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PRESENTATION OF FINANCIAL INFORMATION

In this Annual Report, Brasil Telecom S.A., a corporation organized under the laws of the Federative Republic of
Brazil and its subsidiaries are referred to collectively as Brasil Telecom, our company, we, us orthe Registrant.
References to our company's businesses and operations are references to the businesses and operations of our
company on a consolidated basis for the years 2004, 2005 and 2006.

References to (i) the real, reais or R$ are to Brazilian reais (plural) and the Brazilian real (singular) and (ii) dolla
or US$ are to United States dollars. All amounts in Brazilian currencies that existed prior to the adoption of the real as
the Brazilian currency on July 1, 1994 have been restated in reais. On March 30, 2007, the Commercial Market selling
rate (as defined in Item 3 Key Information Selected Financial Data Exchange Rates ) was R$2.0504 to US$1.00 as
published by the Brazilian Central Bank. The exchange rate information in this Annual Report should not be
construed as a representation that any such amounts have been, would have been or could be converted at this or any
other exchange rate.

Our audited consolidated financial statements were prepared in conformity with generally accepted accounting
principles in Brazil ( Brazilian GAAP ) which are similar to the Brazilian Corporate Law (Law 6.404/76, as amended
by Law 10.303/01), except for the effects of the recognition of inflationary effects from January 1, 1996 to December
31, 2000, and are consistent with the rules and regulations of the Brazilian Securities and Exchange Commission
(CVM  Comissdo de Valores Mobilidrios), and the accounting standards issued by the Brazilian Institute of
Independent Auditors (Instituto dos Auditores Independentes do Brasil or  IBRACON ). Investors should note that
financial statements prepared in accordance with Brazilian GAAP differ from financial statements prepared in
accordance with Brazilian Corporate Law in the methodology used for the recognition of inflation, among other
things. Since all assets impacted by the recognition of inflationary effects from January 1, 1996 to December 31, 2000
were fully depreciated at December 31, 2004, this difference ceased to exist subsequent to December 31, 2004. See
Notes 2a and 2b to our audited consolidated financial statements for (i) a summary of the principal differences
between Brazilian GAAP and Brazilian Corporate Law as they relate to us and (ii) a reconciliation from Brazilian
Corporate Law to Brazilian GAAP of shareholders' equity as of December 31, 2004 and net income for the year ended
December 31, 2004. Brazilian GAAP when applied to us differs in certain important respects from generally accepted
accounting principles in the United States ( US GAAP ). See Note 35 to our audited consolidated financial statements
for (i) a summary of the principal differences between Brazilian GAAP and US GAAP as they relate to us and (ii) a
reconciliation to US GAAP of shareholders' equity as of December 31, 2005 and 2006 and net income (loss) for each
of the years ended December 31, 2004, 2005 and 2006. These audited consolidated financial statements are referred to
herein as the Financial Statements.

Our audited annual consolidated financial statements as of December 31, 2004 and 2005, and for each of the two
years ended December 31, 2004 and 2005 prepared in accordance with Brazilian GAAP with reconciliation of
shareholders' equity and net income (loss) to US GAAP, included in this Annual Report, have been audited by KPMG
Auditores Independentes, in accordance with the standards of the Public Company Accounting Oversight Board as
stated in their report appearing in this Annual Report on Form 20-F ( Annual Report ).

Our audited annual consolidated financial statements as of December 31, 2006, and for the year ended December
31, 2006 prepared in accordance with Brazilian GAAP with reconciliation of shareholders' equity and net income
(loss) to US GAAP, included in this Annual Report, have been audited by Deloitte Touche Tohmatsu Auditores
Independentes, in accordance with the standards of the Public Company Accounting Oversight Board as stated in their
report appearing in this Annual Report.

The Index of Defined Terms that begins on page 177 lists the page where each defined term is defined within this
document. Technical terms are defined in the Technical Glossary on page 179.
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Certain figures included in this Annual Report have been subject to rounding adjustments. Accordingly, figures
shown as totals in certain tables may not be an arithmetic aggregation of the figures that precede them.
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FORWARD-LOOKING INFORMATION CONTAINED IN THIS ANNUAL REPORT
This Annual Report contains forward-looking statements. We may also make forward-looking statements in press
releases and oral statements. Forward-looking statements are not statements of historical fact and involve known and
unknown risks and uncertainties. The words anticipates, believes, estimates, expects, forecasts, intends, pla
predicts, projects, targets and similar words are intended to identify these forward-looking statements.
In this Annual Report, we have made forward-looking statements with respect to, but not limited to:
¢ our marketing strategy;
e our ability to meet our network expansion, service quality and modernization obligations;
¢ our market share in general and the growth in our Internet service offerings in particular;
e our compliance with radiation standards;
e the reduction of our labor force;

e the payment of our debt;

¢ the material adverse financial effect of any labor, civil or tax claims arising out of acts committed by Telebras
prior to the effective date of the breakup of Telebras;

e the retroactive application of state value-added taxes to certain services, including installation services,
rendered during the five years preceding June 30, 1998;

e the growth in the customer base and products offered by cable television services providers in our region;
e our projected capital expenditures; and
e our liquidity.

Forward-looking statements are not guarantees of performance. They involve risks, uncertainties and assumptions
because they relate to future events and therefore depend on circumstances that may or may not occur in the future.
Our future results and shareholder values may differ materially from those expressed in or suggested by these
forward-looking statements. Many of the factors that will determine these results and values are beyond our ability to
control or predict.

Because these forward-looking statements involve risks and uncertainties, there are important factors that could
cause actual results to differ materially from those expressed or implied by these forward-looking statements. These
factors include:

e the performance of the Brazilian economy generally;

e the levels of exchange rates between Brazilian and foreign currencies;

e the telecommunications policy of Brazil's federal government;
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e the growth of the Brazilian telecommunications industry as a whole;

¢ the introduction of competition to the Brazilian telecommunications industry in general and in our region in
particular;

¢ the receipt of additional, and/or the revocation of our existing, governmental approvals and licenses;
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e the availability of financing;
e the resolution of disputes among certain of our controlling shareholders;
¢ changes in the rates that we may charge under government regulations;
¢ the emergence of new technologies and the response of our customer base to those technologies;
e our ability to grow our business, in particular our mobile telephone business;
® acquisitions by us of other companies; and
¢ other factors discussed under Item 3. Key Information Risk Factors.

The reader should not place undue reliance on any forward-looking statement. Forward-looking statements speak
only as of the date they are made, and we do not undertake any obligation to update them in light of new information
or future developments. Neither our independent auditors, nor any other independent accountants, have compiled,
examined, or performed any procedures, with respect to the prospective financial information contained herein, nor
have they expressed any opinion or any other form of assurance on such information or its achievability, and assume
no responsibility for, and disclaim any association with the prospective financial information.

Information included in this Annual Report concerning Brazil, Telecom Italia International N.V. (' TII ), Techold
Participagdes S.A. ( Techold ) and Timepart Participacdes Ltda. ( Timepart ) and other direct and indirect shareholders

has been included herein based on public filings or other sources we assume to be correct but we have not
independently verified such information.
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PART I
ITEM 3. KEY INFORMATION
Selected Financial Data
Background

The selected financial information presented herein should be read in conjunction with our Financial Statements
and notes, which appear elsewhere in this Annual Report. Our selected financial information is presented on a
consolidated basis for all years presented.

In the selected financial information, amounts are presented in Brazilian reais, except where noted, and all amounts
are in thousands, except number of shares and per share amounts.

The following paragraphs discuss some important features of the presentation of the selected financial information
and our Financial Statements. These features should be considered when evaluating the selected financial information
and our Financial Statements and Notes.

Brazilian GAAP and US GAAP

The consolidated financial statements have been prepared in accordance with Brazilian GAAP, which differs in
certain significant respects from US GAAP.

See Note 35 to our Financial Statements for (i) a summary of the principal differences between Brazilian GAAP
and US GAAP as they relate to us, and (ii) a reconciliation to US GAAP of shareholders' equity as of December 31,
2005 and 2006 and net income (loss) for each of the years ended December 31, 2004, 2005 and 2006.

Difference from Financial Statements Published in Brazil

Our statutory financial statements prepared in accordance with the Brazilian Corporate Law (the Statutory
Financial Statements ) are the basis for dividend and tax determinations. See Notes 2a and 2b to our Financial
Statements for (i) a summary of the principal differences between Brazilian GAAP and Brazilian Corporate Law as
they relate to us and (ii) a reconciliation from Brazilian Corporate Law to Brazilian GAAP of shareholders' equity as
of December 31, 2004 and net income (loss) for the year ended December 31, 2004. Our Statutory Financial
Statements also differ from our Financial Statements in respect of certain reclassifications, and presentation of
comparative information.

10
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Income Statement Data:

Brazilian GAAP:
Net operating revenue
Cost of services

Gross profit
Operating expenses:
Selling expenses
General and administrative expenses
Other net operating income
(expenses)

Operating income before net financial
expenses
Net financial expenses

Operating income (loss)

Net non-operating income (expenses)

Income (loss) before taxes and minority
interests

Income and social contribution tax
benefits

Income (loss) before minority interests
Minority interests

Net income (loss)

Number of Common Shares (millions)(!)

Number of Preferred Shares

millions)(D

Net income (loss) per thousand

Common
Shares (reais) (U

Dividends per thousand Common Shares
(reais)D)

Dividends per thousand Common Shares
(dollars)(D®

Dividends per thousand Preferred Shares
(reais)D)

Dividends per thousand Preferred Shares
(dollars)(D®

(1)

2002
7,071,368
(5,180,182)
1,891,186

(776,573)
(672,928)

118,496
560,181
(618,899)

(58,718)
(64,497)

(123,215)

111,596

(11,619)

(11,619)

243,564

292,020,330

(0.05)
0.51
0.15
0.51

0.15

2003
7,915,194
(5,472,465)
2,442,729

(821,753)
(847,730)

(214,953)
558,293
(844,802)

(286,509)
(541,691)

(828,200)

320,751

(507,449)
14

(507,435)

249,597

289,850,319

(2.03)
0.39
0.13
0.39

0.13

Selected Financial Information

2004
9,064,855
(6,158,836)
2,906,019

(1,105,628)
(1,017,502)

(61,198)
721,691
(579,514)

142,177
(112,073)

30,104

75,012

105,116
(6,276)

98,840

249,597

292,011,413

0.40
0.70
0.26
0.70

0.26

Table of Contents

2005
10,138,684
(6,525,898)

3,612,786

(1,656,242)
(1,264,741)

(626,306)
65,497
(596,239)

(530,742)
(149,024)

(679,766)

389,066

(290,700)
(12,971)

(303,671)

249,597

292,021,849

(1.22)
0.98
0.42
0.98

0.42

See Note 3t to our Financial Statements. Outstanding shares at the balance sheet date.

2006
10,296,659
(6,466,463)

3,830,196

(1,470,642)
(1,314,119)

(262,134)
783,301
(289,662)

493,639
30,865

524,504

(95,035)

429,469
2,922

432,391

249,597

297,675,141

1.73
0.65
0.31
0.65

0.31

11
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(2)  Dividends per thousand shares were converted into dollars at the Commercial Market selling rate, of R$3.5333
per dollar on December 31, 2002, of R$2.8892 per dollar on December 31, 2003, of R$2.6544 per dollar on
December 31, 2004, R$2.3407 per dollar on December 31, 2005, and of R$2.1380 per dollar on December 31,
2006, respectively.

