This chapter of thelnflation Report presentsthe Monetary
Policy Committee’ s (Copom) assessment of the behavior
of the Brazilian economy and of the international scenario
since the release of the previousReport in September 2009,
as well as the analysis of the inflation prospects up to the
fourth quarter of 2011 and of Gross Domestic product
(GDP) growth up to the end of 2010. Inflation projections
are presented in two major scenarios. The first scenario,
caled the baseline scenario, assumes that the Selic rate
will remain unchanged at 8.75% per year over the
forecasting horizon, thelevel defined by Copom at its most
recent meeting, held on December 8 and 9, 2009, and that
the exchange rate will remain at R$1.75 per US dollar.
The second scenario, named the market scenario, is based
on the expected paths for basic interest and exchange rates
drawn from the survey carried by Brazilian Central Bank’s
Investors Relations Group (Gerin) among independent
analysts. It is important to stress that these scenarios are
used only as support for monetary policy decisions and
should not be viewed as Copom forecasts of the future
behavior of interest and exchange rates. The projections
released here utilize the set of information available up to
the cutoff date of December 11, 2009.

The projections for inflation and GDP growth released in
this Report are not point estimates. They consist of
probability intervals which embody the degree of
uncertainty present at the above mentioned cutoff date.
Inflation forecasts depend not only on the assumptions over
the interest and exchange rates, but also on a set of
assumptions on the behavior of exogenous variables. The
most likely set of assumptions considered by the Copom is
used to build the scenarios to which the Committee attaches
the greatest weight on making its interest rate decisions.
On setting out these assumptions, Copom seeks to foster
transparency to the monetary policy, thereby contributing
to effectiveness of policy decisons in controlling inflation,
which is its primary objective.
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Inflation measured by the Broad Nationa Consumer Pricelndex
(IPCA), which gtarted to increase consistently since the second
quarter of 2007 and reached 6.41% in October 2008, has been
receding in adow, dbeit continuous pace since then. Actudly,
after finishing 2008in 5.90% — 1.44 p.p. higher than that seenin
2007 (4.46%) — twelve-month inflation receded to 4.22% in
November 2009, below the center of the target (4.50%). The
IPCA pogted inflation of 3.93% over the year, 1.30 p.p. lower
than that observed in the same period of 2008. This behavior
wasinitidly influenced by the sharp fdl in the commodity prices
in the second haf of 2008, which haslargdy been reverted; and
later by the decdleration of the domestic economy in the fourth
quarter of 2008 and in the fird quarter of 2009, dso by now
largely reverted. It should be noted thet the intengty of the fall
in the headline inflation was not repeated for services prices,
which 4ill exhibit substantia persstence, while inflation of
regulated and monitored prices actudly acce erated.

Regulated prices rose 4.21% this year up to November
whereas market prices rose by 3.81%. Within the set of
market prices, it stands out that the price change in
nontradables (5.03%) was much higher than that for
tradables (2.46%). This behavior is largely due to the
asymmetric impact of the world economic crisis on the
domestic economy since the most intense effects were
observed in the manufacturing sector while the service sector
showed much resilience. The recent behavior of prices has
led to afurther narrowing of the gap between twelve-month
inflation of regulated prices and market prices. The gap
moved from -6.21 p.p. in June 2008 to 0.41 p.p. in November
2009. On the other hand, owing to the strength of the
domestic demand, service sector inflation has remained at
amuch higher level than that of market prices. Thisyear up
to November, the change in service prices reached 6.01%
(against 5.98% in the same period of 2008), while the
twelve-month change reached 6.42% (against 6.47% in the
same period of 2008).

After two consecutive fdls — in the fourth quarter of 2008
(2.9%) and in thefirst quarter of 2009 (0.9%) —GDP a market
prices increased by 1.1% and 1.3% in the second and in the
third quarter of 2009 respectively on quarter-on-quarter basis
according to seasondly adjusted datareleased by the Brazilian
Ingtitute of Geography and Statistics (IBGE). Notwithstanding
its recent recovery, GDP shows a 2.9% decline compared to
the same period of 2008. Although the numbers are till
negative in the year-on-year comparison, economic activity
has exhibited aquick recovery dmost returning to the growth



rates seen before the escalation of theworld crisis. From the
supply side viewpoint, it should be highlighted that
manufacturing sector output, after having falen by 8.1% in
thefourth quarter of thelast year and 4.4% inthefirst quarter
of thisyear grew by 2.6% and 2.9% in the second and third
quarters of 2009 respectively. Therecovery of manufacturing
—whichwas strongly affected by the reduction of the demand
for durable and investment goods and in externd demand in
previous quarters — was due to the effects of the monetary
and fisca stimulus as well as of the measures to normalize
the credit supply. It aso should be noted that the inventories
at the beginning of the year were substantialy above planned
levels and consequently underwent strong adjustment.
However, inventory levels tend to be rebuilt thereby helping
to sustain current dynamism of industrial production.
Agricultural sector GDP receded by 2.5% in thethird quarter,
the fourth consecutive contraction as it has reacted to the
effects of world economic crisis both on externa demand
and on agricultural commodity prices. On the other hand, the
service sector — the sector with the largest weight in GDP
and that showed resilience during the crisis— expanded 1.6%
inthethird quarter after expanding 1.7% in the second quarter.
Overdl, the strength of the domestic demand and employment
greatly contributed to reduce the macroeconomic
uncertainties, helping the economic recovery.

Regarding demand, after reductions of 9.9% and 11.0%in the
fourth quarter of 2008 and inthefirst quarter of 2009 according
to seasond adjusted IBGE data, Gross Fixed Capita Formation
(GFCF) expanded by 2.0% and 6.5% in the following two
quarters supporting the strength of the domestic recovery.

