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| Intrduction

In early 2008, the evolution of the activity level in the world economy followed the
outlined trajectory as of the second half of last year, when the positive performance
recorded in many emerging and mature economies began to be impacted, more markedly,
by the developments of the crisis in the U.S. subprime market.

The setback, recorded throughout 2008, of the cycle of economic expansion initiated
in 2002 — considered one of the longest periods of growth and of greater dissemination
since the Second World War — has intensified considerably in the last months of that
year, reflecting the impact of growing restrictions recorded in the credit market.

Oncethe evidence of systemic crisis are evidenced and the potential recessive implications
that a persistent obstruction of credit channels could exert on the evolution of the real
sector are recognized, the central banks and the governments of the United States and
of the developed European countries have implemented or increased in a coordinated
fashion the scope and intensity of actions targeted at stabilizing their financial systems
and mitigating the effects of a deepening crisis on the activity level.

In this scenario, the Monetary Policy Committee (Copom) opted to discontinue the
restrictive course adopted in the implementation of the monetary policy since early
2008, when the evolution of the world economic scenario and the upturn in the domestic
economic activity justified the reduction of monetary incentives introduced as of the
beginning of 2006. So, after keeping the rate of the Special System of Clearance and
Custody (Selic) unchanged in the first two meetings of the year and raise it by 225
basis points (b.p.) in the four subsequent meetings, Copom opted to interrupt this
sequence of increases and kept it at 13.75% p.a. in the last two meetings of the year.
It is worth mentioning that the proper implementation of the monetary policy favored
the annual change in the Extended National Consumer Price Index (IPCA), although
it was at a level higher than those indicated in the two previous years remained in the
range set as a target by the National Monetary Council (CMN) under the regime of
inflation targeting.
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Reflecting the development of the world economy and the adjustment of the monetary
policy to movements represented, at first, by the prospect of mismatch between
supply and internal demand and, subsequently, by the deepening crisis in the financial
markets, the pace of economic activity recorded two separate periods during 2008. In
the former, prevailing in the first three quarters of the year, Brazil’s economy grew at
high rates, supported by sharp expansions of consumption and private investments,
thus indicating the impacts of the worsening of the international financial crisis on
both credit channels and expectations of economic agents. It should be noted that
in this context of reduced activity, the government and the Central Bank of Brazil
(BCB) carried out various counter-cyclical measures, such as foreign currency loans
to ensure exports and market liquidity; monetary policy easing; tax incentives with tax
cutbacks and increased spending, especially investments in infrastructure; releasing
resources to regulate the liquidity of the domestic financial system, encouraging the
growth of loans.

In the context of measures related to the fiscal area, the federal government announced
in December three measures for tax reductions, with the 2009 projected fiscal impact of
R$8.4 billion. In that sense, two intermediate rates of 7.5% and 22.5% were created in
the table of Income Tax of Individuals, representing a fiscal waiver of R$4.9 billion and
a reduction of R$2.9 billion in transfers to states and municipalities, through revenue
sharing funds. Additionally, there was a reduction of the Industrialized Products Tax
(IPT) on new cars and trucks, effective as of 12.15.2008 until 1.31.2009, and the rate
of Financial Operations Tax (IOF) on loans to individuals from 3% to 1.5%.p.y.

The Gross Domestic Product (GDP), even declining 3.6% in the quarter ended in
December, compared to that ended in September, recorded a high of 5.1% in the year,
reflecting the upturn in activity experienced by the economy in the first nine months.
Considered the perspective of production, the annual performance of GDP reflected
positive results in all its components. At the same time, from the demand side and
repeating the pattern initiated in 2006, the upturn in the activity of domestic demand
provided a more intense impact than that caused by the negative contribution on the
external sector.

Domestic demand continued, therefore, sustaining the growth process of economic
activity, an evolution consistent with the improvement in credit conditions and the
continued recovery of employment and income. The annual contribution of 6.8 p.p. to
GDP growth was associated, in particular, to the growth of 13.8% recorded by Gross
Fixed Capital Formation (GFCF) — the highest rate since 1995. In the framework of
the external sector, exports fell 0.6% in the year and imports grew 18.5%, determining
the negative contribution of 2.3 p.p. to GDP growth in the period.

The labor market, which responds with a lag to the pace of activity, continued registering
a favorable trajectory until the end of 2008, expressed in the unemployment rate of
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6.8% in December, the lowest level since the series was initiated in 2002. The annual
average unemployment rate stood at 7.8% against 8.2% in 2007.

Current transactions, after posting surplus results for five consecutive years, returned
to record deficit in 2008. The reversal of the positive results, which started in mid-2007
showed the impact of the trajectory of recent expansion of the Brazilian economy on the
growth rates of imports, which remained at a level significantly above that of exports,
together with the increase in net remittances of services and income, especially those
relating to profits and dividends. The performance of the financial account of the balance
of payments follows reflecting the significant net inflows of Foreign Direct Investments
(FDI), which closed at a record volume in 2008, compared with outflows of foreign
capital related to portfolio investments, especially shares; of short-term loans; and the
reduction in the rollover rate of foreign debt of medium and long terms, in all cases,
concentrated in the last quarter of the year.

The reversal of the international economic situation, with developments on the foreign
debt, resulted in the performance of the Central Bank in the foreign exchange market.
In this context, intervention of US dollar purchases in the spot market, expressed in
acquisitions of US$78.6 billion in 2007 and US$18.7 billion in the early nine months of
2008, reverted to cash sales, which totaled US$11.1 billion from Octoberto December. On
the other hand, the procedures for repurchase lines and loans in foreign currency resulted
in net sales of U.S. currency of US$13 billion in the last four months of 2008.

It is noteworthy that even in the scenario of deterioration of international financial
markets, international reserves reached at the end of 2008, US$193.8 billion on a
cash basis, rising US$13.4 billion compared to the previous year. Considering the
international liquidity concept, which includes the stock of repurchase lines and the
reserves in foreign currency loans totaled US$206.8 billion, rising US$26.5 billion in
the year. Additionally, external debt indicators, showing the persistent improvement
in macroeconomic fundamentals and the continuing soundness in the implementation
of the domestic monetary and fiscal policies, recorded in December 2008, a positive
development over the same period of 2007. This result was consistent with the
trajectories by international reserves, the external debt service and the dollar value of
exports and GDP.
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The Brazilian Economy

Activity level

The pace of economic activity registered two distinct periods during 2008. In the first
period, corresponding to the first three quarters of the year, the Brazilian economy
grew at high rates, driven by sharp expansions in private consumption and private
investment. In the fourth quarter, economic performance started to reflect the impacts of
the worsened international financial scenario on both credit channels and expectations
of economic agents.

In this framework, the seasonally adjusted GDP, in spite of a 3.6% drop in the fourth
quarter of the year, as compared to the third quarter, ended the year with a 5.1% high,
reflecting the economic activity upturn observed in the first nine months of the year.
Under the prism of production, the annual performance of GDP in 2008 led to positive
results in all of its components, while, under the prism of demand, maintaining the
pattern initiated in 2006, the expansion of domestic demand has exceeded output growth,
and the foreign sector continued to give a negative contribution.

Consequently, the domestic demand continued to sustain the growth of economic activity,
an evolution consistent with the improvement in credit conditions and the persistent
recovery of employment and income observed in the first three quarters of 2008. The
annual contribution of 6.8 p.p. to the GDP growth was associated, in particular, to
the 13.8% growth recorded by the GFCF — the highest rate since 1994. As regard the
external sector, the quantum of exported goods and services fell by 0.6% in the year
and that of imports rose 18.5%, determining a negative contribution of 2.3 p.p. to GDP
growth in the period.

The labor market, which has a lagged performance in relation to the activity level,
continued to register a favorable trajectory until the end of 2008, expressed in the
unemployment rate of 6.8% observed in December, the lowest level of the series
initiated in 2002. The annual average unemployment rate stood at 7.9%, compared to
9.3% in 2007.
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Gross Domestic Product

According to the Brazilian Institute of Geography and Statistics (IBGE), GDP grew
5.1% in 2008, the sixteenth consecutive year of positive economic expansion. This
result, which reflected the upturn in activity experienced by the economic activity in
the first nine months of the year, was consequent upon the positive contribution of
domestic demand, with emphasis on the acceleration of investments observed in the
period prior to the intensification of the crisis in the international financial markets. In
current values, GDP reached R$2,889.7 billion at market prices.

Table 1.1 — GDP at market price

Year At 2008 Real Implicit At current  Population Per capita GDP
prices change deflator  prices (million) At 2008  Real At current
(R$ (%) (%) (USS$ prices  change prices”
million) million) (R$) (%) (US$)

1980 1452 633 9.2 92.1 237772 118.6 12 252 7.0 2 005
1981 1390 896 -4.3 100.5 258 553 121.2 11 475 -6.3 2133
1982 1402 441 0.8 101.0 271 252 123.9 11 321 -1.3 2190
1983 1361 349 -2.9 131.5 189 459 126.6 10 755 -5.0 1497
1984 1434 862 5.4 201.7 189 744 129.3 11 099 3.2 1468
1985 1547 485 7.8 248.5 211092 132.0 11725 5.6 1599
1986 1663 391 7.5 149.2 257 812 134.7 12 353 5.4 1915
1987 1722109 3.5 206.2 282 357 137.3 12 546 1.6 2 057
1988 1721076 -0.1 628.0 305 707 139.8 12 309 -1.9 2186
1989 1775 462 3.2 1304.4 415916 142.3 12 476 1.4 2923
1990 1698 229 -4.3 2737.0 469 318 146.6 11 585 =71 3202
1991 1715721 1.0 416.7 405 679 149.1 11 508 -0.7 2721
1992 1706 394 -0.5 969.0 387 295 151.5 11 260 -2.2 2 556
1993 1790430 4.9 1996.1 429 685 154.0 11627 3.3 2790
1994 1895 222 5.9 2240.2 543 087 156.4 12115 4.2 3472
1995 1975 272 4.2 93.9 770 350 158.9 12433 2.6 4 849
1996 2017750 2.2 171 840 268 161.3 12 508 0.6 5209
1997 2 085 856 34 7.6 871274 163.8 12736 1.8 5320
1998 2 086 593 0.0 4.2 843 985 166.3 12 551 -1.5 5077
1999 2091 894 0.3 8.5 586 777 168.8 12 396 -1.2 3477
2000 2181975 4.3 6.2 644 984 171.3 12739 2.8 3766
2001 2210627 1.3 9.0 553 771 173.8 12718 -0.2 3186
2002 2269 388 2.7 10.6 504 359 176.4 12 866 1.2 2 859
2003 2295409 1.1 13.7 553 603 179.0 12 825 -0.3 3093
2004 2426 529 5.7 8.0 663 783 181.6 13 363 4.2 3655
2005 2503 200 3.2 7.2 882 439 184.2 13 591 1.7 4791
2006 2602 602 4.0 6.1 1088911 186.8 13 935 25 5830
2007 2750 100 5.7 3.7 1333818 187.6 14 656 5.2 7108
2008 2889719 5.1 59 1573321 189.6 15 240 4.0 8298
Source: IBGE

1/ Estimates obtained by the Banco Central do Brasil dividing the GDP at current prices by the annual average buying
rate of exchange.
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The positive performance of GDP resulted from across-the-board expansion in its
various components. Crop/livestock output increased 5.8%, driven by the 9.6% growth
in the harvest of grains, a result basically explained by the average productivity gains
of around 5.3%, consistent with the occurrence of favorable climatic and a positive
environment for investments provided by the evolution of marketing prices. The area
harvested increased 4.1% in the year.

Table 1.2 — GDP - Quarterly growth/previous quarter — Seasonally adjusted

Percentage
Itemization 2008
| ] 1l [\

GDP at market price 1.6 1.6 1.7 -3.6
Crop and livestock sector -1.3 3.0 1.3 -0.5
Industrial sector 24 -0.2 3.6 -7.4
Service sector 1.4 0.9 0.8 -0.4
Source: IBGE

Industrial activity grew 4.3% in 2008, registering positive rates in all subsectors. Civil
construction industry, as a result of the increased income level and of the incentives to
the sector, increased by 8%, the fifth consecutive positive annual result. The production
and distribution of electricity, gas and water, reflecting the economy’s performance in
the year, grew 4.5% while the mining sector expanded 4.3%. The expansion of 3.2%
in the production of the manufacturing industry reflected, in particular, the favorable

Table 1.3 — GDP real change rates — Under the prism of production

Percentage

Itemization 2006 2007 2008

GDP 4.0 5.7 5.1

Crop and livestock sector 4.5 5.9 58

Industrial sector 23 4.7 4.3
Mineral extraction 4.4 2.8 4.3
Manufacturing 1.1 4.7 3.2
Building 4.7 5.0 8.0
Production and distribution of electricity, gas and water supply 35 5.9 4.5

Service sector 4.2 5.4 4.8
Commerce 5.9 71 6.1
Transportation, storage and postal services 21 5.3 3.2
Information services 1.6 7.0 8.9

Financial intermediation, insurance, complementary pension system

and related services 84 145 9.1

Other services 4.0 2.7 4.5

Real estate activities and rent 3.0 41 3.0

Public administration, health and education 3.3 2.4 2.3
Source: IBGE
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impacts of the environment of economic stability and improved conditions in credit
and job markets on the demand for capital goods and consumer durables.

The sector of services grew 4.8% in 2008, registering a general expansion in its
subsectors, especially financial intermediation services, insurance, pension funds and
related services, 9.1%; information services, 8.9%; commerce, 6.1%; and transportation,
storage and postal services, 3.2%, the last two impacted by the performance of primary
and secondary sectors. It should also be noted the growth in other services, 4.5%; and
real estate activities and rents, 3%; and administration, health and public education,
2.3%.

Table 1.4 — GDP real change rates — Under the prism of expenditure

Percentage

Itemization 2006 2007 2008
GDP 4.0 5.7 5.1
Family consumption 52 6.3 5.4
Government consumption 2.6 4.7 5.6
Gross Fixed Capital Formation 98 135 1338
Exports of goods and services 5.0 6.7 -0.6
Imports of goods and services 184 20.8 185
Source: IBGE

The contribution of domestic demand to GDP growth reached 6.8 p.p in 2008. GFCF
increased 13.8%, followed by the expansions of government consumption, 5.6%, and
household consumption, 5.4%. On the opposite direction, the external sector contributed
negatively with 2.3 p.p. to the annual GDP, a result consistent with the impacts of
strong domestic demand on foreign flows. Thus, while exports of goods and services
fell 0.6% in the year, the total of imports, which are relevant for supplying industrial
machinery and for assuring the balance between demand and supply of consumer
goods, grew 18.5%.
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Table 1.5 — Gross Domestic Product — At current value

In R$ million
Itemization 2005 2006 2007 2008
Gross Domestic Product at market prices 2147239 2369797 2597611 2889719

Under the prism of product

Crop and livestock sector 105 163 111229 133015 163 536
Industrial sector 539 283 585602 623721 682497
Service sector 1197 807 1337903 1466783 1595021

Under the prism of expenditure

Final consumption expenditure 1721783 1903679 2096903 2337823
Family consumption 1294230 1428906 1579616 1753414
Government consumption 427 553 474 773 517 287 584 408

Gross Capital Formation 347 976 397 340 460672 547 066
Gross Fixed Capital Formation 342 237 389328 455213 548757
Changes in inventories 5739 8012 5459 -1 690

Exports of goods and services 324 842 340457 355399 414 257

Imports of goods and services (-) 247 362 271679 315362 409427

Source: IBGE

The GDP performance in 2008 reflected the favorable evolution of the economy in the
first nine months of the year and the trend of slowdown that followed the worsening of
the international financial crisis as of October. Thus, basically as aresult of the continued
growth of real income and employment, seasonally adjusted GDP grew 1.6% in the
first quarter of the year, compared to the previous quarter.

This result was due to the 2.4% increase of industry and 1.4% of the sector of services,
contrasting with the negative trend of 1.3% in crop/livestock output. Regarding the
demand components, it can be emphasized the 2.8% GFCF growth in the period, the
seventh quarterly consecutive positive result, and expansions in household consumption,
5%, and government consumption, 4.1%. Exports fell 6.2% and imports, in line with
the process of accelerating activity level, increased by 1.3%.

The GDP dynamics continued in the second quarter of the year. Thus, the 1.6% output
growth in the period reflected the performance of the crop/livestock sector, stimulated
by growth in the crops of soybeans and corn, 3%; and services 0.9%, as opposed to a
decrease 0of 0.2% observed in the industrial sector. Regarding the demand components,
it is worth mentioning the persistend GFCF growth in the quarter, which reached
3.4%, while household consumption increased 0.7% and the government consumption
decreased 0.2%. Exports rose 3.9% and imports 8.6% in the period.

The GDP continued to expand in the third quarter, 1.7%, representing the twelfth

consecutive positive result on that basis of comparison. Crop/livestock increased 1.3%,
while industry and services posted respective increases of 3.6% and 0.8%. Under the
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prism of demand, seasonally adjusted data revealed an 8.4% expansion on investments,
while household consumption increased 2.1% and government consumption, 1.6%.
Exports decreased 1.4% and imports rose 6.4%, highlighting the performance of foreign
purchases in the period, which expanded for the twelfth consecutive quarter.

In line with the evolution of leading and coincident indicators, GDP fell 3.6% in the
last quarter of 2008, interrupting a period of twelve consecutive quarters of growth.
Such a performance was particularly consequent upon the 7.4% decrease in the output
of the industrial sector, which had to carry out important adjustments in response to the
credit shortage caused by the international financial crisis, the deterioration of business
expectations, the reduction of foreign demand, and the adequacy of stock levels. In
the quarter under analysis, the output of the crop/livestock and service sectors fell,
respectively, by 0.5% and 0.4%. From the viewpoint of demand, GFCF and household
consumption dropped by 9.8% and 2% in the quarter, as compared to a 0.5% expansion
under government consumption. In addition, the negative contribution of the external
sector reflected reductions of 2.9% under exports and 8.2% under imports, a result
compatible with the new economic environment.

