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Brazilian monetary policy in 2003 was circumscribed by deteriorating expectations
as of the fourth quarter of 2002 and by the liquidity conditions encountered in the

international economy. The supply shock that occurred in 2002 was provoked by

cutbacks in external credits and led to increased short-term inflationary expectations,
within a scenario of exchange market volatility and passthrough to internal prices.

At the same time, inertial factors rooted in the rules covering increases in government

monitored prices exerted added pressure on inflation indices.

However, the continued commitment to the inflation targeting system and stronger

application of fiscal adjustment policy were key elements in placing the foundations
of the Brazilian economy solidly on the road to recovery. The 2003 inflation target

was adjusted from 4% to 8.5%, in order to avoid greater losses of product growth.

Parallel to that decision, the fiscal surplus target was raised from 3.75% to 4.25% of
GDP, in order to hold the public debt trajectory at manageable levels.

With the magnitude of the shocks that hit the Brazilian economy in the period, Banco
Central made every effort to achieve – and clearly managed to do so – a sharp

reduction in the growth rates of major price indices, as the trajectory of inflation

expectations gradually shifted in the direction of convergence with the targeted
parameters defined for coming years. It is important to stress, in this context, that

the National Monetary Council (CMN) set inflation targets at 5.5% for 2004 and 4.5%

for 2005, with a tolerance interval of 2.5 percentage points.

Using interest rates as the major monetary policy instrument in its efforts to reverse

upward movement in inflation, Copom increased the Selic rate target by 50 base
points in its first meeting of the year. In February, the Selic rate was raised once

again, this time by 100 base points to 26.5% per year. At the same time, CMN raised

the compulsory reserve rate on demand resources from 45% to 60%, withdrawing
approximately R$8 billion from circulation.
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The monetary policy adopted in the first half of the year had the effect of curtailing
pressures on price levels, reducing the uncertainties that had hovered over the

economy and bringing market expectations more into line with the inflation target

trajectory.

Appreciation of the real in the first six months of the year also aided in lowering

inflation indices through decreases in the costs of imported goods. For the most
part, this movement was generated by improvement in the trade balance position and

in international liquidity conditions.

Over the course of 2003, the value of emerging country securities, including those

issued by Brazil, rose sharply. The spread between American and Brazilian papers

dropped gradually from 1,324 base points in January to an average range of 569 in
December, thus facilitating new external funding operations.

As a consequence of these factors, in June 2003 Banco Central began progressively
shifting toward a more gradual monetary policy, reducing the Selic interest rate

target at seven consecutive Copom meetings. By December, the Selic rate had

dropped to 16.5%p.y., a reduction of 1000 base points when compared to the rate
in effect in February. Aside from this, the compulsory reserve rate on demand

deposits was cut from 60% to 45% in August, thus returning to the level in effect

at the start of the year.

These measures generated a direct impact on the cost of credit operations and the
banking spread in the segment of nonearmarked funding. From June to December,

the median rate on asset operations dropped by 10.9%, reflecting reductions of 8.4

p.p. in loans to corporate entities, and 14.8 p.p. in operations with individual
borrowers. The banking spread shrank by 3.2 p.p. in the period.

In this context, the first signs of rising credit demand were perceived as of September
and were evident in the results of operations based on nonearmarked resources.

This movement was more significant in operations with individual borrowers,

particularly consumer financing operations targeted at acquisitions of durable
consumer goods, especially vehicles. At the same time, credit is an important

instrument in stimulating consumption, since incentives rooted in growth in real

available income depend on improvement in employment and wage increases.

Analysis of credit operations with corporate entities indicates that growth in the

final months of 2003 had not yet registered signs of consistent recovery in business
credit demand. Expectations are that demand for investment financing will rise

gradually in response to the budding process of recovery in economic activity,

particularly when one considers indicators of idle capacity in the productive sector.
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The adverse factors that affected placements of federal public securities in the

second half of 2002 were progressively reversed over the course of 2003. Demand

for public securities increased steadily as improvement in the foundations of the
economy provoked a turnaround in the forward interest rate structure, shifting

demand toward preset instruments.

In the month of January, Treasury Financing Bills (LFT), which are indexed to the

Selic rate, accounted for 100% of the papers issued by the National Treasury as a

direct result of the uncertainties that marked the period. The first issue of preset
papers since October 2002 took place on February 25 and involved National

Treasury Bills (LTN), indicating the shift in the public security demand structure in

2003.

Consequently, over the course of the year, the participation of LFT in monthly

issues fell gradually to a level of 5.1% in December. In the opposite direction, the
participation of LTN rose gradually to 77.9% at the end of 2003. As a result, once

one ignores security exchange operations, the participation of LFT in total issues

came to 63%, that of LTN to 34% and other securities, mostly involving NTN-B and
NTN-C, which are indexed to price indices, to 3%.

The change in placement conditions impacted the profile of the internal federal

public securities debt (DPMF) held by the public. Following the upward trajectory

that marked the start of the year, participation of LFT in the total debt reached 66.6%
in April and closed the year at 60.6%, which was slightly higher than in December

2002. The relative participation of LTN, in turn, increased from 2.2% to 12.5% in the

period, while that of NTN-B and NTN-C moved from 9% to 10.7%.

At the end of August, the National Treasury introduced a new federal security

auction system. In order to induce institutions accredited to operate with the
government (dealers) to work more intensively with market makers and, thereby,

provide liquidity to the secondary securities market, the Treasury began holding

special operations at the time of public offers. In these operations, a percentage of
the volume sold at auction is offered exclusively to these institutions at the median

price negotiated in the public offer. The percentage available for the special

operation is defined in the first notification of the public offer.

The reason it was decided to offer NTN-B – a security tied to the IPCA and, therefore,

more appropriate to protecting the capital of institutional investors – in the month
of September was that pension funds had been identified as the sources of demand

for long-term instruments. In the same sense, the start of NTN-B and NTN-C
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purchase auctions had the objective of reducing the liquidity risk of these investors,
by increasing the volume of transactions with securities on the secondary market.

