The International Economy

Economic growth consolidated on a global scale in 2004, accelerating in the United
States, spreading into Latin America, Japan and the Euro Area, regionsin which the
recovery had been sluggish up to 2003, and barreling along at consistently high rates
in China. Consequently, according to IMF estimates, global GDP growth moved from
3.9%in 200310 5.1%in 2004. The solidity of thisgrowth processwas, to some extent,
aresult of thestrengthening of theinstitutional frameworkscharged with macroeconomic
policy implementation and was patently evident in the relative ease with which the
international community overcametheeffectsof theoil pricespiral, without any untold
impactsoninflationratesnor interruptionsinthegrowth cyclesof themajor economies,
as had occurred in similar episodesin the past.

Though rising long-term interest rates on Treasuries in the second quarter of 2004
provoked a sharp drop in private capital flowsin that period, the gradualist monetary
policy stanceadoptedintheUnited Statescoupled withthemoreflexibleapproach taken
by the Euro Areaand Japan | ed to reestablishment of international capital flowsduring
the course of the year, together with continued growth in private capital flowsto the
emerging countries, which had commenced in 2003.

Foreign capital flowstargeted totheemerging nationswereal soimpacted by the steady
lessening of thevulnerabilitiesof theseeconomiestointernational financial conditions,
by new investment opportunitiescreated by moreintense economic expansioninthese
countries, upward movement in international commodity prices and, furthermore,
expectations of financial gains generated by the possibility of alterationsin therigid
exchange policies adopted by several emerging countries.

Economic activity

Powered by the fiscal policy adopted in previous years by the United States and
continued low interest rates, growth inthe American economy wasdriven by domestic
demand. Thelow cost of credit stimulated thereal estatemarket and, morespecifically,
mortgage refinancing operations, with evident repercussions on expanding liquidity.
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Though macroeconomic incentives were somewhat mitigated in 2004, recovery in
employment levelsaided in maintaining internal demand at ahigh level, offsetting the
net negative impact of theforeign trade sector. The sound performance of the business
sector droveinvestments, new hiringsandincreased asset val ues, resulting in consi stent
growthin consumer spending, particularly for consumer durables. Privateinvestments
grew 13.2%in 2004, reflecting bothincreased busi nessoutlayson machines, equi pment
and softwares to be used in expanding output capacity, and a sharp rise in the pace of
building industry activity made possible by low interest rate levels.

Graph 6.1
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It isimportant to stress that strong productivity gains in the United States economy
increased the differential of that country’s growth potential in relation to other
industrialized economicregions. However, inthe second half of 2004, the productivity
curveturned sharply downward whilethe unit cost of labor shifted upward, givingrise
to doubtsregarding the continuity of that process, which could demand changesin the
Federal Reserve (Fed) monetary policy posture.

Continued high public and current account deficits also represent a significant risk
to the sustainability of United States economic growth and to the stability of
international financial markets, giventheenormousvolumeof Americanbondsamong
the assets held by the world’ s major central banks. In 2004, the cumulative twelve-
monthfiscal deficit remained practically stable, at US$412hillion, equivalentto 3.6%
of GDP at the end of December.

The Chinese economy was amajor driving force underlying world economic growth,
since the continued and rapid expansion of the output and exports of that country
demanded consistently greater volumes of foreign inputs. Consequently, this growth
not only aided in expanding world trade but al so played acentral rolein sustaining the
prices of various commodities. With the strong inflow of foreign investments, the
Chinese economy expanded 9.5% in 2004, closing more than two decades of annual
average growth above 9%. Gross fixed capital formation spiraled 26%, resulting in
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adoption of administrativemeasuresai med at reducing theimminent risk of overheating
in specific productive sectors. Implemented in the second quarter of the year, these
measureshel pedto dampen GDPgrowthinthefollowing quarter. However, inthefinal
quarter of theyear, theeconomy once more surged forward despitean October increase
ininterest rates.