In this context of sluggish economic activity, the Brazilian government and the Central
Bank adopted several counter-cyclical measures, such as foreign currency loans to
finance exports and guarantee the market liquidity; tax incentives, by reducing taxes
and increasing expenditures, particularly on infrastructure investments, and exemption
of compulsory deposits with the objective of increasing the liquidity of the domestic
financial system, thus encouraging the expansion of credit operations.

Investments

Investments, excluding stock variation, increased 13.8%in 2008, according to the IBGE’s
National Quarterly Accounts, the highest annual rate since 1994 and the fifth consecutive
positive result. This pace of expansion, significantly higher than that registered by the
GDP, reveals, in particular, the entrepreneurs’ expectations that the cycle of economic
expansion that characterized the first nine months of the year should continue.

Buiding industry inputs expanded at an annual rate of 8.5% in 2008, compared to 5.1%
in the previous year, driven by the favorable performance of credit and labor markets
as well as by the impacts of the Growth Incentive Program (PAC) on the sector.

The production of capital goods registered an annual growth of 14.3% in 2008 compared
to 19.5% inthe previous year, as aresult of across-the-board increases in its components,
with emphasis on the segments related to crop/livestock, particularly farm machines
and equipment, 35.1%, and parts for farm machines, 58.8%. Major increases were
also observed in the production of capital goods targeted to transportation equipment,
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Table 1.6 — Gross capital formation (GCF)

Percentage
Year Share in GCF At current prices
Gross Fixed Capital Formation (GFCF)  Changes in GFCF/GDP  GCF/GDP
inventories
Building  Machines and Others
equipments
1995 445 48.9 8.3 -1.6 18.3 18.0
1996 48.2 435 7.3 1.0 16.9 17.0
1997 495 43.1 7.0 0.3 17.4 17.4
1998 51.9 40.8 6.9 0.3 17.0 17.0
1999 50.6 37.2 7.8 4.4 15.7 16.4
2000 45.7 39.3 71 7.9 16.8 18.3
2001 43.9 43.3 7.3 55 17.0 18.0
2002 47.8 448 8.5 -1.2 16.4 16.2
2003 42.8 453 8.7 3.1 156.3 15.8
2004 411 45.0 7.9 6.0 16.1 171
2005 41.6 49.0 77 1.6 15.9 16.2
2006 39.6 50.6 7.8 2.0 16.4 16.8
2007 17.5 17.7
2008
Source: IBGE

31.3%; and electricity, 12%. The production of capital goods targeted to the sector
of construction increased 4.8% in the period. Production of typically industrialized
goods expanded 4.6% in the year, reflecting increases in the segments of assembly-line
products, 2.7%, and those turned out on an order basis, 17.4%.

Disbursements of the BNDES system — National Bank of Economic and Social

Development (BNDES), Special Industrial Financing Agency (Finame) and BNDES
Participagdes SA (BNDESpar) — totaled R$90.9 billion in 2008, rising 40% over the

Table 1.7 — BNDES disbursement”’

In R$ million
Itemization 2006 2007 2008
Total 51318 64892 90878
By sector
Manufacturing industry 25734 25395 35710
Commerce and service 20704 33448 46263
Crop and livestock 3423 4998 5595
Extraction industry 1458 1051 3311

Source: BNDES
1/ Includes BNDES, Finame and BNDESpar.
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previous year. The sectoral analysis reveals that the performance of the infrastructure
sector was fundamental for this development, registering an annual rise of 40.6%.

The Long Term Interest Rate (TJLP), used as the indexing factor for loans granted by
the BNDES, remained at 6.25% p.y. during 2008, a level maintained since the second
quarter of 2007.

Industrial output indicators

Industrial production registered an annual growth rate of 3.1% in 2008, according to
the general industry index of physical output released by the Monthly Industrial Survey
(PIM) of IBGE, compared to the expansion of 6% in 2007 and 3.4% from 1999 until
2007, the period in which the inflation target system was introduced.

Graph 1.2
Industrial production

20
o 15
D
c
(]
5 10
()
D
8
g 5
(5]
: 0 L1 |
o

0 r r r r r r r r

-5

2000 2001 2002 2003 2004 2005 2006 2007 2008
Total = Mineral extraction Manufacturing

Source: IBGE

The annual evolution of the industry may be clearly analysed in the pre-crisis and
post-crisis periods. Accordingly, the growth rate of the industrial output index, after
registering an accumulated growth of 6.4% until the third quarter of 2008, compared to
the same period of the previous year, decreased by 6.2% in the fourth quarter, compared
to same period in 2007. This performance is ratified by the quarterly changes of the
indicator, which reached, in the sequence, 0.4%, 0.8%, 2.5% and -9.4% when compared
to the immediately previous quarter.

The four use categories surveyed by the IBGE showed distinct behaviors during the
year, but all were affected by the slowdown observed in the fourth quarter. Boosted by
the lengthening of the planning horizon and the expansion of domestic demand and
credit, the interannual growth in the output of capital goods reached 18% in the first
three quarters of the year and decreased to 14.4% when the results of the fourth quarter
are incorporated. It should be noted that this was the only category to register positive
growth rate in the quarter under analysis.
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Table 1.8 — Selected capital goods production

Itemization Percentage change

2006 2007 2008

Capital goods 57 195 14.4
Industrial 55 17.0 4.7

Serial 52 185 2.8

Non-serial 6.9 7.4 17.4
Agricultural -16.5 484 35.1
Agricultural parts -38.9 170.8 58.8
Building 82 187 5.6
Electric energy 222 26.0 12.0
Transportation -1.6 18.0 314
Mixed 116 154 2.5
Source: IBGE
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Expansion of employment and income and improvement of consumer confidence
strengthened the demand for consumer durables, which was particularly met by domestic
production. In this scenario, the production of durable consumer goods, which had
increased by 12.1% until the third quarter, closed the year with a 3.7% gowth rate,
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reflecting the reduction of 19.5% observed in the fourth quarter, as compared the same
2007 period.

Im much the same wary, the production of intermediate goods rose 1.6% in the year,
registering a favorable performance in the first nine months of the year and slowing
down in the last 3 months, as expressed in the respective change rates of 5.3% and
-9.2% on the same basis of compararison.

The production of semi-durable and nondurable goods, less sensitive to credit conditions,
after increasing 2.3% until the third quarter, a rate lower than that of the overall industry,
dropped by 1.2% in the subsequent period, accumulating an annual growth of 1.4%.

Table 1.9 — Industrial production

Itemization Percentage change

2006 2007 2008

Total 2.8 6.0 3.1

By category of use

Capital goods 5.7 19.5 14.4
Intermediate goods 21 4.9 1.6
Consumer goods 3.3 4.7 1.9
Durable 5.8 9.1 3.7
Semi and nondurable 27 3.4 1.4
Source: IBGE

Among the sectors surveyed by the IBGE, sixteen turned in positive growth rates and
nine negative rates in the year, with emphasis on those related to segments of other
transportation equipment, 42.2%; medical hospital instrumentation equipment, 15.7%;
and pharmaceutical goods, 12.6%. Conversely, emphasis should be given to the negative
performance of the wood sector, 10.2%; office machinery and computer equipment,
9%; tobacco, 7%, and footwear and leather articles, 6.8%.

The two sectors with the greatest weight in general industry — food and automotive
vehicles — were significantly impacted by the economic crisis, registering falloffs
of 1.2% and 17.5% until the third quarter, for annual expansions of 0.5% and 8.2%,
respectively.

In 2008, industrial production expansion was widespread in all the thirteen Brazilian
states surveyed, with the exception of the negative result observed in Santa Catarina, as
a consequence of the unfavorable performance of the wood and machinery/equipment
segments. The states that registered the most accentuated industrial expansion were
Goiés, 8.1%, with emphasis on food/ beverage and mining segments, and Parana, 8.6%,
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reflecting the significant impulse given by the sector of automotive vehicles, especially
trucks, editing and printing, and pulp and paper activities.

The level of industrial employment grew 2.7% in 2008, considering the average annual
rate of Waged Working Population (POA) ofthe Monthly Industrial Survey— Employment
and Wages (Pimes) of IBGE. It should be noted that, at the end of the year, the level
of employment was 1.1% below the level of December 2007.

According to the Getulio Vargas Foundation (FGV) Manufacturing Industry Survey
(SCIT), the industry’s average level of capacity utilization (Nuci) maintained in 2008
the high level observed at the end of 2007, closing at 85.2%, compared to the record
level of 86.7% observed in June 2008. At the margin, the Nuci presented a monthly
decline of 4.6 p.p. in December, reaching 80.6%.
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Table 1.10 — Industrial capacity utilization"

Percentage

Itemization 2006 2007 2008

Manufacturing industry 83.3 85.1 85.2
Consumer goods 80.1 83.1 84.9
Capital goods 82.0 85.7 87.9
Building material 85.1 84.6 88.4
Intermediate goods 87.3 87.8 86.4

Source: FGV

1/ Quarterly survey. Average in the year.

The Industrial Confidence Index (ICI) of the SCIT — FGV fell 46.2 points in the last
quarter of 2008, reaching 71.4 points in December, as compared to 120.4 points in
August, the second highest value of the series initiated in April 1995.

The Industrial Survey carried out by the National Confederation of Industry (CNI) also

demonstrated the deterioration of industrial performance in the last quarter of the year,
expressed in the record level of accumulated stocks. Regarding the level of activity in
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the quarter, the production index reached 40.8 points, and the employment index, 44
points, the lowest levels since the first quarter of 1999, signaling a quarterly reduction
of physical production and employment.

Commerce indicators

According to the Monthly Retail Trade Survey (PMC), released by the IBGE, the
Retail Sales Volume Index expanded 9.9% in 2008, the second highest annual rate,
surpassed only by the expansion of 13.6% observed in 2007. It is worth mentioning
that, from January to September, before the worsening of world economic crisis, the
sector accumulated an expansion of 13.8%, as compared to the same period of the
previous year. Sales increased in all segments, with emphasis on office machinery
and equipments, computer and communications, 33.5%; other articles of personal and
domestic use, 15.6%, furniture and appliances, 15.1%; and pharmaceutical, medical,
orthopedic and perfumery, 13.3%.
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Sales in the segment of automobiles, motorcycles, parts and accessories, as well as
building materials, which are more dependent on credit operations, registered respective
annual growth rates of 11.9% and 7.8%, as compared to expansions of approximately
20.7% and 11.5% observed in the first nine months of the year.

Sales increase in the expanded retail trade sector in 2008 was widespread in the five
regions of the country. The highest rate occurred in the Center-West, 11.3%; followed
by those relating to the Southeast, 10.8%; South 10%; Northeast, 9.2%; and North,
7.6%. In relation to the federation units, mention should be given to increases in retail
sales in Rondonia, 19%; Espirito Santo, 17.2%; Mato Grosso, 15.2%; Goias, 14%; and
Mato Grosso do Sul, 13.7 %, as opposed to the more modest performance observed in
the Federal District, 0.7%; Para 3.1%; and Amazonas, 5.7%.
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Nominal Sales Revenue of the expanded trade sector expanded 15.1% in 2008, as result
ofincreases 0f9.1% insales volume and 5.5% in prices. All segments registered revenue
growth rates above the annual inflation rate of 5.90% measured by the IPCA in the
period. Highlights were articles of personal and domestic use, 21.7%; building material,
18.1%; and hypermarkets, supermarkets, food, beverages and tobacco, 17.2%.

Commerce indicators for the state of Sdo Paulo confirm the generalized growth in sales
of durable, semi and nondurable goods in 2008. Thus, according to the Sao Paulo Trade
Association (ACSP), the number of consultations to the Credit Protection Service Center
(SCPC), anindicator of installment purchases, grew 6.4% in the year, while consultations
to the Usecheque, an indicator of cash purchases, rose 4.3% in the period.

Sales of the automotive sector increased 14.6% in 2008, according to the National
Federation of Automotive Vehicles Distribution (Fenabrave), after expansion of
27.1% in the first nine months of the year. In the same line, sales of domestic vehicles
in the national market, released by the National Association of Automotive Vehicle
Manufacturers (Anfavea), registered an annual increase of 11.9% in 2008, after increasing
26.3% through September.

Default indicators have stabilized in recent years. The relationship between the number
of checks returned due to insufficient backing and total checks cleared amounted to
an average of 6.1% in 2008, compared to 6.2% in 2007. By region, the highest rates
continued to occurin the North and Northeast. Delinquency in the Sdo Paulo Metropolitan
Region (RMSP), as measured by ACSP, reached on average of 6.5% in 2008, compared
to 5.4% the previous year.

National surveys related to consumer expectations revealed a reversal of the growth
trend in 2008. After maintaining a high level until the end of the third quarter,
consumer confidence was impacted in the fourth quarter by the more severe effects
of the international crisis on the Brazilian economy. Accordingly, the FGV Consumer
Confidence Index (ICC) fell 1.6% in the year, as a result of reductions of 5.2% in the
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Expectations Index (IE) and increase of 5.4% in the Current Situation Index (ISA).
It should be highlighted the respective drops of 15% and 9.7% registered by these
components in the last quarter of 2008 as compared to the same period in 2007.

Similarly, the quarterly National Consumer Expectations Index (Inec), released by the
CNI, reported the deterioration of consumer confidence, falling 1.6% in the last quarter
of the year, compared to the same quarter of the previous year. The sharpest declines
occurred in consumer expectations related to unemployment, 17.3%, and inflation,
14.4%. Inec registered annual growth of 0.4%.

The ICC, released by the Sao Paulo Trade Federation (Fecomercio SP) fell 3% in the
fourth quarter of 2008 in comparison to the same period in 2007, as a result of 13%
reduction in the Index of Current Economic Conditions (Icea) and increase of 4.6% in
the Consumer Expectations Index (IEC), which represents 60% of the overall index.
The performance of this indicator in the first three quarters of 2008 led to a 6.2% growth
in the rate accumulated in the year.

Cropl/livestock production indicators
The harvest of grains totaled 145.8 million tons in 2008, according to the Systematic
Farm Production Survey (LSPA), released by the IBGE, in collaboration with the

Table 1.11 — Agricultural production — Major crops

Millions of tons

Products 2007 2008
Grain production 133.1  145.8
Cotton seed 2.5 24
Rice (in husk) 11.0 12.1
Beans 3.2 3.4
Corn 51.8 58.7
Soybeans 58.0 59.9
Wheat 4.1 6.0
Others 24 3.2
Change in grain production (%) 13.8 9.6
Other crops
Bananas 71 7.2
White potatoes 34 3.7
Cocoa (beans) 0.2 0.2
Coffee (manufactured) 2.2 2.8
Sugarcane 548.0 653.2
Tobacco (in leaf) 0.9 0.9
Oranges 18.5 18.7
Cassava 26.9 26.6
Tomatoes 34 3.9
Source: IBGE
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National Supply Company (Conab). The annual growth of 9.6% reflected expansions
of 4.1% in the harvested area and 5.3% in average productivity, with emphasis on the
participation of the Center-West, 34.8%, and South, 42%, where annual production
increased, respectively, by 15.5% and 1.9%.

Soybean production rose 3.4% in the year, totaling 59.9 million tons, as a result of
the expansion of harvested area, given the stability of productivity. Soybeans exports,
which had dropped 4.9% in 2007, recovered in the year, expanding by 3.3%.

The corn harvest reached 58.7 million tons, emphasizing that the annual increase of
13.3%reflected growths 0f4.1% in the area harvested and 8.9% in productivity. Climatic
conditions and high prices were crucial to this performance.

Table 1.12 — Agricultural production, harvested area and average earnings — Major crops

Percentage change

Products Production Area Average earnings

2007 2008 2007 2008 2007 2008

Grain production 13.8 9.6 -0.4 4.1 141 5.3
Cotton (seed) 375 -2.5 231 -5.2 5.0 3.0
Rice (in husk) -4.0 9.7 -2.5 -1.3 -1.3 11.1
Beans -5.6 5.0 -4.7 -1.7 0.4 6.7
Corn 21.6 13.3 9.4 4.1 10.5 8.9
Soybeans 10.7 34 -6.2 34 18.5 0.0
Wheat 64.8 475 18.0 30.7 375 12.6

Source: IBGE

Table 1.13 — Grain stock — Major crops
Thousands of tons

Products 2005/2006  2006/2007  2007/2008

Grain production
Rice (in husk)

Beginning of the year 35321 2879.3 2021.7

End of the year 2879.3 2021.7 1101.3
Beans

Beginning of the year 113.6 176.2 81.4

End of the year 176.2 81.4 160.7
Corn

Beginning of the year 31354 3268.3 3300.2

End of the year 3268.3 3300.2 11871.9
Soybeans

Beginning of the year 27347 2469.7 3675.6

End of the year 2469.7 3675.6 45401
Wheat

Beginning of the year 11125 1992.9 1753.7

End of the year 1992.9 1753.7 1566.2

Source: Companhia Nacional de Abastecimento (Conab)
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The bean output totaled 3.4 million tons. The annual growth of 5% reflected a 6.7%
increase in average productivity and areduction of 1.7% in the area harvested. Favorable
climatic conditions and the price level in the sowing season contributed to the good
performance of this crop.

The harvest of rice reached 12.1 million tons, rising 9.7% in the year, as a result of a
11.1% increase in the average productivity and a 1.3% reduction in the harvested area.
Favorable climatic conditions, especially in the state of Rio Grande do Sul, the major
producing state, where cultivated area increased, explain the increase of productivity
and harvested area.