In December, the National Treasury introduced the NTN-F, a new debt instrument
designed to lengthen the issue term of preset papers. The fundamental difference

between this security and the LTN is payment of the half-yearly coupon. The

presence of these coupons, which may be negotiated separately, reduces the
paper’s duration and makes it more attractive. The offer of NTN-F was well received

by the market, as the papers offered were totally absorbed at an average rate just

a bit lower than the LTN auction on the same day.

Aside from the change in the participation of preset and postset instruments, it was

also possible to lengthen terms and reduce contracted rates. The rates agreed upon
in the LTN auctions fell from 28.8% per year in February, with terms of 217 days, to

16% per year in December, with terms of 560 calendar days. The discount on 343 day

LFT negotiated at the start of January came to 0.72% per year, while in December
the discount closed at 0.23% per year, with terms of 1,645 days. The same process
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occurred with NTN-C, with rates of 10.59% per year in February, aside from indexing
according to the IGP-M, and 9% per year in December, for papers with terms of just

less than 6,500 calendar days.

Despite the increase in the overall average term of issues, the median term of the
DPMFi dropped from 33.24 months to 31.34 months, as a result of the larger volume

Graph 2.2
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of issues in the first half of 2003, when issue terms were shorter, and of the increase
in the participation of LTN in total issues. The median term of the debt tied to preset

papers increased from 3.06 to 6.5 months and that of the debt indexed to the Selic

rate moved from 21.83 months to 22.74 months. The median term of the debt tied to
price indices dropped from 79.18 months to 77.88 months.

With respect to rolling of the debt indexed to exchange rate variation, the only
occurrence perceived was the contracting of exchange swaps in detriment to issues

of NTN-D, which are indexed to the dollar. With the decline in demand for hedging

and with the objective of gradually reducing public sector exchange rate exposure,
the auction system was altered several times during the year. Consequently, in

January, Banco Central announced that it would no longer roll the interest on

maturing exchange instruments and, in May, the institution declared its intention
of no longer determining a fixed percentage for the rolling of the principal of swaps

and exchange securities, thus separating monetary policy measures from exchange

policy on the primary market. This change was targeted at reducing public debt
exposure to exchange rate fluctuations, to the extent permitted by demand for

hedging. In September, auctions were carried out in just one day, independently of

the value rolled.

These measures impacted exchange turnover in the period. This item had reached

a mark above 90% of total maturities up to June, considering only principal, and

closed the year with a rolling rate of 15.1% after reaching 2.5% in November.
Consolidated results for 2003 indicate that exchange turnover – excluding final and

intermediate interest – came to 73.2%. Public debt exchange exposure was reduced

by R$69.2 billion in the period, representing a reduction in the relative participation
of these papers in DPMFi from 37% to 22%.

With regard to daily management of financial system liquidity, strategies were
adopted with the aim of lengthening the terms of repo operations. Starting in
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January, aside from very short-term two day operations, go-around auctions were
held with terms of up to 28 calendar days. However, in the second half of the year,

the terms of these operations were positioned in the range of 14 days. In November,

Banco Central started holding LTN sale operations with resale commitment and
maturity of three months with the objective of increasing this term.

The median net financing position with federal public securities in January came to
R$74.6 billion. Following a small increase in February, the volume of these operations

dropped by R$46.6 billion in June. Here, it is important to stress the adjustments that

were made in swap operations calculated against demand for hedging, considering
that interest rate movements were favorable to the position of the monetary

authority. Starting in July and up to the end of the year, turnover value oscillated

between R$50 billion and R$56 billion.

��������	 ����������

The evolution of the monetary aggregates in 2003 reflected the reversal in the

uncertainties that had marked the second half of 2002, as well as normalization of

the flow of external resources. Here, one should also cite the start of the process of
renewed economic activity and the increased volume of credit operations generated

by the more flexible monetary policy, as evinced by the downward movement in basic
interest rates as of June and in exchange rate stability.

In this context, viewed in the restricted concept (M1), median daily money supply
balances came to R$104.9 billion in December for an increase of 2.5% in the year.

With regard to the various components, growth was registered in the balances of

currency held by the public, 3.1%, and in demand deposits, 2.2%. The slight growth
in the aggregate was due to the atypically high basis of comparison consequent,

fundamentally, upon disbursements originating in extraordinary releases of FGTS,

migration of resources out of fixed income funds and the volume of resources
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channeled into outlays on the electoral process. Income velocity of M1 components
was stable during the year and compatible with performance. Based on an analysis

of data purged of seasonal factors and deflated by the IPCA, it is important to stress

the reversal of the downward trend registered under this aggregate in the final
quarter of the year. For the most part, this performance was a result of slight recovery

in credit operations, the income tax refund schedule, which concentrated releases

in the final months of the year, and to movement of resources resulting from external
funding operations.

In keeping with demand for demand deposits, the monetary base, which had been

dropping steadily since March in terms of median daily balances, registering an
accumulated drop of 15.8% up to September, began registering growth in the final

quarter and closed the year with expansion of 1.3% and a total of R$70.8 billion. The

percentage change in 12 months reflected an increase of 4.8% in the average balance
of currency issued and a reduction of 6.3% in the banking reserve position. Mention

should also be made of the reduction in the compulsory reserve rate on demand

deposits in the month of August.
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Analysis of the sources of primary currency issues involving Banco Central’s
relations with the financial system, adjustments in derivative operations through

exchange swaps – the mechanism used to provide exchange hedging to the market

– were the most important cause of monetary base reductions, with an impact of
R$15.6 billion in the year. At the same time, the segment “other accounts” dropped

by R$1.9 billion, caused mostly by amortizations of the debts of financial institutions

involved in extrajudicial liquidation. The factors that attenuated these results were
releases related to additional compulsory reserve requirements on deposits and

refunds involving the compulsory reserve on the deposits of the Brazilian System

of Savings and Loans (SBPE) which, taken together, generated growth of R$7.3
billion. In the opposite sense, National Treasury accounts – excluding security

operations – resulted in a contractive annual flow equivalent to R$1.1 billion, as the

transfer of tax resources to the Operating Account came to R$256.8 billion, with
growth of 12.2% or less than the result for the preceding year. Considering this

performance and stability in monetary base demand, the liquidity adjustment of the

economy was achieved through net purchases of federal public securities in the
amount of R$11.2 billion.

