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I. Economic environment

(1) Overview

1. Since its last Review in 2000, Brazil's main economic policy objectives have been to post Central Government primary surpluses and to keep inflation under control.  To these ends, the Government has used primary fiscal balance and inflation targeting as its main fiscal and monetary policy instruments.  Inflation targeting has resulted in lower inflation rates and relatively stable interest rates over the medium run.  However, economic growth has been modest, and per capita income has stagnated.  Low GDP growth in 2001 was partly caused by energy supply shortages, while slow growth in 2002 reflected mainly weak domestic demand, particularly consumer spending, which has been constrained by high interest rates.  In the second half of 2002 and in the first quarter of 2003, growth was affected by capital outflows;  this led to a tightening of monetary policy.  Growth resumed thereafter, and is expected to exceed 3% in 2004.
2. Brazil's large public debt is a main contributor to the overall fiscal deficit, and has required the Government to keep sizeable primary surpluses to offset interest payments and decrease the debt/GDP ratio, constraining policy choices and contributing to high interest rates.  Moreover, the large public debt generates risk expectations, which may have an impact on capital flows, and makes Brazil more vulnerable to an increase in international interest rates.  The large public debt, about 55% of GDP, also limits the Government's capacity to invest, thus increasing reliance on private investment to support growth and productivity increases.  Investment prospects depend to a great extent on reducing the currently high interest rates.  The Brazilian authorities recognize the importance of balancing fiscal finances and reducing the debt burden to foster investment and resume self-sustained growth.
  

3. Brazilian exports performed strongly during the period under review, increasing by over 50% in dollar terms between 1999 and 2003.  This gain has been widely spread but has been more significant with non-traditional trading partners, such as China.  Reflecting mainly the increase in exports, the share of trade of goods and services in GDP rose from 22.9% in 2000 to 30% in 2003.  Although this share is lower than in other countries of similar size, it confirms Brazil's increasing integration into the world economy and the benefits this offers to Brazil.
(2) Macroeconomic Developments

Economic structure and reform

4. The sectoral composition of the economy has remained broadly stable during the period under review, although there have been some small readjustments in shares of GDP.  This reflects mainly the above-average growth of traditional export-oriented industries (agriculture, mining, and manufacturing) and the fall in the GDP shares of more domestically oriented cyclical activities (construction and real estate services).  Services continue to generate the largest share of GDP, and some activities, such as financial services and telecommunications, have benefitted from a process of modernization in the past few years.  Manufacturing, accounting for 23% of GDP in 2002 continues to be a major contributor to GDP.  Brazil has a well diversified manufacturing sector and engages in a broad range of activities, actively competing in world markets.  Brazil also continues to be a large and efficient producer of agricultural goods and mining products (Chapter IV).

5. Brazil has made progress in reducing social and economic inequality, and remains committed to comprehensive anti-poverty measures despite economic fluctuations, thanks to a strategy of expanding exports while lowering barriers to foreign trade and investment.
  The Government estimates that some R$3.36 billion were granted under transfer programmes to poor families (Bolsa Família) in 2003, some 48% more than transfers in 2002.
  The budget assigned in 2004 is R$4.84 billion, which the authorities expected will be augmented, through an additional allocation, to R$5.72 billion.
  However, despite important advances, resulting in improved living conditions (a significant reduction in infant mortality, and an increase in basic education enrollment), income inequality and poverty levels remain high, with more than a quarter of the population living on less than US$2 a day.  Poverty is particularly signficant in the rural areas of Brazil's north-east.  Also, despite recent progress in enrolment in education, enrolment in secondary education remains low by international comparison.
  Urban violence is also a problem in large metropolitan areas.

6. Brazil has continued its process of economic reform during the period under review.  As part of these reform efforts, Brazil has been implementing a programme of fiscal discipline and inflation targeting since the late 1990s (see below).  Also as part of its programme of structural reform, Brazil has reinforced trade liberalization, both within the Southern Common Market (MERCOSUR) and independently.  Studies show that trade liberalization may have played a positive and significant effect on both productivity and investment in Brazil, particularly through lower prices of capital goods.
  

7. In response to economic difficulties in 2001 and 2003, resulting from both international and domestic events the Brazilian authorities adopted short-term measures, such as tightening fiscal and monetary policy.  They also agreed to a new IMF programme.  In this respect, in September 2002, the IMF approved a stand-by credit of SDR 22.8 billion (about US$30.4 billion) to support Brazil's economic and financial programme through December 2003.  The credit replaced a 15-month stand-by arrangement approved in September 2001.
  In the context of the 2002 Stand-By, the IMF noted that Brazil had "implemented strong and consistent macroeconomic policies in recent years that have improved fundamentals" but that "despite these achievements, the uncertain international economic environment and concerns about the course of economic policies following the [then] upcoming presidential elections had put substantial pressure on financial variables, including the exchange rate and interest rates, and economic growth had slowed in recent months".
  
8. In a November 2003 letter of intent requesting the extension of the stand-by arrangement, Brazil committed to continue structural reform and to maintain fiscal and monetary discipline.  It also highlighted the importance of attracting private investment and private-public sector partnerships to meet Brazil's main investment in infrastructure needs.  The authorities also announced a number of measures to reduce the high financial intermediations costs, a major deterrent to investment in Brazil, by reducing reserve requirements over the medium term, approving a bankruptcy law, resuming the privatization of the banks, and fully implementing the central bank's credit reporting system (Sistema de Informações de Crédito).

9. In December 2003, the IMF approved a 15-month extension and US$6.6 billion augmentation of the stand-by credit.
  Total disbursements under the stand-by amounted to SDR 17.2 billion (about US$25.2 billion).  In the context of the Seventh Review of Brazil's Stand-By Arrangement in June 2004, the Brazilian authorities indicated that further drawings would not be needed and that they were treating the arrangement as precautionary.  The IMF noted that Brazil's performance under the Stand-By Arrangement continued to be strong, and that all performance criteria had been met.