Household spending, the most important component of

aggregate demand, grew by 2.0% in the last quarter after an
expangon of 2.4% in the previous quarter. On the other hand,

government spending increased by 0.5% in the third quarter,

after acontraction of 0.1% in the second quarter according to
seasondly adjusted data. In the comparison with the same
period of last year, whereas GFCF dropped 12.5% in the third
quarter, the later expanded by 3.9% and 1.6% respectively.

The external sector contributed positively to GDP growth in

the third quarter (0.8 p.p.) with reduction in both imports
(15.8%, contributing with 2.1 p.p.) and exports (10.1%,
contributing with -1.4 p.p.). Conddering the prospects of a
faster recovery of the domestic activity, thanin trading partners,
the mogt likely scenario points out a amdler contribution of

the externa sector to GDP growth.

Actudly, the resilience of domestic demand remains the

key support factor for activity in the Brazilian economy.
Retail sales figures that were considerably more buoyant
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than higher frequency production data over the year — partly
dueto the high level of industry inventories at the beginning
of the year — support this assessment. Twelve-month sales
growth fell from 10.3% in September 2008 when the world
crisis intensified to 5.0% in September 2009, but never
became negative. Actudly, over the first nine months of
the year, sales had an expansion of 4.7% in comparison
with the same period of 2008. Despite the decel eration from
the strong expansion pace seen in 2008, which reached
9.1%, sales growth remained vigorous and it has been
strengthening at the margin. One should highlight the sharp
salesincrease of 7.7% in the first months of the year in the
“supermarkets, food, beverages and tobacco” segment. The
series on expanded sales, which includes “vehicles,
motorcycles, parts and spares’, have markedly recovered
over the last few months, posting growth of 6.2% over
September against the same period last year. The Copom
assesses that the retail and expanded sales tend to continue
displaying positive results in the coming quarters and the
expansion is likely to intensify as the effects of the world
crisisfade away, the unemployment rate falls and household
credit maintains its dynamism.

The unemployment rate, which had been consistently falling
in the last few years (annua averages of 10.0% in 2006,
9.3%in 2007, and 7.9% in 2008), increased in thefirst three
months of 2009 but the labor market has recovered since
then. Specifically, after reaching the minimum of the new
time series in December 2008 (6.8%), the unemployment
rate rose to 9.0% in March, moved down to 8.0% in July
when it fell for the first time in the year, compared to that
of the same month in 2008 (-0.1 p.p.), and moved to 7.5%
in October, the samerate asin October 2008. Thisbehavior,
coupled with the reduction in inflation, limited the effects
of the international crisis on labor income. According to
IBGE, average real earnings which had increased by 3.2%
in 2007 and 3.4% in 2008, maintained their strong upward
pace in 2009 (3.5% through October). On the other hand,
the average number of persons working, which increased
by 2.6% in 2007 and 3.4% in 2008, shows substantial
deceleration over theyear (0.7% in October). Still, real wage
bill growth — an important support of aggregate demand in
the latest years — after reaching 5.8% in 2007 and 6.9% in
2008, reached 4.2% over the year until October. As per the
National Confederation of Industry (CNI) data, the average
employment level in manufacturing, which posted
expanson of 3.6% in 2007 and 4.0% in 2008, fell by 3.5%
in October 2009 in line with the significant fall in the
industrial production at the end of 2008. As with the
evolution of employment in the formal sector, Ministry of



Labor and Employment (MTE) data shows that after
substantial weakness at the end of 2008 and beginning of
2009 there was a consistent recovery. Actualy, 1.2 million
formal job positionswere created until October. One should
note that formal sector employment creation seems to be
undergoing a marginal acceleration. In October, 231
thousand jobs were created (252.6 in September), the best
record for this month. Manufacturing industry presented
positive numbers for the seventh consecutive month
reaching the best record in the series. 74.6 thousand
positions. Commerce also maintained the recovery that
began in April and presented a positive baance of 68.5
thousand positions. The construction industry, a leading
sector with growth of 5.8% over the year and the service
sector also opened job positions in October (26.2 thousand
and 69.6 thousand positions respectively). On the other
hand, the agricultural sector closed 11.6 thousand job
positions, following the seasond pattern.

In addition to increasing payrolls, credit availability to
households, favored by macroeconomic stability and by
ingtitutional advances, had been an important element in
the private consumption dynamics. After being negatively
affected by the worsening of the world economic crisssince
September 2008, financing conditions have improved in the
last months. Thisprocess occurred asthe effects of theworld
economic crisis on the domestic economy receded and as
macroeconomic uncertainty abated. On the other hand, the
labor market, whose brief weakening made households more
reluctant to borrow, has been firmly recovering over the
last months. By the way, financia system (non-directed)
credit to households grew by 17% in October (24.2% in
December 2008) year-on-year. In the same period, the credit
to housing, whose operations are mainly based on earmarked
resources, grew by 42.5% (37.5% in October 2008).
Recently, corporates regained accessto external and capital
market resources, two funding channels that had been
disrupted after September 2008. In particular, the sharp fal
in the basic interest rate favored the relative attractiveness
of private bonds. Credit expansion is taking place in a
context of historically low interest rates combined with
receding default indicators, so that market analysts and
banking sector representatives have indicated that credit will
continue to grow.

Investment, which had been the most dynamic component
of domestic demand, was significantly affected in the two
guarters after the intensification of the world economic
crisis. This performance is aigned to the typica behavior
of this variable in cyclical reversion episodes. The
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intensification of the globa crisis led to the reevauation of
companies investment plans due to deterioration of actua
and expected demand prospects and funding conditions.
These factors, however, showed substantial improvement
sincetherelease of the last Report —deterioration of funding
conditions has actually been reversed. For example, the
sharp exchange rate depreciation following the worsening
of theworld crisiswas alimiting factor for financing that is
already overcome, therefore reducing the costs of imported
capita goods. Whilethe scenario for investment still inspires
some caution due to remaining uncertainties concerning the
recovery pace in the trading partners, the strong growth of
GFCF in the third quarter (6.5%) against the previous one
— after increasing 2.0% in the second — indicates that from
the entrepreneurs point of view the contractionary period is
over and consequently, the investment plans affected by the
crisis will to some extent be revived. The assessment that
investment is likely to expand is aso supported by the
inventory changed measured by the national accounts, which
was hegative for the fourth consecutive period in the third
quarter. In this context, Copom anticipates a scenario of
growing investment for the next quarters.