Two alterations were introduced into the compulsory reserve system and obligatory
reserves on demand deposits. Circular 3,177, dated 2.19.2003, moved the rate on the

arithmetic average of the amounts subject to reserve (VSR) from 45% to 60%. Once

Graph 2.8

Monetary base and money supply (M1)
Average daily balances

Monetary base

   0 
   10 
   20 
   30 
   40 
   50 
   60 
   70 
   80 

Mar
2002

Jun Sep Dec Mar
2003

Jun Sep Dec

R
$ 

bi
lli

on

Currency issued Banking reserves

Money supply (M1)

   0 

   20 

   40 

   60 

   80 

   100 

   120 

Mar
2002

Jun Sep Dec Mar
2003

Jun Sep Dec

R
$ 

bi
lli

on

Demand deposits
Currency outside banks

Monetary base

-10
-5
0
5

10
15
20
25
30
35

Mar
2002

Jun Sep Dec Mar
2003

Jun Sep Dec

M
on

th
ly

 %
 c

ha
ng

e

-50

-25

0

25

50

Monthly percentage change

Money supply (M1)

-10
-5
0
5

10
15
20
25
30
35

Mar
2002

Jun Sep Dec Mar
2003

Jun Sep Dec
M

on
th

ly
 %

 c
ha

ng
e

-5
0
5
10
15
20
25
30
35

Percentage change accumulated in
12 months



60   Boletim do Banco Central do Brasil – Annual Report 2003

confidence in economic policy had been restored, with the consequent stabilization
of the rate of exchange and convergence of inflation rates toward the predefined

targets, Banco Central issued Circular 3,199, dated 8.8.2003, reestablishing the rate

on bank deposits at 45%. At the same time, successive declines were registered in

Table 2.1 – Collection rate on mandatory reserves

Percentage

Period Demand Time Savings Credit FIF FIF FIF

deposits1/ deposits1/ deposits1/ operations Short-term 30 days 60 days

Prior to

Real Plan  40  -   15  -  -  -  -  

1994 Jun  100   20   20  -  -  -  -  

Aug "   30   30  -  -  -  -  

Oct "  "  "   15  -  -  -  

Dec  90   27  "  "  -  -  -  

1995 Apr "   30  "  "  -  -  -  

May "  "  "   12  -  -  -  

Jun "  "  "   10  -  -  -  

Jul  83  "  "  "   35   10   5  

Aug "   20   15   8   40   5   0  

Sep "  "  "   5  "  "  "  

Nov "  "  "   0  "  "  "  

1996 Aug  82  "  "  "   42  "  "  

Sep  81  "  "  "   44  "  "  

Oct  80  "  "  "   46  "  "  

Nov  79  "  "  "   48  "  "  

Dec  78  "  "  "   50  "  "  

1997 Jan  75  "  "  "  "  "  "  

1999 Mar "   30  "  "  "  "  "  

May "   25  "  "  "  "  "  

Jul "   20  "  "  "  "  "  

Aug "  "  "  "   0   0  "  

Sep "   10  "  "  "  "  "  

Oct  65   0  "  "  "  "  "  

2000 Mar  55  "  "  "  "  "  "  

Jun  45  "  "  "  "  "  "  

2001 Sep "   10  "  "  "  "  "  

2002 Jun "   15  "  "  "  "  "  

Jul "  "   20  "  "  "  "  

2003 Feb  60  "  "  "  "  "  "  

Aug  45  "  "  "  "  "  "  

1/ As of August/2002, a new additional payment on demand resources (3%), time deposits (3%) and 

    savings deposits (5%) became effective. As of October/2002, rates for additional payments

   on demand resources, time deposits and savings deposits moved to 8%, 8% and 10%, in that order.
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the Selic rate targets, moving from 26.5% per year in May to 16.5% per year, in
December.

With respect to the broad monetary aggregates, the broad monetary base, which is
composed of monetary and federal internal high liquidity security liabilities, expanded

by 12.5% in the year, coming to R$886.9 billion at the end of December. According

to the accrual system, the major factor underlying this growth was the appropriation
of federal security debt charges held by the market. It should be stressed that the

expansionary impact on the broad base was partially offset by the updating of the

federal securities debt indexed to exchange and by adjustments in derivative
operations.

Above all else, the behavior of the broad money supply in 2003 reflected 46% growth
in the quotas of fixed income funds, compared to a 2% falloff in 2002, which was a

result of the strong flow of resources targeted to investment fund and originating

in savings accounts, time deposits and foreign capital inflows. The M2 concept,

Table 2.2 – Financial assets

End-of-period balance R$ billion

Period M1  M2  M3  M4  

2002 Jan  74.7   314.5   625.8   758.3  

Feb  73.9   316.2   628.5   758.0  

Mar  73.2   324.0   639.0   761.9  

Apr  74.8   322.7   638.6   764.7  

May  73.8   324.5   638.3   764.7  

Jun  79.7   342.0   638.5   769.6  

Jul  82.8   353.5   640.9   771.4  

Aug  85.5   369.2   648.7   765.3  

Sep  88.2   375.9   658.6   776.7  

Oct  88.8   382.2   666.0   786.2  

Nov  91.9   385.6   675.4   796.2  

Dec  107.8   397.5   688.3   807.5  

2003 Jan  92.5   388.5   693.3   818.1  

Feb  91.0   391.1   703.9   823.5  

Mar  87.1   385.2   707.8   827.4  

Apr  84.5   382.3   709.6   829.3  

May  83.3   385.4   718.2   839.3  

Jun  85.6   383.2   728.4   846.3  

Jul  84.3   385.7   746.0   862.7  

Aug  84.3   387.6   762.9   877.0  

Sep  85.4   388.1   775.9   893.4  

Oct  85.5   386.0   787.8   902.4  

Nov  92.3   398.7   811.8   927.8  

Dec  109.5   412.7   838.2   959.9  
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which includes M1, savings deposits and securities issued by financial institutions,
expanded by 3.8% in the year, or less than the capitalization of its components. This

result was generated by net negative inflows registered under savings accounts and

time deposits.