Production and employment

10. After expanding by 4.4% in 2000, the Brazilian economy entered a period of sluggish growth in 2001, which culminated in a slight recession in 2003, when real GDP contracted by 0.2% (Table I.1).  Growth resumed in late 2003 and early 2004, partly triggered by strong export performance.  Growth in 2002 and in the first quarter of 2003 was affected by uncertainty with respect to macroeconomic policies, putting pressure on capital outflows, particularly portfolio investment, and by increased inflationary expectations.  An improved international environment combined with fiscal and monetary discipline allowed a reduction in interest rates during 2003, which contributed to the faster growth in 2004.
11. The contribution of domestic demand to GDP growth was negative in the 2001-03 period, with private consumption shrinking in both 2002 and 2003, and investment declining considerably.  The weakness of domestic demand has reflected tight macroeconomic policies, in particular high interest rates.  Consumer spending has lost share of GDP during the period under review, accounting for some 57% of GDP in 2003, down from almost 61% in 2000.  Falling consumer spending has also resulted in a decline in imports;  this decline, however, has taken place only since 2002, and the share in GDP of imports was higher in 2003 than in 2000 (Table I.1). 
Table I.1

Basic economic indicators, 1999-04

	
	1999
	2000
	2001
	2002
	2003
	2004a

	Current GDP (R$ million)
	973.8
	1,101.3
	1,198.7
	1,346.0
	1,514.9
	387.7

	Current GDP (US$ billion)
	536.6
	602.2
	509.8
	459.4
	493.3
	134.7

	Per capita GDP (US$)
	3,195.5
	3,539.4
	2,957.3
	2,630.5
	2,789.3
	..

	Real GDP, growth rate (%)
	0.8
	4.4
	1.3
	1.9
	-0.2
	2.7

	Real GDP per capita, growth rate (%)
	-0.5
	3.0
	0.0
	0.6
	-1.5
	..

	Total consumption, growth rate (%)
	0.3
	3.2
	0.6
	0.1
	-2.3
	1.3

	Private, growth rate (%)
	-0.4
	3.8
	0.5
	-0.4
	-3.3
	1.2

	Government, growth rate (%)
	2.4
	1.3
	1.0
	1.4
	0.6
	1.5

	Gross fixed capital formation, growth rate (%)
	-7.2
	4.5
	1.1
	-4.2
	-6.6
	2.2

	Exports of goods and services, growth rate (%)
	9.3
	10.6
	11.2
	7.9
	14.2
	19.3

	Imports of goods and services, growth rate (%)
	-15.5
	11.6
	1.2
	-12.3
	-1.9
	11.7

	Structure of GDP (% of current GDP at factor cost, including imputed bank service charges)

	Agriculture, hunting, forestry and fishing
	8.3
	8.0
	8.4
	8.8
	..
	..

	Mining and quarrying (including petroleum)
	1.5
	2.6
	2.9
	3.4
	..
	..

	Manufacturing
	21.4
	22.3
	22.5
	23.3
	..
	..

	Table I.1 (cont'd)

	Electricity and water
	3.3
	3.5
	3.7
	3.6
	..
	..

	Construction
	9.4
	9.1
	8.6
	8.0
	..
	..

	Distributive trade (incl. restaurants and hotels)
	7.1
	7.4
	7.5
	7.7
	..
	..

	Transport
	2.8
	2.7
	2.7
	2.6
	..
	..

	Communications
	2.4
	2.7
	2.7
	2.7
	
	

	Financial and insurance services
	6.3
	5.4
	6.6
	7.7
	..
	..

	Real estate
	14.2
	12.7
	12.0
	11.3
	..
	..

	Services to families
	6.9
	6.2
	5.8
	5.1
	..
	..

	Services to businesses
	3.9
	3.9
	4.3
	4.6
	..
	..

	Government services
	16.1
	16.3
	16.3
	16.3
	..
	..

	Miscellaneous services
	1.2
	1.2
	1.2
	1.2
	..
	..

	Financial dummy
	-4.7
	-4.0
	-5.1
	-6.2
	..
	..

	GDP by type of expenditure (% of current GDP)

	Private consumption
	62.3
	60.9
	60.5
	58.0
	56.9
	..

	Government consumption
	19.1
	19.1
	19.2
	20.1
	19.3
	..

	Gross fixed capital formation
	18.9
	19.3
	19.5
	18.3
	18.0
	..

	Change in inventories
	1.3
	2.3
	1.7
	1.4
	2.0
	..

	Exports of goods and services
	10.3
	10.7
	13.2
	15.5
	16.9
	..

	Imports of goods and services
	11.8
	12.2
	14.2
	13.4
	13.1
	..

	Memo items
	
	
	
	
	
	

	Industrial production (% change)
	-0.7
	6.6
	1.6
	2.7
	-0.1
	5.0

	Gross savings
	15.4
	17.3
	16.8
	18.5
	..
	..

	Population (million)
	167.9
	170.1
	172.4
	174.6
	176.9
	..

	Unemployment rate
	6.3
	7.1
	11.1
	10.5
	10.9
	12.8

	Union labour costs (in US$, 1994=100)
	77.8
	76.2
	63.8
	53.6
	54.2
	58.9

	GDP deflator
	5.7
	8.4
	7.4
	10.2
	12.8
	..


..
Not available.
a
First quarter;  growth rate compared with the same period the previous year.

Source:
Information provided by the Central Bank of Brazil.

12. The increase in interest rates and deteriorating expectations partly explain the decline in investment in 2002 and 2003;  poor consumption results and prospects also contributed.  The share of investment in GDP consequently fell, from 19.3% in 2000 to 18% in 2003.  More recently, however, investment has received support from export growth.  Brazil's investment ratio is relatively low compared with other developing countries.  The savings/GDP ratio was around 18.5% in 2002, and has since closed the gap with the investment/GDP ratio, as reflected by the initial narrowing and consequent turnaround of the current account of the balance of payments deficit (see below).

