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Foreword

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

The report is divided into six chapters. Activity level; Prices; Credit,
monetary and fiscal policies; International economy; Foreign sector
and Prospects for inflation. With regard to the activity level, growth
in retail sales, inventories, output, labor market and investments are
investigated. In the following chapter, price anaysis focuses on the
results obtained in the quarter as a consequence of monetary policy
decisions and the rea conditions of the economy outside the realm
of government action. The chapter referring to the credit, monetary
and fiscal policies, the analysis is centered on the behavior of credit,
financial and budget operations. In the chapter dealing with the
international economy, the report presents an analysis of the world's
major economies and seeks to identify those conditions capable of
impacting the Brazilian balance of payments. Insofar as the foreign
sector chapter is concerned, analysis is targeted at economic-financial
relations with the international community, with emphasis on trade
results and foreign financing conditions. Finally, prospects on inflation
growth are analyzed.
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Executive Summary

Economic activity has been growing gradualy and continuously over
the year, as sgnaled by the evolution of quarterly GDP growth. This
evolution reflects in part the expansion of domestic demand for
consumption — which up to August was concentrated on semi-durable
and non-durable consumption goods — and the growth of exports.

The factors supporting economic activity include the release of FGTS
(Warranty Fund for Severance Pay) funds and this year’s agricultura
income, which have partly neutrdized the effects of higher risk averson
linked to international and domestic uncertainties. In this context,
corporations continued to postpone investment decisions and families
avoided consumption of goods with higher unit values.

Although the stimuli provided by some of these factors are expected to
decline, the economy is expected to continue to grow moderately for
the next few months. An inventory adjusment in the industrid sector, a
relatively low default rate, prospects of less pressure on the 13th sdary
afforded by the disbursements of FGTS funds, and improved consumer
and business expectations are elements that may contribute to a
consolidation of the scenario mentioned above.

The likely recovery of capital flows to Brazil will be favored by the
adjustment of the current account of the balance of payments, which
declined from 4.6% of GDP late in 2001 to 1.7% of GDP in the twelve-
month period ending in November 2002. The favorable result of the
trade balance has played a mgor role in ensuring this performance.

Regarding the demand for investment, most indicators have declined as
a result of the uncertainties that characterized the recent period and the
lower dynamism of economic activity compared to the expectations
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that prevailed early in 2002. The production of capital goods for
agricultural and transportation purposes constitute exceptions.

The less favorable results for investment led to a drop in the ratio of gross
fixed capitd formation to GDP, which dedlined to an esimated 18.5% in
the third quarter of 2002 from 20.2% in the second quarter of 2001.

Regarding the labor market, despite the number of employed people,
demand has nonetheless been insufficient to absorb the supply of labor,
leading to a higher unemployment rate as compared to the levels
registered in 2001.

In this context, an andysis of the price indices indicates that the recent
acceleration of inflation was caused mainly by supply-related factors.
The effects of the exchange rate depreciation observed since April and
the significant impact of the inter-harvest period experienced in the last
two months account for most of the increase in inflation. Againgt this
backdrop, the evolution of service prices provides an indication of a
lesser role for inertia or indexation mechanisms in inflation. However, it
should be noted that the higher level of economic activity and increased
consumer confidence observed recently may lead to price hikes in the
future in sectors that were not directly impacted by the supply shocks.

Despite this possbility, the rate of inflation is expected to dow down as
of December, when the most critical moment of the period between
harvests will be over and the prospects for the behavior of the exchange
rate will become more favorable. Partial results for price indices in
December seem to corroborate this forecast. This drop, however, will
tend to be graduad, due to delayed effects on consumer prices, from the
exchange rate depreciation, and from higher wholesae prices resulting
from the inter-harvest period.

Specid mention should dso be made of the importance of maintaining
the fiscal consolidation process undertaken in recent years. In this
scenario, the fiscal surplus a dl levels of government keeps the public
sector’s net debt dynamics on a sustainable path, despite oscillations
caused by pressures from the foreign exchange market. The continuity
of this fiscal effort and the pogtive perception of the commitment to
maintain economic stability will contribute toward improving country
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risk perceptions and consolidating a declining path for the debt in the
next few months.

The central path expected for inflation accumulated in 12 months declines
steadily from the third quarter of 2003 to 9.5% late in 2003 and to 4.5%
in the last quarter of 2004. There has been, therefore, a significant
increase in projected inflation since the September Report, when the
inflation projected for 2003 was 4.5%. This increase was caused by the
inertial effects of high inflation in the fourth quarter of 2002, by the
effects of the exchange rate depreciation in 2002 on the projected
adjustment of managed prices in 2003, and by pessmigtic expectations.
It should be noted, however, that the inflation fan chart associated with
the basdine scenario is marked by asymmetry, with a higher disperson
for vaues below the central path. This asymmetry incorporates the larger
weight that the Copom éttributes to a scenario in which the red is more
appreciated and inflation expectations improve more rapidly. This is
expected to happen as uncertainties regarding the adoption of consstent
macroeconomic policies by the next federd adminigtration are eliminated,
strengthening the role of monetary policy in coordinating expectations.

An dternative scenario outlined by the Copom is also presented, in
which expected inflation for 2003 drops more rapidly to 8%, and the
exchange rate stabilizes at R$3.20, as opposed to the R$3.55 rate
anticipated in the basdline scenario. The inflation estimated according
to these underlying assumptions is 7.3% in 2003 and 3.4% in 2004.

As aresult of the recent improvements observed in indicators of
economic activity, the core projection for output growth in 2002 rose
from 1.4% to 1.6% since the last Report. In 2003, GDP is projected to
grow by 2.8%.
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1—Activity level

Despite the uncertainties of the international scenario and internal
financial market volatility caused, to some extent, by expectations
surrounding the electoral process, the activity level in the third quarter
of the year and early part of the fourth continued on a gradual growth
curve. Among the highlights of the period, mention should be made
of the positive performance of the retail trade sector, powered mainly
be disbursements of the Employment Compensation Fund (FGTYS).
Other factors that contributed to growth in recent months were
increased exports, driven mostly by exchange depreciation, and sales
to the farm sector. In the latter case, just as occurred in recent years,
the excellent results achieved by the sector have generated significant
reinvestments in this activity. Taken together, these factors produced
strong positive impacts on industrial output in the period, particularly
in light of the fact that, in previous months, the flow of production
was somewhat curtailed by the need to adjust the stock levels of
final products.

1.1 Retail sales

Following the negative results of the first half of the year, trade sector
activity turned upward in the following months. This growth was
one result of the exceptional level of FGTS disbursements, increased
farm sector income and improvement in consumer confidence indices.

According to the Monthly Trade Survey of the Brazilian Institute
of Geography and Statistics (IBGE), which is national in scope,
the Retail Sales Volume Index registered 1% growth in the third
quarter of 2002, in comparison to the same period of the
previous year.

11
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Viewed under the prism of accumulated expansion in the year, the
reduction in the negative growth figures that marked the third quarter
is expected to intensify in the following months, particularly as a
result of the excellent performance of retail activity toward the end
of 2001. A segment-by-segment breakdown indicates that sales of
fuels and lubricants expanded by 5.5% and those involving furniture
and electric appliances increased by 1%, while fabrics, apparel and
footwear and other items for personal use showed significant
recovery over the course of the year, despite negative growth of
1.8% and 1.4%, respectively.

Sales volume index in the retail sector - Brazil Sales of the automotive sector, which is not
— Percentagechange.  jncluded in the formation of the general index,
Itemization 2002 .
o 1o o also evolved favorably in recent months. Thus,
Same period of the previous year following negative results of 23.4% and 19.8%
Retail sector 08 09 10 inthe first and second quarters, compared to the
Fuel and lubricants >3 15 %7 same periods of 2001, the segment’ s sales dropped
Supermarkets 0.0 -1.7 -1.5 . . . . .
Textiles, clothing and footwear -2.5 5.3 2.8 by 12.2% in the third quarter Once this flgure IS
Furniture and white goods 14 43 ol incorporated into the overall result, the
Orner domestc goods e 00 M accumulated decline in the year fell from 21.6%
Vehicles, motorcycles -23.4 -19.8 -12.2

up to June to 18.7% up to September.

Accumulated in the year

Retail sector -0.8 -0.8 -0.2

Fuel and lubricants 53 33 55 Statistics released by the Trade Federation of the
Supermarkets 0.0 -0.9 -1.1 ~ .

Textiles, clothing and footwear -2.5 -4.1 -1.8 State Of SaO PaUIO (FeCO-merC|O SP) for the
Furniture and white goods 14 15 10 period up to October confirmed the process of
Other domestic goods 46 26 14 recovery under retail sales in the third quarter
Vehicles, motorcycles -23.4 -21.6 -18.7 .

and start of the fourth. In this context, based on

Source: IBGE

the statistical series from which seasonal factors
have been purged, real revenues of the sector
expanded by 8.8% and 0.2% in August and
September, respectively, before dropping dlightly

Real sales of the retail sector in Sdo Paulo
Seasonally adjusted data

20005100 (0.4%) in October.

185

178 - £ 7" . T

. N // ] ‘ The analysis by trade segments indicates that

= N " / AN Sy L increases in sales of nondurable and semidurable

- \ S L~ consumer goods were the major determinants
~ - . .

. underlying the recovery process, with average

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec monthly gl’OWth Of 32% and 55% respectlvely

2000 = == = 2001 = = = 2002

Source: Fecomercio SP from August to October, based on figures free of
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Consumer goods - real sales

Seasonally adjusted data
Quarterly moving average 2000=100

Oct

140
130 o
120 = z
110 r~~ 7
e~ N - "4
100 — -y
— /\/\ [
80 S [
P
70 <~ _ ——p——
60
Feb  Apr Jun Aug Oct Dec Feb Apr Jun Aug
2001 2002

Source: Fecomercio SP

Real sales of the retail sector in Sdo Paulo

Durable == == == Semidurable ™ ™ ™ Nondurable

Percentage change

Itemization 2002
May Jun Jul  Aug Sep Oct
In the monthll
General 44 -03 -33 88 02 -04
Consumer goods 42 -04 -46 100 0.4 04
Durable -1.2 25 -83 53 -0.6 -11
Semidurable 3.7 -09 6.6 6.0 1.3 23
Nondurable 11.4 04 -2.0 128 2.3 13
Automotive trade -9.7 16 -1.1 87 -16 -27
Vehicle dealers -11.6 24 -1.0 87 -14 -42
Autoparts and accessories 0.2 -6.1 6.6 20 -1.9 31
Building materials 3.7 -13 2.3 36 6.4 -57
Quarter/previous quarter“
General 2.9 1.6 1.8 22 3.7 6.3
Consumer goods 4.1 1.6 1.2 12 3.0 6.8
Durable 03 -11 -49 68 -73 -23
Semidurable 22 -16 2.9 71 12.0 120
Nondurable 6.8 22 5.6 63 11.3 136
Automotive trade -58 -29 -63 -14 15 63
Vehicle dealers -6.6 -23 -6.6 -16 1.5 6.3
Autoparts and accessories 0.3 -29 -25 -10 3.0 39
Building materials 6.3 54 56 46 7.3 7.0
In the year
General -25 -14 -05 15 2.8 3.8
Consumer goods 0.8 20 2.7 4.6 5.6 6.6
Durable -22 -10 -11 -10 -12 -17
Semidurable -23.3 -235 -209 -18.0 -154 -128
Nondurable 4.0 5.6 6.8 101 11.7 138
Automotive trade -22.3 -22.7 -21.6 -193 -17.3 -17.0
Vehicle dealers -26.6 -26.8 -25.6 -22.8 -20.6 -20.3
Autoparts and accessories -0.2 -16 -1.3 -17 -1.7 -16
Building materials -19.3 -183 -159 -139 -109 -93

Source: Fecomercio SP

1/ Seasonally adjusted data.

seasona influences. It should be noted that these
segments tend to be more intensely impacted by
FGTS disbursements, since they normally market
items of lesser unit value.