Graph 6.2
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TheJapaneseeconomy benefited from positivebusinesssector evol ution, characterized
by reductions in indebtedness and higher profit levels. With this, annualized growth
rates came to approximately 6% in the final quarter of 2003 and first quarter of 2004.
However, a sharp falloff in exports provoked a downturn in the activity level in the
second half of theyear. Private consumption closed withitshighest growth since 1996,
despite the decline that began in the second quarter.

A similar performance was noted in the Euro Area. In this case, the promising results
that marked the start of theyear gaveway to much |essintense economic activity inthe
second half, particularly in Germany and Italy where GDProseby just 1.6% and 1.1%
in2004, respectively. Amongthefactorsthat contributed to thebloc’ sgrowth, mention
should be made of moderate upturns in household consumption and investments, as
well as6% export growth, despiteexchangeappreciation. Nonethel ess, external demand
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diminished and, as consumer expectation indicators demonstrated, internal demand
turned sluggish and incapable of driving the activity level upward. The difficulties
involved in achieving higher growth levels are explained by a series of factors,
including structural obstacles to productivity gains that not only jeopardize the
competitiveness of the goods and services produced but add to consumer insecurity,
at atime of high unemployment.

Following 1.9%growthin 2003, L atin American GDPexpanded 5.5%in 2004, according
toestimatesrel eased by the Economic Commissionfor L atin AmericaandtheCaribbean
(Cepal), anentity of the United Nations Organization. Thehighest ratesof growth were
registered by Argentina, Uruguay and V enezuela. Just asoccurredinthepreviousyear,
thecountriesof theregion benefited fromthegeneral upturninglobal growthand, more
particularly, fromsignificant hikesinthepricesof variousimportant commodities, such
as oil and metals, both of which have considerable weight among the exports of the
region’s major economies. Given the impact of growth on tax flows, the solid
macroeconomic performances registered by these countries contributed to sustained
fiscal improvement and recovery injob levels.

Graph 6.4
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Theadvancesregistered by the global economic scenario led to significant recovery in
employment indicators. In the United States, the number of formal job openings
increased 2.17 millionin 2004, following ariseof just 94 thousandinthepreviousyear.
The jobless rate slipped from 5.7% at the end of 2003 to 5.4% in December 2004,
demonstrating the return of workersto the job market and an expanding labor force.
Usingthesamebasisof comparison, unemployment dropped from4.9%to4.5%in Japan
andfrom10.7%t0 10%in L atin America, whileremaining stableat 8.8%intheEuroArea.
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Monetary policy and inflation

At theend of June, the Fedinitiated aprocess of gradually restricting monetary policy.
In the months preceding this alteration — primarily in April and May — speculation
regarding the imminent end of the period of low interest that had marked the last five
decades impacted the high in earnings on Treasuries. However, in the immediately
subseguent period, market rates began dropping once agai n and accompani ed the pace
at whichtheofficial ratewasraised, asthegradualist policy adopted by the Fed became
increasingly clear. Despite the brief period of nervousness that gripped financial
markets in the second quarter of the year, the Fed was successful in its efforts to
coordinate the process of formation of expectations, avoiding the possibility of an
accentuated high in rates in the longer segment of the earnings curve frustrating the
processof economicrecovery. Attheend of theyear, thefed fund target had beenrai sed
by 1 p.p. to 2.25% per year. Producer and consumer inflation rates followed a parallel
trajectory, increasing 1 p.p. in the year. Core inflation also moved upward in 2004,
registering a cumulative high of just over 2% in December. More important than the
interestlevel initself wasthefact that theupwardtrajectory of inflation servedtosolidify
perceptions of a steady high in Fed interest rates.
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In 2004, the Central Bank of Japan (BoJ) maintained its zero interest policy. Only one
alteration wasintroduced into the policy of gradually shifting thetarget to theinterval
of the banking reserve balance deposited at the central bank, moving from ¥ 27 — 32
trillion to ¥ 30— 35 trillion in January. Maintenance of the banking reservestarget for
almost the entire year suggests that the monetary authority had reduced the intensity
of its exchange market interventions, asis demonstrated by appreciation of theyenin
the period. The process of price deflation continued as the GDP deflator remained
negativeand consumer inflation movedtoaslightly positivelevel at theend of theyear,
without revealing any signs of a continued rise.

