) 0.406 0.105 3.874 0.001
R?=0,634 R%ajust. = 0,601

3 We couldn't reject the null hypothesis that the exchange rate series has a unit root along post floating period.
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Table 1 shows output result. Nominal interest rates differential risings generate exchange
rate appreciations whilerisk premium risings are associated to exchange rate depreciations.

Although interest rates differential and risk coefficients are significant, its absol ute values
are much higher than the predicted by UIPrelation. However, due to the small sample length,
nothing guarantee us that the real exchange rate obtained by the Equation 5 projections
should converge to along-run equilibrium. The fact that the domestic interest rate and the
risk premium have been considered far from the supposed equilibrium values, during all
sample period, supportsthe last assertive.

2.Risk Premium

Inthissecond part, wewill try to endonize the sovereign risk premium proxy considered in Equation
4, the C-Bond spread over treasury. Although literature indicates several economic variablesto
explain risk perceptions, it's necessary to use aparsimonious criterion. We decided to estimate a
C-Bond spread over treasury explained by fiscal, foreign trade and liquidity/sol vency variables.
Intending to follow aparsimonious criterion, we needed to pursue relevant variablesavoiding, on
the other hand, an over fitting bias, mainly when including dummy variablesrelated to domestic
and foreign economic shocks.

In the best specification, represented on Equation 6, three variables, representing fiscal, foreign
tradeand liquidity/solvency variables, explained therisk premium: foreign exchange reserves (% of
GDP), net public sector debt (% of GDP) and current account balance (% of GDP). In order to
capture economic shocks, we used pulse dummiesrelated to Mexico crisis, whose bigger effects
werefelt on January 1995, Russiamoratorium on August 1998 and specul ative attack to Real on
December 1998, that culminated on an exchangerate regime changein the following month.

SCBond, = a, + g, [(BCBond,_, +a, [ARes/GDP, + a, [ANPD / GDP, +
+a, [ACurAc/GDP, +)_a; [DUMMY, +7, (6)
j

where: Res/GDP, isthe 12 month foreign exchange reserves (% of GDP);
NPD/GDP, isthe 12 month net public sector debt (% of GDP);
CurAc/GDP, isthe 12 month current account balance (% of GDP);
DUMMY, are pulse dummy variables related to economic shocks (Jan/95, Aug/98 and Dec/98);
N, isawhite noise error.

Considering that the higher the foreign exchange reserves level, the better isthe economy
liquidity/solvency situation. Thus, anegative Res/GDP, coefficient is expected. Analogously,
the higher the net public sector debt or the lower the current account balance, the higher is
the sovereign risk premium expectation, that leads us to an expectancy of positive and nega-
tive coefficients signals, respectively. Estimated output is shown in Table 2.
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Table 2 Estimated Results for Equation 6

Method: oLS Sample: July/1994 to September/2001

Variable Estim. Value St. Deviation t P-Value
o 0,006 0,003 2,356 0,027
SCBond;.1 0,896 0,034 26,342 0,000
ARes/GDP; -0,503 0,125 -4.038 0,000
ANPD/GDP; 0,117 0,045 2,599 0,011
ACurAc/GDP; -0,779 0,446 -1,747 0,085
Dummysanes 0,018 0,006 2.985 0,004
Dummyaugios 0,025 0,006 4.088 0,000
DumMypecos 0,016 0,006 2,625 0,011

R*=0,916 R%Ajus. = 0,908

The sovereign risk output presented intuitive and robust results, although it was necessary to
include dummy variables. The resultsindicate that a better government account and alower
current account deficit bring down the Brazilian sovereign risk premium.
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Annex
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FabiaAparecidade Carvalho - Coordinator of the Investor Relations Group

129



Inflation Report December 2001

The Board analyzed the recent performance of, and prospectsfor the Brazilian and international
economies under the monetary policy framework, designed to comply with theinflation targets
determined by the government.

Economic activity

Domestic economic activity continuesto indicate deceleration, followingthetrend observed
sincethe end of thefirst quarter. Thishas been reflecting the deterioration in the external economic
situation and the energy crisisand, the resulting impact on expectationsand onthe behavior of
interest and exchangerrates.

The demand indicators exhibited relative stability in August and September, partly dueto their
prompt and stronger response to the changesin the economic environment. Nevertheless, the
signsarestill incipient to affirm that the deceleration processis near the end. In addition, the
repercussion of the attacksto the U.S.A. hasnot yet reflected in the economicindicatorsrel eased
sofar. It shall be stressed, however, that thelikely unraveling of thiscrisis creates new uncertainties
regarding the external economic environment, whichisunfavorablefor recovery inthedomestic
economic activity inthe current circumstances.

Preliminary datarel eased by the Trade Federation of the State of S&o Paulo (FCESP), showed
that theretailers turnover in the Metropolitan Region of Sdo Paulo increased by 1% in August
compared to July, but accumulated a 3% drop year-to-date compared to the same period of
2000. The outcome in August was affected by the 7.2% increase in the sales of construction
material, which offset the 1.3% declinein the sales of consumer goods and 8.3% in the auto-
vehicle sales.

The Consumer IntentionsIndex (11C), also measured by FCESP, partially recovered in September
toreach 94.9, still within the pessimistic range—below 100, ina0to 200 scale. Thisrecovery
featured the positive evolution of both components, current and futureintentions, mirroring aless
negative perception of domestic economic and political environment at the end of August, when
the survey was carried out. Therefore, theresult in September till doesnot reflect the repercussion
of the attacksto the U.S.A. on the formation of domestic expectations.

Theoverdl investment indicatorsin the country exhibited signsof coolinginJuly, mainly regarding
importsand exports of capital goods, whereas domestic production of capital goods still showed
some dynamism, geared by the effects of the energy rationing, which bolstered the production of
energy generation equipments. The production of raw material for the building industry leveled
off inthemonth, after plunging in the previous bimester.
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Theindustrial production decelerated for thefifth consecutive monthin July, with a1.2% decline
in the seasonally adjusted series. In the year, the industrial production grew by 4.3%, with the
accumulated change reaching 5.1% in the twelve monthsto July, from5.7% in June. Inthe
month, negative growth wasobserved in 13 of atotal of 20 industrial sectorsand 3 of the 4 usage
categories. Positive growth was observed solely in the production of capital goods. Noteworthy,
inthetwo first months under the energy rationing program, theindustrial production diminished
by 0.1% compared to the same monthslast year, asaresult of the 4.7% reduction in the production
of durable consumer goodsand 1.6% inintermediate goods. Considering theintensity of electrical
energy expenditures, highly intensive sectors cut down on production by 10.1% in the June-July
period, whereas medium and low intensive sectors expanded by 4.4% and 4%, respectively,
compared to the same period of 2000.

The weaker performanceinindustrial production resulted in anew reduction of productive
capacity, assurveyed by the National Confederation of Industries (CNI), reaching 79.7% in July
in the seasonally adjusted basis. It wasthe fifth consecutive drop since the recent 82% peak
observed in February 2001. Working hoursin the production reduced by 1.5% in July, in the
seasonally adjusted basis, asreported by CNI, revealing that the overtime cuts and the collective
vacation have constituted the preferred alternative as compared to job cutsto adjust to decel eration
intindustria activity. Notwithstanding, industrial surveysindicatereductioninemployment inthis
sector. The unemployment rate reached 6.19%in July, versus 6.38% in June, though asaresult of
reduction of 49 thousand positionsand of 91 thousand peoplein the employable population (PEA).

Regarding credit operations, the outstanding stock of freeresourcesincreased by 2.4% in August,
dueto a2.6% increase in the operations with corporations and 2.1% with households. This
performance, however, continued to reflect a positive flow resulting from transactions settled
previously, as new loansfell for the second consecutive month, aresponse to the environment of
uncertainties together with the maintenance of lending rates on an upward trend. Thedaily average
of credit concession to corporations and households dropped by 6.1% and 1.3% in August,
respectively, compared to the previous month.

Onthefiscal front, theincrease of the primary surplusto R$ 34.4 billion up to September confirms
themaintenance of austerity. InAugust, collection of taxesand contributionsremained at agrowing
pace, mainly dueto the effects of tax collection on capital income and financial turnover, astax
collection on corporate revenue has been growing at alower pace, reflecting the decel eration of
the economic activity.

Asto the external transactions of the Brazilian economy, the trade balance recorded a US$ 663
million surplusin August and a US$ 120 million surplus on thefirst two weeks of September,
accumulating apositive result of US$ 779 million year to date. Noteworthy, after May, exports
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and imports started to grow at lower rates, reflecting, simultaneously, but at adifferent intensity,
the effects of deceleration in the Brazilian and global economies.

InAugust, exports wasimproved by aircraft re-exports, similarly to August 2000, although growth
in salesof basic products continued to be remarkable, mainly poultry, beef and pork, together
with therecovery in exports of semi-manufactured products, resulting fromtherecovery insaes
of iron and steel products and the continuing sugar export growth. Shipment of manufactured
productsfell once again compared to the same month of 2000. Asto market destination, the best
resultswere achieved with countries holding asmaller share of Brazilian exports, confirming the
diversification of destination of Brazilian salesin 2001, at the sametime asthe salesto the main
markets, United States and Mercosur, slowed.

Regardingtotal import volumes, purchasesof capita goodswerethe sole segment toincrease comparing
toAugust 2000. Intermsof daily averagevolumes, only theacquisition of fuel and oil surpassed August
2000 results. Thereductionin purchases of consumption and intermediate goodsreflectsthe dower
industrial output growth inthe country and therecent depreciation of the exchangerate.

To conclude, the deterioration in the external front and the adjustment of the economy to the
energy crisistriggered aprocess deceleration in economic activity, whichisstill on. Asaresult,
the observed and projected growth ratesfor the Brazilian economy for 2001 islower. The labor
market is starting to adjust, albeit gradually, to this environment, which shall exert additional
pressureto thereal wagebill, aready affected by theimpact from administered price adjustments.
Thedeterioration of credit conditions, with more selectivity, shorter maturitiesand higher interest
rates, does not favor demand recovery. Thefiscal position remainsfavorable, yet with prospect
for continued decel erating revenue growth. Therecent trend in trade suggestsrecovery of surpluses,
mainly reflecting the downward trend of importsinasmuch astheinternational environment, even
prior to the attacksto the United States, was unfavorable for exports.

External environment

To evaluate the world economic outlook after the attacks to the United States on September 11
ismoredifficult asittendsto betightly linked to the impact of such actions upon the North
American economy. Although premature, the analysis is based on the acute expectation of
unfavorableinfluence on consumer confidence and the prospectsfor deepeningtheslowinginthe
short run. Thisled the Federal Reserveto reduce basicinterest rates by 50 bp, for theeighth time
in the year, on September 17, currently standing at 3% . Alongside monetary loosening, the
government signal sthe adoption of expansionary fiscal policy, partialy using the primary surplus,
which tendsto produce positiveimpacts over the medium term, fostering the recovery stimulated
by an easier monetary policy.
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Until early September, U.S. economy remained on adecel erating process and statisticsreleased did
not signal recovery inthe short run. The consumption remained asthe main pillar of demand, albeit
onadownward trend, asinvestments decreased significantly sincethe end of 2000. The accentuated
drop ininvestments has been recorded in thelevels of inventory and fixed assets, such asfacilities,
meachinery and software. It shal bestressed that thisadjustment isconsidered rel evant for thecorrection
of imbalancesimpelled by the high growth period. The positivefiscal resultshave beeninferior to
initially expected, reflecting tax reduction, the changein collecting dates and the lower activity level.
Trade has al so been influenced by the decel eration growth, resultingin lower ratesof import growth.
Additionally, global repercussion of thefall in U.S. economic activity hastranslated into lower
export growth rates. Theevolution of priceindicesdoesnot evidence existence of inflation pressures,
enabling interest rate reduction. It shall be stressed that the expectations of manager’s purchases
(NAPM ) in the manufacturing sector had improved substantially in July, differently from the
expectations of the managersin the services sector and consumers.

In the Euro Area, statistics point to the contagion from the decel eration processin the United
States. The Gross Domestic Product in the second quarter expanded by 1.7% relatively to the
same period inthe previousyear, after a2.4%risein thefirst quarter. Country specific indicators
relative to July and August and entrepreneurs’ perception, translated into thefall in confidence
indicators of the three major economiesin the region —Germany, Italy and France-, suggest the
maintenance of thistrend in the next quarter. 1t shall be emphasized that, in coordination with the
Federal Reserve, the European Central Bank reduced basic interest rates by 50 basis points on
September 17, after which the main rediscount rate stood at 3.75% p.a.

The Japanese economy remainswith no signsof recovery intheactivity level although theyen has
been showing appreciation trend. Eastern Asian economies, which tend to present high dependence
on both American and Japanese demand, are searching for measuresto countervail external sector
retraction, with Chinaand South K oreafeaturing asthe most successful.