The production of wheat totaled 6 million tons, for a 47.5% increase in comparison
to the previous crop. The harvested area grew 30.7%, and the average productivity,
12.6%, reflecting the commodity’s high international prices because of the heated
external demand.

Harvest of herbaceous cotton decreased 2.5%, totaling 2.4 million tons, a contraction
of 5.2% in the area harvested and an increase of 3% in the average productivity.

The coffee crop totaled 2.8 million tons, up 25% in the year. This performance is partly
explained by the biannual cycle of this crop, expressed in the expansion of 27.2% in
average productivity even with the 1.8% reduction in the area harvested.

Sugar cane production totaled 653.2 million tons, for an annual increase of 19.2%,

reflecting the expansions observed in the area harvested, 16.5%, and average productivity,
2.3%.

Livestock
According to the Quarterly Survey of Animal Slaughters, released by the IBGE, the
production of beef, poultry and pork reached, in the order, 6,619 million, 10,175 million

and 2.634,3 million tons, for respective annual rates of -6.1%, 13.2%, and 6.2%.

Exports of beef, poultry and pork totaled, in this order, one million, 3.3 million and
467.6 thousand tons, for annual variations of -20.5%, 8.7%, and -15, 3%
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Farm policy

The2008/2009 crop and livestock plan, released by the Ministry of Agriculture, Livestock
and Supply (Mapa) allocated R$78 billion for rural credit, of which R$65 billion for
commercial agriculture and R$13 billion for family farming.

In the case of commercial agriculture, R$55 billion are aimed at funding operational
and marketing costs, a volume 12% higher than that available in the previous plan, of
which 82.5% granted at regulated interest rates — annual growth of 19.9% —and 17.5%
at market interest rates — a contraction of 14.7%. The plan also allocated R$10 billion
for investments, an increase of 12.4% in the year, of which R$3.5 billion originated
in Constitutional Funds.

In the context of the programs financed by the BNDES, R$6.5 billion is channeled
to the segment of loans for investment, with annual increase of 0.8%. Regarding the
Program of Modernization of the Farm Tractor Fleetand Like Implements and Harvesters
(Moderfrota), the major change consisted in the elimination of the fixed interest rate
set at 4% p.y. The Program of Agricultural Modernization and Conservation of Natural
Resources (Moderagro) registered an increase in the limit per beneficiary, from R$50,000
to R$250,000. With regard to the Rural Employment and Income Generation Program
(Proger Rural), R§500 million is to be provided by the Moderfrota program, at a rate
of 7.5% p.y. The program also incorporates an increase in income limits for insertion
in the program up to R$250,000, and in the funding ceiling to R$150,000.

It should be highlighted the creation of the Program of Incentives for Sustainable
Agricultural Production (Produsa), which allocates BNDES funds up to R$1 billion,
aimed not only at encouraging the recovery of degraded areas for the return to the
system of production but also the adoption of sustainable systems.
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Productivity

The productivity of the industrial labor, defined as the ratio between the index of the
sector’s physical production and the index of the number of hours paid to personnel
employed in manufacturing production, both released by the IBGE, grew 1.1% in
2008, after a 4.1% increase in the previous year. This performance reflected the 2.2%
manufacturing productivity increase, as opposed to the 1.9% drop observed in the mining
industry. Among the sectors surveyed, the greatest variations occurred in the activities
of apparel and clothing, 10.1%, and tobacco, 7.7%. There was a significant reduction
in the productivity of the sectors of coke, petroleum refining and alcohol, 10%, and
machinery and electrical appliances, precision electronic devices and communication,
8.2%.

The productivity of the industrial labor increased in eight out of ten federal units surveyed
by the IBGE, especially in Parana, 7.2%, Espirito Santo, 6.6%, and Pernambuco, 6.5%,
while in Minas Gerais and Bahia the indicator declined by 3% and 1%, respectively.

The average productivity of the crop/livestock sector, defined as the ratio between grain
production and the area harvested increased to 5.3% in the year. The production of
agricultural fertilizers, according to the National Association for Fertilizers Dissemination
(Anda), posted an annual decline 0f 9.6%, while imports fell 12.1%, resulting in a 8.9%
cutback in total demand. Sales of farm machinery expanded 42% in the year, according
to Anfavea, registering expanded sales of harvesters, 87.5%; wheeled tractors, 38.7%;
and croppers, 18,3%.

Energy

Oil production, including liquified natural gas, grew 3.4% in the year, compared to 1.3%
in 2007, considering data from the National Petroleum Agency (ANP). In average terms,

Table 1.14 — Apparent consumption of oil derivatives and fuel alcohol
Daily average (1,000 b/d)

Itemization 2006 2007 2008
Petroleum 1368 1423 1485
Fuel oil 88 95 89
Gasoline 326 318 324
Diesel oil 672 716 769
Liquid gas 203 207 211
Other derivatives 79 86 91
Fuel alcohol 194 262 336
Anhydrous 88 101 108
Hydrated 107 161 228
Source: ANP

32 Boletim do Banco Central do Brasil — Annual Report 2008



the year ended with 1,896 thousand barrels/day, as compared to 1,833 thousand barrels/
day in the previous year. The highest level was observed in September, 1,946 thousand
barrels/day, and the lowest in March, 1,835 thousand barrels/day. The production of
natural gas rose 18.6% in 2008, reaching an average of 371 thousand barrels/day.

Total oil processed at refineries remained almost stable when compared to the previous
year, decreasing by 0.1% to 1.742 thousand barrels/day. The participation of national
petroleum remained stable at 77%, while oil imports fell by 1.6% in the year, reaching
394 thousand barrels/day. Exports posted an increase of 2.8%, closing at 433 thousand
barrels/day.

The consumption of petroleum derivatives increased 4.4% in the domestic market in
2008, with emphasis on the segments of aviation kerosene, 11.1%; diesel oil, 7.5%;
jet fuel, 6.6%; and other oil products, 6.5%. The demand for automotive gasoline and
liquefied petroleum gas rose 1.9% and 1.6%, respectively. Reductions were observed
in the consumption of kerosene for lighting purposes, 21%; and fuel oil, 6.6%. Alcohol
consumption increased 28.5%, reflecting the growth sales of cars with bifuel technology.
Thus, sales of hydrated alcohol expanded 41.6%, and of anhydrous ethanol, 7.5%.

The national consumption of electricity expanded 3.6% in 2008, according to the
Energy Research Company (EPE), a federal public company linked to the Ministry
of Mines and Energy (MME). Expansions occurred in the commercial sector, 5.5%;
residential, 5%; and industrial 2.3%. The consumption of other sectors not listed,
including public lighting, services and government and rural sector registered an annual
increase of 3.1%.

Table 1.15 — Electric energy consumption"

GWh
Itemization 2006 2007 2008
Total 358 095 378 551 392 014
By sectors
Commercial 55474 58 739 61963
Residential 86 071 90 300 94 856
Industrial 164 775 175 423 179 434
Other 51775 54 089 55761
Source: EPE

1/ Self-producers not included.

The analysis by region revealed an annual growth of electricity consumption in the Center-
West, 5.8%; Southeast, 4.6%; South, 4.4%; North, 4.3%; and Northeast, 3.4%.
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Employment indicators

The performance of economic activity in 2008 reflected positively on the labor market
both in terms of quantity and quality, despite the negative impacts of the external crisis
occurred in the last quarter of the year.

According to the IBGE Monthly Employment Survey (PME), the average unemployment
rate in the six major metropolitan areas reached 7.9% in 2008, for a 1.4 p.p. decrease
when compared to 2007. This movement was particularly a result of the 3.4% expansion
observed in occupation, equivalent to the creation of 625,000 jobs in the area surveyed,
98% of which with formal contracts. In the same period, the number of unregistered
employees decreased 0.4%, while the number of self-employed persons increased by
0.4%.

Graph 1.9
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According to the General File of Employed and Unemployed Persons (Caged), from
the Ministry of Labor and Employment (MTE), 1,452,200 jobs were created with
formal contracts in 2008, the third best result since the beginning of the research in
January 1985. The number of registered workers increased 6.4% in the year, as a result
of a widespread employment expansion in major economic sectors, reaching 6.7% in
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Table 1.16 — Formal employment — New jobs openings

1,000 employees

Itemization 2006 2007 2008

Total 1228.7 1617.4 1452.2

By sectors
Manufacturing industry 250.2 394.6 178.7
Commerce 336.8 405.1 382.2
Services 521.6 587.1 648.3
Building 85.8 176.8 197.9
Crop and livestock 6.6 211 18.2
Public utilities 7.4 7.8 8.0
Others" 203 25.0 19.0

Source: Ministério do Trabalho e Emprego (MTE)

1/ Includes mineral extraction, public administration and others.

commerce, 6% in services, and 5.6% in manufacturing industry. It is worth mentioning
the performance of civil construction, which, for the third consecutive year, registered
a growth rate above the average, up 17.4% in the year.

Wage and earnings indicators

The average annual real earnings habitually received by the working population in the
six major metropolitan regions covered by the PME reached R$1,260.08, calculated at
December 2008 prices, up 3.4% in the year, reaching the highest level since 2003. It
should be noted that the pace of expansion accelerated in the second half of the year,
when it grew 4.5% when compared to the same period in 2007, following a 2.3%
increase in the previous half-year period, on the same basis of comparison. Real wages,
the product of the average real income habitually received by the number of employed
persons, grew by 6.9% in 2008.

Table 1.17 — Average earnings of occupied people — 2008

Percentage change

Itemization Nominal Real“
Total 9.9 3.4
Job position
Registered 8.5 2.0
Unregistered 7.6 1.3
Self-employed 10.7 4.1
By sector
Private sector 8.9 24
Public sector 10.7 4.1
Source: IBGE

1/ Deflated by the INPC. Includes the metropolitan regions of Recife, Salvador, Belo Horizonte, Rio de Janeiro,
Séao Paulo and Porto Alegre.
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Price indicators

The acceleration of inflation rates in 2008, as compared to the previous year, was
influenced by the behavior of market prices, which reflected the pace of economic
activity expansion as well as the upward trend observed for food and regulated prices.
The IPCA, calculated by the IBGE, reached 5.90%, within the target set by the CMN
in the framework of the inflation targeting system.

General price indices

The General Price Index (IGP-DI), calculated by the FGV, which aggregates the
Wholesale Price Index (IPA-DI), the Consumer Price Index — Brazil (IPC-Br) and the
National Cost of Construction Index (INCC), with respective weights of 60%, 30% and
10%, registered growth of 9.10% in 2008 compared to 7.89% in the previous year.

Annual variations of the three components of the IGP-DI accelerated in 2008. IPA-DI,
which shows the behavior of prices in the wholesale trade, as a consequence of an upward
trend for prices of industrial products, grew 9.80% in the year, compared to 9.44% in
2007. Prices of industrial products rose by 12.96% and prices of agricultural products,
1.64%, as compared to 4.42% and 24.82%, respectively, in 2007. The IPC-Br increased
6.07% and the INCC, 11.87%, compared to 4.60% and 6.15% in 2007, respectively.

Consumer price indices

The IPCA, released by the IBGE, increased 5.90% in 2008, registering an increase
of 3.27% in regulated prices of goods and services' and 7.05% in market prices,
compared to 1.65% and 5.73 %, respectively, in the previous year. This was the sixth

1/ Regulated prices are those directly or indirectly determined by federal, state or municipal governments. In
some cases, the adjustments are determined by contracts between producers / suppliers and the relevant
regulatory agencies, as in electricity and fixed telephony.
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lowest IPCA rate since the beginning of its release in 1980. IPCA is an indicator that
considers the consumption basket of families with monthly income between 1 and 40

minimum wages.

The performance of the IPCA in the year reflected an upward trend for regulated

prices,

from 1.65% to 3.27%, reflecting the final impact of the reduction in the prices

of electricity and the increase in the water and sewage rates, and market prices, from

I The Brazilian Economy 37



5.73% to 7.05%, due to the accelerated pace of economic activity and the behavior
of food prices, especially for items such as rice, black beans, meat, tubers, roots and
vegetables, sugar, and bread.

The variation of the National Consumer Price Index (INPC), also calculated by IBGE,
reached 6.48% in 2008, as compared to 5.16% in 2007. This rate is higher than that
registered by the IPCA and evinces the greatest participation of the food and beverage
group in the INPC, 30.31%, compared to 22.76% in the [IPCA. The reason for this is that
the INPC is measured by utilizing the consumption basket of families with an income
bracket of 1-6 monthly minimum wages, and the percentage of income commited to
outlays on food for these families is relatively greater.

The Consumer Price Index (IPC), calculated by the Institute of Economic Research
(Fipe)*also reflected the pace of economic activity and high food prices, growing 6.16%
in 2008 from 4.38% in the previous year.

Table 1.18 — IPCA items share in 2008

Percentage change

Groups IPCA
Weight” Accumulated Accumulated Accumulated Index
changein  changein share share?
2007 2008 in 2008

IPCA 100.00 4.46 5.90 5.90 100.00
Meals 3.97 7.79 14.46 0.57 9.74
Meats 2.15 22.15 24.01 0.52 8.75
Domestic services 3.13 9.50 11.04 0.35 5.86
Bread 1.19 7.92 19.35 0.23 3.89
Rice 0.61 -1.90 33.94 0.21 3.51
Personal hygiene 2.31 2.30 7.34 0.17 2.87
Edible tubers, roots and vegetables 0.62 25.81 20.27 0.13 2.13
Black beans 0.14 39.02 65.52 0.09 1.61
Cleaning products 0.78 3.00 11.44 0.09 1.51
Sugar (refined) 0.19 -22.73 13.10 0.03 0.43
Sugar (crystal) 0.14 -28.69 12.71 0.02 0.29
Electric household equipment 1.81 -4.66 -2.82 -0.05 -0.87
Automobiles 2.85 1.76 -2.25 -0.06 -1.09
Used automobiles 1.59 0.09 -4.32 -0.07 -1.17
Source: IBGE

1/ Average weight in 2008.
2/ It is obtained by dividing the accumulated share in the year by the accumulated change in the year.

2/ For families with an income bracket between one and twenty minimum wages in the city of Sdo Paulo.
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Table 1.19 — IPCA items share in 2008

Percentage change

Groups IPCA

Weight" Accumulated Accumulated Accumulated Index

changein  change in share share?
2007 2008 in 2008

IPCA 100.00 4.46 5.90 5.90 100.00
Foodstuffs and beverages 22.40 10.77 11.11 242 41.02
Housing 13.14 1.76 5.08 0.67 11.36
Housing products 4.30 -2.48 1.99 0.09 1.53
Apparel 6.51 3.78 7.31 0.48 8.14
Transportation 20.05 2.08 2.32 0.47 7.97
Health and personal care 10.75 4.47 5.73 0.62 10.51
Personal outlays 9.74 6.54 7.35 0.72 12.20
Education 7.06 4.16 4.56 0.32 5.42
Communication 6.05 0.69 1.78 0.11 1.86
Source: IBGE

1/ Average weight in 2008.
2/ It is obtained by dividing the accumulated share in the year by the accumulated change in the year.

Regulated prices

Regulated prices increased 3.27% in 2008, accounting for 0.98 p.p. of total variation of
the IPCA in the year. The largest variations occurred in the items of water and sewage
rates, 7.11%; piped gas, 13.96%, interestate bus, 9.38%; airfare, 12.18%; auto gas,
23.44%:; and toll, 11.88%, while gasoline and mobile phone rates moved in the opposite
direction, dropping by 0.26% and 2.82%, respectively. It should be noted, though, the
increases in items bottled gas, 2.42%, electricity rates, 1.11%, and urban bus, 3.08%.

Payments of health plans, which are regulated by the National Supplementary Health
Agency (ANS), rose 6.15% in 2008, generating an impact of 0.21 p.p. on the IPCA, with
variations of 5.91% in Sao Paulo and 6.52% in Salvador. Urban bus fares rose 3.08%
in 2008, accounting for 0.11 p.p. of the IPCA, with the sharpest increases occurring
in Goiania, 11.11%, Recife, 9.40%, and Rio de Janeiro, 6.37%. The variation of water
and sewage rates represented 0.11 p.p. of the IPCA increase, highlighting the upward
movement of 12.82% in Rio de Janeiro and 12.07% in Salvador, compared to stability
in Curitiba.

Adjustments in fixed telephone rates, which are authorized annually by the National
Telecommunications Agency (Anatel) on the basis of changes in the impact ofa basket of

price indices on the rates charged for services, reached an average of 3.64% in 2008.

The average adjustment of electricity rates, which fell in five of the elevenregions covered
by the IPCA index, closed at 1.11%, after decreasing 6.2% in 2007. Regionally, the
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Table 1.20 — Major items included in the IPCA during 2008

Percentage change

Itemization IPCA

Weight" Accumulated Accumulated Accumulated
change in change in share in
2007 2008 2008
Index (A) 100.00 4.46 5.90 5.90
Non-monitored prices 70.13 5.73 7.05 4.92
Monitored prices 29.87 1.65 3.27 0.98
Selected monitored items

Natural gas vehicle 0.11 5.44 23.44 0.03
Pipeline gas 0.10 5.75 13.96 0.01
Air ticket 0.28 3.12 12.18 0.03
Tolls 0.13 4.61 11.88 0.02
Interstate bus 0.38 4.63 9.38 0.04
Water and sewage fees 1.61 4.82 711 0.11
Health care 3.37 8.13 6.15 0.21
Phone fees 3.49 0.34 3.64 0.13
Urban transportation 3.73 4.69 3.08 0.12
Domestic gas 1.13 0.11 2.42 0.03
Electric energy 3.33 -6.16 1.1 0.04
Gasoline 4.29 -0.68 -0.26 -0.01
Cellular phone fees 1.43 2.92 -2.82 -0.04

Source: IBGE
1/ Average weight in 2008.

variation in the price of electricity dropped by 17.22% in Belo Horizonte and expanded
by 18.92% in Belém. Gasoline prices fell 0.26% in 2008, as compared to a reduction of
0.68 % the previous year, while those for the bottled kitchen gas rose 2.42%. Medicine
prices and tariffs for intermunicipal buses increased 3.98% and 5.66%, against 0.54%
and 4.20%, respectively, in 2007.