Graph 6.7
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TheEuropean Central Bank (ECB) maintainedinterest at the2%level ineffect sinceJune
2003. The position adopted by the monetary authority was a consegquence of the
evolutionof inflation, which surpassed theofficial target during most of theyear, despite
moderate growth in the region and strong appreciation of the euro. Another factor that
may well have contributed to therigid stance adopted by the ECB was the behavior of
the M3 monetary aggregate, which pointed to rapid currency and credit expansion. On
the other hand, core inflation remained consistently below the 2% limit.

Graph 6.8
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IntheUnited Kingdom, theofficial rateof interest moved upwardin February, May, June
and August, closing the year at 4.75%. The monetary policy adjustment implemented
by theBank of England (BoE) refl ected devel opmentsinboththereal sector andfinancial
sector. Asamatter of fact, the British economy had been expanding at arate higher than
the average of its European Union partners. This factor, coupled with abundant
liquidity, triggered strong valuation in assets, particularly in the real estate market.
Following a somewhat different trend, the prices of goods and services evolved only
moderately, especially inthe case of the harmonized consumer priceindex. On several
occasions, the BoE rai sed interest rates when inflation began decel erating, suggesting
efforts to avoid formation of an asset bubble through careful management of credit
conditions and, consequently, control of household indebtedness.

Graph 6.9
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Intheperiod extending through September 2004, inflationrosein China, beforedropping
sharply in the final quarter of the year. To some extent, this came as a surprise, since
economicexpansion at theend of theyear wasquiteabit higher than expected, primarily
when one considers the measures taken by the government to dampen growth. Since
the country operates within a fixed exchange system, the Central Bank intervened
heavily in the exchange market with the purpose of acquiring the foreign resources

Graph 6.10
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generated by the strong foreign trade surplus and inflows of speculative capital
triggered, inthelatter case, by speculation regarding an exchange policy modification
in that country.

International financial market

Thestability that characterizedinternational financial marketsin early 2004 —based on
signs of recovery in economic activity in the industrialized economies, abundant
international liquidity and reduced risk aversion — dissipated as of mid-March. The
scenario of financial instability wasmarked by anaccentuated riseinlong-terminterest
rates on the treasury bonds issued by the industrialized economies, devaluation of
variable income assets and a sharp downturn in the prices of emerging market bonds.
Basically, theturbulencethat hit themarket wasgenerated by uncertai ntiessurrounding
thebehavior of inflationinthemajor economies, thedirectiontobetakeninUnited States
monetary policy, the impact of the announced induced deceleration of the Chinese
economy and increasingly higher oil prices.

Astheuncertaintiesregardinginflationin Europeand the United Statesweredispelled,
as of May returns on the ten-year government bonds issued by the industrialized
countriesshifted back intothedownwardtrajectory that marked most of 2004. In Europe
and Japan, returns on fixed income assets remained low due to the perception that a
monetary stimuluswould beneeded to sustainthecycleof economicgrowth, reinforced
by appreciation of the euro and the yen.

Graph 6.11
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During the major part of the year, ampleinternational liquidity and market receptivity
to risk exposure made it possible to reduce spreads in almost al types of financing,
independently of thedebtor profileand thedegree of risk involved. Theonly exception
tothistendency occurred betweenmid-April and May when, despite positiveeconomic
performancesin most of the emerging economies, the Embi+, whichisused asaproxy
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for the external debt risk of these economies, expanded 37% to 567 pointson May 10,
thehighest level registeredintheyear. Asof that date, tensionsdeclined and the Embi+
shifted steadily downward, ending 2004 at 358 points. This tendency was further
reinforced by the gradualist approach adopted by United States monetary policy and
consolidation of the economic fundamental sof most of the emerging economiesinthe
second half of the year.
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According to the Institute of International Finance (I1F), foreign direct investments
expanded 43.9% compared to 2003. Flowsto the emerging countriesincreased 32.5%.
IIF data also indicate that capital flows involving bank credits, stock portfolios and
nonbank creditsrose 86.4%, 12.6% and 4.5%, respectively, intheyear.