L atin American economies are undergoing the unfavorableimpactsfrom the international markets
viatradeand tighter liquidity infinancial markets, resulting in higher uncertainty and risk aversion
frominvestors. The Argentine economy remainsin recession, despiteinternal effortsand financial
support programs by international financial institutions.

In synthesis, thetrend of cooling in economic activity isobserved at aglobal level, led by the
United States. This scenario tends to become deepen in the short run, as a function of the
recrudescence of American consumer and corporate spending contraction, in responseto the
attacks on September 11. Nonethel ess, the easing, already in progress, of monetary and fiscal
policiesin the United States should contribute to mitigate the contracting output trend in the medium
term, with positiveimpactsfor the world economy.
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Prices

In August, the adjustment of the administered prices continued to exert pressure on the main
inflation indices, abeit at alower intengity, thus contributing to lower monthly changesas compared
to July. Considering consumer prices, electricity price adjustmentsin Sao Paulo, Curitibaand
Belém, together withtheriseof fuel pricesat anationa level put forth the most significant impact
on the monthly outcome. Asto wholesal e prices, in addition to theimpact from fuel prices, it shall
be stressed the pressure from theincreasein cereal s and grains and crops for exports, among
agricultural products, reflecting, in part, the effects of the exchangerate variation.

ThelPCA rose by 0.70% in August, compared to 1.33% in July, accumul ating 5.06% in the year
and 6.41% in the last twelve months. Theretreat in the monthly outcome was dueto the lesser
impact of administered price adjustments, which concentrated in July. Food pricesincreased by
0.83%, geared by the 21% hike in soy oil prices, mostly led by therisein international prices
which had impacted wholesale pricesin July. Theimpressive hikesin wheat flour, bread and pasta
pricesreflected both wheat price increases and the exchangerate variation. Still inthefood sector,
price increases were associated with off-season effects. The item domestic employee, which
incremented by 2.38%, featured asthe mainindividual contribution for the monthly variation (0,08
pp). Thispercentagereflectsthe variationsin thelabor market after the minimum wage adjustment
in May. Regarding theitem electricity , the 1.21% variation was a consequence of a 10.79%
increase recorded in Belém, where the tariffswere readjusted by 14%, after August 7.

The|GP-DI rose by 0.9% in August, compared to 1.62% in July, accumulating 7.4% in the year
and 9.8% in thelast twelve months. The 1.13% variation in | PA was the main determinant of the
|GP-DI result, whereasthe | PC rose by 0.54%, still reflecting the hikein administered prices. The
INCC increased by 0.62%, exclusively asaresult of the hikesin civil construction pricesinasmuch
aslabor costsremained stable.

Based on the analysis of July and August indices, a conclusion may be drawn that the hikes
observed stemmed from pressures arising from specific groups. A generalized rise among sectors
isnot evident, nor are continuous upward movements, which evinces the absence of indexation
mechanismsin the economy. Taking into account thisfact, together with the waning of pressures
derived from administered price adjustments, a prospect for significant reductionininflation rates
IS expected for the coming months.

Money mar ket and open market operations

Thetrend of reductioninthe slope of theinterest rate yield curve continued some weeks after last
Copom meeting, motivated by the interpretation that the 19% Over-Selic target would be an
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interest rate ceiling and by the favorable news on the external front%zncreasein the Purchasing
Manager’sIndex (NAPM) in August, indicating smaller retraction in the activity level, and tax
collectionin Argentinaat alevel higher than expected. Between August 22 and September 9, the
spread between the Over-Selic rate and the Futures DI to January reduced to 190 bp from 340
bp. Nonetheless, after the attacksto the U.S. on September 11, thistrajectory reverted, with the
spread increasing to 320 bp on September 17. On that date, a higher slope was observed in the
whole extension of the curve.

In September, the strategy of rolling over integrally the principal and final interest payments of
exchangerate indexed securities, preferably with placementsof NTN-D, has started. Asameans
toroll over the R$5.8 billion in NBCE redeeming on September 6, three auctions of 3-year
NTND werecarried out, at afinancial volume equivalent to 67% of thetotal redeemed, in addition
to an 11-month placement, matching the demand for long term securities. Theyield for thethree-
year securitiesreduced to 10.38% p.a. in the last auction from 10.87% p.a. inthetwo first ones.
For shorter maturity securities, the averageyield was of 5.54% p.a..

Therollover of the R$3.7 billion redemption on September 17 was carried out with two auctions
of three-year NTND (totaling 69% of the redemption), at rates of 11.50% and 11.95%, and an 8-
month security offer at an averageyield of 5.81%. On August 29, therewas still a3-year NBCE
auctionto rollover R$1.1 billionin NTND maturing on September 3. The average yield was of
10.29% p.a.. On September 13 and 14, atotal of three placements of five-month NBCE was
realized to meet the demand for hedge. The resulting financial volume transacted was of R$6.7
billion and the average yieldswere of 9.69%, 9.96% and 10.26%. The large quantities offered
and the yields accepted sanctioned an increase of the exchange rate coupon.

OnAugust 29, afive-month LTN auction was settled. The financial volume transacted was of
R$0.9 billion at an averageyield of 22.6%, which presented reduction relatively to similar auction
carried out in the previousweek, under the expectation that the Selic target would not be el evated.
In this scenario, on September 4, the National Treasury placed R$1.3 billionin 7-month LTN, at
theaverageyield of 22.86%.

On September 5, afive-year LFT auction was settled, totaling afinancial volume of R$1.2 billion.
Demand outstripped the offer (2.2), dueto the lower volumes offered and investment funds' needs
to recomposetheir portfolios, which led to ahalt in the upward movement of average discounts
over face values, reducing to 0.34% from 0.40%.

Stemming from the effects of the terrorist attack on September 11 in the market, the National
Treasury decided to cancel the LFT and LTN auctions scheduled for that day. The auctionwas
resumed on September 18, with the sale of R$1.2 billion five-year LFT, at an average discount
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slightly below the previous auction (0.33%) and with ademand again superior to the offer (1.6
ratio). Considering the financial settlements between August 22 and September 18, aR$142
million expansionary monetary impact was observed in the period. The additional placements of
NBCE offset the net redemption of National Treasury securities.

Within a19 working day period, the Central Bank intervened for ten timesin the open market,
aiming at administering the short-terminterest rate. In all interventions, the Central Bank carried
out purchases of federal securitieswith resale agreements, at aminimum yield of 19.06% p.a..
The average volume of theinterventionsreached R$5.3 hillion.

Prospective assessment of inflation

Theidentified shocksand their impacts were reassessed in light of newly availableinformation.
The scenario considered in the simulations encompasses the following assumptions:

1. August inflation rate, measured by the IPCA, reached 0.70%, near the expected resultsfor
the month;

2. the forecasts for the prices of oil products was cal culated based on the price structure
implied by Brent crude oil futures contracts. The expectation for the average price of the barrel
wasraised to US$ 26.2 on the third quarter and to US$ 28.1 on the fourth quarter of 2001. For
2002, it wasassumed that the prices of oil by-productsin the domestic market would be adjusted
based on the structure of costs determined by the average prices effective on the last quarter of
2001. From the second quarter on, these priceswoul dfollow market inflation.

3. for awider set of administered prices, weighting 30.4% of the IPCA inAugust, the expected
inflation in 2001 remained relatively stableat 11.0%, from 10.0% in August. Price variation from
January to August accumulates 7.9% with further 3.0% being expected for the remainder of the
year. Theevolution of these pricesisexpected to directly contributewith 3.2% for theyear inflation,
compared to the 2.9% estimated in August.

4. theforecast for the adjustment of electricity tariffsin 2001 remained at 20%. For 2002, the
expected readjustment is of 20%, considering residential and non-residential consumers,

5. the slope of the domestic yield curve - defined asthe difference between the 180 day swap
rate and the one day Selic rate - is projected at an average of nearly 500 basis points on thethird
quarter of 2001, linearly declining to an average of 300 basis points at the end of 2002;
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6. the path for the Fed funds interest rates was projected based on the maturity of forward
contractsthat indicate adecrease in the rate until the end of the second quarter of 2002 and a
dlight increasein theremainder of theyear;

7. ontheexternd front, the ssumption for the averagerisk premium—measured asthe difference
between theyield of Brazil’s Global Bonds and the United States Treasury Bonds with equivalent
duration cal culated by linear interpolation —was revised to incorporate a declining path from
current levelsto aplateau near 700 basis pointsfrom the second quarter of 2002 on.

It was assumed a stable exchange rate, in 2001 and 2002, around the level s observed on the eve
of the Copom meeting.

The coreinflation of thel| PCA, cal cul ated under the symmetric trimmed-mean method, declined in
August to 0.56%, from 0.65% in July. Accumulated in 12 months, the core index increased by
6.25%. The coreinflation of the IPC-BR, calculated under the symmetric trimmed-mean method,
declined to 0.59% in August. Accumulated in 12 months, this core increased by 3.73%. The
inflation core cal culated with the exclusion of administered prices— considering the wide set
weighting 30.4% of the IPCA in August - and of household food pricesincreased by 0.40% in
August, with accumulated variation of 4.04%in 12 months.

The median of market expectationsfor the IPCA variation, as surveyed by the Central Bank ona
daily basis, wasrevised to 6.5% from 6.3% for 2001 and remained stable at 4.5% for 2002.

Inrelationtothefiscal policy, it was assumed that the primary surplustargetsfor the consolidated
public sector would be met, asstated in the Economic Program of the Government.

The remaining assumptions established in the previous meeting were maintained.

Simulation exerciseswith several specificationsof the structural model allowed for the conclusion
that the maintenance of theinterest rate at the current level of 19.0% p.a. would result ininflation
abovethe upper limit of thetarget for 2001. For 2002, the projected inflation is slightly abovethe
3.5% central target for the year.

Monetary Policy Guidelines

Recently rel eased indicators confirm the s owdown trend in demand as aresult of the set of shocks
that affected the Brazilian economy. The drop in demand may be explained by theworseninginthe
external scenario, by effects of the energy crisison expectations and by the recent tighteningin
monetary policy, yet enough for GDPto grow moderately thisyear. As addressed in the last

137



Inflation Report December 2001

Copom meeting, the balance between aggregate supply and demand has been exerting downward
pressure on inflation, since the slowdown in demand has outstripped the effect of the energy
rationing on the aggregate supply. After an expected increasein inflation in July and August ,
basically dueto the hikein administered prices, the IPCA and other indicesaready show marginal
decrease, with reduced variation in market prices.

Notwithstanding the downward pressure on inflation stemming from the activity slowdown, the
exchangerate remainsunder pressure. In theinternational scenario, adverse expectations prevail.
The recovery of the U.S. economy had been postponed as indicated by recent released data.
With the recent attacks on September 11th, the probability that thisrecovery will be delayed for
thethird quarter of next year ishigher. In Europe, following the developmentsinthe U.S. economy,
the reduction trend in the pace of economic activity will be accentuated. The Japanese economy
will not present signals of recovery in the short run.

It isstill premature to predict the effects of U.S. crisisin the world economy and in Brazil.
Nonetheless, it is possiblethat the recent international scenario hastwo consequencesin the short
run: 1) doubts about the world economic situation, aggravated by the attacksto the U.S., may
weaken consumers’ confidence, increasethevolatility in stock marketsand oil prices, and reduce
capital flows; and i) thelevel of global economic activity shall retract, global tradeflows.

Theimprovement in the result of thetrade balance, as aresult of weaker aggregate domestic
demand and depreciation of thereal, and the recovery of economic growth on the second half of
next year will intensify the ongoing narrowing of current account deficit and improvethe quality of
itsfinancing. Inthe meantime, the new agreement between the IMF and Brazil will provide support
for thefinancing of the Balance of Payments.

ThelPCA coreinflation registered the second consecutive monthly reduction. Nonetheless, August
outcome remains high (+0.56%). I nflation expectations, as surveyed daily by the Central Bank
with the participation of a number of institutions, exhibited small marginal increasefor 2001 and
indicateadownward trend for inflation in 2002. In 2001, the | PCA accumul ated a5.06% variation
until August, led by the evolution of administered prices (7.86%), with acontribution of 2.30% for
the IPCA. Theremaining prices, weighting 69.6% of IPCA, increased by 3.86% in the period,
with acontribution of 2.76%.

For 2002, the forecasts derived from Central Bank’s structural model, built upon the assumption
of aconstant interest rate trajectory, indicate an inflation rate above 3.5%. Theincreasein the
projected inflation for the next year results exclusively from the path of exchange rate and energy
and oil productsprices. Inthissense, the shocksthat affected the Brazilian economy thisyear will
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still havereflexeson next year inflation. Theforecast for market priceinflation, upon which monetary
policy hasthe major impact, remains significantly below 3.5%.

Copom recognizesthat there arerisks of a passthrough of the recent exchange rate devaluation on
domestic pricesnext year, aslong asthe exchange rate remains under pressure. However, Copom
understandsthat the monetary policy iscurrently adegquate to maintain market prices under control
and to neutralize secondary effects of the supply shocks.