M3, which includes M2 plus quotas in fixed income funds and the federal public

securities that provide backing to the net financing position in repo operations

between the nonfinancial sector and financial system, registered growth of 21.8%
in the year. Particular mention should be made here of the net inflow of investment

funds in 2003, with R$65.1 billion. The M4 concept, which includes M3 and public
securities held by nonfinancial institutions increased by 18.9% in the year, compared

to 6.8% in 2002, totaling R$959.9 billion at the end of 2003.

The targets defined by monetary programming for the major aggregates were fully

met in 2003 in a manner that was consistent with the chosen monetary policy, based

 Graph 2.9
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Table 2.3 – Monetary program

R$ billion

Itemization Restricted monetary base Expanded monetary base

Minimum Maximum Confirmed Minimum Maximum Confirmed

2002 1st quarter  45.1   53.0   49.4   625.0   733.7   666.4  

2nd quarter  45.4   53.3   50.6   640.6   752.0   715.4  

3rd quarter  49.4   57.7   58.2  
/1

 659.3   774.0   772.7  

4th quarter  65.0   87.9   69.9   669.8   906.1   788.0  

2003 1st quarter  56.4   76.3   69.3   697.3   943.4   810.2  

2nd quarter  62.3   84.3   65.7   716.4   969.2   804.5  

3rd quarter  60.6   82.0   58.9  
/2

 724.3   979.9   847.3  

4th quarter  60.1   81.3   70.8   750.7  1 015.6   886.9  

(continues)
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on targets for inflation and giving due consideration to expected performances

under national income, interest rates, credit operations and other like indicators.
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The slight growth registered under financial system credit operations in the first half

of 2003 was a consequence of the adverse economic scenario that marked the period,

including sluggish economic activity, declining real family income and restrictive
credit market conditions. This scenario resulted from the uncertainties that had

marked 2002, mostly involving expectations regarding the economic policy of the

new federal administration and limitations on the external financing available to the
country.

These aspects provoked an increase in futures market interest rates and increased
exchange rate volatility. The effects of these factors on price levels resulted in

adoption of a more stringent monetary policy, as reflected in higher basic interest

rates and increases in reserve rates on demand resources. Consequently, the cost
of funding operations increased, rising to their highest level toward the end of the

first quarter. The convergence of these factors, coupled with the cautious stance

adopted by financial institutions in the granting of new credits, was one of the major
factors responsible for the decline in funding demand by companies and families.

Starting in June, however, uncertainties were attenuated as futures market interest
rates moved into a downward curve, exchange rate stability was achieved and

inflation expectations began converging toward the trajectory of the predetermined

Table 2.3 – Monetary program (concluded)

R$ billion

Itemization Money supply (M1) Money supply broader concept (M4)

Minimum Maximum Confirmed Minimum Maximum Confirmed

2002 1st quarter  67.0   78.6   73.4   728.0   854.6   761.9  

2nd quarter  66.8   78.5   78.4   720.7   846.0   769.6  

3rd quarter  72.4   85.0   87.0  /1  746.8   876.6   776.7  

4th quarter  93.5   126.5   102.3   698.8   945.4   807.5  

2003 1st quarter  83.9   113.5   89.4   719.5   973.5   827.4  

2nd quarter  81.4   110.2   85.4   749.7  1 014.3   846.3  

3rd quarter  84.4   99.0   86.1   756.4  1 023.5   893.4  

4th quarter  85.4   115.5   104.9   796.7  1 077.9   959.9  

1/ Increase of issuing limits, which have been altered according to the National Monetary Council authorization

     in 9.19.2002.
2/ Change inferior issuing limits, which have been altered according to the National Monetary Council authorization

    in 9.25.2003.



64   Boletim do Banco Central do Brasil – Annual Report 2003

targets, thus preparing the way for a more flexible monetary policy. This scenario
made it possible to reduce the interest rates charged by the financial system and,

in this way, stimulate growth in credit portfolios in the final months of the year. At

the same time, measures were taken to expand and facilitate access of the population
to credit and to reduce the banking spread. Here, it is important to stress microcredit

operations, improvement in the operations of credit cooperatives and payroll-based

loans.

In this context, the overall volume of financial system credit operations came to

R$409.9 billion in December 2003, for growth of 8.3% compared to the previous year.
Consequently, the percentage of loans compared to GDP increased from 23.8% in

December 2002 to 26.4%. Growth in credit in the period was sustained mostly by

expansion of 15.5% in the operations of the public financial system, which registered
a volume of R$166.8 billion and particularly strong performances under the rural and

service sectors. Loans granted by private institutions turned in annual growth of

3.9% and a balance of R$243.1 billion, with emphasis on financing targeted to
individual persons.

Operations with earmarked resources totaled R$161.7 billion in 2003, for growth of

13.1% in the year. The result was a consequence of 29.4% expansion under
disbursements to crop/livestock activity, as well as of positive 7.5% expansion

Table 2.4 – Balance of credit operations
R$ billion

Itemization 2001 2002 2003 Growth (%)
Dec Dec Dec 2003

Total 332.4 378.3 409.9 8.3

  Nonearmarked 194.1 212.4 224.2 5.6

    Corporations 124.2 136.3 136.1 -0.1

      Ref. to exchange 54.3 57.2 48.0 -16.0

    Individuals 69.9 76.2 88.1 15.7

  Earmarked 116.9 142.9 161.7 13.1

    Housing 21.3 21.6 23.1 6.9

    Rural 26.1 34.7 44.9 29.4

    BNDES 65.5 84.7 91.1 7.5

    Others 4.0 1.9 2.6 37.0

  Leasing 11.5 9.5 9.0 -4.9

  Public sector 9.8 13.5 15.0 11.0

% participation:

   Total/GDP 26.5 23.8 26.4

   Nonearmarked/GDP 15.5 13.4 14.4

   Earmarked/GDP 9.3 9.0 10.4
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under financing granted by the BNDES system. As a matter of fact, the farm policy
implemented in 2003 prioritized measures taken to stimulate credit, as is evident in

the larger volume of resources made available for the 2003/2004 harvest.