The persistent rise in international oil prices generated negative impacts on stock
market evolution, reflecting concernswith thelong-term tendenciesof oil supply and
demand, aswell asthe potential adverseimpact of thesetrendson renewed economic
growth. Stock market price declinesin the United States as of the second quarter of
theyear wereaclear refl ection of these uncertainties, whileimpactson other markets
were |ess accentuated.

Startinginthemonth of November, United Statesstock marketsmovedinto asustained
upwardtrajectory, rather closely aligned with the performancesof other marketsinthe
period. Basically, thiswas caused by recovery of confidence regarding thevigor of the
global economic recovery aswell as growth in corporate profits. In 2004, the Nasdaq
index registered nominal val uation of 8.6%, whiletheDow Jonesand Standard & Poor’s
500 indicesturned in growth of 3.1% and 9%, respectively.
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Table 6.1- Emerging markets: foreign private capital flows

US$ billion
2001 2002 2003 2004

Private capital flows 130.5 124.9 210.7 279.1

Africa 9.4 1.5 35 9.2

Latin America 52.9 17.3 25.2 26.1

Asia 51.4 60.5 116.3 146.3

Europe 16.8 45.6 65.6 97.4
Source: [IF
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In Japan, the Nikkei index rose 7.6%. Here, one should stress that the evolution of
Japanese exchanges was negatively impacted by the only moderate pace of economic
activity inthat country asof the second half of theyear, aswell astheadverse pressures
perceived by United States markets. European exchangeswerelessvolatilethan those
of the United Statesand Japan, asthe FT SE 100, the L ondon stock exchangeindex, and
the Frankfurt DAX rose 7.5% and 7%, in that order.
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Inmost of theemerging stock markets, thenegativeeffectsof highandvolatileoil prices

were partially offset by migration of resourcesinto more profitable assets. Particularly
as of the second half of the year, recovery in stock market priceswasdriven primarily
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by attenuation of the risks of an interruption in the petroleum supply, perception that
inflation had been effectively harnessed in the major economies, the attractiveness of
stock pricesand announcement of considerably morerobust economicactivity indicators.
InLatin America, themajor M exicanand Argentinestock indicesrose46.8% and 28.3%,
respectively, whilethe Chileanand Brazilianindicesposted hikesof 21%and 17.8%, in
that order.
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Asfar as exchange markets are concerned, job market recovery and higher long-term
interest rates on treasury bonds resulted in appreciation of the American dollar against
the currencies of the other devel oped countriesin the period extending from February
to May 2004. However, this tendency was reversed in the second half of the year,
primarily asaresult of uncertaintiesregarding economic growth generated by weak | abor
markets and the persistent steady rise in international oil prices, aswell as questions
rai sed with respect to the possibility of financing the enormous and growing American
current account deficit. Thus, when one considers average December 2004 and 2003
exchange rates, the pound sterling appreciated 10.1%, the Euro, 8.9%, the Canadian
dollar, 7.7%, and theyen, 3.8%, inrelationto the American dollar.
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The excellent exchange supply conditions generated by the positive evolution of
emerging country balance of payments current and financial accountsled to currency
appreciation against thedollar inthose nationsthat had flexibleexchangesystems. This
trend wastemporarily interruptedinthesecond quarter of 2004 whenlong-terminterest
rates on Treasuries shifted upward.
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Even the currencies of such countries as Russia and the nations of southeast Asia,
which have considerably more rigid exchange systems, appreciated against the dollar
as of the month of October. Thiswas aclear indication of the continued ample supply
of international funding and short-term capital flows.