13. Growth during the period under review has been supported only by external demand, with a strong performance of exports of goods and services, which rose by a third in value terms between 2000 and 2003.  Exports increased at an average annual rate of 11% between 2000 and 2003, raising their share of GDP from 10.7% in 2000 to 16.9%.  As a result, the sum of exports and imports of goods and services increased from 22.9% of GDP in 2000 to 30% in 2003.  
14. Reflecting relatively low economic growth, the unemployment rate has increased since 2000, remaining high, at some 10-12% since 2001.  In 2003, the unemployment rate rose as the number of new jobs created was insufficient to make up for the increase in the labour force.
  Real wages declined by 7.3% in 2002 and a further 9.5% in 2003, and unit labour costs fell significantly between 2000 and 2003.  A monthly minimum wage increase from R$240 to R$260 (some US$82.80) was approved in June 2004.
  Although international competitiveness, measured by changes in the real exchange rate tied to productivity, increased in 2001 and 2002, at the end of 2003 levels were roughly similar to those in 2000, mainly due to the real currency appreciation of 2003.  
Fiscal policy

15. Obtaining and preserving fiscal balance has been Brazil's main fiscal policy goal since the introduction of the Real Plan in 1994.  The current Government has made the definitive and lasting correction of the fiscal situation its first economic policy priority.
  The Government considers that a rigorous fiscal policy can help monetary policy in securing price stability, and that it is crucial to keep the debt/GDP ratio under control.
  

16. The fiscal situation deteriorated in the second half of the 1990s and, as a response, in 1998 the Government adopted the Fiscal Stabilization Progamme aimed at attaining primary surpluses at the Central Government level.  Subsequent reform included the introduction of the Fiscal Responsibility Law of 2000 (Supplementary Law No. 101 of 4 May 2000), which established rules for the management of public resources and established limits to federal, regional, and local government expenditure.
  The Fiscal Responsibility Law also prohibited financial support operations among different levels of government and required that limits be set by the Senate, upon proposal by the President, on the indebtedness of each level of government.  Further reform elements were contained in the Multi-Year Plan 2000-03, which outlined the Government's strategy for allocating federal budget resources among spending programmes over the period, with the aim of enhancing predictability, accountability, and efficiency in federal budgetary spending.  This was followed by other measures such as the adjustment of administered prices.  More recently, the Multi-Year Plan 2004-07 contains further elements of reform, including proposals to review the system of taxation and  reform the pension system.
17. Since the passage of the Fiscal Act in 2000, the Government has sought to maintain fiscal discipline by setting fiscal targets.  The commitment to the fiscal target is the cornerstone of Brazil's fiscal policy.  Targets are set taking into account existing macroeconomic conditions as well as medium-term prospects and debt dynamics;  these are assessed considering the real exchange rate, the real interest rate, and the real GDP growth rate.
  For 2003, a target of 4.25% of GDP was set for the primary surplus of the non-financial consolidated public sector.
  The target for 2004 was fixed in March 2004, also at 4.25% of GDP.

18. Both the Federal and the Central Government (including the Central Bank) primary balances have been in surplus throughout the period under review.
  However, this surplus has been insufficient to cover the increasing debt interest payments, which amounted to 9.6% of GDP in 2003 (Table I.2), resulting in an overall Central Government deficit of 4.1% of GDP, and a non-financial consolidated public sector deficit of 5.2% of GDP.  The public sector as a whole has performed better than the Central Government at the primary level given the surpluses generally posted by state and municipal governments and by public enterprises;  however, the sector's public overall deficit has been larger than the Central Government's, in particular due to large indebtedness by the states.  Overall debt servicing has amounted to over two thirds of the budget in recent years.  Fiscal accounts improved during the first quarter of 2004, when the public sector posted a primary surplus of 5.4% of GDP, exceeding the target for the year.  
19. The public debt ratio increased during the period under review, from 48.8% of GDP in 2000, to 58.7% in 2003.  This partly reflects the depreciation of the real in 2003, which increased the value of foreign external debt and, as the brunt of the increase was in domestic debt, new borrowing mainly to repay outstanding debts.  In April 2004, net public sector debt amounted to R$926.4 billion (56.6% of GDP).  The gross general government debt was R$1,270 billion (77.6% of GDP), in the same month.  The federal securities debt outside the Central Bank totaled R$767.7 billion (US$240 billion or some 48% of GDP), with an average maturity of 29.7 months in April 2004.

Table I.2

Financial accounts of the Central Government, FY 1999-04

(Percentage of GDP)

	
	1999
	2000
	2001
	2002
	2003
	2004a

	Revenue
	21.7
	21.5
	22.7
	23.9
	23.6
	25.1

	  Taxes and contributions
	15.6
	16.1
	16.4
	18.1
	18.0
	18.2

	   Tax on industrial products (IPI)
	1.7
	1.9
	1.6
	1.5
	1.3
	1.3

	     IPI on imports
	1.1
	0.8
	0.8
	0.6
	0.5
	0.3

	Expenditure
	19.5
	19.5
	20.8
	21..5
	21.0
	20.7

	Central Government primary balance 
	2.4
	1.9
	1.8
	2.4
	2.6
	4.4

	  State Governments primary balance
	0.2
	0.4
	0.6
	0.6
	0.8
	1.2

	Municipal Governments primary balance
	0.1
	0.1
	0.3
	0.2
	0.1
	0.1

	Public enterprises primary balance
	0.6
	1.1
	0.9
	0.7
	0.9
	0.1

	Public sector primary balance
	3.3
	3.5
	3.6
	3.9
	4.4
	5.8

	Interest payments
	-9.1
	-7.1
	-7.2
	-8.5
	-9.6
	-7.7

	Balance
	
	
	
	
	
	

	Federal Government balance
	-2.8
	-2.0
	-2.3
	-0.8
	-4.1
	-0.5

	Central Government balance (including the central bank)
	-2.7
	-2.3
	-2.1
	-0.7
	-4.1
	-0.2

	  State Governments balance
	-2.7
	-1.8
	-1.9
	-3.3
	-1.5
	-1.8

	Municipal Governments balance
	-0.5
	-0.3
	-0.1
	-0.6
	-0.3
	-0.4

	Public enterprises balance
	0.1
	-0.7
	-0.6
	0.0
	0.7
	-0.3

	Public sector balance
	-5.8
	-3.6
	-3.6
	-4.6
	-5.2
	-2.0

	Memo Item
	
	
	
	
	
	

	  Total public debt (as a percentage of GDP)
	..
	48.8
	52.6
	55.5
	58.7
	56.0


..
Not available.

a
First half.

Note:
There may be slight differences in the totals as they have been rounded off.