Cores

Repeating the behavior of the full index, the three IPCA cores calculated by the Central
Bank accelerated in 2008, emphasizing that the cores calculated by smoothed trimmed
means registered annual variations lower than the full index, while the core by exclusion

showed a more pronounced increase.
The core based on the smoothed trimmed means grew 4.82% in 2008, as compared

to 4.04% the previous year, while the core based on the nonsmoothed trimmed means
registered variations, respectively, of 4.92% and 3.62%. The variation of the core by
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Table 1.21 — Consumer prices and core inflation in 2008

Percentage change

Itemization 2007 2008
1H 2H Inthe year
IPCA 4.46 3.64 2.18 5.90
Exclusion 4.1 3.26 2.74 6.09

Trimmed means

Smoothed 4.04 2.52 2.24 4.82
Non smoothed 3.62 2.64 2.22 4.92
IPC-Br 4.60 3.84 2.15 6.07
Core IPC-Br 3.31 2.10 1.94 4.07

Source: IBGE and FGV

exclusion, which excludes from the IPCA the subgroups of household food and regulated

prices, reached 6.09%, as compared to 4.11% in 2007.

The change in IPC-Br core, calculated by the FGV using the smoothed trimmed means
method, increased from 3.31% in 2007 to 4.07% in 2008, standing at a level below the

6, 07% increase posted by the IPC-Br.
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Monetary Policy

The more restrictive stance of Copom regarding the implementation of the monetary
policy followed, in early 2008, the pattern observed in the last two meetings of last
year, when it was considered that the evolution of the global economic scenario and the
upturn in the domestic economy justified the reduction of monetary stimulus, expressed
in the cumulative reduction of 850 b.p. in the Selic rate as of September 2005.

In this scenario, the Monetary Policy Committee, after holding the Selic rate unchanged
in the first two meetings of the year raised it to 250 b.p. in the four subsequent meetings,
reaching 13.75% p.y. and in the new environment marked by stress in the financial
markets, chose not to change it in the last two meetings of the year.

At the January and March 2008 meetings, Copom estimated that, given the signs of
overheating in the economy and rising inflation expectations, there was an increase in the
risks for the achievement ofa benign inflation scenario in which inflation would continue
consistent with the trajectory of inflation targeting, as reflected in their projections. In
this context, even considering that, in those moments, keeping the benchmark interest
rate would be the most appropriate decision; the Committee reiterated that it could
adopt different approaches, through the adjustment of monetary policy instruments, if
a scenario of divergence between inflation and the projected trajectory of the targets
would be consolidated. Thus, Copom decided to keep the Selic rate at 11.25% p.y.,
without bias, and monitor the macroeconomic framework for defining, in its forthcoming
meetings, possible changes in the monetary policy implementation.

In April and June, Copom considered that the likelihood that inflationary pressures
initially temporary would pose risks to the domestic inflation trajectory had become more
concrete, since the heating of the demand and factors market, as well as the possibility
of the emergence of supply restrictions in sectors, could give rise to an increase in
the transfer of pressure on wholesale prices for consumer prices. This perception was
based in part on the acceleration of certain wholesale prices, in the path of core inflation
and the rapid rise in inflation expectations. Additionally, it was estimated that, over
the following months, credit growth and the expansion of real wages should continue
to bolster economic activity and that to these factors supporting the demand should
be added the effects of government transfers and other tax impulses. In this context,
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evaluating the macroeconomic situation and the inflation outlook, in the two consecutive
meetings, Copom opted to increase 50 b.p. on the Selic rate.

In July, Copom assessed that considering signs of economic overheating, as illustrated
in the acceleration in wholesale prices and the trajectory of inflation cores and the rapid
increase in inflation expectations, there were considerable evidence for the achievement
of'a benign inflation scenario in which the IPCA turned to evolve consistently with the
inflation targeting. Copom also considered that the persistence of significant mismatch
between the paces of expansion of aggregate supply and demand was exacerbating
the risk to inflation dynamics. In these circumstances, monetary policy should act
vigorously, while the balance of risks to inflation dynamics hence requires it, through
the adjustment of the basic interest rate, the Committee decided to raise the Selic rate
to 13% per annum without bias. At the September meeting it was considered that, even
in the environment of deteriorating prospects for world economic growth, the risks to
the materialization of a benign inflation scenario in the country had not yet shown a
sufficiently convincing sign of improvement. In this context, Copom decided to raise
the Selic rate by 75 b.p., without bias.

In Octoberand December, Copom considered that the perspectives regarding the evolution
of economic activity had become more uncertain, particularly as regards the effects of
the crisis on the international contribution exerted by the credit to support domestic
demand. Additionally, the negative effects of intensified international crisis on consumer
and business confidence were assessed. The Committee also pointed out that although
the leveling off of commodities prices could help to prevent the inflationary pressures
to be further intensified, the pace of domestic demand expansion continued placing
significant risks to inflation dynamics, to which were added, particularly in short-term,
risks arising from the trajectory of Brazilian asset prices, amid the process of narrowing
the sources of external funding. In this context, understanding that the consolidation
of more restrictive financial conditions could amplify the effects of monetary policy
on demand and, over time, on price inflation, Copom decided unanimously to keep the
Selic rate at 13.75% p.y. without bias, at the two meetings.

Monetary aggregates

The evolution of monetary aggregates in 2008 reflected the performance of economic
activity, conditioned by the slowdown in activity level and the reduction of liquidity in
financial markets observed in the last quarter of the year. The average daily balances
of the money supply in its narrow sense (M1) reached R$218.3 billion in December,
an increase of 3.7% in the year, reflecting an increase of 14.3% in the average balance
of currency held by the public and shrinkage of 2.7% in demand deposits. Considering
data purged of seasonal factors and deflated by the IPCA, the aggregate recorded a
drop of 2.3% annually in 2008. The income velocity of M1, defined as the ratio of
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GDP valued by IGP-DI and the average balance of the household, remained relatively
stable throughout the year.

The monetary base, as assessed by the average daily balances, totaled R$145.7 billion
in December, rising 1.5% this year. In relation to its components, the average balance
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of currency issued registered an annual growth of 13.7% while that on bank reserves
fell 25.4%, reflecting in particular the release of reserve requirements.

Among the sources of primary issue contributed towards the expansion, releases related
to the requirement ofadditional deposits, which totaled R$59.7 billion in 2008, reflecting
the change in their way of accomplishment, which is now through federal government
securities, as of December. Adding to these releases, there were net redemptions of
R$34.1 billion in National Treasury bills. Conversely, flows through the National
Treasury operating account, excluding securities operations, led to contractionary effect
of R$74.3 billion, followed by the impacts related to net sales of foreign currency by
the Central Bank in the interbank market exchange, R$12.1 billion; to adjustments
in derivative transactions in foreign exchange swap operations, R$4.8 billion; and to
variations in reserve requirements on deposits of the Brazilian System of Savings and
Loans (SBPE), R$1.1 billion and on time deposits, R$535 million. The combination
of all these factors resulted in annual growth of R$933 million in the monetary base,

considering end of period balances.

Graph 2.4
Monetary base and money supply (M1)
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Aiming at assuring permanently appropriate conditions of liquidity in the financial
system, Central Bank initiated a series of changes in the rules on reserve requirements
involving reductions of rates, increases of values to deduct from reserve requirements,
changes in the remuneration of the deposits, in addition to rebates in the acquisition of
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assets of small- and medium- sized financial institutions. Altogether, from September
24, 2008 to January 19, 2009, these changes provided an effective release of R$99.8
billion in the reserve requirements balance.

This process began on September 24, through Circular no. 3,405, which postponed the
timing of increase in the rate of collection on interbank deposits received from leasing
companies. Circular no. 3,412 of October 13, 2008, allowed financial institutions to
deduct, from requirements on interbank deposits, foreign currency securities acquired
from the Central Bank with a resale commitment.

With respect to reserve requirements on additional liabilities, the deduction limit was
increased from R$100 million to R$1 billion, through Circulars no. 3,405 and 3,410.
Circular no. 3,408 of October 8, 2008, reduced the tax rate on additional demand and
time resources from 8% to 5%. As of December 1, due to the Circular no. 3,419 of
November 13, the collections related to additional liability began to occur through
binding of federal securities in the Selic. The rate of additional requirement over the
long-term resources was reduced further, from 5% to 4% by Circular no. 3,426 of
December 19, 2008 which went into effect from January 19, 2009.

The acquisition of assets from small and medium financial institutions by large banks
was stimulated from the Circular no. 3,407 of October 2, 2008, further amended by
Circulars no. 3,411 of October 13; 3,414 of October 15; and 3,417 of October 30,
2008. These normative instruments subsequently consolidated in Circular no. 3,427 of
December 19, allowed to reduce to a limit of 70% of collections over time resources,
the value of purchases of credit operations and interbank deposits, among other assets.
Circular no. 3,417 also determined that 70% of funds time collected as time resources
should be kept in cash, without rendering interests. — until then, this payment demand
was accomplished exclusively through bonds.

Collections related to time resources were changed, additionally, by Circulars no. 3,408,
of October 8, 2008, and no. 3,410 of October 13, 2008, which increased, in two stages,
the amount to be deducted from these collections, from R$300 million to R$2 billion.
Circular no. 3,427 of December 19, 2008, reduced the share in kind of collections on
time deposits from 70% to 60% and included the interbank deposits received from
leasing companies on the calculation basis of the amounts subject to payment of time
deposits. Additionally, it extended the time for acquisitions of assets and interbank
deposits among financial institutions, from December 31, 2008 to March 31, 2009.

The rate on collections on demand deposits was reduced from 45% to 42% by way of
Circular no. 3,413 of October 14, 2008. Subsequently, Circular no. 3,416 of October 24,
2008, allowed the deduction of contributions voluntarily advanced to Credit Guarantee
Fund (FGC). The portion relating to the reserve requirements on savings deposits under
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Table 2.1 — Collection rate on mandatory reserves

Percentage
Period Demand Time Savings deposits" Credit Leasing FIF FIF FIF
deposits" deposits"  Rural Other operations Companies Short-term 30 days 60 days
modalities ID Resources
Prior to
Real Plan 50 - 15 15 - - - - -
1994 gun?  100% 20 20 20 - - - - -
Aug w2 30 30 30 - - - - -
Oct w2 " " " 15 - - - -
Dec 90? 27 " " " - - - B
1995 Apr w2 30 " " " - - - -
May w2 " " " 12 - - - -
Jun n 2 " " " 10 - - - -
Jul 83 " " " " - 35 10
Aug " 20 15 15 8 - 40
Sep " " " " 5 - " " "
Nov " " " " 0 - " " "
1996 Aug 82 " " " " - 42 " "
Sep 81 " " " " - 44 " "
Oct 80 " " " " - 46 " "
Nov 79 " " " " - 48 " "
Dec 78 " " " " - 50 " "
1997 Jan 75 " " " " - " " "
1999 Mar " 30 " " " - " " "
May " 25 " " " - " " "
Jul " 20 " " " - " " "
Aug " " " " " - 0 0 "
Sep " 10 " " " - " " "
Oct 65 0 " " " - " " "
2000 Mar 55 " " " " - " " "
Jun 45 " " " " - " " "
2001 Sep " 10 " " " - " " "
2002 Jun " 15 " " " - " " "
Jul " " 20 20 " - " " "
2003 Feb 60 " " " " - " " "
Aug 45 " " " " - " " "
2008 May " " " " " 5% " " "
Jul " " " " " 10 3 " " "
Sep " ! " ! " 15% ! " "
Oct 42 " " " " " " " "
Nov " " 15 " " " " " "

1/ As of August/2002, a new additional requirement on demand resources (3%), time deposits (3%) and
savings deposits (5%) became effective. As of October/2002, rates for additional requirements
on demand resources, time deposits and savings deposits moved to 8%, 8% and 10%, in that order.
As of October/2008, rates for additional requirements on demand resources and time deposits
moved to 5%.
2/ From June/1994 to June/1995 the 100% and the 90% rates refer to in addittional collection in relation
to the base-period which was calculated between June 23 and 30, 1994.
As of July 1995, the levying of compulsory deposits refers only to the arithmetic median of daily balances
in each calculation period.
3/ It also includes 100% of the data base growth, if positive, as defined on 1.31.2008.
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SBPE remained at 20%, whereas for the rural savings deposits was reduced to 15%,
by Resolution no. 3,625 of October 30, 2008.

Besides the changes in the rules on reserve requirements, measures were adopted
aiming at channeling the credit to certain sectors of economic activity. Accordingly, the
allocations to the agricultural loans of funds held in demand deposits and rural savings
were high, in order, from 25% to 30%, by Resolution no. 3,623 of October 14, 2008,
and from 65% to 70% through Resolution no. 3,625, of 2008. The two amendments
will remain in force from November 2008 to June 2009.

In another move aimed at expanding access to liquidity from the banking system,
Resolution no. 3,622 of October 9, 2008, defined the criteria and special conditions for
evaluation and acceptance of assets, by the Central Bank in rediscount operations in
national currency. These operations may be carried out in the form of asset sales with
repurchase commitment by financial institutions.

Graph 2.5
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With regard to broader monetary aggregates, the balance of the expanded base — which
adds to the restricted basis the compulsory cash deposits and federal securities held by
the public — reached R$1.8 trillion at the end of the year, an annual increase of 9.4%.
This behavior reflected mainly the updating of the federal securities debt held by the
public and the contractionary effect of the National Treasury operations, excluding the
operations with securities.

The broad money supply, in the M2 concept, showed annual growth of 37.4%, with
emphasis on growth of 85% recorded in the balance of corporate bonds, reflecting the
expansion of time deposits. Savings deposits registered an annual increase of 15.6%,
with net inflows of R$17.8 billion. The M3 aggregate, even with the incorporation of
net outflows of R§88.5 billion related to shares in mutual investment funds grew 17.8%
in the year, while the M4 concept, whose balance totaled R$2.2 trillion at the end of
2008, the annual growth closed at 18.8%.
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Table 2.2 — Financial assets

End-of-period balance RS$ billion
Period M1 M2 M3 M4
2007 Jan 155.6 645.8 13915 1582.0
Feb 153.7 647.0 1406.5 1604.2
Mar 155.6 650.7 1413.8 1627.1
Apr 156.5 657.1 1441.0 1664.6
May 157.9 663.9 1459.0 1697.7
Jun 164.2 677.2 1478.8 1727.8
Jul 166.9 682.6 1499.1 17523
Aug 170.0 698.1 1509.4 1762.1
Sep 174.8 7117 1545.2 1809.0
Oct 178.1 7224 1569.7 1836.6
Nov 187.8 735.2 1585.6 1856.9
Dec 2314 781.3 1617.6 1884.8
2008 Jan 190.3 756.0 1617.3 1895.8
Feb 184.1 758.4 1633.8 1924.3
Mar 183.8 778.4 1649.7 19513
Apr 186.8 812.3 1687.2 19894
May 183.3 840.7 1714.7 20241
Jun 186.2 864.5 1727.6 2043.1
Jul 185.9 905.7 1766.6 2086.8
Aug 186.7 949.8 1801.3 2125.5
Sep 194.8 988.6 1823.3 2150.5
Oct 189.7 10135 1829.4 21419
Nov 198.0 10344 1863.9 2182.0
Dec 2234 1073.0 1905.6 2239.6

It should be noted that the projections defined on a quarterly basis by the monetary
program for the main monetary aggregates have been strictly complied with during
2008.

Federal public securities and Central Bank open
market operations

In 2008, the National Treasury’s primary operations with federal securities resulted in
netredemptions of R$133.7 billion, registering maturities of R$335.5 billion, anticipated
redemptions of R$15.8 billion and placements of R$296.6 billion. The exchanges,
carried out in order to lengthen the maturity of the maturing debt, totaled R$78.9
billion. The aggravation of the international financial turmoil as from September, with
developments on the volatility in the domestic market, has affected the placement of
securities by the Treasury in the last four months of the year, thus becoming a relevant
factor in the expansionary impact of such operations.
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Graph 2.6
Net financing position of the federal public securities — Daily average
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Financing and go-around operations performed by the Central Bank, aiming at adjusting
liquidity conditions, rose from R$11.4 billion in December 2007 to R$98.6 billion at
the end of 2008. The balance of transactions with a maturity of two weeks to three
months increased from R$82.4 billion to R$166.6 billion. Conversely, by December,
the balances of transactions with maturities of five months and seven months dropped,
respectively, from R$17.2 billion to R$15.8 billion and R$65.9 billion to R$31.2 billion.
The net financing position in the open market increased 76.1% in the year, reaching
R$312.3 billion in December, compared to R$177.3 billion in December 2007.

Graph 2.7
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Financial system credit operations

The financial system credit operations remained in the same growth trajectory as in
previous years, despite the slowdown associated with the unfolding of the international
financial crisis in the final months of the year. Accordingly, the total stock of loans
considered free and earmarked resources, reached R$1,227 billion in December,
registering an annual growth of 31.1% against 27.8% in 2007. This volume represented
41.3% of GDP, compared to 34.2% at the end of the previous year.
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In early 2008, the evolution of credit reflected the performance of the transactions
referenced in free resources, driven by sharp expansions observed in the modalities
vehicle leasing for individuals and working capital for businesses, contrasting with the
relative leveling off of the payroll-deducted loans. At the same time, the increase of
borrowing costs as a result of growing uncertainty in financial markets, and increased
taxation on loans to individuals, resulted in increased interest rates agreed upon in the
main types of credit.