A comparison of average exchange ratesin December 2004 and 2003 shows that the
currenciesof Thailand, Korea, Singaporeand Taiwan appreciated at respectiveratesof
1.3%, 13.5%, 4.2% and 5.8%, against thedollar. Basically, thismovement resulted from
theupwardtrajectory in currency val uesbetween September and December, whenthese
currencies appreciated by 5.7%, 9.3%, 3.3% and 5.3%, in that order.
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Itisimportant to emphasize that depreciation of the American currency did not restrict
financing of thenation’ sexternal debt, sincegrowthintheflow of privateforeigncapital,
including foreign direct investment, and government capital originating in purchases
of United States securities by Asian central bankswas sufficient to finance the 25.5%,
or US$135.2hillion, increaseinthecountry’ scurrent account deficit, together withthe
rise in United States investments abroad.

World trade

According to IMF estimates, the volume of world trade in goods registered growth of
10.5% in 2004. Thiswasthe best result in the last four years and reflected across-the-
board growthintheworld economy asof thesecond half of 2003. Parallel tothesefigures,
theWorld Bank and WT O projected annual increasesof 10.2% and 8.5%, respectively,
inthevolume of 2004 trade.
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Increased trade flows in 2004 were a consequence of more intense economic activity,
particularly in the United States and China, the major driving forces underlying
expanded world demand. Though practically all of the world’s economies registered
foreign trade growth, the developing countries turned in rates that were higher than
those of thedevel oped world. Recovery inmanufacturing activity resultedinincreased
purchasesof capital goodsand raw materialsfor theindustrial sector. Atthesametime,
commodity demand remained strong, primarily asaconsequence of Chineseeconomic
vitality, which guaranteed continued high prices for these products. Greater energy
demand caused by consolidation of world economic expansion was reflected in the
volatility of international oil pricesthroughout theyear. Pressuresintensifiedinthefinal
six monthsof theyear, when pricesset new nominal highs, generating negativeimpacts
on world trade growth.
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Inthe United States, despite some degree of lossin the dynamics of the economy inthe
second half of 2004, domestic demand remained high, leading to morerapid growthin
importswhen compared to exports. In acontext of strong economic growth and higher
oil prices, increased outlays on energy played an important rolein raising the level of
imports. Consequently, the balance of tradein goods registered adeficit of US$666.2
billionintheyear, mirroring anincrease of 21.7% compared to 2003.

Intraand extrabloc trade flows intensified in the Euro Area countries. With regard to
extrablocflows, exportsaccel erated intheearly monthsof theyear, resultinginalarger
trade surplus. In the following period, foreign sales declined simultaneously to arise
in imports, resulting in trade balance deterioration. Strong appreciation of the Euro,
particularly inthefinal monthsof theyear, diminished thecompetitivenessof thebloc's
exportswhichhadaready been curbed asaresult of falling external demand. |n Germany,
the region’s major economy, output was adversely impacted by the behavior of trade
flowsinthesecond half of theyear. Asaresult, theexternal sector contributionto GDP
inthethird and fourth quarters was negative, in contrast to the four previous quarters.
InFrance, anupturninexport flowsinthefinal monthsof theyear wassufficienttoavoid
excessivetrade balance deterioration. In the case of the United Kingdom, appreciation
of the pound sterling hampered the export flow. Asaresult, thesharpriseinimportsled
to arecord 2004 trade deficit.