Source:
Information provided by the Brazilian authorities;  Central Bank of Brazil online information.  Available at:  
www.bcb.gov.br;  and Ministry of Finance online information.  Available at:  www.fazenda.gov.br.

Monetary and exchange rate policy

20. Ultimate responsibility for the formulation and conduct of monetary policy is with the National Monetary Council (CMN), created by the National Financial System Law (Law No. 4,595 of 31 December 1964).  The CMN sets the inflation target, the main monetary policy goal, and is responsible for coordinating monetary and fiscal policies.  The CMN is also responsible for supervision of the banking system and of other deposit-taking financial institutions (see Chapter IV(7)(ii)).  
21. The Central Bank of Brazil (BCB), an autonomous federal institution linked to the Ministry of Finance, is in charge of monetary policy implementation.  The BCB executes the policies of the CMN, issued through Resolutions;  authorizes the functioning of financial institutions;  and supervises deposit taking financial institutions, other financial institutions, financial intermediaries and auxiliaries, and portfolio management entities.  
22. The Monetary Policy Committee (COPOM), created in 1996 to improve the framework for the monetary policy decision-making process and to enhance monetary policy transparency, is responsible for setting the stance of monetary policy, and establishing the target for the overnight inter-bank loans (SELIC) interest rate, the BCB's principal monetary policy instrument.  Under the current inflation-targeting regime, the main objective of the COPOM's monetary policy decisions is the achievement of the inflation targets set by the CMN.
  The COPOM meets once a month;  at the end of each meeting a decision is made with respect to the SELIC rate and/or monetary bias and is announced to the press.
  To keep the SELIC rate at or around the target level, the BCB conducts regular liquidity management operations in the domestic money market.  
23. Brazil implemented a formal inflation-targeting framework for monetary policy in June of 1999.
  Inflation targets are set by the CMN and announced by the Minister of Finance, as measured by the increase in the Broad Consumer Price Index (IPCA) through the year.  If inflation in a given year breaches the target set by the CMN, the Governor of the Central Bank is required to write an open letter to the Minister of Finance explaining why the target was missed, as well as the measures required to bring inflation back to the target, and the time period over which these measures are expected to take effect.
  Under the inflation-targeting framework, monetary policy decisions are based on forecasts of future inflation, conditional on alternative interest rate paths, and estimating the current state of the economy and the probable future development of exogenous variables. 
24. The IPCA inflation targets and the tolerance intervals initially fixed were for the 1999-01 period, and included declining rates each year.
  The target for 2002 was fixed following the same pattern, but the targets for 2003 and 2004 were fixed at higher levels, and were revised upwards from the original thresholds.
  The targets for 1999 and 2000 were met, considering the tolerance intervals.  However, the targets for 2001 and 2002 were overshot.  The target rate for 2003, fixed initially at 3.25% +/-2 percentage points and subsequently revised to 4% +/-2.5 percentage points, was not met.  The target for 2004 was also revised from 3.75% +/-2.5 percentage points, to 5.5 +/-2.5 percentage points;  results for the first quarter of 2004 were within the fluctuation band.

25. In the letter sent in early 2004 to the Minister of Finance with respect to the targets missed in 2003, the Central Bank noted that the causes for missing the target were the high inflation observed during the first months of 2003 caused by inflationary inertia, and a deterioration of expectations.  Towards mid 2003, the situation had changed as uncertainties with respect to the new Government's macroeconomic policy were dissipated;  inflation declined and monetary policy was eased.
  

26. Although inflation targets have not always been met, the use of inflation targeting and cautious monetary policy have help to rein-in inflation, which has been generally at single-digit levels since 1999, compared with rates at times over 50% before 1994.  In 2002 and 2003, inflation accelerated, triggered partly by the effects of the depreciation of real and higher commodity prices;  there were also adjustments in administered prices.
  Inflation, as measured by changes in the IPCA, moderated somewhat in the first half of 2004, particularly in the second quarter, and was within the upper limit of the inflation target, posting a twelve-month increase of 5.3% in April 2004.
  A reduction in inflationary expectations, wage increase moderation (until June 2004) and the effects of the real currency appreciation of the second half of 2003 (see below) helped to counter the effect of higher commodity prices.  

27. A recent study shows that inflation targeting has played an important role in eliminating inflationary inertia.
  The same study points out that, as a result of the reduction in inflationary inertia, inflationary expectations subsided, and that this contributed to reduced inflation and growth rate volatility, and has allowed lower interest rates and higher growth rates.  Inflation targeting has also been useful in reducing the pass-through effect of exchange rate adjustment to prices.  
28. Although periods of monetary tightening have alternated with periods of monetary easing and, consequently, the target SELIC rate has fluctuated, it has not deviated for long (not longer than seven months) from the 15%-19% range.  Narrow definitions of money , such as M1 and M2 have grown, on average, at a similar rate to average nominal GDP.  Only broader monetary definitions have grown faster and gained share of GDP (Table I.3).  Despite the reduction in inflationary expectations and the increased stability of monetary and exchange rate variables, the cost of credit remains high.  The persistence of large spreads is caused mainly by the high delinquency rates, distortionary taxation, high bank profits margins, as well as high administrative costs.
  
29. Since 1999, Brazil has had a floating exchange rate regime.  In its 2003 Article IV Consultations Report, the IMF noted that, following the capital outflows of 2002, the floating exchange rate regime had made rapid adjustment in the current account possible, allowing the economy to absorb the significant shocks experienced in 2002 without a decline in output growth;  however, the impact of the shock had been felt in the form of higher inflation.