With regard to operations of the BNDES system, accumulated disbursements for

medium and long-term investments came to R$33.5 billion in 2003, reflecting an

annual decline of 10.4%. The reduction in the period, however, was a result of the
very high basis of comparison in 2002 consequent upon government incentives to

infrastructure investment projects related to electricity generation, transmission

and distribution.

In sectoral terms, the flow of resources to the segment of trade and services added

up to R$12.8 billion in 2003, as a result of a 17% reduction in relation to the previous

year. For the most part, this performance resulted from a decline of 41.6% in credits

granted to energy and electricity company infrastructure in an overall amount of

R$5.2 billion.

BNDES disbursements to industry registered relative participation of 48% of the

total and closed at R$16.1 billion in 2003, for a reduction of 7.7% in the year. This
reduction was caused above all else by cutbacks in credits to the sector of aviation.

Here, it is important to recall that, with the restrictions imposed on foreign credit lines

in 2002, BNDES financing in the year under consideration was an important
complementary source of financing to foreign trade-related activities.

Table 2.5 – BNDES disbursements
R$ million

Itemization Jan-Dec Growth
2002 2003 (%)

Total 37 419 33 534 -10.4

  Industry 17 178 15 937 -7.2

    Other transport equipment1/ 6 594 5 755 -12.7

    Food and drink products 2 328 1 981 -14.9

    Cellulose and paper 1 273  430 -66.2

    Motor vehicles 1 450 2 651 82.8

    Basic metallurgy 1 020  997 -2.3

  Commerce/Services 15 482 12 844 -17.0

    Electricity, gas and hot Water 8 852 5 166 -41.6

    Commerce and reparition 1 221 1 689 38.3

    Land transport 2 136 2 862 34.0

    Mail and telecommunications  654  252 -61.5

  Farming 4 509 4 595 1.9

Source: BNDES

1/ It includes aircraft industry.
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In the opposite sense, operations granted to the crop/livestock sector expanded by
1.9% in the year and totaled R$4.6 billion. Credits channeled to micro, small and

medium businesses added up to R$10 billion, for growth of 20.2%. These financing

operations represented 29.9% of total disbursements and corresponded to 96.5
thousand operations contracted, with particularly strong performances under crop/

livestock production, infrastructure and industry.

Consultations with the BNDES system, considered an indicator of new financing

operations, totaled R$44.6 billion in 2003, the same amount registered in the previous

year. A breakdown of this figure indicates that 64.3% were concentrated in the
second half of the year, demonstrating more favorable business expectations

regarding future investments. Analysis on the basis of economic activities, indicates

56.9% growth in the requests submitted by the industrial sector, which totaled
R$21.7 billion. The major source of these requests was the transportation and

vehicle segment and, more specifically, the area focused on exports. Requests

related to crop/livestock activity, R$6.1 billion, increased by 27.8% in the year,
indicating that farm investments in 2004 should be quite similar to those made in

2003. On the other hand, demand for new investments in commerce and services

dropped by 34% in the year, registering a volume of R$16.8 billion, with particularly
strong cutbacks in consultations from the areas of energy and electricity and the

telecommunications sector.

Credits contracted by the private sector with the financial system added up to

R$394.9 billion in 2003, for growth of 8.2%, and were concentrated mostly in the rural
sector and the individual consumer credit market. In this sense, financing extended

to the crop/livestock sector expanded by 29.4%, registering a volume of R$44.9

billion, mostly involving investment and current expenditure credits, with respective
participation levels of 50.9% and 41%. Among the factors that contributed to this

performance were reductions in interest rates charged on various credit lines, as well

as growth in the floor prices of selected products in the context of farm policy. Given
the favorable market conditions, the higher agribusiness demand contributed to

growth of 26.8% in the 2003 grain harvest, with positive repercussions on income

and job generation in the rural sector. With respect to rural investments, one should
underscore the importance of the Program of Modernization of the Farm Tractor and

Associated Implements and Harvester Fleet (Moderfrota), with accumulated

disbursements of R$7.4 billion since implementation of the program in 2002. Of the
overall amount, R$1.9 billion were concentrated in 2003.

Loans to individual persons totaled R$94.2 billion, for expansion of 15.3% in the
year. The more intense demand for banking resources was mostly a consequence

of improved credit conditions, particularly in those areas related to consumption,

such as the vehicle segment.
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One should further mention that family-based credit operations benefited from a

series of government measures aimed at generating more favorable credit conditions.
Evidently, these measures had important impacts on medium and long-term

operations. Among the measures adopted, the most important were July

implementation of a new modality of microcredit operation targeted at providing the
low income population with access to banking services, by making it obligatory to

invest at least 2% of demand resources maintained at banks at an effective interest

rate of up to 2% per month. This credit line was limited to R$600 per individual and
R$1 thousand for companies and is based on highly simplified reference file

requirements suited to the low income clientele, very often employed by the informal

sector of the economy.

Aside from this, in the month of September, a system of payroll based credits was

made available to private sector workers. The loans are contracted with the financial
system and deducted from payroll. Installments may be no more than 30% of the

available income of the borrower, as required by Law 10,820. In order to facilitate

these operations, agreements between financial institutions and companies or labor
unions were permitted.

As far as other business activities are concerned, credit performance turned in more
discreet growth. However, the volume of the credit flow tended to increase in the

final months of the year when interest rates moved into a downward curve and the

wages of important labor categories began a gradual process of recovery. Mention
should also be made of the fact that exchange appreciation produced a contractive

impact on the balances of operations expressed in foreign currencies.

Consequently, operations with the sector of commerce registered a surplus of

R$43.1 billion, with growth of 8.4% in 2003 compared to 9.2% in the previous year.