Based on statistics from which seasonal factors
have been eliminated, sales by factory authorized
outlets increased by 8.7% in August in a month-
by-month comparison and generated a strong
impact on the results registered in the period by
Fecomercio SP. Though the two following
months were marked by negative results, sales
in the segment expanded by 6.3% in the quarter
ended in October, when compared to the
previous quarter. This performance was a
consequence of the August reduction in the rates
of the IPI levied on the production of
automobiles and increases in the number of
clearance sales in the period. At the same time,
net outflows of resources from financial funds,
particularly in the third quarter of the year, and
expectations of automobile price increases in the
near future, had the impact of invigorating sales
performance. For the year, however, revenues
of the segment dropped by 17%.

With regard to sales of building materials, the
downward trend in recent months is gradually
being reversed, as October closed with —9.3%
compared to —19.3% in May.

Data released by the S&o Paulo Trade Association
(ACSP) and purged of seasonal influences
confirmed expansion of the S&o Paulo retal trade
sector. Consultations with the Credit Protection
Service (SPC) and Usecheque expanded by 0.6%
in the period from September to November, when
viewed against the previous quarter. An individual
analysis of the accumulated growth in these two

13
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Retail sales indicators in Sao Paulo

Seasonally adjusted data
1992=100

indicators shows that consultations with
Usecheque, which covers cash payment sales

265

—~| and small value transactions, turned in growth

/N \ of 12% up to November, while consultations
—

250 \V4 \\\
235
_/

-
20 42 ~ /

—

£ | with the SPC, which encompasses installment
sales, remained stable in the period. These

~— \—
4 \y

percentages confirmed the change in consumer

205

2001

SPC
Source: ACSP

Consumer Intention Index (IIC)

2002

== == == Usecheque

Jan  Mar May o Sep Nov dan Mar May S Nev pehavior, shifting preferences to small value

items and immediate payment, in detriment to
installment purchases.

The performance of the retail trade sector in the

second half of the year was compatible with the

evolution of consumer expectations. In this sense,

IIIIII IIIIIIIIIII the year. In November, the general index expanded

the Index of Consumer Intentions (11C), released
by Fecomercio SP, has followed an upward curve
since June when it registered its worst result of

Jan Mar May Ju Sep Nov Jan Mar May Jul Sep Nov

2001

2002

by 6% compared to October, closing at the highest

Emmmm— IC — — — Currentconditons ™ ™ ™ Future conditions

Source: Fecomercio SP

level of the year. For the most part, recovery under

the I1C is a consequence of growth in the Index

of Future Intentions, which accounts for 60% of
the composition of the general index. This conclusion is further
evinced by the fact that the Index of Current Intentions not only
fluctuated sharply but remained at relatively low levels during
practically the entire second half of the year. According to Fecomercio
SP, the end of the uncertainties that had marked the electoral process,
lesser concern with unemployment and the absence of new adverse
events on the international scenario are the factors that explain the
recovery in consumer confidence.

Another factor that has contributed positively to improvement in
trade sector performance is the downward slide in default levels
registered in the period from May 2002 to the present. To some
extent, this movement is attributed to extraordinary releases of
FGTS resources.

With this, the ratio between checks returned due to insufficient
backing and total checks cleared through the banking system, which

14
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Default rates

Seasonally adjusted data
%

SPC (SP)

had already declined in the July-September
quarter, turned in an additional reduction in
October and closed at 4.25% based on the

Returned checks

12

/\ 1

VAR

/|

55

gatistical series from which seasond factors have

A

e

77 5.0

\% been purged.

N\

4.5

617

Ve

N

~

.0 In the case of the SPC, the net rate of defaults

3

Feb Apr Jun Aug Oct

2001

SPC (SP)
Source: ACSP

Default rates

== == == Returned checks

Dec Feb

2002

AprunAw ot measured by the ACSP moved general downward,
through some degree of volatility was evident in
the period. In this context, the fina result came
to 5.7% in November, compared to 4.4% in

Rate

Itemization

2002

October and 6.7% in September. The average rate

1Q 1Q Jul Aug sep oct Nov  Of default in the period from January to November

spc (sPy

Returned checksﬂ
Telecheque (RJ)gl
Telecheque (national)3/ Y

6.0
5.2
3.4
2.7

8.0
5.0
16
2.0

7.2
4.6
1.8
1.9

47 67 44 57 2002 came to 6.8%, as against 7.9% in the
43 42 46 - corresponding period of 2001. The other default

16 17 16 14

15 indicator that is national in scope is released by

1.7 17 19

Source: ACSP, Bacen and Teledata

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

3/ Returned cheques/cleared cheques.

4/ Average in the following cities: Belém, Fortaleza, Recife, Salvador,

Teledata and aso pointed to downward movement
over the course of 2002, as evident in the median
rates of 1.7% in the October-November period,
compared to 2.7%, 2% and 1.8%, respectively,

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

and Rio de Janeiro.

in the first three quarters of the year.

The decline in defaults suggests that Christmas bonus payments,
known as the 13" monthly wage, are to a great extent being channeled
into consumer spending. Parallel to the positive evolution of
consumer expectations, this factor is expected to leverage the
performance of the retail sector in the final months of the year.

1.2 Output and GrossDomestic
Product

1.2.1 Industrial output

In the August-October quarter, industrial production expanded by
2.3%, compared to the previous quarter, as reported by IBGE’'s
Monthly Industrial Survey (PIM). In the year, general industrial
output, which had expanded by 0.5% up to July, as a result of 11.6%
positive growth under mining and a drop of 0.9% in the product of

15



InflationReport

December 2002

Industrial production

Seasonally adjusted data
2000=100

120 — 3
' e
P -
110 Y]
4
1 N\
!——"\‘ * z —~7 |\ _'_’-——‘//
100
~
' 4
90
Feb Apr Jun  Aug Oct Dec Feb Apr Jun Aug Oct
2001 2002
Total — — — Manufacturing industry
= ™ ™ Mineral extraction
Source: IBGE
Industrial production
Percentage change
Itemization 2002
Jun  Jul Aug Sep Oct
Industry (total)
In the month® 1.0 02 04 09 17
Quarter/previous quarter 14 -15 -06 -02 23
Same month of the previous year 07 33 10 55 89
Accumulated in the year 0.0 05 05 11 19
Accumulated in 12 months -1.0 -08 -0.7 -01 09
Manufacturing industry
In the month®/ 11 05 04 15 20
Quarter/previous quarter” 1.3 -19 -06 -02 27
Same month of the previous year -08 25 -05 48 74
Accumulated in the year -15 -09 -08 -02 06
Accumulated in 12 months -18 -16 -16 -11 -02
Mineral extraction
In the month’ -11 -11 1.8 -27 08
Quarter/previous quarter” 54 35 08 -08 -09
Same month of the previous year 13.4 10.4 14.7 114 223
Accumulated in the year 119 11.6 12.0 12.0 130
Accumulated in 12 months 55 58 6.6 76 103

Source: IBGE

1/ Seasonally adjusted data.

the manufacturing sector, increased to 1.9% in
October, reflecting respective rates of expansion
of 13% and 0.6% in the two subsectors cited.

Among the factors that influenced the behavior
of the industrial sector in recent months, the
following deserve mention: increased exports of
manufactured products, sales targeted to the
crop/livestock sector, continued expansion in
internal sales of consumer goods of lesser unit
value and recent growth in the sales of the
automotive industry.

Up to the month of October, exports of
manufactured products increased by 1.8% in the
year and were particularly strong in the second
half of the year as a result of the added incentive
of exchange depreciation. Among the industrial
segments that registered increased export flows,
one should cite the segments of sugar, cellulose
and wood paste, petroleum and gas, vegetable
oils, furniture and poultry and animal daughters.

Growth in farm production which came to 6.5%
up to the third quarter of the year, according to
IBGE National Accounts data, has sustained
expansion in the industrial subsectors that produce
the inputs and implements channeled to the sector.
Output of farm machines increased by 25.9% up
to November, when compared to the

corresponding period of 2001, according to the National Association
of Automotive Vehicle Manufacturers (Anfavea). Paralel to this,
production of fertilizers and plant food expanded by 13.5% and
output of foodstuffs for animal feed increased by 9.2% up to October,
according to the PIM.

Analysis of manufacturing activity by use categories pointed to
increased output in all segments in the period from August to October.
Capita goods production, which is more sensitive to the uncertainties

16
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Industrial production by category of use - selected

sectors

% accumulated growth in year

common at the time, started to turn upward only
in the month of October. In the category of

Itemization

2001 2002Y

Capital goods
Rail equipment

Farm machines

Intermediate goods
Fertilizers
Gas and ol
Sugarcane industry
Animal feed
Celulose

Plant oils

Durable consumer goods
Household appliances

Furniture

Semidurable and nondurable consumer goods
Slaughtered poultry
Animal slaughtering

consumer goods, output of consumer durables
moved sharply upward while production of
nondurables and semidurables moved along a
steady growth trgjectory, quite similar to the
results registered under intermediate goods.

12.7
37.3
25.8

-14
30.5
142

-0.2
-7.5

24
135
153
11.7

9.2

9.1

7.6

4.6

19.0
From August to October, output of consumer

durables increased by 6.5% when compared to the
three previous months, according to data free of
seasonal factors. This growth reversed the 3.4%
negative result accumulated in the first seven
months of the year to a pogtive figure of 1.6% up
to October. The increased dynamism of this
segment was mostly a consequence of the

6.0
0.0
3.9

-0.6
-9.9
-1.1

16
7.9
15

1.8
8.7
8.0

0.6
8.5
8.0

Source: IBGE

1/ Up to October.

performance of the automotive sector in the period.

Following a 3.9% decline in August, vehicle production turned in
accumulated growth of 30.9% in the three subsequent months,
according to seasonally adjusted Anfavea data. Internal industrial
sales expanded by 17.7% in the quarter while foreign sales increased
by 20.7% following growth of 7.4% and a decline of 4.2% in
August, respectively.

In the third quarter and early part of the fourth, output of nondurable
and semidurable consumer goods, which are less sensitive to changes
in the overall economic scenario, remained on the dight upward curve
that has marked the entire year. Based on seasonally adjusted data,
the segment registered growth of 2.3% in the August to October
period, when compared to the previous quarter. With this result,
accumulated growth in the year came to 0.6%, the same leve as in
July. In this context, particular mention should be made of 4.6%
growth in the output of the food industry.