The volume of credit with nonearmarked resources to
corporate entities expanded 3.6% in October (38.9% in
December 2008) in the comparison with same month of the
previous year. The capital market, negatively influenced by
theintensification of the international financid crisis, begins
to return to normdity more consistently. Infact, initial public
offerings of sharesregistered in the Securitiesand Exchange
Commission of Brazil (CVM) reached R$15.3 hillion in
the first eleven months of 2009, with the offerings
concentrated in the second quarter. In the secondary market,
issuance amounted to R$16.4 billion, especially for
operationsin thefinancia sector. Theissuance of debentures
(excluding operations involving leasing companies), after
ataining R$6.3 hillion in 2008, reached R$8.4 hillion until
November 2009. L oan disbursements and financing through
the National Bank of Economic and Socia Development
(BNDES) system amounted to R$106.5 hillion in the first
ten months of the year, 51.9% higher than that for the same
period of 2008.

Regarding the external sector, after surpluses of US$40 billion
in 2007 and US$24.9 billion in 2008, the trade balance
reached US$23.2 hillion until November, an incresse of 2.5%
againg the same period of 2008. This result is much higher
than expected at the beginning of the year. Therefore, the
trade surplus in 2009 tends to remain close to that of 2008,
despite the fal of the prices of important export products.



Despite the increase in the trade balance, both imports and
exports displayed sharp reduction thisyear. After reaching a
record level of US$197.9 hillion in 2008 (increese of 23.2%
againgt 2007), exports were US$138.5 hillion in the first
eleven months of the year. This vaue is 24.8% lower than
that observed for the same period of the last year. Likewise,
after arecord value of US$173.0 billion in 2008 (an increase
of 43.4% againgt 2007), imports receded to US$115.3 hillion
until November. This represents a contraction of 28.6%
against the same period of last year. Therefore, the effects of
the world economic crisis on globa trade — through lower
world economic activity level and thefal in prices, especidly
for commodities— caused sharp retraction in both the exported
and imported volumes in 2009.

After declining 3.5% in 2008 — the first reduction since
1996 — exports decreased 12.1% until October clearly due
to the deceleration in the external demand. Furthermore,
after having increased 26.3% in 2008, more than sufficient
to offset the effects of the declinein volumes, average export
prices declined 15.2% until October, amplifying the effects
of the fal in the exported volume in 2009. One should note
that 1990 was the last time when both volume and average
price of exportsdeclined. On the other hand, after expanding
17.7% in 2008, imports declined 21.3% until October as
consequence of the deceleration in domestic demand. After
asharp increase (22.0%) in 2008, the average import price
showed reduction of 11.4% until October. Therefore, despite
the fall in exports, the trade balance remains positive and
tends to reach values similar to those seen in 2008.

The sgns of the globa economy stabilization, which had
intensified by the time of the last Report release, are
consolidating. Actuadly, financial markets around the world
start to return to normality, along with credit markets, partly
dueto the effects of several measures of economic stimulus
especialy in the mature economies. Furthermore, several
emerging countries including Brazil begin to display
stronger than anticipated economic activity. Thesefactshave
been affecting commodity prices that have shown recovery
in 2009, especialy oil prices which recently topped US$75.
The improvement in the economic scenario and
consequently the reduction in the globa risk aversion also
entailed the appreciation in the important emerging market
currencies. On the other hand, as signs of normaization
become widespread, the focus moves to the exit strategies
for monetary and fiscal stimuli. One should note, however,
that despite the cited progress, some structural difficulties
of theinternationa financia system remain. To summarize,
the prospects for the global economy have significantly
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improved since the release of the last Report. Itisplausible
to assume that the benign current dynamics will remain,
and could strengthen throughout the coming quarters,
although uncertainty concerning the recovery pacein mature
economies persists.

The reduction in profits and dividends remittances have
contributed to narrow the twelve-month current transactions
deficit, that reached US$28.2 hillion in December 2008,
moving back to US$18.9 hillion (1.3% of GDP) in October.
Twelve-month foreign direct investments amounted to
US$29.5 hillion (2.1% of GDP) in November.

Concerning aggregate supply, after displaying sharp
contraction in the fourth quarter of 2008 (10.6%) and in
the first quarter of 2009 (6,4%), industrial output grew in
the second and third quarters (4.1% and 4.8%,
respectively), against the previous ones, according to
seasonally adjusted IBGE data. On the other hand, the
agricultural sector presented the fourth consecutive
contraction (2.5%) in the third quarter of 2009. Finaly,
after areduction of 2.3% in the fourth quarter of 2008, the
service sector registered the third consecutive expansion
in the third quarter (1.6%), after expanding 1.7% in the
last quarter. When the basis of comparison is the same
period of last year, the variations are -6.9%, -9.0% and
2,1%, respectively. This demonstrates the resilience of the
service sector to the world economic crisis.