Table 2.3 — Credit operations

R$ billion

Itemization 2006 2007 2008 % growth
Total 732.6 936.0 12273 31.1
Non-earmarked 498.3 660.8 871.2 31.8
Earmarked 234.3 275.2 356.1 29.4

% participation:

Total/ GDP 30.2 34.2 41.3
Non-earmarked/GDP 20.6 24.1 29.3
Earmarked/GDP 9.7 10.1 12.0

Starting in September, when the contraction of liquidity became stronger, it was found
asignificant slowing down of transactions by households, while funding for businesses,
showing the obstruction of the external channels of credit, remained robust until the
year end. In parallel, the pace of growth in targeted operations based on resources and
the representation of public banks in the credit market was intensified.

The segmentation of credit from the viewpoint of capital controls revealed that the
relative share of public banks in total stock of the financial system rose from 34.1%
in 2007 to 36.3% in 2008, reaching R$444.9 billion. This movement was associated
with the participation of these banks in the acquisitions of credit portfolios from other
financial institutions. In contrast, the representativeness of the credits granted by private
banks decreased from 43.8% to 42.8%, totaling R$524.7 billion, while the financing
portfolio of foreign banks declined 1.1 p.p. for 21%.

Regarding the distribution of loans to individuals by value bracket, it should be noted
the annual increase of 25.5% recorded in contracts between R$5,000 and R$50, 000,
which totaled R$264.3 billion, reflecting mainly the contracting of resources for vehicle
acquisition. Debts incurred with values over R$50,000 totaled R$116.3 billion, rising
39.7% in the year in line with the expansion of housing finance. Regarding corporations,
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contracts with values over R$10 million totaled R$307.2 billion, noting that the annual
increase 0f59.5% recorded in these operations was consistent with the increased demand
for resources, especially for working capital and foreign trade by large companies, in
response to a decline of traditional sources of external financing in the last quarter of
the year. Loans classified in the range of R$100 thousand to R$10 million amounted
to R$275.4 billion, an annual increase of 22.8%, associated mainly to the performance
of the modalities of working capital and acquisition of goods.

Considering the maturity terms, it should be noted in the segment of individuals, respective
annual expansions of 21.8% and 20.4% observed in the balances of operations to be
due at medium and very short terms, which recorded, in that order, R$160.5 billion
and R$167.3 billion. In the corporate segment, emphasis is to the annual expansions
related to medium-term financing, 53.6%, and very short-term operations, 23.5%, which
posted respective balances of R$172 billion and R$275.3 billion.

Figure 2.8
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The credit for the private sector totaled R$1,200 billion in December, registering an
annual rise of 30.8%. In sectoral terms, the loans contracted by the industry grew
38.6% to R$296.4 billion, with emphasis on the operations targeted to the areas of
agribusiness, chemical, energy, and also the sector of steel and metallurgy. Financings
for other services showed an annual expansion of 40.6%, totaling R$219.7 billion,
with emphasis on disbursements to the telecommunications, credit card, transportation
and car rentals.

Loans to individuals totaled R$389.5 billion, registering an annual increase of 23.9%,
driven by the performance of operations related to the acquisition of vehicles, personal
loans and cash purchases by credit card. Financing to trade, which reflected the demand
ofhouseholds grew 27.8% in the year, totaling R§124.8 billion, boosted by the dynamism
of cars, supermarkets and department store sectors.

The annual increase of 38% in volume ofhousing loans, which are resources to individuals
and cooperatives of the sector totaled R$63.3 billion, kept indicating the continuing
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recovery of the segment, observed in recent years. Disbursements with funds from
savings accounts, which provided funding for 295,000 homes, compared to 194,000
units in 2007 totaled R$28 billion in 2008, registering an annual rise of 58.7%. Of the
total disbursed, 87.7% accounted for contracts regulated by the Housing Financing
System (SFH) and the remainder was the interest rates freely negotiated. Flows granted
with funds from the Employment Compensation Fund (FGTS), especially devoted to
the financing of affordable housing, increased 7.2% in the year to R$6.3 billion.

Operations contracted with the farm sector, including agribusiness, totaled R$106.4
billion in December, rising 19.2% in the year. Operations for current expenditures
grew 17.9%, those for marketing, 62.7%, and those targeted to investment, 9.8%,
the latter translating the downturn in sales of farm machinery and implements. These
arrangements came to represent, in the order, 42.3%, 9.4% and 48.3% of rural credit
operations, compared to 41.9%, 6.8% and 51.3% respectively in the previous year.

Public sector credit operations totaled R$27.2 billion at the end 02008, a volume 44.5%
higher than in December 2007. Credits channeled to the federal government totaled
R$9.3 billion, indicating that the annual increase of 160.2% was primarily connected
to contracts with the oil and gas sector, a development partly associated to eliminating
the lending limit to Petrobras by the domestic financial system, previously set at R$8
billion. The debt of state and local governments totaled R$17.9 billion annual increase
of 17.3% consistent with the expansion of funding to sanitation, urban transportation
and electricity, through the use of official funds and programs.

Table 2.4 — Nonearmarked credit operations

R$ billion

Itemization 2006 2007 2008 % growth
Total 498.3 660.8 871.2 31.8
Corporat e entities 260.4 343.2 476.9 38.9
Domestic funding 207.8 274.7 386.1 40.5
Reference credit" 165.0 214.9 300.7 39.9
Leasing 20.6 34.8 55.3 58.8
Rural 1.4 2.0 3.8 89.8
Others 20.7 23.0 26.3 14.6
External funding 52.6 68.6 90.8 32.5
Individuals 238.0 317.6 394.3 24.2
Reference credit” 191.8 240.2 272.5 13.4
Credit cooperative 9.8 12.5 16.9 35.8
Leasing 13.9 30.1 56.7 88.2
Others 22.5 34.7 48.1 38.7

1/ Interest rate reference credit, defined according to Circular no. 2,957 dated 12.30.1999.

Credit operations referenced to nonearmarked resources totaled R$871.2 billion at the
end of 2008, rising 31.8% in the year and corresponding to 71% of the total financial
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system portfolio. The balances of the operations in the segments of legal entities and
individuals registered respective annual increases of 38.9% and 24.2%, totaling in the
order R$476.9 billion and R$394.3 billion.

Thebalance of the leasing operations, which formed the principal modality of financing for
vehicle acquisition, reached R$112 billion. The annual rise 0of 72.4% reflected respective
increases of 88.2% and 58.8% in the portfolios of individuals and corporations.

In relation to the individual segment, it should be noted, though, the annual growth of
26.8% recorded in the personal credit modality. The balance of the payroll-deducted
loans, whose relative share has reached 54.9% of total personal loans, totaled R$78.9
billion in December, rising 22% in the year, while loans granted by cooperatives grew
by 35.8%, totaling R$16.9 billion.

The annual growth of corporate credit explained the expansions in 40.5% of operations
based on domestic resources, stimulated by growth of 74.6% recorded in the form of
working capital, and 32.5% in those backed by foreign funds, which amounted, in that
order, R$386.1 billion and R$90.8 billion. It is worth mentioning that the performance
of operations based on external resources, in a context of credit crunch in international
markets in the last quarter of the year was influenced by the accounting effect of
exchange rate depreciation and the inflow of foreign currency provided by the Central
Bank aimed at ensuring available of resources for exports.

Graph 2.9
Interest rates of credit operations with nonearmarked resources
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The average interest rate for reference credit operations reached 43.3% in December
2008, recording an increase of 9.5 p.p. over the same period of last year, a movement
consistent with the increased uncertainty and risk aversion in a context of instability
in financial markets. The average funding for families closed at 57.9%, rising 14 p.p.
in the year, with emphasis on reported increases in overdraft check arrangements, 36.8
p.p., and personal loans, 14.6 p.p., while on the corporate segment increased 7.8 p.p.
to 30.7%.
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Graph 2.10

o5 - Interest rates of credit operations — Individuals

60 o

55 1

% p.y.

50 1

45 4

40

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
2007

Graph 2.11
Interest rates of credit operations — Corporations
50 1

40 o

% p.y.

20 A /\\

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
2007 8

Preset rate — — — Postset Floating

Graph 2.12
Spread of credit operations with nonearmarked resources
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The banking spread reached 30.7 p.p. in December, rising 8.4 p.p. on year, reflecting
growth in both the individual segment, 13.1 p.p., and regarding corporations, 6.5 p.p.
The average term reference credit portfolio closed at 378 days in December, registering
a high of 28 days during 2008, compared to an increase of 54 days in the previous year,
with emphasis on the 93 days increase observed in personal credit operations.
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Graph 2.13
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The default rate of the reference credit portfolio, considering delays of more than ninety
days, reached 4.4% in December, compared to 4.3% at the end of 2007, a result of the
increase of 1 p.p. in the segment of individuals and a drop of 0.2 p.p. in the corporate
segment, where rates remained at 8% and 1.8% respectively.

Table 2.5 — Earmarked credit operations

R$ billion

Itemization 2006 2007 2008 % growth

2007/2006

Total 2343 275.2 356.1 29.4
BNDES 139.0 160.0 209.3 30.8
Direct 71.7 77.8 107.8 38.5
On lendings 67.3 82.2 101.5 235
Rural 54.4 64.3 78.3 21.8
Banks and agencies 51.9 60.7 73.3 20.8
Credit unions 24 3.6 5.0 39.9
Housing 345 43.6 59.7 37.0
Others 6.4 7.3 8.8 20.5

Operations with earmarked funds totaled R$356.1 billion in December, registering a
growth of 29.4% in 2008. This result was linked mainly to the 30.8% growth in credits
granted by BNDES, which totaled R$209.3 billion, reflecting respective increases of
38.5% and 23.5% in direct operations and onlendings by other financial institutions.
Loans to the housing and rural sectors recorded annual increases of 37% and 21.8%
respectively.

Disbursements made by BNDES reached R$90.9 billion at the end of 2008, registering
an annual growth of 40%. Credits targeted to industry increased 47.6%, driven by
the performance of food and beverages while granting to trade and services grew
38.3%, boosted by the dynamism of investments in the land transportation and
telecommunications sectors. Queries made to BNDES, the indicator that signals the
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Table 2.6 — BNDES disbursements

R$ million

Itemization 2007 2008 Growth

(%)

Total 64 891.7 90 877.8 40.0
Industry 26 445.8 39 020.8 47.6
Food products 4 504.1 9543.9 111.9
Chemical 1882.8 2176.1 15.6
Vehicle, towing truch and wagon 3 065.2 4603.0 50.2
Other transport equipment’ 1699.6 29423 731
Petroleum and alcohol refining 1662.7 3145.6 89.2
Commerce/Services 33 448.1 46 262.5 38.3
Land transport 114723 17 531.3 52.8
Construccion 3109.0 41031 32.0
Telecommunications 3379.2 6187.8 83.1
Electricity and gas 8 056.3 8923.3 10.8
Farming 4997.8 5594.5 11.9

Source: BNDES
1/ It includes aircraft industry.

potential demand for investments totaled R$175.8 billion in 2008, increasing 38.6%
in the year.

Provisions made by the financial system showed a trajectory consistent with the behavior
of the credit portfolio, rising 27.5% in the year and R$65.2 billion in December. The
ratio between total provisions and credit portfolio decreased from 5.5% in 2007 to
5.3% at the end of 2008, while delinquencies for the overall financial system credit
operations, considered delays of more than ninety days, held steady at 3.2%. Resolution
no. 3,674 of December 30, 2008, authorized financial institutions that hold reserves
for doubtful accounts in amounts exceeding the minimum required to fully add these
values to Level I of the Base Capital (PR). The measure encourages building additional
provisions because the verification of compliance with operational limits to which
financial institutions are subjected to is based on PR.

National Financial System

The appropriate degree of resistance of the national financial system versus the
instability in international markets reflected recent advances of prudential regulation;
reduced levels of leverage, through the practice of limits more stringent than those
recommended internationally; strict levels of provisioning, and application of procedures
for consolidated supervision to economic and financial conglomerates. The capital and
financial soundness enabled the adoption of measures by the federal government with
the aim of encouraging the provision of liquidity within the financial system itself,

58 Boletim do Banco Central do Brasil — Annual Report 2008



without direct intervention of the monetary authority with the expenditure of resources
for the recovery of markets and institutions.

Credit operations accounted for, in December 2008, 32.4% of total banking system
assets, excluding brokerage, compared to 32.2% at the end 0f2007. Following the trend
observed in 2007, the representativeness of the portion of securities decreased 3.3 p.p.
in the year to 21.5%, while the one related to interbank liquidity and foreign exchange
transactions increased 1.6 p.p. to 22.2 %. The participation of government securities
in the portfolio of securities fell 5.8 p.p., in the year, to 59.2%.

Regarding the result of the financial intermediation, the year end positions have been
conditioned by the financial crisis, noting a growth in the share of revenues with foreign
exchange transactions, mainly from variations and differential rates of 1.5% in 2007 to
5.6% in 2008. Conversely, the shares of revenue with credits and bonds were reduced
in the same period from 55.1% to 53.7% and from 39.7% to 37.9%, respectively.
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Unlike the 2007 result, traditional inflows of resources from the public reported a
greater dynamism in 2008, expressed at annual rise from 29.6% to 33.3% in the joint
representation of demand, time, and savings deposits with emphasis on growth, from
12.6%to 18.8% ontime deposits. The joint participation of foreign exchange transactions
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and the of interbank liquidity inflows — repo operations and interbank deposits — the
liabilities of the banking sector decreased from 41.7% in 2007 to 37% at the end of
2008, a development consistent with the growth in funding costs in the collection from
banks, of losses of investment funds and institutions, through Circular no. 3,375, dated
January 31, 2008, of the reserve requirements over the inflows of interbank deposits
by leasing companies.

At the institutional level, Resolution no. 3,567, dated May 29, 2008, modified the rules
for establishing and operating credit companies to the micro entrepreneur, with the
objective of permitting the expansion of its activities, provided that these entities also
start operating with small-sized companies. In this sense, exposure limits by customer
were changed, previously at R$10,000,00 to 5% of net worth, while the indebtedness
limit was increased from five to ten times the value of the net worth. Additionally,
the minimum limits of paid-up capital and net worth were raised from R$100,000 to
R$200,000.

Circular no. 3,393, dated July 3, 2008, determined as of October 31, the remittance of
monthly data on financial institutions regarding liquidity risk to the Central Bank. This
type of risk arises from the possible lack of consistency between tradable assets and
liabilities callable, regarding currency, time and fees involved in the operations that
may lead to financial imbalances to the institutions. Among the procedures established
for monitoring this type of risk, emphasis is to the prospective evaluation of different
scenarios that may impact the cash flows of the institutions and periodic review of
control systems in place, which should allow at least the daily analysis of transactions
with settlement deadlines less than ninety days.

With the objective of conforming to international rules governing the dissemination of
information by the financial system, Resolution no. 3,604 established the preparation
and publication of the Statement of Cash Flows from the base date of December 31,
2008, replacing Statement of Sources and Uses of Funds.

In the framework of the credit risk monitoring, Resolution no. 3,658 amended the
regulations governing the data supply on transactions to the Central Bank recorded
in the Credit Information System of the Central Bank (SCR). Besides serving the
requirements of banking supervision, the SCR is intended to promote the exchange
of information within the financial system on the amount of debts and liabilities of
the customers, provided that they permit the search on their data. The main changes,
which will take effect as of March 2009, are: 1) expansion of the list of entities that must
submit information, with the inclusion of banks operating with foreign exchange, the
brokerage companies and securities dealers and securities of companies with credit to
micro-entrepreneurs and small-sized business, ii) the obligation to supply data on credits
negotiated without substantial risk retention to controlled companies and investment
funds managed by the same financial institution or subsidiary and iii) the obligation
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to prior notification to the clients to record their data in the SCR, except in case such
a permission already exists.

With respect to building provisions, Circular no. 3,425 reduced the capital requirements
relating to tax credits arising from temporary differences, with the changing of the
corresponding risk weighting factor from 300% to 100%. These credits are generated
at the time of provisioning for possible losses with credit operations according to the
risk assessment of clients carried out by institutions, which promote the reduction of
net worth.

Through Resolution no. 3,656, dated December 17, 2008, the FGC by-laws were
changed. Subject to pre-established conditions, the FGC can invest resources up to
the overall limit of 50% of its net worth: i) in purchasing receivables from financial
institutions and leasing companies, ii) in investment in time deposits, in leasing bills or
bills of exchange of acceptance by associated institutions, provided they are backed by:
a) receivables from those respective investments; b) other receivables with collateral or
personal guarantees, own or from third parties in special situations, in which case the
institution may require the issuing or accepting institutions measures that will safeguard
their liquidity and equity balance, iii) in transactions involving the link between funds
raised and the corresponding lending operation. The FGC shall dispose of such assets
acquired. FGC is forbidden to apply resources in the acquisition of property, except
when received in settlement of claims owned by it, after which they should be sold.