Accordingly, Copom unanimously decided to maintain the Selic ratetarget in 19%p.a. .

At the close of the meeting, it was announced that the Committee would meet again on October
16, 2001, at 3:00 PM, for technical presentationsand, on thefollowing day, at 4:30 PM, in order
to discuss monetary policy guidelines, as set in the Calendar of Copom’s Ordinary Meetings,
published inthe Central Bank Communiquén. 8,018, of 11.22.2000.

Minutes of the 64" Meeting of the Banco Central do Brasil
Monetary Policy Committee (Copom)

Date: October 16 and 17, 2001

Place: Central Bank’s Headquaters 8" floor meeting room (on 10.16) and 20™ floor (on 10.17)
-Brasilia- DF

Called toOrder: 4:08 PM on 10.16 and 4:35 PM on 10.17

Adjourned: 8:32 PM on 10.16 and 6:58 PM on 10.17

In attendance:

Members of theBoard
Arminio FragaNeto - President
Carlos Eduardo de Freitas
Danid LuizGleizer

Edison Bernardes dos Santos
[lan Goldfan

Luiz Fernando Figueiredo

Sérgio Darcy daSilvaAlves

Department Heads (all present on 10.16)
Altamir Lopes- Economics Department (DEPEC)
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Daso Maranh&o Coimbra- International Reserve Operations Department (DEPIN)

Gustavo Bussinger - Research Department (DEPEP)

LuisGustavo daM attaM achado - Department of Banking Operationsand Payments System (DEBAN)
Sérgio Goldenstein - Open Market Operations Department (DEMAB)

Other participants(all present on 10.16)

Antonio CarlosMonteiro - Executive Secretary

Jodo Borges - Press Secretary (ASIMP)

FabiaAparecidade Carvalho - Coordinator of the Investor Relations Group

The Board analyzed the recent performance and prospectsfor the Brazilian and international
economies under the monetary policy framework, designed to comply with theinflation targets
determined by the government.

Economic activity

Economic activity hasleveled off at alower pacein August and September, after having slowed
sinceApril. Indicators of consumption recovered slightly in August and September, after falling
steeply inthe previous quarter. Consumers, however, have remained cautiousin the face of tighter
credit conditions, declinein real earnings and worsening of external environment. Industrial
productionisslowing gradually, still sustained by placement of orders, particularly thoserelated to
deal with theenergy crisis.

The Index of Consumer Intentions (11C), surveyed by the Sdo Paulo State’s Federation of
Commerce (FCESP), continued to fall in October, particul arly affected by the turbulent environment
prevailing after the events of September 11th in the United States. The surveyed sample also
evidenced increasing concern on unemployment. Thefall in theindex by 9% affected itstwo
components— current and future intentions— halting the rebound observed since June when the
index reached its minimum by thetimethe energy rationing began.

Retailersturnover expanded by 0.8% in September from August, according to FCESP. Thisresult
reflected mainly the sales of non-durable consumer goods. Nonetheless, retailersturnover dropped
by 4% year to date, reflecting particularly areduction of 19.4%in car sales.

A more dynamic sales of non-durable goodsis shown by an increase of 2.7% in September inthe
enquiriesto the Telecheque, aleading indicator for cash and predated check payment sales, surveyed
by the Sao Paul o Association of Commerce (ACSP), while enquiriesto the Credit Protection
Service (SPC), aleading indicator for credit sales, declined by 2.8%. Default rate in commerce,
asmeasured by ACSP, remained stable at 6% in September, with both the number of new registries
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and cancellationsfalling. In thefinancial sector, theratio of checksreturned due to insufficient
fundsremained stable at 5% as compared to the previous months, though 30% higher than the
level observed in 2000.

Investment spending has evolved favorably throughout the year. According to the Brazilian Institute
of Geography and Statistics (IBGE), the share of investmentsinthe GDPinthefirst half of 2001
reached 24.7% compared to 23% in the same period of 2000. Monthly indicators of gross capital
formation continueto perform positively in recent months, partly reflecting the effectsof investment
decisionstofacetheenergy crisis. Output of capital goodsgrew by 17%intheyear-to-August, with
anexpansion of 6.1%inAugust (seasonally adjusted). Equipment for electricity generation showed
expans on of 46.5% and 15.5%, respectively. It should be underscored the performance of production
of agricultural machinery, with expansion of 26.1% intheyear and 16.6% in September. Imports of
capital goods showed asimilar trend, growing by 24% in theyear and 5.8% in August (seasonally
adjusted). Construction industry, the main component of gross capital formation, however, performed
differently, contracting by 1% in August and showing stability intheyear (0.4%).

After 5 monthsof decline, industrial production stabilized in August (+0.2%, seasonally adjusted),
mainly driven by growth in the production of capital goods, and at alesser extent by production of
semi-durable and non-durable consumer goods. It should be noted that industrial production
showed stability in August compared to August 2000, evidencing that this sector overcamethe
restrictionsin energy supply through the rationalization of consumption, substitution of energy
sources, and trading of excess energy among industrial sectors.

Despite these favorable results, someindustrial sectorsare being affected moreintensely by the
difficulties of the current economic conditions, asisthe case of the production of durable goods,
which declined by 7.1% in August compared to July, and 14.5% compared to August 2000. Year-
to-date, it grew by 5.2%, but at a sharp slowing pace. Among the durable goods, it should be
noted especially the performance of car industry. Even after the reduction in the production,
inventory isstill increasing, asaresult of plummeting car salesin recent months. In September, the
production of carsfell by 5% (seasonally adjusted), salesto car dealers dropped by 6.2%, and
theinventory of vehiclesin the stores was approximately 100,000 units (or around 28 days of
sales). Inventory in thefactoriesis also high, which may lead to a cut down in production, as
attested by recent decisions of collective holidays determined by several carmakers.

InAugust, despite positive evolution of industrial production, capacity utilization declined as
compared to July. In the seasonally adjusted series, capacity utilization in theindustrial sectorin
Sé&o Paulo fell by 0.32% and 0.4%, according to CNI and FIESP, respectively. Industrial
employment and real wage alsofell inAugust.
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Open unemployment, as computed by IBGE in six metropolitansregions, was 6.18% in August,
after recording 6.19% in the previous month. The number of employed increased by 0.44% (or
75,000 jobs), though not sufficient to absorb growth of 0.42% in the employable popul ation
(PEA), resulting in an increase of 0.16% in the number of unemployed. Thisinformation, and the
fact that the upward trend in formal employment remained rising by 0.1% in August (seasonally
adjusted), indicated that the impact of the energy crisison the labor market waslessintense than
previously projected.

In September, interms of daily average, new lending provided by the domestic financial system
from itsfreeresources presented an expansion in general compared to August. Even though this
expansion could indicate the addition of new borrowers, it resulted in part from the concentration
of demand infewer working days (19in September compared to 23in August), asthe accumul ated
flowsin September reduced for almost all credit lines.

Daily average of new credit to householdsin September expanded by 9.6% and accumul ated
flowsfell by 6.2%, while in terms of volumeincreased by 2%. The primary contraction in the
month is consistent with slowing economic activity, thelevel of interest rates, and uncertaintiesin
the external environment.

Asto the external sector of the Brazilian economy, the trade bal ance recorded a surplus of US$
594 million in September, and asurplus of US$ 29 million for thefirst two weeksin October,
accumulating asurplusof US$ 1.3 billionintheyear. Thisrecent improvement inthe overall trade
balance is associated with the slowing in domestic economic activity and the exchange rate
depreciation, leading to import reduction and maintenance of the export growth, eventhough at a
moderate pace. The expansion in commodity sales remains notable, mainly meat and soy, asa
consequence of an enlarged market opportunity resulting from livestock diseasesin Europe. On
the other hand, the sal es of manufactured goods are decel erating, asaresult of weaker demand in
the major export markets (the United States and Argentina).

In concluding, economic activity remainsat alow level, dueto the slowing process started by the
end of thefirst quarter of the year. Recent outcome which might indicate apossiblereversal of this
trend, asshown particularly by the consumptionindices, isstill incipient, and hasnot yet incorporated
fully the effects of theinternational crisis. Therefore, one cannot draw any conclusion asto the
start of anew trend. In addition, in shaping the expectationsfor coming months, the decision of
carmakersto reducetheir output should be incorporated, aswell astheimpact of such adecision
on the other sectorsof industry.

A slowing demand dueto the lower credit expansion, and to the drop in consumers confidence,
have more than offset the effect of the energy crisis on the aggregate supply, generating an output
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gap which containsinflationary pressures and improves the trade balance mainly by means of
reduction inimportsin view of difficultiesintheinternational environment to expand exports.

External environment

Datareleased last month showed that the U.S. economy has been in aslowing trend since the
second half of 2000, even before the attacks of September 11th. Inthisregard, capital spending
remained declining, with areductionin the output of capital goodsand stability in orderstofactories.
Dataon the evol ution of consumption suggest that the consumption was slowing, with retail sales
declining by 2.1% in September compared to the previous month (seasonally adjusted), and a
reduction of accumulated growth in 12 monthsto 1.8% from 3% up to August. In this context,
consumer credit, which increased by US$ 2.3 billion in September, remainsin adownward trend
intermsof 12 month growth rate.

The events of September 11" in the United States and the foll owing actions have contributed
considerably to the increase of uncertaintiesin the economic environment. In this context, and
taking into account the absence of inflationary pressures, monetary and fiscal policieswereloosened.
After 50 points cut in the fed fundsrate in an unschedul ed meeting on September 17, the Federal
Reserve cut interest rates further by another 50 basis pointsin the regular meeting of October 2™,
after which the basicinterest rate stood at 2.5%. Simultaneously, the government decided to grant
afinancial support of US$ 15 billion to airlines, to be disbursed in 2001 through 2002, and was
also authorized by Congressto spend US$ 40 billion for assi stance and recovery, which should be
used during thisyear and the next. Thisfinancial support, added to thetax refund proposal, may
represent aconsiderablefiscal incentive.

Expectationsthat government measuresto support recovery inthe economic activity will be effective
inthe medium run are not yet explicit in the business outl ook, as measured by the indices of the
National Association of Purchase Managers. Overall index for the manufacturing sector remained
below 50 in September, for the 14™ consecutive month. Theindex relative to the services sector
reached 50.2 in September, which was still regarded asinsufficient to indicate aconsistent reversal
of trend. Consumers' expectationsas surveyed by the Conference Board have deteriorated, falling
t0 97.6in September from 114 in August. Consumers’ sentiment, as evaluated by the University of
Michigan, suggested an improvement asthe preliminary figurefor theindex roseto 83.4 in October
from 81.8 in September.

It should be pointed out that the military reaction to the attacks and fearsfor further offensive
actionsinthe U.S. territory have increased the uncertainties regarding the recovery in economic
activity, contributing to an even weaker performancethan it would be expected for the short runin
thisstage of economic cycle.
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Inthe euro area, indicators showed that the slowing economic activity has persisted in the period.
Retail salesrecorded an expansion of 1.3% in July, compared to 1.5% in the previous month.
Industrial production, after expanding by 1.8% in June relative to the same month last year,
contracted by 1.1% in July, unemployment remained stable at arate of 8.3% in July and August.
Regarding inflation, the harmonized consumer priceindex hasindicated adownward trend since
May, when it reached 3.4% (2.7% in August, still abovethe reference rate of 2%). Considering
the producers priceindex, the downward trend is even more apparent, reducing to 1.7% in August
from 4.8% in January. Therecent increasein the annualized quarterly moving average of the M 3-
- aleading indicator of inflation and first pillar of the monetary policy conducted by the European
Central Bank— isbeing interpreted as atransitory phenomenon and resulting from statistical
problemsin the measurement of the indicator, thus not regarded as adeterioration in inflation
prospects. Entrepreneurs’ expectations about the economic outlook of the major countriesin the
region remain low. Inthisscenario, the European Central Bank cut the basisrate by 25 pointson
August 30" and, in September, decided on another reduction of 50 points, to 3.75%, jointly with
the Federal Reserve.

The evolution of the Japanese economy has not been favored by theinternational scenario, leading
the Bank of Japan to intervenein the foreign exchange market in an attempt to hold the Japanese
currency against thedollar, aswell asto increase theliquidity in the domestic market to stimulate
the economy.

InArgentina, uncertaintiesregarding the ability of itseconomy to recover remain, together with the
maintenance of adownward trend in demand and supply. Inthiscontext, thetrade balanceregistered
asurplus of US$692 millioninAugust, accumulating asurplusof US$ 3 billionintheyear. This
performance reflects mainly acontraction of 7.8% inimports, while exportsincreased by 4%.
Thewidening of spread of Argentine securities has affected other emerging market papers, as
perceived by international investors.