Production of intermediate goods registered the best performance
over the course of the year, with accumulated growth of 2.4% up to
October. In the August to October period, the category’s output
expanded by 1.7% in relation to the average in the previous quarter,
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Industrial production by category of use

Percentage change

Itemization 2001 2002
Dec Jul Aug Sep  Oct
In the monthll
Industrial production 1.1 0.2 0.4 0.9 17
Capital goods -0.7 06 -23 -07 4.3
Intermediate goods 1.2 -0.2 0.3 1.5 08
Consumer goods 0.7 11 09 -0.1 19
Durable 5.5 25 -0.9 2.2 4.9
Semi and nondurable -0.7 0.7 15 -09 13
Quarter/previous quarterll
Industrial production -0.7 -15 -06 -0.2 23
Capital goods -5.9 -38 -17 -23 0.7
Intermediate goods -17 -06 -0.1 0.1 17
Consumer goods 2.1 -45 -21 -07 33
Durable 8.0 -58 -35 -05 65
Semi and nondurable 0.8 -39 -19 -10 23
In the year
Industrial production 15 0.5 0.5 1.1 19
Capital goods 12.7 -09 -22 -19 -14
Intermediate goods -0.2 0.7 1.0 1.5 24
Consumer goods 1.3 -03 -04 0.1 08
Durable -0.6 -34 -22 -02 16
Semi and nondurable 1.8 0.6 0.1 0.2 06
Source: IBGE
1/ Seasonally adjusted data.
Vehicles - production and sales
Percentage change
Itemization 2002
Jul Aug Sep Oct* Nov*
In the monthll
Production -3.0 -43 19.2 102 -0.3
Sales 0.2 4.2 11.4 10.8 -10.2
Domestic sales 25 72 138 146 97
External sales 6.3 -3.6 8.0 5.9 5.6
Quarter/previous quarterll
Production 53 67 -1.7 97 221
Sales -3.7 1.7 7.6 18.3 185
Domestic sales -7.3 0.2 8.8 24.0 252
External sales 7.9 -08 1.1 4.0 138
In the year
Production -11.3 -11.2 -9.1 -5.8 -4.0
Sales -11.8 -10.1 -6.7 -3.4 -2.7
Domestic sales -13.5 -11.8 -7.9 3.7 -35
External sales 5.1 -33 25  -21 -0.1

Source: Anfavea

1/ Seasonally adjusted data.
* Preliminary.

based on data purged of seasonal factors.
Independently of the basis of comparison, this
growth has been attributed to expansion of the
mining sector and the process of import
substitution. The latter factor is evident in the
asymmetry between the volume of imports of
intermediate goods and growth in the output of
the manufacturing sector in the year.

Production of capital goods expanded by 0.7% in
the August to October period, in relation to the
average for the three previous months, closing
with the lowest rate of the entire industrial sector.
However, it should be noted that the activity
inherent to this category is fundamentally tied to
investment decisions that have a much longer
maturation horizon and very large sums of
financial resources. Consequently, the activities
of this heading are considerably more sengtive to
changes in the general economic panorama and
in financing conditions. In this sense, the 1.4%
drop registered in the year should be viewed in
the framework of deteriorating expectations and
credit conditions and increased internal and
external uncertainties. At the same time, one
should emphasize that the performance of capital
goods production has benefited from growing
demand for machines and equipment for the
sectors of agriculture and transportation, a fact
that has somewhat attenuated the previously
mentioned negative results.

The increase in manufacturing activity was reflected
in the level of idle capacity. Thus, the median leve
of utilization of installed manufacturing capacity
came to 80.4% in October, compared to 79.8% in
the same month of 2001 and 79% in July 2002,
according to the quarterly Getulio Vargas
Foundation (FGV) survey. The headings of
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Intermediate goods

Seasonally adjusted data
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Utilization of installed capacity”
Level
Itemization Maximum 2002
level Jan Apr Jul  Oct
since 1990
Manufacturing industry 86.0 795 79.1 79.0 804
By segment
Nonmetallic minerals 88.0 84.2 84.7 79.3 793
Metallurgy 93.0 881 84.8 89.3 893
Mechanics 855 79.7 78.2 82.1 814
Electric and communications eq. 84.0 70.2 65.9 60.2 599
Transportation equipment 92.0 734 729 69.8 777
Wood 93.0 80.0 84.1 79.8 86.0
Furniture 87.0 773 76.3 74.4 793
Paper and cardboard 95.0 934 93,5 91.6 934
Rubber 95.0 87.2 90.9 90.1 882
Leather and hides 89.5 756 79.2 79.6 795
Chemicals 91.0 835 819 84.3 853
Pharmaceuticals 87.0 541 67.6 71.3 657
Perfumes, soaps and candles 93.0 599 78.8 65.8 748
Plastics 88.0 84.6 824 81.8 826
Textiles 86.8 842 87.4 80.0 858
Clothing, footwear 88.4 829 815 84.4 86.6
Food products 84.0 783 77.9 83.4 789
Beverages 90.0 63.8 70.3 66.0 687
Tobacco 98.0 60.1 74.0 69.4 521
Editorial 91.0 626 74.8 744 737
Others 89.5 818 80.6 78.8 895
Source: FGV

1/ A complement of 100 represents the average level of idleness.

Oct

transportation equipment, which includes the
automotive industry, wood, furniture and textiles
registered the sharpest faloffs in idle capacity. In
contrast to this performance, the segments of
pharmaceutical and veterinary products, food
products and tobacco operated with a higher level
of idle capacity. Although some sectors, particularly
intermediate goods, registered relaively high levels
of utilization of ingtaled capacity, even these were
below their historic peaks as registered by the
survey.

Data on the levels of utilization of industrial
production capacity released by the National
Confederation of Industry (CNI) and Federation
of Industries of the State of S&o Paulo (Fiesp) aso
reflected the process of recovery in the sector. After
introducing seasonal adjustments, the monthly
results registered positive growth as of the month
of July and, in October, reached a plateau
equivalent to the start of 2001. In the case of S&o
Paulo industry for which sectora data are available,
the largest increases in utilization of installed
capacity occurred in the segments of nonmetallic
minerals, paper and cardboard and food products.

Among other factors, the more dynamic level
of manufacturing activity in September and
October reflected the process of stock
adjustments that companies had to make, as a
result of their very large higher-than-planned
volume, registered at the end of the second
guarter, particularly in the case of final goods.
In this context, at the start of the third quarter,
companies began adjusting their production to

sales volume. This is clear in the more recent results of the same
survey, which shows reductions in the stocks of final goods from
53.1 at the end of the second quarter to 48.5 at the end of the
third, utilizing a scale of zero to one hundred.
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Utilization of installed capacity

Seasonally adjusted data
Average percentage
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Manufacturing industry stocksll

Itemization 2001 2002

1] v | ] ]
Manufacturing industry
Final products 50.9 48.0 50.4 53.1 485

Raw materials and interm. goods 49.7 48.6 47.7 482 492

Large companies
Final products 524 4738 50.4 53.7 499

Raw materials and interm. goods 53.4 50.5 49.5 50.7 512

Small and medium companies
Final products 50.0 482 50.3 52.8 477

Raw materials and interm. goods 47.7 475 46.7 46.9 481

Source: CNI

1/ Values over 50 indicate stocks above the planned level.

Industrial Business Confidence Index
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Crops

With regard to expectations in this sector, the
Industrial Confidence Indicator (ICEl), calculated
by the CNI, registered recovery in the month of
October, shifting to 49.5% compared to 48.5 in
July, on a scale from zero to one hundred. Among
other factors, this result reflected the agreement
with the International Monetary Fund (IMF),
gradual restoration of foreign trade credit lines
and the end of the electoral process. The shift
toward more positive expectations was a
consequence of adjustments in stock levels and
the prospects for a positive sales trgectory both
internally and externally and should contribute
sgnificantly to continued growth in manufacturing
activities in coming months.

1.2.2 Cropl/livestock output

Recent farm production results confirmed a grain
harvest that would be slightly below the 2001
level, while output of such other crops —
particularly, coffee, sugar cane and oranges —
turned in more positive growth. Early
information regarding the next harvest indicates
that growth in area cultivated will be restricted
to soybeans. Other economically relevant crops,
such as corn, could still achieve output growth
on the basis of gains in yield per area. In the
livestock segment, there is a larger statistical
gap. However, up to the second quarter, it is
evident that the process of growth that marked
previous quarters continued.

For all practical purposes, the 2002 grain harvest has been
completed. Of the major crops, the only cycle not yet concluded is
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Grain production“

In million of tons
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that of wheat, now in the final stage of
harvesting. Total output of grains, legumes and
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oil-bearing crops is expected to close at 97.266
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These figures are drawn from the Systematic
Farm Production Survey (LSPA) carried out by
IBGE in October. This forecast is below that
w00 200 2002 presented by IBGE in the month of July. The
reasons for the cutback are prolonged drought
at the start of the third quarter and atypical frosts
in early September, with a particularly strong
impact on the wheat crop.

The 14.4% reduction that occurred in corn production was the major
cause of the downturn in the grain harvest. Aside from a reduction
of 3.9% in area planted, the crop was hit by climatic adversities over
the course of the year, provoking a decline of 10.9% in productivity
compared to the previous year. In the same sense, output of cotton
in seed and wheat dropped by respective rates of 18% and 1.8%.

Among the grains that turned in positive growth, one should
emphasize beans with 25%, soybeans with 11.3% and rice with
3%. Insofar as other crops are concerned, accentuated growth
was registered under coffee beans (26.7%), oranges (12.1%) and
sugar cane (8%), all of which are items of importance to the
nation’s exports.

Prognosis for the 2003 harvest

In the month of October, IBGE carried out a survey of intentions
as regards the crops to be planted and the area to be cultivated in
the next harvest. This study encompassed nine different products:
soybeans, corn, sugar cane, beans, rice in husk, white potatoes,
herbaceous cotton, manioc and onions, in the southeast, south,
central-west regions and in the states of Rondbnia, Bahia,
Maranhdo and Piaui. The estimate of the area to be planted totals
33,791 hectares, for growth of 2.4% in relation to the area planted
in 2002. Basically, this increase is due to growth in the soybean
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C in 2002 1 i
ropsin crop, since the areas planted in other crops are

Percentage change

Itemization Production Area  Average eXpeCted to decline or remain stable. Among
producion  other factors, growth in the soybean crop was

Grain production 13 6.1 70 gtimulated by price increases in recent months,

Cotton (seed) -18.0 -13.4 54 . . | al d

Rice (i husk) 50 08 ,, Mmovement into new agricultural areas and even

Beans 25.0 20.3 39 substitutions of previously planted crops,

corn 144 29 109 particularly in the case of corn.

Soybean 11.3 171 -5.0

Wheat -1.8 22.3 -19.7

Other products Estimates of a downturn in the area cultivated

Potatoes 2.7 18 o9 in crops of importance to internal supply should

Coffee fruit 26.7 o7 28 pe somewhat attenuated by several positive

Oranges 12.1 0.4 11.7 . L.

Sugar cane 8.0 37 4o factors. In the case of corn, significant growth

Manioc roots 13 10 o4 js expected in both the first and second harvests,
Source: IBGE since the strong reduction in the productivity of

this crop that marked 2002 is not expected to be
nthousands oftons  F€peated. Aside from this, in the cases of both
Itemization Production Percentage corn and beans, cutbacks in the area of the first

Agricultural production

2002" :
2002 change harvest are expected to be offset by growth in

G?‘”ﬁ"“’("”“:)“ 92‘ o 91 jﬁj 1;§ the second harvest, since the prices of these

otton (see: -1o.

Rice (in husk) 10 105 10 498 s0 goods in the recent past have been evolving in a
Beans 2436 3046 250 more positive manner. In the case of the rice
zs;';ean o s % crop, the drop in forecast area planted is the
Wheat 3261 3203 18  result of reductions in the southeast and central-
Others 1814 1696 ©5  west regions, which normally turn in lesser yields
Other products than in the south, where about 50% of national
Bananas 5 959 6 398 74 . .

White potatoss ) 787 863 ,, output is concentrated. The estimate for the latter
Cocoa (beans) 184 173 60  region points to positive growth in the output
Coffee (beans) 1918 2431 26.7 Of th|S Crop.