Selected Financial Information (continued)

Income Statement Data (continued) 2002 2003 2004 2005 2006
US GAAP:
Net income (loss) 317,280 (287,739) 284,907 168,790 687,299
Net income (loss) per thousand shares (reais) (1:
Common Shares Basic 0.59 (0.54) 0.53 0.31 1.26
Common Shares Diluted 0.59 (0.54) 0.53 0.31 1.26
Preferred Shares Basic 0.59 (0.54) 0.53 0.31 1.26
Preferred Shares Diluted 0.59 (0.54) 0.53 0.31 1.26

) In accordance with Statement of Financial Accounting Standards No. 128, Earnings Per Share, or SFAS 128,
basic and diluted earnings per share have been calculated, for US GAAP purposes, using the two class method.
See Note 35.e to our Consolidated Financial Statements.
8
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Balance Sheet Data:

Brazilian GAAP:
Cash and cash equivalents
Short term investments
Intangibles()
Property, plant and equipment, net
Deferred Charges

Total assets

Loans and financing current
portion

Swaps related to loans and
financing current portion

Loans and financing non-current
portion

Swaps related to loans and
financing non-current portion

Total liabilities (including funds for
capitalization and minority
interests)

Shareholders' equity

US GAAP:
Cash and cash equivalents
Short term investments
Intangibles®
Property, plant and equipment, net
Total assets
Loans and financing current
portion
Swaps related to loans and
financing current portion
Loans and financing non-current
portion

Swaps related to loans and
financing non-current portion

Total liabilities (including funds for
capitalization and minority
interests)

2002

1,422,899
647,431
9,782,902
446,870

16,432,198

702,614
(19,338)

4,398,531

8,808,408
7,623,790
1,005,059
417,840
1,352,120
12,004,568

19,371,265

509,504
(28,838)

4,252,220

11,559,241

2003

At December 31

2004

(Thousands of reais)

1,465,765
812,021
8,538,472
340,605

15,622,803

1,966,686
23,588
2,614,447

31,116

8,781,841
6,840,962
605,108
860,657
1,537,664
10,087,601

17,786,575

1,755,410
3,518
2,424,781

4,641

10,530,135

2,397,810
1,138,970
8,299,604

387,711

17,402,504

1,079,284
23,849
4,076,046

102,319

10,921,141
6,481,363
491,686
1,906,124
2,021,469
9,819,160

19,393,944

830,680
16,806
3,888,052

72,099

12,321,824

Table of Contents

2005

1,730,083
1,219,986
7,592,574

194,444

16,107,453

1,431,939
57,445
3,127,187

291,654

10,610,846
5,496,607
355,868
1,374,215
1,990,419
9,104,552

18,059,313

1,148,361
54,068
2,962,968

274,513

11,501,127

2006

2,541,608
89,424
1,163,392
6,535,225
138,468

15,997,784

993,188
116,376
3,961,397

304,229

10,469,483
5,528,301
401,543
2,229,489
1,971,140
8,103,302

18,131,914

794,739
115,326
3,917,350

301,483

11,077,331

13
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Shareholders' equity 7,812,024 7,256,440 7,072,120 6,558,186 7,054,583

€)) Includes the goodwill from our acquisition of a controlling stake in Companhia Riograndense de
Telecomunicacdes ( CRT ), which was calculated based on book value.
2) Intangibles under US GAAP include the goodwill from our merger with Telesc, Telegoids, Telebrasilia,
Telemat, Telems, Teleron, Teleacre and CTMR and our merger with CRT at December 31, 2002, 2003, 2004,
2005 and 2006, and amounts relating to our personal communication system ( PCS ) licenses at December 31,
2003, 2004, 2005 and 2006. See Note 35.0 to our Consolidated Financial Statements.
9
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Cash Flows 2004 2005 2006
BRGAAP

Operating activities 3,471,730 2,460,809 2,525,697
Increase (reduction) in cash and cash

equivalents 932,045 (667,727) 811,525
USGAAP!

Operating activities 2,426,262 2,992,719 1,759,847
Increase (reduction) in cash and cash (113,423) (135,817) 45,675

M As described in Note 35.u, under US GAAP, cash equivalents are defined as short-term, highly liquid
investments, which are both readily convertible to known amounts of cash and original maturities of 90 days or
less. The Company holds certain highly liquid, low risk financial investments, comprised principally of high
quality government debt, which are classified as cash equivalents under BR GAAP. Although the investments
have high level of liquidity and present insignificant risks of changes in value, under US GAAP, since these
investments have original maturities of over 90 days, such investments do not qualify as cash equivalents . This
change in definition had no impact on either shareholders' equity or net income for the periods presented.

Exchange Rates

Until March 14, 2005, there were two principal foreign exchange markets in Brazil: the commercial rate exchange
market (the Commercial Market ) and the floating rate exchange market (the Floating Market ). Most foreign trade and
financial foreign currency exchange transactions were carried out on the Commercial Market. Purchases of foreign
exchange in the Commercial Market could be carried out only through a financial institution authorized to buy and
sell currency in that market. The Floating Market rate generally applies to specific transactions for which the approval
of the Brazilian Central Bank (or the Central Bank ) was not required.

On March 4, 2005, the National Monetary Council ( CMN ) enacted new rules with respect to the foreign exchange

market in Brazil. Resolution 3.265 unified the Commercial Market and the Floating Market in a single market (the

Foreign Exchange Market ). The new rules also eliminated previous restrictions thereby allowing more flexibility for
the purchase and sale of foreign currency. The unified Foreign Exchange Market is intended to simplify both inbound
and out bound exchange transactions by permitting exchange contracts to be executed by the local institutions
authorized to deal in foreign exchange. Foreign currencies may only be purchased through a Brazilian financial
institution authorized to operate in the market. Furthermore, under the Foreign Exchange Market, Brazilian entities
and individuals may purchase and sell foreign currency in transactions of any nature and without any limitations on
the amounts involved, subject to the legality of the transaction and in accordance with the economic basis of the
transactions and obligations set forth in the respective documentation. Rates are freely negotiated but the Central Bank
may, in limited circumstances, intervene in the Foreign Exchange Market to curb excessive volatility.

Under the Real Plan ( Real Plan ), adopted on July 1, 1994, the real was introduced as the official unit of Brazilian
currency, with each real having an exchange rate of R$1.00 to US$1.00. The issuance of reais was initially subject to
quantitative limits backed by a corresponding amount of dollars in reserves, but the government subsequently
expanded those quantitative limits and allowed the real to float, with parity between the real/dollar (R$1.00 to
US$1.00) as a ceiling.

Since January 15, 1999, the real has been allowed to float freely. In 2000, the real devalued by 9.3% against the
dollar to R$1.9554. Further deterioration in the political and economic environment in 2001, in addition to the

15
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Brazilian energy crisis, resulted in the real devaluing by 18.7% against the dollar in that year. In 2002, as a reaction to
political and economic uncertainties, the global economic downturn, the crisis in Argentina and the Brazilian
presidential elections, the dollar appreciated by 52.3% against the real to R$3.5333 per US$1.00 at December 31,
2002. The real recovered in 2003, appreciating by 18.2% to R$2.8892 per US$1.00, at December 31, 2003. In 2004,
the real appreciated by 8.1% against the dollar, quoted at R$2.6544 per US$1.00 on December 31, 2004. In 2005, the
real appreciated by 13.4% against the dollar, quoted at R$2.3407 per US$1.00 on December 31, 2005. In 2006, the
real appreciated by 9.5% against the dollar, quoted at R$2.1380 per US$1.00 on December 31,

10
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2006. We cannot guarantee that the real will not substantially devalue again in the future. See =~ Risk Factors Risks
Relating to Brazil.

Selling Rate for Dollars

As of March 30, 2007, the selling rate published by the Brazilian Central Bank was R$2.0504 per US$1.00. The
following table sets forth the reported high and low selling rates for dollars for the months indicated.

High Low
October 2006 2.1676 2.1331
November 2006 2.1870 2.1353
December 2006 2.1693 2.1380
January 2007 2.1556 2.1247
February 2007 2.1182 2.0766
March 2007 2.1388 2.0504

Source: Brazilian Central Bank

The following table sets forth the reported high and low, average and period-end selling rates for dollars for the
annual periods indicated. The average selling rates represent the average of the month-end commercial market selling
rates (R$/US$) during the relevant period.

For the Year Ended December 31, High Low Average Period End

2002 3.955 2.271 2915 3.533
2003 3.662 2.822 3.060 2.889
2004 3.205 2.654 2.926 2.654
2005 2.762 2.163 2.434 2.340
2006 23711 2.0586 2.1771 2.1380

Source: Brazilian Central Bank

Brazilian law provides that whenever there is a serious imbalance in Brazil's balance of payments or reliable
information to foresee such an imbalance temporary restrictions may be imposed on remittances of foreign capital
abroad. We cannot guarantee that these restrictive measures will not be taken by the Brazilian government in the
future. See  Risk Factors Risks Related to Operations In Brazil.

11
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RISK FACTORS

The following are risk factors that relate materially to our company and to an investment in our Preferred Shares or
American Depositary Shares ( ADSs ). Our business, results of operations or financial condition could be harmed if any
of these risks materialize and, as a result, the trading price of our Preferred Shares or ADSs could decline and a holder
of those securities could lose a substantial portion or all of his investment.

Risks Related to Our Business

Regulatory developments could affect our services, including placing restrictions on the rates we charge for our
services, which could adversely impact our business.

Our main activities, wireline phone services, as well as the main activities of our competitors, are subject to
regulation and inspection by the Agéncia Nacional de Telecomunicagdes ( Anatel ). The regulations enacted by Anatel
and applicable to our activities include provisions regarding charges, fees, universalization, quality of services,
consumer s rights, net expansion, licenses, competition, changes in our corporate control (including participation by
foreign investors), interconnection and other operational issues related to the functioning of our telecommunications
net.

Any changes in the laws, regulations or governmental policies applicable to the telecommunications sector or in
the interpretation of such laws and regulations may have material adverse effects on our financial condition and results
of operations.

Although there are some indications expressed by Anatel and by the Ministry of Communications at the end of
each year, it is not possible to predict which policies for the telecommunications sector will be adopted by the
government in the future or the consequences of such policies to our business and the business of our competitors.

The new concession contracts contain sections regarding the new General Plan for Quality Targets (Plano Geral de
Metas de Qualidade; the PGMQ ) and the new General Plan for Universalization Targets (Plano Geral de Metas de
Universalizacdo; the PGMU ) related to (i) new targets for the universalization of services; (ii) change in the criteria
for the charging of local calls, substituting pulses for minutes in the calculation of charges, that what shall be in effect
until July 2007; (iii) new parameters for the adjustment of rates (the Telecommunications Industry Index ( IST )
became the official index to measure the sector inflation and adjust rates, although private-regime companies that
compete with us do not require Anatel s approval when setting their rates and may unilaterally determine the prices
they charge for their services) and interconnection rates; and (iv) portability of fixed line telephone numbers. There is
a risk that Anatel may change the values of network usage ( VUM ) as agreed to by BrT and BrT GSM.

Anatel, has already provided an agenda for 2007, highlighting some topics that will develop this year, including a
Plan for Competition Target (Plano Geral de Metas de Competicdo), a review of the general mobile regulations, the
Plan for Authorization Targets (Plano Geral de Metas de Autorizagcdo) (for mobile telecommunications) and the
regulation of multimedia services.