Industria production, which suffered strong contraction due
to the worsening of the world economic crisis, continues to
show strong signs of recovery. After an expansion of 5.8%
through October 2008 compared to the period of the previous
year, there was a strong contraction in the last two months of
2008 (-6.9% in November and -12.7% in December against
the previous month for seasond adjusted data). Thisbehavior
resulted in an expansion of only 3.1% in 2008. Therefore,
despite having been growing since January in seasonaly
adjusted monthly terms and since March for the quarterly
moving average, average industrial production is still lower
than the values registered in the same period of the previous
year. Actualy, therewasadecline of 10.7% against the same
period of last year. The declines was equally severe for the
manufacturing industry (-10.6%) as well as for the mining
industry (-11.9%). It is worth noting that credit-dependent
sectors such as automotive, construction and those more
affected by the world economic crisis displayed clear Ssgns
of recovery in the last few months, mostly due to the effects
of anti-cyclical measurestaken by the government and to the
normdization of the credit conditions.



From the demand viewpoint, the GDP — net of inventory
adjustments — grew 1.1% in the third quarter of 2009
compared to the same quarter last year, with the externa sector
presenting a positive contribution (0.8 p.p). After reaching a
vaue below 100 in June 2008 — implying that the number of
companies that considers the inventories as excessive
surpasses the number of those that consider inventories
insufficient —the inventory level indicator dropped even more
and reached 81 in December 2008 and January 2009, the
lowest level since august 2003. Thereafter the indicator has
risen consstently and reached 100 points in October 2009.
This level was sustained in November indicating that the
process of inventory adjustment has come to an end.
Effectively, there are reports of lack of inventories for some
industry segments, specidly, for those affected by targeted
tax breaks (cars and white goods). The excess of inventories
after the worsening of the world globa crisis was not only
one of the key factors for the lack of industry dynamism in
the firgt haf of the year but aso for the gap between the
paces of production and sdes. For the coming quarters, the
Copom assesses that industrial production should continue
to grow robugtly, abeit not necessarily in a monotonic way,
with positive effects on employment and income.

After reaching 86.7% in June last year, the seasonally
adjusted Level of Utilization of Ingtaled Capacity (Nuci)
computed by the Getulio Vargas Foundation (FGV) moved
down to 77.9% in February and March. This indicator has
consistently risen since then and it reached 82.9% in
November, the eighth consecutive monthly increase.
Therefore, the fall against the same month of last year, was
sharply reduced from 8.1 p.p. in March to just 0.7 p.p. in
November. Regarding the expansion of capacity, the
increase in the absorption of capital goods over the year
moved from 21.5% in September 2008 to 16.5% in
December. This downward trend intensified over the initial
months of 2009. Actually, there was a contraction of 18.6%
in the absorption of capital goods over the year until June
that was dightly reduced to 16.4% in October. Thisis due
to the reduction in both capita goods imports (15,0%) and
domestic production of these goods (22.0%) in the period.
It is aso worth noting the production of inputs for the
construction industry was strongly reduced until October (-
9.3%). Recent industrial production indicators and retall
saesfiguresshow robust recovery in activity. Actualy, after
moving from 125.9 in June 2008 to 71.1 in December 2008,
the seasonally adjusted FGV’s Economic outlook survey
indicator of globa demand for the manufacturing industry
surpassed the 100 pointsthreshold in September 2009 (more
precisaly 100.5) and reached 109.3 in November, with more
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companies cons dering strong the demand for their products
and, consequently, a decrease in the number of companies
that judges demand to be wesak.

With the worsening of the world crisis, the National Cost
of Construction Index (INCC) began to show signs of
cooling off in the last quarter of 2008 after along period of
price acceleration. Thus, after peaking in November 2008
(12.34%), the twelve-month change in INCC moved to
3.32% in November 2009. Despite the recent developments,
the medium term scenario remains uncertain since the sector
faces a strong recovery and the use of imported inputs is
limited. Additiondly, there will probably be a recovery of
the prices of important raw material s used in the sector such
as steel which was substantially affected by the world
€conomic crisis.

After two years of consecutive reductions (from 10.0% in
2006 t0 9.3% in 2007 and then to 7.9% in 2008), the average
unemployment rate increased to 8.3% through the first ten
months of thisyear, alevel 0.2 p.p. higher than that observed
inthe same period of previousyear. Notwithstanding, recent
figuresindicate consistent recovery in the labor market and
thisismainly corroborated by the figures from formal sector
and also industrid employment, the most affected by the
crisis. The prospects for the coming quarters are for a
sustained, possibly accelerating recovery.

Despite the increases in recent quarters, oil prices, a
systematic source of international market uncertainty,
remain on levels significantly lower than those prevailing
before the escaation of the international financia crisis.
After reaching amost US$150 in mid-2008, the price of a
barrel fell to less than US$40, but recently this fall was
partly reverted as the price approached US$80. This
recovery was due, in a first moment, to reduction in
macroeconomic uncertainty, as risks of more adverse
scenarios for the world economic activity seemed to abate.
In a second moment, the behavior was due to evidences of
economic recovery, especially in emerging countries.
Despite considerable uncertainty inherent to forecasts d
the path of ail prices, the baseline scenario adopted by
Copom, which foresees unaltered domestic prices of
gasoline for 2010, remains plausible. It is also worth noting
that the impact of international oil prices over domestic
inflation is not transmitted exclusively through fuel prices
but also, through other channels, such as the production
chain of the petrochemical sector, as well as expectations
of consumers and entrepreneurs. It is also appropriate to
note that the price of agricultural commodities such as



soybeans, wheat and corn has been showing consistent
recoveries, abeit with different intensities.

