Thetrajectory of theinternational economy in 2003 can bedividedinto two distinct
phases. The early part of the year was marked by a series of uncertainties such as
the outbreak of war in Iragq and the consequent upward movement in oil prices,
coupled with deteriorating expectationson the part of economic agents. At thesame
time, the Asian Devel opment Bank estimated the negative impact of the behavioral
changes caused by Severe Acute Respiratory Syndrome (SARS) on activity levels
inthe East Asian economiesat between 0.6% and 2% of GDPin the countries most
severely hit by the epidemic. Though less intense than originally expected, the
adverse effects on the economy were concentrated in the months of April and May
and were most strongly felt in the various service segments, particularly those
related to tourism.

In the middle of the year, the situation of uncertainty was reversed, mainly as a
conseguence of macroeconomicincentivesthat resultedinarapid upturninactivity
levels. Intheinitial stages, recovery wasperceived most clearly inthe United States
beforelater extending —albeit with lesser intensity —to Japan and to the Euro zone
countries. In much the ssmeway asin 2002, Chinaexpanded rapidly and generated
highly positive repercussions on the outlook for economic recovery on a global
scale, mainly as aresult of the impact of this growth on expanded foreign salesin
such diverse economic regionsas East Asiaand Latin America. Withregard tothis
recovery, however, oneworrisomeaspect that still remainsistheasyet insufficient
response on the part of the labor market. Even in the United States, where growth
was more accentuated, there was no significant drop in jobless levels. Since the
evolution of the major employment indicatorsfor the United States economy isan
aspect of the utmost importance to the sustainability of growth on both a national
and world scal e, authorities began giving very special attention to the monitoring
of the various employment indicators in search of signsthat could point to future
changes in the country’s monetary policy.

Economic activity

Just as has occurred in recent years, global economic performance was directly
impacted by the United States economy. Though GDP in the United States has
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grown at a positive pace since the end of 2001, it was only in the second quarter of
2003 that this expansion came to be considered sustainable. Though, on the one
hand, thewar inraqwasasource of significant economic uncertainties, it al so acted
asanincentiveto economic growth, particularly asaresult of massiveincreasesin
military spending. Once the instability caused by the war had been overcome, the
economic scenario at the start of the third quarter of the year became considerably
more positiveand reflected acombination of such factorsaslower petroleum prices,
rapid improvement in business and consumer expectations, introduction of afiscal
incentiveprogram and financia market recovery, following exhaustion of theimpact
of the bursting of the stock market bubbleand aseriesof corporate scandals. Among
thefactorsof fundamental importanceto thisprocess, particular mention should be
made of continued historically low interest rates, which have made it possible to
refinance debts at sharply lower costs and, consequently, release funding for
consumption and investment outlays by households and businesses. Despite the
strong cutback in public sector spending in the third quarter, United States GDP
expanded by an annualized rate of more than 8% in the period, with substantial
increases under exports, consumer spending and, principally, investments. In the
fourth quarter, the pace of growth lessened but still remained abovethelevel of 4%.
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Japan turned in positive product growth in 2003, continuing a process that began
inthefirst quarter of 2002. Inthefourth quarter of theyear, the pace of growth picked
up speed, indicating the possibility of overcoming the stagnation that has marked
that country’ seconomy sincethe start of the 1990s. In the final three months of the
year, GDPexpanded at an annualized rate of 6.4%, driven mainly by external demand
and fixed investments. The positive growth that marked the economic scenario was
generated principally by reactivation of the world economy and by steps taken by
the Bank of Japan (BoJ) with the aim of strengthening liquidity. Other positive
factorswereimportant advancesin therecovery of thefinancial system and strong
growth in business profitability.
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Graph 6.2
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In the Euro zone countries, indicators that reflect business expectations improved
consistently in 2003, signaling a process of economic expansion that did not come
about withtheforecast intensity. Following three quartersof nil or negativegrowth,
the region’s GDP expanded by 1.6% and 1.2% in annualized termsin the last two
quartersof theyear. Internal demand wasinsufficient, whileexports—themajor force
underlying GDP growth — were hampered by appreciation of the euro. European
consumersremained wary not only inthefirst half of theyear, inthe context of the
uncertainties that marked the world economy, but also in the final six months,
particularly asaresult of avery weak |abor market.
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Onceagain, the Chinese economy managed to generate the strong economic growth
that hasbecome characteristic of recent years, closing 2003 with expansion of 9.1%
of GDP. Asidefrom continued rapid growth under foreign sales, importsal so grew
sharply and weresufficient toimpact thetrade balanceresultsnot only of East Asian
countries, which were the largest beneficiaries, but also in other region’s of the
world, including Brazil. Chinesedemand for importsproduced strong growthin such
commodity prices as steel, copper and soybeans, making it possible for exporter
countries to achieve recovery in their terms of trade.
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Though it has been lower than in such other developing regions as East Asia and
Eastern Europe, the economic performanceof L atin Americawasconsiderably more
positive in 2003, mainly as a consequence of the repercussions of recovery in the
United Statesand Japan and strong expansionin China. Asaresult, theoverall GDP
of the region expanded by 1.5%, compared to areduction of 0.4% in 2002.