These changes, some of them yet to be implemented, may affect the financial balance of our concession contract
and adversely affect our business and financial conditions. We are still discussing certain terms of the new concession
contract with Anatel, which we renewed in December 2005, to reconcile the fact that such terms do not contemplate
investments made by us to reach the previous targets determined by our old concession contract, the fact that we are to
bear the costs associated with the new universalization targets and the fact that the IST may not accurately reflect
inflation in a given period, or the variation of the IGP-DI, the inflation index used before the IST. We cannot assure
you that we will be able to successfully challenge such provisions. Since the IST was greater than actual inflation in
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2006, 3.22% to 3.14%, respectively, the loss in comparison to the IGP-DI, the previously used index which would
have amounted to 3.74%, must be considered.

Our Concession Contracts could be terminated under several scenarios, each of which would adversely affect our
financial condition.

According to the General Telecommunications Law, as well as according to the concession contracts, the
concessions are revocable in the following situations:

12
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® non-renewal upon the expiration of the concessions;

¢ an extraordinary situation in which the public interest is in jeopardy, during which time Brazilian government
may operate our company. In such cases, the Brazilian government must legislatively authorized to terminate
the concession and our company must be indemnified;

e contractual, legal or free-will termination by us when an act or omission of the Brazilian government makes
rendering services excessively burdensome to us, or:

e the occurrence of:

(a) a split-up, spin-off, amalgamation, merger, capital reduction or transfer of our corporate power without
Anatel s authorization;

(b) the transfer of the concessions without Anatel s authorization;
(c) our dissolution or bankruptcy;

(d) an extraordinary situation where Brazilian government intervention, although legally possible, is not
undertaken since such intervention would prove to be inconvenient, unnecessary or would result in
unfair benefits for us; or

(e) our failure to comply with the universalization targets.

¢ The benefits we obtain from the concession contracts are a primary component of our financial performance.
The loss of any or all of those contracts would materially affect our ability to continue operations.

A proposed bill of law terminating monthly subscription fees may adversely affect our business and financial
condition.

On May 12, 2004, the Consumer Defense Committee of the House of Representatives approved a bill of law
proposing the termination of the monthly subscription fees charged for fixed-line services by Brazilian telephone
concessionaires, including our company. The bill is still under consideration before the House of Representatives,
where a special committee was created on June 3, 2005, to discuss and to make a report regarding the bill. To date,
there have been no further developments. The bill will be subject to the approval of the House of Representatives, the
Senate and the President. In 2006 our revenue of monthly subscription fees charged for fixed-line was R$3.5 billion.
Should this bill be approved, it may have an impact on our current rate structure and, as a result, our operations and
competitive position could be adversely affected.

The procedure to establish the rules for the portability of fixed-line telephone numbers was initiated in 2006 and,
when finally implemented, could result in a significant loss of our fixed-line customers.

At the end of the year 2006, the procedure to establish the rules for the portability of fixed-line and mobile
telephone numbers was initiated. Portability allows customers to change from one telecommunications services
concessionary/authorized company to another without having to change their fixed-line or mobile telephone numbers
(access code). The forecasted date for the complete implementation of the regulations and procedures is 2009.
According to Anatel s expectations, it will be possible for customers to change their operators in the same area code as
well as their addresses in the same area code without changing their telephone numbers. Anatel s objective in
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introducing the telephone number portability is to increase the competition among the operators.

Two important components of the portability plan that may adversely affect our business are: (i) the customers do
not need to contact us to change to another operator, so we will only be notified of the change without any opportunity
to influence the customers decisions; and (ii) the costs of portability will be paid for by the operators, not by the
customers.

Portability was recently approved by Anatel pursuant to a specific regulation in this regard (Resolution 460).
According to this regulation, portability shall be totally implemented by the first quarter of 2009.

13

21



Edgar Filing: BRASIL TELECOM SA - Form 20-F

Table of Contents

We are subject to financial covenants and other contractual provisions under our existing indebtedness. Failure to
comply with these provisions could adversely affect our business and financial condition.

The agreements that govern our debt, including our credit facilities with National Bank for Social and Economic
Development (Banco Nacional de Desenvolvimento Econémico e Social ~ BNDES ), contain a number of significant
covenants, the failure to comply with which could adversely impact our business. In particular, the terms of these
agreements restrict our ability, and the ability of our subsidiaries, to incur additional debt, make capital expenditures,
grant liens, pledge assets, sell or dispose of assets and make certain acquisitions, mergers and consolidations.
Furthermore, in accordance with a number of our debt agreements, including our credit facilities with BNDES, we are
required to comply with these covenants and maintain certain specified financial ratios in order to maintain the current
maturity dates for these debt agreements. As a general rule, the occurrence of an event of default under an agreement
may trigger the acceleration of other agreements representing our indebtedness.

On January 5, 2006, we announced that we intended to book provisions in our financial statements for the year
ended December 31, 2005, in the amount of R$622 million (see description in ITEM 10. Additional Information
BNDES Loan Agreement). Such provisions, if booked, could affect our results and, accordingly, jeopardize the
compliance in the fiscal year ended on December 31, 2005 until and including the third quarter of 2006 of financial
covenants set forth in certain debt agreements, including the credit facilities with BNDES, and the Escritura de
Emissdo, relating to the Debentures of the 4th issuance, being the 3rd public, the loan agreements entered into with
Japan Bank of International Cooperation ( JBIC ) and with Sumitomo Mitsui Banking Corporation.

Therefore, prior to making the decision to book the provisions, we initiated negotiations with our creditors to
temporarily adjust the affected financial covenants, in particular the ratio between EBITDA under Brazilian GAAP
and the financial expenses and EBITDA Margin.

On January 6, 2006, we entered into negotiations with BNDES and the financial institutions acting as its agents
under the credit facilities. According to the provisions of our agreements with BNDES, in the event of a failure by us
to comply with certain semiannual financial covenants, BNDES may request the retention of funds in a blocked
account. If, after the creation of such blocked account, we fail to comply with the financial covenants in the following
semester, BNDES together with the financial institutions may, at its own discretion, declare the acceleration of the
outstanding debt. On February 3, 2006, we successfully obtained a waiver from BNDES in order to avoid the
acceleration of the agreements in view of a potential failure to comply with the financial covenants in the first
semester of 2006.

As a result of the booking of provisions in our financial statements, we failed to comply with certain financial
covenants established in our agreements with BNDES for Brasil Telecom Participacdes S.A. Consequently, BNDES,
together with the pool of financial institutions, ran a retention of R$192.2 million of our cash investments during
2006, without penalties concerning interest or fees, which would be valid until the agreed covenants were restored.

On December 8, 2006, we entered into contractual amendments with BNDES and the pool of financial institutions,
which altered the structure of financial covenants that must be fulfilled by us. Therefore, funds temporarily retained as
guarantee were totally released since we complied with the current financial covenants.

On January 30, 2006, the holders of our outstanding debentures of the 4th issuance approved an adjustment to the
financial covenant relating to the ratio between Consolidated EBITDA and Consolidated Financial Expenses,
contained in Section 4.19.1(e)(i) Escritura de Emissdo from equal or higher than 2.25, to equal or higher than 1.5, as
of the fourth quarter of 2005, until and including the third quarter of 2006.
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On February 17, 2006, we signed the First Amendment to the Loan Agreement entered into with JBIC, dated
March 18, 2004, and the First Amendment to the Loan Agreement entered into with Sumitomo Mitsui Banking
Corporation, dated March 24, 2004. These amendments adjusted the financial covenants in each respective loan
agreement relating to EBITDA and the financial expenses from equal or higher than 2.25, to equal or higher than 1.5,
as of the fourth quarter until and including the third quarter of 2006. For the fourth quarter of 2005 we achieved a
Consolidated EBITDA to Consolidated Financial Expenses ratio of 2.17.
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Compliance with these covenants in future periods will depend upon our financial and operating performance,
which may be affected by adverse business, market and economic conditions. If we are unable to comply with these
covenants, or to obtain waivers from our lenders, our debt agreements may be accelerated and the terms of our debt
agreements may be otherwise amended adversely. If we are unable to meet our debt service obligations or comply
with our debt covenants, we could be forced to restructure or refinance our indebtedness, seek additional equity capital
or sell assets.

Certain beneficial owners directly or indirectly control a large percentage of our voting shares, and their interests
may conflict with the interests of our other shareholders, including minority shareholders. Disputes among our
controlling shareholders and entities that manage our controlling shareholders have had and could in the future
have a material adverse effect on our management and operations.

We are controlled by Brasil Telecom Participacdes S.A. (the Parent ), which is in turn controlled by Solpart
Participagdes S.A. ( Solpart ), whose stockholders are Timepart, Techold and Brasilco S.r.L., a wholly owned
subsidiary of TII ( Brasilco ). As the controlling shareholder of Brasil Telecom Participacdes S.A., Solpart has the
power to modify our business plan, modify our dividend plan and sell our material assets. As of the date of this annual
report, control of Solpart, as well as certain actions taken by Solpart s shareholders and their affiliates are the subject of
a number of judicial and arbitration proceedings.

On March 9, 2005, International Equity Investments, Inc. as the sole shareholder of CVC/Opportunity Equity
Partners LP (since renamed Citigroup Venture Capital International Brazil, LP) ( CVCLP ) which holds a direct stake
in Brasil Telecom Participacdes S.A. and a substantial indirect stake in Zain Participag¢des S.A. ( Zain ), a company that
indirectly owns a majority of the voting interests in Solpart, and therefore indirectly owns a majority of the voting
shares of Brasil Telecom Participagdes S.A. and our company, publicly announced the ouster of CVC/Opportunity
Equity Partners, Ltd ( CVC Ltd ), currently named Opportunity Equity Partners, Ltd., ( Opportunity Ltd. ) from the
management of CVC LP. Opportunity Ltd. was replaced by a new company incorporated abroad, Citigroup Venture
Capital International Brazil LLC ( CVC International Brazil ).

On March 9, 2005, CVC LP, in compliance with CVM/SEP/GEA-2 Written Notice 225/05 and the terms of CVM
Instruction 358, announced that International Equity Investments, Inc. and CVC International Brazil had entered into
certain agreements with Investidores Institucionais Fundo de Investimento em Acdes ( Investidores Institucionais
FIA ), Caixa de Previdéncia dos Funciondrios do Banco do Brasil Previ ( Previ ), Fundacdo dos Economidrios Federais
Funcef ( Funcef ) and Fundag@do Petrobras de Seguridade Social Petros ( Petros ), including a voting agreement with
respect to their shares of Zain (collectively, the Agreements ).

Under the Agreements, CVC LP and Investidores Institucionais FIA, with combined holdings of approximately
90% of the voting shares of Zain, will jointly exercise the corporate control of Zain and Invitel S.A. ( Invitel ), a
company controlled by Zain with approximately 68% of its voting shares, and in which Previ, Funcef, Petros and
other Brazilian pension entities hold nearly all of the remaining shares. The Agreements also establish that the parties
are to attempt to disinvest, under identical terms, jointly and in an organized manner, their shareholdings in Zain and
Invitel, companies which control, among other companies, us, our Parent, and our subsidiary, 14 Brasil Telecom
Celular S.A. ( BrT Celular ).

In connection with the execution of the Agreements, Previ, Funcef and Petros signed the Put Option on Shares
issued by Zain granting CVC LP a put option on its Zain shares, which may be exercised under certain circumstances
during a limited period of time, but not before November 2007. CVC LP s right to exercise the put option is
conditioned on the occurrence of certain future events, some of which are beyond the control of CVC LP, Investidores
Institucionais FIA, Previ, Funcef and Petros. If CVC LP exercises its put option, the exercise price is set at
R$1,045,941,692.43, adjusted by the variation of the IGP-DI Index + 5% p.a. The fulfillment of the conditions to the
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exercise of such put option granted by Previ, Funcef and Petros does not depend and is not tied to the occurrence of
any operation or business involving, directly or indirectly, property or other assets owned by Zain, Invitel or any of
their controlled companies, including us, our Parent and BrT Celular.