In summary, the process of dowinginthe U.S. economy, which had already affected other industrial
countries, with negative impact on the emerging economies, mostly for those within its area of
influence, tends to be exacerbated by the consequences of the September attacks, delaying
therefore the start of economic recovery.

Prices
In September, inflation measured by the main price indices abated, reflecting the reduction in

agricultural pricesand, especially, the easing of pressures derived from adjustment of administered
prices which weighed considerably on theseindicesin the two previous months.
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The IPCA rose by 0.28% in September, compared to 0.70% in August, accumulating 6.46% in
12 months. Thisresult was dueto asmaller increment in the administered pricesandto afall in
agricultural prices, particularly fresh products. Food prices decel erated to 0.39% in September
from 0.83% in August. Still, higher cost pressures on food prices persisted, coming from off-
season effects and/or climate problems, and effects from the exchange rate depreciation. Prices of
non-food products eased to 0.25% in September, compared to 0.66% in August in view of the
ending of the period where controlled price adjustments are concentrated. Neverthel ess, this sector
contributed to 0.19 percentage point in the IPCA variation, affected by therisein urban busfares
in Recifeand Salvador, intermunicipal busfaresin five of the eleven capitalssurveyed for the price
collection, water and sewagein Rio de Janeiro and €l ectricity pricesin Belém, Brasiliaand Goiania.

ThelGP-DI recorded adecel eration to 0.38% in September, from 0.9% in August, accumulating
7.81%in 2001 and 9.44% in the 12 month period. Compared to the previous month, the decel eration
was observed in all components, led by the IPA, which declined to 0.48%, from 1.13%. This
result was associated with the negative variation inthe agricultural IPA in September (minus 0.21%)
from 1.33% in August driven by the reductionsin the prices of milk and eggs, affecting also their
retail pricesasfood pricesin the CPI decreased by 0.37%. Upward pressures from exchange
rate, however, persisted on the prices of soy and its by-product, in addition to supply problems
dueto off-season effectsin some products such asrice, beans and cattle. The monthly variation of
thelIndustrial IPA slowed to 0.75% in September, from 1.05% in August, with the main determining
factors being the price behavior of processed food products and chemicals. The INCC rose by
0.55% simply asaresult, for thethird consecutive month, of increasesin civil construction prices
and services (1.07% from 1.22% in August), while labor costs remained stable.

Alarger increasein all indicesis expected for October, basically as a consequence of thefuel
price adjustment on October 5™. It should be pointed out also the pressureson agricultural products,
especially regarding those still affected by off-season factors. Nonethel ess, these pressures are
localized, and there are no expectations of ageneralized priceincrease, taking into account the
weak demand and the absence of indexation mechanismsin the economy.

Money mar ket and open market operations

Thevolatility intheinterest rate yield curve increased since the last Copom meeting, dueto the
effects of the attacksin the USA and increased uncertaintiesin Argentina. The slope of theinterest
rateyield curve, as measured by the spread between the Over Selic rate and the 90 day Futures
DI rate widened by 255 basis pointsto 370, between September 19" to October 9. Nonethel ess,
after the parliamentary electionsin Argentina, the slopereverted partially and the spread narrowed
to 300 basis points on October 15™.
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Between September 11™" and October 11™, 21 unscheduled offers of exchange rate indexed
securitieswere carried out by the central bank, amounting to R$23.4 billionin financial volumes.
Since end-September, the unscheduled placements have been carried out with NTN-D. On
October 3" and 4", the National Treasury attempted to lengthen the tenure of the outstanding
securities by offering maturitiesto 2003 and 2004. L ow demand and increased bid yields, however,
were observed, leading to further placements of NTN-D with maturity in 2002.

In addition, four auctions of federal securitieswere carried out between September 19" and
October 16" to roll over maturing exchange rate indexed securities. Asameanstoroll over the
R$1.2 billion maturing on September 25", two auctions were carried out. In the first, R$0.2
billion was placed through 3-year NTN-D. In spite of the shortened maturity, demand was bel ow
supply. The rollover of the R$4.1 billion in NBC-E on October 18" was made through two
placementsof NTN-D. Thefirst offer, of 5-year securities, was placed only partially, dueto the
high bid yields. The second, with ashorter maturity, wasfully sold. The longer maturity issues
represented only 7% of the total maturing value.

On October 2, the National Treasury proceeded with the offersof LTN, which had beeninterrupted
asaresult of the effects of the attacksin the US on the market. Until October 16", three auctions of
6-month paperswere carried out, totaling R$3.1 billion. Average yiel ds have been reduced from
24.28%, t0 24.19%, and then to 23.71%. Demand/offer ratioswere higher (2.5, 3.4, and 2.0), as
thefuture DI yield curve presented asignificant premium over the Sdlicrate.

On September 25", an auction of five-year LFT was carried out, totaling afinancial volume of
R$0.6 billion, at an average discount of 0.33%. In October, in spite of the shortening of maturity
of the securitiesto 2 yearsfrom 5 years, demand was below the supply in both eventsin the
month. Inthe auction of October 2™, R$1.3 billion were placed at an average discount of 0.16%.
In the following week, R$0.5 billion was placed at an average discount of 0.24%.

Considering thefinancial settlements between September 19" and October 16", a contractionary
monetary impact of R$5.1 billion was observed in the period. The net placement of R$14.8 billion
in exchange rateindexed securities offset the net redemptionsof LTN and LFT.

Within 19 working day period, the central bank intervened for sixteen timesin the open market,
aiming at administering the short-terminterest rate. In all interventions, the central bank carried
out purchases of federal securitieswith resale agreements, at minimum yieldsranging from 19.05%
p.a t019.10% p.a.. The average volume of theinterventionsreached R$14.2 billion. In addition,
the central bank carried out two go-aroundsto purchase LFT to reducetheliquidity shortagein
the system. Inthefirst operation, on October 2, no bidswere accepted. In the second, however,
on October 5, R$4.3 billion were purchased at the average discount of 0.06%.
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Prospective assessment of inflation

| dentified shocks and their impacts were reassessed in light of newly availableinformation. The
scenario considered in the simul ations encompasses the fol lowing hy potheses:

1. September’sinflation rate, measured by IPCA, recorded 0.28%, which was|ower than
expected;

2. the projection for pricesof oil by-productswas computed based on the term structure of
pricesimplied inthe Brent crude oil futures contracts. The expectation for the average price of the
barrel of the Dated Brent was substantially reduced to US$20.4 in the fourth quarter of 2001. For
2002, it was assumed that the prices of oil by-products pricesin the domestic market will show an
important reduction as compared to the assumption of substantial rise madein the last Copom
meeting;

3. for awider set of administered prices, the expected adjustment in 2001 reduced to 10.0%
in October from 11.0% in September;

4. the projection for the adjustment of electricity prices in 2001 and 2002 remained at
approximately 20%p.a.;

5. theslope of thedomesticyield curve - measured as adifference between the 180-day term
DI rate and the 1-day Selic rate - is projected at an average of 450 basis pointsin the fourth
quarter of 2001, declining linearly to an average of 300 basis pointsin thelast quarter of 2002;

6. the path for the fed funds rate was projected based on the maturity of futures contracts,
which indicates areduction in the rate to 2.5% through the end of thefirst quarter of 2002 with
stability thereafter;

7. ontheexterna front, the assumption for the average risk premium wasrevised to incorporate
adeclining path from current level sto aplateau near 700 basis points from the second quarter of
2002 on.

GDP growth in the second quarter of 2001 was modified to reflect the revision made by the
IBGE, to 1.82% from 0.79% compared to the same period of previousyear.

Thecoreinflation of the IPCA, cal culated under the symmetric trimmed-mean method, remained
stable at 0.57% in September. Accumulated in 12 months, the core index increased by 6.41%.
Thecoreinflation of the |PC-BR, calculated under the symmetric trimmed-mean method, declined
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t0 0.50% in September. Accumulated in 12 months, this core increased by 6.05%. Theinflation
core cal culated with the exclusion of administered prices— considering the wide set weighing
30.6% of the IPCA in September - and of household food pricesincreased by 0.25% in August,
with accumulated variation of 4.04%in 12 months.

The median of market expectationsfor the |PCA inflation, assurveyed by the central bank inadaily
basis, was revised upwardsto 6.60%, from 6.50% for 2001 and to 5.00% from 4.50% for 2002.

Year-to-date, the IPCA increased by 5.35% in September, of which 2.4% referred to administered
prices (8.3% variation) and 2.9% to free prices (4.1% variation). For theremaining of theyear, it
isexpected a0.5% contribution from administered prices (for 1.6% variation). The evol ution of
the administered pricesisexpected to contribute directly to 2.9% for the year inflation, compared
to the 3.2% estimated in September.

Inrelation tothefiscal policy, it was assumed that the primary surplustargetsfor the consolidated
public sector will be met, as stated in the Economic Program of the Government.

The other assumptions made in the previous meeting were maintained.

Simulation exerciseswith several specificationsof the structural model led to aconclusion that the
maintenance of theinterest rate at the current level of 19.0% p.a. would result in inflation above
the upper limit of the target for 2001. For 2002, the projected inflation will be near the 3.5%
central target for the year.

Monetary Policy Guidelines

Industrial production in August shows signs of accommaodation of the economic activity at alevel
lower than the one registered at the beginning of the year, asaresult of the decelerating trend
starting in the first quarter. This deceleration hasimplied an asymmetric decrease in the use of
factors of production. On the one hand, capacity utilization in the industry has been lower in
variousregionsof thecountry, faling for thefifth consecutive month. On the other hand, employment
indicatorshaveindicated stability in the number of job openinginAugust, after aperiod of increases
from Marchto May thisyear. Likewise, seasonally adjusted open unemployment rate presented a
dight reductionin August.

A more accentuated reduction in capacity utilization may be reflecting the lagged reaction of
employment to the pace of economic activity and the effect of the energy crisis. Alternatively, the
stability in the employment may indicate that the slowing economy is perceived astemporary. This
possibility isreinforced by consumptionindicators, which signaled aslight recovery in August and

148



Inflation Report December 2001

September, after strong reduction in the previous quarter, what could point to apossible reversal
inthetrend.

However, these consumption indicators are incipient, not incorporating fully the impact of the
international turmoil, mainly after September incidents. Consumersremain cautious, asindicated
by the Index of Consumer’sIntention in October, inthe face of tighter credit conditions, reduced
real income and deteriorated external scenario. Industrial production has been sustained by
placement of orders, particularly those dealing with the energy crisis. In addition, asthe prospects
for the coming months are drawn, the decision of the carmakersin reducing their production
should be considered, aswell asthe impact on the other sectors of industry. Therefore, under the
effects of several shocks on the economy, and particularly the recent eventsin the United States,
itisprematureto conclude on therecovery inthelevel of activity.

Uncertaintieson the external scenario increased recently. Intheindustrial countries, asaresponseto
theincidentsof September 11thin the United States, aslowdown in the consumption isobserved,
notwithstanding the drastic cut in interest rates made by the major central banks. Financial assets

marketsremain volatile, after sharp fallsobserved in theweeksthat followed the September events.
Capital flowsresponded negatively to the eventsand adecreaseintheflowsof international tradeis
projected asaresult of alower level of activity intheworld economy. InArgentina, the difficulties
remain. The sovereign risk premium reached alevel ashigh as 1,800 basis-pointsin the weeks
before the el ections of October 14th. In Brazil, deterioration in the external scenario and concerns
on capital flows put pressure on exchange rate. On positive side, oil prices may respond to the
dower growth in demand, by remaining at levelssignificantly lower than those observed thisyear.

Inflation expectationsfor 2002, measured by the medians of the responses surveyed by the central
bank, were rai sed recently and reached a plateau considerably higher than those of Copom. Since
these expectations may beinterpreted asindicators of the actual projections made by price and
wage settersin the Brazilian economy, the recent rise might indicate future pressure on prices. In
fact, entrepeneurs expectationsindicated in pollsseemtoreflect moreintensely the current difficulty
in passing through cost increasesto prices.

In comparing analysts' expectations and the Copom’s projections, three relevant factors should
be considered. Firgt, inflation expectation in the survey tendsto consider an additional depreciation
inthe exchangeratein 2002. Copom considers exchangerate level in the day beforeits meeting
as a methodological reference to the period of projection. There is the risk that additional
depreciation may cause apassthrough to pricesand an increasein the projected inflation for this
year and the next. In the relevant horizon, somefactors may contribute more directly to stabilize
exchangerates. For instance, recent measurestaken to reduceliquidity inthefinancial systemand
alower demand for hedging from companies seeking protection for their liabilities’ exposureto
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exchangeraterisk. In thissense, lower volatility in the exchange rate tendsto minimize such a
defensive behavior. Moreover, improvementsin trade balance and current account may indicate
increasingly atrend towardsalarger and permanent supply of resourcesinforeign currency over
the medium-term, and increased confidencein the Brazilian economy for asustainable growth in
thecoming years.