Sugarcane 345 941 373544 8.0

Tobacco (in leaf) 565 658 16.5

Oranges 16 844 18 886 12.1

Manioc roots 22 479 22 781 13 -

Tomatoes 3043 3 526 15.9 L IVGStOCk

Source: IBGE

All segments of the livestock sector have
registered positive results, mostly due to steadily
expanding exports.

1/ Refers to the October/2002 Systematic Survey of Agricultural Production.

In the first half of 2002, IBGE estimates indicate cattle daughters at
9.3 million head, corresponding to growth of 6.5% in relation to the
same period of 2001. In much the same way, the overall carcass
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Agricultural production - harvested area forecast
In thousands of hectares

weight of the daughtered cattle increased in the

Itemization Harvested area Percentage pe”Od to 2.2 million tons.
2002 2003"  change

Grain production ssoir 3379l 24 As far as swine production is concerned, the
Cotton (seed) 686 680 -0.8 . . .
Rice (in husk) sess 2640 o number of animals daughtered in the first half of
Beans - 1st harvest 1407 1405 02 2002 and total carcass weight reflected growth
Corn - 1st harvest 7328 7286 06 of 17.1% and 18.4% over the figures for the same
Soybean 16 218 17 142 5.7 .
White potatoes - 1st harvest 84 80 -4.8 perlOd Of 2001
Sugar cane 4055 4017 -0.9
Onton > > ' With respect to chicken meat, 1.5 billion chickens
Manioc roots 523 475 -9.2

were slaughtered in the half-year period, for
growth of 12.1% in relation to the same period
of the previous year. Despite this increase, it

Source: IBGE

1/ Cultivated area or being prepared for crops.

#i"telsmc_khl:md“c“o” should be noted that the prices of the product
otal weig .
Percentage change in 12 months have been following an upward curve as a result
20 . . . .
- LT T of increased export flows and, principaly, higher
o I = feed costs. In the latter case, the rise in these
1 o . -
Lt Py o) — prices was caused basically by exchange
8 = . .. .
N WP i depreciation and the limited supply of corn in
L
2 . the latter part of the year.
Feb Apr Jun Aug Oct Dec Feb Apr Jun
2001 2002
Cattle — — —Hog ™ ™ ™ poultry

Source: IBGE

1.2.3 Labor market

Employment

Labor market indicators point to an almost generalized process of
positive evolution. Despite this, the rate of open unemployment remains
high, reflecting the fact that the overall labor force has expanded at a
rate higher than the economy’s capacity to generate jobs.

As measured by IBGE's Monthly Employment Survey (PME), the
rate of open unemployment in the six metropolitan regions analyzed
came to 7.35% in October, compared to 7.61% in the previous month.
This reduction was a consequence of the falloff in the total labor
force, since the number of those working remained stable in the two
month period.
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;”emp'oyment rate One should highlight the fact that, since Apiril,
9 the jobless rate has remained above the 7% mark,
8 A registering an average of 7.34% up to October,
7 = = /\?/ / compared to 6.27% in .the corresponding period
6 S e of 2001. The rise in unemployment was
5 \ accompanied by a process of job generation, as
4 evinced by the fact that the total number of
oo MO g Mo e % people working in October 2002 was 3.16%
Source: 1BGE opsened T T T Sessenalyadused greater than in the same month of 2001.

However, this growth was less than that of the
overal labor force, which came to 4.2% on the
same basis of comparison.

On a sector-by-sector basis, the accumulated results in the first ten
months of the year indicated that job generation was more intense
under services (3.8%) and commerce (3.5%), followed by
manufacturing (1.4%). Only the construction industry registered a
reduction in the number of job positions (6%), which was clearly a
reflection of the falloff in the pace of activity in this sector.

When one considers employment categories, the first ten months
of 2002 were marked by across-the-board growth, particularly
among unregistered workers, a segment that witnessed creation
of 215 thousand job positions or 5.1% above the same period of
2001. Following that came registered workers, with 79 thousand
new positions, corresponding to growth of 2.9% using the same
basis of comparison. The headings of employers and the self-
employed registered less expressive rates of growth, with 0.3%
and 0.2%, respectively.

In recent months, formal employment has followed the upward
curve that began toward the beginning of 2000. According to the
Ministry of Labor’'s General File of Employed and Unemployed
Persons (Caged), which is national in scope, 1,023.7 thousand
jobs were created, for growth of 20.4% over the jobs generated
in the same period of 2001. This was the sharpest rate of growth
in job positions registered in the year up to October, since the
statistical series was first calculated in 1983, and resulted in a
rise of 3.2% in the average result of the formal employment index
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Occupied people by activity and by categories of

employment

% accumulated growth in year

Itemization 2002

1Q 11IQ Jul Aug Sep Oct
Total of occupied people 21 24 25 26 27 27
By activity
Manufacturing industry -0.2 06 1.0 13 14 14
Building -6.3 -65 -65 -6.2 -63 -60
Commerce 35 29 35 36 35 35
Services 30 34 34 35 36 38
By categories of employment
Registered 22 25 26 28 28 29
Nonregistered 50 49 51 51 51 51
Self-employed -09 -06 -04 -02 00 02
Employer 12 05 03 00 01 03
Source: IBGE
Formal employment
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Formal employment

New job openings (1,000 employees)

Itemization 2001 2002
IH IQ Oct Intheyear
Total 591.1 680.8 306.6 36.4 1023.7
Manufacturing industry 103.8 1285 92.8 16.7 238.0
Commerce 209.8 87.9 938 375 2193
Services 311.0 209.9 1026 21.0 3335
Building -33.4 16.6 10.7 -1.6 25.7
Public utilities 15 3.3 23 0.3 6.0
Othersll -1.6 2345 4.4 -37.6 201.3

Source: Ministry of Labor and Employment

1/ Includes mineral extraction, public administration, crop and livestock and others.

Oct

in the year, compared to the same period of
2001. A sector-by-sector analysis indicates that
job generation in the year was led by the sector
of services, with 333.5 thousand, followed by
manufacturing, with 238 thousand and
commerce, with 219.3 thousand.

Specific surveys of employment in the
manufacturing sector also registered a positive
trajectory. According to CNI data covering
twelve states, the monthly rates registered in the
statistical series purged of seasona impacts were
positive and have been moving gradually upward
since July. According to IBGE’s PIM, this
movement has been caused by expanded
manufacturing activity. Consequently, from
January to October of this year, compared to the
same period of 2001, industrial employment
registered a drop of 0.3%, compared to 0.8% at
the end of the first half of the year.

In an analogous way, the improved performance
of industry benefited employment in S&o Paulo
which, according to Fiesp, has broken out of the
downward slide registered since the start of the
year and stabilized since September. Despite this
turnaround, the accumulated figure for the year was
aloss of 2.4% up to October. It should be stressed
that the difference between Fiesp and CNI
statistical results on industrial employment up to
October 2002 (respective downturns of 2.4% and
0.3%) is mostly a consequence of the varying
regional performances of the industrial sector.
Thus, while manufacturing activity in
S80 Paulo dropped by 2.1%, the country as awhole
registered positive growth of 1.7% in the period.
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Earnings
Industrial employment
Seasonally adjusted data
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Overall real wages and average real earnings
Percentage change

Itemization 2001 2002
1Q 11Q Jul Aug Sep

In the periodll

Average real earnings -3.8 09 08 00 -06 -03
By activity
Manufacturing industry 5.1 31 01 39 02 -10
Building 5.2 -1.7 43 16 00 -05
Commerce 5.7 -16 -25 -0.1 16 07
Services -34 05 1.8 -13 -22 0.3
By categories of employment
Registered -4.8 25 01 -01 01 -11
Nonregistered 2.1 1.4 23 -04 -02 -11
Self-employed -14 -26 44 08 -34 -12
Employer -2.6 -0.8 -28 22 -32 60
Overall real wages -3.2 -20 26 06 -10 -06
In the year
Average real earnings -3.8 -56 -43 -41 -39 -37
By activity
Manufacturing industry 5.1 -4.1 -3.4 -3.2 27 -24
Building -52 -120 -96 -93 -87 -80
Commerce 5.7 -85 -95 -100 -95 90
Services -34 -6.2 -44 -41 -42 41
By categories of employment
Registered -4.8 -6.0 -49 -46 -42 -39
Nonregistered 21 -1.2 06 04 04 01
Self-employed -14 -8.7 -5.2 -4.4 -44 -44
Employer -2.6 -86 -89 -87 -90 -79
Overall real wages -3.2 -3.6 -20 -1.7 -14 -12
Source: IBGE

1/ Seasonally adjusted data (refers to the previous period).

Following a process of recovery in the first half
of the year, rea earnings and wages registered a
decline in purchasing power between July and
September, particularly in the service sector.

Based on data from which seasona factors have
been eliminated, a comparison between the third
quarter and second quarter of this year indicates
that IBGE's PME in the metropolitan regions of
Recife, Salvador, Belo Horizonte, Rio de Janeiro,
S&o Paulo and Porto Alegre registered downward
movement of 1.2% in real average earnings,
deflated by the National Consumer Price Index
(INPC). In comparison to 2001, losses came to
3.7% up to September. When one considers the
various occupational categories, the largest
reduction was registered among employers
(7.9%), followed by the categories of the self-
employed (4.4%) and registered workers (3.9%).
With regard to the earnings of unregistered
workers, an increase of 0.1% was detected. On a
sector-by-sector basis, there was a generalized
reduction in purchasing power in 2002, with the
largest losses being concentrated under commerce
(9%), followed by construction (8%), services
(4.1%), and manufacturing (2.4%). At the same
time, one should not overlook the fact that the
trend toward losses in real earnings was
aggravated in the final three months of the year,
as a conseguence of the sudden rise in inflation.

Over the course of the second half of the year,
the results of collective bargaining agreements
have reflected the evolution of the economy as a
whole. Those categories due for negotiation at
the end of the year have managed to obtain more
positive results, as a consequence of expectations
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of recovery in the level of activity and growth in inflation when
compared to the job categories with negotiation dates close to the
election. In the latter case, these negotiations were surrounded by a
general spirit of uncertainty. This can be exemplified by way of
comparisons between, for instance, the agreement reached by bank
workers in September and those of the metalworkers and chemical
industry workers in November. Aside from wage bonuses and
participation in profits and earnings, the first group was able to obtain
a 2% increase from Banco do Brasil and 7% from most of the other
banks. In the latter case, the workers obtained an increase equivalent
to the 10.26% increase in the INPC in the last twelve months.

Real wages in the manufacturing industry With regard to the wages pald in the
% accumulated growth in year . .

PR 002 manufacturing sector, Fiesp and CNI data

1Q IH Jul Aug Sep Oct indicated highly distinct results. Here, Fiesp

CNI figures shows that real salaries paid in the
Overall real wages -08 -0.7 -07 -0.6 -04 -03 manufacturing sector in S&O Pal.llo increased by
Fiesp 6.1% in accumulated terms up to October. Overall
Overall real wages 2.6 2.7 29 2.9 3.2 34 . . . .
Average real wages 5.4 5.6 5.8 5.8 6.0 6.1 Wages accompanled thIS mOVEfnent, rengterl ng a

, ) high of 3.4% in the period. However, the CNI
Source: CNI and Fiesp

survey carried out at the state level points to an
average drop in overall wages equivalent to 0.3%

Real average earnings i H
1505100 in the period.
120
us \\ i Part of the difference here is explained by the use
ij N N of various deflators. CNI data are corrected by
- N P | the INPC, which accumulated growth of 8.06%
110 N A up to October, while Fiesp data are adjusted by
108 the Consumer Price Index of the Institute of

Jan  Mar May Jul Sep Nov Jan Mar May Jul Sep

2001 2002 Economic Research Foundation (IPC-Fipe),

Observed — — — Seasonally adjusted data

Source: IBGE o which increased by 5.16% in the same period.