On April 12, 2005, Anatel issued a decision approving among other things: (i) the replacement of Opportunity Ltd.
by CVC International Brazil as the general partner of CVC LP; (ii) the replacement of CVC/Opportunity Equity
Partners Administradora de Recursos Ltda. by Angra Partners Consultoria Empresarial e Participacdes Ltda. as the
new manager of Investidores Institucionais FIA, an indirect shareholder of Brasil Telecom Participagdes S.A. and
Brasil Telecom S.A.; and (iii) certain changes resulting from the Agreements entered into by
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CVC LP and Investidores Institucionais. This decision was published in the Federal Gazette (Didrio Oficial) on April
14, 2005. After reviewing our appeal filed by prior management related to Opportunity Ltd., Anatel upheld its April
12, 2005 decision.

On October 6, 2003, Fundacao 14 de Previdéncia Privada ( Fundagdo 14 ), successor to Fundagao Sistel de
Seguridade Social, was prevented by the other shareholders of Investidores Institucionais FIA from exercising its
voting rights at the Investidores Institucionais FIA's Unitholders Meeting. At such meeting, Banco Opportunity S.A.
was ousted from the administration of Investidores Institucionais FIA. Consequently, Fundagdo 14 brought an
ordinary action before the 5th Federal Court of Rio de Janeiro against Previ and several investors in Investidores
Institucionais FIA, seeking a declaration that the resolutions adopted at the Investidores Institucionais FIA's
Unitholders Meeting held on October 6, 2003 were invalid. On May 18, 2005, an injunction granted on May 17, 2005
in favor of Fundacdo 14 by a federal tribunal in Rio de Janeiro, which would have allowed Banco Opportunity S.A. to
return to the management of Investidores Institucionais FIA s was revoked by a decision granted by Superior Tribunal
de Justi¢a ( STJ ), the highest Brazilian court for non-constitutional matters; in the proceeding SLS 128. On July 12,
2005, Fundacéo 14 filed before the Sth Federal Court of Rio de Janeiro a motion to abandon this lawsuit. To the best
of our knowledge, this STJ decision is being challenged by Banco Opportunity S.A.

On July 27, 2005, at an Extraordinary General Shareholders Meeting of our Parent, the shareholders removed and
replaced the members of the board. The new board members assumed their board positions on August 25, 2005, and at
their first formal meeting replaced the officers of our Parent.

At an Extraordinary General Shareholders Meeting held on September 30, 2005, our shareholders removed and
replaced the prior members of our Board of Directors (except for Mr. Antonio Cardoso dos Santos, who was elected
by the holders of our Preferred Stock and remains a director). Also on September 30, 2005, our newly constituted
Board of Directors replaced all of the senior officers with a new management team, including Mr. Ricardo
Knoepfelmacher, as Chief Executive Officer, Paulo Narcélio Simdes Amaral, as Chief Financial Officer and Investor
Relations Officer, Luiz Francisco Tenério Perrone as Human Resources Officer, and Francisco Aurelio Sampaio
Santiago as Network Officer. Subsequently, at an Extraordinary General Shareholders Meetings held on November
17,2005 and January 12, 2006, our shareholders removed and replaced the members of our fiscal council (which
functions as our audit committee for purposes of SEC and NYSE rules and regulations).

The process of replacing the directors and officers of Brasil Telecom Participacdes S.A. and Brasil Telecom S.A.
was litigious, as evidenced by various lawsuits filed by our former managers and their affiliates in an attempt to
resume their former management roles. While we cannot predict the cumulative effect of this ongoing litigation on our
business and results of operations, extensive litigation regarding ownership of our company creates uncertainty with
respect to the identity of our current and future management, which may impair our ability to carry out our business
plan.

In observance of their fiduciary duties, under the terms of the applicable legislation, the current management of
Brasil Telecom Participag¢des S.A. and the current management of Brasil Telecom S.A. have performed and continue
to perform internal investigations of the businesses and operations conducted by the former managers appointed by
Opportunity, Ltd. In the course of such investigations, the current managers identified management acts indicating
abuse of controlling power, breach of fiduciary duties, and conflict of interest, as well as various violations of
Brazilian law and our Bylaws.

Therefore, in accordance with a notice to shareholders released on December 12, 2005, we filed a formal complaint
with the CVM - the Brazilian Securities and Exchange Commission, against our former management, Opportunity
Fund and other individuals and companies, both domestic and foreign, linked to our former management, who have
been involved with, or participated in any way, or benefited from the actions which are the object of the formal
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complaint. On March 21, 2006, a second formal complaint, as an amendment to the first complaint, was submitted to
CVM, in light of new management actions identified.

We intend to pursue all appropriate legal measures to recover potential losses and damages suffered, consistent
with our best interests and fiduciary obligations. On April 28, 2006, at Ordinary and Extraordinary Meetings of
Shareholders of Brasil Telecom S.A. and Brasil Telecom Participagdes S.A., the shareholders of each company
approved the filing of damages lawsuits against prior management.
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In addition, the disputes among the shareholders of Solpart, including the dispute over the ownership structure of
Solpart, and management of entities which hold a stake in Brasil Telecom Participacdes S.A. and Zain may result in
changes to our board and/or senior management.

The issues arising out of overlapping of licenses with Telecom Italia Mobile and its affiliates resulted in disputes
which may divert management s attention and increase our legal expenses, and may also result in sanctions by
Anatel.

When we received the certification of achievement of universalization targets for 2003, established by Anatel, we
were already providing fixed-line telephone services ( PSTN ) at domestic local and long distance modalities ( DLD )
intra-regional in Region II of the General Concession Plan ( PGO ).

After the achievement of such targets, Anatel, in January 2004, issued authorizations enlarging our potential areas
of operations: PSTN local and LDN (Longa Distdncia Nacional Domestic Long Distance) in Regions I and III of
PGO (and in a few sectors of Region II); International Long Distance Call ( ILD ) in Regions I, IT and III of PGO;
mobile telephone, by means of our subsidiary BrT Celular, in Region II of Personal Mobile Service ( SMP ). Our
existing concession agreements were also expanded, allowing LDN calls to any Brazilian territory. If TII acquires an
indirect controlling interest in our Parent, TII and TIM (Telecom Italia Mobile) could be viewed as affiliated
companies under the Brazilian telecommunications law. As a result, our ability to render domestic (NLD) and
international (ILD) fixed-line telephone services, as well as mobile telephone services, in the same regions as TIM,
would be at risk of partial restriction or revocation by Anatel.

On January 16, 2004, Anatel issued Act 41,780, establishing a period of 18 months during which TII could
reacquire an indirect controlling interest in our company, as long as TII neither participated nor voted on any issues
related to the overlapping services offered by us and TIM, including domestic and international long distance calls and
mobile telephone services. On June 30, 2004, the Administrative Council for Economic Defense = CADE, in the
records of Writ of Prevention 08700,000018/2004-68, set forth restrictions on the exercise of control rights by TII and
its representatives over the Boards of Directors of Solpart, our Parent and our company.

On July 7, 2005, Anatel declared, by means of Act 51,450, that the counting of an 18 month term to solve the
overlapping of licenses would start on the date of the effective return of TII to our control group. On July 26, 2005,
Anatel, by means of Order 576/2005, declared that the counting of term would start on April 28, 2005. Therefore,
according to Anatel, the interested companies were required to adopt measures necessary to eliminate the overlapping
of licenses by the end of the 18 month term, October 2006, under the penalty of legal sanctions.

Depending on the final decision of Anatel, the threatened sanctions could have a material adverse effect on the
business and operations of us and our subsidiary, BrT Celular.

On October 18, 2006, Anatel communicated its preliminary consent to the operation presented by Telecom Itdlia
Internacional (TII) with purpose of resolving the overlapping of licenses of Personal Mobile Service (SMP) in Region
IT of the General Authorization Plan (PGA), and of the domestic (NDL) and international (ILD) fixed-line telephone
Service (STFC) in Regions I, II and III of the PGA.

Anatel maintained the prohibitions in connection with the exercise of voting rights and veto rights in the
deliberations related to the services of STFC (NDL and ILD) and SMP. The operation consists in the transfer to
Brasilco S.r.l. (TII whole-owned subsidiary, with headquarters in Italy) of the totality of the voting shares held by the
TII in the capital stock of Solpart Participacdes S.A. (corresponding to 38%), controller of Brasil Telecom
Participagdes S.A., Brasil Telecom S.A. and the 14 Brasil Telecom Celular S.A. The participation of TII in Brasilco
S.r.I shall be managed by Credit Suisse Securities (Europe) Limited.
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On October, 27, 2006, we received the terms for resignation, dated October, 20, 2006, of two Members of our
Board of Directors indicated by TII, as well as of their respective substitutes. Also in October, 27, 2006, the Company
received a letter from its controlling shareholder, Solpart Participacdes S.A., communicating that TII already carried
through the transference of the shares in the terms approved by Anatel - therefore, in time. In October, 30, 2006, the
Company released to the market material fact relative to these two subjects.

Also, on October, 30, 2006, Anatel communicated that the Telecom International Italy timely filed with Anatel, the
necessary complementary documentation for analysis and approval of the operation: (i) evidence of the
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resignation of the Directors and substitutes of Telecom Italy International in the Board of Directors of Brasil Telecom
and Solpart Participagdes S.A., and (ii) corporate documents related to the transfer of shares and the independent
management of the Brasilco by Credit Suisse, as Trustee of Telecom Italia.

With the confirmation still pending of the approval by Anatel of the documentation presented by TII to Anatel in
October, 27, 2006, evidencing the implementation of the operation until October, 28, 2006, the overlapping of licenses
for the exploration of SMP in Region II of PGA and the STFC of long national and international distance in regions I,

IT and II of the PGO will be terminated.

On November, 2006, TII submitted to Anatel the act of concentration with Brasilco S.r.1.. On the same month,
Anatel, following the legal proceeding, submitted this operation to the Council of Economic Defense -CADE.

It is important to make clear that this new operation does not have anything to do with the so-called April Merger
Agreements . The next paragraphs make this point clear.

On April 28, 2005, certain TII affiliates and BrT Celular purported to enter into various corporate agreements,
including an instrument called Merger Agreement and a Protocol related thereto. The April 28, 2005 agreements
alleged that the proposed merger was justified as a possible solution to the overlapping regulatory licenses and
authorizations with TIM, and to avoid sanctions and penalties which could be imposed by Anatel. Certain actions
contemplated by these agreements have since been forbidden by injunctions issued by the US and Brazilian courts.
The agreements are also subject to legal challenges by our indirect shareholders.

On March 15, 2006, we and our subsidiary, BrT Celular, began an arbitration against TIM International N.V.
( TIMINT ) and TIM Brasil Servigos e Participagdes S.A. ( TIMB ), seeking to annul the Merger Agreement. We
disclosed such arbitration in a material fact on March 16, 2006

On May 2, 2006, TIMINT and TIMB announced their decision to terminate the Merger Agreement. In the same
letter, TIMINT and TIMB reserved their alleged rights under sections 10.3 and 11.1 of the Merger Agreement.