Second, analysts' projections consider a higher passthrough of the recent or year-to-date
accumul ated depreciation to prices next year. Copom considersthat the risk of the depreciation
being passed through to prices depends on demand level s (see empirical evidencesonthelnflation
Report — September 2001). Therefore, in the Copom’s eval uation, slowing demand dueto lower
credit expansion and to lower consumers confidence has more than offset energy crisiseffect on
aggregate supply. This has produced an output gap whose effect may contain inflation pressures.
Moreover, Copom uses Selic rate constant over its projection period asamethodol ogical reference
whilethe median of theanalysts' projections considersagradual reduction of thisrate.

Andfinally, someanalysts believethat higher inflation in 2001 shall put pressure on inflation next
year. It isimportant to observe, however, that theincreaseininflation thisyear isdue primarily to
acombination of adverse shockswhich would not necessarily persist over the coming months.
Thereare solid evidence of asmaller inflation inertiain the Brazilian economy in recent years. The
projected fall ininflation for the fourth quarter thisyear, after ahigher level in thethird quarter,
reinforcesthisassumption.

Copom remainsalert to higher risk of an additional passthrough to pricesand/or morethan expected
levelsof inflationinertiain Brazil. Copom understands, however, that monetary policy isadequate
to meet theinflation target for the next year. This conclusion contemplates external uncertainties,
demand stability inalevel lower than expected early thisyear, associated to atill unclear prospects
for economic recovery, which may limit the possibility of passthrough of exchange ratesto the
inflation.

Accordingly, Copom unanimously decided to maintain the Selic ratetarget in 19%p.a. .

At theclosing of the meeting, it was announced that the Committee would meet again on November
20, 2001, at 3:00 PM, for technical presentationsand, on thefollowing day, at 4:30 PM, in order
to discuss monetary policy guidelines, as set in the Calendar of Copom’s Ordinary Meetings,
published inthe Central Bank Communiquén. 8,018, of 11.22.2000.
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Minutes of the 65" Meeting of the Banco Central do Brasil
Monetary Policy Committee (Copom)

Date: November 20" and 21% , 2001

Place: Central Bank’s Headquarters 8" floor meeting room (on 11.20") and 20" floor (on 11.21%) -
Brasilia- DF

Called toOrder: 4:00 PM on 11.20" and 4:26 PM on 11.21%

Adjourned: 7:51 PM on 11.20" and 7:10 PM on 11.21%

In attendance:

Members of the Board
Arminio FragaNeto - President
Carlos Eduardo de Freitas
Danid LuizGleizer

Edison Bernardes dos Santos
[lan Goldfan

Luiz Fernando Figueiredo
Sérgio Darcy daSilvaAlves

Department Heads (all present on Nov.20™")

Altamir Lopes— Economic Department (DEPEC)

Daso Maranh&o Coimbra- International Reserve Operations Department (DEPIN)

Gustavo Bussinger - Research Department (DEPEP)

José Antonio Marciano - Department of Banking Operations and Payment System (DEBAN)
Sérgio Goldenstein - Open Market Operations Department (DEMAB)

Other participants(all present on Nov.20™")

José Pedro Ramos Fachada M artins da Silva—Advisor to the Board

Jodo Borges - Press Secretary (ASIMP)

FabiaAparecidade Carvalho - Coordinator of the Investor Relations Group

The Board analyzed the recent performance and prospectsfor the Brazilian and international
economies under the monetary policy framework, designed to comply with theinflation targets
established by the government.

Economic activity

The most recent rel eased dataindicate that the economic activity has stabilized between thethird
and fourth quarters of the year, interrupting the declining trend in place sinceApril. The economic
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stability reveal sthat the adjustment of demand to the several shocksthat occurred thisyear may
beover, asindicated by the behavior of retail salesand consumer intentions.

Short term expectations of consumersimproved. The Consumer IntentionsIndex (11C), surveyed
by the Federation of Commerce of the State of S&o Paulo(FCESP), increased by 0.2% in
November compared to the previous month. The component that measures current consumption
intentionsrose by 7%, revealing that customers have overcome the negative emotional impacts
caused by recent international events. Nonethel ess, the survey also revealed that consumersremain
cautiousin regard to the future economic environment, fearing an increase in unemployment and
inflation, important reasons explaining the 3.4%fall in future consumption intentions.

Retail salesin October increased for the third consecutive month. Retailers turnover in the
M etropolitan Region of S&o Paulo, measured by FCESP and seasonally adjusted by Central
Bank’s Economics Department (Depec), increased by 1.2%, asaresult of therecovery of car
and light vehicle salesthrough dealerschainsto final consumers, basically dueto special financing
. Asthe other segments surveyed presented |ower salesin comparison to September, the overall
retailers’ turnover waslower than in the same period last year.

The National Confederation of Industries (CNI) registered a3.79% expansion of real industrial
salesin September (seasonally adjusted series), whichled to a14.5% growth year to date. Seasonally
adjusted industrial salesmoved back by 0.3% in September, reflecting the negative performance
of twelve out of thetwenty industrial sectors, and three out of four categories of use, the exception
being the production of semi-durable and non-durable consumer goods, which registered a0.2%
increase dueto the performance of food producers, mainly the ones directed to external markets.
Intheyear, industrial production accumulatesa 3.1% expansion.

The utilization rate of industrial capacity reached 79.15% in September showing areduction for the
seventh consecutive month in September (0.57%), asinformed by CNI (dataseasonally adjusted by
Depec). Nonetheless, year to date resultsarestill 0.29% abovethelevelsof the sameperiod last yesar.

The open unemployment rate, cal cul ated by the Brazilian I nstitute of Geography and Statistics
(IBGE) for six Metropolitan Regions, was of 6.15% in September, compared to 6.18% in August.
The average rate for the first three quarters of the year reached 6.24%, contrasting with the
7.54% in the same period of 2000. It should be noted the 0.2% expansion in the seasonally
adjusted series of formal employment, leading to a3% increase year to date, corresponding to
772.7 thousand new |abor positions up to September.

Investment indicators still show afavorable performance, despite the 4.9% and 11.3% decline
observed in September in the production and imports of capital goods, respectively. Domestic
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production of such goods, specifically intended to face the energy crisis, grew by 46.4% ytd,
compared to a 15.2% expansion of the overall production of capital goods. It is also worth
emphasizing the 18.2% increasein the production of agricultural machinery, partly dueto exports.
Production of inputsfor the civil construction industry also declined in September (2.3% inthe
seasonally adjusted series), leading to a0.4% fall ytd. Based on the performance of investment
indices, gross capital formation reached 21.5% of the GDPin September, as estimated by Depec.

Exports of the soybean and by products grew by 25.7% from January to October, in comparison
to the same period of 2000. It should be highlighted that thisresult was dueto theincrease of the
shipped quantum, since average pricesfell on the same comparison basis. Besidesthe performance
of soybean and by products, exports of meat were also strong thanks to the qualification of
Brazilian productsthat conquered new marketsthat had been left unserviced dueto the diseases
in European cattle herds. The 23.7% and 2.4% increase in the sales of basic products and
manufactured goods, respectively, created the 7.3% daily averageincreasein overall exportsin
the aforementioned period.

Considering just ten working-days up to the third week of November, the trade bal ance total ed
US$ 213 million, increasing the year to date accumulated surplus to US$1.7 billion. This
improvement in the trade surplusisaresult of reduced imports, asaconsequence of both the
depreciation of the Real and the deceleration of domestic activity. Furthermore exports of
manufactured goods are expanding at aslower pace, given the constraintsin foreign markets.

The outstanding balance of thefinancial system credit operationsincreased by 0.8% in October,
reaching R$ 335.4 billion, of which R$199.1 billion refer to operations with freely allocated
resources, which increased by 0.6%. Such growth was caused by the 0.2% reduction in operations
with corporations, where the outstanding balance of Anticipated Exchange Contracts (ACC)
plummeted, while credit to householdsincreased by 2.2%.

Asfor new loans, a14.4% increase wasregistered in operationswith corporationsin October.
The outcome reflected more working-daysin October in relation to September, and also seasonal
patterns of the period, particularly operationswith working capital (capital de giro) and authorized
overdraft (contagarantida). In relation to household credits, their overall balanceincreased by
14.1%, to agreat extent due to the performance of credit card operations.

The collection of taxesand contributionsadministered by the Federal Revenue Secretariat totaled
R$17.1 billion in October, an increase of 17.3% in the month and 14.7% ytd compared to the
same period last year. Theseincreaseswere mainly dueto the growth of the collection of Income
Tax Withholdings (IRRF), especially on capital gains, to the Provisional Contribution on Financia
Transactions (CPMF), to the Income Tax (IR) and to the Social Contribution on Net Income
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(CSLL) of financia entities, influenced by their enlarged profits. It should be mentioned that taxes
that aremoredirectly related to thelevel of economic activity performed bel ow the overall average
collection, reflecting the decel eration of economic activity.

In summary, thereareindicators showing that economic activity has aready absorbed theimpacts
caused by the deterioration of the external environment and the energy crisis, what pointsto a
gradual recovery in growth. Thisinterpretation isalso supported by the favorable performance of
formal employment, enhanced by positive expectationsrelated to year-end sales, previously
postponed by the uncertainties aff ecting decisions of consumers and producers.

External environment

Economicindicatorsinindustrialized countries show that the decel eration of the economic activity,
in place since the beginning of thisyear, has been replaced by acontraction, beginning at theend
of thethird quarter. In the United States, GDP declined by 0.4% this quarter, compared with the
previous quarter (seasonally adjusted and annualized data). In the Euro area, national and regional
indicators available point to asignificant reduction in the growth ratefor the third quarter. Japan’s
GDPdeclined in the second quarter, leading the Bank of Japan to reduceits growth projections
for the current fiscal year.

Inthe United States, GDPin thethird quarter contracted for thefirst time since 1993 (0.4%),
reflecting theimpacts of economic weakening made worse by theterrorist attacks of September
11th. Theresult was affected by the private investment behavior, -10.7%, which has declined by
over 10% for the past three quarters. Consumer consumption, which had been supporting output,
grew by 1.2%, after reaching 2.5% in the previous quarter. The 1.1% reduction in industrial
production in October, the 13th consecutive contraction, reducing thevariationinthe 12-month
accumul ated figuresto -1.4% from -0.5% in the previous month. The unemployment rate increased
half of a percentage point, reaching 5.4% in October, when there were 415,000 less job offersin
the non-agriculture sector.

Demand indicators are still showing decline. Personal expenditureswith consumption declined by
1.3% in September, and increased by 3.4% in the last 12 months, maintaining the downward
trend. Ordersto the factories and production of capital goodswere negative in 5.8% and 2.3%
respectively in September, with the accumulated variation over 12 monthsregistering -5.7% and
1.8%. Retail salesincreased by 7.7% in October, after having declined by 2.2% in the previous
month, aresult coming mainly from the 25.9% increase in the automobile sales. The coreindex,
which excludes vehicles and autoparts and components increased by 1%, in line with market
expectations. Credit to consumersincreased by 0.2% in September, and the accumulated in 12
months declined to 6.8% from 7.4%, between August and September. Finally, although theinitial
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construction of residential homesindicator presented acontraction of 1.3% in October, the
accumul ated result over 12 monthswas positivefor the first time since February 2000, reaching
0.4%. Mirroring the slowdown in the economic activity and the new government policy, plusthe
initial impacts of thefiscal measures adopted after September 11th, the federal government fiscal
result waslower thanin the previousyear from June on, reverting the trend of increasing surpluses
observed since 1998. Thefiscal year of 2001 represented a$127.2 billion surplus, 46.3% below
therecord result of $236.7 billionin 2000.

Theterrorist attacks hit market expectations, captured by surveyswith entrepreneurs (NAPM)
and consumers (Conference Board). Expectation indicatorsin the manufacturing sector, asmeasured
by NAPM, declined to 39.8 in October from 47 in September, once moreindicating economic
contraction. In the services sector the reduction measured by NAPM in the same period wasfrom
50.2 to 40.6. Consumer confidence was also affected, and the index declined by 28.5 points
between August and October reaching 85.5.

With thed owdown intheeconomic activity and thereductionintheenergy prices, especialy petroleum,
inflation indices declined, widening the space for amore expansionist monetary policy. Consumer
prices (IPC) declined by 0.3% in October, with an annual growth of 2.6% in September and 2.1%
in October. The IPC core in October increased by 0.2% in the month, and 2.6% ytd. Producer
Prices (1PP) declined the most, -1.6% in October, with anegative variation of 0.4% ytd.

Several U.S. statisticsindicate ascenario which lacks dynamism, with the likely repetition of the
negative GDP result in thetwo following quarters. Recovery should start from the second quarter
of 2002 on with thefull effects of the fiscal and monetary policy measures.