As regards rural credit, there was an increase from 25% to 30% and 65% to 70%, of the
requirements for investing in rural credit with resources from the rural savings and the
share of demand deposits of financial institutions, both for the accomplishment period
from November 1, 2008 to June 30, 2009.
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Capital and Financial Markets

Real interest rates and market expectations

The cycle of monetary flexibilization started in September 2005 was discontinued in
April 2008, when the basic interest rate target, which stood at 11.25% since September
2007, was increased by 50 basis points in response to the inflation risks associated with
the discrepancy observed between the trajectories of demand and aggregate supply.
Throughout the year, the target for the Selic rate was raised in three other occasions,
and stood at 13.75% p.y. in December. The real ex ante interest rate, calculated by
the Central Bank for the period of one year, based on research with private sector
analysts, showed an increase over the first nine months in 2008, a reversed movement
from October, in an environment with more marked decrease in expectations for the
trajectory of the basic interest rate. At the end of the year, the rate stood at 7.2% p.y.,
rising 0.7 percentage points when compared to December 2007.
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Over/Selic rate

15 1

14 4

13 1

% p.y.

12 4

1 A

10
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

2007 — — — 2008

Inthis scenario, ID x 360-day fixed-rate swap contracts showed increasing rates of interest
on the futures market over the first ten months of the year, reaching the maximum rate
of the year of 16.38% p.y. at the end of October, after the intensification of the crisis in
international financial markets. As of November, impacted by expectations regarding
the implementation of the monetary policy and the strengthening of investor confidence
about the developments of the Brazilian economy, the rates of swap contracts reversed
its upward trend, and were traded at 12.17% p.y. at the end of the year, an increase of
12 basis points over the rate recorded at the end of 2007.
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Graph 3.2
Over/Selic rate x dollar x 360-day swap
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Capital market

The positive performance of capital market observed in previous years was halted in
2008, as a result of a scenario of instability in the international financial system. The
volume of primary offerings, covering shares, debentures and promissory notes registered
with the Securities and Exchange Commission (CVM), although it reached R$95.5
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billion in 2008 compared to R$89.4 billion in the preceding year, it was concentrated
in the first eight months of the year. Moreover, this result was partly determined by
both the issuance of R$32.2 billion in debentures in January and February before the
incidence of reserve requirements on interbank deposits rose by leasing companies,
as the primary issue of R$19.4 billion in stocks in a stand-alone operation in July.
From September on, the new scenario of increased stringency in the credit market
and growing aversion to risk, the issuance of shares and debentures virtually ceased.
In this context, the primary issues of stocks totaled R$32.1 billion, and debentures,
R$37.5 billion in 2008, pointing to the annual growth of 166.1% in primary issues of
promissory notes, totaling R$25.9 billion, positioning itself as an important source of

resources to companies

Graph 3.5
Primary issues

70

60

50
é 40
;‘; 30
4

20

0 .
Stocks Debentures Commercial papers
2005 2006 2007 =2008

Source: CVM

The Sao Paulo Stock Exchange index (Ibovespa) showed different trends during 2008.
From January through May, the prevailing trend of sharp gains, expressed in successive
records of the indicator, up to a maximum of 73,516 points on May 20, reflecting the
positive expectations with the investment degree provided by two international risk
rating agencies, including Standard and Poor’s and Fitch Ratings. In the remainder
of the year, reflecting the scenario of widespread downturn in the pace of global
economic activity, expressed as a reduction of commodity prices and external trade
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Graph 3.7
Ibovespa x Dow Jones x Nasdaq — 2008
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flows, and later, the intensification of the crisis in financial markets, the performance of
the Bovespa index has experienced a significant degree of volatility. At the end of the
year, the Bovespa index closed at 37,550 points, accumulating a reduction of 42.1%
compared to the end of 2007.

The average daily trading volume on the Sdo Paulo Stock Exchange (Bovespa) reached
R$5.5 billion, rising 16.4% in the year. When estimated in dollar terms, the Bovespa
index fell 55.5% in 2008, reflecting the shrinkage of the index and the depreciation of
the real, while the Dow Jones and Nasdaq indices posted respective losses of 34.2%
and 42.2% on the same basis of comparison.

Graph 3.8
Daily average volume traded in Bovespa — 2008
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Inline with the negative performance of the stock market, the market value of companies
listed on the Bovespa fell 44.5% in 2008, stood at R$1.4 trillion in December 2008, a
level similar to that recorded at the end of 2006.
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Graph 3.9
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Financial investments

Financial investments, which include investment funds, time deposits and savings
accounts, totaled R$1.7 trillion in December 2008, representing an increase of 13.1%
over the same period last year. After accumulating gains in the first half, the consolidated
balance of investment funds ended the year with a decrease of 3.7% compared to
December2007, reaching R$1.1 trillion. The balance of fixed-income funds, multimarket
funds, referenced funds, short-term and exchange funds totaled R$917.3 billion, while
extra market funds and variable income funds totaled, in that order, R$33.7 billion and
R$115.3 billion.

The participation of government securities in the consolidated portfolio of investment
in fixed-income, multimarket, referenced, and exchange funds reflected the tightening
in monetary policy implementation since April. In this environment, the demand for
inflation-indexed securities increased, which represented, in December, 79.6% of
government securities in the portfolio, 11.4 p.p. more than in the same period in 2007,
while the stock of fixed-rate securities dropped to 20.4%.

The assets of fixed-income funds reached R$445.6 billion in December. The annual
reduction of 3.4% resulted from net redemptions of R$59.8 billion in response to the
lower temporary liquidity in the financial system and uncertainty about developments
in interest rates. It is noteworthy that the increased risk aversion of investors is reflected
in net redemptions in nearly all classes of funds, especially in multimarket R$28.7
billion. As an exception, the short-term funds attracted new resources of about R$4.3
billion, closing at a balance of R$37.4 billion.

The net worth of investments in extramarket funds responsible for the administration

of resources owned by the indirect federal administration, reached R$33.7 billion, with
net inflows of R$3.2 billion in the year.
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Graph 3.10
Financial investments — Balances
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Stock funds, following the capital markets, accumulated capital gains of 5.8% by the
end of June, with net inflows of R$6.4 billion. With the deterioration of the financial
scenario, these funds began to incorporate significant losses, which resulted in shrinkage
of 27.3% in its net worth which reached R$106.5 billion at the end of the year. The
Mutual Privatization Funds — FGTS (PMF-FGTS) and Mutual Privatization Funds —
FGTS — Free Portfolio (FMP-FGTS-CL) recorded an equity reduction of 53.1% in the
period under analysis.
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Table 3.1 — Nominal income of financial investment — 2008

Itemization Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec 2008
FIF 115 1.09 036 0.84 097 090 1.04 090 112 -0.00 130 158 11.84
Stock funds -6.49 640 -433 577 812 -6.40 -843 -4.06 -7.23 -1585 -1.36 -0.44 -31.37
Savings 0.60 052 054 060 057 062 069 066 0.70 0.75 066 0.72 7.90
CDB 090 0.77 082 090 086 094 104 099 1.08 1.16 0.98 1.09 1217
Gold 7.02 193 -246 -971 022 0.86 -1.06 -5.38 22,50 -5.38 13.33 10.64 32.13
US dollar

commercial -0.62 -4.37 391 -3.54 -343 -230 -1.59 4.33 17.13 10.50 10.30 0.17 31.94
Ibovespa -6.88 6.72 -3.97 11.32 6.96 -10.44 -8.48 -6.43 -11.03 -24.80 -1.77 2.61 -41.22

Source: Banco Central do Brasil, CVM, Bovespa and BM&F

The balance of savings accounts reached R$270.4 billion, rising 15% compared to the
previous year, reflecting net inflows of R$17.8 billion. Time i deposits were the main
funding instrument by financial institutions, despite the increase in rates of pay applied.
The stock of Bank Certificate of Deposit (CDB) totaled R$550.1 billion at the end of
the year, with annual growth of 84.5%.
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/ Pubic Finance

Budget, fiscal and tax policy

The Annual Budget Law (LOA), for the 2008 fiscal year, was approved in March (Law
no. 11,647 of 3.24.2008) and Decree no. 6,439, which set the budget and financial
programming and the monthly schedule of disbursement to the organs of the Executive
Branch, was released in April.

According to the Fiscal Responsibility Law, after the calculation of budget operations
of each two-month period, a reassessment must be made of the estimated primary
revenue and expenditure of mandatory enforcement, based on updated macroeconomic
parameters. Thus, during the year other decrees were issued changing the initial financial
programming, and in some opportunities, expenditure contingencies were made, and
gradually suspended as revenue estimates were confirmed.

In January, two measures were announced in order to neutralize in part the loss of tax
revenue due to the extinction of the Provisional Contribution on Financial Operations
(CPMF), estimated at R$40 billion. Provisional Measure (MP) no. 413, converted
into Law no. 11,727, of June 6, 2008, increased the rate of Social Contribution on Net
Corporate Profits (CSLL) at the expense of financial institutions, from 9% to 15%,
while Decree no. 6,339 led to the rise in IOF rates levied on loans to individuals, and
on foreign exchange and insurance transactions. It should be noted that the new IOF
rates went into effect on the date of publication of the decree as the new CSLL rate
was levied on profits arising from events that occurred as of 5.1.2008. The increase in
revenues associated with these measures was estimated at R$10billion.

MP no. 413, dated 2008, further provided on tax measures to stimulate investment and
modernization of the tourism sector. For purposes of assessing the income tax data base,
the corporate entity that operates the hotel business may use accelerated depreciation
of movable properties of plant and equipment acquired as of January 4, 2008, until
December 31, 2010, thus allowing the recognition of the cost of depreciation of such
property in a shorter period of time, which is translated into better capitalization of
the enterprises.

Inresponse to the impacts on the level of domestic activity resulting from the aggravation
of the international financial crisis, the federal government announced in December
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three measures aimed at reducing taxes with fiscal impact, projected for 2009 of
R$8.4 billion. Two intermediate rates of 7.5% and 22.5% were created in the table of
Income Tax of Individuals, representing a tax waiver of R$4.9 billion and a reduction
of R$2.9 billion in transfers to states and Municipalities, through equity participation
funds. Additionally, there was a reduction in the IPI levied on new cars and trucks,
effective as from 12.15.2008 until 3.31.2009, and the IOF rate on loans to individuals,
from 3% to 1.5% p.y.

MPno0.449 of December 3,2008, approved the payment in installments of the outstanding
debts up to 12.31.2005, whose value does not exceed R$10,000, for which they were
offered discounts as high as 100% of fines and legal charges and 30% in interests. As the
deadlines for the payment in installments, they range from 6 to 60 months. Moreover,
the measure provides stimulus to the closure of judicial and administrative proceedings
arising from unduly use of the IPI credits through special conditions for payment of the
debts disputed, and waiver of debts with the National Treasury, including those with
suspended demand that, in 12.31.2007, were overdue for five years or more and whose
total consolidated value on the same date was equal to or less than R$10 000.

Other economic policy measures

MP no. 428 of May 12, 2008 (converted into Law no. 11,774, of September 17, 2008),
provided for the set of measures of the development policy, aimed at, on a relevant
and urgency basis, encouraging private investments, the investments in science and
technology research, the productivity of domestic industry, the participation of Brazilian
exports in the international market, to expand production capacity and meet growing
demand for consumer goods and increase the competitiveness of the national productive
sector. The impact of fiscal measures in the period 2008-2011 was estimated at R$21.4
billion, of which R$3.6 billion refer to the 2008 fiscal year.

Among the measures adopted, it is worth mentioning:

a) reductioninthe period for the use of credits related to capital goods, the Contribution
to Social Security Financing (Cofins) and the Social Integration Program (PIS) /
Program of Civil Service Asset Formation (Pasep);

b) suspension of the requirement from Cofins and PIS/Pasep in case of sale or import
of fuel oil for the coastal shipping and port and sea support;

¢) reductionto zero of Cofins and PIS/Pasep rates on imports and on sale in the domestic
market, of parts and components targeted to be used in construction, maintenance,
modernization and conversion of vessels registered with the Brazilian Special
Register;

d) easing the requirements for accession to the Special Taxation System for the
Information Technology Services Export Platform (Repes), and for adherence to
the Special Capital Goods Acquisition System for Exporting Companies (Recap)
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e) immediate depreciation for the sector of capital goods used in the development of
technological innovation;

f) extension of the Tax System for Incentives to Port Structure Modernization and
Expansion (Reporto) to the railway logistics network;

g) extending the ten-day period to monthly period the IPI deposit for which the
automotive sector is liable;

h) reducing to zero the rate of income tax levied on expenses for supplying of exports
logistics services abroad;

i) extending from 2008 to 2010, the right to use the credit regarding CSLL at the rate
0f25% on accounting depreciation of machinery, apparatuses, instruments and new
equipment targeted to the fixed assets and used in the manufacturing process of the
buyer;

j) permission for the software companies to reduce twice, the calculation basis of
the Corporate Income Tax (IRPJ) and CSLL, the expenses with training of own
personnel, and

k) reduction from 20% to 10% of employer contribution levied on the payroll, and from
3% to zero, of the contribution of the “System — S” by the companies providing
informationtechnology (IT) services and information and communication technology
(ICT) services.

MP no. 450 of December 9, 2008 authorized the Union to definitely use two sources
of funds from the National Treasury — the excess of revenues and the financial surplus
— for the amortization of the federal public debt. According to the law then in force,
the Executive Branch could only use these two sources of funds for expenditures that
justified their respective legal ties.

The National Congress has also approved a bill originated from the Executive Branch

that led to Law no. 11,887 of December 24, 2008, creating the Brazil Sovereign Fund

(BSF). The Fund aims to promote investments in assets in Brazil and abroad, to provide

public savings, reduce the effects of business cycles and promote projects of strategic

interest for the country and which are located abroad. The following assets may provide
resources to the Fund:

a) National Treasury resources, corresponding to the appropriations which are consigned
to it in the annual budget, including those arising from the issuance of public debt
securities. The permission for the government debt securities to be a source of
resources of the BSF was introduced by MP no. 452 of December 24, 2008;

b) shares of federal joint capital corporations, in excess to maintain their control by
the Union or other rights with equity value, and

c¢) results from financial investments to their account.

The federal government allotted in December R$14.2 billion to the BSF, by issuing
bonds.
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Public sector borrowing requirements

The primary surplus of the nonfinancial public sector totaled R$118 billion in 2008,
representing 4.08% of GDP, compared to 3.91% of GDP in last year. This improvement
reflected the impact of increases in the surpluses of the Central Government, 2.29% of
GDP in 2007 to 2.47% of GDP, and state enterprises, 0.47% of GDP to 0.56% GDP, on
those dates, offset in part by the decrease of 1.15% of GDP to 1.06% of GDP, reported
in the regional governments results.

Table 4.1 — Public sector borrowing requirements

Itemization 2005 2006

R$ million % of GDPY  R$ million 9 of cDP"

Nominal 63 641 3.0 69 883 2.9
Central government? 73284 34 74 475 3.1
States 4755 0.2 13740 0.6
Local governments 661 0.0 2 867 0.1
State enterprises -15 060 -0.7 -21 199 -0.9

Primary -93 505 -4.4 -90 144 -3.8
Central government” -55 741 26 -51352 2.2
State governments -17 194 -0.8 -16 370 -0.7
Local governments -4 129 -0.2 -3 345 -0.1
State enterprises -16 440 -0.8 -19 077 -0.8

Nominal interest 157 146 7.3 160 027 6.8
Central government? 129 025 6.0 125 827 5.3
State governments 21949 1.0 30110 1.3
Local governments 4790 0.2 6212 0.3
State enterprises 1381 0.1 -2121 -0.1

(continues)

Revenues of the Central Government — National Treasury, Social Security and the
Central Bank — totaled R$716.6 billion in 2008, enabling the increase in their share in
the GDP from 23.82% in 2007 to 24.80%.

The National Treasury revenues increased 0.47 p.p. of GDP, amounting to R$551.3
billion, of which R$133.1 billion were transferred to states and municipalities. These
transfers, in line with the performance of shared tax revenues (income tax, IPI and
petroleum royalties), recorded an annual increase of R$27.5 billion, and now represents
4.61% of GDP, compared to 4.07% in 2007.

National Treasury expenditures in 2008 grew 10.3%, totaling R$295.9 billion,
representing 10.2% of GDP, compared to 10.3% in 2007. Personnel expenses and
social charges increased 12.4% to R$130.8 billion, a development associated, in part
to payments relating to the restructuring of careers within the three branches and the
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Table 4.1 — Public sector borrowing requirements (concluded)

Itemization 2007 2008

R$ million 9 of gDPY  R$ million % of cDP"

Nominal 57 926 2.2 44 307 1.5
Central government® 59 607 2.3 24 891 0.9
States 10 335 0.4 29715 1.0
Local governments 2 369 0.1 5494 0.2
State enterprises -14 385 -0.6 -15793 -0.5

Primary -101 606 -3.9 -118 037 -4.1
Central governmentZI -59 439 -2.3 -71 308 -2.5
State governments -25 998 -1.0 -25 931 -0.9
Local governments -3 936 -0.2 -4 644 -0.2
State enterprises -12 234 -0.5 -16 155 -0.6

Nominal interest 159 532 6.1 162 344 5.6
Central government? 119 046 46 96 199 33
State governments 36 333 1.4 55 646 1.9
Local governments 6 305 0.2 10 138 0.4
State enterprises -2 152 -0.1 361 0.0

1/ Current prices.
2/ Federal Government, Central Bank and National Social Security Institute.

Graph 4.1
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Federal Prosecution Office. Therefore, the spending with the payroll of public servants
increased from 4.48% of GDP in 2007 to 4.53% of GDP in 2008.

The expenses with the Worker Support Fund (FAT) reached R$21 billion, meaning an
annual increase of 0.02 percentage points of GDP, a result associated to the impacts of
minimum wage increases and the formalization of the labor market on the cost of salary
bonuses and unemployment insurance, both under the responsibility of FAT.