Productivity and Unit Cost of Labor (UCL) in
the manufacturing sector

The productivity indicator of the manufacturing sector is obtained
by the ratio between the physical output index, registered by IBGE's
PIM, and hours worked in production, measured by the CNI.
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Productivity

Seasonally adjusted data
1992=100
168

166 /\

164 A

162 \

160

NV

Feb Apr Jun Aug Oct Dec Feb Apr Jun Aug Oct

2001
Source: IBGE. CNI and Banco Central do Brasil

2002

Manufacturing industry - production and number
of hours worked

Seasonally adjusted data
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Following a downward trend in 2001, the
behavior of this indicator in 2002 suggests some
degree of gradual recovery, despite oscillations
in monthly data. This movement is confirmed by
the increases registered in September and
October, closing at 1.1% and 0.8%, respectively,
based on data from which seasona factors have
been purged. These results reduced the year’s
accumulated decline from 1.7% up to August to
1.1% up to October.

An analysis based on quarterly median data
confirmed the positive performance of
productivity. Thus, the median for the quarter
ended in October was 0.9% greater than in the
previous period and 0.3% above the result for the
corresponding quarter of 2001.

In the manufacturing sector, the UCL, which is
defined as the ratio between total wages paid by
companies within the scope of the CNI, deflated
by the INPC, and physical industrial production,
calculated by IBGE, has shown a tendency to
decline in the second half of the year. When one
eliminates seasonal factors, September and
October registered declines of 2.5% and 2.8%,
respectively. As a result, the average for the
three months between August and October came
to 3.2% below the figure for the previous
guarter. In accumulated terms up to October,
the indicator registered a falloff of 0.7%
compared to a rise of 1.6% at the end of the
first haf of the year. The positive performance

of the UCL, which was as much aresult of the decline in real overall
wages in the period, as it was a result of production growth,
suggests that part of the impact of the costs consequent upon
exchange depreciation is being absorbed by the reduction in the
participation of the labor factor in industrial output.
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Gross Domestic Product

1.2.4 Gross Domestic Product (GDP)

In the third quarter of the year, GDP expanded

Itemization

2001

Quarter/previous quarter seasonally adjusted by 093% in Comparison to the pre\/iOUS periOd,

2002

\Y

: ; " according to the statistical series from which

GDP at maket prices
Crop and livestock
Industry
Services

-0.57
0.24
-1.62
0.05

-0.10

351

-1.11

0.24

085 086  0.93 seasonal factors have been removed, thus
237 095 075 confirming the growth perceived by monthly
160 137 130 petivity level indicators. This growth was spread

Source: IBGE

0.72 0.11 0.71 .
over all sectors, though industry led the way
with 1.3%.

When one considers the first nine months of 2002 compared to the
same period of 2001, GDP expanded by 0.94%. The only sector to
register negative growth was industry, with a decline of 0.22% caused
by reductions in the subsectors of construction (5.25%) and public
utility industrial services (1.74%). In the latter case, the recovery in
relation to the previous results was a consequence of the decline in
electricity consumption caused by the period of rationing in 2001.
Other subsectors turned in positive growth, with 0.39% under
manufacturing and 12.24% under mineral extraction, mostly as a
result of expanded petroleum production.

The crop/livestock sector registered positive growth of 6.46% in
the year up to September due, among other factors, to the
performance of soybeans, beans, coffee, oranges and sugar cane,
and steady growth in livestock farming. In the same time frame, the
service sector turned in growth of 1.52%, as a result of increases in
its different subsectors, with the sole exception of commerce, which
remained stable. Parallel to these results, the heading of
communications registered growth of 7.21%.

Another aspect that should be highlighted in any analysis of GDP
growth refers to the relatively high difference between growth rates
registered under the concepts of market prices (0.94%) and basic
prices (1.32%), explained by the decline of 2% in the inflow of taxes
on products in the period. This drop reflected the performances of
those sectors that are most heavily taxed such as automobile, truck
and bus production, electric and electronic equipment and
manufacturing of machines and equipment.
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Gross Domestic Product

% growth accumulated in the year

With incorporation of the result of the third
quarter of 2002, the accumulated rate of GDP

7

growth in the four quarters moved from 0.06%

in June to 0.52% in September, reflecting
improved performances in the crop/livestock and

h o Rk ow oo
| I — |

service sectors and recovery in the industrial

[ ] [l
2001

1\

| " W sector, though growth remained negative. It

2002 should be emphasized that the deceleration of

BN Crop and livestock EEEEEE |ndustry NN Services = GDP

Source: IBGE

Gross Domestic Product

GDP over 12 months registered since the start of
2001 began turning upward, as expected, in the
third quarter of the year, and it is now forecast
that the upward trend will continue through the
coming months.

In this context, the estimate of GDP growth for
Percentage change

Itemization

2001

o000 2002 came to 1.6%, due not only to a more

\Y

T dynamic recent pace of economic activity, but also

Accumulated in the year
Accumulated in four quarters
Quarter/same quarter

of the previous year
Quarter/previous quarter

seasonally adjusted

2.16
2.64

0.58 -0.

-0.57 -

1.42
1.42

o062 o021 oe4 to a more favorable basis of comparison,
0.33 006 052 corresponding to the fourth quarter of 2001.
-0.62 1.01 238

On a sector-by-sector basis, the growth expected
085 086 09 for the crop/livestock sector (5.9%) is based on

Source: IBGE

the performance of crop output up to October
and continued growth in livestock output.

For the industrial sector, 1.3% expansion considers moderate growth
in the product of the construction industry as of the month of August,
plus recovery in public utility industrial services. In the latter case,
these services are expected to expand in relation to 2001, though
still below the level registered prior to electricity rationing. At the
same time, the manufacturing sector has registered rather discreet
recovery, as demonstrated by the various indicators for the sector.
It is important keep in mind the fact that the results of the
manufacturing sector have important direct impacts on the subsectors
of commerce and transportation.

For the service sector, estimated 1.6% growth not only reflects the
impacts of the crop/livestock and industrial sectors on transportation
and commerce, but also the positive growth registered by the
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Gross Domestic Product Estimates for 2003

Gross Domestic Product - estimate

Percentage change in the year

. 17
Itemization Weight 2002 2003
Crop and livestock 8.4 5.9 6.0
Industry 37.6 1.3 3.2
Mineral extraction 2.9 12.1 8.0
Manufacturing 22.6 15 2.4
Construction 8.5 -2.8 3.6
Public utilities 3.6 1.4 35
Services 59.1 1.6 2.1
Commerce 7.5 0.6 3.2
Transportation 2.7 1.2 3.2
Communications 3.0 7.1 5.0
Financial institutions 6.6 1.6 2.0
Other services 11.2 0.7 1.8
Rents 12.0 1.9 1.7
Public administration 16.3 1.4 1.4
Financial dummy -5.1 2.0 2.2
Value added at basic prices 100.0 1.8 2.8
Taxes on products 12.7 -0.4 2.6
GDP at market prices 112.7 1.6 2.8

Source: IBGE

1/ 2001 weight.

The 2.8% GDP growth estimate for 2003 is based on forecasts of expansion of 6% in the
crop/livestock sector, 3.2% in industry and 2.1% in services.

Among the assumptions underlying this growth estimate, grain production is expected to
expand by 8%, a figure dightly below the forecast issued by the National Supply Company
(9.7%) in its field survey.
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Grain production

In thousands of tons

Itemization Production Percentage
2002 2003 change
Grain production 96 702 106 090 9.7
Cotton (seed) 1245 1288 BI5|
Rice (in husk) 10 656 10 927 25
Beans 2 939 2923 -0.5
Corn 35 268 37 054 51
Soybean 41 907 47 597 13.6
Wheat 2894 4 500 555
Others 1794 1 800 0.3

Source: Conab

1/ Refers to the 2nd. Systematic Survey of Agricultural Production.

The second factor considered is the steady growth in livestock output. In this sense,
IBGE estimates for anima daughters — excluding poultry — indicate growth of more than 8%
in the current year and conclude that, should the pace registered in October 2002 be maintained
in 2003, growth in the coming year will reach a level in the range of 6.8%.

Animal slaughtering (except poultry) and meat processing
Seasonally adjusted data

1992=100
130

120 +
110 +

100 + Carny-over—2002:-8:5%

2003: 6.8%
90 T T T T T T T

Jan Jul Jan Jul Jan Jul Jan Jul
2000 2001 2002 2003

Source: IBGE

Growth in primary sector indicators coupled with the results forecast for coming months
clearly support an estimate of 6% growth in the crop/livestock sector in 2003, a level quite
similar to that registered in 2002.

In the industrial sector, the 2003 growth forecast of 3.2% is founded basically on
expectations of expansion of 2.4% in the manufacturing sector, a rate equivalent to the
productive levels registered in October 2002 when analyzed on the basis of data from which
all seasonal factors have been removed.
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In the case of the construction industry, the growth rate for the year was forecast at
3.6%, based on a slight reduction in the pace of the sector’s activity — statistics free of
seasonal factors — in relation to the October 2002 results.

The following graphs indicate the carry-over of the manufacturing and construction
industries for 2002 and 2003. Carry-over was estimated by projecting data for October of
this year, based on statistics free of seasona influences, to November and December of 2002
and all of 2003.

Manufacturing industry production
Seasonally adjusted data

1992=100
135
130 A
125 1
Carry-over: 2002: 1.3%
120 2003: 2.4%
115 T T T T T T T
Jan Jul Jan Jul Jan Jul Jan Jul
2000 2001 2002 2003

Source: IBGE

Production of construction inputs
Seasonally adjusted data

1992=100
135
Carry-over: 2002: 2.6%
130 A 2003:4-2%
125 A
120 A
115
Jan Jul Jan Jul Jan Jul Jan Jul
2000 2001 2002 2003

Source: IBGE

In the service sector, the estimated growth of 2.1% is based on the following factors:
reduction in the rates of growth registered in such subsectors as rents, a trgjectory that has
been noted for several years, and communications, due to the reduction in demand. In the
subsectors of commerce and transportation, growth is a consequence of the behavior of the
sectors of industry, crop/livestock farming and imports. Expansion in the subsector entitled
“other services’ is estimated at 1.8% and reflects expectations regarding growth in formal
employment, as well as increases in the subitem of industrial output “engines and vehicle
parts’, utilized by IBGE as proxy for part of the services rendered to families.
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Gross Domestic Product

Percentage change in the year

Itemization 2000 2001 2002
IH mQ Year”
Crop and livestock 215 571 611 6.46 5.9
Industry 481 -0.31 -189 -0.22 1.3
Mineral extraction 10.36 3.90 1298 1224 121
Manufacturing 546 095 -082 039 15
Construction 262 -260 -742 -525 -28
Public utilities 423 -564 -671 -1.74 14
Services 3.80 186 139 152 1.6
Commerce 447 153 -097 -0.05 0.6
Transportation 3.07 518 532 1.73 12
Communications 1560 992 740 7.21 7.1
Financial institutions 405 030 030 159 16
Other services 5.64 126 0.68 0.64 0.7
Rents 262 212 176 1.89 1.9
Public administration 1.47 0.82 136 142 14
Financial dummy 416 131 -104 076 20
Value added at basic prices 401 137 069 1.32 18
Taxes on products 734 178 -356 -2.05 -04
GDP at market prices 436 142 021 094 16

Source: IBGE

1/ Banco Central do Brasil estimates.

subsectors of communications and financial
ingtitutions. For items such as government and redl
estate rentals, which account for approximately
30% of GDP, it was necessary to utilize the
quarterly performance figures for recent years since
growth rates under these headings were stable. In
the case of activities classfied as “other services’,
the outlook for formal employment was included
in the calculation.