After more than doubling in 2007 (7.89%, againg 3.79%
in 2006), and continuing to rise in 2008, when it reached
9.10%, broad inflation — measured by the Genera Price
Index (IGP-DI) — retreated substantially. Twelve-month
inflation of the IGP-DI, which reached 14.81% in July 2008,
moved to negativeterritory in July 2009 and reached -1.76%
in November, 12.96 p.p. lower than the value observed in
thesamemonth last year. Thefall in IGP-DI was essentialy
dueto the behavior of the Wholesale Price Index (IPA-DI),
whose twelve-month change moved from 18.91% in July
2008 to a deflation of 4.69% in November 2009. Moreover,
the drop of construction inputs prices, which are part of the
INCC basket, aso helped to push down the IGP-DI. On the
other hand, the consumer prices deceleration, measured by
the Consumer Price Index — Brazil (IPC-Br) changes, was
modest with the inflation declining from 6.27% in
November 2008 to 4.23% in November 2009. The sharp
IPA-DI deceleration was partly due to the change in the
agricultural prices behavior, for which the twelve-month
change declined from 15.41% in October 2008 t0 5.14% in
November. As pointed out in previous Reports, the Copom
assesses that the effects of wholesale price behavior over
consumer inflation will depend on current and prospective
demand conditions and on expectations of price makersin
relation to the path of future inflation.

The acceleration of consumer inflation that had been taking
place since mid 2007 and had intensified in 2008 was
reverted throughout 2009. The sharp falsin the commodity
prices and activity level that followed the worsening of the
world economic crisis and were reinforced by the abrupt
fal in the domestic activity in the fourth quarter of 2008
and in the first quarter of 2009 more than offset the
inflationary pressure coming from the substantial exchange
rate depreciation faced by the Brazilian economy in a
moment characterized by the intense use of the production
factors and aready high inflation. Moreover, despite the
commodity prices rebound, and the stronger and faster than
anticipated activity recovery, twelve-month consumer
inflation is still in a level consistent with the target. In
addition to the two cited factors, the reversion of the
exchange rate depreciation helped to reduce inflationary
pressures. Nevertheless, therecovery of theworld economy,
and in particular, of the domestic economy could lead to
potential inflationary pressures throughout next year, and
should be closely monitored by the Copom. Anyhow, the
Committee reaffirms that it will continue to conduct its
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Figure 6.1 — Inflation target path and market expectations
for twelve-month ahead inflation
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Figure 6.2 — Dispersion of inflation expectations
for 2010
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actions in order to ensure that the gains obtained in
combating inflation in recent years are made permanent.

The Copom notes that, starting from this Report, the set of
core inflation measures released by the Brazilian Centra
Bank has suffered a relevant change. The exclusion core
measure ceases to be released, being replaced by another
measure with similar approach but with more robust
statistical and economic foundations, denoted by IPCA-EX.
The non-smoothed trimmed core has a so been replaced by
a double weighting core measure (IPCA-DP) in which no
item is excluded but it is pendized by its relative volatility.
Finaly, the trimmed mean core measure with smoothed
items (IPCA-MS) will till be published.

Asfor headlineinflation, the three core measures computed
by the Central Bank show reduction in twelve-month rates.
The IPCA-EX rose4.61% in twelve months up to November
from 5.77% in August last year (a reduction of 1.16 p.p.
against 2.17% in the headline index). On the other hand,
the change in IPCA-MS reduced from 4.90% to 4.27%
(reduction of 0.63 p.p.). Finaly, inflation measured by
IPCA-DPféll more sharply from 6.31% to 4.48% (reduction
of 1.82 p.p.), inthe same basis of comparison. As expected,
the core measures have been displaying more persistence
than headlineinflation. However, the twelve-month inflation
measured by either the headlineindex or any core measures
not only has been very close to each other but also has
converged to the 4.5% target.

I nflation expectations have increased since therelease of the
last Inflation Report from 4.30%, 4.35% and 4.50% for 2009,
2010 and 2011 respectively at September 11 t04.31%, 4.50%
and 4.50% at the cutoff date of December 11. Basically there
has been a reduction of the dispersion around the centra
tendency of inflation expectations since the release of the
last Report. Figure 6.2 shows this development for 2009,
which supports the assessment that the prospective scenario
has become less uncertain since the release of the last Report.

The projections used by Copom are based on a set of
assumptions about the behavior of key macroeconomic
variables. This set of assumptions, as well as the risks
associated withit, make up the main scenario based on which



the Committee takes policy decisions. In generd terms, the
prospective scenario — whose corresponding projections are
presented in the following section — envisages the recovery
of the global economy in the medium term, and the
continuation of the domestic expansion in a benign context
for inflation. From the viewpoint of the balance of risksrelated
to the inflation prospects, the main risk stems from the
intensity of the domestic recovery, which will still be affected
by important economic policy stimuli. In particular, the
remaining idle capacity may be utilized at afaster pace than
what isimplied by the gradua economic recovery considered
in the main scenario. In other words, the mgjor risk isthat the
aggregate supply may not be ableto meet astronger expansion
of theaggregate demand. Therisk becomes more pronounced
if one consders that current inflation is aready around the
target, limiting the room for accommodative monetary
policies. On the externa front, the main risk is associated
with the speed of the global economic recovery.

The external scenario considers that the world economy
will recover in the medium term, although at a dower pace
in the short run. The current prevailing view suggests that
the globa economy will contract in 2009 and recover in
2010. According to consensusforecasts, the negativeimpact
of the economic downturn in the United States, Europe and
Japan (the G3) on the global economy will not be fully
counterbalanced by the dynamism in emerging economies,
such asthosein Asia However, thereis evidence suggesting
that the G3 economies are gradually recovering, albeitin a
process that is still subject to reversals due to weak |abor
market conditions. On the other hand, there is still the risk
that the cyclicd deterioration in the quality of credit may
deepen the existing problems in the international financial
system. The materiaization of such risk would interrupt
the recent improvement in the financia conditions, thus
making economic recovery even more difficult to sustain.
However, it seems that the likelihood of such a scenario
has become lower. Therefore, the trough of inflation has
apparently been overcomein most mature economies, even
though twelve-month inflation is still falling in severa
emerging economies. Againgt this background, monetary
policy in many countriesis now in pause mode after aperiod
of aggressive easing. At the same time, the rise in the
government debt prevents the implementation of further
fiscal stimuli. In turn, international financia markets are
gradudly, though not monotonically, returning to norma.