The segments that drew the greatest benefit from this growth were those related to
automotive vehicles and fuels, as well as the wholesale food segment. The stock of

credits to other services accumulated a total of R$71.1 billion, with expansion of
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3.1%, with the largest volumes of disbursements going to transportation and
communications companies, while the resources targeted to industry totaled R$116.6

billion, for growth of 0.8%, with a particularly strong performance under energy

generation and companies active in the automotive sector.

The volume of housing credits, which include both earmarked and nonearmarked

resources expanded by 4% in 2003, raising the total to R$25 billion. The accumulated
flow of savings account resources to individuals and housing cooperatives expanded

by 25.1% in the year and closed at R$2.2 billion. Of this total, 55.8% were channeled

into acquisitions of real estate and the remainder into the construction of new units.
With regard to financial charges, financing contracted at interest rates calculated

according to the Housing Finance System (SFH) came to R$1.8 billion, and accounted

for 81.1% of the total, while those contracted at market rates corresponded to 18.9%.

Credits to the public sector totaled R$15 billion at the end of 2003, for growth of 11%

in the year. The stock of operations contracted by the federal government increased
by 13.2% and closed at R$4.7 billion, while loans to state and municipal governments

rose by 10% to R$10.3 billion. Growth in these financing operations was a result of

BNDES releases to companies from the electricity sector, due to continued
implementation of the electricity supply expansion program, based on the terms of

Law 10,438, dated 4.26.2002. With respect to the outlook for the supply of resources

to state and municipal governments, one should mention Resolution 3,153, dated
12.11.2003, which authorized the contracting of operations in a total amount of R$2.9

billion to be used for investments in environmental sanitation. Release of these
funds is scheduled for the first half of 2004.

In December, the balance of leasing operations came to R$9 billion, for a reduction
of 4.9% in the year. This result reflected a significant level of settlements, particularly

in the service sector of the economy, which accounts for 47.2% of total leasings.

However, it is important to note the improvement in leasing operations as of the
second half of the year, partly as a result of a court decision in favor of the execution

of contractually specified guaranties. With this, disbursements expanded by 30.8%

in relation to the previous half-year period, with a particularly strong performance
under acquisitions of machines and equipment by the sectors of commerce and

industry and vehicle acquisitions by individual persons. In the year, the accumulated

flow totaled R$6 billion, compared to R$4.6 billion in 2002.

The balance of credit operations granted with nonearmarked resources came to

R$224.2 billion in December 2003, for an increase of 5.6% in twelve months. This
discreet growth was conditioned by the economic scenario that predominated in the

first six months of the year, though specific mention should be made of the

performance of the portfolios of individual persons which registered significant
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growth in the final months of the year, as a consequence of improved expectations
and more favorable credit supply conditions. In this sense, loans targeted to families

expanded by 15.7% in the year and closed at R$88.1 billion.

Disbursements to individual persons expanded by 22.7% in 2003. This result
reflected utilization of short-term credit lines to supplement family income, caused

principally by deteriorating real income and, as of the second half of the year,

expanded consumer credit in response to the interest rate downturn. The effects of
this process were felt most strongly in the segment of consumer durables. In this

sense, one should stress the increase in vehicle acquisition financing, a type of
operation that was further stimulated by cutbacks in the Industrialized Products Tax

(IPI) in effect since the month of August.

The credit portfolio for corporations totaled R$136.1 billion at the end of 2003, with

a reduction of 0.1% in the year. This performance was a consequence of reductions

in portfolios tied to foreign currency by a margin similar to the growth registered
under those modalities tied to internal resources.

Funding operations involving domestic resources expanded by 11.4% in twelve
months, reaching a total of R$88.1 billion. In this case, the strongest growth occurred

in the final quarter of the year, principally as a result of the seasonal increase in

business demand for purposes of building end-of-year inventories. The relative
volume of the modalities expressed in foreign currencies dropped by 16% in the year

and closed at R$48 billion. This growth reflected the accounting impact of 22.3%

exchange appreciation on the balances of external onlendings and export financing
in 2003, as well as the significant volume of settlements of loans based on external

resources, considering that the major share of these external funding operations was

carried out directly by companies, mostly in the final quarter of the year.
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The sum total of credit operations granted to corporations increased by 11.9%
compared to the accumulated 2002 total. The increase in modalities tied to internal

resources came to 11.1% while the operations of portfolios backed by funding

contracted abroad closed with 16.6%, primarily as a result of expanded export
financing operations.

Interest on bank loans in 2003 reflected the monetary policy adopted in the period.
In the first quarter, the behavior of these rates was marked by growth in the basic

rate and in the compulsory reserve on demand deposits. In this case, the average

rate on credit operations based on nonearmarked resources closed at 58% per year
in March, the highest level of the year.

Starting in the month of April, the cost of these operations moved into a downward
curve that became more accentuated in the second half of the year as a consequence

of adoption of a more flexible monetary policy. This process of positive growth was

accompanied by reductions in futures market interest rates and Brazil’s country risk
rating, both of which were taken as an indicator of improved market confidence in

the performance of the nation’s economy. With this result, the average rate came

to 45.8% per year in December, 5.2 p.p. less than in the previous year.

In operations with individual persons contracted at predominantly preset rates, the

average rate increased by 3.8 p.p. in the first quarter of the year, rising to a level of
87.3% per year, fully in line with the increase in basic interest rates. As of April,

however, futures market rates – used as reference for longer term operations – turned

downward and the average rate of interest fell. The pace of this reduction intensified
in the second half of the year, as a result of concomitant cutbacks in the Selic rate.

In December, rates in this segment moved to 66.6% per year, for a reduction of 16.9

p.p. in the year.
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The average rate on business loans dropped by 0.7 p.p. in 2003, reaching a level of
30.2% per year. This result was due to growth of 6 p.p. in the year in rates on

operations referenced to exchange. In December 2002, expectations of exchange

appreciation reduced the projected costs of these loans to 12.8% per year. However,
once this appreciation had run its course, the market once again projected moderate

exchange depreciation on the futures market, raising the average rate of these

operations to 18.8% per year at the end of 2003.