Inthe Euro area, world economic d owdown negatively affected the activity level. Notwithstanding,
retail salesand trade balance resultsincreased in August. Inregard to thefirst, annual growth
increased to 1.8% from 1.5%, while trade balance surplus reached $18.7 hillion accumulated in
thelast 12 monthsuntil August, $5.6 billion above the result in the previous month. In September,
industrial production registered thethird negative variation in theyear, 0.6%, while the unemployment
rate remained stable at 8.3% in September. Harmonized Consumer Price Index (IPCH) declined
t0 2.4% ytd in October from 3.4% in May. The quarterly moving average of the M 3, first pillar of
the monetary policy in the region, however, accelerated from March on and reached a 6.9%
growth in August, above the 4.5% reference. In the main countries of the Euro area, business
expectations remain unfavorable, with emphasis on the 12 percentage points reductionin the
Italian indicator, between August and September.

In Japan, the contraction of the main indicators of domestic demand —factory orders, residential
home constructioninitiations and spending-, together with the cooling down of the external demand,
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the deflation, and the lack of supply reaction to the zero interest rate monetary policy, forma
scenario of continued recession. The Bank of Japan revised its expectations of GDP growth for
thefiscal year to arange of —0.6% and —1.6% from arange of 0.3% to 0.8%.

InArgentina, continued recession makesit moredifficult to reach the” zero deficit” target between
October and December, mainly dueto thereduction in tax collection. The government initiated a
debt swap program with local creditors, aiming at reducing interest rate burden. This program
wasinterpreted by therating agenciesasa“ selective default”, resulting in additional lowering of
the country’sratings. Thedifficultiesin Argentinareflected in the sovereign risk indicators, with the
spread of the Argentine bonds and US securities surpassing 3,000 basis points.

Prices

In October, theinflation rate measured both by the general and the consumer priceindicesincreased
onceagain. Thisupward movement reflected mainly the readjustment of fuel pricesand theincrease
in the prices of cigarettes, rice—dueto asmaller than expected harvest -, and meat - caused by
off-season problems and exchange rate effectsrelated to export growth.

ThelPCA rose by 0.83% in October compared to 0.28% in September, accumulating 6.22% ytd
and 7.19% in 12 months. Food prices increased by 1.15%, mainly due to the 10.7% and the
5.23% increasein the prices of rice and meat, respectively, responsiblefor 0.23 percentage points
inthe monthly variation of index. The prices of non-food productsincreased by 0.74%, with the
3.58% increasein gasoline prices being thelargest individual contribution to the IPCA of the
month (0.16 percentage point). The prices of cigarettes went up by 6.38%, reflecting a 14%
average readjustment in place since October 121"

The IGP-DI increased by 1.45% in October, compared to 0.38% in September, accumulating
9.36% ytd and 10.62% in 12 months. In relation to the previous month, there was an accel eration
inal of itscomponent indices, moreintensively inthe | PA, whichincreased by 1.88% from 0.48%,
responding for 1.13 percentage points of the |GP result. The growth in October wholesale prices
reflected the behavior of agricultural prices, which increased by 1.74% from 0.48%, aswell as
industrial products, which rose by 1.94% from 0.75%. Thelower supply of important agricultural
products, caused by off-season problems and by smaller than expected harvests, together with
the influence of the depreciated exchange rate and the readjustment of fuel priceswerethemain
reasonswhich explain the hikein wholesale prices, especially beef, rice, oranges, and fuel. Inthe
retail segment, the main influence camefromfood (0.27 pp), transport (0.16 pp), housing (0.13
pp) and personal expenditures (0.1 pp).
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For November, asmaller increaseis expected for all indices, although the resultswill still be
influenced by pressures posed by October readjustments, particularly of fuel and cigarettes. The
pricesof meat and its by-productswill continueto increase dueto the reduction in supply, affected
by off-season problems and theincreasein exports. The readjustments of electric energy inLight's
distribution area, added to urban busfareshikesin Rio de Janeiro and prices of medicines, will
also beobserved in November results.

Money mar ket and open market operations

Sincethelast Copom meeting, the slope of theinterest rate curve showed continued reduction.
Thereductionininterest rates was stimul ated by improvementsin the prospects for the domestic
economy. The more optimistic forecasts for the Balance of Payments, the exchange rate
appreciation, and the expressivefiscal surplusbuilt up the basisfor amorefavorable perception
of the fundamental s of the domestic economy, |eading to the decoupling of Brazil’ssovereign risk
fromArgentina’s. Asaresult, the spread between the Over-Selic rate and the three-month Futures
DI to February declined to 13 bps on November 19™ from 210 bps on October 17" . Likewise,
the one-year interest rate spread decreased to 150 bp from 560 bp.

After amassive selling of R$23.4 billion in exchange rate indexed securities placed between
September 13" and October 10™, there was a sole unscheduled offer of NTN-D on October
25" amounting to R$ 1.6 billion. The improvement in the domestic scenario led to alower
demand for hedging. In addition, there were three auctionsto rollover expiring exchange rate
indexed securitiesin November. The strategy adopted wasto lengthen theissuance tenure. The
resulting financial volume transacted was of R$5.5 billion, 83% of which with securitiesmaturing
between 3 and 7 years.

The National Treasury continued to offer six-month LTN on aweekly basis, recommencing at the
beginning of October. Five LTN public offerswere carried out since October 23, totaling R$
7.3 billion. Theimproved prospectsfor the domestic economy accentuated the demand for fixed
rate securities. The average yields presented a downward trend, decreasing to 20.02% on
November 20" from 23.04% on October 23 . The demand/supply ratio in the auctions oscillated
between 1.6 and 2.7.

Asaresult of thefinancial settlementswhich occurred between October 17" and November 20
, aR$5.2 billion expansionist monetary impact was observed in the period. Thisimpact resulted
fromthenet liquidationsof R$3.2 billionin LTN, R$1.2 billionin LFT and R$1.1 billionin exchange
rateindexed securities.
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During a21 working day period, the Central Bank intervened ninetimesin the open market,
aming at administering the very short-terminterest rate. In all operations, the Central Bank provided
liquidity to themarket at ahurdleyield of 19.05%. The average volume of theinterventionswas of
R$18.3 hillion, at a2.3 day average tenure.

Assessment of inflation trends

Theidentified shocksand their impactswerereassessed in thelight of newly available information.
The scenario considered in the simul ations considering the following hypotheses:

1. October inflation rate, measured by the IPCA, reached 0.83%, above the expected result;

2. Theforecast for prices of oil-by productswas cal culated based on the term structure of
pricesimplied in the Brent crude oil futures contracts. The expectation for the trajectory of the
average price of the Data Brent barrel was substantially reduced to US$19 in the last quarter of
2001, reaching US$20 at the end of 2002. Thistrend projectsa4.9% reduction in fuel pricesto
consumersin 2002;

3. For awider set of contractual prices, the expected readjustment in 2001 increased to 10.8%
in November from 10.0% in October. For 2002, the expected readjustment is of 5.8%;

4. Theforecast for the readjustment of electricity tariffsin 2001 remained at approximately
20%. For 2002, a higher readjustment is expected, which may reach 30%;

5. The projected slope of the domestic yield curve, measured asthe difference between the
180-day term DI rate and the 1-day Selic rate, was significantly reduced to an average of 297
basis pointsin the fourth quarter of 2001, linearly declining to an average of 250 b.p. inthefirst
quarter of 2002, and remaining stable until the end of the year;

6. Thepath of the U.S. fed fundsrate proj ected based on the maturity of futures contractswas
altered to reflect an averagerate of 2.2% in the fourth quarter of 2001, declining to 1.9% inthe
first quarter of 2002 and showing amoderate increase thereafter;

7. Ontheexterna front, the assumption for the averagerisk premium, using Brazil’s Global 04
Bonds, incorporates a declining path from current levelsto a plateau near 700 b.p. from the
second quarter on, with stability thereafter;

Thecoreinflation of the IPCA, cal culated under the symmetric trimmed-mean method, remained
stable at 0.57% in October. Accumulated in 12 months, the core index increased by 6.57%. The
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coreinflation of the IPC-BR, calculated under the symmetric trimmed mean-method, rose by
0.56% in October. Accumulated in 12 months, this coreincreased by 6.42%. Theinflation core
calculated with the exclusion of contractual prices— considering the wide set weighing 30.6%in
the IPCA in October — and of household food prices increased by 0.48% in October, with
accumulated variation of 4.28% in 12 months.

Year-to-date, the IPCA increased by 6.22% in October, reflecting the 2.8% contribution from
contractual prices(9.5% variation) and 3.4% from free prices (4.8% variation). For the remainder
of theyear, a0.4% contribution isexpected from contractual prices (1.3% variation). Theevolution
of the contractual pricesisexpectedto directly contributewith 3.2% for the year inflation, compared
to the 2.9% estimated in October. In 2002, the contractual prices are expected to increase by
5.8% (with adirect contribution of 1.8%, which excludesthe second-round effectson inflation),
influenced by the 30% hikesin electricity for theresidential consumer.

Regarding fiscal policy, it was assumed that the primary surplustargetsfor the consolidated public
sector stated in the Government Economic Program will be achieved. The remaining assumptions
madein the previous meeting were mai ntained.

Simulation exerciseswith several specificationsof the structural model led to the conclusion that
the maintenance of theinterest rate at the current level of 19.0% p.a. and of the exchangerate at
the same plateau as of the eve of the Copom meeting would result in inflation above the upper limit
of thetarget for 2001. For 2002, the projected inflation isaround 4.0%.

Monetary Policy Guidelines

Positive expectationsregarding the Brazil’s economic performancein 2001 and 2002 contributed
to the appreciation of the Real aswell asto thereduction in Brazil’srisk. The Real significantly
appreciated since the last COPOM meeting, changing to R$ 2,50-2,55/US$ on the eve of the
meeting. Brazil’srisk premium as measured by theyield’ s differential between the Global 04
and the U.S. Treasury bond of equivalent duration also improved, as may be observed by the
drop higher than 250 bpsin the period. Therefore, the upward trend observed until mid-October
reversed, which becomes more important when compared to the increased risk of emerging
countries, specialy that of Argentina. Particularly, the expectation of areduction in the current
account deficit and animprovement in the country’sexternal financing, supported by the monetary
and exchange policy adjustments, contributed to the appreciation of the Real aswell asto the
reduction of Brazil’srisk.

Thisimprovement wasalso followed by asignificant reductionin theinternational pricesof Brent
crudeoil to US$ 19/barrel from US$ 22/barrel sincethe last meeting. Besidesthe direct benefit of
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thedrop of international crudeoil priceson inflation, thereisstill anindirect benefit caused by the
lower pressure on the exchange rate market, given the weight of thisitem in our imports.

The expectation regarding the economic growth also improved. There are signs of asmooth
reversion of the cooling trend that followed the effects of the shocksthat hit the economy, such as
the decel eration of the world economy, the Argentine crisis, the September 11" attacksin the
U.S. and the energy rationing, in addition to the effects of the more restrictive domestic monetary
policy after March 2001. Thereversion, yet incipient, can be observed intheincreasesin the
retail commercein Sdo Paulo, in the number of requeststo the Credit Protection Service (SPC)
and in the Consumer Intentions Index, aswell asin the stability observed inindustrial activity.

A reduction in the slope of theterm interest rate came along with alower exchange rate pressure
and adrop in Brazil’srisk. The slopefor 6 month-tenurefell to around 130 bps on the eve of the
last Copom meeting from an average of 524 bpsin thethird quarter.

Despite the favorabl e performance of the economy, there was not a correspondent improvement
inthe prospectsfor inflation. The median expectationsfor the |PCA variation, considering the
sample comprising the aggregate of the surveyed financial institutions collected daily by the Central
Bank, showed an increaseto 7.1% from 6.6% for 2001 and to 5.1% from 5.0% for 2002.

Thereareseverd factorswhich might have contributed to theworsening of theinflation forecasts. Firstly,
thel PCA in October registered an increase higher than that expected, reflecting ahigher passthrough of
the exchange rate depreciation occurred during theyear to prices. Theincreaseininflationin 2001 tends
tofeed theexpectedinflation for 2002 throughits inertia component. Indeed, theindicatorsof thecore
inflation, cal cul ated under the symmetri ¢ trimmed-mean average method, remainsat ahigh plateau.

Secondly, the lower slope of the term structure of theinterest rate also contributes to demand
recovery, what could lead to larger pressure on the pricesin 2002. This effect may attenuate the
downward impacts of the recent appreciation of the Real upon theinflation in 2002.

Finally, the perspectives regarding the readjustment of the contractual prices next year remain
high. Particularly, theincreasein electricity prices may reach 30%. Besides, the reduction of the
subsidiesto the cooking gas pricesis being considered, which impliesin priceincrease. These
Increases mean an important supply shock for the economy in 2002. In genera terms, the behavior
of the contractual prices should directly contribute with 3.2% of theinflationin 2001 and, at least,
with 1.8% in 2002 (even excluding the second-round effects of theseincreases oninflation).