Table I.3
Main monetary indicators, 1999-04

(Per cent)

	
	1999
	2000
	2001
	2002
	2003
	2004a

	Money and credit (12-month rate of change)
	
	
	
	
	
	

	M1 
	23.7
	18.5
	12.6
	28.8
	1.7
	20.1

	M2 
	7.8
	3.3
	13.3
	23.6
	3.9
	13.9

	M3 
	24.7
	18.7
	12.3
	10.1
	21.8
	23.3

	M4 
	20.0
	18.3
	16.0
	6.8
	18.9
	21.4

	Interest rates
	
	
	
	
	
	

	Average lending rate (end of period)
	..
	..
	49.7
	50.97
	45.82
	44.00

	Average savings rate (end of period)
	..
	..
	19.8
	19.92
	15.81
	17.00

	Interest rate spread (end of period)
	..
	..
	29.8
	31.05
	30.01
	27.00

	CDI (Certificate of Deposit)
	18.77
	16.13
	19.05
	22.91
	16.81
	15.71

	SELIC rate (end of period)
	18.99
	16.19
	19.05
	23.03
	16.91
	15.80

	Financing Basic Rate (TBF)
	18.40
	15.64
	17.28
	21.78
	16.37
	15.63

	Long rate interest rate TJLP (fixed for 90 days)
	12.50
	9.75
	10.00
	10.00
	11.0
	9.75

	Legal reserve requirements
	
	
	
	
	
	

	Cash reserve requirement for demand deposits
	65
	45
	45
	45
	45
	45

	Liquidity requirement for term deposits
	0
	0
	10
	15
	15
	15

	Inflation
	
	
	
	
	
	

	Consumer price index (period average % change)
	4.9
	7.5
	6.9
	8.3
	14.3
	6.6e

	Consumer price index (end-of-period % change)
	9.2
	7.7
	8.9
	12.9
	14.4
	12.4e

	Broad national consumer price index (period average % change)
	4.9
	7.0
	6.8
	8.5
	14.7
	6.8e

	Broad national consumer price index (end-of-period % change)
	8.9
	6.0
	7.7
	12.5
	9.3
	5.9

	Exchange rate
	
	
	
	
	
	

	Exchange rate (R$ per US$ period average)
	1.82
	1.83
	2.35
	2.93
	3.07
	2.97

	Real effective exchange rate (index;  1994=100)b
	103.1
	100.9
	117.4
	158.8
	134.5
	146.1

	Change in real effective ratec
	36.7
	-2.1
	16.4
	35.3
	-15.3
	-10.8e

	Real exchange rate tied to productivity (1994=100)b, d
	145.6
	132.9
	155.0
	157.3
	133.9
	119.7

	Union labour costs (in US$, 1994=100)
	77.8
	76.2
	63.8
	53.6
	54.2
	60.8


..
Not available.

a
First half.

b
A drop of the index means real appreciation.  Calculated using the IPCA as internal deflator.
c
A negative sign indicates appreciation;  a positive sign depreciation.
d
Calculated considering real exchange rate and productivity differences with the United States.

e
Last twelve months.
Note:
M1 is currency in circulation plus demand deposits;  M2 is M1 plus savings deposits;  M3 is M2 plus long-term deposits and operations.
Source:
Central Bank of Brazil, Monthly Bulletin, various issues;  and online information available at:  www.bcb.gov.br.
30. After appreciating slightly in real effective terms in 2000, the real experienced a period of sharp depreciation in 2001 and 2002, particularly in the latter year due to policy uncertainties.  The reaction of the BCB to tighten monetary policy stopped this trend and the real appreciated in real terms in 2003.  The depreciation in 2001 and 2002 triggered an increase of external competitiveness.  
Balance of payments

31. After reaching levels of 4% of GDP or higher during 1999-01, the current account deficit of the balance of payments shrank considerably in 2002, to 1.7% of GDP (Table I.4).  The improvement in the external accounts continued in 2003, when a turnaround took place and the current account posted a surplus;  the surplus widened in the first quarter of 2004, to some 1.3% of GDP.  This result has been caused mainly by a substantial increase in exports of goods and despite a highly negative income balance due to the high levels of debt servicing.  
32. The turnaround in the trade balance was particularly significant, with a small deficit in 2000 turning into a fast growing surplus, which reached US$24.8 billion in 2003.  The increase in exports took place amidst a situation of weak economic growth, and imports experienced a decline during the period 2000-03.
Table I.4

Balance of payments, 1999-04
(US$ million, unless otherwise indicated)

	
	1999
	2000
	2001
	2002
	2003
	2004a

	Current account balance (% of GDP)
	-4.7
	-4.0
	-4.6
	-1.7
	0.8
	1.3

	Current account balance (US$ million)
	-25,335
	-24,225
	-23,215
	-7,637
	4,063
	5,352

	 Merchandise trade balance
	-1,199
	-698
	2,650
	13,121
	24,825
	6,168

	  Exports f.o.b.
	48,011
	55,086
	58,223
	60,362
	73,084
	19,448

	  Imports f.o.b.
	-49,210
	-55,783
	-55,572
	-47,240
	-48,260
	-13,280

	 Services balance
	-6,977
	-7,162
	-7,759
	-4,957
	-5,076
	-642

	   Receipts
	7,194
	9,498
	9,322
	9,551
	10,483
	3,103

	  Payments
	-14,171
	-16,660
	-17,081
	-14,509
	-15,559
	-3,746

	 Balance on goods and services
	-8,176
	-7,860
	-5,109
	-8,164
	19,749
	5,526

	 Income balance
	-18,848
	-17,886
	-19,743
	-18,191
	-18,552
	-4,592

	   Receipts
	3,935
	3,621
	3,280
	3,295
	3,339
	760

	   Payments
	-22,783
	-21,507
	-23,023
	-21,486
	-21,891
	-5,352

	 Transfers 
	1,689
	1,521
	1,638
	2,390
	2,867
	750

	   Receipts
	1,969
	1,828
	1,934
	2,627
	3,132
	818

	   Payments
	-280
	-307
	-296
	-237
	-265
	-68

	Capital and financial account
	17,319
	19,326
	27,052
	8,004
	5,083
	1,619

	 Capital account balance
	338
	273
	-36
	433
	498
	188

	 Financial account
	16,981
	19,053
	27,088
	7,571
	4,585
	1,431

	  Foreign direct investment (net)
	26,888
	30,498
	24,715
	14,108
	9,894
	2,387

	   Abroad
	-1,690
	-2,282
	2,258
	-2,482
	-249
	-332

	   In Brazil
	28,578
	32,779
	22,457
	16,590
	10,144
	2,719

	  Portfolio investment
	3,802
	6,955
	77
	-5,119
	5,308
	2,385

	   Assets
	259
	-1,696
	-795
	-321
	179
	-69

	   Liabilities
	3,542
	8,651
	872
	-4,797
	5,129
	2,454

	  Derivatives
	-88
	-197
	-471
	-356
	-151
	51

	Table I.4 (cont'd)