In face of uncertainty regarding the speed and magnitude

of the global economic recovery, two aternative scenarios
are considered here. Inthefirst, theworld economy remains
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stagnated or recovers very slowly throughout 2010 so that
the contractionary effects on the domestic economy would
persist over the projection horizon. In the second, the
economic upturn is faster than expected, accompanied by
full restoration of financia conditions and confidence,
together with the recovery of commodity prices, which
nonetheless could imply greater risk to domestic inflation.
Given the resilience of large emerging economies, mainly
those in Asia, the increasing appetite for risk in the
international financial markets, and the positive recent
activity signs from the G3 economies, the likelihood that
the second scenario materializes has increased since the
previous I nflation Report.

After dowing down in the third quarter of 2009, the growth
rate of commodity prices accelerated again in the fourth
guarter. The future path of commodity prices remains
uncertain because it depends, among other factors, on the
pace of the recovery in mature economiesand on the reaction
of the mgjor emerging economies. Overal, however, it is
expected that these prices are more likely to rise than to
remain stable in the medium term. It is important to
remember that the analysis of the potentia inflationary
effects of the recent trend in commaodity prices must also
take into account the implications for Brazilian asset prices.
In this respect, monetary policy must monitor the risk over
longer horizons associated with possible inflationary
pressures from abroad.

The average exchange rate appreciated dlightly this quarter
relative to the previous one. Even though the current level
of the nomina exchangerateis higher than that prior to the
crisis deepening in September 2008, most of the currency
depreciation occurred in the last months of 2008 has been
reverted. The US dollar aso depreciated relative to most
currencies, though lessintensively than what was observed
in previous quarters. The factors driving dollar depreciation
includethe overal reductionin risk aversion, the resumption
of capital flows to emerging economies, the abundant
liquidity, as well as some concerns among investors about
the fiscal condition of the US and other mature economies.

As mentioned before, the main domestic risk stems from
the intensity of the ongoing economic recovery, particularly
the speed with which the remaining idle capacity will be
utilized. Increasing utilization of production factors — both
the capital stock and the labor force — istaking place when
the twelve-month inflation is aready close to the target. In
such a context, isolated inflationary pressures may quickly
turn into higher overal inflation. The economic downturn



of the last quarter of 2008 and first quarter of 2009 led to
an abrupt interruption of acycle of strong economic growth,
reining in inflationary pressures. However, the brevity of
the downturn — result in large part of the government
policies, both those implemented during the crisis and those
put in effect much earlier — as well as the presence of
mechanisms that make the Brazilian inflation downward
resistant reduce the scope for accommodative stances.
Additiondly, the lagged effects of the monetary, fiscal and
credit stimuli implemented throughout 2009 have not
completely materialized yet and may reach full intensity at
the time the remaining idle capacity is lower.

The behavior of the GDP in the third quarter isin line with
the analysis of the previous Inflation Report, suggesting
that the economy was picking up steam. Data for the third
guarter confirmed the resilience of household consumption
and the resumption of the GFFC, the component of
aggregate demand most affected by the crisis. However,
different from consumption, the level of aggregate
investment is still lower than that of the third quarter of
2008. Asamatter of fact, GFFC in the third quarter of 2009
was 12.5% lower than that of the same quarter of the
previous year, whereas household consumption was 3.9%
higher. The investment rate — the GFFC-to-GDP ratio —
reached 17.7% in the third quarter of 2009, against 20.1%
in third quarter of 2008. It is expected that the investment
rateincreasesin the coming quarters so asto support amore
sustainable growth. However, there is il the risk that the
growth of the capital stock may not be enough to ensure
that aggregate supply meets the expected strong growth of
the aggregate demand without generating pressures on
consumer prices.

Confidence on the sustainability of the economic recovery
isbased on three elements. First, and in contrast to previous
shocks to the Brazilian economy, this time there was no
balance-of-payment crisis, deterioration of public sector
finances, increase in inflation or concern about policy
regime change. In short, as stressed in other Copom texts,
the Brazilian economy became more resilient to externa
shocks. Second, the monetary policy actions — without
jeopardizing the full commitment to the inflation targets —
and the fiscal stimuli are still positive forces that will
contribute to the economic recovery. Third, and possibly
more importantly, household consumption —which accounts
for the largest share of the aggregate demand — has also
been reslient, in part due to the low inflation rates, the
resumption of credit growth, and the better-than-expected
performance of the labor market. More recently, both
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national accounts data for the third quarter and coincident
indicators have signaled that investment is also recovering.
Additionaly, consumers and business' confidenceison the
rise, consistent with the prospects of a sustained recovery.

Even though uncertainty regarding the growth prospects has
decreased since the previous I nflation Report, the pace of
the economic recovery is not completely clear at this point.
For instance, there is uncertainty about the pace of the
resumption of investment, despite the recent positive signs.
Export growth depends directly on the expansion of the
world economy, even though the better performance of
emerging economies is affecting external sales positively.
On the one hand, improving conditions in credit and labor
markets are favoring consumption, but the end of sector-
specific tax breaks will work in the opposite way. On the
other hand, actions by private banks to regain the market
shares they lost to state-owned banks — which led the
resumption of credit growth — may lead to faster credit
expansion, which will benefit household consumption and
the overall economic activity.

The Committee judges that there are important mechanisms
making Brazilian inflation rigid downwards. In particular,
the presence of de jure and/or de facto indexation
mechanisms has contributed to the persistence of
inflationary pressures coming from the past. Asan example,
one may cite the behavior of services prices and of some
items in the basket of the regulated price items since the
beginning of this year. As a matter of fact, the price of
services did not respond much to the economic downturn
asthey grew by 6.42% y-o-y in November 2009, very close
to the figure in November 2008 (6.48%). It is well known
that the existence (even informally) of price indexation
mechanisms reduces the sengitivity of inflation to demand
conditions. Even though inflation rates have been relatively
low, by Brazilian standards, in recent years, they still
encourage feedback mechanisms asthey do not correspond
to the usual concept of price stability. In general, the
indexation mechanisms prevent the economy from
disinflating during downturns, but increase the “starting
point” of the inflation rate during upturns, thus raising the
inflation risks for the prospective scenario.

