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5 cruzeiros, 1943, printed in
chalcography and offset by the
American Bank Note Company

On the back of the 5 cruzeiros
note, a picture of Antonio Parreiras,
“A Conquista do Amazonas”

Museum of Money of
Banco Central do Brasil Collection

National Treasury Issuance

During the World War Il (1939-1945), the value of the
Brazilian exports of foodstuffs and raw materials reached
record levels. At the same time, the difficulties brought
by the war to the countries involved in it reduced
Brazilian imports. Consequently, the Brazilian currency
attained great stability.

Due to the lack of raw material for coin manufacturing,
the note issuance of 1, 2 and 5 cruzeiros was authorized,
and it became policy to adopt similar measure whenever
there were difficulties in issuing coins.

The increase of issuances — due to the increasing need to
exchange the foreign currency which arrived with the
profits from exports — resulted in inflation.
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Inflation Report is a quarterly publication of the Banco
Central do Brasil with the objective of evaluating the
performance of theinflation targeting system and providing
a prospective scenario for inflation. The national and
international economic conditions underlying decisionstaken
by the Monetary Policy Committee (Copom) concerning the
monetary policy management are presented.

The Report isdividedinto six chapters: Activity level; Prices;
Credit, monetary and fiscal policies; International economy;
Foreign sector and Prospects for inflation. With regard to
theactivity level, growthinretail sales, inventories, output,
labor market and investments are investigated. In the
following chapter, price analysis focuses on the results
obtained in the quarter as aconsequence of monetary policy
decisions and the real conditions of the economy outside
the realm of government action. The chapter referring to
the credit, monetary and fiscal policies, the analysis is
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 seeks to identify those conditions
capable of impacting the Brazilian balance of payments.
Insofar as the foreign sector chapter is concerned, analysis
is targeted at economic-financial relations with the
international community, with emphasison traderesultsand
foreign financing conditions. Finally, prospectson inflation
growth are analyzed.
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At theend of the second quarter of the current year, economic
indicators pointed to ahistorically highlevel of productionas
aresult of the recovery that began in the second quarter of
2003. Initially powered by the highly dynamic export sector
and expanding credit, the process was gradually reinforced
by growth in income and employment in 2004. More recent
dataindicate that growth continued into the third quarter.

With consolidation of this scenario, themes related to the
outlook for expanding the productive capacity of the
economy in order to meet expanding demand and ensure
the sustainability of the growth process became subjects of
importance in the economic debate. With respect to both
current and perspective indicators, macroeconomic
indicators are in a considerably better position nhow than
they were in other recent episodes of vigorous recovery,
making it possible to ensure that the current cycle will be
marked by greater continuity than in the past. Among the
factors underlying the enhanced robustness of
macroeconomic fundamental sin the current cycle, mention
should be made of the simultaneous occurrence of a
consolidated scenario of fiscal responsibility and public debt
sustainability, aninitially comfortable position for the balance
of payments current account result, areal rate of exchange
that has remained fully aligned with market forces and an
inflationary processthat isunder control.

Increased confidence in the solidity of macroeconomic
fundamentals, reinforced by microeconomic measurestargeted
at consolidating afavorable businessenvironment, will certainly
aid in attracting the investments required for a more regular
and accelerated growth trgjectory. Recent evolution of capital
formation and investment i ntention indi cators has been cons stent
withthestart of this processand hastaken on specia importance
inthecurrent scenario of continuousgrowthinthe utilization of
installed industrial output capacity. This is a question that
provokes someworry dueto its magnitude and sectoral scope,
sincereductionsinidleoutput capacity gradually tend toimpact
the dynamics of prices.

September 2004 | Inflation Report | 7
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In the June-August quarter, financial system credit
operations continued on the upward trajectory that has
marked recent months. Thistrend has been fully consistent
with the evolution of the level of economic activity. The
increase occurred in operations based on domestic resources
and contracted with legal entities while, in the case of
households, the dominant factors were greater demand for
personal credit and consumer goodsfinancing, in detriment
to revolving credit operations. At the same time, the period
has been marked by a movement in the direction of
normalization of the banking debt. This is evident in the
downturnin default rates, particularly among householdsand
has been driven by migration into operationswith lower rates
of interest and by growth in income and employment.

Thefiscal resultsregistered up to July werefully compatible
with the targets set for the year. Aside from this, there was
lesser dependence on the performance of state companies,
as the participation of these companiesin the public sector
surplus in the January-July quarter registered a reduction
when compared to previous years. On the other hand,
governmentsincreased the surplus accumulated in the year
asaresult of acombination of increased inflows, caused by
growthintheactivity level, reductionsin outlays on personnel
and social charges and growth in spending on current
expenditures and investments.

With respect to the debt/gross domestic product ratio, it is
important to note that the year witnessed adecline equivalent
to 3.4 p.p. of the GDP. Continued equilibrium in all public
sector segments, reductions in median Selic rates when
compared to those in effect in 2003 and GDP expansion are
thefactors most responsible for the declineregistered in that
ratio. These same factors, coupled with lesser vulnerability
of the debt to exchange rate fluctuations, should continue to
contribute to the steady downturn in the debt/GDP ratio.

The current account surplusincreased sharply inthefirst eight
monthsof theyear, compared to therresultsfor the same period
of 2003. It isimportant to note that thisimprovement occurred
despite arisein net remittances under the income account, as
aresult of thelarger trade surplus registered in the period and
of inflows of current unrequited transfers.

Current expectations point to continued strong trade balance
results, even though imports are expected to expand sharply
as a result of the scenario of economic recovery. In this
sense, another factor that will certainly contribute to this
processwill be the upturn inworld economic activity inthe
second half of 2004, particularly if the rather limited impact



of the petroleum pricerise on the more devel oped economies
continues, when compared to previous episodes. Aside from
this, foreign direct investment flows recovered sharply in
the July-August period.

The recent behavior of foreign direct investment flows,
together with the rates at which private sector debt has been
rolled — even though, in this case, these rates were lower
than in previous months, have certainly contributed to
warding off possible uncertainties regarding financing of the
nation’s external accounts. The outlook for the future
performance of the external accounts are consistent with
generation of asubstantially positive flow on the exchange
market, indicating that therewill be no greater difficultiesin
financing the balance of paymentsin the remaining months
of 2004 and in the coming year.

Theelementsresponsiblefor theriseininflation inthe June-
August period were monitored prices, prices administered
by contract and the prices of in natura foodstuffs, since
specific increases under these products reflect seasonal
climatic shocks. However, the different measurements of
core inflation — including those that purge the notorious
influence of monitored prices, contract prices and prices of
food taken at home — remained at relatively stable albeit
highlevels, indicating an underlying inflationary trend that is
incompatible with the trajectory of targets.

Thedeteriorating inflationary expectations of private agents
for 2004 and 2005, which wereinitially caused by exchange
depreciation in the second quarter, continued into the third
quarter asaresult of spiraling oil pricesand, in moregeneral
terms, of revisionsin projectionsfor the General Pricelndex
(IGP), monitored pricesand prices administered by contract.
Additional momentum originated in the high levels of the
inflation cores and significant revisions of 2004 economic
growth projections.

It is important to mention that the pressures caused by
international market prices of petroleum and derivativesin
recent months have become an important risk factor for the
domestic inflation scenario. Though monetary policy
projections have incorporated some leeway for the
inflationary impacts of possible fuel price increases, the
internationa market isstill quitevolatile, makingitsimpossible
to perceive any clearly discernibletendenciesin these prices.
Onthe other hand, considerableimprovement wasregistered
ininternational financial markets as aresult of the release of
data on the United States economy, indicating somewhat
slower growth than originally expected. While allowing the
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Federal Reserve to continue its policy of gradually raising
basicinterest rates, thisscenario has contributed to attenuation
of the so-called Brazil risk and to exchange appreciation, thus
reducing theinflationary risksoriginating in thissource.

The central trajectory associated with the reference
scenario, which assumes maintenance of interest rates at
16.25% per year and aconstant rate of exchange equivalent
to R$2.90 over the horizon of the projection, resultsininflation
of 7.2% in 2004, well above the central target of 5.5%
defined for the year. The fact that 2004 inflation will close
abovethe central target |ed the Monetary Policy Committee
(Copom) to announce that it will begin to apply monetary
policy in such away as to hold inflation to 5.1% in 2005.
This objective corresponds to the central target of 4.5%
stipulated by the National Monetary Council (CMN) plus
0.6 p.p., offsetting 2/3 of theinflationary inertiathat will be
carried over from 2004 to 2005. For 2005, the inflation
projection derived from the reference scenario is 5.6% -
therefore, above the 5.1% objective defined by Copom. The
market scenario, which utilizes the interest and exchange
trajectories found in the survey carried out among
professional analysts by the Banco Central Investor
Relations M anagement Staff (Gerin), projects higher inflation
rates than the reference scenario, 7.4% for 2004 and 6.4%
for 2005. According to the scenariosdelineated in thisreport,
product growth for 2004 is 4.4%, 0.9 p.p. higher than that
projected in the previous Inflation Report.



The pace of economic activity continued expanding in the
second quarter and early part of the third, thus confirming
the outlook defined on the basis of prospectiveindicatorsin
the previous Inflation Report. Though the growth that has
occurred in recent months was certainly foreseen, the
intensity of the process has surpassed expectations, as
evinced by the fact that, at the end of thefirst quarter of the
year, output indicators had already climbed to historically
highlevels.

The strength of the economic upturnisdueto thedual factors
of dynamic growth in the export sector and consolidation of
expandinginternal demand. Internally, itisimportant to stress
expanding income as the factor that has fired consumer
spending. Thisis evident in the increased output and sales
of items that are less sensitive to credit conditions, such as
foodstuffs and apparel. At the same time, sectorsin which
internal demand ismore sensitiveto credit conditions, such
as capital goods and consumer durables, which have played
aleading roleinthe economy’sresponseto the morerelaxed
monetary policy in effect since last year, have registered
consistently high growth under both output and sales in
recent months.

Parallel to export growth, the recovery in internal demand
has steadily raised the level of utilization of the nation’s
installed industrial capacity. This movement has been more
significant in those sectors that have drawn the greatest
benefit from external market operations, since they have
been working at already high levels of utilization for quite
sometime. However, itisimportant to note that theincrease
ininvestment flows, stimulated by both the positive overall
outlook and by the generalized reduction in idle capacity,
particularly in the different export segments, has tended to
accel eratethe pace at which theindustrial sector isexpanding
its output capacity.

In the crop/livestock sector, estimates of this year’s grain
harvest have been revised downward as aresult of climatic
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Sales Volume Index in the Retail Sector
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Sales Volume Index in the Retail Sector — Brazil

Percentage change

ltemization

2004

Feb Mar Apr May Jun Jul

In the month®

Retail sector 05 07 19 10 01 01
Fuel and lubricants -0.1 30 -09 -10 1.0 0.2
Supermarkets 13 14 04 12 05 -03
Textiles, clothing and footwear -27 28 -21 58 08 -24
Furniture and home appliances 29 40 28 20 38 -03
Vehicles and motorcycles -04 03 -14 98 18 -09

Quarter/previous quarterll

Retail sector 26 25 25 32 33 26
Fuel and lubricants 14 18 19 24 07 01
Supermarkets 1.3 18 24 30 28 22
Textiles, clothing and footwear 14 08 -04 17 29 50
Furniture and home appliances 73 72 83 87 94 718
Vehicles and motorcycles 1.7 04 -07 26 57 98

Source: IBGE

1/ Seasonally adjusted data.
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difficultiesencountered particularly in the soybean and corn
crops. Production of meats and derivatives, on the other
hand, has managed to preserve the dynamics of past periods,
driven above al else by continued growth in foreign sales.

The growth curve followed by the retail trade sector since
mid-2003 has been maintained in 2004. Reflecting the
increase in labor-based income, the current year has
witnessed consolidation of a similar growth process under
nondurable consumer goods, particularly supermarket
products, apparel and footwear. At the same time, sales of
consumer durables continued along a strong growth curve,
despite lesser growth in credit operationsin recent months.

According to the Monthly Trade Survey (PMC), which is
released by the Brazilian Ingtitute of Geography and Statistics
(IBGE), the Index of Retail Sales Volume, which is based
on deseasonalized data, registered a high of 2.6% in the
quarter ended in July, when compared to the previous
quarter. All of the different activities registered positive
resultsin the period, with particularly strong performances
under furniture and home appliances, 7.8%, and fabrics,
apparel and footwear, 5%. The segment of automobiles,
motorcycles, parts and spares, which is not included in the
genera index, registered an increase of 9.8%, using the same
basisof comparison. In July, thisindicator registered positive
growth for the seventh consecutive month, according to the
deseasonalized series.

A state-by-state breakdown indicates that the volume of
retail sales expanded in the quarter ended in July in al of
the states analyzed, with the sole exception of Tocantins,
which registered a deseasonalized decline of 3.3%. Also
based on deseasonalized data, the sharpest increases were
registered in Amazonas, 16.8%, Rondonia, 10.8%, and Mato
Grossdo Sul, 7.4%.

In the first seven months of 2004, nominal sales revenues
expanded by 11.8%, compared to the same period of 2003.
This result was a consequence of combined increases of
9.7% insalesvolumeand 1.8% in retail prices. It should be
stressed that, compared to the same period of 2003, median
pricesinthefirst seven months of 2004, increased by 6.2%,
according to IBGE’s Broad National Consumer Price Index
(IPCA). Inthe period under consideration, all of thedifferent
sectorsturned in growth in nominal revenuesthat was higher



Sales Index in the Retail Sector — Brazil

2004, July
% accumulated growth in 2004
Itemization Nominal  Volume Price
revenue
Retail sector 11.8 9.7 1.8
Fuel and lubricants -2.6 6.7 -8.7
Supermarkets 9.4 6.1 3.1
Textiles, clothing and footwear 17.3 7.4 9.2
Furniture and home appliances 323 29.8 1.9
Vehicles and motorcycles 26.6 17.5 7.7

Source: IBGE

. 1
Real sales of the retail sector

% accumulated growth in the year

Itemization 2004

Jan Feb Mar  Apr  May

Jun

SP 4.8 5.2 4.3 4.9 51 6.3
RJ -0.2 -20 -17 25 20 -16
MG -26 -48 0.7 1.2 0.9 1.9
Source: Fecomercio SP, Fecomercio RJ and Fecomercio MG
1/ Data referring to the metropolitan areas of the state capitals.
Retail sales indicators
Seasonally adjusted data
1992=100
270
260
250
240
230
220 < T T T T T T T T 1
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2003 2004
SPC — — — Usecheque

Source: ACSP

than price growth, with exception of fuels and lubricants.
The most important segments were furniture and home
appliances, 32.3%, automobiles and motorcycles, 26.6%, and
fabrics, apparel and footwear, 17.3%.

Sectoral surveys of the various state trade federations
confirmed continued sales growth in the first half of 2004.
Thus, real revenuesin thefirst six months of 2004, compared
to the same period of 2003, expanded by 6.3% in S&o Paulo
and 1.9% in Minas Gerais, considering the metropolitan
regions of the state capitals. In Rio de Janeiro, there are
positive signsthat the downward trend that marked the start
of the second quarter of 2004 is gradually being reversed,
despite areduction of 1.6% in revenuesin the period.

Other indicators related to the sector of commerce indicate
an upturn in retail activities in the first half of the year,
showing that this movement continued into the early months
of the second half. The number of consultations with the
Credit Protection Service Center (SPC), which is an
indicator of installment purchases and goods of larger
aggregate value, released by the Sédo Paulo Trade
Association (ACSP), expanded by 7% inthefirst six months
of the year, compared to the same period of 2003. In the
quarter ended in August, the indicator based on seasonally
adjusted data expanded by 1.2% compared to the quarter
ended in May. Usecheque, whichisan indicator of low value
purchases with immediate payment, also released by the
ACSP, registered growth of 1.2% using the same basis of
comparison.

Another factor that contributed to continued growth in the
sector of commercewasthe downturninthelevel of defaults
at the end of the first half of 2004 and start of the second
half, compared to the corresponding periods of the previous
year. Thus, the ratio between checks returned due to
insufficient backing and total checks cleared registered the
lowest rate of the year, 5%, in the month of August. The
median rate for the first eight months of the year came to
5.3%, compared to 5.4% in the same period of the previous
year. Growth in the national Teledata indicator, which also
reflects the ratio between checks returned and received,
ratified the downward trend, which closed at 2.1% in July
of the current year, compared to 2.6% in the same month of
2003.

ACSP statistics for the start of the second half of 2004
corroborate the downward curve in the rate of default
registered by national indicators. In thefirst eight months of
the year, the net rate in S&o Paulo came to 5.2% as against
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Default rates
Rate

Itemization 2004

Mar Apr May Jun

]
Jul  Aug Year"

spc (spP)? 65 64 51 43 33 39 52
Returned checks® 57 54 52 51 51 50 53
Telecheque (RJ)” 34 24 23 21 20 .. 23
Telecheque (Nationa)”® 36 26 23 21 21 .. 26

Source: ACSP, Bacen and Teledata
1/ Annual average.
2/ New registrations (-) registrations cancelled out/effected consultations (t-3).
3/ Checks returned due to insufficient funds/cleared checks.
4/ Returned cheques/cleared checks.
5/ Average in the following cities: Belém, Fortaleza, Recife, Salvador,
Belo Horizonte, Séo Paulo, Curitiba, Porto Alegre, Ribeiréo Preto
and Rio de Janeiro.

Consumer Confidence Index

160 -

Bo{ > ~_

100 A

70 4
Jan Mar May Jul Sep Nov Jan Mar May Jul Sep

2003 2004
m—— ICC

Actual economic situation
— — — Future expectations
Source: Fecomercio SP
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5.8% in the same period of 2003. In August, the net rate
cameto 3.9%, after registering the lowest level of the year,
3.3%, inthe previous month.

Theresults of the surveys on consumer expectations pointed
to considerable optimism in the third quarter of 2004, thus
confirming the perception that expansion in the sector of
commerce would continue. The Consumer Confidence
Indicator (ICC), which isreleased by the Trade Federation
of the State of S&o Paulo (Fecomercio SP), registered
growth of 4.8% in the July-September quarter, compared to
the previous quarter. At the component level, the Consumer
Expectations Index (IEC), which represents 60% of the
general index, increased by 5.6%, whilethe Index of Current
Economic Conditions (Iceq), which representsthe remainder
of the general index, increased by 3.1%.

ThelEC, whichis published by the Trade Federation of the
State of Rio de Janeiro (Fecomercio RJ), registered an
upward trend in thelevel of optimism among Rio de Janeiro
consumers, turning in aperformance quite similar to that of
S&o Paulo. The |EC turned in median growth of 2.4%inthe
quarter ended in August, compared to the quarter ended in
May, and 15.9% in thefirst eight months of 2004, compared
to the same period of the preceding year.

In the first six months of 2004, crop/livestock production
expanded by 5.7%, when viewed against the same period
of the previousyear, according to IBGE’'s Quarterly National
Accounts. Production in the second quarter of the current
year expanded by 5% compared to the corresponding quarter
of 2003, but fell by 0.3%, in deseasonalized terms, when
viewed against the first quarter of 2004. The latter results
can be attributed to the falloff in the soybean harvest.

According to the Systematic Survey of Farm Production
(LSPA), which is carried out monthly by IBGE, expansion
was registered in the harvest of such important grains as
rice, wheat and cotton seeds, partially offset by reductions
inthe soybean, corn and bean harvests, which wereimpacted
by climatic adversities. With regard to livestock, the sector
continues registering positive results due, above al else, to
growthinforeign sales.



Grain production
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Agricultural production

2002 2003 2004

In 1,000 tons
Itemization Production Percentage
2003 2004" change
Grain production 123632 119479 -34
Cotton (seed) 1451 2326 60.3
Rice (in husk) 10 320 13 263 285
Beans 3310 3133 -5.3
Corn 47 988 41 891 -12.7
Soybean 51 482 49 181 -4.5
Wheat 6 029 6 246 3.6
Others 3052 3438 12.7
Other cultures
Banana 6775 6576 -2.9
White potatoes 3047 2838 -6.9
Cocoa (beans) 170 178 5.1
Coffee (manufactured) 1997 2439 22.2
Sugar cane 389849 422318 8.3
Onions 1194 1160 -2.9
Tobacco (in leaves) 656 925 41.0
Orange 16 903 17 043 0.8
Manioc roots 22147 24 066 8.7
Tomatoes 3694 3366 -8.9
Source: IBGE
1/ Estimated.

According to the July LSPA, national grain production in
2004 is expected to reach 119.5 million tons or 3.4% less
than in 2003. The summer harvest, which accounts for about
86% of crop output, is now nearing conclusion. About the
only thing lacking isto consolidate estimatesfor the second
harvest and winter harvest, which are periods in which the
corn and wheat crops normally turn in their best results, in
that order.

The performance of the soybean, corn and, to alesser extent,
the bean crop, was the major factor underlying the 2004
harvest. Despite an increase of 15.7% in the area reserved
to soybeans, output —initially forecast at 59 million tons —
cametojust 49.2 milliontons, for areduction of 4.5% when
compared to 2003. The harvest failure was caused by
adverse climatic factors, particularly in Mato Grosso and
Parand, as the harvest yield declined by 17.4%.

Output of corn — first harvest — totaled 31.2 million tons,
with a reduction of 10% compared to the 2003 harvest.
Median productivity fell by 7.7%, as a result of climatic
factors, and the area planted diminished by 2.3%, partly as
aresult of the spread of soybean production. Estimates for
corn production — second harvest — indicate 10.6 million
tons, reflecting adrop of 20.1% compared to the 2003 results.
This reduction was a consequence of cutbacks in the area
planted and in yield, dueto adverse climatic factors.

Bean production for the year’s three harvests is expected
toreach 3.1 million tons or 5.3% less than in 2003, closing
with areduction of 4.5%inyield. Thegood harvest registered
in the previous year contributed to afalloff in the prices of
this product and convinced many producers to migrate to
such crops as soybeans and corn.

Production of wheat, which is the principal winter crop, is
expected to close at 6.3 million tons or 3.6% more than in
the 2003 harvest. The area planted expanded by 9.2%, while
productivity dropped by 5.1%. Despite climatic adversities
in the southern region, the State of Parand, the nation’'s
largest producer, registered astrong increase in its harvest,
which could close as high as 3.2 million tons. The estimate
of alarger national harvest and an increased world supply
of theproduct hasaided in reducing priceson both theinternal
and external markets.

Among other crops, particular mention should be made of
coffee and sugar cane. National coffee production is
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Livestock production
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expected to close at about 2.4 million tons, with growth of
22.2% over the 2003 harvest. To some extent, thisincrease
is explained by expected growth of 23% in productivity,
whichisareflection of thelow level productivity registered
in 2003 as aresult of climatic difficulties. One should aso
highlight improvement in the quality of the product, which
has contributed importantly to increased foreign sales.

The sugar cane harvest is calculated at 422.3 million tons,
representing growth of 8.3% compared to 2003. The area
planted increased by 3.3%, while productivity is expected
to expand by 5.8%. Despite the positive harvest
performance, climatic factors resulted in some delay in the
harvest in the southern region, which had anegative impact
on the quality of the cane. This fact, together with the
rechanneling of production into sugar output, contributed
importantly to upward movement under alcohol prices. At
the sametime, the recent decision taken by the World Trade
Organization (WTO) to veto sugar production subsidiesin
the European Union (EU), coupled with growth in alcohol
demand in the United States and European and Asian
countries, and increased internal demand for dual fuel
vehicles, was a factor that clearly stimulated Brazilian
production and exports of sugar cane derivatives.

According to the quarterly survey of animal slaughters
released by the IBGE, total carcass weight of cattle
slaughters came to 1.4 million tons in the first quarter of
2004, reflecting growth of 11% compared to the same period
of 2003, and 4.1%, when based on deseasonalized data,
compared to the result for the fourth quarter of last year.
According to the Ministry of Development, Industry and
Foreign Trade (MDIC), exportstotaled 235.2 thousand tons
in the May-July quarter, with growth of 69%, compared to
the figures registered in the same quarter of 2003.

Poultry production cameto 1.7 milliontonsinthefirst quarter
of this year. This result reflects expansion of 12.9%
compared to the same period of 2003 and 3.9% against the
final quarter of 2003, when deseasonalized data are used.
Exportstotaled 650.7 thousand tonsin the May-July quarter,
with growth of 54.9% compared to the same period of 2003.

With respect to hog farming, total carcass weight came to
457.9 thousand tons in the first three months of the year,
reflecting a drop of 2.1% in relation to the first quarter of
the previous year. An analysis based on the deseasonalized



statistical seriesindicates volume that was 2.6% bel ow that
of the fourth quarter of 2003. With respect to exports, the
registered volumein the quarter extending from May to July
cameto 126.9 thousand tons, or 2% more than in the same
period of 2003.

According to the PAP 2004/2005, released by the Ministry
of Agriculture, Livestock and Supply (Mapa), the credit
volumeavailablefor the next harvest should cometo R$39.5
billion or 45.5% more than in the previous harvest. Of this
total, R$28.8 billion will be targeted to current expenditures
and marketing and R$10.7 billion to investments, of which
80% will be channeled into the Mapa-BNDES System
programs. Among the highlights, it isimportant to mention
the resources targeted to the Program of Modernization of
the Farm Tractor Fleet and Like Implementsand Harvesters
(Moderfrota), R$3.5 billion; the Program of Agricultural
Modernization and Conservation of Natural Resources
(Moderagro), R$600 million; the Program of Incentivesto
Irrigation and Storage (Moderinfra), R$700 million; the
Program of Cooperative Development for Aggregating Value
to Crop/Livestock Production (Prodecoop), R$550 million;
and the Agribusiness Development Program (Prodeagro),
R$600 million.

Aside from these resources, the National Program for
Strengthening Family Agriculture (Pronaf), which ismanaged
by the Ministry of Agrarian Development (MDA), will have
a budget of R$7 hillion, representing an increase of 30%
compared to the last harvest.

In order to expand the supply of credit to the sector, the
compulsory rate of investment in rural credit by Banco do
Brasil rural savings accountswas raised by 10 p.p. to 50%,
while cooperative banks—Banco Cooperativo do Brasil S A.
(Bancoob) and Banco Cooperativo Sicredi (Bansicredi) —
were authorized to operatein thismodality and are required
to invest 65% of their deposits in rural credit operations.
Aside from this, the government, in collaboration with the
private sector, hasrefined new funding instrumentstargeted
at internal and external savings, including the Agribusiness
Certificate of Receivables (CRA), the Agriculture and
Livestock Deposit Certificate (CDA) and the Agribusiness
Warrant.

With respect to the traditional instruments used to support
marketing operations and guarantied income, the following
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Industrial production

Percentage change

Itemization 2004
Apr May Jun Jul
Industry (total)
In the month 03 21 07 0.5
Quarter/previous quarter“ -01 2.3 3.1 3.8
Same month of the previous year 6.7 7.8 13.0 9.6
Accumulated in the year 6.1 6.4 7.5 7.8
Accumulated in 12 months 2.0 2.8 3.9 5.0
Manufacturing industry
In the month” 05 23 05 0.4
Quarter/previous quarter“ -0.2 1.9 2.9 3.6
Same month of the previous year 7.1 8.5 13.3 9.8
Accumulated in the year 6.5 6.9 8.0 8.2
Accumulated in 12 months 2.0 29 4.1 5.2
Mineral extraction
In the month” 0.8 -01 1.8 0.4
Quarter/previous quarter“ 23 -05 -02 0.2
Same month of the previous year - 1.3 -49 7.2 5.4
Accumulated in the year -09 -17 -0.3 0.5
Accumulated in 12 months 1.4 0.4 1.3 1.9
Source: IBGE
1/ Seasonally adjusted data.
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Seasonally adjusted data
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instruments were maintained: Federal Government
Acquisitions (AGF), the Special Credit Line (LEC), Sales
Option Contracts, repurchase or assigns of these contracts,
Production Outflow Awards and Product Marketing Value
(PEPand VER  inthat order), the Rural Product Bill (CPR),
as well as operations with Promissory Notes and Rural
Invoice (DR). Currently, the principal requirement for Federa
Government Loans (EGF) is the placing of a lien on the
merchandise financed in the operation, with no substitution
of guaranties except in specifically defined cases.

Industrial output has expanded sharply in recent monthsand
has been sustained by the consolidation of recovery in
domestic demand and the excellent performance of the export
sector. Having regi stered three consecutive months of record
growth in May, June and July, these results clearly confirm
the vigor of the ongoing process of expansion, indicating
that the negative monthly rates registered in the first two
months of the year were no more than apassing breather in
the growing pace of manufacturing activity, following the
strong expansion that marked the second half of 2003.

Industrial output expanded by 3.8% inthe May-July quarter,
compared to the quarter ended in April, according to
deseasonalized data drawn from the Monthly Industrial
Survey (PIM), released by the Brazilian Institute of
Geography and Statistics (IBGE). Analyzing the comparison
between production accumulated in the first seven months
of 2004 and 2003, growth came to 7.8%. These results
reflect expansion in the manufacturing sector, with 3.6%in
the quarter and 8.2% accumulated in the year, plus the
relative stability of the mineral extraction sector, which
registered growth of 0.2% and 0.5% using the same basis
of comparison. In the monthly deseasonalized series,
industrial productionin July 2004 was 8.3% higher than the
median level in 2002 and 12.6% more than the low point
registered in June 2003.

The positive results permeated all use categories, though
expansion was clearly led by production of consumer
durables and capital goods. Output of consumer durables
registered a deseasonalized increase of 9.9% in the quarter
extending from May to July, compared to the previous
quarter, and an increase of 24.5% in the first seven months
of the current year, viewed against the same period of 2003.
Initsturn, output of capital goodsincreased by 6.4% inthe
quarter and 24.9% in the first seven months of the year.



Industrial production by category of use

Percentage change

Itemization 2004
Apr May Jun Jul
In the month”

Industrial production 0.3 21 0.7 0.5
Capital goods 2.0 3.8 0.7 -11
Intermediate goods 0.3 2.0 0.0 2.3
Consumer goods 0.4 1.2 15 -0.7

Durable 3.4 3.9 3.8 11
Semi and nondurable 0.4 1.3 0.5 -1.0
Quarter/previous quarter“

Industrial production -0.1 2.3 3.1 3.8
Capital goods -0.8 5.0 6.3 6.4
Intermediate goods 1.6 2.8 2.8 35
Consumer goods -1.0 -0.1 1.5 2.4

Durable 0.9 4.2 7.3 9.9
Semi and nondurable -1.6 -1.3 0.7 15
In the year

Industrial production 6.1 6.4 7.5 7.8
Capital goods 22.3 235 25.1 24.9
Intermediate goods 4.8 5.3 6.2 6.7
Consumer goods 4.7 4.7 5.8 6.0

Durable 21.0 215 24.0 245
Semi and nondurable 11 0.9 1.8 20

Source: IBGE
1/ Seasonally adjusted data.
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Theseresultswere generated by such segments as machines
and equipment for the mining sector and construction, 40.4%;
trucks and buses, 36.7%; construction and assembly of
vessels, 18%; construction and assembly of aircraft, 17.3%;
tractors, machinesand equipment for the farm sector, 15.8%;
and machines and equipment for industrial and commercial
ends, 11.2%,

The evolution registered in the production of semidurable
and nondurable consumer goods further strengthened
perceptions that the recovery process had begun impacting
sectors that are focused on the internal market and less
sensitive to credit conditions. Production of this category
turned in growth of 1.5% in the May to July quarter,
compared to the previous quarter, according to
deseasonalized data. In thiscase, the most important headings
were production of soaps, detergentsand cleaning products,
21.1%,; fruit, vegetables, gravy and spice conserves, 9.7%;
slaughters of swine and cattle and preparation of meats,
9.3%; perfumes and cosmetics goods, 8.1%; coffee, 7.4%;
and footwear, 6.7%. In the first seven months of 2004,
production of semidurable and nondurable consumer goods
expanded by 2% when viewed against the same period of
the previous year. Output of intermediate goods, which
encompasses mining, turned in below average results:
deseasonalized growth of 3.5% in the May-July quarter,
compared to the previous quarter, and 6.7% in thefirst seven
months, viewed against the corresponding period of 2003.

Acceleration in the pace of industrial activity was not
concentrated in isolated sectors. Quite to the contrary, a
segment-by-segment analysis demonstrates that positive
performances were registered in twenty six segments of the
manufacturing industry, while only four closed with negative
growth when the May-July quarter is compared to the
previous quarter in deseasonalized terms. A considerably more
detailed breakdown, using the same basis of comparison,
indicates that production growth of 82% was registered in
the sixty six segments of the PIM. In this case, these series
are sufficiently extensiveto alow for deseasonalization.

Industrial exports continued exerting a powerful influence
on the performance of the sector. The volumes of external
sales of semimanufactured and manufactured products
expanded by 14.7% and 13.8%, respectively, in the May-
July quarter, compared to the previous quarter, after being
seasonally adjusted. The highlightsin the period were growth
in exports of capital goods, 22.9%, and consumer durables,
24.5%. In the first seven months of 2004, exports of
semimanufactured goods increased by 11.5% while those
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Automotive vehicles — Production and sales involving manufactured goods expanded by 25.9%, in
Percentage change  relation to the same period of the previous year.

Itemization 2004

Apr May Jun Jul Aug

Recovery in manufacturing activity since mid-2003 has

In the month” impacted thelevel of utilization of industrial output capacity
Production 37 32 54 72 33  (seebox: Industry: Productive Capacity and Investments).
Total sales 06 42 150 66 13 Thegyerageleve of utilization of installed capacity hasbeen
E;Z“;:'Z:i:s 1‘32 2; 423 2j ;‘j systematically growing, having reached 84.1%, according
' ' ' ' ' to deseasonalized data, in the second quarter of the year, as
Quarter/previous quarter” calculated by the Getulio Var gas Foundation (FGV). Among
Production 11 22 31 92 126 thedifferent usecategories, the most significant progressin
Total sales 34 54 38 92 182  the quarter compared to the previous quarter occurred in
Domestic sales 34 65 35 48 107 the consumer goods industry, 6.2 p.p., and capital goods,
Bxternal sales 01 09 13 168 32 38411 Evenso, thesegmentsinvolved in the production of
In the year intermediate goods have continued registering high levels
Production 133 123 148 180 213 Of utilization of idlecapacity. However, the ongoing recovery
Total sales 150 144 156 188 206 ininvestment levels, which has been occurring since the
Domestic sales 182 180 204 214 220  third quarter of 2003, has tended to attenuate potential
External sales 65 55 44 125 174 [imitationson the performance of the productive chain.

Source: Anfavea

Other indicatorsratified therecent upturninindustrial outpuit.
The automobile industry has turned in an exceptional
performance in recent months, in terms of production and

1/ Seasonally adjusted data.

Vehicles —Production and sales internal and external sales. According to the National
Seasonally adjusted data Association of Automotive Vehicle Manufacturers
230 - (Anfavea), the sector’s output increased by 12.6%, while

internal salesrose by 10.7% and foreign sales expanded by
33.2%, in the June-August quarter, as against the same
period of 2003, expressed in deseasonalized terms. In the
first eight months of the year, compared to the same period
of 2003, production, internal salesand exportsexpanded by

Feb Apr  Jun Aug Oct Dec Feb Apr Jun  Aug respective rates of 21.3%, 22% and 17.4%.
2003 2004

Production - — — Sales

Source: Anfavea Based on deseasonalized data, real industrial sales in the
quarter extending from May to July followed a consistent
growth trgjectory, registering 6.1%, compared to the previous
quarter, according to figures released by the National

Industrial production and sales Confederation of Industry (CNI). Despite differences of

Seasonally adjusted data coverage and methodology among the available industrial

20007100 production and salesindices, the quarterly comparison does

—. demonstrate that the pace of sales growth has remained

130 1 7 higher than output growth, suggesting that, in aggregate

120 { N P terms, the already observed tendency toward stock

o { \\_ - " adjustments continued. The Situation Survey carried out by

the FGV and released in July confirms this hypothesis.

jan  Mar May i sep nNov Jan war wmay ou  According to this survey, the situation of stocks was

2008 2004 considered normal for 72% of industry, the highest

percentage reached by this indicator since the series was

started. CNI data corroborate the perception of normality
in the stocks of final products.
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20 | Inflation Report | September2004



Industry: Productive Capacity and Investments

The vigorous pace of industrial activity, whichis
already expanding at historically record levels, has
given rise to doubts regarding the sector’s
capacity to readily meet additional demand while
ensuring the continuity of the growth process,
while becoming an important source of monetary
policy concern. As a matter of fact, assessments
of the recent growth in indicators of the Level of
Installed Industrial Capacity Utilization (Nuci)
point to steady growth and clearly justify
monitoring, particularly in certain intermediate
goods sectors.

The median Nuci has been systematically
expanding since mid-2003, reaching 84.1% in the
second quarter of this year. Based on
deseasonalized datarel eased by the Getulio Vargas
Foundation (FGV), thislevel had not been reached
since the 2000-2001 growth cycle. The highest
value previously registered occurred in the first
quarter of 1995, in the wake of implementation of
the Real Plan.

Another Nuci industrial measurement, calcul ated by
the National Confederation of Industry (CNI) in
twelve states, also indicates growth, moving to
82.8% in July 2004, the highest level ever recorded
inthisseries. Thus, just asinthe FGV data, previous
Nuci peaks are noted in 1995, as a consequence of
the Real Plan, and in 2000, following the exchange
system shift and implementation of the inflation
targeting system.

FGV data show that all categories registered Nuci
indices higher than those of 2002 and 2003 in the
second half of 2004, turning in the highest level
under intermediate goods, 87.1%. Analysis of the
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Industrial production and utilization of installed capacity (Nuci)

Nuci Seasonally adjusted data Industrial production
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21 major sectors reveals that the highest levels
were found mainly in the intermediate goods
segment, particularly under paper and pulp, rubber
and plastics, metallurgy, textiles and mechanics.
Utilization of installed capacity (Nuci)
%
2004 1QY  Record”  Period Average’ Standard devation Current
(current Nuci) (M) (DP) Nuci - (M + DP)
Manufacturing industry 84.1 85.2 1-1995 80.2 3.4 0.5
Capital goods 82.4 84.7 1V-2000 73.7 6.0 2.8
Intermediate goods 87.1 89.6 11I-1996 84.9 2.3 -0.1
Consumer goods 81.0 87.6 1V-1994 78.5 4.3 -1.8
Building material 81.0 86.0 1V-2000 78.6 5.8 -3.4
Perfumes, soaps and candles 90.6 91.6 11-1994 75.7 8.6 6.3
Mechanics 87.1 87.1 11-2004 74.9 7.3 4.9
Food products 85.2 85.6 111-2003 78.4 3.8 3.0
Textiles 91.0 91.2 1V-2002 84.2 4.7 2.1
Paper and cardboard 95.3 95.6 1V-1994 90.5 3.0 1.8
Furniture 84.0 85.3 1-1995 76.8 5.6 1.6
Metallurgy 92.1 93.0 11I-1996 86.9 3.6 15
Plastics 85.4 87.6 1V-1994 78.0 6.7 0.7
Rubber 93.6 94.7 IV-1994 87.3 6.1 0.1
Electric and communications equipment 78.9 83.2 IV-1995 73.4 6.6 -1.2
Wood 86.4 94.9 IV-2000 82.7 5.1 -1.4
Clothing, footwear and cloth goods 84.0 88.0 1I-2000 79.2 6.3 -1.5
Other 81.1 86.5 1V-1998 74.7 8.5 -2.2
Chemicals 83.8 90.1 1-1995 84.6 1.8 -25
Nonmetallic minerals 80.0 87.4 1-1995 79.1 5.5 -4.6
Leather and hides 79.5 86.4 IV-1999 78.8 5.6 -4.8
Editorial 77.4 90.4 11-1995 76.8 7.3 -6.8
Beverages 72.7 90.0 1I-1991 72.5 8.5 -8.3
Transportation equipment 76.2 91.4 1-1995 79.3 6.3 94
Pharmaceuticals 60.9 88.0 IV-1997 75.3 7.9 -22.3
Tobacco 58.9 97.5 11-1993 75.2 9.2 -25.5
Source: FGV

1/ Seasonally adjusted data.
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In the metallurgical industry, the segments with the
highest occupation levelsare metallurgical products
for household use and iron and steel goods (primary,
semifinished). In the food industry, the highest
occupation levels are found under preparation of
milk and dairy products and slaughters and
conserves of products of animal origin (meat and
fish). In the chemical industry attention should be
given to items manufactured on the basis of resins,
fibers and artificial yarns while, in the segment of
transportation equipment, producers of parts and
sparesfor vehicles are nearing their capacity limit.
It should be underscored that the conclusions of a
technical note recently elaborated by CNI*
converged in the same direction, indicating that, in
specific sectors which are operating at historically
high levels, investments are needed to ensure the
continuity of the growth process.

Though data broken down by sector indicate that few
segments are operating at levels near their record
highs, amore careful analysis of these data, delving
into their growth standards over the course of time,
reveals that the high registered in the Nuci is not a
phenomenon as concentrated asit might seem at first
glance. The current level of Installed Capacity
Utilization (UCI) is higher than the sum of the
median® and the standard deviation of the seriesin
nine of the twenty one principa segments, whilefive
other segments are close to this situation.

Many industrial segmentsthat have registered higher
installed output capacity utilization arethosethat have
registered substantial export growth in recent years,
asdemonstrated in the following chart, which draws
a relation between export growth and the Nuci  of
corresponding sectors stated in Foreign Trade Study
Center Foundation (Funcex) and FGV surveys. It
should be mentioned that, driven by this growth,
companies belonging to these segments have been
investing with the aim of expanding their output
capacity. Despite this, when one takes due account
of theinvestment maturation period, it ispossiblethat
the installed capacity of certain segments may be
insufficient to meet full export potential and domestic
demand growth, at one and the same time.

1/ MOL, FONSECA, R. Increase of the installed capacity demands an up turn in investments Brasilia: CNI, August 2004 (Technical Note 1).
2/ Deseasonalized data since 1991.
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Exports (quantum ) and Nuci — Selected segments

%

Selected segments Exports Associated segmentZI Nuci
2002 2003 2004“ 2004 11Q Recorde
Manufactured 5.2 20.9 24.9
Semi-manufactured 14.0 9.7 9.9
Capital goods -5.9 16.1 52.3 Capital goods 824 84.7
Intermediate goods 10.4 15.6 13.5 Intermediate goods 87.1 89.6
Tractors and related machinery 4.0 54.8 65.5 Mechanics 87.1 87.1
Textile -4.6 39.2 9.5 Textiles 91.0 91.2
Paper, cardboard and related machinery 4.7 271 11.0 Paper and cardboard 95.3 95.6
Nonmetallic metallurgy 19.5 4.7 11.5 Metallurgy 92.1 93.0
Metallurgy — Others 17.1 4.7 10.2 Metallurgy 92.1 93.0
Siderurgy 19.3 15.9 45 Metallurgy 92.1 93.0
Rubber 8.0 23.8 5.5 Rubber 93.6 94.7
Wood and furniture 18.2 215 315 Furniture 84.0 85.3
Parts and other vehicles -3.5 1.9 28.8 Transportation equipment 76.2 91.4
Autovehicles 4.2 37.6 42.6 Transportation equipment 76.2 91.4

Source: Funcex and FGV

1/ Up to June.