Expenditures with economic grants and subsidies and the reordering of liabilities totaled

R$6 billion in 2008, representing 0.21% of GDP, compared to 0.39% in the previous
year. This performance reflected both the non-reciprocity in 2008 of the expenditures of
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Table 4.2 — Central government primary result

R$ million
Itemization 2006 2007 2008 Change %
(@) (b) (©) (b)(a)  (c)(b)
Total revenues 543505 618869 716648 13.9 15.8
National Treasury 418412 477141 551 333 14.0 15.5
Social security 123522 140410 163 356 13.7 16.3
Central Bank 1571 1318 1959 -16.1 48.6
Total expenditures 494 586 560901 631002 13.4 12,5
National Treasury 327259 373645 429 009 14.2 14.8
Transfers to states and municipalities 92779 105 604 133075 13.8 26.0
Personnel and social charges 105 497 116 372 130 829 10.3 12.4
Other current and capital expenditures 128 286 151 148 164 062 17.8 8.5
Worker Support Fund 15298 18472 21 026 20.7 13.8
Subsidies and economic subventions 9553 10 020 6 007 4.9 -40.0
Loas/RMV 11 639 14 192 16 036 21.9 13.0
Investiments 17 481 22107 28 269 26.5 27.9
Other current expenditures 74 315 86 357 92724 16.2 7.4
National Treasury onlendings to the Central Bank 697 521 1043 -25.3 100.2
Social security 165 586 185 292 199 562 11.9 7.7
Central Bank 1741 1964 2431 12.8 23.8
Brazil Sovereing Fund - - 14 244 - -
Central government result” 48919 57968 71402 185 232
National Treasury 91153 103496 108 080 13.5 4.4
Social security -42 064 -44 882 -36 206 6.7 -19.3
Central Bank -170 -646 -472  280.0 -26.9
Primary result/GDP — % 21 22 25 - -

Source: Ministério da Fazenda/STN
1/ It refers to National Treasury deficit

2/ (+) = surplus; (-) = deficit.

R$1.4 billion related either to the rural securitization recorded in 2007 and the increase
of R$1.9 billion in net receipts under the National Development Fund (FND).

Expenditures backed by the Social Assistance Law (Loas) increased 13% to R$16
billion in 2008. This expansion was associated with the impacts of the minimum wage
increase and the 9% increase in the amount of benefits paid, of which 1.4 million related
to the elderly people and 1.5 million to people with special needs, meaning respective
annual increases of 10% and 9%.

Outlays with investments recorded an annual growth of 27.9%, totaling R$28.3 billion,

0.98% of GDP, compared to 0.85% of GDP in 2007, of which R$6 billion in stock in
the sphere of the Ministry of Transport and R$4.9 billion of the Ministry of the Cities.
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The financial implementation of the Investment Pilot Project, included in the total
investment reached R$7.8 billion, compared to R$5.1 billion in 2007.

Nominal interest appropriated by the nonfinancial public sector totaled R$162.3 billion
in 2008, representing 5.62% of GDP, compared to 6.14% of GDP last year, the result
of the reduction associated with foreign exchange swap operations carried out by the
Central Bank in favor of the institution by R$4.8 billion, contrasting with the negative
resultof R$8.8 billionrecorded in 2007. The effect of the exchange depreciation observed
in 2008 on assets tied to the exchange favored, additionally, the annual reduction of
appropriated interest.

Table 4.3 — Uses and sources — Consolidated public sector

Itemization 2007 2008
R$ million % of GDP R$ million % of GDP

Uses 71492 2.8 57 240 2.0
Primary -89 730 -3.5 -106 420 -3.7
Internal interest 160 628 6.2 166 106 5.7

Real interest 69 771 2.7 58 460 2.0
Monetary updating 90 857 3.5 107 647 3.7
External interest 594 0.0 -2 446 -0.1

Sources 71492 2.8 57 240 2.0

Internal borrowing 263 488 10.1 81484 2.8
Securities debt 239424 9.2 171111 5.9
Banking debt -4 422 -0.2 -92 922 -3.2
Renegotiation - - - -

State government - - - -
Local government - - - -

State enterprises - - - -

Others 28 486 1.1 3294 0.1
Relationship TN/Bacen - - 767 -
External borrowing -191 996 -74 -25 011 -0.9
GDP flows in 12 months " 2597 611 2889719

1/ GDP at current prices.

The public sector borrowing requirements in nominal terms, incorporating the primary
result and the appropriated nominal interests recorded an annual deficit of 1.53% of
GDP, compared to 2.23% of GDP in the previous year, constituting the best result since
the series began in 1991. The central government deficit fell 1.43 percentage points
of GDP, while those relating to regional governments and state enterprises recorded
increases of 0.73 p.p. of GDP and 0.01 p.p. of GDP, respectively.
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Federal securities debt

National Treasury securities totaled R$1,759.1 billion in December 2008, of which
R$494.3 billion held by the Central Bank. The federal debt outside the Central Bank
as measured by the portfolio position reached R$1,264.8 billion, 42.6% of GDP at the
end of 2008, compared to R$1,224.9 billion, 44.8% of GDP at the end the previous
year. The reduction of 2.2 p.p. of GDP reflected the occurrence of total net redemptions
of R$118.6 billion, the incorporation of interest of R$155.5 billion, and the impact of
R$3.1 billion due to depreciation of the real against the dollar.

Table 4.4 — Federal securities — Portfolio position

Balances in R$ million

Itemization 2004 2005 2006 2007 2008
National Treasury liabilities 1099535 1252510 1390694 1583871 1759134
Central Bank portfolio 302 855 279 663 297 198 359 001 494 311
LTN 126 184 119 323 164 989 158 748 131 149
LFT 117 405 120 270 72737 78 955 187 346
NTN 57 275 36 823 59472 121 298 175 817
Securitized credits 1990 3247 0 0 0
Outside the Central Bank 796 680 972847 1093495 1224871 1264823
LTN 159 960 263 436 346 984 325149 239 143
LFT 457 757 504 653 412 034 409 024 453 131
BTN 62 48 39 27 30
NTN 133 700 167 379 296 598 451 132 538 380
CTN/CFT-A/CFT-B/CFT-C/CFT-D/CFT-E 17 343 15799 14 532 13903 14 306
Securitized credits 21103 16 555 17 793 20777 15089
Agrarian debt 4 345 1529 1302 0 0
TDA 2411 3448 4213 4 859 4743
CDP 0 0 0 0 0
Central Bank liabilities 13 584 6815 0 0 0
LBC - - - - -
BBC/BBCA - - - - -
NBCE 13 584 6815 0 0 0
NBCF - - - - -
NBCA - - - - -
Outside the Central Bank — Total 810 264 979662 1093495 1224871 1264823
In % of GDP 39.8 454 45.1 44.8 42.6

Regarding the distribution of titles per indexing factor, the share of fixed rate securities
in total debt reached 32.2% in December 2008, compared to 37.3% in the same
period of last year, a downturn associated, in an environment of greater demand for
inflation-indexed securities, with net redemptions of National Treasury Bills (LTN).
The share of bonds indexed to the Selic rate, while incorporating net redemptions of
Treasury Financing Bills (LFT), rose from 33.4% to 35.8%, reflecting the impact of the
incorporation of interest. The share of bonds tied to the exchange rate increased from
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0.9% to 1.1% due to the depreciation of the real against the dollar, while those relating
to securities indexed to the Reference Rate (TR) and those tied to prices indices — the
latter indicating net issues of National Treasury Notes — Series B (NTN-B) — were, in
order, from 2.1% to 1.6% and 26.3% to 29.3%.

Graph 4.2
Federal public securities
Participation by indexing factor
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In December 2008, the share of fixed-rate bonds reached 32.2% of the price-indexed
securities, 29.3%, and securities indexed to exchange, 1.1%, compared to 37.3%, 26, 3%
and 0.9% respectively in the same period in 2007. This follows reflects the continuity
of the strategy to improve the debt structure, with favorable impacts on the level of
debt exposure to market risks, especially to foreign exchange risk.

Graph 4.3
Federal securitized debt structure
Share — Portfolio position
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Foreign exchange = — — Preset

Central Bank swap operations, after registering a reverse balance of R$39.6 billion
in 2007, showed reversal of exposure throughout 2008, reaching the end of the year,
R$27.8 billion. Considering the cash basis, the cumulative result of these operations
in 2008, equivalent to the difference between the profitability of the Interbank Deposit
(ID) and more exchange rate variation plus coupon was favorable to the Central Bank
in R$4.8 billion.
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Table 4.5 — Federal public securities

Percentage share by indexator — Portfolio position

Index numbers 2004 2005 2006 2007 2008

Total — R$ million 810 264 979 662 1093 495 1224 871 1264 823
Foreign exchange 5.2 2.7 1.3 0.9 1.1
Reference Rate (TR) 2.7 21 2.2 21 1.6
IGP-M 9.9 7.0 6.4 5.8 5.1
OverlSelic 57.1 51.8 37.8 334 35.8
Preset 20.1 27.9 36.1 37.3 32.2
Long-term Interest Rate (TJLP) 0.0 0.0 0.0 0.0 0.0
IGP-DI 1.8 1.1 0.9 0.7 0.6
INPC 0.0 0.0 0.0 0.0 0.0
IPCA 3.1 74 15.3 19.8 23.6
Others 0.0 0.0 0.0 0.0 0.0
Total 100.0 100.0 100.0 100.0 100.0

Public Sector Net Debt

The Public Sector Net Debt (PSND) totaled R$1,069.5 billion at the end of 2008,
representing 36% of GDP and keeping in the path of annual decline since 2003, when

it meant 52.4% of GDP. The annual downturn, equivalent to 6 p.p. of GDP, reflecting

the impacts associated to the primary surplus, 4 p.p.; adjustment arising from exchange

rate depreciation of 32% in the year, 3.3 p.p., the effect of valuated GDP growth, 3, 3

p.p-; and the adjustment parity of the currency basket comprising the net external debt,

Table 4.6 — Public Sector Net Debt growth

Itemization 2005 2006
R$ million % of GDP R$ million % of GDP
Total net debt — Balance 1002 485 46.5 1067 363 44.0
Net debt — Growth accumulated in the year 45 488 -0.5 64 879 -2.4
Conditioning factors (flows accumulated in the year):" 45488 2.1 64 879 2.7
Public sector borrowing requirements 63 641 2.9 69 883 2.9
Primary -93 505 -43 -90 144 -3.7
Nominal interest 157 146 7.3 160 027 6.6
Exchange adjustmentZI -18 202 -0.8 -4 881 -0.2
Nomestic sectirities deht indexed to exchanae rn’rP.SI -4 554 -0.2 -2222 -0.1
External debt -13 648 -0.6 -2 659 -0.1
External debt adjustment — Others -2 258 -0.1 2302 0.1
Acknowledgement of debt 3262 0.2 -375 -0.0
Privatizations -954 -0.0 -2 049 -0.1
GDP Growfh effect — Debt* -2.6 -5.1

GDP accumulated in 12 months — Valued® 2157 437 2424 641

(continues)
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Table 4.6 — Public Sector Net Debt growth (concluded)

Itemization 2007 2008
R$ million % of GDP R$ million % of GDP

Total net debt — Balance 1150 357 42.0 1069 579 36.0
Net debt — Growth accumulated in the year 82 994 -2.0 -80778 -6.0
Conditioning factors (flows accumulated in the year):" 82994 3.0 -80 778 -2.7
Public sector borrowing requirements 57 926 21 44 307 1.5
Primary -101 606 -3.7 -118 037 -4.0
Nominal interest 159 532 58 162 344 55
Exchange adjustment? 29 268 1.1 -98 217 33
Domestic securities debt indexed to exchange rate® -2432 -0.1 3180 0.1
External debt 31701 1.2 -101 397 -3.4
External debt adjustment — Others -2 305 -0.1 -26 236 -0.9
Acknowledgement of debt -630 -0.0 135 0.0
Privatizations -1265 -0.0 -767 -0.0
GDP Growth effect — Debt -5.0 -3.3
GDP in R$ million® 2736 836 2970978

1/ Net accumulated debt growth as percentage of GDP when considering all factors taken together GDP, divided by
the current GDP accumulated in the last 12 month period valuated, calculated by the formula:
( CondictioningFactors/GDPAccumulatedin12Months)*100. Not reflecting debt growth as percentage of GDP.

2/ Indicates the sum of the monthly impacts up to the reference month.

3/ Includes adjustment of rate between the basket of currencies composing international reserves and the external debt
as well as other adjustments in the external area.

4/ It takes into account the change in the ratio debt/GDP due to growth observed in GDP, calculated by the formula:
Dt-1/(PIB present month/PIB base month)-Dt-1.

5/ Annual GDP at December prices adjusted by the centered IGP-DI deflator (geometirc mean of IGP-DI growth in
the month and in the following month).

0.9 p.p., neutralized in part by the effect in the interest nominal interest appropriation
5.5p.p.

The composition of the PSND started incorporating in 2008, a larger creditor participation
tied to exchange, and existing balance since mid-2006, when the public sector assets
indexed to exchange exceeded liabilities. The expansion of the portion owed in 2008
reflected the increase in international reserves and exchange rate depreciation during
the period indicated. It should be noted that the occurrence of net credit balance at times
linked to the international financial market turmoil increases the effective administration
of the government’s net indebtedness. Growth in the composition of the PSND in 2008
also reflected the growing share of bonds tied to price indices and the Selic rate, and
reducing the participation of the fixed-rate component.

General government gross debt (Federal Government, National Social Security Institute

—INSS, state and municipal governments) amounted to R$1,740.9 billion in December,
58.6% of GDP, compared with 56.4% of GDP in 2007.
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Table 4.7 — Public Sector Net Debt

Itemization

2007

2008

R$ million % of GDP

R$ million % of GDP

Fiscal net debt (G=E-F)

Internal debt methodological adjustment (F)

Fiscal net debt with exchange devaluation (E=A-B-C-D)
External debt methodological adjustment (D)

Asset adjustment (C)

Privatization adjustment (B)

Total net debt (A)
Federal government
Banco Central do Brasil
State governments
Local governments

State enterprises

Internal net debt
Federal government
Banco Central do Brasil
State governments
Local governments

State enterprises

Foreign net debt
Federal government
Banco Central do Brasil
State governments
Local governments

State enterprises

GDP in R$ million"

891 155 32.6
116 817 4.3
1007 972 36.8
109 119 4.0
102 016 3.7
-68 750 -2.5
1150 357 42.0
808 095 29.5
8 585 0.3
324 107 11.8
49216 1.8
-39 647 -1.4
1393 139 50.9
703 662 25.7
327 801 12.0
313 467 11.5
47 525 1.7
684 0.0
-242 782 -8.9
104 433 3.8
-319 216 -11.7
10 641 0.4
1691 0.1
-40 330 -1.5
2736 836

935 462 315
119 997 4.0
1055 459 35.5
-18 515 -0.6
102 152 34
-69 517 -2.3
1069 579 36.0
760 249 25.6
-31922 -1.1
359 575 121
55379 1.9
-73 701 -2.5
1488 794 50.1
633 793 21.3
451 188 15.2
343 521 11.6
52 879 1.8
7413 0.2
-419 214 -14.1
126 456 4.3
-483 110 -16.3
16 054 0.5
2500 0.1
-81 115 2.7
2970978

1/ Annual GDP at December prices adjusted by the centered IGP-DI deflator (geometirc mean of IGP-DI growth in

the month and in the subsequent month).
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Table 4.8 — Gross and net government debt”

Itemization 2007 2008
R$ million % of GDP  R$ million % of GDP

Public sector net debt (A=B+K+L) 1150 357 42.0 1069579 36.0
General government net debt (B=C+F+I+J) 1181418 432 1175203 39.6
General government gross debt (C=D+E) 1542 852 56.4 1740 888 58.6
Internal debt (D) 1426 087 521 1595878 53.7
Foreign debt (E) 116 764 4.3 145010 4.9
Federal government 104 433 3.8 126 456 4.3
State government 10 641 0.4 16 054 0.5
Local government 1691 0.1 2 500 0.1
General government assets (F=G+H) -533018 -19.5 -563 425 -19.0
Domestic assets (G) -533018 -19.5 -563 425 -19.0
General government available assets - 305 568 -11.2 -292 507 -9.8
Social security system investments - 284 -0.0 -1 307 -0.0
Tax collected (not transferred) -1011 -0.0 -1639 -0.1
Demand deposits -7072 -0.3 -8 351 -0.3
Federal government available assets in Bacen - 275 843 -10.1 -255 217 -8.6
Investment in the banking system (states) -21358 -0.8 -25 993 -0.9
Credits with official financial institutions -14 150 -0.5 -43 087 -1.5
Hybrid capital and debt instruments -7 504 -0.3 -7 633 -0.3
Credits with BNDES -6 645 -0.2 -35 454 -1.2
Investment in funds -54 790 -2.0 -61 700 -2.1
Credits with public enterprises - 18 805 -0.7 -18 977 -0.6
Other federal government's credits -11289 -0.4 -10 974 -0.4
Worker assistance fund (FAT) -128 417 -4.7 -136 181 -4.6
Foreign credits (H) 0 0.0 0 0.0
Federal government 0 0.0 0 0.0

State government - - - -

Local government - - - -

Bacen available portfolio (I) 171 585 6.3 169 156 5.7

Exchange Equalization (J) 0 0.0 -171 416 -5.8

Banco Central net debt (K) 8 585 0.3 -31 922 -1.1

Public enterprises net debt (L) - 39 647 -1.4 -73 701 -2.5
GDP in R$ million® 2736836 2970 978

1/ Includes federal, state and local government debt, with other economic agents, including the Banco Central.
2/ Annual GDP at December prices adjusted by the centered IGP-DI deflator (geometirc mean of IGP-DI growth in
the month and in the following month).