At the time of its publication of GDP results for
the third quarter, IBGE takes advantage of the
opportunity to introduce revisions into its
measurements, with the objective of incorporating
statistical information and alterations of a
methodological nature. As a result of these
procedures, 2001 GDP moved from 1.51% to
1.42% and the accumulated total for the first half
of 2002 was raised from 0.14% to 0.21%. In the
half-year period, the adjustment was basically a
result of incorporation of more positive results
for crop/livestock farming, as the overal growth
figure was revised upward from 4.4% to 6.1%.
In the industrial sector, the alterations were
relatively discreet.

1.3 Investment and output capacity

Fundamentally, investment indicators reflected deteriorating
expectations as of the start of the second quarter of the year. Thus,
utilizing data from which seasonal factors have been removed,
output of capital goods which had registered growth of 2.4% in
the first quarter of 2002 and 2% in the subsequent quarter,
compared to the immediately previous quarters, declined by 2.3%
in the third quarter. In the month of October, the indicator closed
with monthly expansion of 4.3%.
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Capital goods production

Seasonally adjusted data
Quarterly moving average

140
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125

Feb Apr Jun  Aug Oct

2001
Source: IBGE

Investment indicators

Dec

2002

Feb  Apr Jun Aug Oct

% accumulated growth in year

Itemization 2001 2002
IQ IIQ 1Q Oct
Capital goods
Absorptionll 18.7 -2.8 -3.8 -3.9 -9.3
Production 12.7 -1.8 -1.0  -1.9 -1.4
Imports 16.0 -19.6 -19.4 -13.0 -15.2
Exports -13.7 -10.2 -17.8 -16.1 -123
Inputs for the building industry ~ -2.3 -8.7 -7.3 54 -4.2
BNDES financing 9.4 17.8 25.7 454 510

Source: IBGE, Funcex and BNDES

1/ Capital goods production + imports - exports.

Production of construction inputs

Seasonally adjusted data
1992=100

135

130 \
125

~

120

115

\/\/

Feb Apr Jun Aug Oct

2001
Source: IBGE

Dec Feb

2002

Apr Jun  Aug Oct

The lesser dynamism of investments is also
evident in a comparison of the accumulated
results in the year with the corresponding periods
of the previous year. In this framework,
production of construction inputs and capital
goods dropped by 4.2% and 1.4%, respectively,
when one compares accumulated flows up to
October. However, it should be noted that output
of construction inputs registered positive
monthly rates of growth from August onward,
suggesting that the sector has moved into a
process of recovery. Insofar as capital goods are
concerned, October also registered a positive
result. At the same time, the decline in absorption
of capital goods intensified, with an overall drop
of 5.1% accumulated in the year up to October,
revealing reductions of 1.4% in the production
of capital goods, 15.2% in imports and 12.3%
in exports.

A breakdown of capital goods production figures
according to product destination indicates that,
up to the month of October, the falloff in
investments was most heavily felt in the
production of capital goods for the electricity
sector, as a result of the relatively high basis of
comparison in the same period of the previous
year, and the virtua conclusion of the investment
cycle generated by the energy crisis. In the same
sense, one should highlight the decrease in the
production of goods for the construction
industry and goods produced in series, both of
which are more sensitive to changes in the

economic panorama. On the other hand, the segments that produce
capital goods for the sectors of transportation and crop/livestock
farming have continued registering relatively high performance
levels. In the latter case, this result reflects the increase in income
in the sector. Parallel to these results, production of industrial
equipment on an order basis turned in very significant results,
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Production of capital goods

Percentage change

Itemization 2001 2002
Dec Jul Aug Sep Oct
Quarter/previous quarterll
Capital goods -5.9 -3.8 -1.7 -2.3 0.7
Industrial -12.2 -2.7 -25 -0.2 4.0
Serial -15.0 -2.8 -2.9 0.3 4.7
Nonserial 1.5 -2.0 21 -5.1 -0.7
Agricultural 16.3 1.7 12.2 19.5 26.4
Farm parts -6.4 5.5 4.5 5.2 5.0
Building -8.2 1.6 28 -84 -125
Electric energy -18.1 -24.7 -264 -36.0 -29.1
Transportation 2.9 0.0 2.8 3.2 12
Mixed -7.9 4.8 6.8 2.0 12
In the year
Capital goods 12.7 -0.9 2.2 -1.9 -1.4
Industrial 4.1 -1.7 -3.3 -2.2 -0.7
Serial 3.5 -3.8 -55 -4.1 -2.3
Nonserial 6.6 8.6 75 6.9 6.7
Agricultural 20.0 13.4 15.9 18.7 20.0
Farm parts 3.4 -1.7 -3.0 -1.7 -0.2
Building 18.3 3.4 0.2 -1.6 4.1
Electric energy 42.6 -99 -168 -21.8 -256
Transportation 12.2 5.2 51 6.1 6.6
Mixed 2.8 -5.3 -4.7 -2.9 -0.6
Source: IBGE

1/ Seasonally adjusted data.

Production of automotive vehicles

Percentage change

Itemization 2002

Jul Aug Sep Oct Nov*
In the month v
Farm machines 16.9 17.1 18.2 18.6 18.0
Buses -8.7 4.3 7.9 3.3 21.7
Trucks 6.4 -9.9 5.0 4.9 71
Quarter/previous quarterl/
Farm machines 2.8 6.7 13.1 16.1 15.7
Buses -24.1 -19.4 -12.7 1.9 18.1
Trucks -12.8 -13.4 -10.5 -3.0 5.7
In the year
Farm machines 16.5 16.8 17.9 18.5 18.1
Buses 4.5 0.6 -0.5 -3.3 -3.8
Trucks -14.1 -15.0 -14.6 -14.1 -12.6

Source: Anfavea

1/ Seasonally adjusted data.
* Preliminary.

through still on a declining trgjectory. Given the
specific characteristics of project maturation in
this segment, it tends to respond to changes in
the economic scenario with a considerable lag.

Going on to the mechanics industry, statistics
released by the Association of the Machine and
Equipment Industry (Abimaq) indicated an
upward trajectory in the production of
mechanical capital goods up to October.
Compared to the same period of 2001, growth
in the utilization of installed production capital
came to 0.5%, with expansion of 2.2% in the
number of employees in the industry. Deflated
by the Wholesale Price Index (IPA) (production
goods — machines, vehicles and equipment), the
revenues of the sector registered accumulated
0.8% growth in the year. For the most part, this
performance reflected intensification of demand
for machines and implements for the farm sector,
goods produced on an order basis and textile
machines and accessories.

Corroborating this result, data released by
Anfavea on output of farm machines up to
November indicated 18% growth compared to
the same period of 2001. All segments closed
with significant expansion, with 34% under
harvesters, 17.1% under wheel tractors and 8.6%
under the heading of “sundry”, which includes
motorized planters, caterpillar tractors and rear-
end ditch diggers. Moving in the opposite
direction, output of buses and trucks declined
by respective rates of 3.8% and 12.6%, using
the same basis of comparison.

Disbursements by the BNDES System, which
encompasses the National Bank of Economic and
Social Development (BNDES), the Special
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BNDES disbursement’

Accumulated in the year (in R$ million)

Itemization 2001 2002
Jul Aug  Sep Oct
Total 25217 16 103 20921 24 635 29 004
Manufacturing industry 12760 8482 10117 11 699 13962
Commerce and services 9298 5390 8207 9850 11358
Crop and livestock 2762 2133 2494 2884 3475
Extraction industry 396 98 103 202 208
Source: IBGE
1/ Includes BNDES, Finame and BNDESpar.
Investment as proportion of GDP
GDP share
Itemization Gross fixed Changes in Gross capital

capital formation

inventories

formation

1999 | 19.6 0.3 19.2
I 19.2 2.8 22.0
I 19.3 0.7 20.0
v 19.1 1.2 20.3
2000 | 21.7 1.1 22.7
I 20.3 2.3 22.6
Il 19.7 2.6 22.4
v 19.4 2.3 21.7
2001 | 20.6 1.8 22.4
I 20.2 2.0 22.2
i 20.0 2.1 22.1
v 19.4 1.5 21.0
2002 | 19.0 1.7 20.7
I 18.8 1.5Y 20.3Y
Il 185Y 15" 200"
Source: IBGE

1/ Banco Central do Brasil estimates.

Industrial Financing Agency (Finame) and
BNDES Participacdes S.A. (BNDESpar), totaled
R$29 billion up to October, for growth of 51%
over the same period of 2001. On a sector-by-
sector basis, the resources channeled into mining
increased by 179%, those targeted to commerce
and services grew by 70.9% and those absorbed
by the crop/livestock and manufacturing sectors
expanded by 60.3% and 35.2%, respectively. The
Long-Term Interest Rate (TJLP), which is the
reference used for calculating the cost of financing
contracted with the BNDES System, was held to
10% per year in the fourth quarter of 2002.

Reductions in absorption of capital goods and
the product of the construction industry,
coupled with positive GDP growth, have been
the factors that have led to cutbacks in the
participation of investments in GDP over the
course of the year. In this framework, estimates
based on monthly investment indicators suggest
that the ratio between gross fixed capital
formation, which excludes stock variations, and
GDP will decline from 18.8% in the twelve
month period ended in June 2002 to 18.5% at
the end of the subsequent quarter, using the
same basis of comparison.

1.4 Conclusion

Economic activity has turned gradually and steadily upward over
the course of the year, as demonstrated by the rates of quarterly
GDP growth in the first three quarters of the year. To some extent,
this evolution reflects increased internal consumption demand up to
August, concentrated mostly under semi and nondurable consumer
goods, and growth in exports.
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Among the factors underlying these movements, mention should
be made of releases of FGTS resources, farm income in the period
and exchange incentives. Parallel to these factors, demand for
consumer durables expanded in both August and September,
powered by clearance sales and migration of resources out of
financial funds.

Though the incentives provided by several of these factors have since
cooled, a scenario propitious to continued economic growth in the
coming months would seem to be on the horizon. Stock adjustments
in the industrial segment, the relatively low default level, the outlook
for alesser level of commitment of the Christmas bonus made possible
by larger releases of FGTS funds, and recovery in both consumer
and business expectations, are all factors that contribute to the
improvement in the prospects of the economy.

In relation to demand for investments, the major share of these
indicators reflects the uncertainties that characterized the second
and third quarters and produced rather negative repercussions.

The change that occurred in the formation of expectations in the
fina months of the year and the more recent outlook for expanded
manufacturing activity are factors that could certainly contribute to
a reversal in current trends.

Furthermore, one should note the trajectory of the labor market and
the positive growth registered in most of the available employment
indicators, even though the improvements registered are insufficient
to absorb available labor and, consequently, still point to higher levels
of joblessness when compared to 2001 levels.
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2 — Prices

Consumer prices

Percentage growth

In the quarter extending from September to
November, the major price indices registered
strong upward movement, closing with the highest
rates of inflation since introduction of the Real
Plan. It is important to note that the major factors
underlying this behavior consisted basically of the
impact of exchange devaluation and increases in
government managed prices which, in turn, also
reflected the currency depreciation process. Aside
from these factors, mention should also be made
of the repercussions of shortages of several
important farm products, such as rice and corn.
This specific problem will only be resolved after
the off-season harvest period has come to an end.