In summary, the improvement in several Brazilian economic indicatorswas not accompanied by
animprovement in inflation forecasts despite thefavorable effects of the exchangerate appreciation
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andthedropin international oil prices. The hikesin contractual pricesexpected for 2002 represent
asupply shock that adds to the secondary impact of the shocks occurred thisyear on the prices.
Thisimposes narrow limitsto the free pricesinflation indicator next year. In this context, the
incipient recovery of the demand, which might be stimulated by the lower dope of theinterest rate
curve and by an improvement in the expectationsin general, must be monitored to avoid the
passthrough of the shocksof 2001 for theinflation in 2002.

Accordingly, COPOM unanimously decided to maintain the target for the Selic rate at 19%.

At the close of the meeting, it was announced that the Committee would meet again on December
18", at 3:00 p.m, for technical presentations and, on thefollowing day, at 4:30 p.m., in order to
discuss monetary policy guidelines, as set in Calendar of Copom'’s Ordinary Meetings, published
inthe Central Bank Communiqué n. 8018, of 11.22.2000.

Acronyms

ac 12m accumulated in 12 months

ACC Anticipated Exchange Rate Contracts

BM & F Mercantile and Futures Exchange

CDI Interbank Futures Contract

CETIP Center for Financial Custody and Settlement of Private Securities
CNI National Confederation of Industries

CPMF Provisory Contribution on Financial Transactions
CSL L Social Contribution on Net Profit

DI Interbank Deposit

FCESP Commerce Federation of the State of Sao Paulo
FED Federal Reserve System

FOM C Federal Open Market Committee

FRA Forward Rate Agreement

GDP Gross Domestic Product

I BGE Brazilian Institute of Geography and Statistics

I F Financia Institution

| GP-DI General Price Index —Domestic Supply

[1C Consumer Intentions Index

I PA Wholesale Price Index

I PC Consumer Price Index

IPCA Consumer Price Index — Extended

IPCH Consumer Price Index — Harmonized

| PP Producer Price Index

161



Inflation Report December 2001

IR Income Tax

IRF-M Market Fixed Income Index

| RRF Withhol ding Income Tax

NAPM National Association of Purchasing Managers
NTN-D National Treasury Note—D Series
p.a. per annum

p.m. per month

PEA ActiveWorking Population

pp percentage point

STN National Treasury Secretariat

ytd year-to-date
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Economic policy measures

M easuresrelated tothefinancial system and
credit market

Resolution 2,889, dated 9.26.2001 —Altered the Long-Term I nterest
Rate (TJLP) for the final quarter of 2001 from 9.5% per year to
10% per year, taking account of the pro-ratainflation target for the
next 12 months equivalent to 3.625% per year, plustherisk premium
of 6.375% per year.

Resolution 2,891, dated 9.26.2001 — Altered the criterion for
calculating Required Net Worth (PLE) for coverage of risks
consequent upon the exposure of financial market operations. Banco
Central was authorized to alter parameters when deemed necessary,
aswell asto announce the cal culation methodol ogy for determining
the value of each one of the representative shares of the value of the
PLE for coverage of interest market risk in a specific currency/
earnings base. The objective of this measure wasto enhance Banco
Central’s agility in fostering new and occasional adjustmentsin the
parameters used in calculating PLE. The institution was also
authorized to ascribe risk factorsto the accounting headings used in
Cosif andto alter the exposurelimitin gold and in assetsand liabilities
referenced to exchange rate changes, as dealt with in article 1 of
Resolution 2,606, dated 5.27.1999.

Circular 3,063, dated 9.26.2001 - Raised the minimum percentage
of the compulsory reserves on demand resources from 60% to 80%.
Such reserves are to be held in cash by the banks creating the
currency. These resources will be registered in the Cash account
when they are maintained in manual currency or inthe banking reserve
account when in accounting currency.
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Resolution 2,892, dated 9.27.2001 — This instrument altered the
procedures followed in the contracting of operations and rendering
of services to clients. The overall purpose was to improve the
regulatory structure between financial institutions and the publicin
general. The most important of these measures were as follows:

a) determinesthat clients are to receive copies of contracts and that
thefinancial institutionisto make such copiesavailableto clients
at the officein which the operation isformalized or by electronic
means,

b) financial institutions are to makeinformation availableto clients
intheir officesand inthoseinwhichtheir products are negotiated
insuchaway asto ensurethat theclientswill befully informed as
to the situations in which the institution may refuse to receive
documentsor effect payments, aswell astheinformation specified
in Resolution 2,303, dated 6.25.1996;

c) restricted the scope of the forecast of anticipated payments with
proportional reduction of interest to personal credit operations
and direct consumer credit operations;

d) the reverse entries required to correct undue entries consequent
upon operational errors made by financial institutions should be
notified within aperiod of two daysand not immediately in order
to avoid potential problems of interpretation;

e) financial institutions must require that their clients and users
clearly and objectively confirm their acceptance of the product or
service offered or made available to clients and such institutions
are not permitted to assume that the silence of their clients and
usersisto beinterpreted as a sign of agreement;

f) instituted the Financial and Buyer Group Services Client and User
Manual, consolidating Banco Central norms on the contracting of
operations and rendering of services to clients and the public in
general.

Circular 3,065, 10.10.2001 — Introduced more flexible banking hour
schedules for bank offices located in states that did not institute
daylight savings time, permitting them to anticipate the start and
finish of their activities by one hour. A one hour delay in the start
and/or finish of operations at bank branches was also authorized in
those localitiesin which the service provided to the public lasts for
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less than six hours, provided that the minimum period of five daily
hours of uninterrupted services be respected.

Resolution 2,893, dated 10.17.2001 — Defined the general
conditions for sale of stocks belonging to the federal government
and issued by the Banco do Estado de Goias S.A. (BEG). The most
important of these conditions are as follows:

a) approval of the minimum economic value for the totality of the
shares issued by BEG and, consequently, that of the shares
belonging to the federal government;

b) defined theminimum valueof thefederal government sharesto be
sold in auction, corresponding to approximately 84.46% of the
capital stock held by the federal government;

c) obligated the future controller of BEG to carry out what is
known as a tag along operation or, in other words, to make a
public offer for purchase of the shares belonging to minority
stockholders at aminimum price of 80% of the price obtainedin
the auction;

d) determined that, should BEG beinany manner partially or totally
released from the potential liabilitiesexistentinthe BEG Pension
Fund, the future controller will be obligated to pay to the federal
government an amount additional to the price of the shares
obtained in auction, to be classified as compensation;

e) approved the stock offer to BEG employees and retirees in the
manner defined in the Sale Notice. The volume of these shares
corresponds to 10% of the capital stock held by the federal
government, with adiscount of 50% of the economic val ue stated
inline“a’. Eachemployeeor retireewill beentitledto acquirethe
same number of shares under equal conditions, independently of
the position occupied by that person and the time in which the
person was in the employ of the institution.

Circular 3,066, dated 10.18.2001 — With the objective of enhancing
theliquidity conditions of credits securitized by the National Treasury
and of the Certificates of Bank Credit Bills (CCCB) and adjusting
demand for securitized credits to the strategy of Iengthening the
public debt maturity profile, this instrument permitted committed
operations with these papers.
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Resolution 2,901, dated 10.31.2001 — The criteriafor application of
penalties, consequent upon the failure to supply, delay in supplying
or rectification of information due to Banco Central by financial
institutions, as well as upon noncompliance with the terms and
procedures for exchange operations and international transfers in
reals were redefined and standardized in order to create a system of
common rules that would guaranty equal treatment to financial
institutions. Procedures were defined for analyzing the defense and
requests for reconsideration submitted by institutions and for the
review of penaltiesin order to ensure that such institutionswill have
full rightsto defense.

Circular 3,067, dated 11.1.2001 — Setsthe proceduresfor examining
pleas as well as requests for reconsidering and reviewing the
application of penalties, with the purpose of assuring theright of the
adversary system.

Circular 3,068, dated 11.8.2001 — Defined new criteria for
accounting recording and evaluation of securities acquired by
financial institutions, with the exception of credit cooperatives,
development agencies and micro-entrepreneur credit companies.
These papers are to be recorded at the value effectively paid,
including brokerage fees and other payments, so asto makeit possible
to adequately measure the portfolio of these institutionsin amanner
compatible with international standards. The following periodic
classification and evaluation criteria are to be observed:

a) securities for trading: when they are acquired for the purpose of
being actively and frequently traded. They are to be adjusted to
market value, at |east at the time of bal ance sheets and statements,
and the valuation or devaluation of the sameisto be calculated as
acounterpart entry;

b) securities maintained until maturity: with the exception of
redeemabl estocks, whenthefinancial institution hastheintention
and capacity to maintain them, understood as the availability of
third party resources, except subordinated debtsand hybrid capital
instrument and eligible debtsreferenced to the same currency and
with maturitiesequal to or greater than those of the corresponding
securities. They are to be evaluated at acquisition cost, plus
earning, which are to impact the result of the period;
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) securitiesavailablefor sale: when not classified in the categories
above. These are to be evaluated periodically according to the
system specifiedinline“a’.

Resolution 2,902, dated 11.21.2001 — Authorized renegotiation of
the lengthened rural sector debt, in the framework of Provisional
Measure 9, dated 10.31.2001, dealing with the extension of the
maturity of the share of the debt securitized by the National Treasury
from October to November, with minimum payment of 32.5% of the
value of the share matured on October 31, 2001.

Resolution 2,907, dated 11.29.2001 — Constitution and operation
of credit rights investment funds and funds for application in credit
rights investment funds, according to the terms of regulationsto be
issued by the Securities and Exchange Commission (CVM), were
duly authorized with the objective of creating improved conditions
for managing the liquidity of financial institution credit rights. The
managing institution of the fund is to provide information to the
Credit Risk Center on the credits acquired without co-liability or
any other form of risk retention on the part of the assignor institution.

Resolution 2,908, dated 11.29.2001 — Defined the general conditions
for selling stock issued by the Banco do Estado do Amazonas S.A.
(BEA) and belonging to the federal government. The most important
of these are asfollows:

a) definitionof theminimumeconomicvaluefor thetotality of theBEA
issued stock and of the sharesbel onging to thefederal government at
R$195.400.000,00 and R$192.540.600,00, respectively;

b) approval of the stock offer to BEA and BEA Pension Fund
employees and retirees (Cabea) in the manner defined in the sale
notice, representing 10% of the capital stock held by the federal
government, at adiscount of 50% of the economic val ue specified
in the previousitem;

c) definition of the minimum value of the federal government’s
shares to be sold in auction, corresponding to 88.68% of the
capital stock held by the federal government;

d) obligation of the future BEA controller to hold a public offer for
purchase of the shares of minority stockholders (common and
preferred) for at least 80% of the price obtained in the auction;
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e) extension of the obligation stated in the previous item to the
privatization processes involving the Banco do Estado do Ceara
S.A. (BEC), Banco do Estado do Maranh&o S.A. (BEM), Banco
do Estado do Piaui S.A. (BEP) and Banco do Estado de Santa
Catarina S.A. (BESC).

Fiscal policy measures

Provisional Measure 2,222, dated 9.4.2001 — Determined that,
as of January 1, 2002, earnings and gains on investments of
provisions, technical reserves and funds belonging to open
complementary social security entities and insurance companies
that operate benefit plans classified within the same grouping will
be subject to the income tax, according to the tax norms applicable
to individuals and nonfinancial legal entities. According to the
legislation in effect up to that time, only the Individual Programmed
Retirement Funds (FAPI) and closed social security entities (EFPP)
were subject to tax on their portfolio earnings. With adoption of
the aforementioned measure, the Free Benefit Generation Plans
(PGBL) and open private social security entities (EAPP) were
included under thisrule.

The Provisional Measure defined two taxation options:

a) the special taxation system (RET) at the rate of 12% on the
quarterly inflow of the resources channeled to the fund by
employers. Thisrateistheresult of thedifference betweenthe sum
total of the rates of the Income Tax on Legal Entities (IRPJ) and
the Social Contribution on Net Profits (CSLL), including the
additional levies, and 80% of the maximum rate of theprogressive
Individual Income Tax (IRPF). Currently, closed entities and
insurance companies that sell Fapi pay tax equivalent to 34%
(25% income tax plus 9% CSLL); the special system will permit
them to defer the 22% related to 80% of the maximum IRPF rate
(27.5%), levied at the time of redemption;

b) those entitiesthat do not opt for the RET system will pay arate of
20% on the earnings of operations in their fixed and variable
income investmentsin each calendar quarter.
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Social security plansthat do not have the participation of employers
or, in other words, those constituted exclusively of the resources of
individualsor individualsand immune legal entities are exempt from
payment of the tax. Redemptions will remain subject to the
withholding tax at the progressive rates of the IRPF.