The arbitration that we brought against the Merger Agreement and the counterclaims for damages presented by
TIMINT and TIMB continues.

Problems with billing, invoicing and collection services may adversely affect our earnings.

By Resolution No. 343, dated as of July 17, 2003, Anatel established that carriers shall render invoicing and
collection services to other carriers with which they had entered into traffic agreements. Upon the certification that we
had achieved the then established universalization targets, we were authorized to complete long distance national and
international calls. In addition, in July 2003, we were authorized to complete calls from mobile handsets serviced by
other carriers. We have entered into co-billing agreements with several carriers to include on our telephone bills the
long distance services rendered by such carriers, as well as the long distance services rendered by other collective
interest carriers. Any problems with the execution of invoicing and collection services by other carriers may adversely
affect our levels of bad debts.

Any reduction in the offer of products by suppliers may adversely affect us.
We rely on several technology, equipment and services suppliers. Any difficulty in obtaining these products, due
to, for example, a decrease in supply, excessive demand by global telecommunication players (causing product price

pressure), discontinuity in the operations of one or more relevant suppliers (including bankruptcy or production
problems), problems with the transfer or any other factor which affects the supplying of goods, may jeopardize either
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our expansion plans or the continuity of our services.

We sponsor employee social security plans and any changes in the regulations regarding mortality rates may
require us to book additional provisions on our financial statements.

The amount, frequency and duration of our contributions to employee social security employees plans is directly
related to the mortality rate, which represents the average life span of employees, among other factors.
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Any change in these criteria may result in the need to contribute for longer periods in comparison to those initially
provided. Consequently, we may be compelled to book additional provisions on our financial statements, which may
adversely affect our results.

We may need to enter financing agreements with third parties in order to conclude potential strategic acquisitions
and investments, and maintain wireless and fixed telephone line plants.

Funding necessary for proposed acquisitions and investments as well as for capital improvements to and
maintenance of our wireless and fixed-line assets may not be available through funds arising out of ordinary cash
flow, As a result, we may need to enter into financing agreements with third parties in the future. Such financing may
not be available to us in acceptable and competitive conditions. If we are unable to obtain financings on terms
favorable to us or at all, our strategic plans and operations may be materially and adversely affected.

Problems with sophisticated information and processing systems may have a significant adverse effect on our
financial condition and results of operations.

Our sophisticated information and processing systems are vital for our growth and our ability to monitor costs,
collect debts, detect frauds, provide services to consumers, maintain operational efficiency and accomplish service
targets, particularly in view of the increase in competition in our region. The updating and modernization of our
systems may not be sufficient to avoid future flaws in each of these systems, which may have a significant adverse
effect on our financial status and operational results.

We may be required to obtain certain environmental licenses or fines may be levied against us for the failure to
obtain such licenses.

In Brazil, environmental licenses are regulated specially by Resolution No. 237/97, enacted by the National
Environmental Council ( CONAMA ). This resolution lists those activities that require an environmental license and
also establishes compulsory licensing for certain activities which may have a significant potential environmental
impact.

In Brazil, federal, state and local governments each have the authority to determine whether an activity may
potentially result in significant environmental effects and, consequently, demand and award environmental
permissions for the implementation of these activities. Our regular operations include the installation and maintenance
of cables, wires and transmission antenna towers in our operating region. The installation and maintenance of cables,
wires and transmission antenna towers are not referred to in CONAMA Resolution No. 237/97 as activities that
require previous compulsory licenses. We cannot be assured, though, that a jurisdiction will not interpret installation
and maintenance as activities that may potentially cause environmental impacts and therefore require us to obtain an
environmental license for the implementation of these activities. If we are compelled to obtain environmental licenses
in some jurisdictions and we fail to obtain these licenses, we may be subject to the imposition of fines, which may
vary from R$500 to R$10 million, total or partial suspension of those activities, and/or civil and criminal sanctions.
According to environmental crimes law (Law n° 9.605/98), the criteria for the imposition of fines include the degree
of the violation, taking into account the motivation for the violation, the consequences for public health and for the
environment, and the criminal precedents of the agent regarding the accomplishment of environmental law and its
economic capacity. The imposition of fines or the compliance with these environmental regulations may have a
significant adverse effect on our business or results of operations.

On July 12, 2006, we commenced litigation in the Probate Court of the Commonwealth of Massachusetts, U.S.A.

(In re Brasil Telecom S.A. Irrevocable Trust, No. 06P3268T1), asking the court to appoint Professor Claudio M.
Considera in place of Roberto M. Unger as trustee of the Brasil Telecom S.A. Irrevocable Trust. The trust contains
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certain causes of action held by us in the courts of Brazil but is governed by Massachusetts law. CVC/Opportunity
Equity Partners Administradora de Recursos Ltda. opposes our request, as it is currently empowered under the trust to
appoint the successor trustee to Roberto M. Unger. The case is currently in the discovery stage, and resolution is
expected to occur in the third quarter of 2007.

Consumer litigation related to the legality of our basic monthly subscription fees may have an adverse effect on our
business.
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We are a defendant in a considerable number of lawsuits, both individual and collective, which contest our right to
charge users of our fixed-line service a basic monthly subscription fee for continuous access to the service. These
lawsuits have been stayed by a preliminary decision in the conflict of jurisdiction proceeding brought by Anatel before
the SCJ, in which we submitted a brief. As a result, all preliminary and final decisions in the basic monthly
subscription fee lawsuits were suspended, and these lawsuits were no longer submitted to a brief due to the conflict of
jurisdiction litigation. The conflict of jurisdiction disputes have been resolved and lawsuits have resumed their regular
course. There are 85,000 lawsuits contemplating the monthly subscription fees issue. Of these lawsuits, 8,400 have
had trial court judgments favorable to the temporary dismissal of the fees for fixed-line services access.

Risks Related to the Brazilian Telecommunications Industry

We face increasing competition in all segments of the Brazilian telecommunications industry, and the
telecommunications industry may not continue to grow or may grow at a slower rate than in the past. This may
have a material adverse effect on our market share, margins, results of operations and financial condition.

The telecommunications industry in Brazil is becoming increasingly competitive. Our public-regime fixed-line
concessions are not exclusive, and Anatel could grant additional private-regime authorizations in our region. Our
fixed-line services are also subject to competition from wireless service providers. However such competition is still
limited by the fact that rates for wireless calls are currently much higher than rates for calls on our fixed-line network.
We also face competition from wireless service providers in the low end of the market through the offer of prepaid
plans by such wireless providers. To date, Telemar Norte Leste S.A. ( Telemar ), Empresa Brasileira de
Telecomunicagdes S.A. ( Embratel ), Intelig Telecomunicagdes Ltda ( Intelig ), Telecomunica¢des de Sdo Paulo S.A.
( Telesp ), Global Village Telecom ( GVT ), Telmex do Brasil Ltda ( Telmex ), Fonet Brasil Ltda ( Fonet ), and Novaca
Telecomunicagdes Ltda ( Novacdo ), Aerotech Telecomunicagdes Ltda. ( Aerotech ), Alpamay Telecomunicacdes e
Participagdes Ltda. ( Alpamay ), Conceito Comercializagio e Marketing Ltda. ( Conceito ), Easytone Telecomunicacdes
Ltda. ( Easytone ), Empresa de Telefonia Multiusudrio Ltda. ( TM ), Epsilon Informadtica e Telecomunica¢des Ltda.
( Epsilon ), Faulkland Tecnologia em Telefonia Ltda. ( Faulkland ), Fonar Telecomunicagdes Ltda. ( Fonar ), Global Osi
Brasil Telecomunicagdes e Conectividade Ltda. ( Global Osi ), GT Group International Brasil Telecomunicac¢des ( GT ),
IDT Brasil Telecomunicagdes Ltda. ( IDT ), Impsat Comunica¢des Ltda. ( Impsat ), Linknet Tecnologia em
Telecomunicacdes Ltda. ( Linknet ), Nexus Telecomunicagdes Ltda. ( Nexus ), Rednox Telecomunicacdes S.A.
( Rednox ), RN Brasil Servigos de Provedores Ltda. ( RN ), Sermatel Comércio de Servigo de Tecnologia Ltda.
( Sermatel ), T-Leste Telecomunicagdes Leste Sao Paulo Ltda. ( T-Leste ), Telebit Telecomunicagdes e Participagdes
S.A. ( Telebit ), Telecomunica¢des Dollarphone do Brasil Ltda. ( Dollarphone ), Transit do Brasil Ltda. ( Transit ) and
Viper Servigos de Telecomunicagdes S.A. ( Viper ) have been granted permission by Anatel to provide local fixed-line
services in the totality of our region.

Additionally, to date, TNL PCS S.A. ( Oi ), Embratel, Intelig, Telesp, GVT, Albra Telecomunicagdes Ltda ( Albra ),
TIM Celular S.A. ( TIM Celular ), Easytone Aerotech, Alpamay, Conceito, TM, Epsilon, Faulkland, Fonar, Global Osi,
GT, IDT, Impsat, Linknet, Nexus, Rednox, Sermatel, T-Leste T-Leste, Telebit Dollarphone, Transit and Viper have
been granted permission by Anatel to provide long distance telecommunications services in the totality of our region.

Now we also have to compete in our region against competitors from outside of our region that offer fixed-line,
mobile, data, local and/or long distance telecommunications services throughout Brazil. Increased competition could
have a material adverse effect on our market share, margins, results of operations and financial condition. Since
January 2004, we have developed the ability to counteract losses in our market share in the local fixed-line market by
providing interregional and international long-distance telecommunications services.

In September 2004, we commenced offering wireless services. Wireless services are equally competitive and we

face competition in Region II from (i) a joint venture between Telefonica S.A. ( Telefonica ) and PT Mdéveis SGPS
S.A. ( Portugal Telecom ) (marketed under the brand name Vivo ), (ii) Telmex, which competes against us in our region
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through América Mdviles (marketed under the brand name Claro ), (iii) TIM Celular, (iv) Sercomtel Celular S.A.

( Sercomtel Celular S.A. ), and (v) CTBC Celular S.A. ( CTBC Celular ). Competition for wireless telecommunications
customers may require us to increase our costs and marketing expenses or provide services at lower rates than those

we currently expect to charge for such services. Competition in data transmission services is not subject to regulatory
restrictions. The market is open to a great number of competitors. Increased
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competition in data transmission services may require us to reduce the rates we charge for data transmission services.
Anatel may grant new authorizations to explore wireless telecommunication services in 2007 that may increase the
number of competitors in our region.

In addition, the Brazilian telecommunications industry is consolidating, which results in larger competitors with
greater resources. There can be no assurance that increased competition in all segments of the Brazilian
telecommunications industry will not have a material adverse effect on our market share, margins, results of
operations and financial condition.

Our ability to continue to compete successfully will depend on the success of our marketing, financial and other
resources (including our access to capital) in comparison to our competitors and on our ability to anticipate and
respond to competitive factors affecting the industry, including the introduction of new services, changes in consumer
preferences, changes in regulation, demographic trends, economic conditions, discount pricing strategies by
competitors as well as further industry consolidation. Currently, we compete with our competitors primarily on the
basis of features, pricing and customer service. However, we cannot predict exactly which factors in the future will be
important in maintaining our competitive position, such as the increasing need to offer promotions, discounts and
other marketing initiatives, or what expenditures will be required to develop and provide the necessary technologies,
products and services to remain competitive. An inability to compete in any of these factors may adversely affect our
market share, margins, results of operations and financial condition.