The highest growth wasregistered in Argentina(8.7%), following negative results
of 4.4%in 2001 and 10.8%in 2002. Performancein 2003 wasmarked by strong growth
under investments and a sharp downturn in the jobless rate. Notwithstanding
growth under imports, which had previously been quite low, the trade surplus
remained high. Inthe opposite sense, V enezuel an product dropped by 9.5% in 2003,
asaresult of the shutdown of the country’ s petroleum output at the start of the year.
Mexico and Chile closed with respective growth rates of 1.2% and 3.2%.

Another factor of importanceto the start of the recovery processin the region was
that the nations of the region, particularly Argentina and Brazil, managed to
overcome the financial instability that had characterized 2002. This fact, coupled
with lessrisk aversion on theinternational scenario, madeit possibleto reducethe
external debt spreads of the major economies of the region. On the other hand, the
ratio of investments to GDP continued on the downward curve that dates back to
1999 while, just as occurred in the major devel oped countries, the unemployment
rate remained quite high, reaching the mark of 10.7%in 2003.

Despitethe strong upturnin economic growthinanumber of important economies,
employment | evel sremai ned sluggi sh. After peaking at 6.4%in June, thejoblessrate
inthe United States moved into adownward trajectory, closing December at 5.7%.
However, thisreduction wasattributed mostly to alesser number of people seeking
employment than to an expanded supply of job opportunities. Here, it isimportant
tonotethat job positionsremained practically stableduring theentireyear and were
even below thelevel registered up to mid-2001. Among the causesof continued slow
growth in job levels, various analysts have pointed to such factors as strong
productivity gainsregistered particularly in themanufacturing sector, coupled with
introduction of important structural changes in productive activities. A similar
performance was registered by labor market indicatorsin the Euro zone countries,
where unemployment remained stabl e at 8.8% in the period extending from March
to December 2003.

In Japan, on the other hand, unemployment dropped sharply from 5.5% in January
to 5% in December, as a direct consequence of economic expansion.
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Graph 6.4
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Monetary policy and inflation

Monetary policy in the United States has reflected the rather flexible posture
adopted by the Federal Reserve (Fed) since the stock market bubble burst toward
the end of 2000. The only interest reduction occurred in June, when the rate was
lowered to just 1% per year where it has remained since that time, even though the
American economy has begun showing signs of sustained recovery. This more
optimistic scenario became more evident as of the midpoint of theyear, principally
following announcement of theextraordinary rate of GDPgrowthinthethird quarter.
From that point forward, many analysts began predicting the date on which the Fed
would begin the process of raising interest rates. However, since labor market
performance was unable to keep pace with the more optimistic expectations,
previousforecasts, which hadindicated amoregradual though solidrecovery inthe
activity level and a progressive rise in interest rates, gained greater credibility.
Depreciation of thedollar against the major currenciesand, particularly, against the
euro, did not produceinflationary impacts, except in the case of imported goods at
thewholesalelevel. Giventhehighlevel of idlecapacity, particularly intheindustrial
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sector, these impacts had relatively little effect in other areas of the economy. As
amatter of fact, consumer inflation declined during the year, as core inflation fell
consistently before closing December at just 1%.

During the entire year, the BoJ maintained its zero interest policy. However,
principally as a consequence of exchange market operations performed by the
Japanese central bank in order to avoid pressuresgenerated by val uation of theyen,
the monetary policy centered on growth in the monetary aggregates was strongly
expansionary. Since many of these interventions were not offset by sterilization
operations, the money supply expanded sharply. Therefore, the BoJ sought to
accommodatetheincreased supply by shifting theupper limit of thebanking reserve
targetsupward, increasing it by ¥12 trillion over the course of theyear. Asaresult
these parameterswere set at ¥27-32 trillion on October 10.