Federal tax and contribution inflow

The collection of federal taxes and contributions, except social security contributions
payable by the INSS, reached R$505.2 billion in 2008, registering a real growth of 6.5%
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this year, considering the IPCA as a deflator evolution consistent with the dynamism

shown by the economy until the intensification of the crisis in international financial

markets and administrative actions undertaken by the IRS and the National Treasury

General Attorney’s Office of the, aimed at recovering debts in arrears and at maintaining

a regular cash flow.

Table 4.9 — Gross federal revenues

R$ million
Itemization 2006 2007 2008 Change %
(a) (b) (c) (b)(a)  (c)(b)

Income Tax (IR) 136503 160286 191755 17.4 19.6
Industrialized Products Tax (IPI) 28 159 33853 39 466 20.2 16.6
Import Tax (1) 10035 12254 17235 221 40.6
Financial Operations Tax (IOF) 6772 7834 20342 15.7 159.7
Contribution to the Financing

of the Social Security (Cofins) 91156 102838 120 800 12.8 17.5
Social Contrib. on the Profits of Legal Entities (CSLL) 27 968 34 485 43 972 23.3 275
Contribution to PIS/Pasep 24045 26817 31598 11.5 17.8
Provisional Contribution on

Financial Transactions (CPMF) 32033 36 483 1150 13.9 -96.8
Contribution on Intervention in the

Economic Domain (Cide) 7 812 7 937 5985 1.6 -24.6
Other taxes 25804 26134 32895 1.3 25.9
Total 390287 448921 505198 15.0 12.5

Source: Ministério da Fazenda/Receita Federal do Brasil

The performance of the collection in the year reflected in particular the marked expansion
in taxes as detailed below:

a)

b)

Import Tax, 32.9%, and IPI-linked to imports, 27.6%, reflecting the annual rise of
43.9% registered in the value of imports in U.S. dollars, and increases of 4.13%
and 0.75% observed in their respective average rates;

IOF, 145.7%, consistent with the increase in rates falling on currency exchange and
credit, and with the observed increases in the balances of credit operations in the
segment of individuals, 31%, and corporations, 42.4%;

Corporate Income Tax, 14.7% and CSLL, 20.7%, reflecting the increased profitability
of businesses, especially in the first three quarters, and fiscal actions taken by the
SRF;

Cofins, 11.1%, and Pis/Pasep, 11.4%, in line with increases in imports and sales of
businesses;

Income Tax Withholdings, 13.7%, consistent with the scenario of growth of wages
and ordinary increases in distribution of profits or results, in an environment of
increased profitability of companies in the financial sector and redemptions of
investments in fixed-income and swap;

royalties for the extraction of oil, 52%.
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Table 4.10 — Income Tax and Industrialized Products Tax

R$ million
Itemization 2006 2007 2008 Change %
(a) (b) (c) (b)/(a) (c)/(b)
Income Tax (IR) 136 491 160 252 191721 17.4 19.6
Individuals 8533 13 654 14 987 60.0 9.8
Corporate entities 55 849 69 971 84 692 25.3 21.0
Financial institutions 9 066 13573 12635 49.7 -6.9
Other companies 46 782 56 432 72 091 20.6 27.7
Withholdings 72109 76 627 92 042 6.3 201
Labor earnings 39 082 42 349 51610 8.4 21.9
Capital earnings 20 890 21421 24 853 2.5 16.0
Remittances abroad 7 393 7 800 9 565 55 22.6
Other earnings 4744 5057 6 014 6.6 18.9
Industrialized Products Tax (IPI) 28 159 33 851 39 465 20.2 16.6
Tobaco 2397 2803 3210 16.9 14.5
Beverages 2610 2583 2437 -1.0 -5.7
Automotive vehicles 4288 5208 6001 215 15.2
Other taxes 12701 15 555 17 415 22.5 12.0
Linked imports 6163 7702 10 402 25.0 35.1

Source: Ministério da Fazenda/Receita Federal do Brasil

Social Security System

The primary deficit of Social Security reached R$36.2 billion in 2008; falling 19.3%
compared to the previous year and now represents 1.25% of GDP, compared to 1.73%
in 2007.

Net inflows increased 16.3%, reaching R$163.4 billion, with an emphasis on increase
of 17.5% recorded on social security contributions, which totaled R$167.8 billion, a
move consistent with the more formalized job market and increased overall wages.

Outlays on social security benefits amounted to 7.7% in the year, reaching R$199.6
billion, impacted by an increase of 7.1% in the average value of benefits paid, which
reflected both the increase of 9.2% in the minimum wage as the benefit increase to
values above the minimum wage, and the rise of 2.7% in average monthly amount of
benefits paid. Expenditures on social security benefits were reduced, as a percentage
of GDP from 7.13% in 2007 to 6.91%.
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Table 4.11 — Social Security

R$ million
Itemization 2006 2007 2008 Change %
(a) (b) (c) (b)/(a) (c)/(b)
Net inflow 123 520 140 412 163 355 13.7 16.3
Gross inflow 133703 154 589 180 891 15.6 17.0
Social security contribution 122 919 142774 167 758 16.2 17.5
Other revenues 10 784 11 815 13133 9.6 11.2
Refund 478 520 545 8.8 4.8
Transfers to third parties 9705 13 657 16 991 40.7 24.4
Social security benefits 165 585 185 293 199 562 11.9 7.7
Primary result -42 065 -44 881 -36 207

Source: Ministério da Previdéncia e Assisténcia Social

Graph 4.4
Social Security
Primary flows in (%) of GDP current prices
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The primary surplus of regional governments (states and municipalities) totaled R$30.6
billion in 2008, reducing its share in GDP from 1.15% in 2007 to 1.06%.

The inflow of Tax on the Circulation of Merchandise and Services (ICMS) totaled
R$222.2 billion, rising 18.6% over the previous year and now represents 7.68% of
GDP, compared to 7.22% in 2007. It is noteworthy that, considering the IGP-DI as
the deflator, the real revenue grew 6.6% in 2008, reflecting in particular the marked
expansion in Sao Paulo, 8.5%, Minas Gerais, 8.2% and Rio de Janeiro, 2.3% three
main tax collector states.

Transfers from the Federal to states and municipalities have increased by 26% in 2008,
stood at R$133.1 billion, consistent with the trajectory marked increases in revenues
related to income tax, 19.6%, and the IPI, 16, 6% taxes that are the calculation basis
for the States and Municipalities Sharing Funds. Additionally, the transfers for the
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Table 4.12 — Payment of the Tax on the Circulation of Merchandise and Services (ICMS)

R$ million
Itemization 2006 2007 2008 Change %
(a) (b) (c) (b)(a)  (c)/(b)

Sao Paulo 57 788 63 192 76 322 9.4 20.8
Rio de Janeiro 14 805 15671 17 836 5.9 13.8
Minas Gerais 17 018 19 317 23214 13.5 20.2
Rio Grande do Sul 11813 12 258 14 872 3.8 21.3
Parana 9 264 10 086 11767 8.9 16.7
Bahia 8 604 8941 10 239 3.9 14.5
Santa Catarina 6 169 6831 7 944 10.7 16.3
Goias 4699 5244 6143 11.6 171
Pernambuco 4 864 5413 5988 11.3 10.6
Espirito Santo 5092 5878 7001 15.5 19.1
Other states 31600 34 514 40913 9.2 18.5
Total 171715 187345 222238 9.1 18.6

Source: Ministério da Fazenda/Confaz

Table 4.13 — Federal government onlendings to states and municipalities

R$ million
Itemization 2006 2007 2008 Change %
(a) (b) (c) (b)/(a)  (c)/(b)

Constitutional onlendings (IPI, IR and others) 70 628 82 239 101 881 16.4 23.9
Export Compensation Fund 4343 3888 5216 -10.5 34.2
Cide transfers 1781 1850 1579 3.9 -14.6
Others" 16028 17628 24400 10.0 38.4
Total 92780 105605 133076 13.8 26.0

Source: Ministério da Fazenda/Secretaria do Tesouro Nacional
1/ Contribution of education benefit, fund for the maintainance and development of the basic education and

enhancement of the teaching career (Fundef), petrol royalties and other onlendings.

payment of royalties and special participation from oil and natural gas exploitation
increased by R$5 billion in the year.
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Economic-Financial Relations with
the International Community

Foreign Trade Policy

The role of government in implementing foreign trade policy in 2008 reflected the
change in economic conditions recorded during the year. In this sense, emphasis is
given, in the period prior to the intensification of the crisis in financial markets, to
the predominance of actions designed to guarantee the maintenance of the long-term
cycle of sustainable development of the Brazilian economy, income and employment
embodied in the launch in May of the Productive Development Policy (PDP). From
mid-September, in an environment of significant downturns in both global demand and
supply lines of international trade financing, the actions of the Brazilian government
began to incorporate measures which, ensuring the liquidity of foreign currency, would
promote Brazilian exports.

The PDP is an additional element to the long-term policies implemented in recent
years, such as the Industrial, Technological and Foreign Trade Policy (PITCE) in 2004;
the PAC, in 2007; the Education Development Plan (EDP); and the Plan of Action
2007-2010: Science, Technology and Innovation for National Development (PACTI).
The PDP strategy aimed at ensuring the maintenance of a strong Brazilian balance
of payments which in recent years decisively contributed to the strengthening of the
economy and moving away from patterns seen in the past, when the external sector
was formed on constraints to growth, including the expansion of the ability to provide
products and services, increased capacity for innovation and strengthening of micro
and small enterprises.

On May 12, the following goals were announced for the PDP: i) increase in the rate
of investment in the economy to 21% of GDP, ii) expansion of private investments
in Research and Development to 0.64% of GDP, iii) expansion of Brazilian foreign
sales to 1.25% of world exports, iv) 10% increase in the number of micro and small
exporting firms.

PDP actions, with the objective to ensure the goals mentioned, were divided into three
levels. The first, called systemic, includes programs that impact the whole productive
structure, such as actions to improve the legal environment and simplify foreign trade
transactions in goods and services; and relief measures for productive, exports and
investments in technology. The initiatives affected by tariff reduction include the
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extension, until 12.31.2011 of Reporto and its extension to other transport modals such
as rail, and the incorporation into the Special System of Incentives for Infrastructure
Development (Reidi), part of the proposals for extending the benefits to wagons,
locomotives and pipelines linked to construction projects of infrastructure. Another
systemic action within the PDP was the extension of the capacity of BNDES financing,
with an estimated allocation by 2010 of R$210 billion in projects for capacity expansion,
modernization and innovation in industry and services.

The second level of the PDP actions comprises structural measures, targeted to productive
sectors and complexes, such as the Program for Modernization and Expansion of the
Fleet and Supply Vessels of Petrobras, launched on May 26. In this action, there was a
prediction of 146 new orders for units of support to the activities of sea exploration and
production of Petrobras, with 70% to 80% of domestic content, at the estimated cost of
US$S5 billion, plus the expectation of hiring drill ships, semi-submersible drilling rigs
and large size vessels. The third level of actions, the highlights of the strategic themes,
includes public policies with specific programs due to their importance to build strong
foundations for the development, such as exports.

To improve competitiveness of Brazilian products in foreign markets, relief measures
were established for export exemptions and the strengthening of export financing
instruments such as the Export Financing Program (Proex) and financing lines from
BNDES. Accordingly, Resolution no. 27, dated May 6, 2008 the Foreign Trade Council
(Camex), set new Proex directives such as the increase from R$60 million to R$150
million of annual gross revenues of companies classifiable in the financing operations
modality. In November, due to the context of scarcity of credit in the world market,
these rules were relaxed again by Camex Resolution no. 69, dated November 4, 2008
which led to the expansion from R$150 million to R$300 million of that limit. As for
the equalization modality it was established that the program will support companies
of any size and was additionally raised from US$10 million to US$20 million, the
maximum annual expenditure for intercompany transactions with funds within that
line of financing.

In 2008, Proex operations reached US$4,937.6 million, of which US$335 million
related to the financing mode and US$4,602.6 billion to the equalization of interest
rates. Resources for the financing modality, equivalent to 6.8% of total program, fell
10.8% over the previous year, covering 1,366 operations, compared to 1,660 in 2007
in a sample of 359 exporting companies. Considering the company size, the percentage
of the value exported by small businesses increased from 28% to 37% in contrast with
the decreases reported in the microenterprises from 10% to 8%, and large companies,
from 62% to 55%. Proex-Financing resources focused in 2008 on operations involving
the agribusiness segment, 62%; machinery and equipment, 15%; textile, leather and
footwear, 9%; and services, 6%. Cuba became the main country of destination for
Brazilian exports financed by Proex-Financing, 53% of the total, followed by member
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countries of the European Union and Africa, with participation of also 13%; North
American Free Trade Agreement (Nafta), 7%; and other countries of the Latin American
Integration Association (Aladi), 6%.

Exports made under the equalization method totaled US$4,602.6 million, compared to
US$4,035.6 million in 2007, representing 2,900 operations for 37 exporters, compared
to 2,125 operations for 35 companies in the previous year. The sectoral analysis shows
that 68% of these exports involved the transportation sector which includes foreign sales
of Brazilian Air Force Company (Embraer), followed by machinery and equipment
segments, 26%; and services, 6%. The two main export destinations routed by Proex-
Equalization were the member countries of Nafta and the European Union, with equal
shares of 23%, while other member countries of Aladi and Africa, with individual
participation of 14% and the Southern Common Market (Mercosur), 9%. Like in
the previous years, the operations were concentrated in large firms, 81% of the total,
equivalent to 89.4% of the resources underlying this mode.

The source of funds for the BNDES, in view of its role within the PDP framework,
was increased by MP no. 439, dated August 29, 2008, converted into Law no. 11,805
of November 7, 2008, which authorized the Union to grant loans of up to R$15 billion
to the institution. Additionally, BNDES was authorized by Decree no. 6,526 of July
31, 2008, to establish subsidiaries abroad. Although related to BNDES role, the CMN,
through Resolution no. 3,651 of November 28, 2008, increased from R$1 billion to
R$3 billion the resources directed in 2009 to the Revitaliza Program, which deals with
loans and financing eligible for economic subsidy by the Union to sectors that have
lost competitiveness in foreign trade, such as footwear and textiles.

BNDES introduced in October, in the scenario of increased risk aversion and
severe restriction of international liquidity, which restricted the access by exporting
companies to private lines for foreign trade, a new line of financing to exports. The
lines of special pre-shipment, totaling R$5 billion, have a time period of 18 months
and a differentiated rate depending on the activity sector. For the sectors of industrial
equipment, infrastructure and aeronautical equipment the interest rate of that line will
be the Long-Term Interest Rate (TJLP), while for the segments of capital goods for
the automotive industry (trucks and tractors) and consumer goods there is a choice
between fixed rate of 15% p.y. plus a spread of transfer agents and a rate in foreign
currency, at a maximum cost of up to 8% p.y. plus spread. Moreover, it was expanded
from US$50 million to US$150 million, the limit set for each company in the sector
of consumer goods to have access to these lines.

In 2008, BNDES disbursements directed to exports totaled US$6.6 billion, rising 57.1%
when compared to the previous year and now representing 3.3% of total foreign sales,
compared to 2.6% in 2007. Additionally, the participation of these programs in total
disbursements of BNDES reached 13.2% in 2008 from 12.4% in the previous year.
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Inrelation to actions in the sphere of Camex, it was established in January the Technical
Group on Trade Facilitation (GTFAC), according to the determinations of Camex
Resolution no. 70, of December 11, 2007. The New Industrial Policy also took actions
to reduce bureaucracy related to business operations. Among the simplification actions,
emphasis was given to the implementation through Joint Directive of the Federal Revenue
Secretariat of Brazil (RFB) and the Foreign Trade Secretariat (Secex) of the Ministry of
Development, Industry and Foreign Trade (MDIC) no. 1,460 of September 18,2008, of
the Special Customs Regime of Drawback. The Green and Yellow Drawback allows that
inputs purchased domestically and used to produce exportable goods start receiving the
same tax treatment now accorded to imported inputs benefit from Drawback Import. The
drawback system then in force allowed the suspension, exemption or refund of federal
taxes — such as Import Duty, IPI, PIS and Cofins — only for the purchase of imported
inputs used in manufacturing of Brazilian products targeted to the international market.
It has also created the new electronic drawback system, suspension modality.

In connection with simplification measures, it was implemented the integration of
the Siscomex Cargo to the Collection Control System of the Extracharge on Freight
(AFRMM), which allowed the insertion of online information, as well as electronic
exchange of documents, providing cost reduction, an initiative implemented by Normative
Instruction no. 841 of April 29, 2009, of the Brazilian Federal Revenue. Consents and
requirements of various federal government agencies were eliminated; the limits for
operations that can be performed by the simplified declaration in the import and export
were expanded from US$20,000 to US$50,000, including its use by small and micro
enterprises, by Normative Instruction of the Federal Revenue Secretariat of Brazil
no. 846 of May 12, 2008; and rules and regulations of foreign trade were consolidated
by Secex Directive no. 25, of November 27, 2008.

Regarding the Doha Round of the World Trade Organization (WTO), the new
attempt of a multilateral agreement in July in Geneva, did not allow any progress in
the negotiations. Also related to the WTO, the Congress, by the Legislative Decree
no. 262 of September 19, 2008, approved the Protocol of Amendment to the Agreement
on Aspects of the Trade-Related Intellectual Property (Trips) of WTO, adopted by the
General Council of that Organization, on 12.6.2005.

Within the Mercosur framework, Venezuela joining as a partner remains pending on the
approval by the legislative powers of Brazil and Paraguay. Among the major agreements
signed between the shareholders, emphasis was to the renovation of the Automotive
Agreement with Argentina and Uruguay implemented, respectively, by Decree
no. 6,500, of July 2,2008, and 6,518, of July 30, 2008. The new Aut