In addition, we may also face increased competition due to unbundling regulations. On May 13, 2004, Anatel
issued Order (Despacho) 172, which establishes rules for partial unbundling of local telephone networks, which we
refer to as line sharing , and full unbundling of local telephone networks, and requires us to make our networks
available to other telecommunications service providers. This legislation limits the rate we can charge for line sharing
per line for broadband speeds of up to 512 kbps. Additional charges, such as co-location charges, are applied over the
line sharing base price, increasing the total cost of the unbundled line. Anatel has not yet fixed rates for full
unbundling, although we expect that these rates will be lower than the rates we currently are permitted to charge. This
regulation was designed to increase competition in the local fixed-line and broadband Internet access markets by
making it easier for new telephone companies operating under either the public or private regime to enter these
markets and for existing providers to provide new services or enter new regions, since the networks of all
telecommunications service providers, including fixed-line operators such as us, will be made available at lower rates.
Similarly, this legislation makes it easier for us to provide new services and enter into new regions in competition with
other operators. However, operational rules for the implementation of unbundling have not yet been agreed to among
Brazilian telecommunications operators. These regulations are recent, and as of December 31, 2006 no unbundled
lines had been used by competitors in our region. We cannot assure you that we can compete without suffering an
adverse impact on market share, margins, and results of operations or financial condition based on the implementation
of unbundling.

Moreover, cable television services companies are beginning to offer telecommunication services, and increasingly
there are other alternatives to for consumers to obtain their telecommunication services, such as satellite transmission
and voice over the Internet protocol ( VoIP ). Another example is the conversion of fixed-line telephone users to
wireless telephone users. These changes may lead to the migration of some of our subscribers, resulting in a reduction
in earnings, which may adversely affect our company.

Any economic, technological or other developments resulting in a slowdown in growth or a reduction in demand

for our fixed-line or other services may harm our business and revenues. To remain competitive we must diversify
further our services, and there can be no assurance that we will be successful in doing so.
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We depend on other telecommunications services providers. We may not be able to enter into favorable
interconnection and unbundling agreements.

In order to receive or send calls from or to customers of other fixed-line and wireless Brazilian networks and
international networks, we must interconnect with the networks of our competitors. The Brazilian General
Telecommunications Law requires all telecommunications service providers to interconnect their networks with those
of other providers on a non-discriminatory basis. The rates to be paid by one fixed-line network operator to the other
for the use of each other's fixed-line network are currently regulated by Anatel.
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The current interconnection model is asymmetric, with higher rates in effect for mobile interconnection than
fixed-line interconnection. As a result, mobile operators generally retain more than 80% of net revenues from
fixed-to-mobile calls, while fixed-line carriers, like us, may offer this service incurring negative margins. In light of
such imbalance, Anatel established that from July 2004 on, interconnection rates for wireless networks (the VU-M)
would be freely negotiated. The companies agreed to establish a provisional readjustment and submit the final
decision to Anatel s arbitrage under the telecommunication sector legislation. This process is ongoing and no decision
has yet been reached. We can not assume that Anatel s arbitrage regarding the interconnection tariffs will be favorable
to us. Although we are working to mitigate this risk by continuing to increase our mobile market share, if Anatel s
decision is unfavorable to us, our operating and financial results may be adversely affected.

The failure to implement the technology necessary to assess and combat fraud on our network could adversely
affect our results of operations.

The fraudulent use of telecommunications networks imposes a significant cost upon service providers, who must
bear the cost of services provided to fraudulent users. We suffer loss of revenue as a result of fraudulent use, and also
cash costs due to our obligation to reimburse carriers for the cost of services provided to fraudulent users. During
2004, we installed a Fraud Management System to detect and prevent fraud. In addition to a system to monitor
customers' usage based on their traffic behavior, we implemented a system to keep subscribers under close
surveillance. The fraud system is based on a signaling network and has an interface to the call-blocking platform in
order to limit revenue loss once fraudulent use has been identified. We cannot guarantee that our Fraud Management
System will effectively detect and prevent fraud.

Since 2006, all wireline and wireless telephone service providers created a group against frauds, beginning to work
together to control and reduce fraud cases. There can be no assurance that all operators with which our network is
interconnected have appropriate anti-fraud treatment in their networks. In 2001, we created a fraud management
department to provide specialized customer service to customers affected by fraud. During fiscal year 2002, several
automated procedures were created and placed in various parts of our operations to detect and control possible
abnormalities that could represent fraudulent activities. These controls have a preventive function, and work both
pro-actively and, should a fraud occur, reactively. In 2003, we implemented controls to capture fraud events
automatically, such as a non-billing mechanism for fraud-blocked terminals, a cut-off limit system for service usage,
and a webpage to gather any fraud claims from the community. At the end of 2003, we created the IT Revenue
Assurance Group, which develops systems to assist the revenue assurance department in fraud combating. During
2004, the Group implemented a significant number of applications to monitor and detect fraud in different areas
including public telephone, bad debt, revenue chain, key performance indicators and others. These actions achieved a
better level of control and mitigated the risk of loss from fraud as compared to previous years. We cannot guarantee
that these fraud control measures will continue to be accurate and effective to reach the desired level of fraud control.
We continue to deploy and implement the technology necessary to assess the accuracy and effectiveness of our fraud
combative procedures. Should we not be able to correctly quantify and combat fraud on our network, our results of
operations could be adversely affected.

Developments in the global telecommunications industry and technology are difficult to predict, and a failure by us
to respond to such developments may have a material adverse effect on our financial condition and results of
operations.

All companies in the global telecommunications industry must adapt to rapid and significant changes in technology
that are often difficult to anticipate. While we have been upgrading our network with technologically advanced fiber
optic cable with a microwave overlay, it is possible that our network will be challenged by competition from improved
or new technologies in the future. Technological changes may adversely affect our competitive position, require
substantial new capital expenditures and/or require write-offs of obsolete technology. If we fail to implement
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technological advances, we may be unable to continue to compete in the global telecommunications industry.

The mobile telephone sector, in particular, requires considerable technological developments, constant capacity,
quality and digital technology data transmission speed improvements, shorter development periods of new cycles and
changes due to users' needs and preferences. New technologies, superior to the ones used by Br'T GSM may be
developed. Furthermore, it is expected that Anatel will promote 3G (Third Generation) mobile telephone auctions in
the near future, which will allow eventual buyers of such licenses to adopt technological platforms which allow the
offer of more advanced mobile telephone services than those allowed by our current mobile platform.
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Thus, it cannot be assured that we will remain competitive due to the adoption, in due time, of the new technologies,
as they are developed.

In the event of a natural disaster, war, significant public disturbance or for economic reasons, the Brazilian
government could temporarily seize or permanently expropriate our assets, which could have a material adverse
effect on our financial condition and results of operations.

The Brazilian government has the authority to temporarily seize all assets related to telecommunications
concessions in the event of natural disaster, war, significant public disturbance, threats to internal peace, or for
economic reasons and other reasons related to national security. In addition, the Brazilian government has the
statutory right to permanently expropriate any telecommunications concession and claim any related assets for reasons
of public interest. Brazilian law provides for compensation in connection with losses and damages related to
temporary seizure or expropriation. However, in the event of a temporary seizure or expropriation of any of our assets
there can be no assurance that the actual compensation paid would be adequate or that such payment would be timely.
An inadequate or untimely payment would have a material adverse effect on our financial condition and results of
operations.

Restructuring of Governmental Regulatory Agencies may adversely affect the operations of our company.

A bill of law subject to the approval of National Congress provides for the administration, organization and social
controlling of Governmental Regulatory Agencies, such as Anatel. The purpose of this bill of law is to change the
structure, functioning and competence of those agencies, by, among other measures: (i) implementing administration
agreements to be entered into by and between the agencies and the correspondent related ministries; (ii) creating
public hearings on the agencies, with the purpose of controlling the services rendered and monitoring the internal
process of adjudication of accusations and complaints by citizens, either against the agencies activities or the entities
subject to their control; (iii) changing the mandates of managers, including presidents and directors, to four years; and
(iv) transferring the authority to award concession licenses for rendering public services to ministries, leaving for the
agencies the task of regulating, inspecting, monitoring bid proceedings and awarding authorizations for the operation
of services under private-regime.

Considering the level of political influence over the ministries, the agencies may be subject to further instability in
their administration, which may trigger unexpected changes in regulation and policies affecting public services
concessionary companies, such as our company. We cannot foresee the impact of the approval of the referred bill of
law on our operations and our competitive position.

The failure to accomplish Anatel s targets may result in the imposition of sanctions and penalties on our company.

We are required to accomplish targets established by the Federal Government and Anatel. Due to the public nature
of the services rendered by our company, according to the terms of the concession contacts and of the applicable
regulation, we must cover a geographic area and comply with targets on the execution of the services rendered.

In this regard, the PGMU and the PGMQ also provide for targets that we must achieve. Potential consequences of
our failure to comply with such targets include the imposition of fines and/or other penalties and the termination of
our concession contract, which may cause significant financial loss to business, financial condition and results of
operations. In 2007, Anatel intends to establish a General Plan of Competition Targets ( Plano Geral de Metas de
Competicdo ), that will create new obligations upon our company.

Risks Related to Operations in Brazil
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Brazilian political and economic conditions have a direct impact on our business and the market price of the
Preferred Shares underlying our ADSs.

Substantially all of our operations and customers are located in Brazil. Accordingly, our financial condition and
results of operations are substantially dependent on Brazil's economy, which has been characterized by frequent and
occasionally drastic intervention by the Brazilian government and volatile economic cycles in the past.
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The Central Bank has reduced the base interest rate ( SELIC ) from 17.75% in December 2004 to 12.75% in March,
2007. During that time period, however, facing various economic, political and inflation indicators during 2005, the
Central Bank increased the SELIC to 19.75% between June and September 2005. In 2002, as a reaction to political
and economic uncertainties, the global economic downturn, the crisis in Argentina and the Brazilian presidential
elections, the dollar appreciated by 52.3% against the real to R$3.5333 per US$1.00 at December 31, 2002. The real
recovered in 2003, appreciating by 18.2% to R$2.8892 per US$1.00, at December 31, 2003. In 2004, the real
appreciated by 8.1% against the dollar, quoted at R$2.6544 per US$1.00 on December 31, 2004. In 2005, the real
appreciated by 13.4% against the dollar, quoted at R$2.3407 per US$1.00 on December 31, 2005. In 2006, the real
appreciated by 9.5% against the dollar, quoted at R$2.1380 per US$1.00 on December 31, 2006. We cannot guarantee
that the real will not substantially devalue again in the future.

In the past, the Brazilian government has often changed monetary, fiscal, taxation and other policies to influence
the course of Brazil's economy. We have no control over and cannot predict what measures or policies the Brazilian
government may take in response to the current Brazilian economic situation or how Brazilian government
intervention and government policies will affect the Brazilian economy and, both directly and indirectly, our
operations and revenues.

Our operations, financial condition and the market price of our Preferred Shares and ADSs may be adversely
affected by changes in policy involving exchange controls, tax and other matters, as well as factors such as:

e fluctuations in exchange rates;

® base interest rate fluctuations;

e fiscal and taxation legislation changes;
e inflation; and

e other political, diplomatic, social and economic developments within and outside Brazil that affect the
country.

On January 1, 2003, Luiz Inicio Lula da Silva from the Labor Party took office as the new President of Brazil.
Although the government has not departed significantly from the economic policies of the former administration, the
real appreciated 9.5% against the dollar during 2006 and concerns remain about the future policies of the Brazilian
government. While the current administration's policies to date have not been adverse to the telecommunications
industry, uncertainty over the future economic policies of the Brazilian government may contribute to economic
uncertainty in Brazil and to heightened volatility in the Brazilian international securities markets, which may have a
material adverse effect on our business and results of operations.