2/ Approximation; there is no exact correspondence between the IBGE, FGV and Funcex classification.
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In aggregate terms, investment indicators demonstrate
that productive capacity isexpanding, thus attenuating
concernsregarding bottlenecksin the growth process
over themedium-term. Sincethethird quarter of 2003,
GrossFixed Capital Formation hasregistered positive
growth when compared to the immediately previous
guarter in the deseasonalized series, having expanded
by 6.8% inthefirst half of 2004 compared to the same
period of the previous year, according to Quarterly
National Accounts. Another indicator that evinces
expanded investment flows is that of capital goods
absorption. Analyzing thefirst seven months of 2004,
against the same period of the preceding year, capital
goods output increased by 24.9% and imports
expanded by 7.9%. These growth figures insured
absorption expansion of 12.8% even though foreign
salesincreased by 54.5% in the period.

It should be stressed that the period in which this
investment cycle began—third quarter of 2003 —came
as a surprise to analysts who, at the time, pointed to
excessidleoutput capacity and thestill incipient growth
processasbarrierstoinvestment recovery. Apparently,
the outlook for gainsin light of expectationsof recovery
ininternal demand and the strengthening of economic
fundamentals, particularly in the externa accounts
framework, together with fiscal management and
inflation control, prevailed over investment decisions.



Theintensity at which investments expanded in this
period shows the influence of these aspects.
Analyzing data from 1991 onward, four periods of
upward movement inindustrial activity, including the
current moment, can be distinguished. The three
previous periods began in the third quarter of 1992
and in the fourth quarter of 1995 and 1999.

Industrial production
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Inall these periods, investments kept pace with output
growth. However inthe current movement, recovery
of these flows has been more intense, as shown by
quarterly national accounts data.

Gross fixed capital formation (FBCF)
Percentage accumulated in the quarters
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Source: IBGE

Parallel tothis, leading investment indicators suggest
that the current movement should continue. Thelevel
of installed capacity utilization is closely correlated
to the evolution of gross capital formation. Thisisa
consequence of the natural reaction of companiesto
expand capacity when bottlenecksin the productive
flow come on the horizon. Thus, the sharp growthin
occupation of output capacity heralds continued
investments.

Another leading variable of the investment level —
perception of country risk — points in the same
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Nuci Gross fixed capital formation (FBCF) and Nuci FBCF
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Investment (FBCF) and Brazil risk

Seasonally adjusted data
1990=100

Investment Brazil risk

135

125

1900
1600
1300
1000
700

+ 400

2000 2001 2002 2003 2004 2005

Investment —— = — Brazil risk (Q-2)

Source: IBGE and JP Morgan

26 | Inflation Report | September 2004

1998

| 1} | 1} | 1 | 1] | 1] | 1}
1999 2000 2001 2002 2003 2004

— — — FBCF

direction. The lower Brazil risk level, as measured
by Emerging Market Bond Index Plus (Embi+), and
its downward trajectory in recent months have
positively impacted the expectations of
businesspersons and consumers, just as the credit
costs borne by compani esthat borrowed abroad have
acted as an additional incentive to continued
investment growth.

In summery, the steady increase in the level of
utilization of installed industrial output capacity as
demonstrated by FGV and CNI data, has given rise
to concern at the magnitude and the sectoral scope
of that increase, since reductionsinidle capacity tend
to influence the dynamicsof price structures. It should
be underlined that, even when productioniswell below
the physical limits of existent facilities, the unit cost
of the additional goodsto be produced already begins
rising or, in other words given the available fixed
factors, marginal costs normally move upward with
thelevel of production. Thisphenomenon —it should
be added — stands as economic justification so that
in conventional supply and demand diagrams, supply
curves follow an upward format, drawing a
relationship between higher price levels and larger
quantities transacted. Emergency measures, such as
multiple productions shifts or increased importswhich
would not be competitive under normal market
conditions, may be capable of avoiding supply
shortfalls, but they do not mitigate the pressures of
costs inherent to a progressively higher occupation
level. However, one should noteincreased investment
flows aswell asthe positive outlook for the coming
months, since these reflect the efforts made to
expand industrial production capacity, aprocessthat
will certainly result in areturn to mere comfortable
installed industrial output levels.



Manufacturing industry stocks”

Itemization 2003

2004

I 1] v | I

Manufacturing industry

Final products 56.3 54.6 52.1 50.6 50.3
Raw materials/intermediate goods 485 49.6 48.2 476 48.7
Large companies

Final products 589 57.1 535 522 521
Raw materials/intermediate goods 52.6 52.9 50.6 49.7 515
Small and medium companies

Final products 549 532 513 498 494
Raw materials/intermediate goods 46.2 47.8 46.8 465 473
Source: CNI
1/ Values over 50 indicate stocks above the planned level.
Unemployment rate
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According to the CNI, the dynamics of theindustrial sector
was reflected in deseasonalized increases of 1.9% in
employment and 1.4% in the overall wages of the sector, in
the May to July quarter, when compared to the previous
quarter.

Business expectations point to short-term optimism. The
Industrial Businesspersons Confidence Indicator (Icei),
which is calculated by the CNI, closed July at the highest
level for thistime of theyear since 2000. The FGV Situation
Survey also confirmed this finding by demonstrating that
57% of the companies surveyed foresaw increased demand
between July and September while only 9% forecast
declines. In the same sense, 53% of companies intended to
increase their production in the period cited, while 8%
expected reductions. Projections for the labor market are
positive, as the proportion of the companies that intend to
contract additional labor was 27 p.p. higher than those that
planned layoffs. This was the best result for this time of
year since 1986.

Therefore, industrial indicators clearly support expectations
that industry will continue expanding, generating positive
repercussions on the job market. Initsturn, recovery inthe
labor market is expected to play a role of increasing
importance in stimulating internal demand, adding to the
aggregate momentum and aiding in progressively establishing
anew balance in terms of the relative performance of the
various sectors of the economy.

In recent months, the job market hasreflected the expanded
pace of economic activity. Creation of new job positions
intensified as of the second quarter, asindicated by IBGE's
Monthly Employment Survey (PME), which incorporates
six metropolitan regions, as well as by the nationwide data
released by the Ministry of Labor and Employment (MTE).

The rate of open unemployment calculated by the PME
registered successive monthly declinesfrom April onward,
when the rate peaked at 13.1%, before dropping to 11.2%
in July. As a result of this evolution, the median rate of
unemployment in the first seven months of the year closed
0.2 p.p. below theratein the same period of 2003. It should
be stressed that the reduction in the jobless rate that has
occurred sinceApril was mainly aconsequence of generation
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Occupied people by categories of employment

Percentage change

Itemization 2004

Apr May Jun Jul

Total of occupied people 0.7 0.8 0.4 0.9
By categories of employment
Registered -0.1 15 0.3 0.2
Nonregistered 3.7 1.8 -0.1 0.4
Non-earning workers,
military and civil servants 1.2 11 12 4.7
Self-employed -1.6 -2.6 0.2 2.7
Employers 0.5 3.9 3.2 -1.4

Source: IBGE

Formal employment
New job openings (1,000 employees)

Itemization 2004 In the year
Apr May Jun Jul
Total 1875 291.8 207.9 202.0 1236.7
Manufacturing industry 644 895 475 56.0 382.4
Commerce 27.2 39.9 28.3 33.6 164.4
Services 49.0 561 396 427 309.5
Building 12.7 14.7 10.0 10.7 71.3
Crop and livestock 28.8 86.9 785 552 271.6
Public utilities 0.5 0.8 0.5 0.9 5.0
Others" 50 40 35 30 325

Source: MTE
1/ Includes mineral extraction, public administration and others.
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of new job openings, asthe economically active population
remained stablein the period. According tothe PME, 347.6
thousand positions were created in the quarter extending
from May to July, in contrast to the elimination of 43.5
thousand jobsin the corresponding period of 2003.

An analysis of the different categories indicates that most
of the new jobs were concentrated in the formal sector of
the economy, with 162.7 thousand openingsin the May-July
quarter, demonstrating the increased confidence of the
business community in the recovery of the economy. At the
same, 90 thousand openings were created among
nonregistered workers, with an additional 94.9 thousand in
other categories.

With respect to formal employment, MTE datafor theentire
country indicate that the growth that marked the May-July
period has continued. The period was marked by 702
thousand hirings, compared to 303 thousand in the same
quarter of 2003. The balance for the first seven months of
the year totaled 1,237 thousand new vacancies, as against
598 thousand in 2003 and 742 thousand in 2002. The more
accelerated pace at which jobs have been created has been
an across-the-board phenomenon in the various sectors of
the economy. Job growth has been most intense in the
manufacturing sector, responsible for generating 382
thousand vacancies up to July, compared to 118 thousand in
2003, reflecting strong recovery in manufacturing activity.
The service sector contributed with 309 thousand positions,
while crop/livestock farming contributed with 272 thousand
and commerce accounted for 164 thousand, numbers that
are significantly higher than those registered in the same
period of 2003 (169 thousand, 232 thousand and 69 thousand,
respectively). One should also stress the growth registered
in the construction industry, which generated 71 thousand
positionsinthe period, compared to 17 thousand from January
to July 2003.

The process of job creation registered by the M TE has been
more intense than that perceived by the PME and suggests
that thelabor market in theinterior of the country hasbecome
significantly more dynamic, when compared to metropolitan
regions, as indicated in the last Inflation Report. To some
extent, one can attribute this difference to the dynamics
and formalization of employment in the crop/livestock sector
and the process of geographic deconcentration of industry.

With regard to employment in theindustrial sector, statistics
calculated by sectoral entities confirmed the highly positive
movement that has marked the period. According to atwelve
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state CNI survey, the level of employment registered a
deseasonalized increase of 1.6% inthe second quarter when
compared to thefirst. In Juneand July, thejob level reached
apoint that had only been achieved in September 1998, which
isfully consistent with therecord levelsof industrial output
indicated by the IBGE for the period. Among the states
covered by the survey, Goias and Amazonas turned in the
sharpest growth in jobswhen compared to the previousyear,
with respective increases of 11.5% and 8.2%, in the first
six months of the year.

According to the Federation of Industries of the State of
S&o Paulo (Fiesp), industrial employment in S&o Paulo
increased by 1% in the first half of the year, compared to
the same period of 2003. In June, employment measured by
Fiesp expanded in deseasonalized terms by 0.5% compared
to the previous month. Aside from this, statistics released
by the state’'s employer associations indicated the opening
of 42 thousand vacancies from January to July.

After registering declines in the months of April and May,
the median habitual income of workers moved into apositive
curveinthetwo following months, thusregaining thetrend
that began at the start of the year. According to the PME,
real income, using the IBGE's National Consumer Price
Index (INPC) asdeflator, increased by 2% in July, compared
tothelevel registeredin the same month of 2003, registering
the first positive growth figure for the seriesin this type of
comparison. In accumulated terms for the year up to July,
however, average purchasing power declined by 2.6%,
compared to the same period of 2003. Thisresult reflected
reductions of 3.6% in the real earnings of public sector
employees and 0.5% in the earnings received by private
sector employees.

A survey carried out by the Inter Trade Union Department
of Statistics and Socio-Economic Studies (Dieese), based
on reports provided by union entitiesinvolved in collective
bargaining processes, indicated improvement in wage
negotiationsin thefirst half of 2004, compared to the same
period of previous years. In this sense, 79.4% of the
negotiations resulted in increases equal to or greater than
inflation measured by the INPC and accumulated in the
twelvemonth period prior to negotiations, making thisfigure
the highest percentage since 1996. Another indicator that
demonstratesthe strengthening of the positions assumed by
workers in wage negotiations is the sharp cutback in the
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Wage negotiations — 1st half 2004
%

I ] - 2]
Readjustments in Industry Commerce Services Total
comparasion to inpcY

Superior 57.9 375 34.7 47.3
Equal 25.7 37.5 39.8 32.1
Inferior 16.4 25.0 255 20.6
Share® 53.4 9.2 374 100.0

Source: Dieese

1/ INPC acumulated in the last twelve months up to negotiation.
2/ 262 negotiations.

3/ Sectoral share of companies included in the Survey.

Real wages in the manufacturing industry

% accumulated growth in the year

Itemization 2004
Apr May Jun Jul
CNI
Overall real wages 7.2 7.5 7.8 7.9
Fiesp
Overall real wages 8.2 8.4 8.4 8.5
Average real wages 7.8 7.6 7.4 7.1

Source: CNI and Fiesp

Gross Domestic Product — On the demand side

Percentage change in the year

Itemization 2003 2004

IQ 11Q MQ NMQ I1Q 1Q

GDP at market prices 1.9 04 -03 -02 27 42
Family consumption -30 -45 -42 -33 1.2 31
Government consumption -01 05 06 06 15 14
Gross fixed capital formation -1.7 -62 -7.2 -6.6 22 6.8
Exports 184 243 158 142 193 178
Imports -58 -59 -58 -19 11.7 13.0

Source: IBGE
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number of phased-inincreasesfrom 2003 to 2004, from 30%
to 10%.

In sectoral terms, industry stands as the segment that has
offered the largest increases in the course of the first half-
year period. In that period, 25.7% of industrial companies
granted wage hikes based on the changein the INPC, while
57.9% agreed to higher increases. Workers in the areas of
services and commerce obtained similar results, with 75%
of the negotiations resulting in wage increases equal to or
greater than the INPC. In contrast, the figurefor the service
sector was only 24%, while commerce closed with 67%. In
regional terms, the increases were higher in the southern
region, where 91% of the agreements reached in the first
half of the year incorporated rates equal to or greater than
the change in the INPC. In the southeast and northeast
regions, this percentage came to 73% and 69.7%,
respectively.

According to the CNI, the earnings of workers in the
manufacturing sector increased at positive rates in the first
seven months of 2004, with median monthly gains of 7.8%,
compared to the same months of 2003, as this sector
continued to lead al othersin termsof wageincreases. This
analysisisvalid for al the states surveyed, with the largest
gainsbeing registered in Bahia, 16.6%, Goias, 15.1%, Santa
Catarina, 13.5%, and Rio Grande do Sul, 10.3%.

Overall wages have reflected growth in employment and
median wages in the industrial sector. In the first seven
months of 2004, compared to the same period of the previous
year, overall wages paid in the sector increased by 8.5% in
the State of S&o Paulo, according to Fiesp, and 7.9%, in the
thirteen states surveyed by the CNI. Comparing the
deseasonalized datafor the quartersended in July and April,
growth rates came to 1.5% and 1.4%, respectively.

GDP expanded by 4.2% in thefirst half of 2004, compared
to the same period of 2003. Using thisbasis of comparison,
this was the best result since 2000. It is important to note
that this growth was a generalized phenomenon among the
components of thisaggregate, independently of whether the
figure is broken down by product or by demand.

Among the components of demand, the dynamics of the
foreign trade sector was maintained, as exports increased
by 17.8% and imports grew by 13% in the half-year period.
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Percentage change

Itemization 2003 2004

| 1] 1] \ | 1]
Accumulated in the year 1.9 04 -03 -02 27 42
Accumulated in 4 quarters 25 1.9 07 -0.2 0.0 1.7
Quarter/same quarter
of the previous year 19 -11 -15 -01 27 57
Quarter/previous quarter
seasonally adjusted -1 -12 04 17 1.7 15

Source: IBGE

Gross Domestic Product

Quarter/previous quarter, seasonally adjusted

ltemization 2003 2004
| Il 1] \Y | Il
GDP at maket prices -11 -1.2 0.4 1.7 1.7 15
Crop and livestock 25 0.1 -3.0 5.0 33 -03
Industry -2.8 -3.5 3.0 17 15 0.2
Services -0.5 -0.5 0.1 11 0.5 25
Source: IBGE

The 3.1% increase in household consumption in the same
period is seen to be particularly relevant to the process of
sustained economic growth, particularly when one considers
that it accounts for 56.9% of the composition of the GDP
and turned in negativeresultsin thelast three years. Positive
growth under this component in the first half of the year
reflected upward movement in income, particularly under
the heading of overall wages, mirroring the steady recovery
inemployment levels. Fixed gross capital formation wasthe
internal demand component that expanded most sharply in
thefirst six months of the year, compared to the same period
of 2003, with expansion of 6.8%. This behavior resulted
fromincreased investmentsin both construction and capital
goods. Here, the investment absorption level increased by
21% in the same period, a pace that was fully consistent
with the outlook for expansion in the activity level and with
the positive performance of the country’s economic
fundamentals. Finally, growth of 1.4% in government
consumptioninthe half-year period remained at alevel quite
similar to that registered in the first quarter of the year.

In sectoral terms, the crop/livestock sector expanded by
5.7% in the first half of the year, compared to the same
period of the previous year, while industry and the service
sector turned in growth of 4.7% and 2.8%, respectively.
Growth inthe crop/livestock sector has continued reflecting
the dynamics of primary product exports with a volume
increase of 14.4%, using the same basis of comparison,
according to data cal culated by the Center of Foreign Trade
Studies Foundation (Funcex), at the sametimein which the
productivity of the sector also increased. Both of these
movementsweredriven by maintenancein 2004 of the highly
favorable farm product pricesin effect during all of 2003.

Expansion intheindustrial sector reflected growth of 7.3%
in manufacturing and 2% in public utility industrial services
and inthe constructionindustry. Mineral production declined
by 2.9% in the half-year period and was impacted mainly
by the 1.8% reduction in petroleum output, according to
statistics released by the National Petroleum Agency
(ANP).

Expansion of the service sector included practically al of
the various subsectors, with the strongest performances
being registered under commerce, 7.6%; transportation,
6.9%; financial institutions, 3.6%; public administration
services, 1.5%; rentals, 1.3%; as well as “other services’,
with 2.6%. The communications sector turned in areduction
of 1%, using the same basis of comparison.
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GDP Growth Estimates

The pace of economic expansion in the second
quarter of this year surpassed expectations at the
start of the period, particularly with regard to
industrial activity. In light of this performance and
the outlook for the final two quarters of 2004,
estimates of real GDP growth for the year were
revised upward from 3.5%, stated in the preceding
Inflation Report, to 4.4%.

After hitting historical highs at the end of the first
guarter, manufacturing output continued on an
intense growth curve in the second quarter of the
yearl, reflecting the continuity of the recovery in
internal demand coupled with rising exports. Inthe
same period, in the secondary sector, the
construction industry registered the highest growth
rates since 2000.

The dynamics of the industrial sector has impacted
the service sector, generating particularly strong
repercussions on the performance of the sub sectors
of commerce and transportation, aswell asfinancial
institutions and other services, which registered
strong growth in the second quarter.

The crop/livestock sector has continued registering
a positive performance, thus confirming growth
expectations for the year. The negative second
quarter result, calculated on the basis of seasonally
adjusted data, compared to the previous quarter, was
expected due to the failure in the soybean harvest
which had its greatest impact in this period.

1/ Emphasis should be given to the fact that, in seasonally adjusted terms, the general industry result for the second quarter did not register
this growth, due perhaps to methodological problems rooted in the PIM. Based exclusively on data drawn from the new PIM, general
industry (manufacturing and mining) registered seasonally adjusted growth of 3.1% in the second quarter compared to the first quarter.
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CEEE DRI EsiE FE Perceptions of acontinued growth trajectory in these

PETEEE o G ey 2 ey sectors over the course of the year have been
ltemization 2003 2004 q .
— reinforced by the recent evolution of the factorsthat

Pesos %  Estimated

condition demand. Steady growth in overall wages

Clrep et eetesls 10250 43 in recent months — due to recovery in both income
Industry 38.7 -1.0 6.0 and employment —and the continuity of expansionin
Mineral extraction 40 28 21 credit operations are elements that tend to support
Manufacturing 237 07 7.6 increased consumer outlays. Parallel to this,
CelTSrEen 71 -86 4.6 investment indicators have evolved positively and
Public utilities 38 19 30 should register growth in the final two quarters of
Services 56.7 -0.1 2.9 theyear, thus confirming the expectations delineated
Commerce 7.7 26 75 by leading indicators. In the external scenario, export
UETERETE @R 20 08 6.0 operations will tend to continue at the high level
Communications 26 0.1 11

registered in the first eight months of the year. An

i ial instituti 3 0 3.8 B S
Financial institutions S additional factor that should produce apositiveimpact
Other services 10.3 -0.5 3.2 . . .
Rents 105 09 12 istherelatively favorable outlook for recovery inthe
Public administration 16.3 0.5 1.2 aCtiVity level of the WOFld economy In the SGCOnd

half of 2004, notwithstanding therecent oil pricespiral.
Value added at basic prices 0.0 4.2
Taxes on products 11.8 -1.7 6.5
GDP at market prices 111.8 -0.2 4.4

Source: IBGE and Banco Central do Brasil
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Gross Domestic Product

Percentage change in the year

Itemization 2003 2004
IQ 11Q WMQ IVQ 1Q 1Q
Crop and livestock 106 88 51 5.0 6.4 57
Industry 33 -02 -07 -10 29 47
Mineral extraction 42 18 21 28 -39 -29
Manufacturing 39 10 07 07 6.0 7.3
Construction -09 -60 -7.7 -86 -23 20
Public utilities 81 31 25 19 1.3 20
Services 02 00 -03 -01 12 28
Commerce -0.2 -20 -34 -26 51 76
Transportation -40 -23 -16 -0.8 74 6.9
Communications 24 27 14 01 -19 -10
Financial institutions 22 10 01 01 19 36
Other services -0.1 -10 -06 -05 -21 26
Rents 04 06 06 09 11 13
Public administration 02 06 05 05 11 15
Financial dummy 44 17 06 03 03 33
Value added at basic prices 20 06 00 0.0 25 39
Taxes on products 05 -18 -24 -17 40 6.6
GDP at market prices 19 04 -03 -0.2 27 42
Source: IBGE
Investment indicators
Percentage change
ltemization 2004
Apr May Jun Jul
Quarter/previous quarterll
Capital goods
AbsorptionZI 0.2 35 3.7 1.8
Production -0.8 5.0 6.3 6.4
Imports 4.3 5.1 2.9 0.3
Exports 8.1 16.1 133 18.4
Inputs for the building industry -0.3 2.8 2.7 3.8
In the year
Capital goods
Absorption” 99 122 138 128
Production 223 235 25.1 24.9
Imports 3.9 5.9 8.9 7.9
Exports 50.5 47.4 52.3 54.5
Inputs for the building industry 17 2.2 3.8 4.6
BNDES financing 74.3 59.0 47.7 36.4
Source: IBGE, Funcex and BNDES
1/ Seasonally adjusted data.
2/ Production + imports - exports.
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The quarterly series of seasonally adjusted national accounts
must still be viewed with some degree of caution, since
methodological difficultiesare encountered inlinking the data
generated by the new PIM to the national accounts series.
These series are to be revised by IBGE when the third
quarter GDP figures are released. Despite this, the
deseasonalized seriesindicated GDP growth for the fourth
consecutive quarter, with an increase of 1.5% in the second
quarter of the year. In this comparison, the output of the
crop/livestock sector declined by 0.3%, basically asaresult
of the downturn in the volume of the soybean harvest, since
the harvest of this product has its greatest weight in the
second quarter. Output of the industrial sector remained
stable, notwithstanding sectoral indicators that pointed to
strong growth in the period, using the same basis of
comparison. Thedistortionsrooted in thelinking of the PIM
can explain this disparity. The service sector expanded by
2.5% in the period, using the same reference base.

Outlayson investmentsfollowed an upward curve over the
course of the first half of 2004, following a trend that had
begun at the start of the previous half-year period. Among
thefactorsthat have contributed to this positive performance,
it isimportant to underscore the continued growth of export
sectors, consolidation of the process of renewed expansion
in other productive segments and the strengthening of the
nation’s economic fundamentals.

According to the Quarterly National Accounts published by
the IBGE, investments — excluding stock variations —
increased by 6.8% in the first six months of 2004, when
compared to the same period of 2003. This performance
had already been anticipated by monthly indicators of gross
fixed capital formation, which had registered positive growth
inthefirst six months of theyear, with 3.8% for construction
activity and 25.1% for the production of capital goods.
Absorption of capital goodsin the half-year period continued
expanding, albeit at alesser pace than capital goods output,
since exports of machines and equipment expanded by 52.3%
and imports grew by 8.9% in the period. Already available
indicatorsfor the month of July continue pointing to growth
in gross fixed capital formation, as output of construction
industry inputs and capital goods expanded by 4.6% and
24.9%, respectively, when compared with the first seven
months of 2004 and the same period of 2003. Exports and
importsof capital goodsincreased by 54.5% and 7.9%, using
the same basis of comparison.
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Itemization 2004
Apr May Jun Jul
In the year
Capital goods 22.3 235 251 24.9
Industrial 10.9 12.7 14.8 15.0
Serial 16.4 18.0 19.9 20.2
Nonserial -15.9 -13.8 -11.6 -11.5
Agricultural 251 221 20.5 16.5
Farm parts 22.9 9.6 7.3 3.3
Building 28.9 25.6 28.1 32.3
Electric energy 12.3 14.9 11.8 12.9
Transportation 19.2 21.7 24.3 25.2
Mixed 253 255 27.6 26.6

Source: IBGE

Reflecting the positive evolution of the indicators of gross
fixed capital formation, the participation of investmentsin
GDP has been recovering. Looking at the first quarter of
2004, this participation corresponded to 22.2%, according
to the Quarterly National Accounts released by the IBGE,
compared to 20.1% in 2003. Monthly indicators point to
continued expansion of this participation, which is
fundamental to sustaining the process of renewed economic
activity. However, it should be noted that the participation
of investmentsin GDPisstill well below thelevel registered
inthe second quarter of 1994, when participation set arecord
of 25.1%.

Analysis of capital goods production broken down by
destination of the product reveals the scope of the increase
in investments in the first half of the year and the start of
the second. Thus, up to July, production of goods targeted
to the construction industry expanded by 32.3%; while the
output of capital goodsfor thetransportation sector registered
25.2%; machines and tractors for the farm sector closed
with 16.5%; production of parts for the farm sector came
t0 3.3%; and industrial goods produced in seriesclosed with
20.2%.

Datareleased by the Brazilian Association of the Machines
and Equipment Industry (Abimag), for the January-July
period, reflect recovery in investments, turning in positive
growthinall of theindicatorsfor theindustry of mechanical
capital goods. Median utilization of installed capacity moved
from 76.5% in the first seven months of 2003 to 80.6% in
the corresponding period of 2004. Using the same basis of
comparison, real revenues of the sector increased by 7.9%,
using the heading of Industrial Products, industrial machines
and equipment of the FGV’sWholesale Price Index —Overdl
Supply (IPA-OG) as deflator; exports of machines and
equipment expanded by 33% and imports in this category
grew by 13.2%; the average number of weeksto fill orders
inportfolioincreased by 2.2% and the number of employees
in the sector rose by 9.7%.

More recent data released by Anfavea also reflects the
upturn in investments. Output of machines and equipment
expanded by 17.7% in the first eight months of 2004,
compared to the same period of 2003, with growth of 26.9%
in the output of harvesters and 14.9% under wheeled
tractors. Using the same basis of comparison, production of
trucks expanded by 34.3% and that of buses by 9.3%.

Disbursements by the BNDES System — National Bank of
Economic and Social Development (BNDES), the Special
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Production of automotive vehicles

Percentage change

Itemization

2004

Apr May Jun Jul Aug

i
In the month
Farm machines
Busses

Trucks

] u
Quarter/previous quarter
Farm machines

Busses

Trucks

In the year
Farm machines
Busses

Trucks

-6.7 -2.4 25 0.2 3.0
-5.7 55 133 95 -13.9
22 18 6.4 16 3.6

13.9 9.6 -2.4 -3.7 -0.4

-14.8 6.2 131 195 16.6
7.1 11.3 11.9 10.4 11.0
294 244 212 19.7 17.7
-0.1 2.0 5.9 9.0 9.3
203 250 294 322 343

Source: Anfavea
1/ Seasonally adjusted data.

BNDES disbursement”

Accumulated in the year (in R$ million)

Itemization 2003 2004
1Q IH Jul

Total 33534 8508 18033 20982
Manufacturing industry 15 937 4306 7 393 8289
Commerce and services 12 844 2595 7298 8 630
Crop and livestock 4 595 1569 3185 3900
Extraction industry 157 37 157 163

Source: BNDES

1/ Includes BNDES, Finame and BNDESpar.
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Industrial Financing Agency (Finame) and BNDES
Participagdes S.A. (BNDESpar) —added up to R$20.9 billion
in the first seven months of 2004, a figure that is 36.4%
higher than that registered in the same period of 2003. By
sector of activity, financing granted to mining and
manufacturing increased by 120% and 29.8%, respectively;
those channeled to commerce and services, by 29.6%; and
those targeted to the crop/livestock sector, 72.1%.

The Long-Term Interest Rate (TJLP), which is the basic
cost of financing contracted with the BNDES System,
remained at 9.75% per year in the second and third quarters
of 2004, compared to 10% per year in the first quarter.

At the end of the second quarter of the year, economic
activity indicatorsrevealed ahistoricaly high productionlevel.
These levels resulted from the process of recovery under
way since 2003. Thisprocess wasinitially sustained by the
export sector and expanding credit and, later, by expanding
income and employment.

With consolidation of this situation, themes related to the
sustainability of the growth process have gained importance
in the economic debate. With regard to current indicators
and the outlook for the future, the macroeconomic
fundamentals are better positioned now than in any other
recent strong upturnsin activity. Consequently, the current
cyclewill certainly be more durabl e than past episodes. The
simultaneous occurrence of a consolidated framework of
fiscal responsibility and sustainability of the public debt, an
initially comfortable position for the balance of payments
current account result, areal rate of exchange in line with
market forcesand inflation that is clearly under control have
all contributed to make the macroeconomic fundamentals
of the current cycle considerably more robust.

Increased confidence in the solidity of macroeconomic
fundamentals, reinforced by measures of a microeconomic
naturethat makeit possibleto consolidate afavorable business
climate, will aidin bringing about theinvestments needed for
a more stable and accelerated growth process. Recent
evolution of capital formation indicators and investment
conditionsis consistent with the start of this process.



General price indices

Monthly % change

Itemization

2004

Jan

Feb

Mar

Apr

May
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Jul

Aug

IGP-DI
IPA
IPC
INCC

0.8
0.8
11
0.3

11
14
0.3
1.0

0.9
11
0.5
12

12
1.6
0.3
0.6

15
1.7
0.7
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13
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1.4
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11

13
1.6
0.8
0.8

Source: FGV

Theupturnin consumer inflation in the June-August period,
when compared to the three previous months, resulted to a
great extent from increasesin government monitored prices
and food prices. At thewholesalelevel, the recent dynamics
of industrial priceshas created significant potential for pass-
through to retail pricesin the coming months. Coreinflation
for the IPCA remained stable, albeit relatively high. Inflation
expectations of private agents for both 2004 and 2005
deteriorated since issue of the most recent Inflation Report.

Growthin general priceindicesremained relatively highin
the quarter ended in August, primarily asaresult of pressures
generated by the retail segment. The General Price Index —
Domestic Supply (IGP-DI), whichiscalculated by the FGV,
increased by 3.8% in the three month period, compared to
3.6% inthequarter endedin May. Whol esal e pricesremained
asthe primary cause of the upward movement in the general
index. When one analyzes the components of the IGP-DI,
the Wholesale Price Index — Domestic Supply (IPA-DI)
registered growth of 4.6% in the period, whilethe Consumer
Price Index — Brazil (IPC-Br) increased by 2.2% and the
National Cost of Construction Index (INCC) rose by 2.7%
(growth in the quarter ended in May came to 4.4%, 1.5%
and 3.6%, in the same order).

Pressure onthe | PA-DI originated inthe segment of industrial
products, which are responsible for 73% of the composition
of theindex. In this case, pricesrose by 5.8% from June to
August, compared to 4.2% in the previous quarter. This
movement was driven by increasesin fuel pricesand higher
international commodity prices. In the quarter, the largest
increases were registered in the segments of iron, steel and
derivatives, with 15.4%; plastics, with 10.8%; and fuelsand
[ubricants, with 10.5%.
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It isimportant to stress that the recent high in the industrial
Wholesale Price Index (IPA) will tend to impact consumer
prices in the coming months. As presented in the Inflation
Report issuedin March of thisyear (Box: Growthin Industrial
Product Prices), the evolution of industrial prices at the
wholesalelevel (IPA —industrial products) bearsavery close
relation with industrial prices at the retail level (IPCA —
industrial products). Econometric estimates based on these
indices demonstrated that 43% of theincreasesin industrial
prices are transferred to consumers within approximately
two months. Therefore, the recent gap that has opened
between these price headings stands as a potential source
of pressure on the IPCA in the near future.

Farm prices at the wholesale level registered ahigh of 1.3%
in the June-August quarter, compared to 5.1% in the three
previous months. Thefactorsthat contributed to thisdownturn
were the prices of corn, beans — both as a consequence of
positive resultsin the year’s second and third harvests — and
of soybeans, reflecting adjustmentsin estimates of international
market demand and the positive outlook for the next United
States harvest. One should further emphasize the upward
movement that occurred in the prices of sugar cane,
particularly inthe month of August, with 4.4%, in responseto
greater internal demand for both alcohol and sugar aswell as
price increases on international markets, due primarily to an
Asian harvest that was brought in below expectations.

With respect to consumer prices, the major influences
originated under government monitored prices and the
grouping of food products, particularly in the months of July
and August. It should be stressed that FGV consumer price
indices are more sensitive to changes in the prices of in
natura productsthan IBGE indices, mostly asaconsequence
of the differences that exist between their weighting
structures. To some extent, this methodological difference
explains the differences of behavior of the two indicesin
recent months, particularly in July, when growth inthe prices
of in natura products slowed and in August, when these
prices recovered sharply.

In the June-August quarter, the IPCA accumulated growth
of 2.3%, turning in the largest quarterly median of the year.
Government monitored prices — fixed telephone service,
electricity, urban transportation and fuels — were the items
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Monitored prices

most responsible for this behavior. At the same time, after
registering rather discrete growth inthe March-May quarter,
with just 0.3%, food prices once again began generating
significant pressure on theindex, with expansion of 2.3%in
the three following months. The IPCA accumulated an
increase of 5.14% in the first five months of the year.

In the month of June, government monitored prices —
particularly increasesin fuel prices(gasoline and a cohol) —
accounted for 40% of the 0.71% growth in the index. In
July, the IPCA registered a rate of 0.91%, the largest rise
of the year. The percentage continued reflecting increases
in petroleum derivatives, electricity and fixed telephone
rates. Monitored prices contributed with 59% of the result
in that month. Aside from this group, other sources of
pressure were food costs, particularly milk, dairy products,
sugars and derivatives, as a consequence of the off-season
production period. In August, the IPCA cooled, with growth
of 0.69%. The deceleration was a result of the reduced
impact of public sector rate changes, though the upward
movement in the prices of the grouping of food products
continued, closing with 0.85%.

When one analyzes market prices, the growth figures for
June, July and August were 0.58%, 0.52% and 0.6%. The
increase in the latter month resulted basically from growth
in the prices of in natura food products. In the year up to
August, market prices accumulated an increase of 4.9%.

While growth in market prices came to 1.7% from June to
August, the upward movement in monitored pricesreached
alevel of 3.9% and contributed 1.1 p.p. to the IPCA ratein
the quarter. Several different items of considerable weight
turned in strong upward movement in the quarter, particularly
acohol, with 27.4% and gasoline, with 7.8%. Electricity rates
were increased in four of the 13 regions covered by the
IPCA: Curitiba, 10.4%, and S&o Paulo, 14.7%, in July; and
Belém and Brasilia, 4.3% and 0.8%, respectively, in the
month of August. Urban bus fares increased by 6.6% in
Rio de Janeiro, in the month of June. The average increase
of 4.5% in fixed telephone rates, which went into effect in
al parts of the country at the beginning of July, also made a
significant contributionto the high registered under monitored
prices. Aside from this, tolls and interstate bus fares were
increased by 7.3% and 5.9%, respectively, in the quarter.
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Consumer prices and core inflation
Monthly % change
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Stress should be given to the fact that the major increases
in monitored prices projected for 2004 have already been
implemented. As aresult, the pressures generated by this
grouping are expected to be considerably lessintensein the
coming months. However, priceindiceswill still beimpacted
by increases in electricity rates in Goiania, Porto Alegre
and Rio de Janeiro, aswell as by the extraordinary increase
of approximately 6% in fixed telephonerates. Thisincrease,
whichisto beintroduced on a step-by-step basison thefirst
of September and the first of November, is the result of a
decision taken by the Brazilian High Court of Justice (STJ),
which decided to overturn a previous injunction that had
determined the IPCA was to be used to cal cul ate tel ephone
rateincreasesin 2003. Asaresult of thisdecision, theindex
foreseen in the original concession contracts, which is the
|GP-DI, was re-established as the calculation reference.
Aside from these increases, one must also consider the
possibility of increases in fuel prices, depending on the
evolution of international market prices.

ThelPCA core, whichiscalculated by excluding food taken
at home and monitored prices, cameto 0.53%in June, 0.47%
in July and 0.56% in August. Contrary to what occurred in
accumulated termsin the year up to May, in June, July and
August the core closed below the full index, indicating the
pressures generated in those months by government
monitored pricesand food products. However, in annualized
terms, growth from Juneto August wasequivalent toinflation
of 6.4%, despite the fact that the core excluded precisely
those items that had made the maost important individual
contributions to the full index in the quarter. Accumulated
growth in the last twelve months came to 7.5% in August
and, inthefirst eight months of 2004, the core calculated on
the basis of the aforementioned exclusions, came to 5.6%.

The core for the IPCA calculated on the basis of trimmed
medians came to 0.60% in June and 0.55% in July and
August, closing the quarter with an annualized high of 7%.
The accumulated highin thelast twelve monthsis 8%, with
4.93% in the year up to August. This measurement excludes
the items that registered monthly growth above the 80
percentile level or below the 20 percentile level in terms of
distribution. In order to avoid completely losing the
contribution of the items that undergo price increases just
once ayear, since these changes would tend to fall within
the excluded percentiles, a smoothing procedureis utilized
or, in other words, the changeisredistributed in equal shares
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Summary of market expectations
3.31.2004  6.30.2004  9.24.2004
2004 2005 2004 2005 2004 2005
IPCA 6.0 5.0 70 55 73 58
IGP-M 77 55 109 6.0 126 6.5
IPA-DI 8.7 6.0 13.2 6.3 152 7.0
Managed prices 72 6.0 78 6.5 85 71
Selic (end of period) 140 125 15.0 13,5 17.00 15.25
Selic (average in the period) 15.2 13.3 15.8 141 16.25 16.08
Exchange rate (end of period) 3.05 3.25 3.10 3.25 3.00 3.17
Exchange rate (average in the
period) 297 315 303 3.16 299 3.10
GDP 350 3.70 3.50 350 4.50 3.60
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inflation (IPCA) (median)

%
8 -

J/_,_._.r’_

5

4 T T T T
716 827 108 11.20 1.7
2003 2004

2004

— — — 2005

219 45 519 71 812 924

in the month of the change and in the eleven subsequent
months. Without the smoothing procedure, the core based
on trimmed medians registered growth of 0.48% in June,
0.59%in July and 0.53% in August, resulting in an annualized
high of 6.6% in the quarter while accumulating 6% in the
last 12 months and 4.11% in 2004.

In the case of FGV's IPC-Br, core inflation calculated on
the basis of trimmed medians registered growth of 0.50%
in June, 0.36% in July and 0.42% in August. This core
accumul ated 6.18% in the last twelve months and 4.09%in
the year.

InAugust, 64.3% of theitemsincluded inthe IPCA registered
positive growth in prices. Thiswas just dlightly below the
2004 median of 64.9%.

In the third quarter of the year, market expectations for
inflation continued on an upward curve, thus maintaining
the tendency begun in the second quarter. As a matter of
fact, median expectationsfor the 2004 | PCA rosefrom 7.0%
at the end of June to 7.3% on September 24. In the same
period, median expectationsfor the |PCA 2005 moved from
5.5% to 5.8%. With respect to median expectations for the
General Price Index — Market (IGP-M), the result in the
same period moved from 10.9% to 12.6% (2004) and from
6.0% to 6.5% (2005). It should be noted that increases in
third quarter inflationary expectations for both the IPCA
and the IGP-M were below those registered in the second
quarter.

The increase in inflation expectations in the third quarter
was a consequence of the dynamics of expectations
regarding growth in government monitored prices, product
growth, exchange and the Selic rate. Over the course of
the quarter, the market raised its forecasts with regard to
growth in monitored prices for 2004 from 7.8% to 8.5%
and, in 2005, from 6.5% to 7.1%, partially reflecting the
increasein forecasts of the general priceindex. With respect
to economic activity, the market has begun working with a
more expansionary scenario, with median GDP growth
expectations for 2004 moving from 3.5% to 4.5%. Among
the factors with potentially positive impact on inflation
expectations, thetrajectory expected for the rate of exchange
reversed courseasthevalue of therea shifted into an upward
curve. Finally, over the course of the quarter, the market
revised its medium term perception of monetary policy,
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raising median expectations for the Special System of
Clearance and Custody (Selic) rate at the end of 2004 from
15.0% to 17.0%.

The increase in median IPCA expectations in the quarter
was accompanied by a drop in the growth coefficient for
2004, indicating a reduction of dispersion among the
participants in the survey regarding the result of inflation.
This, evidently, is a natural reflection of the reduction in
lingering uncertainties as the end of the year draws near.
The growth coefficient for 2005 remained stable. The
distribution of IPCA expectations among the institutions
participating in the survey indicates across-the-board
deterioration, as reflected in the shift of the 2004 and 2005
distribution curvesto theright.

Theaccd eration registered ininflation in the Juneto August
period was pressured by increases in monitored prices and
in the prices of in natura foodstuffs. Though these specific
increases reflected seasonal climatic shocks and clauses
defining increases in original concession contracts,
calculations of the tendencies underlying inflation that are
not impacted by these factors, such as the core inflation
calculationsthat exclude food taken at home and monitored
prices, remained reasonably stabilized at rather high levels
when compared to the trgjectory of inflation targets.