In operations reserved to corporations and negotiated at preset rates, the average

rate closed with a performance similar to that observed in loans to individual
persons, with a decline of 8.2 p.p. in the year, closing December with 42.3% per year.

In contracts formalized at floating rates, referenced mostly to the rate on Interbank

Certificates of Deposit (CDI) or the Selic rate, the median rate came to 27.4% per year,
for a reduction of 4.1 p.p. in the year. It should be stressed that these loans are

fundamentally formalized with large scale businesses that tend to register very low

rates of default. Consequently, these companies have the bargaining clout required
to obtain lower rates of interest.
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With the increase risk perceptions that marked the first quarter of 2003, together with
the increase in the compulsory reserve rate on demand deposits, the banking spread

in credit operations based on nonearmarked resources moved to its highest point

of the year in May, 33.7 p.p. In the following months, this indicator followed a
downward trajectory that was impacted by the turnaround in risk perceptions and

by the return of the compulsory reserve rate to its previous level. In the month of

December, the spread came to 30 p.p., registering a decline of 1.1 p.p. in the year.

With respect to the efforts made to reduce the banking spread, the government

defined rules for lower interest rate loans to be made against payroll. The purpose
of this measure was to make credit available to the lower income population, while

also providing people with access to simplified bank accounts. At the same time new
incentives were granted to microcredit operations and improvements in the credit

cooperative system.

The median term of credit portfolios based on nonearmarked resources came to a

December level of 220 days, for a reduction of 7 days compared to the previous year,

mirroring the more restrictive conditions imposed on credit operations, particularly
in the first half of 2003. In operations with individual persons, the median term

declined by 21 days in the year and closed at 296 days while, in the segment of

corporate entities, there was a 6 day drop to 170 days.

In the wake of a seasonal high in the first quarter, defaults in operations with

nonearmarked resources remained relatively stable during the year, reaching a level
of 7.9% of the portfolio in December, for growth of 0.2 p.p. in the year. This result

reflected the performance of business loan portfolios, with growth of 0.2 p.p. in

arrears, closing 2003 at 4%. Despite the difficulties caused by declining real wages
and higher average unemployment, the default rate in operations with individuals

dropped by 0.8 p.p., closing at 13.8%. This result is viewed as a consequence of

payments of bank debt, together with the more cautious stance adopted by families
before taking on new loans.
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As far as the financial system credit portfolio profile is concerned, the balance of
normal risk operations (AA to C) came to R$360.6 billion in December, for growth

of 9.5% in the year, raising the participation of this heading to 88% of the portfolio

total. In the opposite sense, the volume of loans registered under risk level 1 (D to
G) totaled R$32.5 billion, for a reduction of 9.8%, mostly as a consequence of risk

increases in operations with the electricity sector. These operations came to 7.9%

of the total, compared to 9.5% in 2002. With this reclassification of operations,
credits classified under risk level 2 (H), which demand total provisioning, added up

to R$16.7 billion, with an increase of 29.4% in the year, corresponding to a share of

4.1% of overall credits.

Provisions set aside by the financial system closed at R$29.8 billion at the end of

2003, registering accumulated growth of 9.7% in the year. Consequently, the

participation of provisions in total credits moved from 7.2% in 2002 to 7.3%. The
volume set aside by public banks increased by 11.4%, though participation in total

credits dropped to 8.3% in December, as against 8.6% in the same month of the

preceding year. Provisions set aside by private financial system institutions
increased in participation from 6.3% to 6.6% of total credits and expanded in value
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terms by 8.3%, clearly indicating deterioration in the quality of the portfolios of
credits with individuals and with industry.

��������	��������	������

Once the upward tendency in inflation had been reversed, the second half of 2003

was marked by a shift in macroeconomic policy targeted at stimulating the internal
market, in view of the importance of consumption to sustained recovery in aggregate

demand, as well as the need for reducing regional and income inequalities. In this

context, measures were taken to concentrate credit growth within the banking
system so that the access of the low income population to banking services could

be enhanced.

Starting in the month of June, banks and the Federal Savings Bank were authorized

to open demand deposit accounts for individuals that do not have checking accounts

These accounts are limited to a maximum balance of R$1,000.00 at any time whatsoever
and they will not be allowed to use checks, though cashier checks will be permitted

in exceptional cases. In order to facilitate the opening of these accounts, the account

holders will not be obligated to present copies of their payroll receipts, at the same
time in which financial institutions will be prohibited from charging for their services,

except in those cases in which more than four withdrawals, deposits and bank
statements occur within a single month. Utilizing these same procedures, the public

will also be provided with increased access to savings deposits.

In order to stimulate the supply of financial products and services in places located

far from urban centers, the possibility of contracting correspondent institutions was

extended to all financial institutions and all other institutions authorized to operate
by Banco Central. Basically, this right was restricted to banking institutions. At the

same time, among the services to be provided by the correspondents will be

reception and processing of proposals involving issue of credit cards.

With regard to the institutional improvement of the financial system, one should

stress that the rules governing the operations of cooperatives and microentrepreneur
credit companies have been made considerably more flexible, particularly in the

context of the government’s policy of stimulating microcredit operations. In this

sense, functioning cooperatives expanded from 1,374 at the end of 2002 to 1,399 in
2003, while the number of microentrepreneur credit companies increased from 26 to

41 in the same period.

With respect to cooperatives, the major alteration was the possibility of freely

admitting associates, covering not only authorization for the operations of new

cooperatives but also alterations in the stockholding structure of those already
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existent. However, several conditions must be met in order to freely admit new
members, including association of the cooperative to a central credit cooperative

with at least three years of regular operation and participation in a deposit guaranty

fund. With these conditions, monitoring of the institutions’ operations and protection
for its depositors are guarantied. Aside from this, in order to encourage the

dissemination of these institutions to the less developed regions of the country,

new cooperatives able to freely admit new members will only be permitted in areas
in which the local population is no more than 100 thousand inhabitants.