If Brazil experiences substantial inflation in the future, our revenues and the market price of the Preferred Shares
and ADSs may be reduced.

Brazil has in the past experienced extremely high rates of inflation, with annual rates of inflation reaching as high
as 2,489% in 1993 (according to the Brazilian National Consumer Price Index (¥ndice Nacional de Precos ao
Consumidor published by the Instituto Brasileiro de Geografia e Estatistica ( IBGE ). Inflation and governmental
measures to combat inflation have both in the past had significant negative effects on the Brazilian economy. In 1994
the Brazilian Government introduced the Plano Real ( Real Plan ) with the objective of reducing inflation and building
a base to sustainable economic growth.
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Since the introduction of Plano Real, inflation has remained at stable levels, substantially below prior periods.
However recent international events like the emerging markets crisis, the US terrorist attacks, and the subsequent
military conflicts, have caused and may continue to cause destabilization in international markets. These events may
affect the Brazilian economy in the form of fluctuations in the exchange rate between the US dollar and the Plano
Real, interest rate increases, oil price increases, and, consequently, increases in the rate of inflation.
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In 2004, the inflation rate measured by the Extensive Consumer Price Index ( IPCA ) was 7.6%, above the
established initial target of 5.5%, but within the 2.5 percentage points of tolerance above and below the target. In
2005, the inflation rate was 5.7%, above the established target of 4.5%, but within the 2.5 percentage points of
tolerance above and below the target. For 2006 and 2007, the established target is 4.5% with 2.5 percentage points of
tolerance. The measured inflation by IPCA in 2006 was 3.14% and until February 28, 2007 the cumulative inflation
was 0.882% .

Actions taken to combat inflation and public speculation about possible future actions have also contributed to
economic uncertainty in Brazil and to heightened volatility in the Brazilian securities markets. If Brazil experiences
substantial inflation in the future, our costs may increase, and our gross profit may be affected to the extent that our
rate increases and our net operating revenues do not keep up with the rate of inflation. Additionally, our service debt
and the cost of new financial funding may increase. We cannot predict the effect that an inflation increase would have
on our financial condition, our capacity, our cash generation, or our operational results.

Devaluation of the real may lead to substantial losses on our liabilities denominated in or indexed to foreign
currencies and a reduction in our revenues.

During the last four decades, the Brazilian Central Bank has periodically devalued the Brazilian currency. The
exchange rate between the real and the dollar has varied significantly in recent years. For example, the real/dollar
exchange rate fell from R$1.9554 per dollar at December 31, 2000 to R$3.5333 at December 31, 2002. In 2003, the
real appreciated in value by 18.1% to R$2.8892 per dollar. In 2004 the real appreciated in value by 8.1% to R$2.6544
per dollar. In 2005 the real appreciated in value by 13.4% to R$2.3407 per dollar. In 2006, the real appreciated in
value by 9.5% to R$2.1380 per dollar.

A significant amount of our financial assets and liabilities are denominated in or indexed to foreign currencies,
primarily dollars. As of December 31, 2006, R$1,026.1 million or 20.7% of our financial indebtedness was
denominated in a foreign currency. When the Brazilian currency is devalued, we incur losses on our liabilities
denominated in or indexed to foreign currencies, such as our dollar-denominated long-term debt and foreign currency
loans, and experience gains on our monetary assets denominated in or indexed to foreign currencies, as the liabilities
and assets are translated into reais. If devaluation occurs when the value of such liabilities significantly exceeds the
value of such assets, including any financial instruments entered into to protect us from exchange rate variation
purposes, we could incur significant reduction in our revenues, even if their value has not changed in their original
currency. This could adversely affect our ability to meet certain of our payment obligations. A failure to meet certain
of our payment obligations could trigger a default in certain financial covenants in our loan and credit facilities, which
would have a material adverse effect on our business and results of operations.

We are subject to delays and delinquency on our accounts receivable.

Our business is affected by customers' ability to pay their bills. If the Brazilian economy worsens because of,
among other factors:

¢ the level of economic activity;
e inflation;
e devaluation of the real; or

® an increase in domestic interest rates,
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A greater portion of our customers may not be able to pay their bills, which would increase our bad debts and
provisions for doubtful accounts. Strict regulation from Anatel prevents us from implementing certain policies that
could have the effect of reducing delinquency, such as service restrictions or limitations on the types of services
provided based on a subscriber's credit record. Losses from accounts receivable reached R$384.3 million in 2006,
against R$449.3 million in 2005 and R$411.3 million in 2004, decreasing in percentage of gross revenues terms, from
3.2% in 2004 to 3.1% in 2005 and 2.5% in 2006. However, if economic conditions worsen in Brazil or if we are
unable to implement policies to limit subscriber delinquencies or otherwise select our customers, persistent subscriber
delinquencies and bad debt can adversely affect our financial results. See Item 5. Operating and Financial Review and
Prospects Critical Accounting Policies and Estimates Provision for Doubtful Accounts.
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Any increase in taxes levied on the telecommunications sector in connection with tax reforms expected to be
implemented in the future could affect the results of our operations.

Increases in Brazil's already high level of taxation could adversely affect our profitability. Increases in taxes for the
telecommunications sector usually result in higher tariffs for our customers. High tariff levels generally result in lower
levels of usage of our services and, therefore, lower net sales. Lower net sales result in lower margins because a
significant portion of our costs are fixed and thus do not vary substantially based on the level of usage of our network
or our services. Although mobile and fixed services are equally taxed, there can be no assurance that the Brazilian
government will not increase current tax levels, at state and/or federal levels, and that this will not adversely impact
our business.

In December 2003, the Federal Senate approved part of a tax reform bill, the text of which was consolidated in
Constitutional Amendment 42, enacted on December 19, 2003. Constitutional Amendment 42 provides for an
extension on the assessment of the Provisional Contribution of Financial Transfers (Contribuicdo Provisoria sobre
Movimentacdo Financeira - CPMF ), the assessment of Programa de Integracdo Social ( PIS ); and Contribuicdo
para Financiamento da Seguridade Social ( COFINS ) taxes on import transactions, and the assessment of COFINS
under a non-cumulative regime. Certain issues that were under discussion in 2003, related to taxes on the
commercialization of goods and rendering of services, were not included in Constitutional Amendment 42 and may be
discussed again in 2007.

Some important issues originally provided for in the tax reform bill relate to: (i) harmonization of ICMS tax rules,
which would be governed by a single federal legislation applicable to all states; (ii) equalization of ICMS rates; and
(iii) limitations on granting tax incentives. If approved, such measures will be gradually adopted in 2007.
Additionally, the Federal Senate has discussed the merger of the ICMS and IPI into a single federal tax assessed upon
the commercialization of goods and rendering of interstate and intermunicipal transportation and communication
services. We cannot guarantee that, if the merger of the ICMS and IPI is accomplished, certain tax incentives granted
to us in the past will continue to be granted, and cannot determine the effect that a cessation of such tax incentives
may have on our results of operations. See Item 10. Additional Information Taxation.

Proposed changes in Brazilian labor law may affect our labor relations.

In April 2003, the Lower House reopened discussions regarding changes in the Brazilian Labor Law
(Consolidacdo das Leis do Trabalho, or CLT). A further revision of union relations in Brazil is also under discussion
in the Lower House. Although the progress of these proposed modifications has slowed during the last year as
political forces have showed some resistance, we cannot predict the effect of any such modifications on our labor
relations, which could have a negative effect on our business.

It may be difficult to effect service of process upon, or to enforce foreign judgments upon us, our directors and our

officers.

We are organized under the laws of Brazil, and all of our directors and officers reside outside the United States. In
addition, a substantial portion of our assets, and most or all of the assets of our directors and officers, are located in
Brazil. As a result, it may be difficult for an ADS holder to effect service of process within the United States or other
jurisdictions outside of Brazil upon us or such persons. In addition, because substantially all of our assets and all of
our directors and officers reside outside the United States, any judgment obtained in the United States against us or
any of our directors or officers may not be collectible within the United States. There is doubt as to the enforceability
of civil liabilities under the U.S. Securities Act of 1933, as amended the ( Securities Act ) or the U.S. Securities
Exchange Act of 1934, as amended (the Exchange Act ) pursuant to original actions instituted in Brazil.
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Risks Related to Our Preferred Shares and American Depositary Shares

Our ADS holders may not have the same rights with respect to voting, dividends, distributions, and preemptive
rights, among others, that may expose our ADS holders to greater risk than holders of our Preferred Shares.

Our ADS holders may not have the same voting rights as holders of our Preferred Shares. Under our Bylaws and
Brazilian Corporate Law, in the limited circumstances where holders of our Preferred Shares are able to vote, an ADS

holder will be able to exercise voting rights with respect to the Preferred Shares represented by ADSs
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only in accordance with the provisions of the deposit agreement relating to the ADSs. There are practical limitations
upon an the ability of holders of our ADSs to exercise voting rights due to the additional procedural steps involved in
communicating with such holders. See Item 7. Major Shareholders and Related Party Transactions Major Shareholders
and Item 10. Additional Information Memorandum and Articles of Association Voting Rights.

An ADS holder that is a resident of the United States may not be able to exercise preemptive rights or certain other
rights with respect to our Preferred Shares. A holder of our ADSs may not be able to exercise preemptive rights with
respect to the ADSs unless a registration statement is effective with respect to those rights or an exemption from the
registration requirements of the Securities Act is available. We are not required to file a registration statement relating
to preemptive rights with respect to our Preferred Shares, and there can be no assurance that we will file any such
registration statement. If a registration statement is not filed and an exemption from registration does not exist,
Citibank, N.A., as depositary (the Depositary ), will attempt to sell the preemptive rights, and our ADS holders will be
entitled to receive their share of the proceeds of the sale. However, the preemptive rights will expire if the Depositary
cannot sell them, and therefore we cannot guarantee that our ADS holders will be able to either exercise their
preemptive rights or receive the proceeds from their sale. For a more complete description of preemptive rights with
respect to our Preferred Shares, see Item 10. Additional Information Memorandum and Articles of Association.

Pursuant to our deposit agreement with the Depositary, any payments of cash dividends and distributions that we
may make will be made in Brazilian currency to Banco Bradesco S.A., as custodian for the Preferred Shares
underlying our ADSs, on behalf of the Depositary. The Depositary will then convert such proceeds into dollars and
cause such dollars to be delivered to the Depositary for distribution to our ADS holders. Holders of ADSs could be
adversely affected by devaluations of the Brazilian currency that may occur due to delays in, or a refusal to grant, any
required government approval for conversions of Brazilian currency payments and remittances abroad in connection
with the Preferred Shares underlying our ADSs. See Item 10. Additional Information Memorandum and Articles of
Association Dividends.

We may agree with the Depositary to modify the deposit agreement at any time without the consent of the holders
of our ADSs. We will give holders of our ADSs 30 days' prior notice of any modifications that would materially
prejudice any of their substantial rights under the deposit agreement. After receipt of such notice, our ADS holders
will be bound by the modifications to the deposit agreement if such holders continue to hold ADSs after the
modifications to the deposit agreement become effective.

Holders of ADSs may have fewer and less well-defined shareholders' rights than in the United States.