In prospective terms, the gap that has recently opened
between industrial prices at the wholesale and retail levels
generates pressures that will impact the results of consumer
price indicesin the near future.

Mention should also be made of the fact that the pressures
generated by growth in the international prices of
petroleum and derivatives in the last several months
represent an important risk factor for theinternal inflation
scenario. Though monetary policy projections have
incorporated some leeway for the inflationary impacts of
possible increasesin fuel prices, the international market
remains highly volatile, making it very difficult to clearly
distinguish any real trend in these prices.

Finally, deterioration of the inflationary expectations of
private agentsfor 2004 and 2005, which initially wasaresult
of exchange depreciation in the second quarter, continued
into the third quarter of the year as aresult of revisionsin
IGP projections and in expectations of the behavior of



monitored prices, partly as aresult of the risk represented
by thelag in domestic gasoline prices. An additional impulse
was generated by the fact that the underlying inflationary
tendency, as perceived in the various measurements of the
inflation core, has stabilized at arather highlevel, aswell as
by the fact that growth estimates for the economy have
been revised.
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Growth in credit operations

R$ billion
Itemization 2004 Growth
May  Jun Jul  Aug 3 12
months months
Total 436.0 442.8 4469 4528 3.8 17.5
Non-earmarked 248.2 251.7 254.2 258.3 4.1 20.8
Corporations 149.9 151.7 152.8 1543 2.9 18.3
Ref. to exchange 575 559 558 542 -5.7 10.1
Individuals 98.2 100.0 101.4 104.0 5.9 24.6
Earmarked 1594 161.8 162.7 163.9 2.9 10.9
Housing 236 236 238 239 1.4 4.7
Rural 46.7 48.0 472 48.1 3.0 225
BNDES 87.8 889 903 905 31 8.8
Others 13 14 1.4 1.4 95 -457
Leasing 10.6 10.7 11.3 11.3 6.8 34.2
Public sector 17.9 18.5 18.6 19.2 7.6 27.2
% participation:
Total/ GDP 26.1 26.1 26.2 26.4
Nonearm./GDP 149 149 149 150
Earmarked/GDP 9.5 9.6 9.5 9.5

Inthe period extending from Juneto August, financial system
credit operations continued on the growth curve that had
marked previous months. Thistrajectory is consistent with
the process of renewed economic activity, marked by
expanding internal demand and a strong performance by
the export sector. In the period, increases were registered
inloansto legal entities based oninternal resources, aswell
asin creditstoindividual borrowers. Asidefrom this, default
rates also continued declining, primarily as a result of
improvementsinincome and employment conditions.

In August, the stock of financial system credits reached
R$452.8 hillion, for growth of 3.8% inthe quarter and 17.5%
over twelve months, and were equivalent to 26.4% of GDP
asagainst 26.1% in May. The balance of operations carried
out by privatefinancial institutionsclosed at R$274.3 hillion,
for growth of 4.6% in the quarter. Here, the most important
segments were individual borrowers and commerce. The
public bank portfolio totaled R$178.5 hillion, reflecting
expansion of 2.7%, primarily asaresult of operations with
individual personsand other services.

Credits channeled to the private sector totaled R$433.6
billioninAugust, with growth of 3.7%in the quarter. Insofar
as business activity is concerned, operations with the
industrial segment came to R$120.9 billion, for growth of
1%, mainly as a result of credits granted to the chemical,
automotive and petroleum industries. Loans to commerce
increased by 6.8%, totaling R$50.3 billion, a performance
that was compatible with increased sales at theretail level.
Loansto the sector of servicescameto R$76.4 billion, for a
high of 2.2%, the most important being credits extended to
electricity and transportation companies.

The public sector banking debt came to R$19.2 billion in
August, for growth of 7.6% in the quarter. Financing
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BNDES Disbursements

R$ million
Itemization Jan-Aug Growth
2003 2004 (%)
Total 16972 24271 43.0
Industry 6 996 9104 30.1
Other transport equipmentl/ 2375 2897 22.0
Motor vehicles 776 1477 90.3
Food and drink products 901 1340 48.7
Cellulose and paper 200 606 203.0
Basic metallurgy 642 526 -18.1
Machines and equipment 209 482 130.6
Commerce/Services 7365 10839 47.2

Electricity, gas and hot water 3078 4 892 58.9
Land transportation 1709 2532 48.2
Construction 456 816 78.9
Commerce and reparation 987 673 -31.8

Crop and livestock 2611 4 327 65.7

Source: BNDES

1/ It includes aircraft industry.
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extended to the states and muni cipalitiesaccumul ated R$13.9
billion, for growth of 10.7%. Basically, this performance
reflected disbursementsto state companies under theterms
of the el ectric power growth program. Creditsto thefederal
government came to R$5.3 hillion, for an increase of 0.2%
in the period. In this case, one should highlight the
amortization of operationsinvolving gas piping projects.

Thelease portfoliototaled R$11.3 billionin August, with an
increase of 6.8% in the quarter. In this case, one should
highlight operations with the service sector and individual
borrowers. New credit operations carried out in the period
extending from June to August came to R$3 billion,
distributed into 73 thousand contracts. Here, the principal
modality was automobilefinancing. Thisresult corresponds
to an increase of 27% in value and 59.5% in the number of
contracts, compared to the quarter ended in May.

Credit operations backed by earmarked resources added
up to R$163.9 billion in August, with growth of 2.9%inthe
quarter. This evolution reflected expansion of 3.1% in
financing granted by the BNDES system, which registered
a balance of R$90.5 hillion, and 3% in the case of loans to
the crop/livestock sector.

Disbursements by BNDES totaled R$24.3 billion from
January to August, with growth of 43% in relation to the
same period of 2003. In sectoral terms, financing channeled
to industry added up to R$9.1 billion, registering a high of
30.1% in the period, driven by the automotive and aircraft
segments. Credits granted to the sectors of commerce and
services expanded by 47.2% to R$10.8 billion, with
particularly strong performances in the sectors of energy
and urban transportation. Credits granted to crop/livestock
activitiestotaled R$4.3 hillion, with growth of 65.7% in the
year. In this case, the highlights were rel eases through the
Program of Modernization of the Farm Tractor Fleet and
Like Implements and Harvesters (M oderfrota). Operations
with micro, small and medium businessestargeted principally
to the crop/livestock and infrastructure sectors corresponded
to 32% of total disbursements, expanding by 32% from
January to August, compared to the same period of 2003.

Consultations submitted to BNDEStotaled R$55.5 billionin
the first eight months of 2004, with growth of 146%
compared to the same period of 2003. Though it was



Rural and housing credit outstanding
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influenced by the low basis of comparison, this growth
indicates apositive outlook for new investmentswhen viewed
inthe context of theimproved economic situation. Requests
received from theindustrial sector added up to R$28 billion,
compared to R$8.2 billion in the corresponding period of
2003. Inthiscase, the most important areas were the sectors
of aircraft, metallurgy and paper and pulp. Requests
presented by the segment of commerce and services came
to R$22.1 billion, or 102% more than the volume observed
in 2003, with particular emphasis on the performance of the
electricity and construction segments. With regard to the
crop/livestock sector, requestsfor credit totaled R$5.3 billion,
representing an increase of 56% in the year.

With regard to the financing of productive sector projects
by BNDES, it is important to cite the alocation of R$2.5
billion as of August of this year to the National Industrial
Structure Modernization Program (Modermag). These
resources are targeted to acquisitions of national machines
and equipment and are limited to 90% of the value of the
good to be acquired, with preset interest rates of up to
14.95% per year and a payment term of up to 60 months.

Therural sector credit portfolio registered growth of 3%in
the quarter, reaching a level of R$48.1 billion. Here, the
highpointswere obligatory investmentsin the marketing of
the 2003/2004 harvest, as well as onlendings of fund and
program resourcesto agricultural investments. Conseguently,
the participation of these modalitiesinrural credit operations
moved from 6.6% and 51.9% in May to 8.3% and 52.8% in
August, respectively. In the opposite sense, the share
referring to current expenditure operations declined by 2.6
percentage points (p.p.), following aseasonal trend marked
by thefalloff in businessprior to planting of the new harvest.

Operations contracted by the housing sector cameto R$23.9
billion in August, for growth of 1.4% in the quarter.
Disbursementswith savings account resourcestotaled R$687
millioninthe quarter ended in July, or 14.7% more than the
total registered in the quarter closed in April, while
investments originating in the Severance Fund Contribution
(FGTS) totaled R$704 million, with growth of 7.2%, using
the same basis of comparison.

Thevolume of credit operations backed by market resources
totaled R$258.3 hillion in August, with growth of 4.1% in
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Credit with nonearmarked resources
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the quarter and 20.8% in the twelve-month period. As a
result, the relative participation of these operations in the
financial system total remained at 57%.

Credit operationstargeted to legal entities cameto R$154.3
billion, with quarterly growth of 2.9%. L oansbased oninternal
resources were driven by the recovery in the pace of
economic activity and registered upward movement of 8.3%
in the period to a level of R$100.1 billion. The portfolios
referenced to foreign currency, which registered a stock of
R$54.2 billion, dropped by 5.7% in the quarter ended in
August. These results reflected the accounting effect of
negative exchange growth in the period, aswell asthe high
volume of settlementsin operationsinvolving Advanceson
Exchange Contracts (ACC), as a consequence of the end
of the farm harvest.

Loanschanneled toindividuals added up to R$104 billionin
August, with growth of 5.9% in the quarter. This
performance is mainly aresult of the evolution of personal
credit operations, particularly thoseinvolving payroll loans.
The system of loans deducted from payroll expanded sharply
and provoked areductionin the utilization of special overdraft
checks. These operations resulted in longer terms in
operationswith individual persons, at the sametimeinwhich
they resulted inimprovement in the debt profile. Parallel to
this, one should stress the performance of financing for
acquisitionsof goods, particularly vehicles, mainly asaresult
of improved income and employment conditions.

The average rate of interest on credit operations based on
market resources diminished by 0.3 p.p. in the quarter,
reaching alevel of 43.9% per year in August. Thisbehavior
reflected a reduction in the rates on loan contracts with
businesses, principally those referenced to foreign currency
sincethe cost of these operationswasimpacted by exchange
appreciation over the course of the quarter. In the segment
of individual borrowers, the level of chargesincreased asa
result of upward movement in futures market interest rates
which, in turn, increased as aresult of market expectations
regarding therisksof inflationary pressures caused by rising
petroleum prices.

The average cost of credits for legal entities declined to
28.8% per year, 1.2 p.p. below the rate calculated in May.
In contracts formalized at postset rates referenced to
exchange and with preset charges, respective declines of
3.4 p.p. and 0.8 p.p. were registered, in contrast to growth
of 0.3 p.p. inthecost of loans contracted at floating interest.



Evolution of the banking spread, understood as the
differential between the cost of funds to financial
institutions and the rates charged by them on loan
and financing operations, reflects both current and
structural factors. Inthis sense, the economic outlook
affects the perception of financial institutions
regarding risk, at the sametimeinwhichit conditions
monetary policy, and may demand alterationsin basic
interest rates and in compulsory reserve rates with
the aim of guarantying price stability. These aspects
impact definition of the lending rates and funding
costsof financial institutions.

Parallel to these considerations, structural aspects
related principally to difficultiesinvolvedin obtaining
information and to deficienciesin theinstitutional and
lega environment hamper asteady reductioninbanking
spreads, as this indicator tends to remain at
permanently highlevels. Onthebasisof thisdiagnoss,
Banco Centrd initiated aproject in 1999 called “ Interest
and the Banking Spread”, for the purpose of introducing
a series of structural and microeconomic measures
aimed at steadily reducing spreads and thereby
improving credit market efficiency.

In this context, the most important initial measures
wereincreased transparency and competitionin credit
operations, by requiring dissemination of information
ontheinterest rates levied by the different financial
institutions. To achieve this, Banco Central usesthe
Internet to inform the public of the interest charged
by theseinstitutions, thusmaking it possiblefor bank
clients and the market itself to compare these cost
factors. Aside from this, an effort has been made to
improve the quality and detailing of information on
interest rates, so as to make it possible for Banco
Central to monitor these indicators more precisely.
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Another highly relevant measure aimed at improving
theavailability of information on credit operationswas
development of the Credit Information System (SCR),
based on utilization of the Risk Center, created in
1997. The SCR, which brings together detailed
information on debtors with banking debts of more
than R$5 thousand, will makeit possibleto improve
the decision-making process regarding the granting
and management of credit. Thisfactor alonewill play
asignificant rolein reducing the default level, which
isamajor factor in defining the banking spread. The
system will also make it possible for clients to
negotiate better credit operation rates and conditions
sincetheir referenceinformation will be availableto
all ingtitutions.

At the same time, in order to reduce the legal risk
involvedin credit operations, an effort has been made
to create more suitable credit instruments, while also
enhancing guaranties. Inthissense, it isimportant to
stress the creation of Bank Credit Bills, which are
papers that can be processed more rapidly should it
become necessary to execute debts by judicial means,
thusreducing thetraditional sluggishnessof the court
system in this area. Furthermore, emphasis should
also be given to changes regarding guaranties of loans
and financing, as a result of the extension of the
system of chattel mortgagesto other goodsand rights,
such as securities and other credits. This aspect will
benefit a greater number of credit operations with
this type of guaranty and thereby contribute to a
lowering of interest rates, as occurs for example in
vehicle acquisition contracts.

Aside from the measures already cited, mention
should also be made of the new proposed Bankruptcy
Law, now beforethe Nationa Congress. Among other
alterations, thislegislation isamed at enhancing the
legal security of institutionswhen granting creditsto
corporations. Among the proposal's presented, there
would be animportant changein the order of creditor
priority in cases of bankruptcy, placing the rights of
the tax authorities on an equal footing with those
holding real guaranties.

Up to the moment, the various measures taken have
produced more significant progress with regard to
the diagnosis and dissemination of information on
credit, considering that these new instruments will



require a certain period of time to consolidate their
position onthemarket. Parallel to this, moresignificant
cutbacksin interest rates and banking spreads became
more difficult as a consequence of the adverse
scenario that existed at certain moments in this
process. Evidently, these events have had serious
repercussions on the expectations of agents and on
monetary policy.

Atthesametime, itisimportant to stressthat aterations
in spread levels aso reflect changes in the relative
participation of the various modalitiesin total credits
based on market resources, aswell astheir impact on
costs. This aspect, considering that the spread is
calculated on the basis of the difference between
lending and funding rates, isaconsequence of thefact
that the respective rates express median values
weighted by the volumes of each modality of the
segmentsof legal entitiesand individual borrowers.

Growth of banking spread At the same time, it is important to note that the
P-p- difference between the spread levels of the two
e AUIER ClETg segments is, among other factors, attributed to the

2001 2002 2003 2004 12 24

months months

higher levels of defaultsin operationswith individual

borrowers. The spreads on these operations,
however, have been dropping as the portfolios of

Total 275 314 313 275 38 -39

S 116 172 145 134 s vehicle acquisition contracts have expanded and, more
Corporate preset ~ 22.9 220 287 243 44 23 recently, with introduction of the system of payroll
Working capital 159 133 215 1838 27 55 loans. Inthelatter case, the rates on these operations
Vendor 43 56 74 54 20 02 are significantly lower since payments are deducted
Corporate post set 32 173 4.0 3.4 -0.6 -139 d| rectly from the Wages Of the debtors.

Corporate floating 8.4 8.6 9.5 9.8 0.3 1.2

indviduals S04 805 536 45T 79 A8 One should also add that the different levels of costs
Overdraft che(.:k 139.8 1403 1426 125.4 172 -14.9 charged in these credit modalities and, consequently,
Personal credit 59.2 59.6 66.6 56.4 -10.2 -3.2 i

Vehicle acquisition 17.4 221 205 183 -2.2 -3.8 the respectlve |e\/e|S of the Spread toa great extent

reflect the guaranties given. In thisway, in the case

of corporate entities, lower spreads are found in
vendor operations, which is a type of operation in
which the selling company provides what amounts
to an endorsement of the client, compared for
exampleto the spreadsfound inworking capital loans.
In operations with individual borrowers, there are
important differences between the financing of
vehiclesand other goods, when compared to personal
credits. Furthermore, it isimportant to emphasize the
high spread charged on operations with special
overdraft checks, which is a consequence of the
demand that financial institutions maintain this credit
line available to their clients without being able to
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predict when it will be used, without even mentioning
the lack of guaranties.

Another aspect that deserves mentioning involvesthe
methodology applied to calculating spreads,
encompassing preset |oans, postset loans (referenced
toforeign currency) and loansgranted at floating rates
(mostly indexed to I nterfinance Certificate of Deposit
— CDI). This composition sharply reduces the cost
of intermediation in the segment of corporate entities,
because of the strong participation of such operations
as Advances on Export Contracts (ACC) and
external onlendings, as well as contracts indexed to
floating rates.

The modalities based on resources contracted abroad
have lower spreads, because these operations are
normally negotiated by |arge scale companies, mostly
involved in export operations, using their external
revenues as guaranties of the financing. In the same
way, operationsat fl oating rates al so tend to have lower
spread levels as a consequence of a series of factors,
including thetransfer of market risk related to changes
in the interest rates to the borrower of the credit.
Operations with preset charges, which tend to
predominate in the segment of individual borrowers,
have higher spreads, because of the margin of safety
applied by financia institutions to cover the risks of
possibleincreasesin their funding costs.

With respect to the evolution of spreads in the last
four years, very different phases can be distinguished
both in terms of the preset differential and the total
spread. Thus, both indicators registered downward
movement up to the end of the first half of 2001,
influenced by the positive results registered by the
economy and the downward movement registered
under lending rates. From that point forward, thistrend
reversed course as the Selic rate increased and the
futures interest market became increasingly more
volatile, as the internal economic situation
deteriorated. The upward movement in the total and
preset differentials continued to the start of 2002,
interrupted only during avery brief period of decline
in the second quarter of 2002.

As of the second half of 2002, the situation of
uncertainty produced by economic policy and
increased foreign investor aversionto risk provoked



greater exchangevolatility and ashortfall in the supply
of external funding. Facing this situation, the country
adopted arestrictive monetary policy onceagain, with
new increasesin both the Selic target and compul sory
rates, both of which impacted market interest rates.
The evolution of the spread accompanied this trend
and moved upward until mid-2003. Since June 2003,
when amore flexible monetary policy was adopted,
these differentials have followed adownward curve
that continued through to July 2004.

Preservation of the environment of macroeconomic
stability will certainly favor reductions in
intermediation costs. At the sametime, improvement
and consolidation of the legal framework applicable
to credit operations, coupled with development of the
recent risk management instruments, will tend to
contribute to even more effective medium-term
cutbacks in banking spreads.
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In operations with individual persons, the median rate of
interest increased by 0.7 p.p. inthe quarter, coming to 63.1%
per year in August. This result was based on increases of
1.1p.p.and 1 p.p., respectively, inthe cost of personal credit
loansand vehicleacquisition financing. Thesemodalitiesare
more sensitive to changes in futures market interest rates,
since their maturity terms are significantly longer than in
other modalities.

In credit operations based on market resources, the banking
spread came to 27.5 p.p. in August, with growth of 0.3 p.p.
in the quarter. The spread on loans with individual persons
rose by 0.5 p.p., while remaining stable in contracts with
legal entities.

Thequality of the credit portfolio based on market resources
registered relativeimprovement in the June-August quarter,
when arrears of more than fifteen days are considered. In
thissense, total defaults diminished by 0.2 p.p. inthe period,
coming to 7.2% in August. In the segment of individual
borrowers, defaults dropped by 0.3 p.p. to 12.8% and, in
the case of legal entities, remained at 3.5%.

Viewed intermsof median daily balances, the money supply
(M1) cameto R$106.3 billion in August. Growth of 23.9%
registered in the last twelve months corresponded to
expansion of 21.1%in currency held by the public and 25.8%
in demand deposits. In the June-August quarter, theincome
velocity of M1, defined as the ratio between GDP and the
monetary aggregate, continued on the downward curve that
began in May.

When deseasonalized data deflated by the IPCA are
considered, the M 1 aggregate remained stable, albeit high,
inthe June-August quarter, mainly reflecting sharp growth
in the pace of economic activity and the evolution of
credits granted.

Inthe month of August, median daily monetary base balances
totaled R$72.5 hillion, with growth of 12.4% in twelve
months. This behavior reflected expansion of 22.3% in the
median balance of currency issued and the reduction of 4.1%
in banking reserves. It should be noted that the growth
registered under this heading has distanced itself from the
performance of demand deposits due mostly to the reduction
in the rate of compulsory reserves on demand resources at
the end of August 2003, from 60% to 45%.
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With respect to the sources of primary currency issues,
the movement registered in the National Treasury (TN)
operating account produced a contractive impact of R$10.8
billion in the June-August quarter. In the same sense,
overall operations with the financial system generated a
contractiveresult of R$5.1 billion. Here, particular mention
should be made of the R$2.7 billion adjustment in operations
with derivatives; the inflow of R$902 million related to
insufficient investmentsin microcredit operations, sincethe
first verification of compliance with this requirement took
placeon August 20; and deposits originating in the additional
reserve requirement on deposits and the compulsory
reserve on the deposits of the Brazilian System of Savings
and Loans (SBPE) which, together, added up to R$1.3
billion. These results and the increase of R$5.4 billion in
demand for banking reserves produced net redemptions
of R$21.3 billioninfederal public securities, in the quarter
ended in August.

With regard to the evol ution of the money supply in the broad
sense (M2), credits granted and positive exchange flowsin
the period produced an expansionary impact. Consequently,
the M2 concept, which includes M 1 plus savings deposits
and papersissued by financid institutions, increased by 5.3%
in the quarter and 16.2% in twelve months while, in the
second quarter, these variations had cometo 4.8% and 11%,
respectively. Among the components, the most important
were growth of 7.5% in time deposits, impacted by the
migration of resources away from investment funds,
following a tendency that had already been noted in the
previous quarter.

M3, which encompasses M2 plus quotas in fixed income
funds and the net position in federal securities held by the
public, asaresult of repo operations, expanded by 4.2%in
relation to May 2004 and 21.2% over twelve months. The
increase of 3.2% in the quotas of fixed income funds
resulted basically from capitalization of their earnings, since
the period was marked by migration of resources toward
other financial assets. The M4 concept, which
encompasses M 3 plus public securitiesheld by nonfinancial
entities, came to R$1.1 trillion at the end of August, with
growth of 3.5% in the quarter.

From June to August, operations with federal public
securities produced an expansionary impact of R$12.6
billion, based on placements of R$64.8 billion and
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Issues of federal public securities — June to August
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redemptions of R$79 billion, excluding operationsinvolving
exchanges of National Treasury Notes — Series B (NTN-
B) and National Treasury Notes — Series C (NTN-C),
which totaled R$3.6 billion.

Inthe quarter, issueswere concentrated in National Treasury
Financing Bills (LFT), which are indexed to the Selic rate
and accounted for 57.4% of the total auctioned. National
Treasury Bills (LTN), which are preset papers, accounted
for 38.4% of placements, while paperstied to price indices
accounted for 4.2%. In the course of the quarter, the
participation of LTN in monthly National Treasury issues
expanded from 16.1% in June to 56.8% in August, while that
of LFT declined from 76.9% to 42.4% in the same interval.

Therecent increase in international market oil prices had a
negativeimpact oninflation expectationsfor 2004 and 2005.
In this context, the interest curve, which had tended
downward up to the start of July, shifted into an upward
curve, impacting the interest rates demanded on the public
securities market.

The rates contracted in LFT and LTN auctions registered
an upward trend as of the second half of July, to the point
that, on some occasions, the rates proposed by financial
institutions were rejected. At the beginning of August, the
National Treasury began operating more intensively on the
secondary market, holding LFT purchase and sale auctions
with the aim of mitigating theincreasein discounts on these
papers. At the end of the month, papers with maturities in
August 2005, May 2006 and March 2007 were negotiated
with discounts of 0.09%, 0.26% and 0.33% per year,
respectively, compared to 0.04%, 0.18% and 0.29% per year,
at the beginning of July.

Parallel to this, on July 23 the National Treasury lengthened
thematuritiesof LTN offered, placing paperswith maturities
inApril 2005 and in January 2006. Inthefinal auction of the
quarter, these papers were negotiated at 17.2% per year
and 18.1% per year, respectively, compared to ratesof 17.1%
per year and 17.8% per year, on the date of theinitia auction.

With regard to the rolling of the share of the public debt
indexed to the rate of exchange, Banco Central held
exchange swap auctions once again, though these were
limited to only a partial rolling of the papers and settled
exchange swaps. The exchange turnover came to 18.4%,
considering only thematuring principal. From Juneto August,
maturities totaled US$6.1 billion, with US$3.6 billion in
exchange swap operations and US$2.6 hillion in public
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securities indexed to the rate of exchange, Banco Central
Notes — Special Series (NBCE) and National Treasury
Notes — Series D (NTN-D). Placements came to US$1.3
billion in new exchange swap contracts in three auctions
held inthe period.

The median monthly volume of repo operations targeted at
controlling liquidity increased from R$70.4 billioninMay to
R$88.5 billionin July, before dropping back to R$82.4 billion
in August. This movement was impacted by strong
concentration of public security maturitiesin July, R$32.6
billion, resulting in an expansionary factor of R$21.3 billion
in the quarter.

Thestrategy of rolling excessliquidity onthe market isstill
being done through preset forward operationswith terms of
three months, postset repo operationswith maturities of two
weeks and very short-term preset operations, aside from
thetraditional operationstargeted at leveling liquidity at the
end of the day. It should be noted that, in recent months, the
volumeinvolved in longer-term forward operations moved
from R$25.8 billion at the start of June to R$46.6 billion at
the end of August.

Based on the median IPCA projections gathered by Banco
Central’s Gerin, the real ex-ante rate of interest for the
coming 12 months cameto 9.2% per year on September 17,
compared to 8.3% per year at the end of June.

The consolidation of expectations that the Federal Reserve
(Fed) would follow avery gradual process of raising basic
interest rates in the United States had a positive impact on
the Brazilian market in terms of the reduction of theinterest
reference rate for DI x pre one year swap contract, which
cameto 17% per year in June compared to 18.8% per year
inthe previous month.

However, the deterioration of market expectationsregarding
the future evolution of the IPCA, due to some extent to the
riseininternational market oil pricesand their possibleimpact
on thetrajectory of the Selic rate, were determining factors
intherepositioning of theinterest curve. In thiscontext, the
rate for oneyear contracts cameto 18% per year in August,
at the same time in which inflation expectations for the
coming 12 months came to 6.27%, as compared to 5.98%
in May, when the IPCA is used as parameter.
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The reduction in uncertainties regarding the pace of the
interest rate rise in the United States and the release of
several indicators confirming renewed Brazilian economic
growth provoked areversal in the downward trend registered
on the Sao Paulo Stock Exchange Index (Ibovespa) since
the month of February. Consequently, the Ibovesparose by
16.7% in the quarter ended in August, reaching a level of
22,803 pointsat the end of that month. Indollar terms, growth
came to 24.4%.

In the same period, the Dow Jones Industrial Average (DJIA)
and the National Association of Securities Deal ersAutomated
Quotation (Nasdaq) dlipped by 0.1% and 7.5%, respectively,
under theinfluence of contradictory indicatorsregarding the
vigor of economic recovery in the United States.

In the quarter extending from June to August, foreign
investorseffected redemptions of approximately R$1.7 billion
in stock exchangeinvestmentsin Brazil. However, themedian
daily volume negotiated registered growth of 5.6% in the
quarter, coming to R$1,129 million, particularly asaresult of
increased participation on the part of individual investors.

The financing of companies on the capital market through
primary issues of stocks, debentures and promissory notes
cameto R$6.6 billion from January to August, compared to
R$4.7 billionin the same period of 2003. Though thisresult
is below that registered in 2001 and 2002, the increased
interest of companies in obtaining resources through the
capital market, mainly by means of debentures, was clearly
evinced in the increased volume of requests under analysis
at the Securities and Exchange Commission of Brazil
(CVM), which came to R$2.2 billion at the end of August.

The balance of financial investments, which encompass
savingsaccounts, time depositsand investment funds, totaled
R$872.2 billion in August, with growth of 4.7% compared
to May 2004.

The equity of investment funds came to R$520.9 hillion at
theend of August, with anet negativeinflow of R$6.3 billion
inthe June-August quarter. It should be underlined that this
movement was a conseguence of migration of resources
into savings accounts and time deposits.
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1999 -20 410 -23788 85.8
2000 -24 736 -29 000 85.3
2001 -33131 -34 400 96.3
2002 -32 882 -41 000 80.2
2003 -44 329 -54 200 81.8
2004 -52 796 -56 900 92.8

In the month of August, the balances of savings accounts
and timedepositstotaled R$150.8 hillion and R$176.7 hillion,
respectively. The significant net inflows of theseinvestments
in the quarter, with respective totals of R$1.8 billion and
R$8 billion, suggest growth in demand for investmentswith
lesser volatility in relation to profitability.

With regard to net inflows of resources through different
types of investment funds, emphasis should be given to
inflowsthrough fundsreferenced to interbank deposits (DlI),
since this portfolio is mostly composed of preset papers.
Expectations of adeclineinthe Selic ratetarget noted up to
mid-July resulted in net redemptions of these funds. Since
that time, these expectations were reversed and migrations
in the framework of the investment fund industry came to
favor DI funds, in detriment to fixed income funds, which
have a large volume of preset papersin their portfolios. In
consolidated terms, therewas an increasein the participation
of postset papersin financial investment funds.

Stock funds, which include investment funds based on
investments in stocks and securities (FITVM) and mutual
privatization funds (FMP), which invest FGTS resources,
registered equity of R$41.3 billionin August, with growth of
11.8% in the quarter and median profitability of 10.6%.

With regard to the profitability of other financial investments
in the quarter, financial investment funds (FIF) and time
deposits generated earnings of 3.8% and 3.7%, respectively,
while savings accounts turned in alevel of 2.1%.

Inthemonth of July, the nonfinancial public sector registered
aprimary surplus of R$6.6 billion. The surplusaccumulated
intheyear turned in the best result since the serieswasfirst
caculatedin 1991, reaching alevel of R$52.8 billion, or 5.59%
of GDP, compared to R$44.3 hillion or 5.2% of GDPin 2003.
In 12 months, the primary surplus came to R$74.6 billion,
4.65% of GDP.

The result obtained up to July corresponds to 92.8% of the
indicative target for the January-September period, set at
R$56.9 billion. Here, it isimportant to underscore that this
performance was a consequence of the seasonal behavior
of revenues and spending over the course of the year and
doesnot necessarily imply extraleeway for additional budget
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expenditures. In 2001, the accumulated surplus up to July
corresponded to 96.3% of the target set up to September,
compared to 80.2% and 81.8% of the respective targetsin
the two subsequent years.

The central government (federal government, National Social
Security Institute — INSS and Banco Central) accounted
for R$39.6 billion of the surplus accumulated from January
to July, equivalent to 4.2% of GDP; regiona governments
accounted for R$11.6 hillion, or 1.2% of GDP; and state
companies for R$1.6 billion or 0.2% of GDP.

Here, one should highlight the increase in the surpluses of
the central government and regional governments, and the
reduction in the surplus of state companies, when compared
to the 2003 result. In thisway, the participation of the central
government in the public sector surplus increased from
73.7% in the first seven months of 2003 to 75.1% in the
corresponding period of 2004, while the participation of
regional governments moved from 20.3% to 21.9%, and that
of state companiesmoved in the opposite direction, dropping
from 6% to 3%. As a proportion of GDP, the central
government surplus increased by 0.37 p.p., while that of
regional governments expanded by 0.17 p.p. and the surplus
of state companiesfell by 0.14 p.p.

When one considersthe three segmentsthat form the central
government, the federal government registered asurplus of
R$54.3 billion and INSS and Banco Central closed with
respective deficits of R$14.6 billion and R$112 million. The
increase of R$9.4 billion in the federal government resullt,
corresponding to 0.48 p.p. of GDP, indicated growthin the
inflow of federal taxesand contributions, mainly asaresult
of the upturn in the pace of economic activity. Compared to
the first seven months of 2003, the revenue gain came to
R$25.5 billion, reflecting real growth of 9.4% whenthe IPCA
is used as deflator.

With regard to spending, federal government outlays came
t0 14.09% of GDP from January to July 2004, compared to
13.71% of GDP in the same period of the previous year.
Among the components, outlays on personnel and social
chargesfell from 5.26% of GDPto 5.06%, and constitutional
transfersto the states and municipalities shifted from 4.23%
of GDP to 4.04%, while current expenditure and capital
outlaysincreased by 0.77 p.p. of GDP to 4.94%. Spending
by INSS totaled 6.83% of GDP, compared to 6.32% from
January to July 2003.
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Public sector borrowing requirements
Accumulated in the year: Jan-Jul
Itemization 2003 2004
R$ billion % PIB R$ billion % PIB
Uses 44.9 5.3 19.4 2.1
Primary -443 -52 -528 -56
Interest 89.3 105 72.2 7.6
Sources 44.9 53 194 21
Internal borrowing 48.3 5.7 43.9 4.7
Security debt 67.6 7.9 48.3 5.1
Bank debt -16.0 -1.9 16 0.2
Others -33 -04 -6.0 -06
External borrowing -34 -04 -245 -26

Theresult for regional governmentswasinfluenced mainly
by the impact of renewed economic activity on the ICMS
inflow which, inthefirst half of 2004, registered real growth
of 5.2%, using the IGP-DI asdeflator, compared to theresult
for the same period of 2003. Mention should also be made
of an additional important factor that hasaided in achieving
fiscal equilibrium inthissegment: the ongoing implementation
of the guidelines set down in the Fiscal Responsibility Law,
particularly as regards the limits imposed on indebtedness
and current expenditure outlays.

Initssession on 8.18.2004, the Federal Supreme Court (STF)
decided to maintain the charging of the social security
contribution of federal, state and municipal civil service
retirees and pensioners, as determined by Constitutional
Amendment 41/2003. Though the exemption level wasraised
and the amounts to be paid were standardized, the decision
preserved the positive impact of these contributions on the
finances of the three levels of government, particularly in
light of the fact that this measure representsimportant relief
in terms of the deficit registered by the civil service social
security system.

Inthisway, public sector fiscal equilibrium benefited above
all from theimproved performance of government segments,
compared to that of state companies, reflecting the quality
improvement achieved as aresult of the fiscal adjustment.

Nominal interest appropriated in July 2004 cameto R$10.4
billion. In accumulated terms for the year up to July, the
total came to R$72.2 billion or 7.6% of GDP, compared to
R$89.3 billion or 10.5% of GDPin 2003. For the most part,
this reduction is explained by the downward trajectory of
the Selic rate, which moved from 24.5% per year in July
2003 to 16% per year in July 2004. It should be noted that
the volume of interest appropriated from January to July
2003 included the favorable results of exchange swap
operations, intheamount of R$10.1 billion, whiletheresult
of these operationsin 2004 was practically nil.

In July, public sector borrowing requirementsviewed inthe
nominal concept, which includes the primary result and
nominal interest appropriated, registered adeficit of R$3.8
billion. In accumulated terms for the year up to July, the
nominal deficit totaled R$19.4 billion, 2.1% of GDP,
compared to R$44.9 billion or 5.3% of GDPin 2003.

With regard to the primary sources of financing for theyear’s

accumulated nominal deficit, the securitiesdebt and banking
debt registered increases of R$48.3 billion and R$1.6 billion,
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respectively, while external financing registered areduction
of R$24.5 hillion.

Evaluated according to the portfolio position, the federal
securitiesdebt dropped from R$767.7 billion, 46.6% of GDP,
inApril 2004, to R$759.2 billion, 44.4% of GDP, in July 2004.
Thisvariation resulted from net redemptions of R$40.2 billion
in the primary market, incorporation of interest and 2.79%
depreciation of the real against the dollar.

The share of the federal securities debt indexed to the
dollar dropped from R$68.1 billionin April to R$63.1 billion
in July, as aresult of net exchange redemptions of R$8.6
billion. In the period, once exchange swap contracts are
excluded, the participation of exchange securities in the
total federal securities debt dropped from 8.9% to 8.3%,
while that of papers referenced to the Selic rate slipped
from 59.7% to 59.6%. When swap contracts are
considered, the participation of papersindexed to therate
of exchange fell from 16.3% to 14.1% and that of papers
tied to the Selic rate increased from 52.3% to 53.8%. In
its turn, the participation of the preset debt declined from
15.8% to 15.1%.

The amortization schedule of the securities debt on the
market, excluding financing operations, registered the
following configuration in July: R$107.2 billion, 14.1% of
thetotal, with maturity in the period from August to December
2004; R$280.6 hillion, 37% of thetotal, in 2005; and, R$371.4
billion, 48.9% of thetotal, as of January 2006.

In July, exchange swap operations came to R$43.6 hillion,
compared to R$56.8 billion in April. The result of these
operationsin the quarter, defined asthe difference between
the profitability of the DI and exchange growth plus coupon,
produced a negative impact of R$934 million on Banco
Central, considered on an accrual basis, and R$227 million,
when viewed according to the cash criterion.

The net debt of the nonfinancial public sector totaled
R$945.7 billion in July, corresponding to 55.3% of GDP,
compared to R$926.4 billion or 56.3% of GDPinApril, and
R$913.1 billion or 58.7% of GDPin December 2003.



Net debt growth
Conditioning factors

Itemization 2002 2003 2004
December December July
R$ % R$ % R$ %
million GDP million GDP  milion GDP
Total net debt —
Balance 881108 55.5 913145 58.7 945659 55.3
Flows Accumulated in the year July
Net debt — Growth 220 241 29 32037 3.3 32514 -34
Conditioning
factors 220241 139 32037 21 32514 1.9
PSBR 61614 3.9 79030 5.1 19 408 1.1
Primary 52390 -33 -66173 -43 -52796 -3.1
Interest 114 004 7.2 145203 9.3 72204 4.2
Exchange
adjustment 147 225 93 -64309 -4.1 11120 0.7
Domestic securities
debt” 76662 48 22715 -15 3387 0.2
External debt 70 564 44 -41594 -27 7733 0.5
Others? 753 0.0 16712 1.1 2385 0.1
Acknowledgement
of debt 14 286 0.9 604 0.0 -322 0.0
Privatizations -3637 -0.2 0 0.0 -78 0.0
GDP growth effect -11.0 1.2 -5.3

1/ Dollar indexed internal securities debt.

2/ Parity of the currency basket taking part in the net external debt.

Exchange depreciation of 4.76% in the period from January
to July 2004 contributed tothe R$11.1 billionrisein the debt,
including R$3.4 billion referring to theinternal securitiesdebt
indexed to the dollar and R$7.7 billion related to the net
external debt.

Analyzing thefactorsresponsiblefor the decline of 3.4 p.p.
inthe net debt as a proportion of GDP in 2004, the effect of
GDP growth accounted for a reduction of 5.3 p.p., while
borrowing requirements, exchange depreciation and growth
in the parity of the basket of currencies that form the net
external debt accounted for increases of 1.14 p.p., 0.65 p.p.
and 0.11 p.p., respectively.

The gross debt of the general government (Federal
Government, INSS and state and municipal governments)
registered adeclinein the month, moving from R$1,295 hillion
or 76.4% of GDP, in June, to R$1,289 hillion, 75.4% of GDP,
in July. With respect to December 2003, the decline
corresponded to 3.6 p.p. of GDP.

Financial system credit operations in the June-August
quarter, continued on the upward trajectory that has marked
recent months, atendency that isclearly consistent with the
improvement in economic activity. The increase was
registered in operations contracted with legal entities and
backed by domestic resourceswhile, at the household level,
the most important factor was the increased demand for
personal credit and for consumer goods financing, in
detriment to the use of the revolving credit modality.

In this sense, the most important headings were operations
targeted at business investments, including both
nonearmarked creditsto meet demand for goods, aswell as
the various modalities of earmarked credits in operations
based on BNDES resources. At the same time, the period
was marked by atrend toward the normalization of banking
debt, asratesof default declined, particularly at the household
level. This process benefited from migration to operations
with lower interest rates as well as from growth inincome
and employment.

Fiscal resultsup to July cameto levelsthat were compatible
with the targets set for the year. Aside from this, there was
lesser dependence on the performance of state companies,
since the participation of these entities in the public sector
surplusdropped in relation to previous years. Governments
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accounted for growth in the surplus accumul ated in the year,
resulting from acombination of expandedinflows, particularly
as a result of the increased pace of economic activity,
reductionsin outlays on personnel and charges, and higher
current expenditure and investment outlays.

With respect to the debt/GDPratio, thereduction in the year
cameto 3.4 p.p. of GDP. The factors most responsible for
the decline registered in this ratio were continued fiscal
equilibrium in all public sector segments, downward
movement in the Selic rate compared to the level s practiced
in 2003 and positive GDP growth. These samefactors, allied
to lesser vulnerability of the debt to exchange rate
fluctuations, should continue contributing to thefalloff inthe
debt/GDP ratio.



Starting in the second quarter of this year, the pace of
world economic growth reflected lower rates of expansion
in the countries that had sustained the upturn to that point
intime. To some extent, this movement was a consequence
of a steady rise in petroleum prices and of a managed
deceleration in the Chinese economy. In this context, the
fear that the Fed would have to adopt more intense
increases in basic interest rates in the United States
dissipated. Markets slowly adjusted as they became
convinced not only that the Fed would maintainits gradualist
approach, but that it considered United States inflation to
be at an acceptable level. This situation worked to the
benefit of the emerging economies, asthey preserved their
attractivenessto foreign investors, particularly in terms of
the rates of return they were able to offer.

Though there was some degree of decline in the pace of
global economic growth, the international economy has
continued registering significant expansion, asrevealed by
activity indicatorsavailablefor thethird quarter of the year.
Growth in world exports has continued and can be partly
explained by the behavior of international commodity
prices, which has also had a positive impact on the
developing nations.

Theactivity level of theworld economy decel erated sharply
in the second quarter of 2004. The United States and China,
the two countries mainly responsible for the world scale
recovery that began in 2003, registered less intense
expansion, particularly as a result of lesser consumer
spending in thefirst case and government policiestargeted
at cooling down the already torrid pace of growth in China.
Thestrong recovery registered by Japan in thetwo previous
quarters was also interrupted, as a result of a more
moderate pace of domestic consumption. The persistent
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and accentuated upward movement in petroleum prices
impacted the availableincome of major oil importers, though
the effects were less intense than had occurred in previous
periods of oil price highs.