Table 6.1 — 2003 BoJ monetary policy

Date Reserves target Other announced changes

(trillions of yen)

January 15-20
April 1 17-22
April 30 22-27
May 20 27-30
June 11 Program to purchase asset-backed securities
October 10 27-32

Source: Bank of Japan

Deflation continued as the major monetary policy problem in the sense that it
blocked transmission channels to the broader monetary aggregates. Thus, once
again, the GDP deflator turned downward. The results under consumer prices,
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however, were considerably more positive, asthe CPI coremoved gradually toward
zero at the end of the year.

Graph 6.7
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Inthe Euro zone countries, the European Central Bank (ECB) reduced interest rates
on only two occasions, both of which occurred in the first six months of the year.
Therather conservative stancetaken by theBank wassharply criticized, asanalysts
felt that, sincetheregion had absorbed thelargest share of theimpact of depreciation
of the dollar in 2003, it would be entitled to receive compensatory monetary
incentives in a volume required to avoid exaggerated appreciation of the euro.
However, inflationintheregion proved to be quiteresistant to downward pressures
and tended to oscillatein the range of the annual target of 2%. If, on the one hand,
this posture may have hindered economic growth in the region, on the other hand
it may well have avoided the possibility of rapidly exhausting the effectiveness of
amonetary policy based on interest rate adjustments.

TheBank of England (BoE) adopted highly distinct monetary policy positionsover
the course of theyear, reducing interest inthe early part of the period, only to raise
ratestoward the end of theyear. The expansionary position that marked most of the
year wasinterpreted asatype of “insurance” against therisksof an upturninworld
economic growth that were felt in the first half of the year, when signs of amore
sustained recovery inthe American economy had not yet become clear. Oncethese
risks had been dissipated, the BoE assumed a more defensive stancein light of the
threatsrepresented by thereal estate bubble. | mportant alterationswereintroduced
intothemonetary policy framework, including substitution of theretail priceindex,
excluding mortgageinterest (RPIX), with theharmonized consumer priceindex (1PC-
H). The British Treasury defined the new official inflation target at 2% per year.
When consumer inflation dropped bel ow thetarget, the BoE founditself intherather
paradoxical position of further restrictingitsmonetary policy in November, precisely
whenthecurrent framework providedit withincreased |leeway in pursuing thetarget.
However, the BoE explained that monetary policy restrictions had the objective of
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mai ntaining inflation within the officially defined target over ahorizon of 1.5t0 2
years, which isthe time span required for full transmission of monetary impacts.

In Southeast Asia, monetary policy wasmarked by alignment withthe United States
dollar, following theexamplesof such major regional economiesasJapanand China.
With this, the competitiveness of export products was preserved and countries
intensified their accumulation of international reserves. To a great extent, these
reserves were converted into United States Treasury papers, which, in turn, aided
in holding interest rates in that country at low levels. In the case of China, where
afixed rate of exchangeis used, the entireimpact of the change in the value of the
dollar was absorbed by the central bank with the consequence of strong monetary
expansion, just asoccurred in Japan. Vigorous economic growth and thefirst signs
of upward movement ininflation generated expectationsof appreciation of theyuan.
Thecountry, which had registered deflationin 2001 and 2002, closed withinflation
of 3.6% (IPC) intheyear under analysis.

Table 6.2 — Asian foreign exchange reserves, end-2003

US$ billion % of GDP
Japan 674 17
China 403 33
Taiwan 207 73
Singapore 163 110
Korea 155 33
Hong Kong 119 74
India 97 18
Regional total 1863 25
Source: JP Morgan
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Across-the-board reductions in inflation were registered in Latin America, at the
same time in which enhanced fiscal discipline pushed interest rates downward in
most of the countries of the region. In the southern cone nations, the 2002 interest
rate high was reversed, due mostly to the severe process of exchange depreciation
that had occurredinthepreviousyear. I nterest ratesin the Andean countries—with
the sol e exception of Colombia—continued onthedownward curvethat had marked
previousyears, whileinflationfell to historically low levelsin both Peruand Chile.
In Mexico, the inflationary peak that occurred in 2002 when rates surpassed the
predefined target, led to adoption of amore restrictive monetary policy at the start
of the year. However, when inflation began to decrease, the country also began a
process of sharp interest rate cutbacks. The political and social climate that has
taken holdinVenezuelagenerated alterationsin the country’ ssystem of exchange,
together with measures to control prices. However, despite upward movement
under inflation, these measures did not avoid reductionsininterbank interest rates
over the course of the year.