Over the medium term, the major risk for the inflation
dynamics stems from the cumulative and lagged effects of
the monetary, fiscal and credit stimuli on the aggregate
demand together with increasing resource utilization. After
a cumulative cut of 500 basis points in the current cycle,
the Selic interest rate has reached its lowest historical level



(8.75% p.a.). Such amonetary easing will still have effects
on the economy in the coming quarters (see box “Lagsin
the Transmission of Monetary Policy to Prices’, June 2009
Inflation Report). Thefiscal expansion will have important
lagged effects, adding to theimpact of other stimuli expected
for the next quarters. The interaction of severa policy
stimuli tendsto increase the uncertainty about the magnitude
and lag structure of the corresponding transmission
mechanisms. Anyway, inthe most likely scenario the effects
of such stimuli will pressure consumer prices when the
degree of idle capacity will be smaler than it is currently.

On the fiscal side, uncertainty about GDP growth makes
future tax revenues a'so uncertain, which combined with
somerigidity of government expenditures, ends up affecting
the future path of the consolidated public sector primary
surplus. Nevertheless, provided that the primary surplus
rises in the coming years according to the assumptions used
in the inflation projections presented in the next section,
and taking into account the available information so far,
the Committee assesses that a significant and consistent
change in the trend of reduction in the debt-to-output ratio
will not take place.

Asthe previous Inflation Report highlighted, the negative
effects of the globa crisis on the Brazilian economy did
not provoke any disruption or change of the policy regime
such as that occurred in early 1999. The basic economic
policy framework founded on inflation targeting, fiscal
adjustment and floating exchangerate, proved to be mature,
combining resilience and flexibility. Besides, the solid
external financial position — as portrayed by large
international reserves, trade surpluses and external financing
based mainly on foreign direct investment —was akey factor
for overcoming the 2008 turbulences without disruptions.

Breaking down the IPCA into market and regulated prices
revealsthat the pressure from the latter increased in recent
months, but those pricestend to decelerate over the medium
term. Asamatter of fact, the prospective scenario considers
that the regulated price inflation will be lower than the
market price inflation. In particular, the domestic prices of
gasoline are unlikely to rise in the short and medium terms
because they are currently higher than the international
prices. However, public transport fares must be monitored
asthey are expected to increase substantially in early 2010.

The labor market is showing signs of recovery. Since mid-

2009 the unemployment rate has hovered around the levels
of 2008; and formal employment regained its upward trend,
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with signsof tightening at the margin. In spite of the negative
effects of the economic downturn on the labor market, they
were not asintense or widespread as those in the economic
activity. Two factors contributed to the unexpected behavior
of the labor market: i) the downturn was more intense on
the manufacturing sector and less so in labor-intensive
sectors such as services; and ii) the downturn was short-
lived and the current growth prospects are favorable
(employment responds with a lag to changes in economic
activity).

In the domestic credit market, lending volumes are
expanding fast, and lending rates charged to individuals and
firms fell to below pre-crisis levels. External credit is aso
back to normal. Therefore, the main scenario assumes that
both the domestic and the external credit will keep on
expanding. Favorable credit conditions have brought the
Brazilian credit-GDP indicators closer to thosein economies
with similar development. However, the sustainability of
theintense credit expansion must be closely monitored given
the potential side effects on inflation and the prudential risks.

The possihility that unexpected changes in the inflation
dynamics may have long-lasting effects on agents’ inflation
expectations constitutes a perennia risk for monetary policy
implementation and, therefore, must be monitored
continuoudly. In principle, short-run inflationary pressures
may lead to dissemination of second-round effects. This
happens because large changesin relative pricesthat result
in high inflation rates are followed by agents desire to
restore their real income, which, in turn, feeds back into
the inflationary process. The international experience, as
well as the own history of inflation in Brazil, recommends
that the monetary authority remains cautious in order to
fight potential second-round effects.

The strategy adopted by Copom aims to ensure the
convergence of inflation to its target in 2010 and 2011, as
happened in 2009. Such strategy, whose results will be
evident over time, takes into account the lags in the
transmission mechanisms and is the most appropriate way
to deal with the uncertainty inherent to the process of
formulating and implementing monetary policy.

The Committee judgesthat the conditions ensuring abenign
scenario for inflation are consolidating over time. Under
thisscenario, the IPCA would consistently evolve according
to theinflation targets, as shown by the inflation projections
considered by the Copom. The Committee understands that
the contraction of the domestic demand caused by the global



economic crisgsincreased dack in the economy, thus hel ping
to cool off inflation pressures. On the other hand, the
Committee believes that the significant monetary easing
implemented in 2009, accompanied by simultaneous fisca
and credit stimuli, will have delayed and cumulative effects
on thereal economy. Moreover, the remaining idle capacity
suggests that monetary policy must remain cautions so as
to ensure the convergence of inflation to its target.

The Committee understands that decisions over the policy
interest rate must take into account the total easing
implemented from January through July 2009 and its
delayed effect on the economy, against a background of
increasing utilization of production factors, as mentioned
before. The Copom also considers that a more cautions
monetary policy now will mitigate the risks of abrupt
changes of the monetary policy stance in the future, and
consequently will contribute to a consistent recovery in the
coming quarters. Additionally, the Committee believes that
preserving the benign inflation prospectswill require careful
monitoring of the financial system and of the real economy
in a context of historicaly low interest rates.