From the first to the second quarters, annualized quarterly
GDP growth dropped from 4.5% to 2.8% in the United States
and from 6.6% to 1.3% in Japan. In the case of the United
States economy, the strong growth registered in private
investments was not sufficient to offset lesser personal
consumption outlays, particularly in the case of consumer
durables. Though there was some degree of recovery in
consumption in July, there arefearsthat the sustainability of
this process may be compromised by the decline in the
growth of personal income, aheading that dependsdirectly
on employment levels. In Japan, despite consistent trade
bal ance results, domestic demand fell sharply in the second
quarter, generating repercussions as much on consumer
spending as on public and private investments. This
performancewasreflected in zero growth in industrial output
inthe month of July.

Labor markets in the United States and Japan reflected
deceleration of the process of recovery in economic
activity. Thus, starting in June, the pace at which new jobs
were created in the United States economy turned sharply
downward, despite the fact that the overall jobless rate
fell from 5.6% in June to 5.4% in August. In Japan, the
rate of unemployment moved from 4.6% in June to 4.9%
in July, reversing the downward trajectory registered since
the start of 2003.

In the Euro zone countries, the pace of recovery in the
economic activity level has been more moderate than in
the other industrialized economies. The effects of
deceleration in other parts of the world were also felt in
the region, as quarterly GDP expansion in the second
quarter closed at an annualized rate of 2%, compared to
2.4% inthe previous quarter. Product growth followed the
same tendency in effect since last year and was basically
driven by exports. The individual performances of the
region’smajor economies have not been uniform. In France,
the good resultsregistered in 2003 continued into the current
year, registering annualized GDP growth of 3.2% in the
first two quarters of this year. In Germany, these rates
cameto 1.6% in thefirst quarter of the year and 2% in the
second, compared to respective levels of 1.6% and 1.2%
in Italy in the same two quarters. The major differential
between these performances consisted of more intense
expansion in domestic consumptionin France.
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Marked by intenseindustrial expansion, burgeoning exports
and a significant inflow of foreign direct investment, the
strong growth registered in the Chinese economy generated
increased inflationary pressures and bottlenecksin the supply
of such necessities as coal, electricity, petroleum and
transportation services. In light of thissituation, the Chinese
government decided to adopt measures that would moderate
the pace of economic growth in that country, with the
overriding objective of reducing the tensions uncovered in
the productive chain and guarantying the continuity of a
sustained process of economic expansion. Put into practice
as of June 2003, these measures involved restrictions on
currency expansion and greater control over the credits
extended to the economic segments that were expanding
most intensely. The impact of such measure has not yet
been felt in terms of an accentuated downturn in the pace
of the nation’s growth, though there are signs of some degree
of deceleration in the volume of retail sales and industrial
output as of the second quarter of 2004. The sectors most
directly impacted by these measures, such as cement,
aluminum and vehicles, registered the sharpest downturns.

The central banks of the United States and Euro zone
countries remain optimistic with regard to future growth.
However, at the same time, the major indices of business
and consumer expectations in the industrialized countries
have accompanied the relative instability of the economic
data registered between the end of the second quarter and
the start of the third. With respect to business confidencein
the United States and Japan, the results of these indices
havefluctuated significantly since the middle of the second
quarter, though they aretill at alevel compatiblewith strong
economic expansion. In the Euro zone countries, these
indices tended to fluctuate at a level that reflects a trend
toward stability, with the exception of France where they
pointed to positive expansion. In general, consumer
confidence indices performed in a similar manner, though
particular mention should be made of the sharp August drop
registered in the Conference Board Index in the United
States and of the tendency toward stability in the French
index, which contrasts sharply with the downturnsregistered
by the German and Italian indices.

Thanksto the high quality communicationswork performed
by the Fed, which coordinated the process of formation of
expectations over the course of recent months, once the
risein thefed fundstarget had been consummated, it caused
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no significant impacts on the earnings produced by
Treasuries, even after the successive increases of 0.25
p.p. in August and September. More recently, the release
of indicators that point to a downturn in both growth and
inflation in the United States, with deflation in consumer
pricesin July, increased the conviction that the central bank
will continueitspolicy of gradually increasing interest rates.
As a matter of fact, with the exception of the prices of
raw materials, inflation in the United States has not
increased despite the shiftin the overall level in the second
quarter of theyear. Consequently, unless petroleum prices
register anew and significant high, the scenario of moderate
inflation is expected to consolidate in the coming months,
asevinced by signs of moderation in the pace of job market
hiringsand thestill rather low level of utilization of installed
industrial capacity.

In the Euro zone countries, inflation showed signs of a
downturn in July. However, inflation measured by the
Harmonized Indices of Consumer Prices (HICP) remains
above the 2% target and expectations are that the
government interest rates in effect since June of last year
will be maintained at their current level inthe coming months.
Despite amoderate high in the first six months of the year,
core inflation moved into adownward curve as of July and
dropped below the 2% mark. The deflationary impacts of
appreciation of the euro and low growthintheregionin the
midst of asignificant product gap should aid in maintaining
inflation close to the government target, despite the recent
upswing in petroleum prices.

In the United Kingdom, independently of current
inflationary conditions, the policy of reducing the money
supply continued. At the start of August, the Bank of
England raised the basic interest rate once again, thistime
by 0.25 p.p. Thiswasthe fourth risein the year and anew
increasein the basic rate to 5% per year is expected before
theyear isout. Annual consumer inflation remained stable,
in a comfortable range of 1.5%, compared to the official
target of 2%. At the moment, it is difficult to predict just
how long the central bank will continueitspolicy of deflating
the real estate market bubble, though it is considered
possible that the contractive monetary policy posture will
be attenuated in the coming year.

Inthelast five months, Japanese authorities have not altered
the specified government target for banking reserves at the
Bank of Japan (BoJ), which remains at between ¥30 trillion
and ¥35 trillion. Despite uninterrupted growth in the last
eight quarters, monetary policy has still not managed to
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eliminate deflation. Consequently, the end of the zero interest
policy cannot be foreseen. The recent trend toward
depreciation of thedollar should demand new and significant
BoJinterventionsin order to avoid | osses of competitiveness
in the export market, which is the principal foundation of
the Japanese economy. At the same time, however, there
may be changesin the upper and lower limits of the targets
in such away as to better absorb the expansionary impact
on the monetary aggregates.

In China, annual consumer inflation increased to 5.3% in
July and remained at that level in August. The economy is
expanding rapidly and government policy on the parity of
the renminbi has yet to be defined and there is little
expectation that this definition will be forthcoming in the
near future. In any case, credit controlsand the restructuring
of government banks could, to a limited extent, generate
results such as those desired as a result of a possible
appreciation of therenminbi.

In the quarter ended in August, the factors that had the
greatest impact on international financial assets were, on
the one hand, lesser uncertainties regarding the future
trajectory of inflation and interest ratesin the United States
and, on the other, continued volatility and uncertainty
surrounding oil pricesand their influence on the performance
of theworld’s major economies.

With respect to United States monetary policy, since mid-
May the Fed hasindicated itsintention of gradually reversing
its expansionary posture. Though later decisions followed
thistendency, aboveall elsetheindicator of economic activity
and inflation released in the intervening period consolidated
market confidence that this strategy would not only be
maintained, but would also be an important and effective
instrument in curtailing the inflationary pressuresto which
past monetary policy may have given rise. Despite an even
more volatile environment, the consolidation of this
confidence began pushing market interest ratesin the more
mature economies into a downward trajectory, at the same
timeinwhich perceptionsof risk inrelation to the emerging
economies also tended to wane.

In the United States, annual rates of interest, which had
reached mid-June levels of 2.93% for two year papers
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and 4.87% for 10 year papers, fell to 2.38% and 4.11%,
respectively, at theend of August. Inthesame period, thelonger
terminterest ratesof the other devel oped economiesdiminished
a aless accentuated pace, though they did tend to follow the
trgjectory of earningslevels on United States securities.

Therecovery in the value of emerging country debt papers
that followed upon the downturn in risk perceptions began
inthe month of May, when the government began signaling
for thefirst timethat the elimination of the monetary incentive
in the United States would be a very gradual process, and
has continued since July, asthis process hasmoved forward
at the expected pace. The premium indicated by the
Emerging Markets Bond Index Plus (Embi+) dropped by
22.8%, falling from a peak of 567 pointson May 10 to 438
pointson August 31. In the same period, the Embi+ premiums
of Brazil, Turkey and Venezuela diminished by respective
rates of 38%, 35% and 28%. The least accentuated decline
in the Embi+ premium occurred in Russia, with
approximately 18%, reflecting the negative impact of the
caseinvolving Yukos, thelargest Russian petroleum company,
on that nation’s financial assets.

Variable income assets have demonstrated increased
sensitivity to the uncertainties rooted in the pace of growth
in the United States economy and in the steady rise in
petroleum prices, following a downward tragjectory during
most of the period initiated in July. In the United States,
these factors plus the announced results of corporate profits
wereresponsiblefor the continued volatility of stock markets,
which closed with significant losses. Between the start of
the month of July and the first fifteen days of August, the
DJA and Standard & Poor’s (S& P 500) declined by 4.9%
and 5.7%, respectively, while the Nasdaq index, which
reflects stocksin high technology companiesfell by 12.8%.

In the same period, the Japanese Nikkei index 225 dropped
by 9.6%. The evolution of the stock markets of most other
nations registered performances that were quite similar to
the American exchange. The Deutscher Aktienindex (DAX)
in Germany and the Financial Times Securities Exchange
Index (FTSE 100) in England turned in downturns of 9.6%
and 2.8%, inthat order. In France, Italy and Spain, the CAC,
MIB and IBEX turned in respective declinesin the range of
6%. Among emerging economies, the Taiwan and Thailand
indicesregistered equal falloffs of 7.7%, while the Russian
index dropped by 4.4%. In Latin Americastock exchanges,
the Indice de Precios e Cotizaciones (IPC) in Mexico
declined by 4.6%, and the Argentine Merval fell by 1.8%,
while the Brazilian | bovesparemained stable.
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With attenuation of therisk of aninterruptionin the petroleum
supply, it became evident that inflation was under control in
the major economies while highly favorable stock prices
drove recovery in share prices. This movement took hold
as of the second half of August and was particularly strong
in Asian stock markets, which have registered gains since
the start of that month.

In terms of the median level for the period from June to
August, the rate of the United States dollar fell by 1.8%
against the pound sterling and 1.6% against the euro,
compared to the median registered in the April-May period.
In relation to the yen, the dollar remained stable using the
same basis of comparison.

Improved financing conditions as of June contributed
importantly to the at |east partial reversal of the process of
depreciation of the currenciesof Brazil, Turkey and Mexico
against the dollar which had accumulated during the more
critical period of uncertainties regarding the evolution of
inflation and monetary policy inthe United States. Thus, the
real appreciated by 6.3% against the dollar, when one
comparesthe median quotations of the second half of August
with those of the second half of May. Using the same basis
of comparison, the Turkish liraappreciated by 2.4% and the
Mexican peso rose by 1.1%.

Given their concern with preserving the competitiveness of
their exportswhen compared to those of China, the exchange
markets of the emerging Southeast Asian countries were
strongly impacted by Chinese exchange policy. On average,
therates of the currencies of Thailand and Taiwan devalued
against the dollar by 1.95% and 1.56%, respectively, when
compared to the averagerates of exchangein thefinal halves
of May and August. The Korean currency registered average
valuation of 1.7% against the dollar in the same period.

In the second quarter of the year, international trade flows
reflected the loss of dynamism in the major economiesthat
had led the process of economic recovery, whiletheoil price
high generated deterioration in the terms of trade of the il
importing countries.

Basically, the United States balance of trade reflected the
lag between the pace of the country’s growth and that of
the rest of the world. Though it has been declining, strong
internal demand resulted in sharp growth inimportsincluding
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both petroleum and nonpetrol eum goods, while exports had
to cope with a market characterized by weak demand,
particularly asaresult of deceleration in Japan and Europe.
With this, the trend toward an expanded deficit in trade in
goodsand services persisted, coming to an accumul ated total
of US$576 billion in the twelve-month period up to June.
Once again, this result gave rise to international concerns
with regard to the problem of financing this debt.

In the Euro zone countries, foreign trade influenced the
economic performance of theregion, particularly in Germany,
where the sector’s contribution to GDP growth in the second
quarter wasthe largest since 1991. Trade flowsin the Euro
zone increased in the period under consideration, including
inthe areaof intraregional trade. Thetrade surplus dropped
in comparison to the first quarter, as growth in imports
surpassed that of exports. In the United Kingdom, the trade
deficit hit anew record, mainly as aresult of deterioration
in the petroleum account, reflecting the larger volume of
importsin the period.

In China, trade flows surpassed expectations, when one
considersthe measurestaken to dampen the growth process
in mid-2003. The high level of exports offset the cutback in
investments and could significantly soften theimpact of the
declinein economic activity. There are signs, however, that
the exports of the sectors most seriously impacted by the
restrictive measures have yet to be affected. Despite the
fact that imports have remained high, demand has|essened,
thus jeopardizing the pace of export growth registered by
the emerging Asian nations. Despitethis, datafor the month
of Juneindicate areversal in thistendency and an upturnin
theregion’sforeign sales.

Theeffectsof the economic downturnin Chinaontheforeign
trade of Japan, the country’s major trading partner, were
[imited. Chinese demand remained asthe major incentiveto
the expansion of Japanese exports in the second quarter of
the year, followed by United States demand. Driven by the
pace of economic activity, Japanese imports expanded and
had a downward impact on the country’s balance of trade.
Asidefromtherestrictionsbeing applied in China, apossible
loss of dynamism in the American economy or appreciation
of the yen against the dollar stand as the principal risks to
the performance of Japanese foreign sales. An additional
concern is the steady rise in petroleum prices, since the
country imports practically all of its needs.
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The synchrony between the M exican economy and American
economic cyclesis clear in Mexican foreign trade results,
as the exports of the sector of maquiladoras have become
increasingly more dynamic, even in relation to Chinese
competition. The price of petroleum had a positive impact
on the nation’s trade, since Mexico is a net exporter of this
product. In Argentina, the trade surplus remained high in
the second quarter of 2004. The performance of soybean
products and the high prices of this commodity sustained
exportsduring the period and offset the June falloff in sales
to China. However, the tendency toward reductions in the
prices of several farm commodities is expected to increase
pressureson thetrade surplus, sincethe upturninthenation’s
economy hasresulted in strong import expansion. In Chile,
the dynamic nature of the export sector was focused mainly
on high copper prices.

Commodities have benefited sharply from the good
performance of the world economy. Though commodity
prices have declined somewhat in recent months, they are
still higher than the average registered in thelast two years.
Insofar as metals are concerned, prices have recovered in
recent months, following aperiod of decline.

As aresult of the short production cycle and the fact that
harvest periodsin the northern and southern hemispheres do
not coincide, the prices of farm commodities have been more
volatile, with an overall downward trgjectory. However, the
outlook isfor medium term stability, should internationa trade
continue at its present pace. The prices of some products,
such assoybeans, are expected to rise, particularly asaresult
of asmaller United States harvest. The samething isexpected
under sugar, asinternational priceshaverecovered, following
signs of downward movement at the start of the year caused
by expectations of a glut of the product on world markets.
Insofar as cotton, cocoa and corn are concerned, medium
term expectations point to adight price decline.

With respect to the major metallic commodities, the
international market has performed well as a result of the
demand pressures generated by the performance of the
world economy. In the quarter ended in June, the prices of
aluminum, steel and copper have fluctuated sharply, as a
result of investor speculation and deceleration of Chinese
economic growth. However, over the median term,
difficultiesinvolved in meeting world demand will tend to
push prices upward.
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The per barrel price of petroleum hasrisen in recent months,
principally asaresult of turmoil inthe Middle East, declining
stocks in the major consumer countries and moderate but
positive economic growth in the second quarter inthe United
States, Japan and the European Union. It isalso important to
stressthat strong growth in China, theworld’s second largest
consumer, has also impacted prices. According to the
Organization of Petroleum Exporting Countries (Opec),
growth in Chinese petroleum imports forecast for 2004 and
2005 will account for onethird of expansion in world demand.
Other factorsthat have contributed to increased volatility are
political ingtability in Venezudaand thetill unresolved situation
at the Russian Yukos petroleum company.

Though Opec raised supply to 25.5 million barrel s/day (mbd)
as of June and by an additional 0.5 mbd on August 1, prices
did not decline as expected. It isimportant to note, however,
that a chronic imbalance between supply and demand that
wouldjustify the current level of per barrel priceson the spot
and futures market ssimply does not exist. The connection
that one can establish between current prices and economic
fundamental swould be based aboveall else on the possibility
that grave interruptions on the part of exporters exposed to
seriousgeopolitical riskscould sharply narrow the margin that
currently exists between world supply and demand.

Sincetheend of thefirst quarter of thisyear, the per barrdl price
for West Texas Intermediate (WTI) hasnot only moved upward
but fluctuatedintensdly, reechingamediandaily level of US$40.82
in July and a higtoric high of US$47.86 on August 20. In the
same sense, themedian price of Brent type petroleum, whichis
the reference for the European Market, moved from US$37.92
inMay to US$43.21 inAugust, closing August 19 at US$45.42.

The evolution of the prices of Brent type petroleum on the
futuresmarket indicatesaclearly downward trend. However,
it isimportant to underscore that the curves related to more
recent dates have registered still higher prices, suggesting
that the falloff in the per barrel price — if such adeclineis
confirmed—will beavery gradua process, with median prices
remaining sharply above the upper band limit of US$22—
US$28/barrel defined by Opec.

Early indicators on the pace of recovery at the international
level inthethird quarter are not yet conclusive, though they



1. Introduction

The persistent rise in international market oil prices
since mid-2003 has generated concern in the major
importer countries and in Brazil. This box analyzes
the causes of thisrise, the outlook for prices and the
reasonswhy this process hashad avery small impact
on the Brazilian economy.

2. Reasonsunderlyingrecent price
movements

Just as occurs with most prices in the economy, il
prices shift with the forces of supply and demand.
Among the most important factors that have
restricted supply, one should underscore strengthening
of the Organization of Petroleum Exporting Countries
(Opec) as of 1999, definition and compliance with
production quotas, aswel | asthetemporary willingness
of such other large producers as Russia, Norway
and Mexico to follow Opec guidelines. At the same
time, thereis political instability in the Middle East,
particularly asaresult of the lragi conflict. Mention
should also be made of the fact that, in recent years,
investments in expanded production capacity have
declined asaresult of the price reduction that marked
1998 and 1999. In the United States, the level of
gasoline stocks has dropped, whilethat of idle output
capacity inthe Opec countries hasfallen dangerously.
Asidefrom this, depreciation of the dollar, the basic
currency used in ail transactions, resulted in price
alterations aimed at offsetting exchange rate |osses.
Finally, more recently, it is important to stress the
crisis of the Yukos company, one of Russia's major
petroleum companies, and the repercussions that
situation could have on Russian exports.
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Asfar asdemand is concerned, one should consider
the effects of the operations of investment funds on
thefutures market. Starting in 1983, this market took
on added importance in the formation of oil prices.
Since the start of the Iragi war, these funds have
increased their positions in an attempt to cover the
risk of an abrupt interruption in the petroleum supply.
This risk is a result of the difficulty involved in
restoring and expanding oil productioninthat country
and the fear of terrorist attacks against petroleum
facilitiesin Saudi Arabia, whichistheworld’slargest
exporter and the only country capable of rapidly taking
up the slack in the case of an abrupt reduction in
world supply, asoccurredinthefirst Gulf war andin
the recent Venezuelan crisis.

Intermsof pressure on demand, one could highlight
renewed growth in the United States and Japan,
sharp expansion in China and other Asian nations
responsiblefor considerable petroleum consumption
and the occurrence of a particularly strong winter
in the northern hemisphere. Finally, airline
companies, which are obviously intense consumers,
have been recovering, while the United States,
Chinaand Indiahave beentrying to rebuild and even
expand their stocks.

Petroleum: real prices
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3. Theimportanceof Opec

Opec accounts for approximately 80% of reserves,
40% of output and 50% of world oil exports.
Whenever there is a sharp drop in world output, the
Opec memberswith the highest levelsof idle capacity
are the first sources of added production to offset



losses. Recently, Opec raised output by 2.5 million
barrels/day (mbd), effective as of July and August, in
order to attenuate market pressures. However, the
very narrow margin of idle output capacity that now
existscould result infurther priceinstability, insucha
way that it may become difficult for important
producersto neutraizetherisk of asupply interruption.

Thereserves/output ratio or, in other words, thetime
during which known reserveswould last at the current
pace of production isonly 15 years for nonmember
countries, compared to almost 100 years for the
member countries. For this reason, there is
considerable expectation of an increasein the weight
of Opec inworld production in the coming decades.

4. Themarket in Brazil

According to the National Petroleum Agency (ANP),
Brazilian petroleum reserves at the end of 2003 stood
at 10.6 billion barrels, 90% of which arelocated at sea.
Thisvolumeisequivaent to 18 yearsof production. In
2003, gpparent consumption cameto 1.6 mbd, with output
of 1.5 mbd and imports of 0.1 mbd.

From 1993 to 2003, Brazilian reserves expanded by
about 8% per year, production by 9% per year and
consumption by 2% per year. Thus, net imports —
including derivatives — dropped by 16% per year
and external dependence fell from 49% to 7% of
domestic consumption. Current forecasts now
indicatethat thisdifferencewill betotally eliminated
in the next few years.

Brazil — External dependence From 1993 to 2003, the Brazilian deficit in trade
W2 rE ey involving this product fell from US$3.4 billion to
US$2.1 billion. The remaining deficit is more a
question of price differentials caused by differences
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Not only did the nation’s dependence on external
sources of this product drop sharply between 1993
Source: AP (1995 with no dat2) and 2003, but the relative weight of this product in
the economy also declined. In this sense, the deficit
inoil tradefell from 0.8% to 0.4% of GDP, from 9%
to 3% of the country’s total exports and, between
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1996 and 2003, from 21% to 5% of the revenues
earned by Petrobras, the nation’s major company in
this sector.

Intermsof 2004, if one were to assume maintenance
of the net balance of volume imported in 2003, an
increase of 10%ininternational oil priceswould have
an impact of approximately US$200 million on the
balance of trade. This impact is equivalent to just
0.3% of total exports, to 0.5% of Petrobrasrevenues
and 0.04% of GDP.

From the strategic point of view, aside from the abrupt
falloff in external dependence on petroleum, it is
important to mention that, differently from other
countries, Brazil has consolidated experience in the
use of acohol should there occur abreakdown inthe
oil supply. Aside from this, current production of
automobiles features what are known as flexible
engines (fueled by gasoline and/or alcohal), further
enhancing the nation’s capacity to substitute gasoline
with alcohol in its fuel supply. On the other hand,
following the example of several other countries,
Brazil isinvesting heavily in the use of natural gasas
an aternativeto oil.

5. Final comments

Therecent risein petroleum priceson theinternational
market is partially aconsequence of the effectiveness
of Opec policy and partially a result of situational
factors. Though the risk premium of an abrupt
interruption in supply isalready to some extent built
into prices, thereislittle doubt that thispremium will
be maintained in the future and possibly even
increased. This would be one consequence of the
fact that producer countries have only avery limited
current margin of the idle production capacity that
would be needed to offset shortages, coupled with
uncertainties surrounding future supply and
expectations of a further increase in the weight of
Opecin global supply.

Considering that investmentsin oil production havea
relatively long period of maturation and that political
forces at the international level do not seem to be
converging toward apeaceful solutionto Middle East
problems in the near future, there is the danger of



exacerbated speculative movements on the market
and, consequently, of increases in the sensitivity of
oil pricesto geopolitical factors.

However, compared to the situation that existed in
the two previous oil crises, the world economy has
decreased its dependence on this product. In the
industrialized nations, consumption per unit of gross
domestic product dropped by half between 1973 and
2002. Aside from this, the level of current pricesis
far from the historic peak that marked the start of
the 80sin deflated terms.

In Brazil, the indirect effect of the increase in oil
prices on the cost structure of the economy produces
a strong impact on price indices, though the effect
of income transfers from the country to suppliers
abroad issignificantly lessthan in the past and well
below what occurs in countries that are more
dependent on oil imports.
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do point to amore favorable situation in the second half of
2004. Consequently, the economic decel eration that marked
the quarter ended in June does not seemto represent atrend.

Thebehavior of ail pricesisone of the major variables that
will impact international economic performanceinthe second
half of the year. Up to the moment, the impact resulting
from this shock has been rather limited, particularly when
compared to past episodes, and will tend to remain limited
should expectations of price stabilization be confirmed.
Nonetheless, the volatility and degree of uncertainty
regarding the future evolution of pricesremain high. At the
same time, the magnitude of the impact that a possible oil
price spiral would have on the activity level and oninflation
inthe central economies, without even mentioning the nature
of the monetary policy response that would be forthcoming
in those countries, is also uncertain.

Given theimportance of job generation to the sustainability
of growth in consumption and economic activity inthe United
States, the attention of the Fed and of financial marketswill
be focused on the performance of the labor market in the
world'slargest economy over the short and medium-terms.

Another important risk on the international scenario isthat
which could be caused by an accentuated deceleration in
Chinese growth, the effects of which would be quite strong
inspecific regions, particularly Japan and theemerging Asian
nations. Parallel to this, other recurrent risks continue, such
asgeopolitical instability and the imbalances caused by the
twin deficitsin the United States economy.



Over the course of the current year, the major characteristic
of Brazilian external accounts has been the continuity of
the process of current account adjustment. This process
has been marked by generation of increasingly larger
surpluses and, consequently, reductions in balance of
payments borrowing requirements and agrowing awareness
that the Brazilian economy’s capacity to ward off theimpacts
of adverse events in the international economic arena has
been clearly enhanced.

The behavior of external debt indicators corroborates
perceptions of areduction inthe economy’svulnerability, as
evinced by steady expansion under exports, now expected
to closetheyear at practically doublethe level registeredin
1999, while sharply reducing the country’ sexternal liabilities.

Inthefirst eight months of theyear, current accountsturned
inasurplus of US$8 billion, comparedto just US$2.5 billion
inthe same period of 2003. Inthe 12 month period ended in
August, the surplus came to US$9.5 billion, compared to
US$3.5 billionin the corresponding period of the preceding
year. The mgjor variable of the adjustment has been the
growing trade surplus, as exports expanded by 34.8% up to
August, compared to the same period of 2003, and 29.2%
in the last twelve months.

In this context, the outlook for financing the balance of
payments is strongly positive. According to projections of
the performance of the external sector published in this
Report, the 2004 trade surpluswill close approximately 20%
abovethat of 2003 whiletherolling of private medium and
long-term external liabilities will be less expressive, as a
result of the exchange generated by trade operations and
lesser demand for foreign loans. In much the same way,
balance of payments projections for 2005 incorporate
continued high trade surplusesand rates of rolling the medium
and long-term private debt at |evel ssimilar to those expected
for the current year.
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Foreign exchange transactions

USS$ billion

Itemization 2003 2004
Aug Jan- Year Aug Jan-

Aug Aug
Operations with clients in Brazil 15 50 24 15 82
Commercial 22 169 284 21 258
Exports 59 46.4 732 7.2 60.7
Imports 3.7 295 4438 5.1 349
Financialll -0.7 -12.0 -26.0 -0.6 -17.6
Purchases 58 443 721 13.0 54.2
Sales 6.5 56.2 98.1 136 71.7
Operations with 01 -14 -17 -21 -36
banks abroad (net)/2

Balance 14 36 0.7 -06 4.6

1/ Excluding interbank operations and Banco Central foreign operations.
2/ Purchase/sale of foreign currency and gold in exchange for domestic

currency. Exchange contracts.

Trade balance — FOB

US$ million
Period Exports Imports Balance Trade
flow
Jan-Aug 2004 61 355 39392 21963 100 747
Jan-Aug 2003 45510 30 385 15126 75 895
% change 34.8 29.6 32.7

Source: MDIC/Secex

Note: In Jan-Aug/2003, 166 working days; in Jan-Aug/2004, 168 working days.
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Up to the month of August, the results of exchange market
operations reflected a net reduction of US$4.6 billion,
compared to US$3.6 billion in the same period of 2003. The
trade exchange balance moved from US$16.9 billion to
US$25.8 billion, driven by the contracting of exchange
operations by the export sector. These operations totaled
US$60.7 billioninthefirst eight months of 2004 or US$14.3
billion more than in the corresponding period of 2003.
Exchange operations contracted for import purposes totaled
US$34.9 billion or US$5.4 billion morethan in the January-
August 2003 period.

Onthefinancia exchange market, operations generated net
outflows of US$17.6 billion or US$5.6 billion morethanin
the equivalent period of 2003. Thisresult reflected arise of
27.5% in foreign currency sale operations, compared to an
increase of 22.3% in purchases of exchange, reflecting the
reduction in therates of rolling over private sector medium
and long-term credits.

At the end of 2003, the banking sector held a short position
of US$2.8 hillion on the spot market. In contrast to the
exchange market result, the position of the banksreversed
in the period from April to July, as the sector closed the
month of May with a long position of US$3 billion. In
August, the sector moved once again into a short position
of US$505 million.

The rate of exchange closed the month of August with
R$2.9338 per dollar. The pace of United States economic
activity at a level somewhat below that expected allowed
the Fed to maintain its gradualist monetary policy, thereby
attenuating possible negative impacts on the Brazilian
economy. In this framework, considering the continuity of
the current account adjustment and positive exchange market
flows, predictions are that the market will not be subject to
any significant pressuresin the coming months.

In the first eight months of the year, foreign sales came to
US$61.4 billion or 34.8% more than in the corresponding
period of 2003. Imports added up to US$39.4 billion and the
trade surplus closed at US$22 billion. It should be stressed
that the overall trade flow came to US$101 billion, 32.7%
more than in the January-August 2003 period.



Exports by aggregate factor — FOB
Daily average — January-August

US$ million
Itemization Accumulated
2002 2003 %
change
Total 274.2 365.2 33.2
Primary products 79.8 1155 44.8
Industrial products 189.2 243.9 28.9
Semimanufactured goods 41.9 50.7 20.8
Manufactured goods 147.2 193.3 31.3
Special operations 5.2 5.8 10.9

Source: MDIC/Secex
Note: In Jan-Aug/2003, 166 working days; in Jan-Aug/2004, 168 working days.
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Imports by end-use category — FOB
Daily average — January-August

US$ million

Itemization 2003 2004 % change
Total 183.0 234.5 28.1
Capital goods 38.8 454 17.0
Raw materials 97.9 125.6 28.2
Naphtha 2.9 3.1 4.2
Consumer goods 21.2 26.0 22.8
Durable 9.2 12.2 325
Passenger vehicles 2.3 2.3 -3.2
Nondurable 11.9 13.8 15.2
Fuels 25.1 37.4 49.2
Crude oil 14.2 26.1 83.2

Source: MDIC/Secex
Note: In Jan-Aug/2003, 166 working days; in Jan-Aug/2004, 168 working days.

In the month of August, exports totaled US$9.1 hillion,
approximately the same level attained in the last three
months. When daily medians are analyzed, growth cameto
0.7% compared to the previous month and 35% when viewed
against August 2003.

The trend toward growth in foreign sales has been
accompanied by asharp increaseinimports, demonstrating
basically that the pace of economic activity isontherise. In
this framework, external purchases totaled US$5.6 billion
in August, the best monthly result in the year and one that
clearly confirmsthe process of expansion that began in the
middle of the fourth quarter of 2003.

Exports accumulated in the period extending from January
to August set value records for the period for all three
product categories, when viewed in aggregate terms. With
this result, median daily sales of basic goods came to
US$115.5 million, for growth of 44.8% compared to the
corresponding period of 2003. The underlying cause of this
rise was acombination of higher pricesand larger exported
volumes, particularly involving soybean-based goods. Exports
of semimanufactured goods totaled US$50.7 million and
manufactured goods cameto US$193.3 million, both of which
are expressed in median daily sales. These figures
represented respective rates of growth of 20.8% and 31.3%,
using the same basis of comparison.

It isimportant to underline the strong growth registered in
the exports of states that have traditionally had relatively
little significancein the nation’sforeign sales. This has been
oneresult of effortsto diversify and decentralizethenation’s
export activitiesin regional terms. Accordingto MDIC data,
in the January-August 2004 period, exports of sixteen of
the twenty seven states registered growth in foreign sales
that was higher than therate of export growth for the nation
asawhole.

Funcex data for the January-July period demonstrate that
growth in Brazilian exports has reflected increases in both
prices and volume. As a matter of fact, in the period under
consideration, the prices of exportsincreased by 10.4% and
the volume exported expanded by 20.7%, when compared
to the January-July 2003 period.

A breakdown by use categories shows increases of 17.3%
in the volume of sales and 23.1% in the prices of basic
products. With regard to semimanufactured goods, growth
rates came to approximately 11.5% and 9.7%, while
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Raw material imports x industrial production
Seasonally adjusted indices — 3 month moving average
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Capital goods imports x industrial production
Seasonally adjusted indices — 3 month moving average
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Exports to Argentina and other countries — FOB
Monthly average January-August 2004
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Total 76.4 30.6 33.2
Manufactured products 81.8 26.0 313
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1/ Over the same period of the last year.
Note: In Jan-Aug/2003,166 working days; in Jan-Aug/2004, 168 working days.
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expansion under manufactured goods closed at 25.9% and
4.3%, in the same order.

All of the different categories of goods registered growth
under imports. Average daily purchases of raw materials
and intermediate goods, representing about 53.6% of total
imports, expanded by 28.2% in thefirst eight months of the
year, when compared to the same period of the preceding
year. This growth is clearly compatible with the recent
acceleration inindustrial output and with the outlook for an
increased flow of investments. Imports of fuels and
lubricants expanded by 49.2%, with 83.2% growth under
petroleum. At the sametime, foreign purchases of consumer
goods increased by 22.8%, with increases of 32.5% under
consumer durables and 15.2% under nondurables, while
imports of capital goods increased by 17%.

Growth under importsinthe January to July period, compared
to the same months of 2003, was primarily a consequence
of 19.4% expansionin volume. The same period was marked
by arise of 6% in prices, driven by a 16.4% increase under
fuels and lubricants, a heading that also registered 24.1%
expansion in imported volume. With regard to the other
categories, al of them registered growth inimported volume,
with 7.9% under capital goods, 21.5% under intermediate
goods, 24.8% in the case of consumer durables and 9.6%
for nondurable consumer goods. Price growth was not
uniform, as the prices of intermediate goods increased by
6.4% and those of nondurable consumer goods increased
by 4.9%, while the prices of consumer durables and capital
goods declined by 4.8% and 1.4%, respectively.

Analysisof the major markets of destination for the nation’s
exports based on the daily median from January to August,
2004, indicate strong growth in salesto the Southern Common
Market (Mercosul) member countries, compared to exports
in the first eight months of 2003. Basically, this movement
was aconsequence of growth of 76.4%in salesto Argentina,
which were concentrated in manufactured goods. It is
important to underscore al so the growth registered in exports
to the Latin American Integration Association (Laia),
excluding Mercosul member countries, 50%; Mexico, 45.7%;
European Union, 33.6%; China, 30.2%; and Eastern Europe,
24.5%. In the same period, exports targeted to the United
States expanded by 12.8%.

Insofar asimports are concerned, increases were registered
in purchases from Eastern Europe, 83.9%; China, 77.2%;
South Korea, 53.8%; Laia, excluding Mercosul countries,
42.9%; and Mexico, 37.2%. It should be stressed that imports



Exports and imports by geographic area — FOB

Daily average — January-August

US$ million

Itemization Exports Imports Balance
2003 2004 % 2003 2004 % 2003 2004

change change

Total 274 365 332 183 234 281 911 130.7
Laia 46 73 58.8 31 37 176 147 36.3
Mercosur 20 34 707 22 24 78 -24 9.8
Argentina 16 28 76.4 18 21 143 -24 7.1
Other 4 6 47.8 3-224 -01 2.7
Mexico 10 15 457 37.2 8.3 123
Other 16 25 527 10 422 8.8 14.2
usa 67 75 128 36 45 231 307 309
eu? 69 92 336 52 60 171 17.0 31.2
E. Europe® 8 9 245 2 4 839 51 49
Asia 46 57 253 33 45 36.6 126 121
Japan 9 11 16.9 11 142 -04 -0.2
South Korea 5 5 106 7 538 0.7 -11
China 18 23 30.2 13 77.2 101 9.7
Other 14 18 29.7 12 14 223 2.1 3.6
Sundry 40 58 47.8 28 43 514 111 154

Source: MDIC/Secex
1/ Includes Puerto Rico.

2/ Also includes ten countries that jointed in 2004.

3/ Eight countries that former were included in this group are now in the EU.

Current account

USS$ billion
Itemization 2003 2004 2004
Aug Jan- Year Aug Jan- Year" Year”
Aug Aug

Current account 12 25 4.0 18 80 6.7 0.1
Trade balance 2.7 15.1 248 3.4 22.0 300 245
Exports 6.4 455 73.1 9.1 61.4 90.0 945
Imports 3.7 30.4 483 5.6 394 60.0 70.0
Services -05 -32 51 -05 -28 -58 -6.9
Transportation -0.1 -11 -18 -0.2 -13 -20 -21
International travel 00 01 0.2 00 04 00 0.0
Computer and informat. -0.1 -0.6 -1.0 -0.1 -0.8 -1.2 -1.3
Operational leasing -03 -14 -23 -01 -13 -23 -24
Other 00 -01 -0.2 -01 02 -04 -11
Income -1.2-11.3-186 -15-13.3-20.7 -20.5
Interest -08 -8.2-130 -10 -89-13.6 -13.2
Profits and dividends -04 -32 -56 -05 -46 -72 -73
Compensation of emplo. 0.0 0.1 0.1 00 01 01 0.0
Current transfers 02 19 29 03 22 32 3.0

1/ Forecast.

from the Mercosul countriesincreased by only 7.8% in the
first eight months of the year, with growth of 14.3% in
purchases on the Argentine market, and a decline of 22.4%
in imports from the other countries of the bloc.

In the first eight months of 2004, the current transactions
account further expanded the positive result that marked
2003. Stress should be given to the fact that, despite the
growth registered under imports, the trade surplus expanded
principally as a consegquence of the upturn in the base of
economic activity and expansion of 14.7% in the positive
balance of unrequited transfersin the period.

Net outlays on services declined by 12.9% from January to
August, compared to theresult for the corresponding period
of 2003. In the opposite sense, net remittances of income
expanded by 17.7%, using the same basis of comparison.

The heading of international travel registered net revenues
of US$355 million from January to August, compared to
US$87 million in the corresponding period of 2003.
Repeating the performance achieved since September
2002, the surplusunder thisheading cameto US$486 million
accumulated over twelve months, with revenues of US$3
billion in the same period. The transportation account
registered growth of 14.7% in net remittances, with
increases of 83.5% under net outlays on travel tickets and
30.4% in net spending on freights.

Net revenues on business, professional and technical
servicesadded up to US$1.6 billion from January to August,
with growth of 25.7% in the period. Net spending on
equipment rental s totaled US$1.3 billion, 11% lessthan in
the same period of 2003. Net spending on computer and
information services came to US$803 million, while that
related to royaltiesand licenses closed with US$760 million,
surpassing the amount registered in thefirst eight months of
2003 by 26.1% and 6.6% respectively.

Net remittances of income abroad cameto US$13.3 billion,
or 17.7% more than in the same period of 2003. Thisresult
reflected a rise of 41.4% in net remittances of profits and
dividends, which came to a total of US$4.6 hillion. Net
payments of interest increased by 8.8% inthe period, closing
with atotal of US$8.9 billion.
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Financial account

USS$ billion
Itemization 2003 2004 2005
Aug Jan- Year Aug Jan- vear” Year"
Aug Aug
Financial account -0.8 73 46 -30 -6.7 -99 -938
Direct investments 11 51 99 -08 35 9.0 120
Abroad 0.1 -06 -02 -69 -82 -80 -20
In Brazil 1.0 5.7 101 6.1 11.7 17.0 140
Equity capital 0.7 52 93 6.6 12.7 17.0 14.0
Intercompany loans 03 05 08 -05 -09 0.0 0.0
Portfolio investments -1.2 23 53 -03 -43 -65 -02
Assets 03 00 02 02 -04 -01 00
Liabilities -15 23 51 -05 -39 -64 -02
Derivatives 0.0 -0.1 -0.2 0.0 -05 0.0 0.0
Other investments -06 00-104 -19 -53-124 -216
Assets 04 -20 -95 -08 01 -31 -124
Liabilities -1.0 20 -10 -11 -55 -93 -93
1/ Forecast.
BP financing sources
Selected items
USS$ billion
Itemization 2003 2004 2005
Aug Jan- Year Aug Jan- vear' Year”
Aug Aug
Medium and long-term
funds 05 7.1 134 05 87 147 156
Public bonds? 00 22 45 00 30 40 6.0
Private debt securies 03 31 60 02 34 74 77
Direct loans 01 17 29 03 23 32 20
Short-term loans® 09 28 -14 01 -04 00 00
Short-term securities
(net) -0.3 14 03 10 06 00 00
Roll-over rates”
Public bonds na. 70% 127% na. 76% 74% 123%

Private sector:
Private debt
securities

Direct loans

119% 107% 108%

101% 145% 138%

209%

73%

85%

40%

17%

64%

50%

69%

61%

190% 109% 100%

70%

70%
70%

1/ Forecast.

2/ Excludes bond swap in August 2003.

3/ Includes direct loans and trade credits transferred by banks.

4/ Roll-over rate equals the ratio of disbursements to amortizations, excluding

amortizations of securities and loans converted into direct investment.
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The balance of payments financial account registered net
outflows of US$6.7 billion from January to August.

Net foreign direct investments came to US$11.7 hillion,
compared to US$5.7 billion in the same period of 2003.
Inflowsin the form of stock participation cameto US$12.7
billion, while repatriations of intercompany loans totaled
US$949 million, compared to inflows of US$5.2 billion and
US$513 million, respectively, inthefirst eight monthsof 2003.

Foreign portfolio investments reflected net remittances of
US$3.9 hillion, compared to net inflows of US$2.3 billionin
the equivalent period of 2003. Stock investmentsaccumulated
net inflows of US$477 million up to August, alevel lower
than in the previous year. The rates of rolling long-term
private sector bonds, notes and commercial papers closed
at 50%, compared to 145% in the same period of 2003,
while the rate for direct loans closed at 109%, as against
73% in the same period of 2003.

The turnaround in the position of balance of payments
borrowing requirements was caused by successive current
account surpluses and recovery in net foreign direct
investment flows. On the other hand, since the month of
March, the rates of rolling these operations have remained
at a somewhat lower level.