Fiscal policy

One of the fundamental components of the recovery in the United States economy
in 2003 wastheincentive provided by thefiscal policy implemented at the midpoint
of theyear, whichincluded reductionsintaxeson dividendsearned and thegranting
of tax credits to families with children. The combination of these measures with
strong growth in military spending generated by the Iragi war resulted in sharp
deterioration in that country’s fiscal result. The public deficit, which stood at
US$157.8hillioninthefiscal year endedin September 2002, climbedto US$374 billion
at the end of the 2003 fiscal year. Financing of this effort was achieved as aresult
of massive purchases of American bonds by the major Asian economies.

Ashad occurredin 2002, thefiscal deficitinthemajor Euro zoneeconomiesremained
abovethelimit of 3% of GDP, defined by the Stability and Growth Pact, closing at
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respective levels of 3.9% and 4% of GDP in Germany and France, according to
preliminary government estimates.

Themajor Latin American countriesregisteredincreasingly higher primary surpluses,
insome caseswithintheframework of agreementsnegotiated with the International
Monetary Fund (IMF). Intheregion asawhole, the primary result was a surplus of
0.6% of GDP, incontrast toa2002 deficit of 0.3% of GDP. Here, particular mention
should be made of the progress achieved in the Argentine fiscal adjustment. This
wasafactor of importanceto economic growthinthat nation and resulted inasharp
riseintax inflowsand stringent control over government spending, asexemplified
by the restrictions imposed on federal civil service pay increases.

International financial markets

International financial market performance canbedividedintotwo distinct periods
in 2003. While the risks consequent upon geopolitical tensionsin the Middl e East
continued, marketswere characterized by highlevelsof risk aversionwhich, inturn,
generated increased negative pressures on spreads and tended to restrict liquidity
onaglobal scale. However, theinstabilitiescaused by thewar in Iraqgweregradual ly
dissipated, at the same time in which a more optimistic view of the outlook for
economic growth solidified, particularly in the United States and Japan. Taken
together, these factors encouraged agents to accept greater exposure to risk,
generating increased liquidity and migration of investorstoward assetswith higher
risk and return ratios.

Returns on government papers in the industrialized countries were quite low,
principally asaresult of thehighly flexible monetary policiesadopted. Inthe United
States, returns on Treasury bonds increased slightly in June caused, on the one
hand, by a lessening of the possibility of the Fed adopting nonconventional
strategiesinvolving secondary market purchasesof long-term securitiestoward of f
eventual deflationary pressures and, on the other, by technical adjustmentsin the
fixedincomemarket rel ated specifically to the operationsof mortgagebond portfolios
held by mortgage securitization companies. Starting in June, however, United States
Treasury securities produced stable income levels since, despite the very large
supply of papersto be used in financing the American government’ sfiscal deficit,
the prices of these papers remained high, partly as aresponse to the enormous and
growing demand for these papers, particularly by Asian central banks.

In the other large financial centers, the earnings curve of government securities

followed the American trajectory, with upward movement in June followed by
stability. In Europe, earningson long-term public securitiesreflected expectations
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that more consistent growth in the United States economy would generate positive
repercussionsontheactivity level of theregion. A similar movement occurred with
long-term Japanese government papers, despite the fact that the measurestaken by
the BoJ over the course of the year, particularly through interventions in the
secondary securities market, clearly ratified its commitment to maintenance of an
expansionary monetary policy.
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In their pursuit of more attractive earnings, investors reallocated their portfolios,
raising their exposure to assets with higher risk classifications. In the case of the
emerging economies, thismovement resulted in asharp drop in financing costs, as
demonstrated by thetrajectory of the Emerging MarketsBond I ndex (Embi+), which
isthe proxy for measuring emerging market risk. Theresult of all thiswascreation
of an environment propitious to the contracting of funding operations on foreign
markets.
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According to preliminary estimatesissued by the Institute of International Finance
(I1F), the net flow of private capital toward the emerging economiesis expected to
reach US$187.4 billionin 2003, compared to US$124.2 billioninthepreviousyear,
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mostly as aresult of vigorous expansion in portfolio investments and in loans by
the nonbanking sector. However, foreign direct investment is expected to drop by
16%, when the same basis of comparison isused. From the regional point of view,
Asian countriesare expected to occupy thelead position intheexpansion of private
capital flowsto the emerging countries, whilethe participation of Latin Americais
expected to drop from 14.9% in 2002 to 14.1%, even though the overall volume of
these flows will increase in absolute terms.