2.1 Consumer price indices

Itemization 2002
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov
Monthly
IPCA 05 04 06 08 02 04 12 0.7 07 13 3.0
IPC-Fipe 06 03 01 01 01 03 0.7 1.0 08 13 27
IPC-Br 08 01 04 07 03 06 1.0 08 0.7 11 31
Accumulated in the year (annualized)
IPCA 64 54 61 71 61 60 73 74 75 84 11.2
IPC-Fipe 71 51 37 29 25 27 35 46 51 62 87
IPC-Br 99 57 55 64 58 59 69 7.2 74 81 110
12 months
IPCA 76 75 77 80 78 7.7 75 75 79 84 10.9
IPC-Fipe 73 75 7.0 64 63 57 52 50 55 6.1 82
IPC-Br 81 78 77 75 74 74 71 73 79 83 108
Source: IBGE, Fipe and FGV
Consumer prices
Percentage growth
Itemization Weight 2002
Jun Jul Aug Sep Oct Nov Inthe
year
IPCA 1000 04 12 0.7 0.7 13 3.0 10.2
Food and beverages 227 01 11 19 20 28 59 150
Housing 164 11 18 04 -04 03 20 114
Domestic goods 57 0.1 02 0.7 17 23 29 106
Clothing 54 1409 02 06 12 10 738
Transportation 214 03 06 -02 03 12 47 85
Health and personal care 106 0.2 0.5 05 06 06 09 7.3
Personal disbursements 94 03 10 05 06 11 04 6.0
Education 48 0.2 01 03 04 01 02 81
Communication 36 0293 05 01 01 00 11.2

Source: IBGE

Broad National Consumer Price
Index (IPCA)

In the quarter extending from September to
November, the IPCAregistered growth of 5.12%.
The headings with the most intense rates of price
growth were food (10.94%), household articles
(7.04%) and transportation (6.3%). In the year,
the IPCA accumulated expansion of 10.22% up
to November.
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Consumer prices

Percentage growth

Itemization Weight 2002

Analysis of the IPCA components into different
types of groupings makes it possible to highlight
the impacts of the major inflationary factors on

Apr May Jun Jul Aug Sep Oct Nov Inthe
year  the recent dynamics of price behavior. With this,
IPCA 1000 08 02 04 12 0.7 07 1.3 30 10.2 growth in the grouping of products with prices
Managed 277 22 03 11260201 12 43136 that are more sensitive to changes in the rate of
Farm 158 0.3 -0.5 00 08 07 13 20 55 121
Exchange 143 01 01 03 11 27 23 30 41 155 exchangé came to 15.4% up to November,
Services 216 05 04 0107 04 04 02 04 48 Compared to exchange expansion of 51.4% in the
oth 206 07 06 0203 02 06 11 14 66 ,
o same period of the year. It should be noted that
Exchange rate -1.1 69 94 81 60 75 139 -6.0 514

changes in the prices of the items included under

Source: IBGE

this heading intensified as of July, registering

upward movement through to November, despite
exchange appreciation in that month. By way of comparison, in 1999
this grouping registered growth of 15.2% as against growth of 8.94%
in the IPCA and exchange depreciation of 52.9%. The items that
registered the strongest price variations in the period from September
to November were soybean oil (36.8%), chickens (22.1%), flour
and pastas (21.6%), table bread (17.1%) and cattle (12.4%).

With regard to the grouping of government monitored prices, in the

September to November period, the most important items were
increases in airline tickets (24.6%) and fuel prices. In the latter case,
with passthrough of 75% of the price increase at the refinery level

to consumer prices, gasoline rose by 12.5%, alcohol by 46.3% and
bottled gas by 3.7%, impacted by the residual impact of the price
reduction that occurred in August. It should be stressed that of the
5.12% registered by the IPCA in the quarter, monitored prices

contributed 1.49 p.p. and free prices with 3.56 p.p.

With regard to products with prices that are impacted mainly by the
supply conditions of the farm sectogrowth was registered in these
rates as of September and, particularly, in November. Price growth
in this segment reflected the off-season harvest period, and was

1/ In selecting the products included in this grouping, the correlation coefficients between the rate of
exchange and 330 items from the grouping of tradables were calculated. In both cases, twelve month
growth figures were utilized for the period from January 1996 to October 2002. The items with a
correlation of more than 0.25 were included in the grouping.

2/ Under the item of food, prices respond both to factors characteristic of the agricultural situation in
general and to the behavior of the rate of exchange, such as in the case of meats. These products were
grouped under the heading of “exchange”.
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further aggravated by climatic adversities caused by late rains that
postponed the planting of several important crops, such as rice
and beans, and by high temperatures that exerted pressures on the
prices ofin naturaproducts, particularly in the month of November,
when price growth in this segment totaled 5.8%.

In the segment of services, which accounts for approximately 25%
of the weight of the IPCA, one should note that price growth in
recent months has not varied significantly from that of the rest of
the year. Specifically in the month of November — precisely the month
in which the IPCA expanded most sharply — none of the service
items or groupings turned in significant rates of price growth.

Aside from these figures, the grouping of “othénsas expanded
since September, suggesting an across-the-board price increase.
However, when one analyzes these prices more closely, it becomes
evident that the increases were partly a consequence of growth in
costs generated by exchange depreciation. In November, 25% of
the grouping’s contribution to this result was due to increased
vehicle prices; 10% to higher prices for goods derived from
cellulose (books, newspapers, magazines, toilet paper); and another
10% to the performance of items that contained imported
components, albeit on a small scale, such as several types of home
appliances, particularly refrigeratdrsTherefore, it should be
stressed that the recent increase in the prices of this grouping is
mostly due to cost increases.

2.2 General price indices

In the period from September to November, price indices measured
by the FGV followed the pattern of inflationary acceleration evident
since the month of March. The General Price Index — Internal

3/ Included under this heading are such items as furniture, utensils and decorative items, footwear and
accessories, glasses and lenses, reading, new and used automobiles and stationary products.

4/ Itis possible that these products would not be classified under the heading of the exchange grouping
(since they do not have a sufficient correlation with the rate of exchange) because they have only very
small participation in total cost on the part of components that are sensitive to exchange, or because
there are other factors responsible for the intensity and, above all, the length of the intervals between
price increases (typical of cases like automobiles, which are subject to sectoral policies).
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General indices

Supply (IGP-DI) registered a monthly average
Monhly%change  of 4.23% in the period as comapred to 2.05%
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.1 24 20 42 55  May. To a great extent, general price indices

28 33 33 60 75  were pressured by exchange depreciation and by

;2 ‘1)2 g‘; 11 z; the ongoing off-season farm period, which
affected prices at both the wholesale and

Source: FGV

consumer levels.

From September to November, the Wholesale
Price Index — Internal Supply (IPA-DI)

Evolution of IPA (10, M and DI) - agriculture and industry

Monthly % change

©

registered monthly average growth of 5.77% as

1| aresult of strong median growth rates under the

prices of industrial goods (5.02%) and farm

products (7.64%). A breakdown of the two

subgroupings demonstrates the importance of
the rate of exchange and the off-season farm

NP ORNWEOON®
L

Jan Feb Mar Apr May Jun

2002
Source: FGV

W Agriculture

Jul

period. Among farm products, particular
emphasis should be given growth accumulated
under the prices of such commodities as corn
(68.9%), soybeans (31.9%) and wheat (28%),
as well as items impacted by the shortage of internal supply,
including rice (45.4%) and beans (15.8%). Among industrial goods,
exchange depreciation impacted the prices of most products in the
quarter, particularly in the cases of paper and cardboard (21.1%)
and fertilizers (15.9%). The prices of industrialized food products
moved upward by 26.5% in the period and also reflected off-season
farm product pressures.

Aug Sep Oct Nov

M Industry

The other two components of the IGP-DI also registered increasing
growth over the course of the quarter. The National Cost of
Construction Index (INCC) expanded by 4.3% in the period, mostly
reflecting the 7.3% rise in the prices of building materials, as the
prices of such goods as cement and steel increased by 14.7% and
16.2%, respectively. Insofar as the Consumer Price Index — Brazil
(IPC-BR) is concerned, growth in the quarter came to 4.65%. In
this case, the major impact originated under items with government
monitored prices and the grouping of foodstuffs, particularly in
October and November, just as occurred in the IBGE indices.
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2.3 Monitored prices

The grouping of IPCA items into free prices and
monitored prices indicated a growth tendency in

the two segments in the period from September

to November that came to 5% and 5.4%,

respectively. Expansion under monitored prices

accounted for 1.48 p.p. of the IPCA rate in the
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ation (IPCA) (median)

Aug

guarter, registering increases in the prices of
several items with significantly high weight in the

Sep Oct Nov

M Non-controlled prices

composition of the index. In this context, the price

of bottled gas, which had been reduced by 12.4%

on August 19 and impacted the September and
October rates, increased once again on November 5 (22.8%),
reflecting upward movement in international prices as well as
exchange depreciation up to October. The same factors were
responsible for increases of 12.09% and 20.5% in the prices of
gasoline and diesel oil, respectively, on November 4. In the quarter,
electricity rates increased by 13.24% in Goiania, 19.88% in Porto
Alegre and 17.11% in Rio de Janeiro. Urban bus fares rose by 8.33%
in Rio de Janeiro, 17.65% in Belém, 7.14% in Curitiba, 25% in
Goiania and 26.6% in Brasilia. Parallel to this, price increases in the
quarter under alcohol (46.3%) and airline tickets (24.6%) contributed
importantly to the result.

2.4 Market expectations

Banco Central’s Investor Relations Group (Gerin)
carries out a daily survey involving a sampling of

an average of about one hundred consulting

companies and financial institutions, in order to

/
J detect market expectations regarding the
_,,—"" evolution of the major economic variables.

"
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As measured by the IPCA, the median expectation

74 824 1018 1213 26

4.2

s24 717 96 1029 1220 for 2002 moved from 6.64% on September 20 to

2002 — — — 2003 = = = 2004

12.46% on December 20, 2002. For 2003 and
2004, expectations shifted from 5.5% and 4% to

43



Inflation Report

December 2002

Daily evolution of market expectations for

inflation for 2003 (median)
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11% and 7.9%, respectively, between the two
dates cited above. With respect to the median of

the top five short-term forecasting institutions,

their expectations increased from 6.64% to

12.64% for 2002, from 5.27% to 11.1% for 2003,

/ £ and from 4% to 8.5% for 2004.
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Tt Going on to the IGP-M, median expectations for
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Standard deviation of market expectations for

inflation in 2003
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25.61% on December 20. For 2003 and 2004,

the figures increased from 7% and 4.5% to 14.9%
and 8.46%, respectively. Expectations surrounding the IPC-Fipe for
2002 increased from 5% on September 20 to 9.85% on December
20, For 2003 and 2004, expectations increased from 4.5% to 9.54%
and from 3.92% to 6%, based on the same dates.

Insofar as the median expectations of the top five short-term
forecasting institutions are concerned, the result increased from
12.98% to 25.91% in 2002, from 7% to 14.23% for 2003 and from
4.5% to 9% for 2004, in the case of the IGP-M.