The reduction that occurred in the median rate of renewal
of external maturitiesis partly explained by the anticipated
contracting of operations over the course of 2003 and early
2004 and, to some extent, by the reduction in demand for
external credits on the part of Brazilian businesses. There
is no indication of a shortfall in the supply of external
financing for the Brazilian private sector, contrary to what
occurred in previous periods in which the level of debt
rolloversdeclined.

From January to August 2004, gross international reserves
increased by US$298 million to US$49.6 billion, while net
international reserves moved upward by US$4.1 billion to
US$24.6 billion. Based on the International Monetary Fund
(IMF) concept, net adjusted international reserves expanded
by US$5.2 billion to US$22.6 billion. Banco Central
interventions in the exchange market were concentrated in
January and resulted in purchases of US$2.6 billion. With
regard to external operations, the most significant wereissues
of US$3 hillion in bonds of the Republic and payment of
US$11.4 billionin external debt services, including US$3.9



Statement of international reserves billionininterest and US$7.6 billionin amortizations, including
uUsshilion  payment of US$2.7 billion to the IMF. Settlements of

ttemization 2003 2004 _ X% National Treasury exchange market purchases up to August
vear ii'; ;Z'; vear™ Year”  for the purpose of meeting these commitments added up to
US$6.6 billion, while other operations generated outlays of
Reserves position in U$l bl | Iion.
previous period 37.8 493 49.6 493 45.9
NetBanco Cenral merventions - 16 26 - 26 At the end of 2004, it is estimated that gross reserves will
Spot and export lines -0.2 2.6 - 2.6 I . A
Repurchase fines s .. . cometo US$45.9 hillion, for aredu_ctlon of US$3.4 billion
Debt servicing (net) 97 87 -36 -123 -111 over the course of the year, due mainly to payments to the
Interest 48 -39 -14 53 50 IMF. In 2004, external debt service payments are forecast
Credit 15 o8 o5 13 12  at US$12.3 billion, together with US$4.3 billion in
Debit 63 46 -19 66 62 amortizations with the IMF. Disbursements from
Amortization 49 49 22 10 61 internationa organizations are projected at US$1 billion,
Dh'jb;ffmel“‘s » 2;‘ zz ;: jg jg together with bonds of the Republic totaling US$4 billion, all
1 ral organization: . . . B . . .
JHetere organizations of which have already been concluded, and US$2.6 billion
Sovereign bonds 45 3.0 10 40 6.0 i i i i X
International Monetary Fund 4.8 -27 -16 -43 -6.7 In purChase Interventions in the eXChange markeL Whl Ch
Disbursement 17.6 L ) have also been fully completed. Parallel to these operations,
Amortization 128 27 -16 -43 67 National Treasury exchange market purchases are expected
Others? 39 10 - -10 - toadd up to US$6.6 billionin already completed operations.
Treasury's purchases 55 66 - 66 - In the IMF concept, net reserves, which are not affected
Change in assets 1503 37 34 98 by amortizationsto that organization, should closeat US$20.6
‘N“’t "f:_s'“"” 493 496 459 459 31 hillion, with growth of US$3.3 billion compared to the end
etreserves position: . . .
Arrangement with IVE” 174 226 206 206 183 of 2003. Net international reserves in th Ban(_:o Centra
Central Bank concept 205 246 225 225 194  conceptwill closetheyear at US$22.5 billion, with growth

of US$2 billion compared to December 31, 2003.

1/ Forecast.
2/ Includes payments/receipts in the framework of the Reciprocal Credit

Agreement (CCR), fluctuations in prices of securities, exchange parities For 2005’ It IseStI mataj that’ based on the I Iqu' dlty Concept’

and price of gold, discounts and premiums, duty fees and release of collaterals. re%rveSWi | I cometo U%61 bl | | | on, Wlth negative grOWth
3/ In order to comply with the performance criterion, in the framework of the STH . . .

International Monetary Fund Arrangement, the calculation parameters for the net Of U$98 bl | I ronin relatl on tO the end Of the pre\/l_ous year

adjusted reserves — as defined in the Technical Memorandum of Understanding Of thistotal , US$67 billion refer to net amortizations pa d

(T.MU) of the third reyiew of the Stand-By Arrangement - shou!d be observed. In tO the | M F The debt %rVi ce | s eXpeCted tO come tO US$111

this case, the net adjusted reserves denominated in US$ take into account the

parities set on dates established by the TMU to figure out the assets billi on, when payments to the IMF are excluded. I ssues of
denominated in currencies unlike the US$, including the special drawing rights wverei gn bonds are expectaj tO aCCOlJnt for | nﬂ ows Of U%

(SDR). The same methodology is applied in the case of the gold price. Also,

pursuant the TMU, the outstanding debt with the IMF should be excluded from bl I I I On: Whl I e dl Sbursements tO Organi Zatl ons WI ” come to
the reserve assets (international liquidity concept), as well as the deposits in US$2 b| | |i0n_ In thlS ScenariO, based on the IMF Concept,
banks domiciled abroad, though headquartered in the country, and the securities . . .

issued by residents that surpass altogether US$1,023 million.The exceeding |nternat|0na| reserves at the end Of 2005 are prOJ eCtaj at
value up to August 2004 was US$907 million. US$18.3 hillion and net international reservesin the Banco

Central concept are estimated at US$19.4 billion. It is
important to emphasize that this projection for the balance
of payments, particularly as regards the trajectory of
international reserves, does not consider possible Banco
Central exchange market interventions, but rather limitsitself
to indicating an excess of exchange on the market in the
range of US$10 billion asthefinal result of all other flows.
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Vulnerability indicators

USS$ billion

Itemization 2002 2003 2004
Dec Jun Sep Dec Mar  Jun

Exports 604 683 69.6 73.1 775 834
Debt service 51.0 48.8 48.8 b54.1 56.1 58.0
Total foreign debt 210.7 218.9 219.7 214.9 213.5 204.7
Net total foreign debt 165.0 163.1 158.4 151.0 147.5 144.9
International reserves 37.8 48.0 527 493 516 4938
GDP 459 477 485 493 508 527
Indicators
Total debt/GDP (%) 459 459 453 436 420 388
Net total debt/GDP (%) 359 342 327 306 29.0 275
Total debt/exports 35 32 32 29 28 25
Net total debt/exports 2.7 24 23 21 19 17
Debt service/exports (%) 845 714 701 740 724 696
Reserves/total debt (%) 18.0 219 240 229 242 243
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The positive performance of the external sector of the
Brazilian economy is also reflected in improvement in the
nation’s vulnerability indicators. The factors mainly
responsible for this are the dynamism of the export sector
and reductionsin the country’sexternal liabilities. Following
the peaks registered in 1999 as a result of exchange
devaluationinthat year, theindicators deteriorated onceagain
in 2002, asaresult of the electoral uncertaintiesthat marked
that period. Sincethen, however, vulnerability indicatorshave
followed a steadily downward trajectory.

Exportsinthe current year are expected to practically double
the 1999 result. The total foreign debt closed June 2004 at
US$204.7 hillion, US$15.1 billion below the figure for
September 2003. At the same time, the net debt — which
excludesinternational reserves, Brazilian credits abroad and
the assets of commercial banks—which cameto US$174.5
billion in 1999 and US$165 billion in December 2002,
diminished to US$144.9 billionin June of thisyear.

Consequently, vulnerability indicatorshaveturnedin ahighly
positive performance. Thetotal debt/GDP ratio diminished
from 45.9% in December 2002 to 38.8% in June 2004.
During the same period, the total net debt/GDP ratio
diminished from 35.9%to 27.5%, whilethetotal debt/exports
ratio dropped from 3.5 to 2.5 and the total net debt/exports
ratio dipped from 2.7to 1.7. An equally positive performance
was registered in the debt service/exports indicator, which
registered adecline of 14.9 p.p. inthe period under analysis
and closed the month of June at 69.6%. In much the same
way, the indicator that shows the participation of reserves
in the total external debt also registered an improved
performance in the period, shifting from 18% to 24.3%.

In the first eight months of the year, the balance of trade
registered a surplus of US$22 billion, while inflows
generated by current unrequited transfers came to R$2.2
billion, representing joint growth of R$7.1 billion compared
to the same period of 2003. Even with the rise in net
remittancesin the income account, the country obtained a
current accounts surplus of US$8 billion, compared to
US$2.5 billion in the same period of 2003. Analyzing the



The projections for the 2004 balance of payments
published in this Inflation Report were updated in
relation to those issued in the previous Report,
incorporating the resultsregistered up to August and
the effects of the calculation of the stock of external
indebtedness, based on the June position. This box
presentsthefirst projectionsfor the results of external
accountsin 2005.

Theforecast for the current account surplusin 2004
was expanded to US$6.7, or 1.2% of GDP, compared
to the previous projection of US$2.5 billion. Basicdlly,
thisincrease was a consequence of strong growthin
exports, which is expected to continue through the
final months of the year.

Foreign sales accumulated in the year up to August
came to US$61.4 billion, with a daily average of
US$365.2 million or 33.2% more than that registered
in the same period of 2003. When one analyzesthis
result together with the partial resultsfor September,
in light of settlements of export-related exchange
contracting operations and the seasonal nature of the
series, the value projected for exports in the year
was revised upward from US$83 hillion to US$90
billion. Imports accumulated up to August came to
US$39.4 hillion, with a daily average of US$234.5
million or 28.1% more than in the same period of
2003. The projection for imports in 2004 was aso
revised upward from US$57 billion to US$60 billion.
Consequently, the trade surplusis expected to close
at US$30 billion or US$4 billion more than forecast
in the June Report.

Net payments of interest and net remittances of

profits and dividends projected for the year were
maintained at US$13.6 billionand US$7.2 billion. In
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Uses and sources

USS$ billion
Itemization 2003 2004 2005
Aug Jan- Year Aug Jan- vear” Year”

Aug Aug
Uses -2.8 -155 -23.1  -0.6 -14.3 -28.1 -30.1
Current account 12 25 41 1.8 8.0 6.7 0.1
Amortizations ML-term?  -4.1 -18.0 -27.2 -2.4 -22.3 -34.8 -30.2
Securities -3.2 -6.9 -10.3 -15-11.3 -189 -16.9
Paid -20 -53 -79 -1.1 -10.7 -18.3 -16.0
Refinanced -1.2 -12 -12 00 00 00 0.0
FDI conversions 00 -04 -11 -03 -06 -06 -09
Suppliers' credits -0.1 -12 -20 -02 -15 -23 -21
Direct loans® 07 -99 -150 -0.7 -9.4 -136 -112
Sources 2.8 155 231 0.6 143 281 30.1
Capital account 0.0 03 05 01 05 07 0.0
FDI 1.0 5.7 101 6.1 11.7 17.0 14.0
Domestic securitiesM 03 11 31 -03 04 1.0 3.0
ML-term disbursem.” 27 142 230 09 126 21.6 24.4
Securities 1.7 6.7 118 02 6.4 115 137
Supliers' credits 01 07 11 0.1 06 10 1.3
Loans® 10 67 101 06 56 91 94
Brazilian assets abroad 08 -21 -72 -70 -82 -106 -144
Loans to Bacen 0.0 82 48 00 -27 -43 -6.7
Other” 16 -23 27 04 09 02 00
Reserve assets -04 -95 -85 05 -1.0 25 98

1/ Forecast.

2/ Registers amortization of medium and long term supliers' credit, loans and
securities placed abroad minus refinancing and discounts. Excludes
amortizations referring to loans to Banco Central and intercompany loans.

3/ Registers amortizations loans borrowed from foreign banks, buyers,
agencies and multilateral organizations.

4/ Includes foreign investment in equity and debt securities traded in the
domestic market.

5/ Excludes intercompany loans disbursements.

6/ Includes multilateral and bilateral financing and buyers' credits.

7/ Registers net values of bond swaps, short-term securities, short-term trade
credit, financial derivatives, nonresident deposits, other liabilites and errors &
omissions.
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the same way, net outlaysin the service account were
heldto US$5.8 billion. Current unrequited transfers, in
their turn, wererevised toanet inflow of US$3.2hillion,
compared to US$3 billion in the previous projection.

The annual updated projection for the net result of
the balance of payments financial account, US$9.9
billion, foresees remittances greater than forecast in
the June Report. This result reflects the revision of
the rates of rolling over the private sector medium
and long-term external debt and lesser net
investmentsin stocks.

Foreign direct investments accumulated a total of
US$11.7 billion in the first eight months of the year,
105% morethanin the same period of 2003. Basically,
therevision of thisprojection from US$12 billionto
USS$17 billion incorporatestheresult registered in the
month of August, US$6.1 billion, resulting from the
operation of an international stock swap by the food
and beverage sector.

Private sector rollover rates were revised to 70% in
the year, with 60% for papers and 100% for direct
loans. The review of the medium and long-term
external debt amortization schedule for 2004, based
on the new stock calculated as the June position,
resulted in areduction of US$1.9 billionin previously
programmed commitments, closing at US$34.8hillion.
Calculation of the rate of rolling also includes the
forecast that put/call optionsworth US$1 billion will
be exercised. Of thistotal, US$587 million occurred
in the period from January to August. Since demand
for external financing will be less, even when one
views net amortizations, the indebtedness of the
private sector is not expected to exert pressures on
balance of payments financing in 2004. In contrast
to this, these net amortizations will result in a
reduction of the private external debt stock and
thereby contribute to continued sharp improvement
inexternal vulnerability indicators.

Balance of paymentsprojectionsfor 2004 alsoinclude
net inflows of US$1 billionin portfolio investments;
constitution of assets abroad by banksin the amount
of US$0.9 hillion, with repercussions on the exchange
position of banks, which isexpected to closethe year
inashort position of US$1.9 billion; inflows of US$4
billion in bonds of the Republic; amortizations of



US$4.3 billion with the International Monetary Fund
(IMF); and equilibrium in short-term capital flows.
The overall result of the balance will close with a
positive US$2.5 billion result.

In this scenario, viewed in the context of the
international liquidity concept, the year is expected
to closewith reservesof US$45.9 hillion, representing
areduction of US$3.4 billion compared to thevolume
at the end of 2003. Net reserves, not affected by
amortizationswith the IMF, are expected to expand.
Viewed under the prism of the Banco Central
concept, reserves are estimated at US$22.5 billion,
with growth of US$2 billion compared to 2003.
According to what is determined in the MTE, net
adjusted reserves — IMF concept — are expected to
reach US$20.6 billion, with growth of US$3.3 billion
in relation to December 31, 2003.

For 2005, the Banco Central projection points to a
state of equilibrium in current transactions, asaresult
of asmall trade surplus. Thus, exportsare to expand
by 5%, compared to the result expected for 2004,
closing at US$94.5 billion and imports are forecast
to increase by 16.7% to US$70 billion. The service
account should generate net remittances of US$6.9
billion, compared to US$5.8 billionin 2004, primarily
as aresult of larger outflows in the transportation,
financial servicesand equipment rental accounts. Net
remittances of interest and profits and dividends are
to remain stable, at the same time in which a slight
alteration is expected in the revenues of current
unrequited transfers, shifting from US$3.2 billionin
2004 to US$3 hillion in the coming year.

The balance of payments financial account will
continue in adeficit position in 2005, reflecting the
rolling of 70% of private medium and long-term [oans,
compared tototal medium and long-term amortizations
of US$30.2 billion, with US$1 billion in exercises of
put/call options and amortizations of US$6.7 billion
with the IMF.

In 2005, net inflows of foreign direct investmentsare
projected at US$14 billion, representing areduction
compared to 2004 and recovery when viewed against
the 2003 figure of US$10.1 billion. Intheir turn, stock
investments are expected to register net inflows of
USS$3 hillion, alevel higher than theamount projected
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for 2004. At the same time, the projection for issues
of bonds of the Republic totals US$6 billion.

In this scenario, the 2005 balance of paymentsisfully
financed, with the banking sector constituting assets
worth US$10 billion abroad, in contrast to an
exchange surplusregistered in the period. Theoverall
result of the balance of payments should remain
positive, at alevel of US$9.8 billion.

In the liquidity concept, international reserves are
expected to decline in 2005, mainly as a result of
paymentstothe IMF, closing at about US$36.1 billion.
Following the Banco Central concept, net reserves
should come to US$19.4 billion at the end of 2005,
reflecting areduction of US$3.1 billion compared to
2004. Net adjusted reserves, viewed under the IMF
concept, are expected to reach US$18.3 billion,
corresponding to a decline of US$2.3 hillion using
the same basis of comparison. It is important to
underscore the fact that this projection regarding the
reserve position does not take account of possible
exchange market interventions by Banco Central
while, in the same period, the balance of payments
indicatesasurplusof approximately US$10 billionin
terms of the exchange market result.



accumulated 12-month result, the positive current account
balance cameto US$9.5 billion.

The current outlook points to continued positive resultsin
the export sector. On the other hand, growth registered under
imports during the course of thisyear is consistent with the
scenario of the upturn in economic activity and in no way
jeopardizes projections of a 2004 balance of trade surplus
of US$30 billion, or approximately 20% more than in the
preceding year. For 2005, stronger growth under imports
compared to exportsis expected to generate atrade surplus
of US$24.5 hillion.

Theflow of net foreign direct investmentshasmovedinto a
process of recovery and recent performance confirms
estimates for the year. For the most part, this is a
consequence of improvement in the pace of internal
economic activity, confirmation of ascenario of amoderate
rise in United States interest rates and more favorable
perceptions with regard to the emerging economies.

Both the recent performance of net foreign direct investment
flows and the rates of private sector rolling of debts, in this
case at alevel below that of previous years, have clearly
contributed to warding off any concerns regarding the
financing of external accounts. Further strengthening the
positive outlook for the evolution of these accounts, the
maintenance of a positive exchange market flow in thefirst
eight months of the year clearly supports expectations that
the country will face no difficultiesin financing its balance
of payments in the remaining months of the current year
and over the course of 2005.
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This chapter of the Inflation Report presents Copom’s
analysis of the evolution of the factors underlying recent
inflation, as well as the inflation prospects up to the end of
2005. The projections in this report are based on two main
scenarios for the future path of interest and exchange rates.
The benchmark scenario is based on the assumptions that,
during the period covered by this projection, the Sdlic rate
will remain unchanged at 16.25% per year, the level defined
by Copom at its latest meeting on September 14 and 15, and
that the exchange rate will keep closeto the level prevailing
on the day prior to the meeting (R$2.90 per US dollar). The
market scenario considers the interest and exchange rate
trends found in the survey carried out among professional
anaystsby Gerin, from Banco Central do Brasil. Itisimportant
not to view these trgjectories as forecasts made by Copom
on the future behavior of interest or exchange rates.

Theinflation and GDP growth forecastsreleased in thisReport
arenot point estimates. They incorporate probability intervals
that reveal the degree of uncertainty present at the moment
in which the interest rate decision was taken. Inflation
forecasts depend not only the interest rate hypothesis, but
also on a series of other hypotheses regarding the behavior
of relevant exogenous variables, which are, precisely, those
beyond the control of Banco Central. The set of hypotheses
considered most probable by Copom is used to construct the
scenarios to which the Committee attributes the greatest
weight when taking decisions regarding interest rates. By
expounding these underlying assumptions in this Report,
Copom seeksto lend greater transparency to monetary policy
decisions, thus enhancing their effectiveness in controlling
inflation, the Committee’ s primary mission.
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The distinguishing feature of the internal macroeconomic
scenario in the third quarter of 2004 was the confirmation
of a sharp upturn in the pace of economic activity, as
evidenced by output, sales and employment indicators
announced during the period. However, the positive scenario
for the economic activity occurred in a climate of growing
concern with inflationary pressures, a consequence of a
behavior previously observed in wholesale and consumer
price indices and of latent risks to the inflation path. This
concernisreflectedin higher inflation expectationsof private
agents and in Copom’s own projections. Given the recent
highlevelsof industrial capacity utilization, the current and
prospective increase in goods and services supply in order
to meet a growing demand will be crucial determinants of
inflation in the coming quarters. Cautious assessment of
these devel opmentsisimportant to ensurethat output growth
will occur at a sustainable pace, not requiring further
sacrifices in the future to reverse an already solidified
deterioration of price behavior.

Regarding the external sector, the positivefact isthe calmer
environment ininternational financial markets, which clearly
confirmsthe expectations of Copom inthe previousInflation
Report that the wave of turbulence of the second quarter
would be atemporary phenomenon. Fears that the Federal
Reserve would be compelled to abandon its gradualist
strategy and rapidly increase the United Statesinterest rates
seemto havewaned. The greater stability intheinternational
financial market brought positiveimpactson therisk premium
of Brazilian bonds abroad and on the exchangerate, which
hasdipped from aJunelevel of about R$3.10 to near R$2.90
at the beginning of September. On the other hand,
international oil prices remain a major source of concern,
with current prices not only high, but also extremely voltile.

Given the above scenario, Copom held the Selic rate at
16.00% from April to August. At its September meeting,
the committee decided to initiate a process of moderate
monetary policy adjustment, raising the basic interest rate
to 16.25% per year.

Inflation measured by the IPCA — the reference price index
for monetary policy —hasacce erated in recent months, moving
upwardin May, Juneand July, whenit reached 0.91%, retreating
t0 0.69% inAugust. With theseresults, the accumulated |PCA
inflation in the January-August period was 5.14%. The
acceleration from May to July reflected significant impacts
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generated by priceincreasesin gpecificitemsof regulated prices
components, the whose dissipation was responsible for the
August decline. Free price inflation remained high, reflecting
increases in the prices of in natura crops.

IPCA coreinflation continued relatively stable, albeit high,
suggesting an underlying inflationary tendency incompatible
with the path of the defined targets. The June-August quarter
accumulated core inflation — measured by excluding
regulated prices and household food prices and by the
symmetric trimmed mean methodology, with or without
smoothing of the series — increased in rates equivalent to
annualized rates between 6.4% and 7%. Results of this
magnitude for the core calculated by exclusion are
particularly significant since it purges the most notorious
sources of pressure on the IPCA in the period, regulated
prices and household food prices.

Wholesale prices growth remained high, surpassing the
consumer inflation. Though monthly | PA ratesdid not present
significant fluctuation sincethe second quarter, recent months
have witnessed acceleration in the segment of industrial
prices. Historic pass-through from wholesaleto retail prices
suggests that this movement of the industrial IPA is an
important source of pressure on the coming IPCA results.

Remains relevant the concern cited in the June Inflation
Report regarding the deterioration of market expectations
for inflation, surveyed by Gerinamong professiona anaysts.
In June, a certain degree of deterioration in short-term
expectationswasjustified in light of the external turbulences
that marked the period. However market expectations
indicated persistent inflationary pressures even over longer
horizons. Though there has been considerableimprovement
in external financial market conditions, expectations have
not only not reversed the initial deterioration, but have
continued on an upward path for 2004 and the coming year.
This movement was sustained by theinternational oil price
spiral, by higher projections of increases regulated prices
and by asubstantial reassessment of the prospective scenario
for growth in the domestic economy’sgrowth. On September
10, the median of these expectations pointed to 7.4% inflation
in 2004 and 5.7% in 2005, as against 7.0% and 5.5%,
respectively, at the end of June.

On the production side, GDP data released by IBGE ratified
the strong economic growth foreseen by different indicators
for industrial sectors. GDP expanded by 4.2% in thefirst half
of 2004, compared to the same period of 2003. Crop/livestock
production, industrial output and servicesincreased by 5.7%,
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4.7% and 2.8%, respectively. In the second quarter, GDP
expanded by 1.5% compared to the previousquarter (seasondly
adjusted data), in an annualized growth higher than 6.0% for
the third consecutive quarter. Market expectations regarding
GDPgrowthin 2004 wererevised upward, moving from 3.5%
at the end of June to 4.3% on September 10.

Theindustrial segment kept expanding at an accel erated pace,
evenwith therecord levelsof recent months. In accumulated
January-July figures, industrial production expanded by 7.8%
compared to the same period of 2003, with special mention
to capital goods (24.9%) and to consumer durables (24.5%).
In the monthly deseasonalized series, IBGE's industrial
production index expanded by 0.5% in July.

On the demand side, household consumption increased by
3.1% in the first semester of 2004, according to IBGE's
national accounts, compared to the same period of the
preceding year. The volume of retail sales has continued to
expand at a rapid pace, according to IBGE's PMC,
accumulating an increase of 9.7% in thefirst seven months
of 2004, compared to the same period of 2003. The
seasonally adjusted sales volume increased for the seventh
consecutivemonthin July. Growth in economic activity was
also reflected in the foreign trade sector, with a 29.6%
accumulated increase in imports, from January to August
2004, compared to the same period of 2003. Initsturn, the
external market continued favorable for Brazilian exports,
with a 34.8% growth rate in the period.

The labor market has responded positively to the
performance of both sales and production. According to
IBGE'sPME, therate of open unemployment inthenation’s
six major metropolitan regions dropped for the third
consecutive month in July, closing at 11.2%. The PME
employment rate registered deseasonalized growth of 0.9%
in July, thus contributing to the upward movement in the
growth of real overall wagesin Juneand July. Real average
income al so presents an upward trend, despite the negative
impact of increased employment inrelatively lower paying-
jobs. A Dieese survey indicatesthat the results of collective
bargaining inthefirst half of theyear were highly favorable
to wage recovery, with 79.4% of wage increases equal to
or greater than the twelve-month accumulated INPC for
the period prior to negotiations. Nationwide data on formal
employment calculated by MTE indicate creation of 1,237
new vacancies for formal jobsin the first seven months of
theyear, with aparticularly strong labor market performance
in cities other than the states’ capitals.



As emphasized in the minutes of recent Copom meetings,
these favorable labor market conditions have aided
considerably in further strengthening the growth tendency
in production and in industrial and retail commerce sales.
Therecovery hasgradually spread through other segments,
withimprovement in the performance of areasthat are more
dependent on labor income and less sensitive to credit
conditionsor to the external market. Production of semi and
nondurable consumer goods has reacted to increased
demand, registering growth of 2.0% in the January-July
period of 2004, compared to the same period of the previous
year, and 1.5% expansion in the May-July quarter compared
tothe previous quarter, based on deseasonalized IBGE data.
In summary, the evidence is that the recovery in the
economic activity depends less on monetary stimulus now
than wasthe case at the start of the process. At this moment,
the recovery seems to depend more on an improved labor
market performance, including gainsin real income levels.
This finding strengthens the importance of maintaining
inflation on a path that is compatible with the medium-term
targets, while ensuring that the process of recomposing real
labor income will continue, in such away that the growth
cycle can be maintained in asustained and balanced manner
among the different segments of the economy.

Thehighlevelsof salesand output registered in recent months
have had significant impacts on the industry capacity
utilization. According to FGV data deseasonalized by the
Central Bank of Brazil, the capacity utilization level reached
84.1% in July, near to the 85.2% level registered in thefirst
quarter of 1995, the series' peak since 1990. CNI data
corroborate this diagnosis, indicating a deseazonalized
utilization level of 82.8%in July, anew record for thisseries.
Though the behavior of the utilization level hasbeen highly
heterogeneous among sectors, out of nine of the 21 main
industrial segments covered by the FGV survey have
utilization levels higher than the sum of the mean and the
standard deviation of the respective series, while another
five are quite close to this situation. In some industrial
segments, capacity utilization has reached levels rarely
matched since the series was first calculated.

In the current stage of sales and production growth and
increased levels of industry capacity utilization, the
performance of investments has become of fundamental
importance to expand the growth potential of the economy
and to avoid that the growth in demand turnsinto source of
inflationary pressures. Recent indicators show encouraging
signs of an upturn in the investment flow, compared to the
rather depressed level of previous years. According to the
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national accounts calculated by IBGE, gross fixed capital
formation expanded by 6.8% in the first half of 2004,
compared to the first six months of 2003. In the first seven
months of the current year, domestic absorption of capital
goods— production of these goods plusimports|essexports
— was 12.8% higher than in the same period of 2003.
Recovery in gross fixed capital formation and domestic
absorption of capital goodswas moreintense since the start
of the recovery process in mid-2003 than in equivalent
periods of the three previous recoveries. The result of this
performance has been an increase in the investment rate
as aratio of GDP, which moved from 17.4% at the end of
2003 to 22.2% in the first quarter of 2004, according to
IBGE’s national accounts.

Thehistorical serieson grossfixed capital formationindicates
a strong correlation with the indices of industry capacity
utilization and, with adightly larger lag, with the Brazil risk.
These leading indicators suggest that investments should
continue to expand over the coming months. In any case,
the uncertainties raised in the minutes of recent Copom
meetings and in the Inflation Reports of previous quarters
concerning the speed of a more immediate expansion of
productive capacity and the long-term growth tendency of
the potential output of the economy remain. That growthis
natural in moments of sharp expansion as the present one,
in which consecutive quarters of rapid growth follow upon
the pattern of slow and irregular growth of recent years. In
view of the production levels already achieved and the
tendency that demand will continue expanding, the pace at
which the output gap is eliminated has become an evident
source of concern for monetary policy.

The projections used by Copom are based upon a set of
hypotheses on the behavior of the major economic variables.
This set of hypotheses and the risks associated to them are
elements of the benchmark scenario used by Copom asthe
basisfor its decisions.

Sincethe publication of the last Inflation Report, important
changes have occurred in the benchmark scenario
considered by Copom. Risks to the dynamics of inflation
are present in both the external and internal environments
although, in both cases, the composition of these risks is
different from what existed three months ago. At the



domesticlevel, uncertaintiesregarding the magnitude of the
remaining lagged effects of themorerelaxed monetary policy
give space to questions related to the productive capacity
of the economy. Inthe external environment, the turbulence
that hit international financial markets was overcome,
although the threat represented by the dynamicsof oil prices
has taken on greater importance.

Thevolatility of internationa financial markets—particularly
regarding the prices of emerging market assets— diminished
due to a consensus about the real possibility of the Federal
Reserve to continue the gradualism on its strategy of
tightening the monetary policy until thelong-term equilibrium
interest rate for the United States economy isreached. The
consolidation of the Fed's gradualist strategy, with
consequent improvement in Brazil's external financing
conditions, favouring the reduction in country risk and an
appreciation of the exchange rate when compared to the
second quarter, was facilitated by aless vigorous growth of
the United States economy than previously expected.
Despitethis, demand for Brazilian exports remains high and
expanding.

On the other hand, spiraling international oil prices have
becomeincreasingly important since June. Oil pricesremain
at high levels and extremely sensitive to any threat to the
supply capacity of the major producers. Copom's benchmark
scenario assumes an international price for WTI petroleum
in the range of US$35 per barrel, reflecting a projection of
an increase of 9.5% for gasoline over the course of 2004.
At the moment, despite much higher oil prices than the
projection above, the current gap in the domestic price of
gasolineistemporarily mitigated by an atypical distancing
of international gasolinepricesinrelationto crudeoil prices.
The evident risk is that this scenario may have to be
reassessed, arisk that could materializein agreater increase
in gasoline prices in 2004 or in a still larger gap to be
corrected in 2005. One should also note that, according to
the minutes of recent Copom meetings, therisk of inflation
associated to ail prices goes beyond the question of domestic
gasoline prices, due to their impact on more oil-intensive
productive chains and on the inflationary expectations of
private agents.

In the domestic scenario, as already stated in section 6.1,
the recovery of the Brazilian economy has continued at an
accelerated pace. The more relaxed monetary policy and
more favorable real exchange rate contributed to the first
stage of recovery in the activity level, which was initially
led by the sectors related to exports and those directly
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benefited fromimprovement in credit conditions. Inthemore
recent stage, there are clear signs that the process of
recovery has spread to other sectors where domestic
demand depends less on credit and more on labor income.
Although the upturn was foreseeable in all these aspects,
itsvigor in recent months came asasurpriseto most anaysts,
despite having already reached significantly high levels of
output. This better-than-expected performance triggered a
widespread reassessment of GDP growth forecasts for
2004, and is a clear expression of the uncertainties that
surrounding the intensity of the lagged effects of the
monetary impulse and to which the Inflation Reports for
December 2003 and March and June 2004 called attention.

Itisnatural that thedirect effectsof the monetary impulsewill
gradually loseimportance and that, onthedemand side, growth
becomesincreasingly sustained by its own specific dynamics
of income increase. As stressed in the Inflation Reports for
the last two quarters, the risks of a gap between aggregate
supply and demand tend to become concentrated in the pace
of growth of the economy’s productive capacity. Thelevelsof
output in recent months reflect in relatively high levels of
capacity utilizationin severa sectorsof the economy, some of
them near their historical peaks. At the same time, some
uncertainty remainsabout the speed at which sectorswith lower
or fast-declining level sof idle capacity will beabletoincrease
their capacity and meet growing demand. The sameuncertainty
appears in methods of estimating the aggregate productive
capacity of the economy —the so-called potential output - and
in the forecasting of its future trgectory. However, the same
methods clearly evidence that the degree of idleness —the so-
called output gap —hasbeen dropping rapidly (seebox Potentia
GDP and the Output Gap: Updating and New Estimates) in
line with sectoral information. Copom understands that the
accelerated pace of eliminating the output gap represents an
important risk, under the current circumstances, to the
convergence of inflation to the targets path.

Another risk factor that, as stated in the June Inflation
Report, still deserves attention isthe deterioration in private
agents' inflation expectations. In order to achieve convergence
of inflation to theinflation targets, with the best possibleresult
interms of the activity level, it isessential that expectations
not only interrupt the ongoing process of deterioration, but
that they are aligned with theinflation rate that isintended to
be achieved. The absence of autonomous factors capable of
spontaneoudy fostering thisrealignment has madethe process
dependent on unmistakable monetary policy signals.



An additional source of risk for inflation is the recent
acceleration of industrial prices at the wholesale level that,
inthe coming months, should impact correlated itemsin retail
priceindices. At the beginning of the year, therewasawave
of increasesin IPCA industrial prices, following ariseinthe
industrial component of the |PA. On that occasion, cautious
monetary policy was crucial to curb the propagation of these
increases. The current circumstances, in which the
conditions required to recover profit margins appear to be
better than at early thisyear, suggest that thereisnow greater
potential for more intensive pass-throughs, thus requiring
greater caution in monetary policy.

In amore propitious environment to recover profit margins,
it isalso important not to grant wage increases based on the
assumption that monetary policy will accommodate automatic
pass-throughsto prices. Progressiverecovery inreal wages
iscrucial to sustaining the growth process. However, in order
to maintain the stability, it must occur nominal increases
consistent with the hypothesisthat inflation will remain low,
and not more generous ones followed by a more intense
inflationary corrosioninthefuture.

As explained in the minutes of the September meeting of
Copom, the Committee decided that monetary policy should
be cdibrated in such away asto achieve 5.1% | PCA inflation
in 2005. Thisresultsfrom adding 0.6 p.p. to the central target
of 4.5% set by the CMN, corresponding to the absorption
of 2/3 of inflationary inertia that will be transmitted from
2004 to 2005. The box Procedurefor Calculating I nflationary
Inertia in 2005 explains the procedure for calculating
inflationary inertia, defined as the contribution to 2005
inflation rooted in thefact that the relevant inflation indices
will surpass the 5.5% IPCA target in 2004.

Expliciting the Copomintentsto achieve5.1% inflationin 2005
could not be delayed, considering that monetary policy works
withlagsandthat it would make no senseto start an adjustment
process of the monetary policy instrument without making it
clear which are the objectives that this adjustment seeks to
achieveintermsof the convergence of inflation to thetargets
path. On the other hand, neither it would be advisable to
anticipate this announcement even further, since it would
happen under still rather unreliable projections for 2004
inflation, on whose basis the inertia carried over to 2005 is
calculated. At this moment, Copom feels prepared to make
these calculations, even though they are based on inflation
projectionsfor the remaining months of 2004, to announce a
definitive objective for inflation in 2005 not to be altered or
adjusted. An inflation rate of 5.1% in 2005 is, therefore, the
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entirely predetermined objectivethat will orient thecdibrating
of the monetary policy instrument over therelevant horizon.

The benchmark scenario projects a variation of 8.5% for
regulated prices in 2004, higher than the 7.7% forecast in
the preceding Report. In the case of gasoline, the projection
of a 9.5% increase for 2004 remains. Regarding other
regulated prices, the forecast for bottled gas was reduced
from 6.9% to 6.2% in 2004, while the projection for
residential electricity and fixed telephone serviced raised
from 11.0%to 11.5%, and from 6.1% to 13.9%, respectively.
The model for the endogenous determination of regulated
prices projects a growth of 6.9% for 2005, an increase of
0.9 p.p. compared to the previous Report’s.

Still relating to the benchmark scenario, it is assumed the
maintenance of the Sdicrateat 16.25%, thetarget set by Copom
at its September mesting, and the exchange rate constant at
R$2.90 until the end of 2005. Thisis a standard procedurein
Copom’'s simulations, as stated in previous I nflation Reports.
The benchmark scenario is compatible with a spread for the
six-month pre-DI swap rate of 87 p.b. for the final quarter of
2004, and 38 p.b. for the same period of 2005.

The reduction in international financial market turbulence
was reflected in the exchange rate path in the market
scenario. The exchange rate estimated by the market was
R$3.02 for thefinal quarter of 2004 and R$3.17for thefinal
quarter of 2005, both below the rates stated in the latest
Report for those periods (R$3.10 and R$3.23, respectively).
At the same time, private agents also reassessed the
projected path for monetary policy, raising their forecasts
for the Selic rate from 15.00% to 16.42% at the end of
2004 and from 13.35%t0 15.12% at the end of 2005. These
new values result in spreads projected for 180-day swap
operations of 77 p.b for 2004 and 4 p.b for 2005. The
expected increasefor regulated pricesin the market scenario
is 8.8% for 2004 and 7.4% for 2005.

Concerning thefiscal policy, the results obtained up to July
2004 offer additional security that the hypothesis of
compliance with the targets for the primary surplus of the
consolidated public sector in 2004 and the next two years.

Based on the assumptions considered by Copom, their
associated risksand theinformation avail able, projectionswere
constructed for accumulated |PCA growth in four quarters,



Forecasted IPCA-inflation with interest
rate constant at 16.25% p.y. (Benchmark scenario)
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Note: Accumulated inflation in 12 months (% p.y.).

IPCA-inflation with interest rate constant at 16.25%p.y.
(Benchmark scenario)

Confidence interval
50%

Year Q 30% Central
projection
2004 3 6.5 6.6 7.0 7.2 6.8
2004 4 6.5 6.8 7.6 7.9 7.2
2005 1 5.8 6.3 75 8.0 6.9
2005 2 52 5.8 7.5 8.1 6.6
2005 3 4.3 5.0 7.0 7.7 6.0
2005 4 3.7 45 6.7 7.5 5.6

Note: Accumulated inflation in 12 months (% p.y.).

Forecasted IPCA-inflation with market
expected interest and exchange rates
Inflation fan chart
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Note: Accumulated inflation in 12 months (%p.y.).

IPCA-inflation with market expected interest
and exchange rates”

Confidence intervals
50%

Year Q 30% Central
projection
2004 3 6.5 6.6 7.0 7.2 6.8
2004 4 6.7 7.0 7.8 8.1 7.4
2005 1 6.2 6.7 7.9 8.4 7.3
2005 2 5.8 6.4 8.0 8.6 7.2
2005 3 5.1 5.8 7.8 8.5 6.8
2005 4 45 53 7.5 8.3 6.4

Note.: Accumulated inflation in 12 months (% p.y.).
1/ According to Gerin.

adopting the interest and exchange rate hypothesesincluded
in the benchmark and market scenarios. In the benchmark
scenario, it isassumed that the Sdlic rate will be maintained
at 16.25% per year, the level defined at the September 2004
Copom meeting, and that the exchange rate will remain
constant at a level close to that in effect on the eve of the
meeting (R$2.90). In the market scenario, using expectations
gathered by Gerin, the basic rate of interest was revised
upward to 16.42% per year in the fourth quarter of 2004 and
downward from that point forward, until reaching 15.12%
per year inthefina quarter of 2005. The United Statesdollar
rate closes at an average of R$3.02 in the final quarter of
2004 and R$3.17 in thefinal quarter of 2005.

The central path associated to the benchmark scenario
indicates an upward tendency in thefour-quarter-accumul ated
inflationin 2004, from 6.8%inthethird quarter to 7.2%inthe
fourth thus above the 5.5% target set for the year. This
increaseininflation, which reflectsahigher rateinthe fourth
quarter of 2004 thanin thefourth quarter of 2003, isprimarily
associated to the economic recovery, with areduction in the
output gap, and of the deterioration intheinflation expectations
of private agents that, given demand conditions, impacts
directly ontheformation of current pricesand aso contributes
to reduce the expected real interest rate. From the final
quarter of 2004 to the first quarter of 2005, the four-quarter -
accumulated inflation dropped by 0.3 p.p., asthe particularly
high rate of inflation (1.9%) registered in the first quarter of
2004 was substituted by amore moderate level (1.6%) inthe
same period of 2005. A downward trend is also noted over
the course of the year as aresult of the lagged effects of the
Selic rate rise in September, remaining constant since then.
For 2005, the inflation projected by the benchmark scenario
was set at 5.6%, higher than the 5.1% target adopted by
Copomfor annual inflation.

It isimportant to reiterate, as underscored in the minutes of
the September meeting of Copom, that thetoleranceinterval
defined by CMN around the central target of 4.5% for 2005,
which ranges from 2% to 7%, was not altered. According
to the confidence interval shown in the probability table
beside, the probability of surpassing the upper limit of the
tolerance interval is approximately 31%, based on the
hypotheses of the benchmark scenario.

Since it incorporates an interest rate decline and exchange
devaluation over the forecast horizon, the market scenario
projectsinflation rates of 7.4% and 6.4% for 2004 and 2005,
respectively, both higher than those forecasted in the
benchmark scenario and, therefore, more distant from the
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June 2004 Inflation Report forecasts

Benchmark Market

period scenario scenario
2004 11 5.9 5.9
2004 11 6.3 6.4
2004 v 6.4 6.5
2005 | 55 5.7
2005 11 4.8 53
2005 11 4.6 53
2005 IvV 4.4 5.4
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path of the specified targets. In a similar way as in the
benchmark scenario, the four-quarter-accumulated inflation
increases in the last two quarters of 2004. In 2005, an
inflation rate of 1.8% inthefirst quarter, lower than that for
the same period in 2004, results in a small reduction in
accumulated inflation. Over the course of the following
quarters, inflation declines at a sharper pace, abeit by a
lesser proportion than in the benchmark scenario, due to
exchange rate depreciation and reduction in interest rates
expected by the market for 2005. The market scenario
assumes 8.8% inflation for regulated prices in 2004, as
against 8.5% in the benchmark scenario.