Table 6.3 — Net capital flows to emerging economies

USS$ billion

Itemization 2000 2002 2003Y 20047
Private flows 126.6 124.2 187.4 196.2
Latin America 49.5 18.6 26.5 38.7
Direct investment, net 139.8 112.1 93.6 110.7
Latin America 57.7 34.7 26.0 29.1
Private portfolio investment, net 7.7 11 30.3 28.6
Latin America -0.7 -0.2 -25 -0.7
Commercial banks, net -26.7 -6.2 18.8 11.9
Latin America -9.7 -12.9 -7.0 -7.5
Other private flows 5.8 17.2 a4.7 45
Latin America 2.2 -3.0 10 17.8
Official flows 11.2 -4.6 -12.9 -9.8
Latin America 22.6 7.4 3.0 -1.8

Source: IIF (2004). Capital Flows to Emerging Market Economies, January

1/ Estimate.
2/ Forecast.

With respect to nonbank loans, sharp growth was registered in public and private
sector bond issuesin the emerging countries, with a2003 total of US$64.2 billion,
the highest issue level since 1997 according to data released by the Bank for
International Settlements(BIS). Brazil accounted for about 22% of theseissuesand
closed the year as the largest net issuer among the emerging economies.

Eventhrough the exposure of international banksin emerging marketsincreasedin
theperiod, banking sector loansdecreased inrel ativeterms, asdemonstrated by BIS
statistics for the third quarter of 2003. According to that institution, while total
international banking assets of the banks reporting to the BI S expanded by 17.4%,
compared to the same quarter of the previous year, the share of thisvolume in the
developing countries dropped from 10.4% to 10% in the same period, mainly
reflecting the reduction in exposure to assets in Latin America.
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Table 6.4 — Banks' foreign claims®

USS$ billion
Period All Developing Latin America & Asia? EuropeZI Brazil
countries countries the Caribbean

2002 | 11 474.3 1334.4 528.1 386.1 264.8 134.9
1] 12 426.9 1335.0 487.9 391.8 288.5 123.3
n 12 478.8 1303.3 449.2 396.2 292.7 105.0
\Y 13 153.6 1343.2 480.4 381.0 314.1 103.4

2003 | 13810.9 1362.0 461.5 402.3 328.1 100.6
1] 14 584.9 1403.9 470.2 416.3 3435 103.5
1] 14 659.0 1458.7 468.2 447.2 362.9 105.8

Source: BIS (BIS Consolidated Banking Statistics)

1/ Cross-border claims plus their foreign affiliates' claims.
2/ Developing countries.

The scenario of historically low interest rates contributed to the strong private
sector capital adjustment achieved through the refinancing of debts and the
consequent reductioninthelevel of businessleverage. Better-structured liabilities
combined with high productivity and a more favorable environment in terms of
reductionsinrisk aversion on aglobal scale and amore dynamic pace of economic
activity werereflected in increasesin corporate profits. When all these factorsare
takentogether, theresult wasaframework conducivetoimproved performanceson
theworld’ sstock exchanges, asdemonstrated by the M organ Stanley Capital Index
(MSCI), which registered an increase of 23% in 2003. Simultaneously, stock
capitalization of theworld’ s33 major stock exchange cameto approximately US$30
trillion in December. According to datarel eased by the International Federation of
Stock Exchanges, thiswasthe highest val ueregistered since January 2001. It should
be stressed here that appreciation of local currencies in relation to the dollar in
several different countries made investments in the assets of these markets even
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more attractiveto foreigners, due to the exchange rate gain. Thiswas afactor that
impacted thevaluerisein stock marketsin Europe and several emerging countries.