In the month of July, measures were taken to allow cooperatives to reach high levels
of leverage. This was done by reducing the factors used in calculating their own

capital required for coverage of operations, according to the level of credit risk. In

the case of credit cooperatives associated to central cooperatives, the factor was
reduced from 0.15 to 0.11, the same level of leverage applied to other financial

institutions. As a result the credit operations of those entities are allowed to reach

9.1 times net worth.

Data on the participation of loans granted by credit cooperative, when compared to

the participation levels of banking institutions, show that the percentage has been
increasing in recent years, having closed December 2003 at 2.2%, as against 1.8%

in 2002, 1.6% in 2001 and 1.2% in 2000. It should be stressed that, though this

percentage is still quite low, the relative increase of these loans has transformed
them into an important bank credit alternative, particularly when one considers that

they are available at lower interest and more often than not to people who do not
normally have access to the traditional financial market.

With respect to microentrepreneur credit companies, which were first instituted in
1999, changes in the rules were introduced with the purpose of facilitating

authorization for these entities to operate. At the same time, the obligation that the

financial statements of the controlling entities of these companies had to be audited
by independent auditors since this relationship involved control exercised by

Public Interest Civil Society Organizations (Oscip) was eliminated.

Insofar as the policy of microfinancing is concerned, the official objectives have

demonstrated not only that the institutions have improved, but also that the

financial instruments used in these operations have become more efficient. In this
sense, in order to comply with the demand stated in Resolution 3,109 regarding the

obligation of investing in microcredits, the resources transferred to other financial

institutions through acquisitions of interbank deposits will be considered, provided
that this deposit has a minimum term of thirty days and has not been negotiated.

In the month of September, financial institutions were allowed to make use of more
than one base or price index for calculating earnings in time deposit contracts,
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provided that the one that provides depositors with the highest level of earnings
is chosen. This more flexible approach is designed to achieve increased competition

in the financial system, while also reducing costs for savers, to the extent that these

measures will diminish the need for derivative operations, while protecting their
investments against scenarios different from that in which the operation was first

contracted.

With regard to the question of prudential regulation, the monetary authority has

consolidated the instruments adopted in recent years to control the risks to which

financial institutions are vulnerable. In this context, specific mention should be
made of increased transfers of responsibility to the internal control management of

institutions, together with the adaptability of prudential mechanisms to the overall

situation of the financial market.

As far as the monitoring of operational risks is concerned, in terms of the efficiency

of internal control systems, the major innovation refers to the obligation of forming
an audit committee in those institutions with reference capital holdings equal to or

more than R$200 million. This committee must be in full operation by March 31, 2004,

and will be composed of a minimum of three members who will remain in office for
a maximum of five years. Among the committee’s responsibilities, the most important

are as follows: recommendation as to the entity to be contracted to provide

independent auditor services, as well as a possible substitute for such an entity,
should that become necessary; evaluation of the effectiveness of the independent

and internal audits and verification of compliance on the part of the entity’s
administration with the recommendation put forward by the auditors.

As far as market risk is concerned, Circular 3,194 reduced the factor applicable to
operations with gold and referenced to exchange variation from 1.0 to 0.5 in the

month of July. The purpose here was to calculate required net worth in terms of the

quality of asset and liability operations. With this, a lesser volume of an institution’s
own resources was required for coverage of operations referenced to variations in

exchange rates, made possible by the fact that financial flows on the exchange

market had been normalized as of the first quarter of 2003.

Progress in prudential regulation in recent years has minimized the possibility of

systemic crises and, thereby, made it possible to adopt greater flexibility in the rules
applicable to the Credit Guaranty Fund (FGC), which is a mechanism designed to protect

bank deposits, financed on the basis of contributions from financial institutions.

Resolution 3,161, published in the month of December, states that the FGC Council of
Administration will have the responsibility of defining the percentage of ordinary

monthly contributions, provided that it has prior Banco Central authorization. Previously,

this contribution was set at 0.025% of the balance of liabilities covered by the guaranty.



II  Money and Credit   77

With the new rule, this will be the maximum percentage, meaning that it can be
considerably smaller. The purpose of this measure was to obtain lower costs in funding

operations and reductions in the banking spread.

With respect to the organization and functioning of the financial system, 189

banking institutions were in operation in December 2003, of which 163 were

classified as commercial and multiple banks. Compared to the end of 2002, there was
a reduction of five institutions, mainly as a result of alterations in the nature of

several institutions as well as in the number of banks.

During the year, the monetary authority performed its role of supervising and

restructuring the financial system and, as a result, decreed the extrajudicial liquidation

of one investment bank and nine group buyer associations. According to the
December 2003 position, there remained a total of 98 institutions subject to special

administration until termination of their operations, including 20 banks and 38 group

buyer association management companies.

As far as the segmentation of the banking system in terms of the origin of capital

is concerned, the participation of foreign banks has diminished. In December 2003,
there were 62 banks classified as branches or subject to foreign control, compared
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to 66 in 2002. At the same time, the participation of this segment in total assets
declined to 22.2% in 2003, as against 27.7% in 2002 and 29.7% in 2001. One of the

reasons for the lesser level of foreign participation is that several banks were

transformed into national banks. With this, following the increased inflow of foreign
capital to the national financial system since the restructuring process undertaken

by the Real Plan, the market has settled into a process in which those foreign banks

that concentrate more on wholesale and treasury operations have begun moving
into specific market niches.

With respect to complementary pension fund entities. the National Monetary
Council is responsible for regulating their investments, determining the maximum

limits for investments in the different operational modalities, in order to achieve the

required level of diversification and security for savers. In terms of the evaluation
of these investments, a new system of risk control and evaluation was introduced

in September. According to this system, these entities must maintain a system of

control within each benefit plan to offset unplanned differences between the value
of a portfolio and the value projected for the same portfolio with the minimum

actuarial rate.

The complementary pension fund market has registered accentuated growth since

the reforms introduced into the social security system, contributing sharply to

growth in long-term savings. With this, the participation of pension fund assets in
the major broad money supply components – private and public securities and fixed

income funds – expanded from 11.8% in 1998 to 17.4% in 2002 and 18.4% in 2003,
clearly demonstrating the importance of these entities as holders of financial assets.