In light of these considerations, the Committee decided to
maintain the target for the Selic rate at 8.75% p.a. in its
October and December meetings. Taking into account the
monetary easing that has been implemented since January,
as wdll as the remaining idle capacity in factor utilization,
the Committee assesses that, at this moment, such a level
for the interest rate is consistent with a benign scenario for
inflation, contributing to the maintenance of the inflation
in line with its target over the relevant horizon and to the
non-inflationary recovery of economic activity.

According to traditionally adopted procedures, and taking
into account the available information up to the cutoff date
of December 11, 2009, the basdine scenario assumes the
exchange rate remains unchanged over the forecast horizon
at R$1.75/US$, and thetarget for the Sdlic rate stays a 8.75%
p.a —thelevd set by the December Copom meeting —against
R$1.85/US$ and 8.75% considered in the September Inflation
Report. The projection for the change, in 2009, of the set of
regulated and monitored prices was kept at 4.5%, the same
vaue considered in the September Report. Thisprojectioniis
based on the hypotheses of 1.9% increase in gasoline prices,
of 13.4% in bottled gas prices; of 5.2% for electricity rates,
and of 0.9% in thefixed telephonerates. Regarding itemsfor
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Figure 6.3 — Forecasted IPCA-inflation with interest
rate constant at 8.75% p.a. (Baseline scenario)
Inflation fan chart
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which more information is available, price changes were
estimated individualy, whereas for the others, the projections
are based on models of endogenous determination of
regulated prices, which consider seasonal components,
exchange rate variations, market price inflation and General
PriceIndex (IGP) inflation, among others. According to those
models, projection of the regulated and administered prices
for 2010, and for 2011, stand at 4.0%, the same vaues used
in the September Report.

The market scenario, on the other hand, is based on data
from the expectations survey carried out by Gerin with a
representative group of ingtitutions up to the cutoff date. In
this scenario, average exchange rate depreciation
expectations decreased in comparison to the val ues rel eased
in the September Inflation Report. For the last quarter of
2009, these expectations moved from R$1.82/US$ to
R$1.73/US$, and for the last quarter of 2010, from R$1.85/
USS$ to R$1.75/USS. For the last quarter of 2011, average
survey expectations project an exchange rate of R$1.80/
USS. The average expectation about the Selic rate for the
last quarter of 2009 moved from 8.75% to 8.67% p.a., while
for the last quarter of 2010, it went from 9.08% to 10.58%
p.a For the last quarter of 2011, the projection for the
average Selic rate is 10.81%. This traectory of the Selic
rate is consistent with a pre-DI swap of twelve months
spread of 98 b.p., 219 b.p. and 242 b.p., considering the
current target for the Selic rate (8.75% p.a), in the last
quarter of 2009, 2010 and 2011, respectively. Additiondly,
the market scenario assumes changes of 4.5% for the group
of regulated pricesin 2009, and of 4.0% and 4.1%, in 2010
and 2011, respectively.

With regard to fiscd policy the projections presented in this
Report are based on the working hypothesis of a primary
surplus of 2.5% of GDP in 2009 and of 3.3% in 2010, in both
cases adjusted by the possibility of reduction of 0.94 b.p.
and 0.68 b.p., respectively, due to the implementation of
projects belonging to the Growth Acceleration Program
(PAC). Moreover, the primary surplusin 2011 is assumed to
return to the level of 3.3% of GDP without any adjustment.

Based on the above assumptions and using the information
set until the cutoff date (December 11, 2009), projections
were constructed for four quarters of accumulated |PCA
inflation, given the baseline and market scenarios interest
and exchange rate paths.

The central projection associated with the baseline scenario
shows inflation of 4.3% in 2009, an increase of 0.1 b.p. in
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Figure 6.4 — Forecasted IPCA-inflation with market
expected interest and exchange rates
Inflation fan chart
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Table 6.3 — September 2009 Inflation
Report forecasts

- Comparing the trgjectories shown in this Report with those
Period Baseline Market released in the previous Report, whose projections are
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corresponding one in the September Report. It is worth to
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Figure 6.5 — Forecasts and target path for twelve-month
cummulative inflation
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Figure 6.6 — Inflation forecast: VAR models
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Average forecast generated by the VAR models.

Figure 6.7 — GDP growth with interest rate constant at
8.75% p.a. (Baseline scenario)
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note that this reduction is mainly due to a smaller projection
for the variation on regulated prices.

Figure 6.5 shows the path of twelve-month accumulated
inflation, according to the baseline and market scenarios,
up to thelast quarter of 2011, aswell asthetarget trgjectory.
The figures are actual twelve-month inflation until
November 2009, and, from December, projections according
to the two scenarios. The projections fluctuate closely
around the target along the entire projection horizon.
However, it is worth noting the distance between the
projection paths toward the end of the considered horizon.
This departure is essentialy due to the expected hike in the
Sdic rate in the market scenario.

The average forecast generated by the Vector Autoregression
models (VAR) for the twelve-month accumulated inflation
is presented in Figure 6.6. By November 2009, the values
are actual twelve-month inflation and, as of December, refer
to the average forecast of the VAR models. Aswell asin
the projections generated in the baseline and market
scenarios, the VAR models forecast inflation stability along
the entire horizon. In the first half of the period, forecasts
fluctuate around the target, nonetheless, aong the second
half, a dight upward trend is observed, and the forecasts
return to the unconditiona inflation mean.

Figure 6.7 illustrates the output growth fan chart built under
basdline scenario assumptions. Considering that the model
which generates GDP growth projections usestwo variables
that are not directly observable, potentia output and the
output gap, the forecast errors associated to these projections
areconsiderably higher than the errorsrelated to theinflation
projections. According to this scenario, the GDP growth
projected for 2009 is 0.2%, below the 0.8% projection
presented in the September 2009 I nflation Report. For 2010,
the projection is 5.8%.