A comparison of the trajectories presented in this Report
with those in the June Report, whose central projections of
which are presented in the table beside, shows that the
projections increased in both the benchmark and market
scenarios. In June, the benchmark scenario had already shown
anupward inflation trend for 2004, but the central projection
was 0.8 p.p. below the present level. Thisriseis dueto a
higher expected increase in regulated prices, which shifted
from 7.7% to 8.5%, and to an increase in the forecasts for
free prices inflation from 5.9% in the latest Report to 6.7%
now. For 2005, the benchmark scenario registered a more
significant change: the forecasted inflation increased by 1.2
p.p., as a consequence of a higher projection of regulated
pricesfor next year, higher inflation expectationsand, finaly,
ahigher of economic activity level. Theinflation path of the
market scenario increased by 0.9 p.p. for the end of 2004
and by 1.0 p.p. in accumul ated terms for 2005.

The graph beside shows the evolution of accumulated-four-
quarter-ahead infl ation according to the benchmark and market
scenarios stated in this Report, together with theinterpol ated
trgjectories of the targets for 2003, 2004 and 2005. These
trajectories are constructed by the sum of accumulated
inflation up to August 2004 with theinflation ratesforecasted
for that month onwards. Consequently, as discussed in the
June Report, according to the benchmark scenario,
accumul ated-four-quarter-ahead inflation surpasses the
targets path since September 2003. However, differently from
the projections stated in the June Report, inflation remains, at
the moment, abovethetargetspath, in spite of adecline over
2004. Just asintheprevious Report, projectionsfor the market
scenario are consistently above theinterpol ated trajectory of
the targets since the end of 2003, and the gap becomes even
grester with the new forecasts.

As in previous Reports, the output fan chart constructed
on the basis of the benchmark scenario hypotheses is also



GDP growth with interest rate constant at 16.25%p.y.
Benchmark scenario
Output fan chart

(%) 11 -

\/

M obrwonwo
A

2003

v

2004

presented. It should be noted that the forecasting errors
resulting from GDP growth projections are considerably
higher than in the case of inflation forecasts, considering
that the model works with a decomposition of output into
two components not directly observed — potential output and
output gap — and, at the same time, the calculation of the
output level is more complex and |ess precise than that of
inflation. According to the benchmark scenario, the
forecasted growth for 2004 is 4.4%, 0.9 p.p. higher than in
the June Inflation Report.
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Potential output is defined as the maximum output
level that an economy can attain without generating
inflationary pressures, also termed the maximum
sustainable output level. Initsturn, the output gapis
defined as the difference between effective output
and potential output. Both variablesare key elements
for the analytical framework that serves asthe basis
for formulating, analyzing or evaluating monetary
policy. Theoutput gap playsacentral roleasindicator
of inflationary pressures.

One notorious difficulty in measuring potential output
and output gap isthat they cannot be obtained directly
through s mplemeasurement of economic data, but must
be estimated. Given the relevance of this subject to
monetary policy, thisbox amsat continuing thediscusson
on methodol ogies for calculating potential output and
output gap initiated in the September 1999 and
December 2003 Inflation Report. At the same time,
updated estimates of these variablesare al so presented.

Literature on estimating potential output can bedivided
into two main currents. On the one hand, there are
studies based on purely statistical models that, by
applying afilter to the output series, cometo potential
output and, by calculating its residue, to output gap.
The other current incorporates the fundamentals of
economic modeling into the estimation method.
Among these, one should cite theimpact of observed
growth in the stock of output factors on the output
capacity of the economy and available evidence on
the non-inflationary utilization level of existent stock.
Among specialists, there is no consensus regarding
the superiority of one or the other methodological
current, and those in charge of monetary policy
formulation deem it advisable to monitor the results
obtai ned through various methods, giving preference
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to one or the other according to the specific
circumstances in which they are working.

Banco Central closely monitorsdifferent indicators of
potential output and output gap. In keeping with the
basic lines presented in literature, Banco Central
measures the variables through purely statistical
models and model s based on economic fundamentals.
The September 1999 Inflation Report describes the
methods used to estimates potential output through
linear trend extraction and application of the Hodrick-
Prescott filter. Initsturn, the December 2003 | nflation
Report describes a method of estimating output gap
based on economic fundamental s and constructed on
the basis of a Cobb-Douglas production function.

The first two graphs update the results presented in
the September 1999 and December 2003 Inflation
Report and contain the evolution of the output gap
and potential output measured by the three methods
cited, for the period extending from thefirst quarter of
1995 to the second quarter of 2004. It should be noted
thatinthegraphreferring to potential output, aseasonal
component was added to the estimated trend.

The graph referring to growth of the output gap
clearly indicates that the process of the expanding
distance between effective and potential output —in
other words, anincreasing degree of idleness—found
to exist in mid-2003, has been reversed. As a matter
of fact, for thefirst half of 2004, the HP filter already
indicates apositive gap, while two other methods point
to effective output near potential output, though they
also indicate negative gaps.

A new approach being developed at Banco Central
do Brasil modifies the technique presented in the
December 2003 Inflation Report. This modification
consistsin smultaneoudly estimating potential output,
the natural rate of unemployment, the participation
of capita inincomeand the non-inflationary utilization
rate of installed capacity, assuming a production
technology of the Cobb-Douglas type (Areosa,
2004)*. Thisestimation isan innovative solution since
the parameters of the production function and the

1/ Areosa, M. B. M. (2004) “Combining Hodrick-Prescott Filtering with a Production Functional Approach to Estimate Output Gap”,
published on the Banco Central do Brasil portal (www.bch.gov.br/?SEM5ANQS).
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2004

Areosa (2004)

non-observed components of potential output are
obtained from ajoint optimization and not by means
of individualized estimations for these variables.
However, the method requires that specific weights
be attributed to the HPfiltersthat are applied to each
one of the primitive series.

The two following graphs show the output gap and
potential output series generated by the FP, HP and
Areosa techniques. It is important to observe that
the Areosatechnique has pointsin common with both
the HP and FP methods, afact that becomes evident
intheresults. Thegap variationsin Areosaare similar
to those of the FP model, whiletheir level iscloseto
that of the HP model.

Joint analysis of the graphs indicates that the four
methods provide measurementsof potentia output with
relatively synchronized movements. In the first part
of the sample, however, the potential output generated
by the linear trend is less than that generated by the
other techniques. Thissituation reversesasof thefirst
quarter of 1999. The change may be a result of the
low capacity of the linear trend method to perceive
the effects of structural breakdowns.

Thisbrief analysisdemonstratesthat identification of
measurements suited to potential output and output
gapisno easy task. Thedifficulty becomeseven greater
when one seeks to build future forecasting paths for
these variables which are essential since monetary
policy, giventhetemporal lags of their impactsonthe
€conomy, must operatein aproactive manner. Despite
these methodological difficulties, all the current
evidencefor Brazil pointsto an unmistakabletendency
to closing the output gap. This can be more clearly
visualized in the accompanying graph which,
specifically for 2003 and thefirst half of 2004, shows
the output gap estimated by the four methods.



As announced in the minutes of the September
Copom meseting, monetary policy instrumentswill be
calibrated in order to pursue a5.1% rate of inflation
in 2005, corresponding to the central target of 4.5%
set by CMN, plus 0.6% as partial absorption of the
inflation inertiainherited from 2004. Consequently, it
is necessary a more detailed explanation of the
procedure used to calculate thisinertia.

Inflationary inertia is defined as the share of 2005
inflation that, by means of inflationary feedback
mechanisms, will result from changesin 2004 price
indices above the target set by CMN for the IPCA.
The inertia is patent in the behavior of free prices
and regulated prices. Aside from the IPCA itself,
whichisthepriceindex used asreferencefor inflation
targets, the IGP-DI plays an important role in
determining inertia, sinceit is used as the indexing
factor in contract clauses for price adjustment.
Calculated inertiawould be nil if these two indices
registered in each quarter of 2004 an increase
equivalent to ¥ of the IPCA target for thisyear. The
procedurefor calculating inertiaisasfollows:

1. Contribution of the |GP-DI to administered
prices:

(i) The IGP-DI shock in each quarter of 2004 is
calculated. This shock is defined as the difference
between the effective IGP-DI in each quarter and
1/4 of the IPCA inflation target in the year. Sincethe
values for IGP-DI in the final months of 2004 are
not yet known, the median of current expectations
for IGP-DI in those months — as found in the Gerin
survey — are used in lieu of the effective values.
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(i) IGP-DI inertia in each quarter of 2005 is
calculated. This inertia is defined as the impact of
IGP-DI shocksin 2004 calculatedin (i) onthe change
in this index in 2005. This impact is calculated
according to the equation that characterizes the
dynamics of IGP-DI in the model of endogenous
determination of regulated prices used by Copom.

(i) The joint impact of the IGP-DI shock in 2004
and itsinertiain 2005 —theresultsof (i) and (ii) above
—on the increases in electricity and telephone rates
in each quarter of 2005 is calculated at this point.
These calculations are made by the Central Bank of
Brazil, taking in consideration the ruleson increases
specified in each concession company contract, the
same procedure routinely used in the forecasting
exercisesof regulated prices. Following that, utilizing
the weight of these two sectors in the IPCA, the
impacts of these increases on |PCA in each quarter
of 2005 are calculated. Theseimpacts are designated
by I .®5¢and | ™ for the quarter t (t=1.2.3.4) in the
cases of electricity and telephone rates, respectively.

(iv) Subsequently it iscalculated thejoint impact of
the |GP-DI shock in 2004 and of itsinertiain 2005 —
theresultsof (i) and (ii) above—onincreasesin other
regulated prices in each quarter of 2005, excluding
electricity and telephone. In this calculation, it is
assumed that the other regulated prices depend on
IGP-DI figuresin the current and previous quarters
according to themodel of endogenous determination
of regulated prices used by Copom. Following that,
using the weight of both sectors in the IPCA,
excluding electricity and telephonerates, the impact
of these increases on the IPCA in each quarter of
2005 iscalculated. Thisimpact isdesignated by | %2,
for quarter t (t=1.2.3.4).

2. Contribution of the | PCA to free prices and
total inertia:

The contribution of the IPCA to the inertia of free
prices and total inertia are calculated recursively,
guarter by quarter, based on the specification of the
Phillips curve used in Copom’s projection models, in
which free price growth in each quarter depends on
IPCA inflationintheimmediately previous quarter.



(i) ThelPCA shock in the final quarter of 2004 is
calculated. This shock is defined as the difference
between IPCA growth in the quarter and 1/4 of the
IPCA target in the year. Since the effective value of
the IPCA in the final quarter of the current year is
not yet known, Copom’s own projection is used
instead, according to the benchmark scenario.

(i) IPCA shock in the final quarter of 2004 is
multiplied by the inertia coefficient of the Phillips
curve in the Copom models and by the weight of
freepricesinthe |PCA, thus obtai ning the contribution
of free prices to IPCA inertia in the first quarter.
This contribution is designated by I ™,

(iii) Total inertia, designated by |, inthefirst quarter
of 2005 is calculated, adding the already calcul ated
contributions of electricity, of telephone rates and of
other regulated prices to the contribution of free
pri ces: | 1=| 1market_|_| lelec_|_| ltel+| 1dpa'

(iv) Total inertiain the first quarter of 2005, I, is
multiplied by the inertia coefficient of the Phillips
curve and by the weight of free pricesin the IPCA,
thus obtaining |,™*<, the contribution of these prices
toinertiaiin the second quarter of 2005.

(v) Total inertia in the second quarter of 2005 is
calculated, |,=I, ™ et+] et tel4] dpa,

(vi) Procedures(iv) and (v) arerepeated for thethird
and fourth quarters of 2005. In other words, for t=3
and t=4, the contribution of market prices, | ™™,
resultsfrom multiplying |, , by theinertiacoefficient
of the Phillips curve and by the weight of market
pricesin the IPCA, and total inertiain the quarter is
given by | =] markett] decp] te4] dpa,

(vii) Total inertiain 2005 is calcul ated by the sum of
theinertiain the four quarters of the year, obtained
by the recursive process above or, in other words
|+ L+ 1+,

Theresult of thisprocedureistotal inertiaof 0.9 p.p.
in the 2005 IPCA. Given the decision to
accommodate 2/3 of thisinertia, 0.6 p.p. was added
to the 4.5% target set for 2005 by the CMN, thus
attaining the 5.1% objective announced by Copom.
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Minutes of the 97t Meeting of the Monetary Policy Committee

(Copom)

Date: June 15, from 4:45PM to 7:00PM, and June
16™, from 3:30PM to 6:15PM

Place: BCB’s Headquarters meeting room of the
8" floor (on June 15™) and 20" floor (on June 16)
— Brasilia— DF

In attendance:

Members of the Committee
Henrique de Campos Meirelles— Governor
Afonso Sant’ Anna Bevilagua
Alexandre Schwartsman

Anténio Gustavo Matosdo Vale
Eduardo Henrique de Mello Motta Loyo
Jodo Antonio Fleury Teixeira

Luiz Augusto de OliveiraCandiota
Paulo Sérgio Cavaheiro

Sérgio Darcy da SilvaAlves

Department Heads (present on June 15")
Altamir Lopes — Economic Department

Daso Maranh& Coimbra — International Reserves
Operations Department

José Pedro Ramos Fachada Martins da Silva—
Investor Relations Group

Luiz Fernando Cardoso Maciel — Department of
Banking Operations and Payments System
Marcelo Kfoury Muinhos — Research Department
(also present on June 16™)

Sérgio Goldenstein — Open Market Operations
Department
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Other participants (present on June 15™)
Alexandre Pundek Rocha— Advisor to the Board
Flavio Pinheiro de Melo - Advisor to the Board
Hélio José Ferreira— Executive Secretary

Jodo Batista do Nascimento Magal hdes — Special
Advisor to the Governor

Jocimar Nastari — Press Secretary

Katherine Hennings — Advisor to the Board

The members of the Monetary Policy Committee
analyzed the recent performance of and prospects
for the Brazilian and international economies under
the monetary policy framework, which is designed
to comply with the inflation targets established by
the government.

Recent Evolution of I nflation

1. InMay, themaininflationindicatorsincreased,
mainly due to specific pressureson fresh food prices,
harshly affected by climate adversities. The Broad
National Consumer PriceIndex (IPCA) rose 0.51%,
compared to a0.37% increasein April, accumulating
a 2.75% change in the year up to May. The IPCA
change in the last twelve months stood at 5.15%,
the lowest variation since the adoption of the
inflation-targeting regimein 1999.

2. The General Price Index (IGP-DI) rose by
1.46% in May, compared to 1.15% in April, totaling
a 5.54% change in the first five months of 2004.
The IGP-DI acceleration was due not only to
wholesale-prices inflation (1.71%), but also to



stronger pressures from consumer prices (0.71%)
and construction industry costs (1.83%). Thevariation
of the IGP-DI and of the Wholesale Price Index
(IPA-DI) in the last twelve months to May stood at
7.97% and 8.76%, respectively.

3. In May, the IPCA upsurge primarily reflected
theturnaround infood prices, which increased 0.23%
from a negative 0.34% in April. Climate adversities
and the milk inter-harvest period explain this shift.
Food-prices inflation was not generalized, as
important products (manioc flour, meat, bean, rice,
eggs, chicken, fish and soy oil) registered pricefalls.

4. For the second consecutive month, medicinewas
themainindividual contributor to the IPCA inflation
(0.20 p.p.), reflecting the readjustments authorized
by the sector’s Regulation Chamber. Energy and
vehicles contributed each with 0.06 p.p., while
pasteurized milk and clothes contributed with 0.05
p.p. each. Together, these five items accounted for
0.32 p.p. of the 0.51% IPCA change.

5. Market prices increased 0.57%, compared to
0.39% inApril. Excluding food, these pricesincreased
0.74% as against 0.75% in April. Regulated prices
rose by 0.35% (0.32% in April), impacted by the
increase in energy prices in six State capitals and in
fuel-alcohol prices, which recovered from a sharp
reduction from January to April. Market prices
accounted for 0.41 p.p. of the monthly IPCA, while
regulated prices contributed with theresidual 0.10 p.p.

6. ThelPA-DI registeredal.71% variationin May,
from 1.57%inApril. The accel erating trend resulted
from the increase in the agriculture IPA, which rose
to 2.71% in the month, compared to 0.8% in April,
mainly influenced by the prices of fresh food products,
meat and chicken. The industrial |PA decreased to
1.32%, compared to 1.86% in April.

7. Core inflation measures remained relatively
stable in May, compared to April. The IPCA core
inflation cal culated by excluding household food items
and regulated prices posted a 0.70% change (0.72%
in April), accumulating 7.15% in the last twelve
months. When calculated under the smoothed
trimmed-mean method, the core increased to 0.59%
(0.57% in April), totaling 8.46% in twelve months.

Without the smoothing procedure for pre-selected
items, the IPCA core recorded 0.43% in the month
and 5.46% in twelve months, compared to 0.45%
and 5.68%, respectively, in April.

8. The IPC-Br core inflation measure, calculated
by the Getulio Vargas Foundation (FGV) under the
symmetric trimmed-mean method, stood at 0.57%in
May, accumulating 6.64% in 12 months.

9. In June, inflation should be influenced by the
increase in the prices of gasoline (the readjustment
to consumers, effective since June 15th, is expected
to average 4.5%) and of fuel-alcohoal, still recovering
from the significant price decrease that took place
from February toApril. Food pricesare al so expected
to continue affecting inflation, especially meat and
dairy products, due to the beginning of the inter-
harvest period. As to the wholesale, besides the
agricultural price pressures, some decelerationinthe
industrial pricevariation isexpected, apart from fuel.

Assessment of I nflation Trends

10. The identified shocks and their impacts were
reassessed according to new available information.
The scenario considered in the simul ations assumes
thefollowing hypotheses:

a. Theprojectionsfor the evolution of gasolineand
bottled cooking gas pricesin 2004 were maintained
at 9.5% and 6.9%, respectively;

b. Theprojectionsfor household electricity prices
were maintained at 11% for 2004. Yet, for fixed
telephone prices, the Copom revised the adjustment
estimate to 6.1% for the year, 0.6 p.p. lower than in
the previous meeting;

c. Regardingall regulated prices, with atotal weight
of 28.6% inthe May IPCA, a7.7%riseis projected,
the same as in the previous meeting;

d. The projection for the readjustment of all
regulated prices for 2005, following the model of
endogenous determination, which takesinto account
seasonal components, the exchange rate, market
prices inflation and the IGP-DI change, was
maintained at 6.0%;
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e. The projection for the 6-month spread over the
Selic rate, following the specification of a Vector
Autoregressive model based onthe Selic and the swap
rateson the eve of the Copom meeting, increasesfrom
39 basis points in the second quarter of 2004 to 60
basis pointsin the fourth quarter of 2005.

11. Regarding fiscal policy, it is assumed that the
consolidated public sector primary surplus target of
4.25% of the GDP for 2004 and the following two
years will be achieved. The related assumptions
considered in the previous meeting were maintained.

12. Considering the benchmark scenario hypotheses,
including the maintenance of the Over-Sdlic rate at
16.0% p.a. and the exchange rate at the level observed
on the eve of the Copom meeting (R$3.10), the IPCA
inflation was projected above the 5.5% target for 2004
and below the 4.5% target for 2005. According to the
market scenario, which takesinto account the consensus
exchange rate and Over-Selic rate as surveyed by the
BCB’sInvestor Relations Group (Gerin) onthe eve of
the Copom meeting, inflation is projected above the
central targetsfor both 2004 and 2005.

Monetary Policy Decision

13. In May, the IPCA inflation edged up in
comparisontoApril but it did not deviate from market
consensus. Similar to previous months, the strongest
pressure stemmed from market prices. For the second
consecutive month, tradable prices presented ahigher
increase than non-tradabl e prices. An unusual feature
was the unfavorable trend in food prices. Other
national consumer-priceindicesalso edged upin May,
like the IPC-DI (up 0.71% from 0.31% in April).
Wholesale inflation also increased but, contrary to
previous months, the main pressure stemmed from
agriculture prices, while industrial prices changes
decelerated. The pass-through of wholesale prices
to consumer pricesremains bel ow usual. Wholesale-
industrial prices should continueto decel erate dueto
the recent trend of commaodity prices. Agriculture
prices, however, represent an important source of
pressure over inflation in the short run, larger than
the seasonal pattern at this time of the year.

14. In May, IPCA core measures remained
relatively stable compared to April. Core inflation
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calculated under the trimmed-mean method, with and
without the smoothing procedure of pre-selected
items, rose by 0.59% and 0.43%, respectively. Core
inflation excluding food items and regulated prices
stood at 0.70%. In the year to May, the cores
calculated under the trimmed-mean methods
continued close to the headline inflation (with and
without smoothing changed 3.19% and 2.46%,
respectively), differently from the core by exclusion,
which rose by 3.97%.

15. Recent economic activity indicators confirm,
undoubtedly, the continuity of the economic rebound
process initiated in the second quarter of 2003. The
recovery trend was corroborated by the GDP figures
for the first quarter of 2004. Real GDP grew 1.6%
quarter-on-quarter, seasonal ly adjusted. In comparison
with thesame quarter of 2003, real GDProseby 2.7%.
In order to achieve the 3.5% estimated growth rate
for the year, it is necessary for the GDP to grow on
average 0.5% per quarter during the next three
guarters. Inan extremely unrealistic scenarioinwhich
the seasonally adjusted GDP remains flat in the next
three quarters, the 2004 GDP would grow 2.8%.

16. Theindustrial production levels of March were
maintained inApril, whilegrowth prospectsremained
favorable. Industrial production grew 0.1% month-
on-monthinApril, seasonally adjusted, accumulating
a 6.1% growth in the year, compared to the same
period of 2003. Capital goods (up 21.4%) and durable
consumer goods (up 21.1%) arethe categoriesleading
the industrial growth cycle. According to CNI data,
seasonally adjusted by the BCB, real industrial sales
grew 3.7% month-on-monthinApril, confirming the
growth trend initiated in the second half of 2003.

17. InApril, retail sales sustained the growth pace,
reaching the highest levels since the IBGE initiated
the retail survey in January 2000. Sales grew 1.8%
compared to March, adding to a 5.4% increase in
the November-April period compared to the previous
six months. Consumer confidence measured by the
Federacdo do Comeércio do Estado de Séo Paulo
(Fecomercio SP) fell in June, but the average index
for the first semester is still 6.8% higher than the
level registered in the same period of the previous
year. Credit operations continued to expand for both
individuals and companies, despite the fall of non-



earmarked credit concessionsin May. Several other
coincident and leading indicators reinforce the
perception of a continued economic recovery, such
as packaging paper shipments, which grew 8.4% in
the first five months of the year compared to the
same period of 2003.

18. Even though the exports have been playing an
important role to economic activity rebound, as a
consequence of the significant adjustment of the
external accounts, domestic demand has been
increasing its relative importance to the sustained
economic growth. Thisimportance tendsto broaden
astherecovery of employment and real payroll lead
to higher consumption. In April, employment in the
manufacturing sector increased, while real payroll
registered a slight decrease, athough it kept in an
upward trend. There are three reasons why
employment growth has not yet reduced the
unemployment rate. Firstly, this period of theyear is
usually characterized by a seasonal increase in the
unemployment rate, independently on the economic
cycle. Secondly, the recovery process has stimul ated
workers to search for jobs, even those who had not
been searching for occupation for some time. As a
consequence, labor force increases causing the
unemployment ratetorise. Lastly, the unemployment
rate is calculated in the largest urban areas, where
employment growth has been not as strong as in
medium and small urban areas, aswell asintherural
areas. According to the Ministry of Labor and
Employment, thelevel of formal employment in the
first four months of the year increased 3.2% in the
metropolitan regions and 3.8% out of those regions,
both compared to the same period of 2003.

19. Brazilian external accounts have continued to
register expressive positive results. Despite the
increaseinimports, thetrade balance posted aUS$3.1
billion surplusin May, ahistorical record. TheBCB’s
revised upwards its trade balance estimate for the
year to US$ 26 billion from US$24 billion. Thecurrent
account balance hasremained positive, accumulating
aUS$2.4 billion surplusintheyear up to May, close
to the estimated surplus for the whole year.

20. The external scenario has somewhat stabilized
since the last Copom meeting, even though the high
volatility environment has persisted. Although tension

in the oil market has lessened, there are still
uncertainties regarding the expected path of the fed
funds rate in the U.S. The exchange rate has
remained slightly above R$3.10/US$, and its 21-day
volatility reached the highest level since May 2003.
The country risk measured by the JPMorgan Chase's
Embi+ decreased from 728 b.p. in the period
immediately before the last Copom meeting to 670
b.p. on the eve of this meeting.

21. Since the last Copom meeting, oil prices have
fallen approximately 11%, following the OPEC
decision to increase output. The 10.8% wholesale
readjustment in gasoline prices announced by
Petrobras on June 15 stood close to the figures
expected by the Committee, and partially closed the
gap between internal and external prices.

22. Market inflation expectations deserved special
attention by the members of the Copom. The
deterioration observed since the last meeting was not
limited to 2004 | PCA expectations (the median rose
t06.71% from 6.22%), but al so affected longer-terms
expectations: for the next twelve months, the median
projection increased to 6.03% from 5.67%, while for
2005, the median, that was anchored around 5%,
moved up to 5.44%. In a scenario of temporary
shocks affecting theinflation path, it would be more
reasonable to observe a sharper deterioration in
inflation expectations in shorter horizons, when the
first order effects are concentrated and monetary
policy effectiveness is limited. The Committee
members share the conviction that the magnitude of
the deterioration observed for longer horizonsis not
compatible with the view that, in the presence of
eventual supply shocks of amore permanent nature,
the monetary policy will not accommodate its
secondary effects. Such deterioration is also not
compatible with the inflation forecasts produced by
the different model s used by the Copom, evenif these
projectionstakeinto account particularly unfavorable
scenarios to the evolution of the main determinants
of the recent shocks.

23. Since the meeting in April, the Copom has
assessed inflation prospects based on the assumption
of alow degree of persistence of the first quarter
inflation, as observed in previous years when there
was aseasonal relief in market pricesinflationinthe
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second and third quarters. Considering the inflation
in April and May, and the non-usual increase of
market-pricesinflation in May, the Copom assessed
with greater emphasistheinflation projections made
without the assumption of low persistence. Inflation
projections in the benchmark scenario, based on an
unchanged Over-Selic rate at 16.0% and the
exchange rate at R$3.10/US$ throughout the
projection horizon, point out to an inflation rate above
the target of 5.5% for 2004 and below the target of
4.5% for 2005. In the market scenario, which takes
into account the exchange rate and Over-Selic rate
expected by the market on the eve of the Copom
mesting, inflation projectionsremain abovethetargets
for 2004 and 2005. Compared to May, there was a
slight increase in the projections for 2004 in both
scenarios, basically caused by the higher inflation
expectations for 2004 and 2005.

24. As in the previous meeting, the Copom also
considered the inflation projections for the next 12
months, corresponding to the second half of 2004
and the first half of 2005. This is a period when
inflation outcomeswill be more sensitiveto monetary
decisions taken in the next few months, and at the
same time, it presents more reliable inflation
projectionsthan the ones already availablefor 2005.
Projected inflation for this 12-month period, on both
the benchmark and market scenarios, remainswithin
the central targets established by the National
Monetary Council for 2004 and 2005.

25. Inaninflation-targeting regime, the Central Bank
policy-making processis based on the assessment of
different scenarios for the most important variables
affecting inflation dynamics. The current uncertainties
concerning theexternal scenario have beenresponsible
for ashort-term volatility that tendstoincreaseinflation
uncertainty. As a consequence, the coordination of
private agent’s inflation expectations became more
difficult. Theinflation rateincreasein the short-term,
caused by either seasonal factors or financial assets
prices volatility, should not contaminate private
expectations for longer periods. Like in the previous
meeting, the Committee assessed that the
macroeconomics perspectives for the medium-term
arestill favorable. In the short-term, however, inflation
expectations have becomearel atively moreimportant
risk factor than in the last month.
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26. Even considering less favorable scenarios, the
Copom is still optimistic about the achievement of
economic growth with price stability. Considering the
hypothesisthat important external variables continue
under pressure for alonger period, the flexibility of
theinflation-targeting regime could judiciously absorb
the primary shocks associated with this pressure.
However, it would be paramount for monetary policy
to fight the second order effects of these shocks. In
this case, economic activity could benefit from the
progressiverecovery of real earnings, which depends
on apricestability environment in the medium-term.

27. Asaresult, the Committee decided, unanimoudly,
to maintain thetarget for the Over-Selicrate at 16.0%
p.a., without bias.

28. At the closing of the meeting, it was announced
that the Copom would meet again on July 21, for
technical presentations and on the following day, in
order to discuss the monetary policy decision, as
establishedin Communiqué 11,516, of October 15, 2003.

Summary of DataAnalyzed by the Copom
Economic Activity

29. Retail sales continued to expand in April,
according to the IBGE's retail survey. Sales and
nominal revenues increased 9.9% and 9.2%,
respectively, in comparison to April 2003. Intheyear
up to April, sales and nominal revenues rose 8.0%
and 9.6%, respectively.

30. The S&o Paulo Trade Association (ACSP) data
for May registered a 0.5% reduction of consultations
related to credit sales, while the Usecheque system
consultationsincreased 2.2%, compared to the previous
month (seasonally adjusted). Intheyear upto May, the
sameindicatorsincreased 7.0% and 1.0%, respectively.

31. The Fecomercio-SP monthly survey indicated a
decrease in the Consumer Confidence Index (ICC) in
June, after asharp increase in the previous month. In
June, the| CC declined 9.1% month-on-month, standing
at 113.1 points (range 0 to 200). This performance
was aresult of adecrease of 18% and 5% in current
and future conditions, respectively. Despite the fall,
the ICC till revealsconsumers’ optimism.



32. In the first quarter of 2004, capital goods and
construction inputs production increased 21.5% and
1.6%, respectively, compared to the same period of
2003. Domestic absorption of capital goodsincreased
9.3% in the same period, despite the 50.5% exports
increase, led by agricultural machinery. BNDES credit
operations increased 59% from January to May, in
comparison to the same period of 2003.

33. ThelBGE'smonthly industrial survey registered
a0.1%increaseinindustria outputinApril, compared
to March, seasonally adjusted, with increases of 1.0%
and 0.3% in mining and in the manufacturing industry,
respectively. Out of the 23 sectors surveyed, 13
registered increased output. In the first four months
of the year, industrial output increased 6.1%,
compared to the same period of 2003. Semi and non-
durable goods production started to recover, abeit
till modestly, in tandem with thegradual improvement
of labor market conditions.

34. In April, the National Industry Confederation
(CNI) recorded a 3.7% increase in real sales and a
1.9% increase in worked hours, in comparison to
March, seasonally adjusted. Compared to the first
four months of 2003, real sales and worked hours
increased 13.6% and 2.8%, respectively. The level
of capacity utilization declined 0.1% month-on-month
inApril, but increased 1.3% in the year up to April,
compared to the same period of 2003.

35. The car industry produced 177,000 vehiclesin
May, up 3.9% compared to April and 7.7% above
May 2003, seasonally adjusted. Intheyear upto May,
output increased 12.1%, and domestic sales and
exports expanded 18.7% and 4.2%, respectively,
compared to the same period of the previous year.

Labor Market

36. The forma employment index increased 0.4%
month-on-monthinApril (seesondly adjusted), and 3.9%
year-on-year, according to the Ministry of Labor and
Employment. In 2004, there has been an expansion of
2.3% in forma employment, compared to December
2003. The data indicate that hiring has increased a a
higher pace outsidelarge urban areas, whereemployment
increased 2.7% in the year up to April, whereas in the
main metropolitan areas the growth rate stood at 1.9%.

37. The unemployment rate measured by IBGE in
6 metropolitan areas increased to 13.1% in Apiril,
despitethe 0.7% increasein the number of employed
workers. In April, the labor force rose 1%, and the
number of unemployed increased 3.2%. AlsoinApril,
IBGE recorded a0.7% fall in average real earnings,
compared to March.

38. According to CNI seasonally adjusted data,
employedworkersandred payroll intheindustrial sector
remained stable in April, compared to the previous
month. For the January-April period, rea payroll and
employed workers increased 7.1% and 0.4%,
respectively, compared to the same period of 2003.

Credit and Delinquency Rates

39. Non-earmarked credit operations grew 3.6%in
May. Corporate credit with external and domestic
funding increased 2.3% and 7.6%, respectively, while
individuals credit outstanding increased 2.5%in May.

40. The average interest rate on non-earmarked
credit registered a decrease of 0.5 p.p. in May,
reaching 44.2% p.a. The result was due to adecline
of 0.9 p.p. intheaveragelending ratesto individuals,
to 62.4% p.a., while the average rate to companies
presented a slight increase of 0.1p.p. to 30.0% p.a
The decrease in the average interest rate to
individuals reflected mainly an increase of credit
operationswith payroll-deducted repayments.

41. Regarding delinguency intheretail sector, there
wasan increase of 11.6% in the number of cancelled
files and stability in the number of new registersin
May, compared to the previous month. As a
conseguence, the net default rate, measured by ACSP,
decreased to 5.1% in May from 6.4% in April. The
average default rate in thefirst 5 months of the year
stood at 6.0%, 0.5 p.p. lower than thelevel observed
in the same period of 2003.

External Environment

42. World economic growth has continued to gain
momentum, despite the geopalitical risks. In Japan,
GDP growth was revised upwards in the last two
quarters. Meanwhile, other indicators have been
confirming the economic rebound, mainly boosted by
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the vigorous regiona trade. In the U.S,, the latest
economicindicators haveratified economic expansion,
particularly thoserel ated to thelabor market. Recovery
in Europe, however, has persisted sluggish.

43. Inflation concerns increased worldwide. The
Bank of England hasraised its basic interest rate by
0.25 p.p. for the second consecutive month, to 4.5%
p.a IntheU.S., prices have been rising under control,
reflecting mainly the impacts of energy prices. In
China, the consumer price index increased again in
May to 4.4% compared to the same month of 2003;
authorities seem more worried about the effects of
the vigorous economic growth over the price level.

44. Market volatility has decreased in thelatest few
weeks. However, adjustments in financial prices
continue, anticipating the effects of the expected rise
in the US fed funds and the measures adopted by
the Chinese government to reduce the country growth
pace. Markets have stabilized in emerging economies,
giving way to aslight recovery of the stock markets
and an appreciation of the currenciesagainst the U.S.
dollar. Thedollar has continued to appreciate against
strong currencies, in spite of the fiscal and trade
deficits experienced by the U.S. economy.

45. Commoditiespricesfell in May, but the upward
trend prevailing until the end of March haskept prices
above their historical average. Oil price pressures
continued up to the beginning of June, mainly as a
result of political tensionsin the Middle East and of
high global demand. In order to+ help preventing
prices from moving upwards, OPEC decided to
increase production from July 1% by 2 million barrels/
day, which may be supplemented by other 500
thousand barrels/day from August on.

Foreign Trade and Balance of Payments

46. The Brazilian trade balance posted a US$3.1
billion surplusin May, when the total external trade
reached US$12.8 billion. Exports and imports
increased 24.6% and 25.1%, respectively, compared
totheMay 2003 daily averages. Inthefirst two weeks
of June (8 working days), the trade surplus totaled
US$1.3 billion, with exports and importsincreasing
by 44.9% and 48.6%, respectively, compared to the
average figures of June 2003.
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47. InMay, the current account registered aUS$1.4
billion surplus, accumulating aUS$2.4 billion surplus
in the year. In the period, the trade balance posted a
US$11.2 billion surpluswhilethe servicesand income
account presented aUS$10.2 billion deficit. Net FDI
inflowsreached US$207 millionin May, accumul ating
US$3.3 billion in the year, equivalent to the amount
registered in the same period of last year. At theend
of May, international reserves reached US$50.5
billion, while net reserves stood at US$22.2 billion
(IMF concept).

Money Market and Open Market Operations

48. Over the past weeks, there hasbeen high volatility
intheyield curves. From thelast Copom meeting, the
3-month and 6-month rates have increased 0.21 p.p.
and 0.11 p.p. respectively, influenced by the revision
of inflation expectations. On the other hand, the 1-
year and 2-year rates have decreased 0.16 p.p. and
0.62 p.p. respectively.

49. For the first time in the year, the BCB carried
out an auction to rollover dollar-linked securitiesand
swaps, maturing on June 17. Inthisevent, US$326.6
million in swapswere contracted (33.2% of principal
coming due), with tenures of 7 and 19 months.
Including interests, the net redemption of these
instruments in the year up to June amounted to
US$18.4hillion.

50. Dueto market volatility, the National Treasury
did not carry out any selling auction of LTNsin the
period. However, simultaneous buying and selling
auctionswere carried out on May 20 and 21, aiming
at giving liquidity to these securities when prices
presented more volatility. Three LFTsauctionswere
carried out totaling R$9.9 billion, maturing in 2005,
2006, and 2007. Theissuance of National Treasury
Notes — Series B and C (NTN-Bs and NTN-Cs)
amounted to R$ 2.4 billion, R$1.4 billion of which
settled in exchange for other National Treasury’s
securities.

51. The BCB maintained in its open market
operationsthe weekly post-fixed repo operations (2-
week tenure) and the fixed repo operations (3-month
tenure), as well as the 2-working-day liquidity
management operations. The BCB also carried out



inthisperiod 13 fixed rate reposfalling due between
1 and 4 working days. Due to the net redemption of
securities, the excess liquidity drained from the
market with operations shorter than 30 daysand with
3-month tenure averaged R$59.4 billion and R$23.5

billion, respectively.

52. InMay, the net securitized domestic public debt
decreased R$19.3 billion due to the net redemption
of R$31.1 hillion of LFTs. The dollar-linked share
increased 0.3 p.p. to 16.6%, as a result of the
exchange rate depreciation and the net redemption
of R$11 billion in Fx securities and swaps.

Minutes of the 98* Meeting of the Monetary Policy Committee

(Copom)

Date: July 20", from 4:45PM to 7:00PM, and July
21%, from 4:00PM to 6:15PM

Place: BCB’s Headquarters meeting room of the
8" floor (on July 20™) and 20" floor (on July 21%)
— Brasilia— DF

In attendance:

Members of the Committee
Henrique de Campos Meirelles— Governor
Afonso Sant’ Anna Bevilagua
Alexandre Schwartsman

Antonio Gustavo Matosdo Vale
Eduardo Henrique de Mello Motta L oyo
Jodo Antonio Fleury Teixeira

Luiz Augusto de OliveiraCandiota
Paulo Sérgio Cavalheiro

Sérgio Darcy da SilvaAlves

Department Heads (present on July 20™)
Altamir Lopes — Economic Department

Daso Maranh&o Coimbra — International Reserves
Operations Department

José Antonio Marciano — Department of Banking
Operations and Payments System

José Pedro Ramos Fachada Martins da Silva —
Investor Relations Group

Marcelo Kfoury Muinhos — Research Department
(also present on July 21%)

Sérgio Goldenstein — Open Market Operations
Department

Other participants (present on July 20")
Alexandre Pundek Rocha— Advisor to the Board
Flavio Pinheiro de Melo - Advisor to the Board
Hélio José Ferreira— Executive Secretary

Jocimar Nastari — Press Secretary
Katherine Hennings — Advisor to the Board

The members of the Monetary Policy Committee
analyzed the recent performance of and prospects
for the Brazilian and international economies under
the monetary policy framework, which is designed
to comply with the inflation targets established by
the government.

Recent Evolution of I nflation

1. In June, the Broad National Consumer Price
Index (IPCA) rose 0.71%, up from 0.51% in May,
accumulating a 3.48% change in thefirst half of the
year, and a 6.06% variation in twelve months. The
monthly IPCA acceleration in June was mainly due
to theincrease in the prices of fuel and food.

2. The Genera Price Index (IGP-DI) rose 1.29%
in June, compared to 1.46% in May, accumulating a
6.90% change in the first half of 2004. In June, the
deceleration of the IGP-DI was a consequence of a
lower increasein wholesale pricesand in construction
industry costs, while consumer-price inflation
registered a slight increase. The Wholesale Price
Index (IPA-DI) rose by 1.57% in the month and
8.38% in the first half of the year. Regarding 12-
month rates, the IGP-DI and IPA-DI reached
10.13% and 11.76% in June, respectively.

3. Themainindividua contributor tothel PCA inflation
wasgasoline (0.14 p.p.), reflecting the pass-through to
consumersof the gasoline priceincrease by distributors
on June 15 (10.8%), and the 11.35% surge in acohol-
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based fuel prices. As a consequence, transportation
pricesincreased 1.58% in June, contributing with 0.33
p.p. to the monthly IPCA change.

4. Food pricesrose0.72% and accounted for 0.17 p.p.
of the June IPCA change. Climate adversities affected
the supply of some products such as onions, tomatoes
andvegetables. Theinter-harvest period wasresponsible
for theincreasein the prices of milk and dairy products,
such as cheese, yogurt and powdered milk.

5. Market prices increased 0.58%, compared to
0.57% in May, accounting for 0.42 p.p. of the
monthly IPCA, while the increase of 1.03% in
regulated prices was responsible for the remaining
0.29 p.p. The relative stability in market prices
inflation was a consequence of the decelerationin
non-food prices, which attenuated the impact of
the acceleration in food prices. Concerning
regulated prices, urban and interstate transport
fares contributed to the surge, together with
gasoline and alcohol-fuel prices.

6. In June, the IPA-DI grew 1.57% (1.71% in
May). This reduction was a consequence of the
decel eration of agriculturewholesaleinflation, which
rose 0.52% in June compared to 2.71% in May. In
the same period, industrial wholesale inflation
increased to 1.97% from 1.32%, mainly pressured
by the pricereadjustment of fuel and fertilizers, which
caused an increase of 5.37% in chemical prices,
compared to 1.72% in May.

7. ThelPCA coreinflation, calculated by excluding
household food itemsand regul ated prices, registered
a 0.53% variation in June (0.70% in May),
accumulating 7.17% in 12 months.

8. The IPCA core inflation, calculated under the
smoothed trimmed-mean method, increased to 0.60%
inJunefrom 0.59%in May, totaling 8.16%in thelast
12 monthsto June. Without the smoothing procedure
for pre-selected items, the core IPCA recorded
0.48% in June and 5.56% in twelve months, compared
to 0.43% and 5.46% ratesin May.

9. TheConsumer Price Inflation - Brazil (IPC-Br)
core, calculated by the Getulio Vargas Foundation
(FGV) under the symmetric trimmed-mean method,
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stood at 0.50% in June, compared to 0.57% in May,
accumulating 6.39% in the last twelve months.