The standard deviations of the price indices
expected for 2002, which had registered 0.38%

M for the IPCA, 1.34% for the IGP-M and 0.4%

i % forthe IPC-Fipe on September 20, 2002, shifted

'n‘y}l to 0.83%, 0.87% and 0.46%, respectively, on
December 20, 2002. For 2003, expectations of

nPolgy

J":I the standard deviation rose from 1.09% for the

e
IPCA, 1.74% for the IGP-M and 0.94% for the

824 1018 1213 26 42 524 717 96 1029 1220 |PC_Fipe on September 201 2002’ to 227%,

IPCA — — — IPC-Fipe

= = = |GP-M

3.67% and 2.28% on December 20, 2002, in the
same order.

2.5 Conclusion

Analysis of price indices indicates that the causes of the recent
inflationary spurt have, up to the moment, been the effects of
exchange depreciation since April and the worsening of the impacts
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of the off-season agricultural period in the last two months. It should
be stressed that analysis of the prices of those services (segment of
nontradables), the prices of which do not incorporate exchange
depreciation, and those consequent upon climatic adversities indicates
that it is still possible to affirm that the recent price increases
originated in changes in relative prices and not in an increase in the
level of inflation. However, one should consider the possibility that
the recently corroborated growth in the level of activity and recovery
of consumer confidence may generate future price increases in
segments that have not been directly impacted by supply shocks.

Despite this possibility, inflation is expected to lose momentum as
of the December results, since the more critical part of the off-season
agricultural period will have passed at the same time in which the
outlook for the rate of exchange will have improved considerably.
The partial results of those price indices that include part of December
in their calculations already point in this direction. However, this
cooling-off process will be gradual as a result of the lag in generated
effects on consumer prices, exchange depreciation and increases in
wholesale prices caused by the off-season agricultural period.
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3—Credit, monetary and fiscal policies

3.1 Credit

The volume of financia system credit operations in the September-
November quarter was influenced basically by exchange rate
fluctuations. In this context, demand for banking reserves in recent
months has remained stable, particularly as a result of the
uncertainties of the economic scenario and upward movement in

interest rates.
Growth in credit operations
R$ billion
Itemization 2002 Growth
Aug Sep Oct Nov 3 12
months months
Total 354.0 375.8 3725 376.4 6.3 11.8
Nonearmarked 208.2 218.8 214.1 213.7 2.6 8.0
Legal entities 132.0 1420 137.1 136.7 3.6 7.1
Ref. to exchange 60.8 67.9 62.7 59.6 -1.8 21
Individuals 76.2 76.8 77.0 77.0 1.0 9.6
Earmarked 125.0 1354 138.3 1424 13.9 216
Housing 214 217 21.8 21.9 2.5 3.7
Rural 27.7 292 309 319 15.2 19.1
BNDES 748 839 845 864 155 325
Others 1.2 0.7 1.2 2.2 83.0 -434
Leasing 10.3 104 102 10.2 -0.9  -149
Public sector 104 112 9.9 10.0 -3.8 4.1
% participation:
Total/ GDP 26.3 27.0 255 24.9
Nonearm./GDP 155 157 147 141
Earmarked/GDP 9.3 9.7 9.5 9.4

With regard to the supply of resources, the
financiad market ingtability generated to a certain
extent by exchange volatility led institutions to
adopt a more cautious stance in granting credits.
Though defaults dropped in the quarter, financia
institutions became much more conservative and
selective in their credit operations and sought to
concentrate them in lower risk transactions.

As a result, the overall volume of credit
operations, including nonearmarked and
earmarked resources, came to a total of R$376.4
billion in November, corresponding to growth of
6.3% in the quarter and 13.2% up to November.
The participation of loans in relation to GDP
ended at 24.9%.

Operations with specifically targeted resources
totaled R$142.4 billion in November, for 13.9%

growth in the quarter. The factors that contributed to this growth
were expansion of 15.5% in financing granted by the BNDES, with
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atotal balance of R$86.4 billion, and seasona growth in operations
contracted by the rural sector. In the latter case, this expansion
reflected greater demand for current expenditure credits to meet the
needs of the 2002/2003 farm harvest. The balance of credits targeted
to the housing sector came to R$21.9 hillion, for growth of 2.8% in
the period.

In the September-November quarter, BNDES disbursements
totaled R$11.4 billion, for growth of 72.2% in relation to the
corresponding period of 2001. Of this total, R$4 billion were
targeted to export activities and, in keeping with the nation’s
economic policy guidelines, had the purpose of complementing
external trade credit lines.

A breakdown according to sectors of activity indicates that
disbursements absorbed by the manufacturing industry totaled
R$5.3 hillion in the quarter, reflecting growth of 66.6% in relation
to the volume registered in the same period of the previous year.
Here, financing was channeled principally to the segments of
transportation, food, chemical products and machines and
equipment. Financing channeled to commerce and services added
up to R$4.9 hillion, with growth of 89.1% on the same basis of
comparison. The major targets of investment operations were
infrastructure projects in the areas of energy and electricity, as well
as the sectors of commerce, vehicle repairs and land transportation.
Disbursements to the crop/livestock sector accounted for 9.4% of
the total and expanded by 31.2% in the period. It should be noted
that the most representative share of these operations was channeled
into micro, small and medium businesses.

Consultations with the BNDES, which indicate business intentions
regarding the use of new investments, came to a total of R$10.3
billion in the quarter, for a reduction of 15% in relation to the
corresponding period of the previous year. Basically, the decline in
the volume of consultations should be ascribed to the large number
of requests for investment projects in infrastructure in the second
half of 2001, principally as a result of the repercussions of the period
of electricity rationing.
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Credits with nonearmarked resources - stock

R$ billion
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Financing contracted by the public sector totaled R$9.8 hillion in
November, for a decline of 5.1% in the quarter, while leasing
operations closed a R$10.4 billion, remaining stable in the period.

The volume of credit operations based on
nonearmarked resources accounted for 56.8% of

ettt T the total financia system stock and closed the

month of November at R$213.7 billion. The 2.6%

growth registered in the quarter was a

\
1
|
\

consequence of the evolution of operations

8.16.2001
9.25.2001

| 11.5.2001
1.23.2002
3.5.2002

egal entities

grantings in the month
R$ billion

75

60

45 A

30 1

151

4.12.2002

5.22.2002

contracted with legal entities, which increased by
. 3.6% to R$136.7 billion. With regard to new
Incividuals credits granted to this segment, growth came to
4.9% in comparison to the average for the
previous quarter.

7.1.2002
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The modalities that utilize internal resources
turned in the highest growth figures, with 8.2%

in the stock level and 7.8% in quarterly average

2001 2002
M | egal entities

disbursements. This performance can be
attributed to restrictions on external financing
lines, resulting in migration of these operations
to the domestic credit market, particularly those

Nov Dec Jan Feb Mar Apr May Jun Jul Ago Sep Oct Nov referenced to Interbank Deposits (DI). In this

context, it should be noted that the results under
working capital operations showed growth of
11.6% in volume and 16.6% in average credits
granted in the quarter. Parallel to this, seasona growth in sales of
farm inputs for the sowing of the 2002/2003 harvest stimulated
vendor operations with agribusiness companies, as demonstrated by
growth rates of 22.7% and 20.1%, respectively, in the stock and in
the quarterly average of credit operations contracted in the segment.

M |ndividuals

As far as credits based on external operations are concerned,
reductions were registered in the balance of operations (1.8%) and
in average quarterly credits granted (8.9%). This was a direct result
of cutbacks in external trade credit lines and a significant volume of
settlements of external onlending operations. Furthermore, it should
be emphasized that Banco Central’s role in providing funding to

49



InflationReport

December 2002

financia ingtitutions to finance exports partly offset the shortage of
international credit lines for the foreign trade sector.

The volume of operations with individual borrowers came to R$77
billion in November, for growth of 1% in the quarter. This behavior
reflected the defensive posture assumed by families when confronted
with decisions involving commitments of future income, as well as
greater availability of resources as a result of larger than normal
releases of Employment Compensation Fund resources. With regard
to average credits granted to these borrowers, growth came to 5.2%
in relation to the previous quarter and mostly involved rotating credit
systems, specia overdraft checks and credit cards.

Sectoral distribution and credit quality

The volume of credits targeted to the private sector totaled R$366.4
billion in November, for growth of 6.6% in the quarter. These
operations were heavily concentrated in industry and the rura sector.
Aside from exchange indexing of credits, other factors that
contributed to this growth were loans to the export sector and loans
earmarked to coverage of grain harvest expenditures.

Credits contracted by the industrial sector expanded by 10.8% and
closed a R$118.8 hillion. Here, the most important operations were
those involving financing based on BNDES onlending operations
for investments in the energy sector and exports of the aircraft
industry. Credits targeted to the service sector came to R$66.3 hillion,
representing growth of 4.4% in the quarter. Operations with these
segments were characterized by partial substitution of externa credit
lines with domestic lines, with an increasing volume of liquidations
of externa import financing and onlending operations, principaly in
the sectors of telecommunications, supermarkets and energy
distribution. The stock of loans to the sector of commerce came to
R$40.6 hillion in November, or 5.8% more than in August.

Rural sector financing added up to R$31.9 hillion. The 15.2% growth
registered in the quarter reflects the seasonal nature of demand for
resources to cover current expenditures as well as recovery in the
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prices of agricultural products. An analysis of the ends to which
rural credit financing has been put shows that participation of
investments and current expenditures came to 50.8% and 39.1%,
respectively, while funding for marketing operations accounted for
10.1%. In the month of August, these participation levels had closed
at 55.1%, 37.4% and 7.5%, respectively.

With the am of improving the investment and productivity levels of
the rural sector, additional resources totaling R$790 million were
made available by BNDES and the Finame to be used by 12.20.2002
for acquisitions of agricultural machines under the terms of the
Program of Modernization of the Farm Tractor Fleet and Associated
Implements and Harvesters (Moderfrota).

Financing granted to the housing sector, including both targeted and
free resources, totaled R$24.4 billion, with growth of 1.8% in the
September-November quarter. Here, the most important operations
were those carried out through the use of resources drawn from the
Worker Support Fund (FAT) and FGTS. The accumulated flow of
operations in residentia financing totaed R$1.7 hillion in the twelve
month period ended in October 2002, compared to R$1.9 hillion in
the corresponding period of the previous year. Of this total, 72.5%
were invested in rea estate acquisitions and 27.5% were channeled
to construction. Financing at interest rates defined by the Housing
Finance System (SFH) added up to R$1.4 billion while those based
on market rates totaled R$309 million.

The banking debt contracted by the states and municipalities added
up to R$6.6 billion in November. The 2.1% decline registered in the
guarter evinces operations in which state debts were exchanged for
receivables pertaining to sanitation companies. The federal
government debt came to R$3.4 billion, reflecting a reduction of
6.8% due to securitization of liabilities related to the capitalization
of federal banks by the government under the terms of Provisional
Measure 2,196-3, dated 8.24.2001.

With regard to the profile of the financial system credit portfolio,
operations rated as normal risk (levels AA to C) totaled R$329.2
billion in November, representing 87.4% of the total. Loans classified
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Credit operations in the financial system by
levels of risk - November 2002
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under risk level 1 (D to G) added up to R$33.8
billion and those rated as risk level 2 (H) totaled
R$13.5 hillion, corresponding to 9% and 3.6%
of the total, in the same order. It should be noted
that the relative participation levels registered in
August were maintained.

Private financial system operations accounted
for 62.4% of the total, with a volume of R$234.9
billion in November, with growth of 4.6% in the
quarter. Here, the most important heading was
that of seasonal financing targeted to the rural
s