American stock exchangesregistered astrongly positive performanceand wereled
by upward movement in the value of the stocks of companies operating in the
segments of computers, software and semiconductors. In this sense, the Index of
the National Association of Securities Dealers Automated Quotations (Nasdaq),
which is mostly concentrated in high technology companies, registered upward
movement of 50% over the course of the year, while the Dow Jones Industrial
Average (Dow Jones) and Standard & Poor’ s 500 closed with respective increases
of 25% and 26%, inthe sameperiod. Nolessimportant wasthefact that United States
exchanges were driven by the additional incentive of the fiscal package approved
by Congressin May, reducing the tax load on dividend payments.
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In Europe, stock exchanges kept pace with the United States, though their returns
were generally lower. This result is evident in such indicators as the London
Exchange’ sFinancial Times SecuritiesExchangelndex (FTSE 100), the Deutscher
Aktienindex (DAX), issued by the Frankfurt market, and the Cotation Assistée en
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Continue (CAC-40), issued by the Paris Exchange. Even though domestic demand
was still sluggish and appreciation of the euro had begun generating negative
impacts on foreign sales as of November, European companies still managed to
register profit growth, mostly as a consequence of the restructuring of their
liabilities and of reductionsin financing costs.

Intheearly part of theyear in Japan, the primary sourcesof stock market uncertainties
werefearsthat, aside from the effects of the troubled global geopolitical scenario,
the SARS epidemicwould produce highly negativeimpactson economic growthon
a global scale. However, once this period of instability had been overcome, the
Tokyo exchange began moving sharply upward, mostly under the influence of the
optimism generated by macroeconomic indicators that pointed to clear signs of
recovery in the activity level coupled with a sharp rise in corporate profits.
Improvement in the situation of the Banking sector acted as an added incentiveto
the positivetrajectory of the Japanese stock market in 2003 due, to some extent, to
successiveinitiativestaken by the government with theai m of reducing thevolume
of matured and unpaid loans held by banks.

Suchfactorsasthe pursuit of moreattractivereturns, amorefavorableenvironment
for investmentsin higher risk assets and the more stable macroeconomic scenario
came together to raise the participation of variable income assets issued by the
emerging countriesin international investor portfolios. Thiswas the fundamental
element underlying the strong positive stock market performance of most emerging
nations.

Asian marketstended to accompany the Japanesetraj ectory and registered negative
growth in the early part of the year. However, from April onward, most of these
markets turned positive, with the sole exception of Shanghai, which registered a
highly distinct performancewhen expressedinlocal currency. Thiscanbeexplained
by restrictionson the participation of foreign capital, which madeit impossiblefor
the Chinese stock market to take advantage of greater demand for higher return
emerging market assets.

InLatin America, animproved macroeconomic environmentinBrazil, followingthe
crisisof confidencethat occurredin 2002, resulted in accentuated growthinforeign
capital flowstoward variableincome assets and thisflow, in turn, made adecisive
contribution to the upward trajectory of Ibovespa. In Argentina, which managed to
register strong growth in activity and greater institutional stability in 2003, the
measuresimplementedin Juneto control capital inflowsdid not hinder 104% upward
value movement in local currency inthe Merval Index, issued by the Buenos Aires
Exchange.
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During the year under analysis, the exchange market was characterized by sharp
volatility and strong depreciation of the dollar against the currencies of the Euro
zone countries and Japan. The American dollar devalued by 20% against the euro
and 10% agai nst theyen. Theeurowas particularly volatileduring theyear asaresult
of theincreased flexibility adopted by the ECB in managing itsexchange policy, in
contrast to the interventionist approach of the BoJ.

In the midst of the international geopolitical uncertainties that followed upon the
Middle East conflict, the euro appreciated in the first half of 2003 up to the end of
June, whilethe yen remained relatively stable.

Inthe second half of the year, following adownward slide that lasted from Juneto
the end of August, both the European currency and the yen shifted into a process
of sharp appreciation and continued on that trajectory to the end of the year, asthe
euroclimbedtoalevel of US$1.26/+, thehighestlevel inthehistory of that currency.
Accentuated oscillations were registered in intraday operations, leading the ECB
todeclarethat theexcessivevolatility wasunwanted and could result in uncertainties
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in the region. However, it also confirmed that the level of exchange would not
jeopardize the economic upturn in the Euro zone and, consequently, dismissed the
danger of short-term exchange market intervention.

In the case of the Japanese currency, which closed the year at ¥107.2/US$,
appreciation would have been even greater had it not been for strong market
intervention by the BoJ. In the final quarter of the year alone, that institution
accumulated approximately US$69 billioninforeign currency reserves.

Basically, strong depreciation of the dollar was caused by rising uncertainties
conseguent upon the increasing size of the twin deficits registered in the United
States and the doubts raised with regard to the sustainability of economic growth
in that nation.