10. In July, consumer inflation should be affected
by the readjustment in regulated prices (el ectricity,
gasoline, alcohol-fuel, fixed tel ephone and urban bus
in Rio de Janeiro). Among market prices, food is
expected to continue affecting inflation, especially
meat and dairy products, still pressured by the inter-
harvest period. Moreover, due to seasonal reasons,
school vacation time is expected to raise
entertainment prices. Regarding wholesaleinflation,
pressures over the prices of animalsand by-products,
fuels and fertilizers are expected to continue. These
pressures should be partially offset by the decel eration
of other industrial prices.

Assessment of I nflation Trends

11. The identified shocks and their impacts were
reassessed according to new available information.
The scenario considered in the simulations assumes
thefollowing hypotheses:

a. The Copom'’s projection for the increase of ail
pricesin 2004 was maintained at 9.5%. Theprojection
for the increase of cooking gas prices was slightly
reduced to 6.8% from 6.9%;

b. Theprojectionsfor thereadjustment of household
electricity prices in 2004 increased to 11.6% from
11.0% in the previous Copom meeting. Regarding
fixed telephone services, the Copom revised its
estimate for the annual adjustment to 12.8% from
6.1%. This revision follows the Supreme Judicial
Court decision to reinstate the IGP-DI index instead
of the IPCA index for purposes of the annual
adjustment in 2003, overturning alower court ruling;

c. Regarding dl regulated prices, with atotal weight
of 28.6% inthe June IPCA, a8.3% riseisprojected, 0.6
p.p. abovethe projection madein the previous meeting;

d. The projection for the readjustment of all
regulated prices for 2005, following the model of
endogenous determination, which takesinto account
seasonal components, the exchange rate, market
prices inflation and the IGP-DI change, was
maintained at 6.0%;



e. The projection for the 6-month spread over the
Selic rate, following the specification of a Vector
Autoregressive model based onthe Selic and the swap
rateson the eve of the Copom meeting, increasesfrom
51 basis points in the second quarter of 2004 to 58
basis pointsin the fourth quarter of 2005.

12. Regarding fiscal policy, it is assumed that the
consolidated public sector primary surplus target of
4.25% of the GDP for 2004 and the following two
years will be achieved. The related assumptions
considered in the previous meeting were maintained.

13. Considering the benchmark scenario hypotheses,
including the maintenance of the Over-Selicinterest
rate at 16.0% p.a. and of the exchange rate close to
thelevel prevailing on the eve of the Copom meeting
(R$3.00), IPCA inflation was projected above the
5.5% target for 2004 and slightly above the 4.5%
target for 2005. According to the market scenario,
which takes into consideration the consensus Over-
Selic rate and exchange rate as surveyed by the
BCB'’s Investor Relations Group - Gerin on the eve
of the Copom mesting, inflation is projected above
the targets for both 2004 and 2005.

Monetary Policy Decision

14. In June, market prices inflation registered the
highest ratefor themonthinthelast severa years. From
February to May, market pricesincreased systematically
above regulated prices, accumulating 2.42% against
0.86% of theregulated. In June, however, inflation was
pressured not only by market prices (up 0.58%) but
also by regulated prices (up 1.03%, partly due to the
riseingasolineprices), thusresultinginthe0.71% I PCA
variation for the month. In the first half of the year,
market prices surged 3.77%, equivalent to a 7.69%
annualized rate. Other nationwide consumer-inflation
indicesa so posted high changesinthelast two months,
asinthe case of the IPC-DI (0.71% and 0.78% in May
and June, respectively). The IPA-DI has also recorded
high changesthroughout thisyear, mainly pressured by
industria prices, up 9.96%inthe January to June period.

15. IPCA trimmed-mean core measures have stood
relatively stable in the past few months, albeit at
figuresincompatible with the medium-term inflation
targets. In the first half of the year, the smoothed

and non-smoothed trimmed-mean cores posted
3.79% and 2.96%, respectively, or annual figures of
7.72% and 6.00%, respectively. Core inflation
excluding household food items and regul ated prices
stood at 4.52% in the same period (9.24% in annual
terms), well above the 3.48% headlineinflation.

16. Economic activity has continued to present a
vigorous growth rate, outstripping every month the
growth rate projected at the end of 2003. Several
leading and coincident indi cators anticipate continuous
growth for the near future. For instance, packaging
paper shipments, which have been growing since the
second half of 2003, rose 1.5% in June compared to
May (data from the Corrugated Paperboard
Association - ABPO, seasonally adjusted by the BCB).

17. In May, industrial production posted a historical
high, overcoming the previous peak of November
2003. Industrial production grew 2.2% month-on-
month, seasonally adjusted, and 7.8% compared to
May 2003, the eighth consecutive positive year-on-
year rate. Inthe January-May period, industrial output
increased 6.5% compared to the same period of last
year. Real industrial sales increased 3.0% in May
compared to April, reaching the highest figure ever
recorded for the series, which began to bereleased in
December 1991 (data from the National Industry
Confederation - CNI, seasonally adjusted by the BCB).

18. Retail sales have also kept its growth trend
initiated in the second half of 2003. Similarly to the
industrial output, sales have also overcome historical
records. After reaching the highest figure for the
index in April, sales grew 0.7% month-on-month in
May, seasonally adjusted, a 10.0% increase
compared to the same month of the previous year.
Sales expansion comprises almost all retail sectors,
not only the ones more credit-sensitive but also the
ones that respond to the evolution of real earnings.
In July, consumer confidence measured by the
Federacdo do Comércio do Estado de Sao Paulo
(Fecomercio-SP) increased 4.9% compared to June.

19. The economic activity rebound has caused an
increase in the manufacturing industry level of
capacity utilization, which reached record highs for
the recent years. According to data seasonally
adjusted by the BCB, the quarterly FGV industrial
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survey reported acapacity utilization of 81.9%inApril
(the highest rate in the last three years), while the
monthly CNI survey recorded 81.8% in May (the
second highest level of the series since December
1991). The marginal production growth deserves
special attention, considering that it has been
increasing continuoudly for thelast months, suggesting
afaster occupation of the existing idle capacity.

20. Conversely, capital goods sector has presented
the highest growth rates amongst the industrial
sectors. In the year up to May, capital goods output
grew 22.5% compared the same period of 2003.
Capital goods absorption (domestic production plus
net imports) grew 11.4% in the same period. In such
an environment, which combinesfast demand growth
with the recovery of fixed capital investment, the
estimate of the output gap, crucial to evaluate
inflationary pressures, becomes more uncertain. As
stressed in the June Inflation Report, thereis strong
evidence that the capacity utilization is
heterogeneously distributed among the different
productive sectors, making it important to maintain a
favorable environment for fixed capital investment,
mainly on those sectorswith lower idle capacity, thus
enabling output to increase without causing
inflationary pressures.

21. Although external demand has played a
paramount roletotheinitial cyclical rebound, domestic
demand has been increasingly important. Thisis not
unexpected, considering the relatively small share of
the external sector on the Brazilian GDP. There are
two major factors behind the increase in domestic
demand: credit expansion and the recovery of thelabor
market. According to data produced by CNI,
seasonally adjusted by the BCB, employment in the
manufacturing sector, after recording in February the
highest level of the series since the end of 1998, till
presented continuous growth in the following three
months (0.3% in May, compared to April). A similar
trend has also been observed for real payroll, which
attained levels equivalent to those verified in thefirst
half of 2001. In June, according to the Ministry of
L abor and Employment, forma employment increased
again, accumulating agrowth rate of 3.9% inthefirst
half of 2004, compared to the same period of 2003,
which corresponds to the creation of 1 million jobs,
the highest job creation in thefirst half of any year.

124 | Inflation Report | September 2004

22. Inthe June minutes, the Copom emphasized some
reasons why the current economic recovery lagged
its effects on the urban unemployment rate estimated
by the Brazilian Institute of Geography and Statistics
(IBGE). Thosereasonsinclude the unemployment rate
seasonal behavior, the labor force increase and the
higher expansion of employment out of the largest
urban areas. However, in May these factors were
offset by other factors that caused the reduction in
theunemployment rate, to 12.2% from 13.1% inApril.

23. The Brazilian external sector has continued to
post sizeable results. The trade balance registered a
US$3.8 hillion surplusin June, anew historical high,
accumulating a US$15.0 billion surplus in the first
half of the year. Both marginal exports and imports
have grown significantly. The BCB's trade balance
projection remainsat ahigh level (US$ 26 billionin
2004), despite the economic activity rebound. Asto
the current account, the first half of 2004 surplus
reached US$2.5 billion.

24. Theexterna scenario hasimproved sincethelast
Copom meeting, although sometension has persisted,
mainly due to new hikesin ail prices. The pressures
on the exchange rate and the country risk have
subdued. As a consequence, the exchange rate has
appreciated to R$3.00/US$ from R$3.16/US$, with
reduced volatility, and the country risk measured by
the JP Morgan Chase's Embi+ decreased to 587 b.p.
from 705 b.p. On the other hand, the Brent ail price,
after falingin Jdune, increased 12.8%. Even considering
amorefavorable outlook in thelast few weeks dueto
a less uncertain monetary policy in the U.S,, the
scenarioisnot completely consolidated, indicating that
new episodes of volatility might occur in the future.

25. The deterioration of market inflation
expectations, initiated in May, has continued in July,
especially for 2004. The median market expectations
for IPCA for this year rose to 7.10% from 6.71%,
and for 2005, to 5.5% from 5.44%. Inflation
expectations for the next twelve months increased
t0 6.27% from 6.03%.

26. Despitetherecent exchangerate appreciation, the
deterioration of inflation expectations, the higher-than-
expected Juneinflation and theincreasein the expected
annua adjustment of fixed telephone services explain



the increase in the Copom's inflation projections for
2004 and 2005. The benchmark scenario projections,
based on unchanged Over-Selic and exchange rates
throughout the projection horizon, point out to an
inflationrate abovethe5.5%target for 2004 and dightly
above the 4.5% target for 2005. The market scenario,
which takes into account the consensus Over-Selic
and exchangerates on the eve of the Copom meeting,
projectsinflation rates above the ones of the benchmark
scenario (i.e., above the targets for 2004 and 2005).
The Committee al so assessed athird hybrid scenario,
considering the market exchangerate expectationsand
an unchanged Over-Selic rate, coming to an inflation
projection that stands between theinflation outcomes
estimated on the two usual scenarios.

27. As in previous meetings, the Committee also
analyzed the inflation projections for the next 12
months, corresponding to the second half of 2004
and the first half of 2005. Thisis aperiod in which
inflation will be more sensitiveto monetary decisions
taken in the next few months, and at the same time,
it presents more reliabl einflation projectionsthan the
onesfor thefull 2005. The projected inflation for this
12-month period, both on the benchmark and market
scenarios, stood slightly above the interval between
the central inflation targets for 2004 and 2005.

28. Ashighlighted in previous Copom’s minutes, the
unstable external scenario has generated a short-term
volatility that tends to broaden the uncertainty about
the future behavior of inflation. On the one hand, this
uncertainty has diminished in the last weeks. On the
other hand, several other factorswere responsiblefor
the deterioration of the Copom’sinflation projections
since the last meeting, despite the exchange rate
appreciation in the period. Those factors include the
increase of the private-sector inflation expectations,
the upward review of fixed telephone tariffs and the
acceleration of the economic activity pace.

29. Regarding economic activity, athough fixed capital
investment has been recovering, thelevel of capacity
utilization hasasoincreased, reaching historical highs.
The fast increase in aggregate demand and in fixed
capital investment have generated higher uncertainty
about the capacity to expand the supply of goods and
serviceswithout triggering inflationary pressures. Even
considering that monetary policy must be oriented to

accommodate the primary effects of supply shocks
asthose recently observed, it isimportant to avoid the
secondary effects of inflation increases, containing the
upward revision of inflation expectations. In addition,
itisalso essential to carefully evaluate the current and
future supply and demand conditions of the economy.

30. The Committee’s members believe that the
maintenance of the current Over-Selicratefor along
period should consolidate a favorable inflation
scenario, with the convergence of market inflation
expectations and the actual inflation rate to the
inflation targets. However, the monetary authority
restates that a more active policy stance will be
adopted if the projected inflation deviates from the
targets, dueto an eventual deterioration of thefactors
that were responsible for the recent increase in
inflation projectionsfor 2004 and 2005.

31l. Even with a deteriorated inflationary
environment, and the respective change in the
required monetary policy stance, there are no reasons
to review economic growth expectations. Indeed, by
fighting the second-order effects of the shocks
recently observed, the monetary policy is aimed at
preserving the medium-term sustainable growth,
promoting the balance between the aggregate demand
expansion and the broadening of the productive
capacity of the economy.

32. Considering the reasons stated above, the
Committee decided, unanimoudy, to maintainthetarget
for the Over-Selic rate at 16.0% p.a., without bias.

33. Attheclosing of the meeting, it was announced
that the Copom would meet again on August 17, for
technical presentations, and on the following day to
discussthe monetary policy decision, as established
in Communiqué 11,516, of October 15, 2003.

Summary of DataAnalyzed by the Copom
Economic Activity

34. According to IBGE's retail survey, sales
increased 10.0% in May, compared to the same month

of 2003. In the year up to May, retail sales and the
retail nominal revenue increased 8.5% and 9.8%,
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respectively, compared to the same period of 2003.
Theregional distribution of growth was generalized,
encompassing all States in the country, except
Roraima. All groups encompassing the retail sector
showed year-on-year growth in May, with highlights
to furniture and electrical appliances.

35. The S&o Paulo Trade Association (ACSP) data
for June registered a 0.2% increase in credit retall
sales, while the Usecheque system consultations
decreased 2.2%, both compared to May and
seasonally adjusted. Inthefirst half of 2004, the same
indicators rose by 7.0% and 1.2%, respectively.

36. The Fecomercio-SP consumer sentiment survey
showed that confidenceimprovedin July, after falling
in June. In the month, the Consumer Confidence
Index (1CC) increased 0.9%, standing at 118.7 points
(range 0 to 200).

37. Regardingfixed capital investment, capital goods
output and construction inputs continued to grow in
May, accumul ating year-on-year expansions of 22.5%
and of 1.8%, respectively. Domestic capital goods
absorption increased 11.4% in the same comparison
basis. The National Bank for Economic and Social
Development (BNDES) credit operations increased
47.7%inthefirst half of 2004. Credit operation tothe
industrial sector (about 41% of the total credit
outstanding) expanded by 27.7%, while credit to
commerce and services sector increased by 52.8%,
and credit to agriculture sector increased 101.3%.

38. ThelBGE'smonthly industrial survey registered
a2.2% increaseinindustrial outputin May, compared
to April, seasonally adjusted. The manufacturing
industry expanded 2.4%, while mining activity
remained stable. Out of the 23 activities surveyed,
18 increased output, and all categories of use
expanded. In the year up to May, industrial output
increased 6.5%, compared to the same period of
2003, with output expansion in 22 out of the 26
activitiesandin all use categories, with highlightsto
the activities benefited from the favorable
performance of the exports and agribusi ness sectors,
as well as from credit expansion. The recovery of
semi and non-durable goods production, albeit less
intense, have increased in tandem with the gradual
improvement of domestic demand.
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39. In May, the CNI recorded a 3.0% increase in
real industrial salesand al.3% increaseinindustrial
worked hours, in comparison to April, seasonally
adjusted. Compared to the same month in 2003, real
sales and worked hours increased 20.3% and 3.8%,
respectively. Thelevel of capacity utilization reached
81.8%, with a 0.8% monthly increase, seasonally
adjusted, and a 1.6% growth in the yearly average
up to May, compared to the same period of 2003.

40. InJune, already published indicators point to a
continued expansion inindustrial output. Steel output
grew 2.5%, seasonally adjusted, accumulating a5.4%
growth in the first half of the year. The car industry
produced 187 thousand vehicles, up 4.5% compared
to May (seasonally adjusted), and 27.7% above June
2003. In the first half of 2004, car production
increased 14.8%, while domestic sales and exports
expanded 20.7% and 3.8%, respectively, compared
to the same period of last year.

Labor Market

41. Theseasonaly adjusted forma employment index
increased 0.5% in June, compared to May, and 4.8%
compared to June 2003, according to the Ministry of
Labor and Employment. In thefirst half of theyear, a
3.9% expansion was recorded, corresponding to the
creation of morethan 1 million jobs.

42. According to the IBGE, the unemployment rate
in the six main metropolitan areas of the country
declined to 12.2% in May from 13.1% in April. The
number of employed workers increased 0.8%, the
highest change in the year, while the number of
unemployed workers declined 6.7%. The estimated
labor forcetotaled 21.5 million people, with adecline
of 0.2%. The same survey registered that the
averagereal earning (deflated by the INPC) in May
was 1.4% below the onein May 2003. Real payroll,
however, grew 1.5% in the month, year-on-year,
reflecting the employment growth.

43. According to CNI seasonally adjusted data, real
payroll and employed workers increased 0.2% and
0.3% in May, respectively, compared toApril. Inthe
year up to May, real payroll and employed workers
increased 7.5% and 0.7%, respectively, compared
to the same period of 2003.



Credit and Delinquency Rates

44. Non-earmarked credit operations grew 1.5% in
June. Corporate credit with domestic funding increased
3.9%, while credit with external funding decreased
2.6%. Individuals credit outstanding increased 1.8%
in June, accumulating a21.9% risein twelve months.

45. Theaverageinterest rate on non-earmarked credit
decreased 0.2 p.p. in June to 44% p.a. The result was
dueto adecline of 0.3 p.p. inthe average lending rates
tocompanies, whichfdl t0 29.7% p.a., whiletheaverage
rate to individuals remained stable at 62.4% p.a.

46. Regarding delinquency in the retail sector, the
net default rate measured by ACSP decreased to
4.3%in June, thelowest level inthe year. Intheyear
up to June, the number of cancelled files and new
negative files increased 10.2% and 6.5%,
respectively. The number of checks returned in
comparison to the total number of checks decreased
to 5.1% in June, the lowest level of the year.

External Environment

47. World economic growth continued to gain
momentum at the end of the first half of 2004. In
Japan, the economy has firmly recovered, mainly
boosted by the vigorous regional trade, with
improvements in the corporate sector transmitted to
consumers. Economic recovery in Europeisstill slow,
while in the U.S. the economy has expanded at a
moderate pace, reinforcing expectations of agradual
monetary policy adjustment. Consumers’ and
producers’ inflation showed declinesin June in the
mainindustrialized economies.

48. InJune, the U.S. industrial production declined
0.3%, the sharpest fall since April 2003 and
immediately after a 0.9% increase in May. The
capacity utilization level decreased to 77.2%
compared to 77.6% in May. The manufacturing
activity registereditsfirst monthly declinein thirteen
months. There was also adeclinein retail sales, the
highest in eighteen months, mainly dueto adecrease
of 4.3% in vehicles sales.

49. Further to the U.S. economy, labor market
registered an increase of 112 thousand jobsin June,

against the average of 300 thousand in the previous
three months. However, the number of new
unemployment claims has stood bel ow 350 thousand
since March, whichishistorically consistent with the
creation of around 200 thousand new jobs. Thetrade
balance registered a lower-than-expected US$46
billion deficitin May, atrend explained by thedollar
depreciation, with exportsand importsincreasing 4.2%
and 0.5%, respectively. The federal government
registered aUS$19.1 billion budget surplusin June,
accumulating aUS$326.6 billion deficit in thefiscal
year to June.

50. Regarding businessconfidence, the servicesBAI
index in the U.S. declined in June. In Japan, the
Tankan indicator increased for the fifth consecutive
month, registering a record high since 1991. In
Europe, business confidence remained flat, athough
consumer confidence increased. The US consumer
confidenceincreasedin Juneto 101.9, after remaining
nearly unchanged at 93.1 in the previous month. In
Japan, consumer confidence also rose significantly.

51. After the FOMC's decision to increase the fed
fundsratein 25 b.p. at the end of June, the markets
reacted positively, with some volatility in the stock
market dueto the rel ease of corporate balances. The
main commodity prices registered some
accommodation in the international market, but still
remaining above historical averages. Oil prices have
maintained an upward trend, influenced by new
attacksto Irag oil pipelinesand by the problemsfaced
by the Russian oil company Yukos.

52. In China, the 9.6% annual growth in the second
quarter, although expressive, was below the expected
10% rate. The monetary and credit measures adopted
by the Chinese government have been limiting
investment in the most dynamic sectors, aiming at
controlling inflationary pressures. Consumer prices
increased 5.0% in June compared to the same month
of 2003, and producer prices grew 6.4% in the same
comparison basis.

Foreign Trade and Balance of Payments
53. The Brazilian trade balance posted a US$3.8

billion surplusin June and the external trade totaled
US$14.8hillion. Exportsand importsincreased 51.2%
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and 49.2%, respectively, compared to June 2003 daily
averages. Inthefirst threeweeksof July (12 working
days), the Brazilian trade surplus totaled US$1.7
billion, an increase of 47.2% and 42.5% in exports
and imports, respectively, compared to the average
figures of July 2003.

54. In June, the current account registered a US$2.1
billion surplus, accumulatingaUS$4.4 billion surplusin
the year. In the first haf of the year, the trade balance
and the current transfers posted US$15.0 hillion and
US$1.6 billion surpluses, respectively, whilethe services
and income account posted a US$12.2 hillion deficit.
Net Foreign Direct Investment reached US$737 million
in June, accumulating US$4.0 billioninthefirst half of
the year. In the same period, externa direct loans and
private securitiesrollover ratesreached 136% and 64%,
respectively. At the end of June, international reserves
stood at US$49.8 billion, while net reserves stood at
US$22.8hillion (IMF concept).

Money Market and Open Market Operations

55. The improvement in the external environment
after the June Copom’s meeting influenced the
domestic yield curve. From June 16 to July 21, the
spread on the 6-month rate in relation to the Over-
Selic rate decreased to 0.78 p.p. from 1.06 p.p.; the
spread on the 1-year rate decreased to 1.25 p.p. from
2.01 p.p.; and the spread on the 2-year rate decreased
to 1.95 p.p. from 2.98 p.p. As a consequence, the
real interest rate measured by ratio of the one-year
nominal interest rateto the 12-months-ahead inflation
expectations declined to 10.1%.

56. Inthe period between the last Copom meetings,
the BCB carried out an auction to rollover Fx swaps.
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In this auction, US$673.6 million in swaps were
contracted (27% of the principal coming due on July
1st), with tenures of 6 and 24 months. The BCB
decided not to rollover the maturing of around US$1
billion on July 15, dueto thelow demand for Fx hedge.
Therefore, the net redemption of Fx linked securities
and swapswill total US$3.6 billion at the end of July
and US$22.0 billionin theyear to July.

57. Due to lessened market volatility, the National
Treasury resumed LTNs placements, carrying out
five offerings of securities maturing in January and
July 2005, totaling R$12.1 billion. Five LFTsauctions
werea so carried out, totaling R$17.6 billion maturing
in 2005, 2006 and 2007. The issuance of National
Treasury Notes— SeriesB and C (NTN-Bsand NTN-
Cs) amounted R$ 2.5 billion, R$1.1 billion of which
settled in currency and the rest settled in exchange
for other National Treasury’s securities.

58. The BCB maintained in its open market
operationsthe weekly post-fixed repo operations (2-
week tenure) and the fixed repo operations (3-month
tenure), as well as the 2-working-day liquidity
management operations. The BCB also carried out
inthisperiod 16 fixed rate reposfalling due between
1 and 2 working days. In the period, the excess
liquidity drained from the market with operations
shorter than 30 days and with 3-month tenure
averaged R$55.2 billion and R$34.2 billion,
respectively.

59. InJune, the net securitized domestic public debt
increased R$9.8 hillion dueto interest rates accrual .
The dollar-linked share decreased to 16.6%, which
represented a fall of 0.8 p.p. in the month and 6.3
p.p. in 2004.



Minutes of the 99* Meeting of the Monetary Policy Committee

(Copom)

Date: August 17, from 4:45PM to 7:00PM, and
August 18", from 3:45PM to 6:25PM

Place: BCB’s Headquarters meeting room of the
8" floor (on August 17*) and 20" floor (on August
18") — Brasilia— DF

In attendance:

Members of the Committee

Henrique de Campos Meirelles — Governor
Afonso Sant’ Anna Bevilagua

Alexandre Schwartsman

Antbnio Gustavo Matos do Vae

Eduardo Henrique de Mello Motta L oyo
Jodo Antonio Fleury Teixeira

Paulo Sérgio Cavalheiro

Sérgio Darcy daSilvaAlves

Department Heads (present on August 17t")
Altamir Lopes — Economic Department

Daso Maranh&o Coimbra — International Reserves
Operations Department

José Anténio Marciano — Department of Banking
Operations and Payments System

José Pedro Ramos Fachada Martins da Silva —
Investor Relations Group

Marcelo Kfoury Muinhos — Research Department
(also present on August 18™)

Sérgio Goldenstein — Open Market Operations
Department

Other participants (present on August 17t")
Eduardo Fernandes — Advisor to the Board

Jodo Batista do Nascimento Magal haes — Special
Advisor to the Governor

Jocimar Nastari — Press Secretary

Katherine Hennings — Advisor to the Board

The members of the Monetary Policy Committee
analyzed the recent performance of and prospects
for the Brazilian and international economies under
the monetary policy framework, which is designed
to comply with the inflation targets established by
the government.

Recent Evolution of Inflation

1. In July, the Broad National Consumer Price
Index (IPCA) rose 0.91%, up from 0.71% in June
and 0.51% in May. The IPCA accumulates a 4.42%
change in the first seven months of the year, and a
6.81% variation in twelve months. The IPCA risein
July can be ascribed to the increase in specific
regulated prices. Someimportant components of the
IPCA in fact decelerated, asin the case of food.

2. The Genera Price Index (IGP-DI) rose 1.14%
in July, compared to 1.29% in June, thus accumul ating
an 8.11% change in the first seven months of 2004.
The deceleration of the IGP-DI in July was due to
lower pressures at both the wholesale and the
consumer levels. The Wholesale Price Index (IPA-
DI), which accounts for 60% of the General Index,
rose by 1.35%, down from 1.57% in June. The
Consumer Price Index — Brazil (IPC-Br) rose by
0.59%, compared to 0.78% in the previous month.
Finally, the National Index of Civil Construction
(INCC), with a 10% weight in the IGP-DI, rose by
1.12%, up from 0.70% in June.

3. Themainindividua contributionstotheJuly IPCA
inflation waselectricity (0.17 p.p.) and fixed telephone
tariffs(0.16 p.p.). Auto-fuel contributed with0.12 p.p.,
partialy reflecting the 10.8% gasoline price increase
todistributorson June 15, aswell astherisein a cohol-
based fuel prices. Food pricesrose 0.67% (0.72% in
June), accounting for 0.15 p.p. of the monthly IPCA
change. Theinter-harvest period was responsible for
specific pressures on the prices of milk and dairy
products. Potatoes, sugar, black beans, wheat flour
and bread al so suffered priceincreases, while soy ail,
vegetables, carioca beans and rice prices fell.

4. InJuly, market pricesincreased 0.52% (0.58%in
June), accounting for 0.37 p.p. of the monthly IPCA
variation, while the increase of 1.89% in regulated
priceswasresponsiblefor theremaining 0.54 p.p. The
deceleration of market prices inflation was
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disseminated in both food and non-food prices. Infact,
50.3% of the goodsand servicesincluded inthe | PCA
basket increased at a lower monthly rate in July,
compared with 43.2% in June. Regarding regulated
prices, besides gasoline, alcohol-fuel, electricity and
fixed telephone prices, road tolls and urban and
interstate buses fares also contributed to the rise.

5. ThelPA-DI decelerationin July reflected lower
rises in both agricultural and industrial prices. The
Agriculture-1PA changed 0.26% in July (0.52% in
June). This reduction was a consequence of the
decrease in prices of cereals and export-oriented
crops, as well aslower pressures from the prices of
anima sand by-products, vegetables, fruit and vegetal
oils. In the same period, the industry-1PA decreased
to 1.76% from 1.97%, mainly dueto the decel eration
of chemical prices (to 2.96% from 5.37% in June).
Other segmentsthat registered lower changesin July,
compared to June, include mechanical, electrical
material, leather, personal care, and tobacco.

6. In July, the IPCA core inflation, measured by
excluding household food items and regulated prices,
regisered a0.47% variation (0.53%inJune), accumulaing
5.02%intheyear and 7.27%in 12 months. Thesmoothed
trimmed-mean core decreased to 0.55% from 0.60%in
June, totaling 4.36% inthe year and 8.05%in thelast 12
months. Without thesmoothing procedurefor pre-sdected
items, the core recorded 0.59% (0.48% in June), 3.56%
in theyear and 5.76% in twelve months.

7. The IPC-Br core, calculated by the Getulio
Vargas Foundation (FGV) under the symmetric
trimmed-mean method, stood at 0.36% in July (0.50%
inJune), accumulating 6.21% in thelast twelve months.

8. InAugust, consumer-pricesinflation shouldfall,
mainly due to lower regulated-prices inflation.
Regarding wholesaleinflation, adecelerationisalso
expected as anticipated by the results of the IGP-10
and the first ten-day period of the IGP-M,
notwithstanding the continuity of specific adjustments
duetoincreasesininternational commaodity prices.

Assessment of I nflation Trends

9. The identified shocks and their impacts were
reassessed according to new available information.
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The scenario considered in the simul ations assumes
thefollowing hypotheses:

a. TheCopom’s projection for the increases of ail
and of cooking gas prices in 2004 were maintained
at 9.5% and 6.8%, respectively;

b. Theprojectionsfor thereadjustment of household
eectricity pricesandfixed telephonetariffsin 2004 were
also unchanged at 11.6% and 12.8%, respectively;

c. Regardingall regulated prices, with atotal weight
of 28.7% in the July IPCA, the Copom maintained
the projection of an 8.3% average rise for 2004;

d. The projection for the readjustment of all
regulated prices for 2005, following the model of
endogenous determination, which takesinto account
seasonal components, the exchange rate, market
pricesinflation and the |IGP-DI change, wasincreased
t0 6.3% from 6.0%;

e. The projection for the 6-month spread over
the Over-Selic rate, following the specification of
aVector Autoregressive model based on the Selic
and the swap rates on the eve of the Copom
meeting, decreases from 88 basis pointsin thethird
quarter of 2004 to 61 basis points in the fourth
quarter of 2005.

10. Regarding fiscal policy, it is assumed that the
consolidated public sector primary surplustarget of
4.25% of the GDP for 2004 and the following two
years will be achieved. The related assumptions
considered in the previous Copom meeting were
maintained.

11. Considering the benchmark scenario hypotheses,
including the maintenance of the Over-Selic rate at
16.0% p.a. and of the exchange rate close to the
level prevailing on the eve of the Copom meeting
(R$3.00), the IPCA inflation was projected above
the 5.5% target for 2004 and above the 4.5% target
for 2005. According to the market scenario, which
takesinto consideration the consensus Over-Selicrate
and the exchange rate as surveyed by the BCB's
Investor Relations Group -— Gerin on the eve of the
Copom meeting, inflation is projected above the
targets for both 2004 and 2005.



Monetary Policy Decision

12. In Jduly, the IPCA inflation acceleration was
strongly influenced by the 1.89% increasein regul ated
prices. Market pricesinflation remained high (0.52%),
albeit slightly lower than in June (0.58%). Regul ated
prices have accumulated a 4.69% increase in the
first seven months of 2004, compared to 4.42% in
the IPCA, thus reverting the trend observed up to
June, when market prices changes systemically
surpassed regulated prices variations. As to the
wholesaleinflation, there has been some decel eration
since June, both in the agricultural and industrial
segments, eventhough it hasremained high. The I PA-
DI increased 1.35%, accumulating 9.84% in the year.

13. The smoothed trimmed-mean core IPCA stood
at 0.55% in July. Although this has been the lowest
rate since February 2004, it isincompatible with the
medium-term inflation targets. The non-smoothed
trimmed-mean core posted 0.59%, for the first time
since February 2003above the smoothed trimmed-
mean core. In the first seven months of the year, the
smoothed and non-smoothed trimmed-mean cores
registered 4.36% and 3.56%, respectively, equivalent
to annualized figures of 7.59% and 6.19%. Core
inflation excluding household food itemsand regul ated
prices stood at 0.47% in July, the lowest rate in the
year. However, the core by exclusion accumulated
in the January-July period (5.01%) iswell abovethe
headlineinflation.

14. Economic activity has continued to grow
vigoroudly, asproved by different production, salesand
employment indicators. According to the Brazilian
Ingtitute of Geography and Statistics—IBGE, industrial
output grew 7.7%inthefirst half of theyear, compared
to the same period of 2003. In monthly terms, industrial
production grew 0.5% in June (seasonally adjusted),
reaching a new historical high, approximately 12%
abovethe recent trough observed in June 2003. Several
leading and coincident indicators suggest that the
indugtria rebound gained momentumin July, assignaed
by the shipments of packaging paper (up 3.4%
compared to June, s.a.) and by the production of
vehicles (up 5.2%, same comparison basis).

15. According to the National Industry
Confederation—CNI, industrial salesrose by 16.8%

in the first half of the year, compared to the same
period of 2003. In June, industrial sales increased
1.2%, s.a., compared to the previous historical high
in May. The CNI data have continued to point out a
higher growth pace for industrial sales than for
industria production.

16. According to the IBGE, retail sales have also
expanded, not only in nominal terms (up 10.92% in
thefirst half of the year, compared to the same period
of 2003) but also in volume (up 9.33%). These are
the highest growth rates for retail sales since 2001.
According to the National Association of
Autovehicles Manufacturers — Anfavea, domestic
car sales increased 3.2% in July, month-on-month
seasonally adjusted, and 21.4% in the January-July
period, compared to the same period of 2003.

17. Thelabor market has benefited from the activity
rebound. According to the IBGE, the unemployment
ratefell in Junefor the second consecutive month, to
11.7%. Data from CNI and from the Federation of
Industries of Sao Paulo State — Fiesp confirm a
continuous expansioninthelevel of employment and
in the real payroll in the manufacturing industry.
Accordingto CNI, real payroll grew 7.8%inthefirst
half of the year. The level of forma employment,
according to the Ministry of Labor and Employment,
surged 0.5% in June, with more than 1 million jobs
created in the first half of the year.

18. As a natural consequence of what has been
occurring in the labor market, the recovery process
disseminated, reaching not only the credit-sensitive
and exports-oriented activities, but also activities
dependent on |abor market conditions. According to
the IBGE, salesin supermarkets, hypermarkets, food,
beverages and tobacco rose by 2.8% in the second
quarter (seasonally adjusted) and accumulated a
5.4% expansioninthefirst half of theyear, compared
to the same period of 2003. In the same comparison
basis, sales of fabrics, clothing and shoes increased
3.1% and 7.3%, respectively. Non-durable goods
output has also been reacting to the increase in
demand and grew 2.1% in the first half of the year,
compared to the same period of 2003. In other words,
different indicators demonstratethat the activity level
isnow less supported by the monetary stimulus that
triggered the recovery and more dependent on the
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labor market, as well as on gains in real earnings
ensured by the reduction of inflation.

19. Meanwhile, the sectors more sensitive to credit
conditions, that have led the economic rebound, have
not yet shown any accommodation in the growth
pace. According to the IBGE, furniture and appliances
salesincreased 9.4% in the second quarter (quarter-
on-quarter, s.a.), following a 7.2% expansion in the
first quarter of the year. Cars and autoparts sales
rose by 6.3% against —-0.3% in the same periods.
The same trend is noticed for durable consumer
goods, whose growth rate increased to 7.2% in the
second quarter of this year.

20. Thequarterly FGV industrial survey reported a
capacity utilization of 84.1%in July, s.a., closeto the
85.2% historical peak reached in the first quarter of
1995. The level of idle capacity varied
heterogeneously among the sectors. From July 2003
to July 2004, capital goods industry increased its
capacity utilizationto 82.0% from 71.6%, approaching
itshistorical peak of 84.7%. Consumer goodsindustry
performed similarly, raising its capacity utilization to
83.9% from 76.0%, compared to a historical peak of
87.8%. On the other hand, capacity utilizationin the
intermediate goods industry remained flat in the
period, in the range between the average and the
historical peak, an interval much narrower than in
other sectors. The heterogeneity iseven clearer when
the data are disaggregated by industrial subsector,
with some subsectors close to historical highs and
some others that have not yet reached their average
levels (the series starts in 1990).

21. Capital goods absorption (domestic production
plusnet imports) has continued itsexpansi onary trend.
Comparing the first half of the year with the same
period of 2003, capital goods absorption grew 13.8%.
The consolidation of this trend is crucial for the
economy to broaden itsgrowth potential . At thisstage,
however, it isparticularly difficult to project the output
gap, inan environment of asharp expansion of demand,
as has been observed in the last few quarters.

22. Exports, which arestill expanding at afast pace,
accumulated a 34% increase in the first half of the
year, compared to the first half of 2003. In the same
period, total imports grew 27% and non-oil imports
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grew 23%, reflecting the strong recovery of domestic
demand. The trade balance accumulated a US$18.5
billion surplusin the first seven months of the year,
whilethe current account registered aUS$6.2 billion
surplus in the same period. Evidence that the U.S.
economy may be growing below what was previoudy
expected, with weaker inflationary pressures,
lessened the risk of afaster monetary tightening by
the Federal Reserve. As a consequence, market
volatility hasdiminished in thelast few weeks, what
contributed to the maintenance of the Brazilian
sovereign risk below 600 basis points. The exchange
rate oscillated around the July average (R$3.04/US$),
appreciating to around R$3.00/US$ on the eve of
the Copom meeting.

23. Oil prices are the main concern in the external
front. The recent trend reinforces the fears that il
prices may reach and persist for alonger period of
timeat higher level sthan the onesrecently considered
asthemost likely scenario, evenif somereversionin
relation to the recent hikes occurs. The Copom'’s
projection for theincrease of gasoline pricesin 2004
was maintained at 9.5%, whichisenough to eliminate
the gap between domestic and international prices,
considering crude oil at around US$35 per barrel.
This benign scenario has been sustained due to the
diagnosisthat part of therecent volatility in oil prices
isdueto speculative factorsthat may dissipate, even
in the presence of some geopolitical risks. However,
since the last Copom meeting, the balance of risks
regarding oil pricesincreased. Theserisks may cause
ahigher-than-expected increasein gasoline pricesin
2004, or a greater lag between domestic and
international pricesto be correctedin 2005. Moreover,
regardless of the evolution of domestic gasoline
prices, the increase in international oil prices is
transmitted to the domestic economy, partly through
the intermediate productive chains, such as the
petrochemical, and also through the deterioration in
inflation expectations of the private sector.

24. The deterioration of market inflation
expectationsfor 2004, initiated in May, has continued
since the last Copom meeting. The median IPCA
expectation increased to 7.18% from 7.10%. The
median expectation for the next twelve months
decreased to 6.22% from 6.27%, and the main reason
why this happened lies in the fact that the inflation



expectation for July 2005 was |ower than the onefor
July 2004. The median of inflation expectations for
2005 remained steady at 5.50%, albeit the mean and
the standard deviation of the surveyed sample
increased somewhat, a clear evidence of a more
pessimistic sentiment of the private sector regarding
the 2005 inflation.

25. The Copom's inflation projections, both in the
benchmark and in the market scenarios, have dightly
increased compared to last month. Theimpact caused
by the combination of higher market inflation
expectations for 2004 and the increase in projected
regulated prices in 2005, to 6.3% from 6.0%, more
than offset the effect on theinflation projections caused
by the increase in the yield curve. The benchmark
scenario projections, based on unchanged Over-Selic
and exchange ratesthroughout the projection horizon
(at 16% p.a. and R$3.00/US$, respectively), point out
toaninflation rate above the 5.5% target for 2004 and
above the 4.5% target for 2005. It should be stressed
that the projected deviation inrelation to the 2005 target
is much lower than the one projected for 2004. The
market scenario, which takes into account the
consensus Over-Selic and exchange rates on the eve
of the Copom meeting, projectsinflation rates above
the ones of the benchmark scenario (i.e., above the
targets for 2004 and 2005), since it considers a
reduction of the Over-Selic rate and a more
depreciated exchange rate. The Copom also assessed
a third hybrid scenario, considering an unchanged
Over-Sdlic rate and the exchange rate path expected
by the market. Compared to the market scenario,
inflation projectionswereidentical for 2004 and dightly
below for 2005.

26. As in previous meetings, the Committee also
analyzed the inflation projections for the next 12
months, corresponding to the second half of 2004
and thefirst half of 2005. The projected inflation for
this period, both in the benchmark and market
scenarios, stood above the interval between the
central inflation targets for 2004 and 2005.

27. The strong and continuous economic rebound,
which already reaches historical highs, requires extra
caution in the conduct of monetary policy, aimed at
preserving the bal ance between aggregate supply and
demand. The level of capacity utilization has rapidly

increased, approaching historical records in some
sectors. Recent data for capital goods domestic
absorption and for civil construction activity indicate
that fixed capital investment isrecovering. However,
during periods of reversion in the economic activity
cycle, in which fast expansion follow the slow and
erratic growth pattern of thelast few years, itisnatural
to have a high degree of uncertainty regarding the
speed of growth of the productive capacity in sectors
whose current levelsof capacity utilization are already
high, and a so regarding the potential growthtrend. In
this scenario, with the fast increase in aggregate
demand, it is fundamental to carefully assesstherisk
of an eventual narrowing of the output gap.

28. In the previous Copom’s meetings, the
Committee’s members stressed that the maintenance
of the current Over-Selic ratefor along period would
consolidate a favorable inflation scenario, with the
convergence of theactual inflationrateto theinflation
targets. However, the monetary authority admitted
that amore active policy stance could be adopted if
inflation projections deviated from the targets, dueto
an eventual deterioration of the underlying factors
that led to the increase in inflation projections. The
Committee’s members understand that since the last
meeting two factors enhanced the risks that could
jeopardize the accomplishment of theinflation targets.
The first one is the increase in oil prices. The
possibility of a higher and longer rise in oil prices
than previously projected, not accompanied by an
adjustment of the monetary policy, could produce
second-order effectsincompatible with theinflation-
targeting regime. The second factor, partialy a
consequence of the increase in ail prices, is the
deterioration of inflation expectationsfor 2005, which
had been steady for some time. As the scenario is
not consolidated yet, the Copom will be cautious to
the new developments of these factors.

29. Even if the inflationary scenario should require
an adjustment of the Over-Selicrateinthefuture, itis
important to reiterate that it should not impact the
sustainable growth process of the Brazilian economy.
Onthe contrary, monetary policy contributesto growth
by fighting second-order effects of the supply shocks,
and by promoting the balance between the expansion
of aggregate demand and the broadening of the
economy’s productive capacity. Moreover, sustaining
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inflation in apath consistent with the inflation targets
isessential to preservereal earnings, fundamental for
the continuousand bal anced expansi on of the domestic
demand, and for the dissemination of the economic
growth benefitsto the population.