	   Assets
	642
	386
	567
	933
	683
	159

	   Liabilities
	-730
	-583
	-1,038
	-1,289
	-834
	-108

	  Other investments
	-13,620
	-18,202
	2,767
	-1,062
	-10,465
	-3,392

	   Assets
	-4,397
	-2,989
	-6,586
	-3,211
	-9,483
	-344

	   Liabilities
	-9,223
	-15,213
	9,353
	2,150
	-982
	-3,048

	 Errors and omissions
	194
	2,637
	-531
	-66
	-651
	-676

	Change in foreign exchange reserves (net)
	-7,822
	-2,262
	3,307
	302
	8,496
	2,626

	Net international reserves
	
	
	
	
	
	

	Gross official reserves
	36.3
	33.0
	35.9
	37.8
	49.3
	51.6

	  Months of imports
	7
	7
	8
	10
	12
	11

	Gross external debt
	223,996
	216,921
	209,934
	210,711
	214,898
	..

	Gross external debt/GDP (%)
	42.0
	36.0
	41.2
	45.9
	43.6
	..

	Gross external public debt/GDP (%)
	17.1
	15.9
	17.7
	24.7
	23.6
	..

	Debt service ratio/exports of goods and services
	146.6
	94.6
	86.9
	84.4
	74.1
	..


..
Not available.

Note:
A minus sign indicates a gain in reserves.

a
January-March.
Source:
Central Bank of Brazil;  and International Monetary Fund.
33. The services balance in Brazil traditionally shows a deficit, although this has decreased since 2000, as exports have increased, albeit moderately, while imports have fallen.  Most services subsectors also post a deficit (see below).  The income balance is traditionally in significant deficit, since remittances of profits and other operations linked to foreign investments in Brazil largely exceed inflows.  While profit remittances of foreign companies account for a substantial part of the deficit, interest payments on the public sector's foreign debt also contribute to the deficit.  
34. The current account deficit posted up to 2002 was mainly financed through sizeable investment inflows, both direct and portfolio investment.  In 2002 and 2003, direct investment inflows fell dramatically and there was a net outflow of portfolio investment capital.  Investment inflows remained subdued in the first half of 2004.  The capital and financial account recorded a surplus low of US$5.1 billion in 2003, and there was a gain in international reserves in both 2002 and 2003.
35. Brazil's total external debt declined slightly between 2000 and 2003;  however, due mainly to the depreciation of the real and the resulting fall in the nominal value of GDP, the external debt/GDP ratio increased from 36% in 2000 to 43.6% in 2003.  The significant increase in exports, on the other hand, has allowed, the debt service/export ratio to fall, form 94.6% in 2000 to 74.1% in 2003.
(3) Trade and Investment Flows

Developments in merchandise trade

36. The most remarkable event during the period under review, has been the strong increase in exports of goods.  On the other hand, weak economic growth was reflected in a decline in merchandise imports.  Imports growth resumed in the last quarter of 2003 and in 2004.  While imports fell at an average annual rate of 0.5% over the period 1999-03 period, exports, which were 50% higher than imports in 2003, grew at an annual rate of 11%.  The increase in exports was particularly high between 2002 and 2003 (about 21%), while the drop in imports was most important in 2001-02 (see Tables AI.1 and AI.2). 
37. Brazil's total merchandise trade grew at an annual average rate of 5% between 1999 and 2003, due to strong export growth.  Since 2001, a trade surplus has been posted;  this surplus almost doubled in 2003 with respect to 2002.  Brazil's bilateral trade balance with all major trading partners improved, posting a surplus with most.

(a)
Composition of trade

38. In value terms, exports increased by over 50% between 1999 and 2003, to a total US$73 billion.  The value of all categories of exports increased significantly.  Exports of manufactured goods totalled US$37.2 billion in 2003, up from US$25.5 billion in 1999, while exports of mining products reached US$10.4 billion, almost twice their 1999 level.  Exports of agricultural products, at US$24 billion, were a third higher than in 1999.  

39. Brazil's export structure remained relatively stable over the 1999-03 period.  Although the share of primary products increased by 2.5 percentage points (in the mining sector mainly), with a corresponding decline in the share of exports of manufactured goods, the latter remained the major export category, with a share of just above 50% of total exports, of which machinery and transport equipment is the main sub-group.  Exports of automotive products were particularly dynamic over the period, with an average annual growth rate of 14%.  Primary products represented in 2003 some 47% of total exports, with agriculture accounting for 33% and mining for almost 14%.  Brazil, a net exporter of agricultural products, was in 2003 the world's major exporter of coffee and sugar, although these two products accounted for less than 5% of total exports (Table AI.1).

40. Imports contracted between 1999 and 2003, from US$51.7 billion to US$50.8 billion.  This contraction affected in particular imports of manufactured goods, which fell from US$39.3 billion in 1999 to US$36.6 billion in 2003.  Imports of agricultural products also declined in value terms, while imports of mining products increased.

41. Imports of manufactures, the largest import category, suffered a 3.7 percentage points loss in share of total imports over 1999-03, accounting for somewhat over 72% of total imports in 2003.  Machinery and transport equipment remains the most important import category, representing around 37% of total imports of goods in 2003;  however, this is six percentage points below the share in 1999.  Automotive products accounted for some 5.9% of imports in 2003.  The share of agriculture declined by one percentage point, while that of mining increased by more than four percentage points, mainly on account of fuels, which represented 15.8% of total imports in 2003 (Table AI.2). 

Direction of trade

42. During the period under review, Brazil increased its exports in dollar terms to all its main trading partners, except MERCOSUR countries, mainly due to the economic crisis in Argentina, Brazil's main trading partner in the region.  Consequently, there were some important changes in the percentage shares of exports directed to different trading partners.  In general terms, the shares of North and South America, as well as Europe fell substantially, to the benefit of Asia and Africa, both on the export side as well as on the import side.
43. Despite a decline in the share of exports to the European Union, they increased in value terms between 1999 and 2003, from US$13.8 billion to US$18.1 billion, and the EU remained the main destination for Brazil's merchandise exports, accounting for almost 25% of the total.  The United States, which consolidated its position through a slight increase of its share between 1999 and 2003, and Argentina are the most important single destinations, representing 23.1% (US$16.9 billion), and 6.2% (US$4.6 billion) of total exports, respectively.  However, exports to Argentina, as well as to other MERCOSUR countries, suffered a deep contraction between 1999 and 2003, reflecting the economic crisis in the region.  Exports to MERCOSUR in 2003 represented only 7.8% of Brazil's exports, more than 6 percentage points less than in 1999.  