The trajectory of depreciation of the dollar was also driven by a communiqué
rel eased by the G-7 finance ministerson September 20, affirming that exchangerates
should reflect market economic fundamentals, stressing that greater exchange
flexibility was desirable in order to foster needed international financial system
adjustments. The communiqué madeit clear that the intention of the United States
government was to allow the dollar to depreciate as a way of improving its trade
balance and, in this way, stimulate the process of economic recovery.

The declaration was also interpreted as an attempt to bring added pressure on the
Asian countries, and particularly China, so that they would initiate processes of
liberalizingtheir exchange systems. Suchamovewould havetheresult of realigning
these currenciesin relation to the dollar, with the aim of balancing trade flowsand
reducing the surplus of the Asian countries with therest of the world. However, it
isimportant to observe that little progress had been made in this discussion by the
end of 2003.

World trade

According to preliminary IMF estimates, the volume of trade is expected to
increaseby 4.5%in 2003 and 6.8% in 2004, reflecting the process of world economic
recovery underway sincethe second half of last year. Inthe same sense, theWorld
Trade Organization estimates growth of 4.5% in the international commerce of
goodsin 2003.

In the first half of the year, trade flows remained practically stagnated and were

impacted by thestill incipient growthin theworld economy and by the uncertainties
rooted in the Middle East conflict and the outbreak of the SARS epidemic. Among
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the wealthy nations, theloss of dynamicsin European economies became a source
of concern with respect to the possibilities of economic recovery in the region.
Tensions in the Middle East were reflected in higher world energy costs, a clear
threat to the outlook for global recovery. Onthe other hand, the spread of the SARS
epidemicwaslimitedto East Asiaand had aparticularly strongimpact onthe sectors
of tourism and air transportation.

Starting in the second half of theyear, improved trade flows were accompanied by
consistent signs of world economic recovery led by the United States, reductions
in the uncertainties generated by the war in Iraq and containment of the SARS
outbreak. The dynamics of the American and Asian economies produced strong
demand for imports. Thiswas particularly truein Chinaand, in thefinal months of
the year, was the element responsible for the rapid rise registered in the prices of
themajor commoditiesin 2003.

Recovery of the United Stateseconomy, especially asof the second half of theyear,
generated increased import demand and resulted in deterioration of that country’s
trade balance. Consequently, the deficit in trade in goods increased to US$549.4
billionintheyear, reflectinganincrease of US$66.5billion over the2002level . Here,
it isimportant to note that this occurred despite depreciation of the dollar against
themajor currencies. The bilateral trade balance with Chinaset anew record, with
adeficit of US$124 billion, followedin second position by the US$66 billion deficit
in trade with Japan

Intheyear under analysis, tradeflowsin the Euro zone countries diminished asthe
surplus dropped from €98.9billionin2002to € 72.7 billionin2003, asaresult of a
sharper falloff under exports than under imports. Trade flows increased
sharply, particularly in operations with China, but also with Russia, Poland, the
CzechRepublicand Hungary. Parallel tothis, tradeflowswiththe United Statesand
the United Kingdom diminished.
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Following arather weak performancein thefirst quarter of the year, Japaneseties
to Chinaresultedin strong growthinthecountry’ sforeign sales, despiteappreciation
of the yen, particularly in the final quarter of 2003. With this, the trade surplus
expanded by approximately 3%, movingtoalevel of ¥10.3trillion, or approximately
US$89 billion. Net exports of goods and services accounted for growth of 0.7
percentage points of GDP in 2003 and made a major contribution to Japanese
economic recovery.

Table 6.5 — International trade of goods

USS$ billions
Countries/ Exports Imports
Regions
2002 2003 Y Percentage 2002 2003 Y Percentage
change change
USA 681.9 713.8 4.7 1164.7 1263.2 8.5
Canada 284.6 288.5 1.4 244.6 245.8 0.5
Euro Area 4 10829 10531 - 28 984.0 980.3 - 04
Germany ? 619.5  755.4 21.9 4935 609.5 235
France 4 314.4 368.3 17.1 308.5 367.2 19.0
Italy 2 128.6 150.1 16.7 124.3 149.9 20.6
United Kingdom 281.3 308.7 9.7 351.9 385.0 9.4
Japan 419.2 472.3 12.7 339.2 383.1 12.9
Latin America and the Caribbean 346.4 371.9 7.4 322.8 330.8 25
China 325.6 438.5 34.7 295.3 413.1 39.9
South Korea 162.5 193.8 19.3 152.1 178.8 17.6

Source: Bloomberg and Eclac (Latin America and the Caribbean)

1/ Estimate and forecast.
2/ With the rest of the world.