Law 10,303, dated 10.31.2001 — Altered and added provisions to
Law 6,404, dated 12.15.1976 — Corporate Law — with the objective
of strengthening the stock market and protecting minority stockholders.
These changes created the conditions required for the Securities and
Exchange Commission to be transformed into the sector’s regul atory
and oversight agency. The major alterations were as follows:

a) inthecaseof saleof acontrolling interest in aspecific enterprise,
the Law ensures that the price effectively paid to minority
stockholders will be equivalent to 80% of that negotiated by the
magjority stockholders, through a public stock offer;

b) extendstheright of electingamember totheboard of administration
of the company to the preferred stockholders who hold at least
10% of the company’s capital stock;

c¢) allowsminority stockholderswith common and preferred sharesto
choose one of the three members of the company’ s fiscal council;

d) permitsthetrading of preferred shareson the stock market, when
such shares have at least one of the following characteristics:

- right to participate in dividends representing atotal of at |east
25% of the net income of the fiscal year;

- payment of dividends per preferred sharethat are at least 10%
greater than those attributed to common stock;

- right to be included in public offers involving the sale of
company stock control, receiving 80% of the price paid for the
shares included in the controlling block of shares and the
dividend should be at | east equal to that of the common stock;

e) grants the Securities and Exchange Commission, the semi-
autonomousagency classified withinaspecial system, independent
administrativeauthority, without hierarchical subordination, with
itsown budget so asto ensurefinancial autonomy, fixed termsin
office and stability for itsdirectors; and

f) definesnew crimesagainst thecapital market, asfollows: crimeof
market manipulation, undueuseof insider informationandirregular
exercise of aposition, profession, activity or function.
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Law 10,305, dated 11.7.2001 — Defined norms for registering net
negative results consequent upon adjustment in the value of
liabilities and credits expressed in real, when such adjustment is
made as a result of exchange rate alterations in the course of
calendar year 2001. The law permitted legal entitiesto register the
net negative result in the account of the deferred asset, and the
value of the entry isto be amortized at a rate of at |east 25% per
calendar year as of 2001.

Thelegal entity that adopts this procedure should exclude from net
income the difference between the value of the outlay registered
under deferred assets and amortized in the same period for purposes
of determining real income and from the cal cul ation base of the social
contribution on net profits for calendar year 2001. The value
amortized in the periods of calculation subsequent to that of the
exclusion will be added to net profit.

Law 10,306, dated 11.8.2001 — Added paragraph V1 to article 3 of
Law 9,311, dated 10.24.1996, which deal with the charging of the
provisional contribution on financial transactions (CPMF). With
insertion of the stated paragraph, the CPMF is no longer levied on
debit entries in the current deposit accounts, when the holders of
such accounts are:

a) diplomaticmissions;

b) official consular offices;

c) representative officesof international and regional organizations
of apermanent nature in which Brazil holds membership;

d) foreign employees of diplomatic missionsor consular offices;

€) international organizationsentitledtotax privilegesor exemptions
as aresult of agreements formalized with Brazil.

Law 10,312, dated 11.27.2001 — Reduced the rates of contribution
to the Social Integration Program and Civil Service Asset Formation
Program (P1 S/Pasep) and to the Social Security Financing Program
(Cofins), levied on the gross revenues generated by the sale of piped
natural gasto be used in production of electricity by plants covered
by the Thermoelectric Program, to zero according to the terms and
conditions defined in ajoint active of the State Ministers of Mines
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and Energy and Finance. Therates of these contributions are reduced
to zero on gross revenues generated by the sale of mineral coal to be
used in generating electricity. These measureswill only producetheir
due effects for generating facts that occur as of 3.1.2002.

Constitutional Amendment 33, dated 12.11.2001 — Determines
that the contribution on intervention in the economic domain may
be levied on imports of goods and services from abroad, including
el ectric power, telecommunications services, petroleum derivatives,
fuels, even when the receiving party isanatural person. Inthiscase,
according to the terms of the law, the natural person may be
considered equivalent to the legal entity.

Thelaw determining the contribution on intervention in the economic
domain related to activities of import and trade of petroleum and
derivatives, natural gas and derivatives and fuel alcohol should
comply with the following:

a) the contribution rate may be differentiated by product or use,
reduced or reestablished by Executive Branch act;

b) the resources collected will be channeled to the payment of
subsidies to prices or transportation of fuel alcohol, natural gas
and derivativesand petroleum derivatives; financing environment
projectsrelated to the petroleum and gasindustries and financing
of transportation infrastructure programs.

Measuresrelated to the foreign sector

Camex Resolution 32, dated 8.29.2001 (Ex-tariff) —Altersthe ad
valorem Import Tax rate to 4% for a period of two years on Capital
Goods, I nformatics and Telecommuni cations Goods and components
of Integrated Systems.

Law 10,274, dated 9.10.2001 — Authorizes creation of a
compensation mechanism with the objective of making it feasible to
maintain natural gas prices at a constant level, and takes other
measures. The acts practiced on the basis of Provisional Measure
2,149-2, dated 7.27.2001, were expressly validated.
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Law 10,276, dated 9.10.2001 — Deals with the refunding of
contributions to the Social Integration Program and the Civil
Service Asset Formation Program (P1S/Pasep) and to the Social
Security Financing Program (Cofins) levied on inputs used in the
manufacture of products for the export market. The acts practiced
on the basis of Provisional Measure 2,202-1, dated 7.26.2001, were
expressly validated.

MAPA/MDIC Interministerial Directive 485, dated 9.19.2001
— Alters MAA/MDIC Interministerial Directive 197/00, which
instituted the retention system for exports of raw coffee beans,
with shipment negotiated as of June 2000. The retention is to be
corroborated on the basis of the volume of coffee held by MAPA,
the Certificates of Retention or statements of Producer Agreement
and the volume of coffee covered by financing guaranties with
resources drawn from the Coffee Economy Defense Fund (Funcafé).

Decree 3,937, dated 9.25.2001 — Regulates Law 6,704, dated
10.26.1979, which deals with Export Credit Insurance and takes
other measures. Decrees 2,369, dated 11.10.1997, and 2,877, dated
11.15.1998, are hereby revoked.

Decree 3,981, dated 10.24.2001 — Deals with the Foreign Trade
Board (Camex), which is subordinated to the Council of
Government, and takes other measures.

Camex Resolution 34, dated 10.30.2001 — Approves the Price
Commitment for imports of coated double and triple semi-rigid
cardboard for packaging in densities equal to or greater than 200
g/m? originating in Chile, with the consequent suspension of the
antidumping investigation.

Camex Resolution 36, dated 10.30.2001 (Ex-tariff) —Altersthe
ad valorem rates of the Import tax to 4% on Capital Goods and
Informatics and Telecommunications Goods and components
of specified Integrated System, effective as of the entry into
force of this Resolution and scheduled to remain in effect for
two years. This tariff treatment applies exclusively to import
operations involving the totality of the components specified in
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each system and to be utilized jointly in the productive activity of
the importer.

Decree 4,015, dated 11.13.2001 — Deals with implementation of
the Third Additional Protocol to Economic Complementation
Agreement 39 between Brazil and the Andean Community member
countries, namely Colombia, Ecuador, Peru and Venezuela.

Camex Resolution 38, dated 11.28.2001 — Terminates the review
investigation of the definitive antidumping rights applied to imports
of padlocks, except those for use on bicycles, classified under item
8301.10.00 of the Common Mercosul Nomenclature, when such
goods originate in the Peoples Republic of China, setting the ad
valorem rate at 60.3%.
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Banco Central do Brasil Management

Members of the Monetary Policy Committee (Copom)
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Banco Central do Brasil Management

Board

Arminio Fraga Neto
Governor

Carlos Eduardo de Freitas
Deputy Governor

Daniel Luiz Gleizer
Deputy Governor

Edison Bernar des dos Santos
Deputy Governor

Ilan Goldfajn
Deputy Governor

L uiz Fernando Figueiredo
Deputy Governor

Sérgio Darcy da Silva Alves
Deputy Governor

Tereza Cristina Grossi Togni
Deputy Governor
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Members of the Monetary Policy Committee (Copom)

Voting members

Arminio Fraga Neto
Governor

Carlos Eduardo de Freitas
Deputy Governor

Daniel Luiz Gleizer
Deputy Governor

Edison Bernardes dos Santos
Deputy Governor

Ilan Goldfajn
Deputy Governor

Luiz Fernando Figueiredo
Deputy Governor

Sérgio Darcy da Silva Alves
Deputy Governor

Tereza Cristina Grossi Togni
Deputy Governor

Non-voting members

Altamir Lopes
Head of the Department of Economics (Depec)

Daso Maranh&o Coimbra
Head of the Department of International Reserve Operations

(Depin)

Gustavo Alberto Bussinger
Head of the Research Department (Depep)

José Antonio Marciano
Head of the Department of Banking Operationsand Payments
System (Deban)

Sérgio Goldenstein
Head of the Department of Open Market Operations (Demab)
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Acronyms

p.a per annum
p.m. per month

ac.12m. accumulated in 12 months

ac.a. in accumulated terms for the year

Abimaq Brazilian Association of Machinery and Equipment Industry
ACC Antecipated Exchange Rate Contracts

ACSP S&o Paulo Trade Association

Anfavea National Association of Automotive Vehicle Manufacturers
BAI Business Activity Index

ECB European Central Bank

BM&F Commodities & Futures Exchange

BNDES National Bank of Economic and Social Development
BNDESpar BNDES Participacfes S. A.

BoJ Bank of Japan

Caged General File of the Employed and Unemployed

CBO Congressional Budget Office

CDB Bank Deposit Certificates

CDI Interbank Futures Contract

Cetes Treasury Certificates

Cetip Center for Financial Custody and Settlement of Private Securities
CMN National Monetary Council

CNI National Confederation of Industry

Cofins Contribution to Social Security Financing

CPI Consumer Price Index

CPMF Provisional Contribution on Financial Transactions

CSLL Socia Contribution on Net Profit

uLC Unit Labor Cost

CVM Securities and Exchange Commission

Depec Department of Economics

DI Interbank Deposit
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DLSP
EMI
FCESP
Fed
Fenabrave
FGTS
FGV
Fiesp
FIF
Finame
IMF
FOMC
FRA
GClI
GDDS
IBGE
Ibovespa
IF

IFO
|GP-DI
IGP-M
Ic

I macec
Indec
INE
Inegi
INPC
Inséé
INSS
WPI
IPA-DI
IPA-OG-PI
CPI
IPCA
IPC-Fipe
IPCH
Ipim
PP

IR

Net public sector debt

Monthly Industrial Estimator

Trade Federation of the State of S&o Paulo
Federal Reserve System

National Federation of Automotive Vehicle Distribution

Employment Guaranty Fund

Getulio Vargas Foundation

Federation of Industries of the State of S&o Paulo
Financia Investment Fund

Special Industrial Financing Agency
International Monetary Fund

Federal Open Market Committee

Forward Rate Agreement

Investor Relations Group

General Data Dissemination System

Brazilian Institute of Geography and Statistics
Quotation Index of the S&o Paulo Stock Exchange
Financial linstitution

Institute for Economic Research

Genera Price Index-Domestic Supply

General Price Index-Market

Consumer Intentions Index

Monthly Economic Activity Indicator

Instituto Nacional de Estadisticas y Censos
Instituto Nacional de Estadisticas

Instituto Nacional de Estadistica, Geografia e Informatica

National Consumer Price Index

Institut National de la Satistique e des Etudes Economiques

National Social Security Institute
Wholesale Price Index
Wholesale Price Index - Internal Supply

Wholesale Price Index - Overall Supply - Industrial Products

Consumer Price Index
Broad Consumer Price Index

Consumer Price Index - Institute of Economic Research Foundation

Harmonized Consumer Price Index
indice de Precios Internos al por Mayor
Price Index of the Final Goods Producer

Income Tax
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IRF-M
IRRF
Isac

| sae

L ecops
LFT

L SPA
LTN

M er cosul
MTE
Nafta
NAPM
NFSP
NTN-C
NTN-D
WTO
Opec
PAF
Pasep
PEA
GDP
PIS
PMI
b.p.
p.p.
PPI
STN
TILP
EU

Market Fixed Income Index

Withholding Income Tax

Synthetic Index of Construction Activity
Istituto di Sudi e Analisi Economica
Provincial Liabilities Cancellation Bill
National Treasury Financing Bills
Systematic Farm Production Survey

National Treasury Bill

Southern Common Market

Ministry of Labor and Employment

North American Free Trade Agreement
National Association of Purchasing Managers
Public Sector Borrowing Requirements
National Treasury Note - Series C

National Treasury Note - Series D

World Trade Organization

Organization of Petroleum Exporting Countries
Financial Assistance Program

Program of Asset Formation of Public Employees
Working Population

Gross Domestic Product

Socia Integration Plan

Purchasing Managers Index

Basis point

Percentage point

Price Index of the Final Goods Producer
National Treasury Secretariat

Long-Term Interest Rate

European Union
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