44. On the other hand, exports to China increased substantially over the period, from less than US$700 million in 1999 to US$4.5 billion in 2003, making China Brazil's main export partner in Asia, with a share of 6.2%.  Trade with Africa also expanded significantly during the period under review.  Brazilian exports to Africa rose from US$1.3 billion in 1999 to US$2.9 billion in 2003;  the share in total exports, while still relatively small, increased from 2.8% in 1999 to 3.9% (Table AI.3).  Brazil's main trading partners in Africa are South Africa, Nigeria, and Egypt.
45. Brazilian imports from the Americas and from Europe declined during 1999-03, while those from Asia and Africa increased.  However, the European Union remains Brazil's main supplier of imports, albeit with a reduced market share of about 26% in 2003, from 30.1% in 1999.  The United States and Argentina were the top two single import markets for Brazil in 2003, with imports totalling US$10.2 billion (20% of the total), and US$4.9 billion (9.7%), in both cases lower than imports in 1999 (Table AI.4).  The relative importance of MERCOSUR as a source of imports decreased throughout the period to reach less than 12%.  While Japan's share remained stable at 5.2%, China's share increased strongly to 4.6% in 2003 from 1.8% in 1999.  Africa accounted for 6.7% of Brazil's imports in 2003.

Trade in services

46. Brazil runs a traditional deficit in services, although this has been declining since 2000, as exports have grown and imports have contracted.  In 2003, exports of services (receipts) totalled US$10.54 billion, while imports (payments) were US$15.63 billion (Table I.5).  

Table I.5

Trade in services, 2000-03

(US$ million)

	
	R
	P
	R
	P
	R
	P
	R
	P

	
	2000
	2001
	2002
	2003

	Total
	9,384
	16,958
	9,322
	17,071
	9,606
	14,644
	10,543
	15,631

	Transportation
	1,295
	4,602
	1,422
	4,378
	1,590
	3,630
	1,918
	3,664

	Travel
	1,810
	3,894
	1,731
	3,199
	1,998
	2,396
	2,479
	2,261

	Insurance services
	312
	317
	180
	455
	206
	626
	67
	302

	Financial services
	376
	670
	317
	624
	390
	623
	363
	745

	Computer & information services
	34
	1,145
	27
	1,133
	36
	1,155
	29
	1,063

	Royalties & licence fees
	125
	1,415
	112
	1,244
	100
	1,229
	108
	1,228

	Equipment leasing 
	91
	1,401
	278
	2,146
	49
	1,721
	25
	2,337

	Government services
	537
	1,087
	604
	1,256
	761
	1,103
	877
	1,028

	Other services
	4,804
	2,427
	4,652
	2,636
	4,475
	2,252
	4,621
	2,744


Note:
R:  receipts;  P:  payments.

Source:
Central Bank of Brazil.

47. The largest deficits in services are posted in transportation and in equipment leasing, and until 2003, travel.  The traditional deficit in the transportation balance has been shrinking since 2001, however, on account of an increase in receipts and a decrease in payments, mainly from airfares.  The travel industry has reverted to a surplus due partly to an increase in travel receipts but mainly to a reduction in payments made by Brazilians travelling abroad.  In the remaining services, as a whole, Brazil also has a traditional deficit.  
(ii) Foreign direct investment

48. As a result of strong inflows, the stock of foreign direct investment (FDI) increased substantially in the late 1990s;  according to the BCB, it rose from US$41.7 billion in 1995, to US$103 billion in 2000, the last year for which statistics on FDI stocks are available, as they are the result of a census carried on every five years.

49. After posting strong results in the late 1990s, FDI flows into Brazil have declined strongly over the last few years, to reach US$12.9 billion in 2003, down from US$31.4 billion in 1999 (Table I.6).  The decline in FDI in 2002 has been linked to reduced investor confidence.
  However, FDI had been declining before 2002 and continued in 2003, and this seems more likely linked to factors such as a more unstable global economic environment, the deceleration of the privatization process in Brazil, and the relatively weak performance of the Brazilian economy.  
50. The United States is Brazil's main single investor by stock of FDI, followed by Spain, the Netherlands, France, and the Cayman Islands.
  With respect to FDI flows, in 2003 the EU as a group was the main investor, representing over 35% of total foreign investment in Brazil.  Despite a sharp reduction in investment inflows, by over 60% between 1999 and 2003, the United States remained the most important single investor throughout the period (except in 2002), accounting for more than 18% of investment flows.  The other main investors in 2003 were the Cayman Islands, the Netherlands, and Japan.  The origin of FDI inflows into Brazil remains relatively concentrated, with the four major investors accounting for over 55% of all investment in Brazil.

Table I.6
Foreign direct investment in Brazil by country of origin, 1999-03
(US$ million and per cent)

	
	1999
	2000
	2001
	2002
	2003
	2003 (%)
	Stock 2000

	Total
	31,362
	29,876
	21,042
	18,778
	12,902
	100.0
	103,015

	United States
	7,069
	5,399
	4,465
	2,614
	2,383
	18.5
	24,500

	Cayman Islands
	2,094
	2,035
	1,755
	1,555
	1,909
	14.8
	6,225

	Netherlands
	1,810
	2,228
	1,892
	3,372
	1,444
	11.2
	11,055

	Japan
	348
	385
	827
	504
	1,368
	10.6
	2,468

	France
	2,079
	1,910
	1,913
	1,815
	825
	6.4
	6,931

	Spain
	5,810
	9,593
	2,767
	587
	710
	5.5
	12,253

	Bermuda
	263
	315
	607
	1,469
	630
	4.9
	1,940

	British Virgin Islands
	315
	231
	912
	501
	550
	4.3
	3,197

	Germany
	624
	375
	1,047
	628
	506
	3.9
	5,110

	Italy
	496
	488
	281
	473
	390
	3.0
	2,507

	Switzerland
	436
	307
	182
	347
	336
	2.6
	2,252

	United Kingdom
	1,315
	394
	416
	475
	253
	2.0
	1,488

	Table I.6 (cont'd)