Japanese exports benefited from strong demand in Chinaand the United States, asthe
trade surplus for the first six months of the year expanded. However falling external

Table 6.2 — International trade of goods

US$ billions
Countries/ Exports Imports
Regions
2003  2004Y Percentage 2003 2004 Percentage
change change
USA 713.1 807.6 13.2 1260.7 14738 16.9
Canada 288.7 334.2 15.8 246.0 279.9 13.8
Euro Area? 12086 1433.2 18.6 11284 13395 18.7
Germany ? 757.1 915.5 20.9 608.3 721.3 18.6
France 368.7 424.2 15.1 366.3 433.9 18.5
ltaly % 153.8  177.1 15.2 152.0 178.1 17.1
United Kingdom 310.1 350.5 13.0 388.3 456.3 17.5
Japan 472.9 567.7 20.1 383.9 455.8 18.7
Latin America and the Caribbean 376.3 460.7 22.4 333.0 398.8 19.8
China 438.4 593.4 35.3 412.9 561.4 36.0
South Korea 193.8 254.2 31.2 178.8 2245 25.5

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

1/ Estimate and forecast.
2/ With the rest of the world.
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demand, appreciation of theyen and anew oil pricespiral, coupled with real growthin
imports, provoked deterioration in the trade balance through the end of the year.
Consequently, the foreign trade contribution to GDP was negative in the third and
fourth quarters.

InChina, tradeflowsexpanded sharply in 2004. | ncreased exportsreflected risingworld
economic activity and enhanced competitiveness, partly as a result of the exchange
system alterations adopted by that country. Imports grew at a pace above the previous
year, clearly ratifying the vigor of the Chinese economy despite the measurestaken by
authorities in 2003 to dampen the pace of economic expansion. Chinese economic
performance had a powerful impact on the trade sectors of the Asian economies, asa
result of the verticalization of theregion’ s productive chain, aswell ason trade by the
L atin Americancountries, sincethey aremaj or suppliersof raw material sand commodities.

The accel erated pace of world economic growth, particularly in the United Statesand
China, had important impacts on Latin American foreign sales. In the Mercosul
framework, animportant shareof theincreasein exportswasdueto sal esof manufactured
goodstotheUnited Statesby Brazil, whiletheexportsof the Andean countriesbenefited
from salesof basic productsand, to alesser extent, manufactured goods. Export growth
not only generated increased import capacity, but also made it possible for the region
tomaintainasurplusbalanceinthetradeof goodsfor thethird consecutiveyear. Parallel
tothis, the current account bal ance remained positive for the second consecutive year,
increasingfrom0.5%t01.1% of GDP.

Thoughtheinternational pricesof major farm commaoditiesturned downwardtowardthe
end of the second quarter of 2004, primarily as a consequence of an increased world
supply of such crops as soybeans, corn and cotton, the prices of these goods remained
at levels well above those in effect in past years. On the other hand, the prices of the
major metallic commodities continued on a steady upward curve.
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Theinternational petroleum market was highly volatilein 2004, as aresult of sharply
rising prices, coupled with such other factors as futures market speculation and
uncertainties regarding the possibility of maintaining an adequate supply to meet
growing demand, particularly in the United States and China. The doubts raised with
respect to the evolution of supply took due account of the rather slow recovery of
production in the region of the Gulf of Mexico, hit by hurricane Ivan at the end of
September, and of conflictsinthe Middle East and Nigeriaand uncertaintiesregarding
Russian output. These were the major factors responsiblefor the spikesthat occurred
inthedaily pricesof thiscommaodity. Another factor that hel ped to maintain oil prices
at very high levels was depreciation of the dollar on the international market.

Inthiscontext, the price of Brent-type oil negotiated on the L ondon market reached
an October maximum of US$50.95, closing 2004 at US$40.24, representing arise of
35% compared to the pricein effect oneyear previously. West Texas Intermediate
(WTI) negotiated at theNew Y ork Commodities Exchange set arecord of US$55.50,
also in October.
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It isimportant to note that the volatility that marked the per barrel price of petroleum
occurred parallel toashiftinoverall pricelevels. Inother words, the priceof Brent-type
oil increased fromannual averagesof US$25.02in2002 and US$28.87 inthefollowing
year to US$38.32in 2004, correspondingtoacumulativeriseof 53.2%intheperiod. This
increase occurred despite the measures taken by the Organization of the Petroleum
Exporting Countries (Opec) to raise supply of the product to 25.5 million barrels/day
(mbd) as of July, adding another 0.5 mbd on August 1.
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