30. Considering the reasons stated above, the
Committee decided, unanimoudy, to maintainthetarget
for the Over-Selic rate at 16.0% p.a., without bias.

31. Attheclosing of the meeting, it was announced
that the Copom would meet again on September 14,
for technical presentations, and on thefollowing day
to discussthe monetary policy decision, as established
in Communiqué 11,516, of October 15, 2003.

Summary of DataAnalyzed by the Copom
Economic Activity

32. According to IBGE'’s retail survey, sales
expanded for the sixth consecutive month in June,
increasing by 0.17% month-on-month, seasonally
adjusted. Compared to June 2003, real sales and
nominal revenues increased 12.8% and 15.6%,
respectively. Theregional distribution of growth was
generalized, encompassing all Statesin the country,
except Roraima. All groups encompassing the retail
sector posted year-on-year growth ratesin June, with
highlightsto furniture and electrical appliances, which
increased 36.3%.

33. The S&o Paulo Trade Association (ACSP) data
for July registered a 1.2% increase in credit retall
sales, whilethe Usecheque system consultationsrose
3.4%, both compared to June, seasonally adjusted.
In the year up to July, the same indicators rose by
7.0% and 1.8%, respectively.

34. The Federation of Commerce of S&o Paulo
(Fecomercio) consumer sentiment survey showed
that the Consumer Confidence Index (ICC) increased
2.2%in August, standing at 121.3 points (range 0 to
200). This increase was due to improved future
expectations by consumers.

35. Regarding fixed capital investment, capital goods
output and construction inputs continued to grow in
June, accumulating year-on-year expansions of
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25.2% and of 3.4%, respectively. Capital goods
imports increased 8.9% in the same comparison
basis. The domestic capital goods absorption rose by
13.8%, despitethe 52.3% increase of exports, mainly
agriculture machinery. The National Bank for
Economic and Social Development (BNDES) credit
operations increased 47.7% in the first half of the
year, compared to the same period of 2003. Credit
operations to industry (about 41% of total credit
outstanding) expanded by 27.7%. Credit to commerce
and the services sector increased by 52.8%, and credit
to the agriculture sector grew 101.3%.

36. ThelBGE'smonthly industrial survey registered
a0.5%increaseinindustria output in June, compared
to May (seasonally adjusted). The manufacturing
industry expanded 0.4%, while mining activity
increased 1.8%. Out of the 23 activities surveyed,
13 registered increases in output, while out of the 4
categories, 3 expanded. Intermediate goods output
decreased 0.4%, after five consecutive months of
increase. In the year up to June, industrial output
increased 7.7%, compared to the same period of
2003, with output expansion in 22 out of the 26
activitiesandin all use categories, with highlightsto
export-oriented and agribusiness activities, as well
as credit-sensitive activities. Semi and non-durable
goods production increased 2.1%, reflecting the
gradual recovery of the labor market.

37. In June, the CNI recorded a 1.2% increase in
real industrial salesand a0.9% increasein industrial
worked hours, in comparison to May, seasonally
adjusted. Compared to the same month in 2003, real
sales and worked hours increased 27.7% and 8.2%,
respectively. Thelevel of average capacity utilization
in industry reached 83.2%, the highest ever, with a
1.7% monthly increase (seasonally adjusted). In the
first half of the year, capacity utilization expanded
2.1%, compared to the same period of 2003.

38. According to the FGV industrial survey
nationwide, the average level of capacity utilization
stood at 84.1% in July, s.a. Thislevel isthe highest
since 2000 and isapproximately 4 p.p. above the 1990-
2004 historical average, albeit still below the record
high of 85.2% registered in April 1995. The mechanic
industry is in the historical high, while other six
industries are close to the historical peaks.



Transportation material and pharmaceutical products
are the only two industries that remain below the
respective historical average.

39. TheFGV survey and the CNI business sentiment
survey pointed out improved confidencein July. These
surveys also perceived a better prospect in terms of
domestic demand.

40. InJuly, leading indicators anticipate acontinued
expansion in industrial output. Packaging paper
shipments expanded 3.8% in the month, s.a.,
accumulating a 13.0% growth in the year. The car
industry produced 189 thousand vehicles, up 5.2%
compared to June (seasonally adjusted), and 38.8%
above July 2003. In the year to July, car production
increased 18.0%, while domestic sales and exports
expanded 21.5% and 12.5%, respectively, compared
to the same period of last year.

Labor Market

41. Theformal employment increased 0.5% in June,
compared to May, s.a.,, and 4.8% compared to June
2003, according to the Ministry of Labor and
Employment. In the first half of 2004, there was a
3.9% expansion in formal employment compared to
the same period of last year. Thisresult corresponded
to 1,034,656 new employed workersinthefirst half of
theyear, compared to 560,907 inthefirst half of 2003.

42. Theunemployment rate, measured by the IBGE
in the six main metropolitan regions of the country,
decreased in Junefor the second consecutive month,
standing at 11.7% after peaking to 13.1% last April.
Total employed workers increased 0.4% in June,
while unemployed workersfell 4.1%.

43. In industry, seasonally adjusted CNI data
showed expansions of 0.7% in employed workers
and 1% in real payroll in June, compared to May. In
the first half of the year, real payroll and employed
workers increased 7.8% and 1.2%, respectively,
compared to the same period of 2003.

Credit and Delinquency Rates

44. Non-earmarked credit operations increased
1.2% in July. Individual credit operations increased

1.8%, while corporate credit expanded 0.8%, led by
theincrease of 1.3% in credit with domestic funding.
Corporate credit with external funding fell 0.2%.

45. The average interest rate on non-earmarked
credit decreased 0.1 p.p. in July, standing at 43.9%
p.a. Corporateinterest rates remained stable at 29.7%
p.a., whilethe average ratefor individual s decreased
0.4 p.p. to 62% p.a. Total delinquency in non-
earmarked credit maintained the downward trend in
July, fallingto 7.1% from 7.2% in June, specially due
tothe 0.3 p.p. fall inindividual default rate.

46. The default rate measured by the ACSP fell in
July tothelowest level of the year. Thetotal number
of cancelled and new files increased 10.4% and
6.5%, respectively, in the year to July. The number
of returned checks, compared to the total number of
checks, decreased to 5.1% in June, also reaching
the lowest level of the year.

External Environment

47. Recent indicators suggested some deceleration
of the world economy growth, partially attributed to
oil prices increases. The second quarter U.S. GDP
stood at 3.0% in annual terms, bel ow expected. The
Japanese GDPgrew 0.4% in the second quarter, also
below expectations, while the Euro Zone economy
grew 0.5%, below the 0.6% rate recorded in thefirst
quarter of the year.

48. The slower U.S. GDP growth in the second
quarter of the year was led by the reduction in
consumption growth, which increased 1.0% in the
second quarter, compared to 4.1% in thefirst quarter.
In China, industrial production increased 15.5% in
July, year-on-year, the lowest rate in the last twelve
months. On the other had, the Economic Commission
for Latin America and the Caribbean (ECLAC)
revised the growth forecast for the region in 2004 to
4.5% from 4.0% estimated in May.

49. Regarding monetary policy, the Bank of England
raised its repo rate by 25 b.p., to 4.75%, while the
European Central Bank decided to maintain its basic
interest rate unchanged at 2.0%, regardiess of the
increase in oil prices. Inthe U.S,, the Federal Reserve
decided to raise the target for the fed fundsrate by 25
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b.p., considering that the weaker activity level in June
and July wastrangitory, owing primordialy totherisein
energy prices, and that the economy was prepared to
resume astronger pace of expansion in the near future.

50. Thecontinuousincreasesin oil pricesposed risks
to global economic growth and price stability, aswell
aslimited therecovery of asset prices. Theinteraction
between geopolitical factors (tensionsin the Middle
East, uncertainties about the future of Yukos and the
referendum in Venezuela), growing demand and
constrained supply contributed to increase oil prices,
reaching record levelsin August.

Foreign Trade and Balance of Payments

51. TheBraziliantradeba ance posted aUS$3.5 hillion
surplusin July. Exports and importsincreased 54.0%
and 42.3%, respectively, compared to July 2003 daily
averages. Total external trade reached US$14.5 billion
in July, accumulating ahistorical high for a12-month-
period (US$141.7 billion). In the first two weeks of
August (10 working days), the trade balance surplus
totaled US$1.7 billion, with increases of 34.9% for
exports and of 34.7% for imports, year-on-year.

52. InJuly, Brazilian exportstotaled US$9.0 hillion,
registering historical records for manufactured and
semi-manufactured goods. Manufactured exports
reached US$4.7 billion, while primary exportstotaled
US$2.8 billion and semi-manufactured exports
amounted to US$1.3 billion, with increases of 47.3%,
71.5%, and 43.7%, respectively, compared to the
same period of 2003.

53. Importstotaled US$5.5 billion, maintaining the
upward trend initiated at the end of 2003. All
categories grew, led by fuel (up 121.5%), consumer
goods (+38.3%), raw materia and intermediate goods
(+34.6%) and capital goods (+23.8%).

54. In July, the current account registered a US$1.9
billion surplus, accumulatingaUS$6.2 billion surplusin
theyear. Inthefirst seven months of theyear, thetrade
balance and current transfers posted US$18.5 hillion
and US$1.9 hillion surpluses, respectively, while the
services and income account posted aUS$14.1 billion
deficit. Net foreign direct investment reached US$1.5
billionin duly, accumulating US$5.5 billion in thefirst
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seven monthsof theyear. At theend of July, internationd
reserves stood at US$49.7 hillion, while adjusted net
reserves stood at US$23.0 billion (IMF concept).

Money Market and Open Market Operations

55. After the July Copom’s meeting, the domestic
yield curve moved upwards, mainly initslonger end.
The determinant factor justifying theyield curve move
wasthe market’sinterpretation about the July Copom'’s
minutes, but international marketsvolatility and some
internal political noisesalso contributed for themove.
From July 21 toAugust 18, the spread on the 3-month
and 6-month rates in relation to the Over-Selic rate
increased 0.13 p.p. and 0.38 p.p., respectively, while
the 1-year and the 2-year rates increased 0.56 p.p.
and 0.47 p.p. In the same period, the real interest rate
measured by the ratio between the one-year nominal
interest rate and the 12-month-ahead inflation
expectations increased to 10.6% from 10.1%.

56. Inthe period between the last Copom meetings,
the BCB carried out an auction to rollover securities
and Fx swaps coming due on August 12. In this
auction, US$281 million in swaps were contracted
(18% of the principal coming due), with tenures of
11 and 17 months. The net redemption of Fx-linked
securities and swaps in the year to August totals
US$23.4 hillion.

57. TheNational Treasury carried out four offerings
of LTNs, totaling R$5.5 billion. Four LFTs auctions
were also carried out (three selling and one buying,
thelatter smultaneoudly to the second selling auiction),
placing net R$3 billion maturing in 2005, 2006 and
2007. In the same period, there were one buying
auction and one selling auction for National Treasury
Notes — Series B and C (NTN-Bs and NTN-Cs),
which amounted R$737 millionin net sales.

58. The BCB maintained in its open market
operationsthe weekly post-fixed repo operations (2-
week tenure) and the fixed repo operations (3-month
tenure), as well as its daily liquidity management
operations. The BCB also carried out in this period
16 fixed rate overnight repos. The higher frequency
of these operations after July 28 enabled thereduction
of the gap between the Over-Selic rate and itstarget,
from 0.25 p.p. on July 27 to 0.13 p.p. on August 18.



In the period after the July Copom'’s meeting, the
excess liquidity drained from the market with
operations shorter than 30 daysfell to R$34.5 billion
on average, while with the 3-month-tenure
operations, it roseto R$46.9 billion on average.

59. InJuly, the net securitized domestic public debt
was stable. Thefixed share decreased to 15.1% from
16.8%in June, dueto the net redemption in the month.
Thedollar-linked share also decreased, to 14.1% from
15.8% in June.
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Resolution 3,209, 6.30.2004 — Maintained the Long-
Term Interest Rate at 9.75% (TJLP), to be applied in the
third quarter of 2004.

Resolution 3,210, 6.30.2004 — Set the inflation target for
2006 at 4.5% with atoleranceinterval of plus or minus 2.0
percentage points.

Resolution 3,211, 6.30.2004 — Altered and consolidated
rules dealing with the opening, maintenance and operation
of specia demand deposit accounts and savings accounts.
These accounts can be opened exclusively by individua
persons who do not have other demand deposit accounts.
The utilization of checks to operate such accounts is
prohibited. At the same time, the holder of such accountsis
not required to present proof of income. Institutions are not
permitted to charge for opening and operating such accounts.
It should be stressed that, at any time whatsoever, the
balance of such accounts and the sum total of monthly
deposits is limited to a maximum of R$1,000.00. With
implementation of this measure, this amount is no longer
restricted, provided that the holder of the account is a
beneficiary of a microcredit operation based on the terms
of Resolution 3,109, dated 7.24.2003. In this case, the limit
isincreased by the amount of the credit granted.

Resolution 3,214, 6.30.2004 — Deals with the supply of
purchase option contractsinvolving farm products supported
by Floor Price Guaranty Policy (PGPM) inauctionsof public
stocks.

Resolution 3,220, 7.29.2004 — Altered the rules for
calculating the amounts to be invested in microcredit
operationstargeted to thelow-income popul ation and micro-
entrepreneurs. As determined in Resolution 3,109/2003,
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commercial banks, multiple banks with commercial
portfolios, the Federal Savings Bank and credit cooperatives
are obligated to channel a minimum of 2% of their deposit
balances into microcredit operations. The alterations refer
to the periods of calculation, deposit and the date of
verification of compliance with thisrequirement. The period
of calculation, which was previously defined as July 1 to
June 30 of the following year, was redefined as the twelve
month period prior to the month preceding that in which
verification of the deposit is carried out. Verification of
compliance, which previously occurred on the 15" business
day of the month of August of each year, isnow carried out
on the 20" day of each month or on the 1% subsequent
business day. If they are not invested in microcredit
operations, the resources corresponding to this requirement
are to be deposited in cash at Banco Central do Brasil on
the day on which compliance is verified and are to remain
unavailableto theinstitution in question until the date of the
following deposit. Such deposits at Banco Central do Brasil
will not be entitled to earnings.

Circular 3,248, 7.29.2004 — Among other matters, deals
with the opening, maintenance and operation of deposit
accounts for investment purposes, as referred to in Law
10,892, dated 7.13.2004, revoking Circular 3,235, dated
4.22.2004. In relation to the revoked Circular cited above,
the mgjor alterations were:

a) change of the date on which operation of such investment
deposits accounts is to be initiated from August 2 to
October 1, 2004;

b) prohibition of the opening of joint investment deposit
accounts in those cases in which one of the account
holdersis a corporate entity;

c) clientsaregiventhe prerogative of deciding to open savings
accounts as part of the investment deposit accounts,

d) foreigninvestors, investment funds or clubs and holders
of current accounts not subject to the levying of the
Provisional Contribution on Financial Transactions
(CPMF) are dispensed from the obligation of opening
investment deposit accounts.

Law 10,931, 8.2.2004 — Deals with the individualization
of real estate undertakings, Real Estate Credit Bills, Real
Estate Credit Bonds and Bank Credit Bonds. In thiscontext,
it should be stressed that the major alteration refers to the
institution of the special taxation system, which consists of
charging arate of 7% of the monthly revenues received by
the real estate undertaking subjected to the system of
individualized accounting. In this case, the assets of the



individual undertaking are separated from those of the
incorporator, as determined in Provisional Measure 2,221,
dated 9.4.2001, for payment of the following taxes:

a) Corporate Income Tax (IRPJ);

b) Social Contribution on Net Income (CSLL);

c) Contribution to the Financing of the Social Security
System (Cofins);

d) Contribution to the Program of Social Integration/
Program of Civil Service Assets Formation (Pl S/Pasep).
Consequently, theland and accessions of an undertaking
and other properties and rights connected to it bear no
responsibility for other debts of the incorporator related
to those taxes.

CVM Normative Instruction 409, 8.18.2004 — Defined
new rulesfor the investment fund segment to go into effect
90 daysafter publication. The mgor changeswereasfollows:

a) fund management may be exercised not only by financial
institutions but also by nonfinancial corporate entities
authorized by the Securities and Exchange Commission
of Brazil (CVM);

b) the requirement that all funds are obligated to release
information on their major characteristicsin the form of
aprospectus, containing information on investment policy
and therisksinvolved;

c) definition of categoriesfor the classification of funds as
follows:

i) short-term funds, exclusively for purposes of
investment in federal public securities;

ii) referenced funds, denominated by a performance
indicator, with at least 80% of the fund’s equity
represented by federal securities and fixed income
assets, for which the issuer has alow credit risk;

i) fixed income funds, stock funds and exchange funds,
which should have at | east 80% of their asset portfolios
referenced to the risk factor that gives its name to
this particular class;

iv)external debt funds, with investment of at least 80%
of their equity in federal government external debt
securities;

v) multimarket funds, referring to those in which there is
no commitment to concentratein any specific risk factor.

Resolution 3,229, 8.26.2004 — For purposes of
compliance with the demand that 2% of the balances of
demand deposits be invested in microcredit operations, this
Resolution permitted financial institutions to calculate the
following operations:
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a) transfer of resources to micro-entrepreneur credit
companies (SCM) by means of interbank deposits, inthe
case of operations carried out by targeted productive
microcredits;

b) acquisition of this credit modality from Public Interest
Civil Society Organizations (OSCIP) and
Nongovernmental Organizations (NGOs).

In both cases, the effective rate of interest charged to the
borrower may not exceed 4% per month and the sum total
of these resources is restricted to 30% of the value of the
required investments. Targeted productive microcredit is
understood as an operation granted for purposes of meeting
thefinancia needsof micro and small business undertakings.

Law 10,878, 6.8.2004 — A provision was added to Law
8,036, dated 5.11.1990, in such a way as to make the
operation of Severance Fund Contribution (FGTS)
referenced accounts more flexible, in the case of personal
need in which the urgency and gravity of the situation was
caused by natural disaster.

Provisional Measure 193, 6.24.2004 — Authorized the
federal government to transfer an amount equivalent to
R$900 millionto thestates, Federal District and municipaities,
with the objective of stimulating the nation’s exports, based
on the criteria, time periods and conditions stated in this
Provisional Measure.

Constitutional Amendment 44, 6.30.2004 — Raised the
participation of the states and municipality from 25% to 29%
of the Contribution on Intervention in the Economic Domain
(Cide-fuel). It should be stressed that the participation of
the statesand municipalitiesin the Cideinflow wasauthorized
by Constitutional Amendment 42, dated 12.19.2003, and
went into effect in January of this year.

Provisional Measure 197, 7.7.2004 — Created the
National Industrial Structure Modernization Program
(Modermaq), with the objective of fostering and
stimulating general industrial modernization while making
the capital goods sector more dynamic. Modermaq
encompasses financing for the acquisition of machines
and equipment and other capital goods, with the objective
of stimulating creation of jobs, increasing productivity and
enhancing the technological development of the national
industrial structure.



Decree5,146, 7.20.2004 — Authorized inclusion of electric
power transmission undertakingsthat are part of the Basic
Network of the National Interconnected System, in the
National Privatization Program (PND) and determined that
the National Electric Power Agency (Aneel) should foster
and monitor processes involving the tendering of these
CoNCessions.

Law 10,925, 7.23.2004 — Reduced the Program of Social
Integration/Program of Civil ServiceAsset Formation (PIS/
Pasep) and Socia Security Financing Contribution (Cofins)
rates on internal market imports and marketing of fertilizers
and agricultural pesticidesand eliminated thelevying of these
contributions on revenues generated by the sale of beans,
rice, manioc flour, farm production inputs, vaccines for
veterinary use, among other products.

Provisional Measure 201, 7.23.2004 — Authorized
review of the social security benefits that went into effect
after February 1994 and payment of amountsin arrearsunder
the conditions specified therein.

Provisional Measure 202, 7.23.2004 — For purposes of
thelevying of theincomewithholding tax and annual income
tax returns, this measure excluded the amount of R$100.00
per month from total taxableincome originating in salaried
labor paid in the period from August to December 2004.

Decree 5,164, 7.30.2004 — Reduced the Program of Social
Integration/Program of Civil ServiceAsset Formation (PIS/
Pasep) and Social Security Financing Contribution (Cofins)
rates to zero on financial revenues earned by legal entities
subject to the system of noncumulative levying of the stated
contributions. These measures do not apply to financial
revenues originating in interest on the entity’s own capital
nor to revenues consequent upon hedge operations.

Law 10,931, 8.2.2004 — Instituted the special system of
taxation applicable to real estate incorporations. The system
isoptional and irrevocablewhiletheincorporator’scredit rights
or obligations persist in relation to those acquiring the real
estatein question. The option for the special system of taxation
will gointo effect oncethefollowing requirementsare satisfied:

a) delivery of the option declaration at the appropriate unit
of the Secretariat of Federal Revenue, according to the
terms of the regulations to be defined; and

b) definition of the land and accessions included in the
real estateincorporation, asdeterminedin Law 4,591,
dated 12.16.1964.
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Provisional Measure 205, 8.6.2004 — Authorized
payment of the economic grant to Banco do Brasil SA. in
the interest rate equalization modality in credit operations
for purposesof investment inthe areacovered by the Central -
West Constitutional Financing Fund (FCO), backed by
resources obtained from the Worker Support Fund (FAT).
Providing of the grant is limited by the terms of this
Provisional Measure to credit operationstotaling up to R$1
billion, in operations contracted with productive sectorsin
the Central-West Region, formalized by 6.30.2005.

Provisional Measure 206, 8.6.2004 — Instituted the Tax
System for Stimulating the Modernization and Expansion
of the Port Structure (Reporto); expanded the period
allowed for deposit of the Industrialized Products Tax (1PI)
(altered from half-monthly to monthly payments); expanded
the existent tax exemption on Real Estate Bonds (LH)
and extended the exemption to Real Estate Credit Bills
(LCI) and Certificates of Real Estate Receivables (CRI),
when such are held by individual persons; altered the tax
treatment for financial investmentsthrough adifferentiated
type of treatment for both fixed income and variable
income investments.

Decree 5,172, 8.6.2004 — Reduced the rate of the
Financial Operations Tax (IOF) from 7% to 4% on life
insurance operations, effective as of September 2004. In
September 2005, the rate will drop to 2% and, in September
20086, to zero.

Decree 5,173, 8.6.2004 — Intensified the process of
attenuating the tax burden on capital goods by reducing the
rate of the Industrialized Products Tax (IPI) from 3.5% to
2%. Furthermore, expanded the list of machines and
equipment included in this process, by introducing 29
additional product lines. Thismeasure represents continuation
of the policy of reducing taxes on capital goods that began
with issue of Decree 4,955, which reduced the IPI rate on
these capital goods from 5% to 3.5%.

Law 10,933, 8.11.2004 — Approved the Multiannual Plan
(PPA) for the 2004/2007 period, in compliance with the
provision in art. 165 of the Federal Constitution. The sum
of the physical goals of the projects defined for the period
covered by the PPA represents the limit to be observed by
budget guideline legislation and budget law and later
additional credits. In their turn, the amounts allocated to
each activity are for purposes of reference and do not
represent limits on the programming of the outlays stated
in budget legislation.



Law 10,934, 8.11.2004 — Approved the guidelines for
elaboration of the Federal Budget for 2005 (L DO/2005).
Thislaw determined that the 2005 budget must maintain the
same primary surplus target defined for 2004 or, in other
words, 3.15% of Gross Domestic Product (GDP). With this,
the consolidated target set for the nonfinancial public sector
was maintained at 4.25%.

Decree 5,183, 8.13.2004 — Defined the conditions and
requirements for application of the provision in art. 9 of
Provisional Measure 2,159-70, dated 8.24.2001. The stated
M easure reduced the income tax rate on remittances abroad
to zero when such remittances are to be used exclusively
for payment of expenses related to:

a) market research for Brazilian export products;

b) participation in expositions, fairs and similar events,
including rentalsand |eases of standsand exposition sites,
when such activities are related to the promotion of
Brazilian products;

c) publicity in the framework of such events.

Decree 5,184, 8.16.2004 — Created the Energy Research
Company (EPE) with the objective of rendering servicesin
the area of studies and research in support of energy sector
planning, in such areas as el ectric power, petroleum, natural
gas and its derivatives, mineral coal, renewable energy
sources and energy efficiency, among others.

Provisional Measure 209, 8.26.2004 — With regard to
benefit plans of a social security nature, allowed
complementary pension fund entities and insurance
companies created as of January 1, 2005 and structured in
the defined and variable contribution modalitiesto opt for a
taxation system in which amounts paid to the participants or
beneficiaries in the form of benefits or redemptions of
accumulated amounts are subject to theincomewithholding
tax at the following rates:

a) 35%, for resources accumulated over a period equal to
or less than two years;

b) 30% for resources accumulated over a period of four
years or less and a minimum of two years,

c) 25%for resourcesaccumulated over aperiod of six years
or less and a minimum of four years;

d) 20% for resources accumulated over a period of eight
years or less and a minimum of six years;

e) 15% for resourcesaccumulated over aperiod of tenyears
or less and a minimum of eight years; and

f) 10% for resources accumulated over a period of more
than ten years.
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The period of accumulation isunderstood asthetime period
€l apsed between theinflow of the resourcesinto the benefit
plan maintained by the complementary pension fund entity,
by an insurance company or at Individual Programmed
Retirement Fund (Fapi) and the payment referring to the
redemption or benefit, with due consideration of the time
of permanence, the form and time of reception and the
amounts paid.

STN Directive 261, 5.20.2004 (DOU 5.21.2004) —
Authorized issue of National Treasury Notes, Series| (NTN-
1), intheamount of R$55,973,711.00 (fifty fivemillion, nine
hundred and seventy three thousand, seven hundred and
elevenreals), referenced to 5.15.2004, to be used in payment
of interest rate equalization in the financing of exports of
Brazilian goods and services supported by Export Financing
Program (Proex).

Brazil-China Memorandum of Understanding in the
Area of the Health and Phytosanitary Security of Food
Products (DOU 6.8.2004) — This Memorandum has the
purpose of fostering bilateral communication and cooperation
in the area of health and phytosanitary security of food
products. With thisin mind, the parties involved agreed to
establish a mutual consultation mechanism that would
operatein keeping with the principles, regulations, rightsand
obligations stipulated in the Agreement on Application of
Health and Phytosanitary Measures of the World Trade
Organization (WTO), subject to therules and regul ations of
each country.

Brazil-China Memorandum of Understanding on
Cooperation between the Brazilian Ministry of
Planning, Budget and Management and the Chinese
Ministry of Trade (DOU 6.8.2004) — This Memorandum
has the objective of intensifying economic-commercial
relations between the two countries, on the basis of the
principlesof equality and mutual benefits. The partiescommit
themselvesto taking advantage of aseries of initiativesthat
encompass the areas of trade, transportation infrastructure
and energy and mutual investments, in order to reinforce
interchanges of products, technology and services.

Camex Resolutions 16, 6.11.2004 (Republished in the
DOU dated 6.18.2004), 21, 7.20.2004 (DOU
7.22.2004) and 23, 8.24.2004 (DOU 8.26.2004) —
Altered the ad valorem rates of the Import Tax on Capital



Goods and Informatics and Telecommunications goods
involving products specified as ex-tariff to 2% (two percent)
up to 6.30.2006.

Decree 5,106, 6.15.2004 (DOU 6.16.2004) — Published
the list of Mercosul tariff concessions in the framework of
the Agreement on the Global Trade Preferences System
among developing countries, promulgated by Decree 194,
dated 8.21.1991.

Bacen Resolution 3,203, 6.17.2004 — Deals with the
opening, maintenance and operation of demand deposit
accountsfor Brazilian individua swho aretemporarily abroad.

Bacen Circular 3,241, 6.17.2004 — Issued title 13
(Payments of Imports in Reals) of the Import Exchange
Regulations, which form chapter 6 of the Consolidated
Exchange Rules (CNC). Title 13 of chapter 6 of the CNC
issued by the Bacen Circular dated 4.2.2002 is voided.

STN Directive 300, 6.23.2004 (DOU 6.25.2004) —
Authorized issue of National Treasury Notes, Series| (NTN-
1), intheamount of R$10,574,941.05 (ten million, fivehundred
and seventy four thousand, nine hundred and forty onereals
and five cents), referenced to 6.15.2004, to be used in the
payment of interest rate equalization in the financing of
exportsof Brazilian goods and services supported by Export
Financing Program (Proex).

Bacen Circular 3,242, 6.23.2004 — Altered Floating Rate
Exchange Market Regulations. Eliminatesthe prohibition on
the granting of credit-to-credit card users for the financing
of goods and services acquired abroad.

Bacen Circular 3,243, 6.23.2004 — Altered the provisions
on the utilization of international credit cards. Permits
multiple banks with commercial portfolios and the Federal
Savings Bank to accept international credit cards as
instruments for making deposits in the demand deposit
accounts cited in Bacen Resolution 3,203, dated 6.17.2004.

Bacen Resolution 3,213, 6.30.2004 — Deals with
utilization of credit cardsin order to make depositsin demand
deposit accounts and for transmitting payment orders.

Camex Resolution 18, 6.30.2004 (DOU 7.1.2004) —
Extended thereduction in therate of theimport tax to zero on
the medicines and pharmaceutical goods cited in Annex | to
12.31.2004 and the rates on medicines and pharmaceutical
goodscontainedin Appendix 1 of thisResolutionto 7.31.2004.
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Camex Resolution 20, 7.6.2004 (DOU 7.1.2004) —
Altered the Common Mercosul Nomenclature (NCM) and
the rates of the Import Tax included in the Common
External Tariff (TEC) and treated in Appendix | of Camex
Resolution 42, dated 12.26.2001, and included the codes
specified in Appendix IIl of the same Resolution
(pharmaceutical goods/medicines).

Secex Circular 39, 6.30.2004 (DOU 7.2.2004) —
Announced that the Manual on the Tariff Quota System of
the European Community for Jute and Cocoa Fiber
Products, Handmade Products and Products Woven in
Manual Loomsisavailable.

Bacen Resolution 3,217, 6.30.2004 — Permitted
anticipated settlement of liabilitiesinvolving external credit,
leasing and short-term import operations.

Bacen Resolution 3,219, 6.30.2004 — Redefined the
criteria applicable to the operations of the interest rate
equalization system of the Export Financing Program and
revokes BCB Resolution 2,799/2000.

Decree 5,127, 7.5.2004 (DOU 7.6.2004) — Reduced the
Program of Socia Integration/Program of Civil Service
Asset Formation (Pl S/Pasep) and Socia Security Financing
Contribution (Cofins) ratesto zero on the chemical products
classified in Chapter 29 of the Common Mercosul
Nomenclature (NCM) and of the pharmaceutical products
cited therein.

Provisional Measure 197, 7.7.2004 (DOU 7.8.2004,
rectified on 7.9.2004) — Created the National Industrial
Structure Modernization Program (Modermaq) and takes
other measures.

MDIC Directive 183, 7.20.2004 (DOU 7.21.2004) —
Announced the criterion to be applied in distributing the
exportable volume of 5,000 tons of in natura beef among
national companies, in the Hilton Quotamodality, granted to
Brazil by the European Union for the period between
7.1.2004 and 6.30.2005.

Provisional Measure 202, 7.23.2004 (DOU 7.26.2004)
— Reduced the rates of the Program of Social Integration/
Program of Civil Service Asset Formation (Pl S/Pasep) and
Socia Security Financing Contribution (Cofins) contributions
on the revenues earned on sales of merchandise for
consumption or industrialization in the Manaus Free Zone
(ZFM), by corporate entities established outside the ZFM.



Law 10,925, 7.23.2004 (DOU 7.26.2004) — Reduced
the Program of Social Integration/Program of Civil Service
Asset Formation (Pl S/Pasep) and Social Security Financing
Contribution (Cofins) rates on imports and internal market
marketing of fertilizers and farm pesticides and revokesthe
rules cited therein. Conversion of Provisional Measure 183
into Law, dated 5.10.2004.

STN Directive 381, 7.23.2004 (DOU 7.27.2004) —
Authorizedissue of National Treasury Notes Series| (NTN-
), inthe amount of R$71,358,632.22 (seventy one million,
three hundred and fifty eight thousand, six hundred and thirty
two reals and twenty two cents), referenced to 5.17.2004,
to be utilized in the payment of interest rate equalization in
the financing of exports of Brazilian goods and services
supported by Export Financing Program (Proex).

Camex Resolution 22, 7.20.2004 (DOU 7.29.2004) —
Altered the List of Exceptions to the Common External
Tariff, the List of Convergence of the Informatics and
Telecommunications Sector and takes other measures.

Bacen Resolution 3,222, 7.29.2004 — Deals with the
opening of foreign currency deposit accounts in the name
of residents in the country and abroad.

Bacen Circular 3,250, 7.30.2004, and Bacen Resolution
3,221, 7.29.2004 — Defined conditions for registration of
resources obtained on theinternational market through foreign
market issues of securities denominated in redls.

Bacen Circular 3,249, 7.30.2004 (DOU 8.2.2004) —
Released the Regulations on International Freight, which
becomes Chapter 7 of the Consolidation of Exchange Rules.
The provisons govern transfers of amounts from and to the
international market as a result of international cargo
transportation activity, independently of the transportation
modality utilized. Revokestherulescited therein.

Decree 5,165, 8.2.2004 (DOU 8.3.2004) — Regulated
Provisional Measure 197, dated 7.7.2004, which createsthe
National Industrial Structure Modernization program
(Modermaq) and takes other measures.

Circular 3,251, 8.3.2004 — Disciplined utilization of credit
cards issued abroad, as treated in Resolution 3,213/2004, in
thenameof individual persons, for the cases specified therein.

Resolution 3,227, 8.5.2004 — Defined the conditions for
granting financing under the terms of National Industrial
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Structure Modernization Program (Modermag). Thelimit on
investmentswas set at up to R$2,500,000,000.00 (two billion
andfivehundred million redls) in thetwel ve months subsequent
to the date on which this Resolution went into effect.

Secex Circular 47, 8.2.2004 (DOU 8.4.2004) —
Released information on the Annual Review of the General
System of Preferences of the United States for 2003, the
result of which was published in Volume 69, no. 128, of the
Federal Register, dated 7.6.2004.

Provisional Measure 206, 8.6.2004 (DOU 8.9.2004)
— Altered taxation of the financial and capital market,
instituted the Tax System for Incentivesto the M odernization
and Expansion of the Port Structure (Reporto) and takes
other measures.

Decree 5,183, 8.13.2004 (DOU 8.16.2004) — Regulated
the reduction of the Income Tax rate on remittances abroad,
under the terms of article 9 of Provisional Measure 2,159-
70, dated 8.24.2001, and takes other measures. Tax reduction
applicablein the payment of expendituresrelated to market
research for Brazilian export products, participation in
expositions, fairs and similar events, publicity in the
framework of such events.

Decree 5,195, 8.26.2004 (DOU 8.27.2004) — Deals with
the reduction of the Program of Social Integration/Program
of Civil Service Asset Formation (PlS/Pasep) and Social
Security Financing Contribution (Cofins) contribution rate
to zero on imports and internal market sales operations
involving fertilizersand farm pesticides, astreated in article
1 of Law 10,925, dated 7.23.2004, and takes other measures.
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Banco Central do Brasil Management

Members of the Monetary Policy Committee (Copom)
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Henrique de Campos Meirelles
Governor

Afonso Sant'Anna Bevilaqua
Deputy Governor

Alexandre Schwartsman
Deputy Governor

Antonio Gustavo Matos do Vale
Deputy Governor

Eduardo Henrique de Mello Motta Loyo
Deputy Governor

Jodo Antonio Fleury Teixeira
Deputy Governor

Paulo Sérgio Cavalheiro
Deputy Governor

Sérgio Darcy da Silva Alves
Deputy Governor
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Altamir Lopes
Head of the Departament of Economics (Depec)

Daso Maranhao Coimbra
Head of the Departament of International Reserve
Operations (Depin)

José Antonio Marciano
Head of the Departament of Banking Operations and
Payments System (Deban)

José Pedro Ramos Fachada Martins da Silva
Head of the Investor Relations Group (Gerin)

Marcelo Kfoury Muinhos
Head of the Research Departament (Depep)

Sérgio Goldenstein
Head of the Departament of Open Market Operations
(Demab)



Abimaq Brazilian Association of the Machinery and Equipment Industry

ABPO Brazilian Corrugated Board Association

ACC Advances on Exchange Contracts

ACSP S0 Paulo Trade Association

AGF Federal Government Acquisitions

Aladi Latin American Integration Association

Aned Brazilian Electricity Regulatory Agency

Anfavea National Association of Automotive Vehicle Manufacturers
ANP National Petroleum Agency

Bacen Central Bank of Brazil

Bancoob Banco Cooperativo do Brasil

Bansicredi Banco Cooperativo Sicredi

BNDES Brazilian Devel opment Bank

BNDESpar BNDESParticipacfesS.A.

BoJ Bank of Japan

Camex Foreign Trade Council

CCR Reciprocal Credit and Payment Agreement

CDA Agriculture and Livestock Deposit Certificate

CDI Interfinance Certificate of Deposit

Cepal Economic Commission for Latin Americaand the Caribbean
Cide Contribution on Intervention in the Economic Domain
CMN National Monetary Council

CNC Consolidation of Exchange Norms

CNI National Confederation of Industry

Cofins Contribution for the Financing of Social Security
Copom Monetary Policy Committee

CPMF Provisional Contribution on Financia Transactions
CPR Rural Product Bill

CRA Agribusiness Receivables Certificate

CRI Certificate of Real Estate Receivables

CSLL Social Contribution on Net Profit

CVM Securitiesand Exchange Commission of Brazil

DAX Deutscher Aktienindex

DI Interfinancial Deposit

Dieese Inter Trade Union Department of Statistics and Socio-Economic Studies
DJIA Dow Jones Industrial Average

DR Rural Invoice

ECB European Central Bank
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EGF Federal Government L oans

Embi+ Emerging Market Bond Index Plus

EPE Energy Research Company

EU European Union

Fapi Individual Programmed Retirement Fund

FAT Worker Support Fund

FCO Constitutional Fund for the Financing of the Central-West Region
FDI Foreign Direct Investments

FecomercioRJ Trade Federation of the State of Rio de Janeiro
FecomercioSP Trade Federation of the State of Sao Paulo

Fed Federal Reserve System

FGTS Severance Fund Contribution

FGV Getulio Vargas Foundation

Fiesp Federation of Industries of the State of S&o Paulo
FIF Financia Investment Funds

Finame Special Industrial Financing Agency

FITVM Funds based on investments in stocks and securities
FMP Mutual privatization funds

FOB Free on Board

FOMC Federal Open-Market Committee

FTSE 100 Financial Times SecuritiesExchange Index
Funcex Foreign Trade Study Center Foundation

GDP Gross Domestic Product

Gerin Investor Relations Group of the Central Bank of Brazil
HICP Harmonized Indices of Consumer Prices

IBGE Brazilian Institute of Geography and Statistics

I bovespa S&o Paulo Stock Exchange Index

ICC Consumer Confidence Index

lcea Index of Current Economic Conditions

Ice Current Industrial Employment Index

ICMS Tax on the Circulation of Merchandise and Services
IEC Consumer Expectation Index

IGP General Pricelndex

IGP-DI General Pricelndex —Domestic Supply

IGP-M General Pricelndex —Market

1c Consumer Intention Index

IMF International Monetary Fund

INCC National Cost of Construction Index

INPC National Consumer Pricelndex

INSS National Social Security Institute

IOF Financial Operations Tax

I PA-DI Wholesale Price Index — Domestic Supply
IPA-OG Wholesale Price Index — Overall Supply

IPCA Broad National Consumer Pricelndex

IPC-Br Consumer Pricelndex—Brazil

IPC-DI Consumer Price Index —Domestic Supply

I PI Industrialized Products Tax

IRPJ Corporatelncome Tax

ISV Institute for Supply Management

LCI Real Estate Credit Bill
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LDO Budget DirectivesLaw

LEC Special CreditLine

LFT National Treasury Financing Bills

LH MortgageBill

LSPA Systematic Farm Production Survey

LTN National Treasury Bills

Mapa Ministry of Agriculture, Livestock and Supply
mbd Million barrels per day

MDA Ministry of Agrarian Development

MDIC Ministry of Development, Industry and Commerce
Mercosul Southern Common Market

Moderagro Program of Agricultural Modernization and Conservation of Natural Resources
Moderfrota Program of Modernization of the Farm Tractor Fleet and Like Implementsand Harvesters
Moderinfra Program of Incentivesto Irrigation and Storage

Moder maqg National Industrial Structure Modernization Program

MTE Ministry of Labor and Employment

Nasdag National Association of Securities Dealers Automated Quotation
NBCE Banco Central do Brasil Note— Special Series

NCM Common Mercosul Nomenclature

NGO Non-governmental Organizations

NTN-B National Treasury Note— Series B

NTN-C National Treasury Note— SeriesC

NTN-D National Treasury Note— SeriesD

NTN-I National Treasury Note— Series|

Nuci Level of Installed Industrial Capacity Utilization

OECD Organisation for Economic Co-Operation and Devel opment
Opec Organization of Petroleum Exporting Countries

Oscip Organization of the Civil Society for Public Interest

pp. Percentage points

py. Per year

PAP Crop and Livestock Plan

Pasep Program of Civil Service Asset Formation

PEA Working Population

PEP Production Outflow Awards

PGPM Floor Price Guaranty Policy

PIM Monthly Industrial Survey

PIS Program of Social Integration

PMC Monthly Trade Survey / Montly Survey of Trade (do IBGE)
PME Monthly Employment Survey

PND National Privatization Program

PPA Multiannual Plan

Prodeagro Agribusiness Development Program
Prodecoop Program of Cooperative Development for Aggregating Value to Crop/Livestock Production

Proex Export Financing Program

Pronaf National Program for Strengthening Family Agriculture
Reporto Port Restructuring Program

S& P500 Standard and Poor’ s 500

SBPE Brazilian System of Savingsand Loans

SCM Micro-business credit companies

SCR Credit Information System
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Selic

TEC
TILP
T™MU
TN
USA
VEP

WTO
ZMA

Specia Drawing Rights

Foreign Trade Secretariat

Special System of Clearance and Custody
Secretariat of Complementary Social Security
Federal Supreme Court

Brazilian High Court of Justice

National Treasury Secretariat
CommonExternd Tariff

Long-Term Interest Rate

Technical Memorandum of Understanding
National Treasury

United States of America

Product Marketing Value

West Texas Intermediate

World Trade Organization

Manaus Free Trade Area
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