	Luxembourg
	49
	1,027
	285
	1,013
	238
	1.8
	1,034

	Portugal
	2,403
	2,515
	1,692
	1,019
	202
	1.6
	4,512

	Uruguay
	158
	200
	181
	237
	154
	1.2
	2,107

	Panama
	121
	21
	133
	141
	147
	1.1
	1,580

	Canada
	297
	193
	441
	989
	117
	0.9
	2,028

	Mexico
	28
	224
	61
	24
	45
	0.3
	132

	Sweden
	214
	629
	54
	205
	43
	0.3
	1,578

	Bahamas
	197
	181
	264
	205
	36
	0.3
	944

	Denmark
	13
	262
	33
	93
	31
	0.2
	478

	Belgium
	102
	384
	113
	45
	18
	0.1
	657

	Argentina
	160
	113
	..
	..
	..
	..
	758

	Barbados
	123
	..
	..
	..
	..
	..
	656

	Chile
	88
	..
	..
	..
	..
	..
	228

	Others
	4,751
	469
	721
	466
	569
	4.4
	6,396


..
Not available.
Source:
Central Bank of Brazil, Annual Report 2000 to 2002.

51. In value terms, investment has been the most important in the services sector during the period under review, totalling US$54.1 billion over 2000-03, compared with US$24.2 billion for industry, and US$4.3 billion for primary activities.  However, a significant part of this investment in services has been linked to the process of privatization, mainly in telecommunications and financial services, which accounted for some 40% and 20%, respectively, of total investment in services over the 2000-03 period.  As the pace of privatization slowed, FDI funds to services have decreased:  after peaking at US$24 billion in 2000, these proceeds were halved in 2001 and again between 2003 and 2001.  As a consequence, the share of services in total investment declined from 80% in 2000 to 54% in 2003.  Investment inflows into industrial activities expanded rapidly in 2001 and 2002, and although they declined in 2003, their share of total investment inflows increased, reaching 35% in 2003.  Investment in industry were focused mainly in the automotive subsector, as well as chemicals (Table I.7).

Table I.7
Foreign direct investment in Brazil by sector, 2000-03a
(US$ million and per cent)

	
	2000
	2001
	2002
	2003
	2003 (%)

	Total
	29,876
	21,042
	18,778
	12,902
	100.0

	Crop, livestock and mineral extraction
	649
	1,494
	638
	1,482
	11.5

	   Petroleum extraction and related services
	481
	1,360
	508
	365
	2.8

	   Others
	169
	134
	130
	1,117
	8.7

	Industrial activities
	5,087
	7,001
	7,617
	4,480
	34.7

	   Manufacture and assembly of automotive productsb
	961
	1,550
	1,819
	966
	7.5

	   Chemical products
	1,118
	1,546
	1,573
	916
	7.1

	   Foodstuff and beverages
	975
	563
	1,873
	409
	3.2

	   Basic metallurgyc
	246
	431
	139
	351
	2.7

	   Pulp, paper and paper products
	
	150
	11
	348
	2.7

	   Electronic devices and communication equipment
	655
	1,166
	544
	328
	2.5

	   Machinery and equipment
	579
	344
	391
	256
	2.0

	Table I.7 (cont'd)

	   Plastic and rubber products
	58
	176
	183
	205
	1.6

	   Electrical machines, devices and apparatus
	66
	327
	372
	189
	1.5

	   Edition, printing and recording
	
	140
	44
	145
	1.1

	   Metal products
	26
	108
	91
	107
	0.8

	   Non-metallic mineral products
	67
	130
	124
	49
	0.4

	   Textile products
	..
	56
	98
	34
	0.3

	   Wood products
	..
	71
	16
	31
	0.2

	   Office machines and comp. equipment
	..
	23
	95
	8
	0.1

	   Other industries
	304
	219
	247
	139
	1.1

	Services
	24,139
	12,547
	10,523
	6,940
	53.8

	   Mail and telecommunications
	10,897
	4,130
	4,190
	2,810
	21.8

	   Commerce
	1,635
	1,634
	1,504
	860
	6.7

	   Services rendered to corporations
	795
	697
	791
	775
	6.0

	   Financial intermediation
	6,384
	2,123
	1,206
	706
	5.5

	   Electricity, gas and hot water
	2,972
	1,442
	1,534
	651
	5.0

	   Transportation
	44
	146
	124
	189
	1.5

	   Real estate
	41
	187
	197
	188
	1.5

	   Constructiond
	12
	264
	148
	177
	1.4

	   Lodging and food
	0
	275
	126
	172
	1.3

	   Computing and related activitiese
	1,121
	720
	225
	155
	1.2

	   Insurance and pension funds
	14
	628
	216
	128
	1.0

	   Other services
	223
	273
	169
	79
	0.6

	   Water services
	..
	28
	94
	50
	0.4


..
Not available.

a
Does not include investment in goods, real estate, and domestic currency.

b
Includes spare parts for the automotive industry.

c
Includes steel making.

d
Includes infrastructure works related to energy and telecommunications.

e
Includes Internet.

Source:
Central Bank of Brazil, Annual Report 2000 to 2003.

(4) Outlook

52. In line with developments in the first half of 2004, the Brazilian authorities are expecting an economic turnaround during the year, with GDP growth estimated at some 3.5%, following a slight decline in 2003.  A public sector primary surplus of 4.25% of GDP is expected, and an inflation target of 5.5% has been set.  A surplus equivalent to 0.45% of GDP is forecast for the current account of the balance of payments.
  The IMF is forecasting also a recovery of the Brazilian economy in 2004, to be consolidated in 2005.
53. Reflecting the policy of fiscal austerity and targeting led by the Government in recent years, the overall Central Government deficit is expected to decline to 1% of GDP by 2005.  As the economy recovers, Brazil is expected to absorb more imports and its current account deficit is estimated to worsen some in 2004 and 2005 compared with 2003.
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