Strong growth in the Chinese economy stimulated the economies of neighboring
countries by raising demand for their exports, transforming the emerging Asian
countriesinto the second most important center of economic growth, following only
the United States. Aside from its verticalized productive structure, the Chinese
balance of tradeal so benefited from an exchange system that defined parity between
theyuan andthedollar inthe second half of the 1990s. Thismeasurewasresponsible
for theincreased competitiveness of the nation’ sexports, at the sametimeinwhich
its effects were further enhanced by depreciation of the dollar against major
currenciesasof 2002. In 2003, growth in Chineseimportssurpassed that registered
under exports by 39.9% against 34.7%, respectively, and provoked areduction in
thetradesurplusintheperiodtoalevel of 210billionyuan or about US$25.5billion.
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Just as in the case of China, South Korea and Taiwan have sustained the strong
demand of theemerging Asian countries, while demand among themember countries
of the Association of Southeast Asian Nations (Asean) remained moderate.

The countries of Latin America benefited from the more favorable international
scenario in 2003, aswell asfrom the strengthening of the economies of the region.
Inamost all of the subregionsand particularly inthe Mercosul countries, the most
important component of GDP growth was external demand. Increased volumes of
exportsand higher pricesfor basic export productsmadeit possibleto achievehigh
trade surpluses, with an overall current account surplus of US$6 billion.

Theyear under analysiswasmarked by across-the-board improvement in commodity
prices. The SARS epidemic, which had caused some degree of market havocinthe
first half of the year, was quickly brought under control while the simultaneous
upward movement in the world’ s major economies exerted added pressures on the
prices of raw materials, metals, farm products and petroleum derivatives.

Pressure on these prices was caused not only by increased world demand, but also
by depreciation of the dollar against other currencies and higher shipping costs. In
the latter case, between the midpoint and end of 2003, these costs rose by
approximately 120% duemostly tothegreater volumeof Chineseimports. TheBaltic
Dry® Index, which is composed of median freight costs charged on the major
shipping routes rose to alevel three times greater than the average for the last 20
years. The difficultiesinvolved in providing a greater number of vessels over the
short-term are expected to hold prices at high levelsin 2004.

The priceindex of metals, calculated by the IMF, showed upward price movement
of 29% in 2003, thus continuing the recovery that began in 2002 following the
generalized decline in the previous year. With regard to Special Drawing Rights
(SDR), the 2003 increase cameto 17.4%. Copper pricesincreased by 38.2%, iron ore
by 9% and nickel by 97%. Strong upward movement inthevalue of gold, which had
reached the highest level of the past seven years at the beginning of December,
reflected depreciation of thedollar and uncertaintiesregardingitspoint of equilibrium.
In 2002, gold had increased in value by about 25% and, in 2003, continued on this
trgjectory, rising by an additional 19%.

Farm commodities in general registered positive growth, though the overall price
increase waslessintense as a consequence of depreciation of the dollar. However,
such products as soybeans and corn benefited from the reduced United States
harvest, which provoked not only afalloff in that country’s stock levels but also

6/ Index calculated by the B. E., a traditional British association whitch includes shipowners
and brokers in the freight market.
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sharp reductionsin its export capacity, at the same timein which Asian demand —
particularly in China—rosesharply. Soybean pricesincreased by about 40% in 2003,
reaching their highest level in sixteen years.

Graph 6.18
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The outbreak of bird influenza and mad cow disease produced an accentuated
impact on world supply of chicken meat and beef. When thisfactor is added to the
process of world economic recovery, the prices of chicken meat and beef rose by
respective rates of 12% and 25.5%.

In historical terms, petroleum pricesremained highin 2003. The median per barrel
price of Brent type petroleum, which had reached US$27.5 in 2002, increased to
US$27.8, still withintheparametersof US$22 to US$28 per barrel defined asthetarget
priceby the Organization of Petroleum Exporting Countries(Opec). To someextent,
the persistently high pricesin effect over the course of 2003 was a consequence of
the tensions generated by the war in Irag and of production cutbacks decreed by
Opec, aswell asof theeffectsof thestrikeamong V enezuelan oil workersat the start
of theyear, and of recovery intheworld economy. Thelevel of international stocks
remained at an historically low level during all of 2003, repeating the performance
of thefinal six months of 2002.

Graph 6.19
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