Our corporate affairs are governed by our Bylaws and Brazilian Corporate Law, which may differ from the legal
principles that would apply if we were incorporated in a jurisdiction in the United States. Under Brazilian Corporate
Law, the holders of our Preferred Shares and our ADSs may have fewer and less well-defined rights to protect their
interests relative to actions taken by our board of directors or the holders of our Common Shares than under the laws
of other jurisdictions outside Brazil.

Restrictions on insider trading and price manipulation, rules and policies against self-dealing and regarding the
preservation of shareholder interests may not be as detailed, well-established and enforced in Brazil as in the United
States, which may potentially disadvantage the holders of our Preferred Shares and/or ADSs. For example, when
compared to Delaware corporate law, Brazilian Corporate Law and practice has less detailed and well-established
rules, and fewer judicial precedents relating to the review of management decisions involving duty of care and duty of
loyalty standards in the context of corporate restructurings, transactions with related parties and sale-of-business
transactions. In addition, shareholders in Brazilian companies must hold at least 5.0% of the outstanding share capital
of a corporation in order to have standing to bring shareholders' derivative suits. Furthermore, shareholders in
Brazilian companies ordinarily do not have standing to bring class action suits.
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The relative volatility and illiquidity of the Brazilian securities markets may substantially limit an ADS holder's
ability to sell the Preferred Shares underlying the ADSs at the price and time desired.

Brazilian investments, such as investments in our securities, are subject to economic and political risks that may
affect the ability of investors to receive payment, in whole or in part, in respect of their investments, including, among
others:
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¢ changes in the regulatory, tax, economic and political environment; and
e restrictions on foreign investment and on repatriation of capital invested.

The Brazilian securities markets are substantially smaller, less liquid, more concentrated and more volatile than
major U.S. and European securities markets, and are not as highly regulated or supervised as those markets. As a
consequence, the ability of our ADS holders to sell the Preferred Shares underlying the ADSs may be substantially
limited.

Our ADSs are traded in small volumes, limiting your ability to sell your ADSs that represent preferred shares at a
desirable price, if at all.

The trading volume of our ADSs has traditionally been very low. Even if the trading volume of our ADSs
increases, we can give no assurance that it will be maintained or will result in a desirable stock price. As a result of
this low trading volume, it may be difficult to identify buyers to whom you can sell your ADSs and you may be
unable to sell your ADSs at an established market price, at a price that is favorable to you, or at all. A low volume
market also limits your ability to sell large blocks of our ADSs at a desirable or stable price at any one time. You
should be prepared to own our ADSs indefinitely.

Sales of substantial amounts of our ADSs in the public market could harm the market price of our ADSs.

We cannot predict the effect, if any, that future sales of our ADSs in the public market, or the availability of our
ADSs for sale in the market, will have on the market price of our ADSs. We, therefore, can give no assurance that
sales of substantial amounts of our ADSs in the public market, or the potential for large amounts of sales in the
market, whether under any registration statement or otherwise, would not cause the price of our ADSs to decline
considerably or impair our future ability to raise capital through sales of our ADSs.

Developments in other countries may affect the Brazilian economy and the market price of our Preferred Shares
and our ADSs.

The securities of Brazilian issuers have been influenced by economic and market conditions in other countries,
especially other emerging market countries. Since the end of 1997, and in particular during 2001 and 2002, the
international financial markets have experienced significant volatility as a result of economic problems in various
emerging market countries. Investors subsequently have had a heightened risk perception for investments in such
markets. As a result, in some periods, Brazil has experienced a significant outflow of dollars and Brazilian companies
have faced higher costs for raising funds, both domestically and abroad and have been impeded from accessing
international capital markets. We cannot assure investors that international capital markets will remain open to
Brazilian companies, including our company, or that prevailing interest rates in these markets will be advantageous to
us or that we will be able to obtain additional financing on acceptable terms or at all. As a consequence, the market
value of our securities may be adversely affected by these or other events outside of Brazil. See Item 9. The Offer and
Listing Offer and Listing Details. There can be no assurances that future events elsewhere, especially in emerging
market countries, will not have an adverse effect on the market value of our Preferred Shares and our ADSs.

Changes in Brazilian tax laws may have an impact on the taxes applicable to the disposition of the ADSs.
According to Law 10,833, enacted on December 29, 2003, capital gains earned by a non-Brazilian resident upon
the sale of assets located in Brazil to a Brazilian resident or to another non-Brazilian resident are subject to Brazilian

withholding tax. If the sale of assets in Brazil is interpreted to include a sale of our ADSs or Preferred Shares, this new
provision could result in the imposition of income tax on the gains arising from their disposition by a non-resident of
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Brazil to another non-resident of Brazil. However, gains obtained on transactions carried out at a stock exchange
according to Resolution No. 2,689/00 are not subject to the provisions set forth by Law No. 10,833/03. Considering
the general and unclear scope of Law 10,833 and the absence of judicial guidance in respect thereof, we cannot predict
the exact scope of Law 10,833 or the effect that Law 10,833 will have on holders of our ADSs or Preferred Shares.
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ITEM 4. INFORMATION ON THE COMPANY
History and Development of the Company

Brasil Telecom S.A. is a corporation organized under the laws of the Federative Republic of Brazil. We are one of
the fixed-line telecommunications companies that resulted from the breakup and privatization of Telebras by the
Brazilian Federal Government in 1998. We are an amalgamation of the following operating companies formerly
controlled by Telebrds: Telecomunicagées de Santa Catarina S.A. Telesc ( Telesc ), Telecomunicacdes de Goids S.A.

Telegoids ( Telegoids ), Telecomunicacdes de Brasilia S.A.  Telebrasilia ( Telebrasilia ), Telecomunicacdes do Mato

Grosso S.A.  Telemat ( Telemat ), Telecomunicacdes do Mato Grosso do Sul S.A. Telems ( Telems ),
Telecomunicacdes de Rondonia S.A.  Teleron ( Teleron ), Telecomunicacdes do Acre S.A. Teleacre ( Teleacre ),
Companhia Telefonica Melhoramento e Resisténcia CTMR ( CTMR ), and our predecessor, Telecomunicagdes do
Parand S.A.  Telepar ( Telepar ) and CRT, a company acquired by us from Telef6nica S.A. in July 2000.

Our principal executive office is located at SIA/Sul, ASP, Lote D, Bloco B 71215-000 Setor de Indiistria e
Abastecimento, Brasilia, DF, Brazil, and our telephone number is (55-61) 3415-1140. Our agent in the United States is
CT Corporation System, located at 111 Eighth Avenue, 13th floor, New York, New York 10011.

Historical Background

Prior to the incorporation of Telebrds in 1972, there were more than 900 telecommunications companies operating
throughout Brazil. Between 1972 and 1975, Telebrés acquired almost all of the other telephone companies in Brazil
and thus came to have a monopoly over the provision of public telecommunications services in almost all areas of the
country. Beginning in 1995, the Federal Government undertook a comprehensive reform of Brazil's
telecommunications regulatory system. In July 1997, Brazil's National Congress approved the Lei Geral de
Telecomunicagoes (the General Telecommunications Law, and together with the regulations, decrees, orders and plans
on telecommunications issued by Brazil's Executive Branch, the Telecommunications Regulations ), which provided
for the establishment of a new regulatory framework, the introduction of competition and the privatization of
Telebras.

The General Telecommunications Law established Anatel as the regulator of the telecommunications industry in
Brazil. Anatel is administratively independent from the Brazilian Government and financially autonomous. Anatel is
required to report on its activities to the Ministry of Communications and to the Brazilian Congress on an annual
basis. In addition, any proposed regulation of Anatel is subject to a period of public comment, including public
hearings. Anatel's decisions may be challenged in the Brazilian courts. Among its functions are the following:

® to propose the implementation or elimination of services in the public regime;

® to manage the spectrum of radio frequency and the use of orbits;

e to approve tariff readjustment;

e to settle conflicts of interest among the companies that render telecommunications services;

e to protect and defend the rights of users of the telecommunications services;

e to prevent, control and impose economic penalties in the telecommunications industry;
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® to impose restrictions, limits or conditions on corporate groups in obtaining or transferring the concessions,
permissions and authorizations, in order to ensure a competitive environment; and

e to establish the rate structure for each kind of service rendered in the public regime.
On January 30, 1998, in preparation for the restructuring and privatization of Telebrds, the cellular
telecommunications operations of Telebras' operating subsidiaries were spun off into separate companies. On May 22,

1998, Telebras was restructured to form, in addition to Telebras, 12 new holding companies by means of a
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procedure under Brazilian Corporate Law called cisdo, or split-up. These new holding companies were allocated
virtually all the assets and liabilities of Telebras, including the shares held by Telebras in its operating companies. The
split-up of Telebrds into 12 new holding companies is referred to herein as the breakup of Telebras.

These holding companies, together with their respective subsidiaries, consisted of (i) eight cellular service
providers, each operating in one of the regions into which Brazil has been divided for purposes of cellular
telecommunications services in the frequency range formerly used by each of the former operating companies of
Telebrids, (ii) three regional fixed-line service providers, each providing local and intra-state long-distance service in
one of the three regions into which Brazil has been divided for purposes of fixed-line telecommunications, and (iii)
Embratel, providing domestic (including intraregional and interregional) long-distance telephone service and
international telephone service throughout Brazil.

Set forth below are maps of Brazil showing the locations of the fixed-line, long-distance regions and cellular
regions into which the country was split-up following the breakup of Telebras:
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Brasil Telecom Participacoes S.A. (formerly known as Tele Centro Sul Participagdes S.A.) is our parent company,
and is one of the three holding companies providing local, interregional and international long-distance
telecommunications services in Brazil. See Item 7 Major Shareholders and Related Party Transactions Major
Shareholders. In the breakup of Telebrés, Brasil Telecom Participagdes S.A. was allocated all the share capital held by
Telebras in Telesc, Telegoids, Telebrasilia, Telemat, Telems, Teleron, Teleacre, CTMR and Telepar, our predecessor;
companies which provided fixed-line telecommunications service in the northern, western, central and southern
regions of Brazil. See ~ Business Overview Our Region. In July 1998, the Federal Government sold all of its voting
shares in these holding companies, including the shares it held in Brasil Telecom Participac¢des S.A., to private sector
buyers. The sale of all of the Federal Government's voting shares in the holding companies to private sector buyers is
referred to herein as the privatization of Telebrds. As a result of the merger of Telepar, Telesc, Telegoids, Telebrasilia,
Telemat, Telems, Teleron, Teleacre, CTMR and CRT, ultimately turning into Brasil Telecom S.A., we became the
leading local and intraregional fixed-line telecommunications service provider in our region. The principal other
relevant fixed-line telecommunications service provider in our region is Global Village Telecom (Sercomtel and
CTBC also operate partially in our region but we do not service the same cities). For intraregional long-distance
telecommunications services, Intelig and Embratel, among others, are providers that are authorized to provide
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long-distance services in our region.

The other major telecommunications operators which were created as a result of the privatization of Telebrds are:
Telemar which is our mirror telecommunications service provider in Region I, Telesp which is our mirror
telecommunications service provider in Region III, and, Embratel which provides domestic and international
long-distance service throughout Brazil. Brasil Telecom, Telemar, Telesp and Embratel all operate pursuant to public
concessions granted by Anatel.

Since the privatization of Telebras, Anatel has continued to implement regulations in order to promote competition
and quality of service in the Brazilian telecommunications marketplace. As part of this policy initiative, Anatel has
allowed new private competitors into the Brazilian market to compete directly against us. In addition, Anatel has
required us and the other public concession service providers to meet certain quality and universalization targets
before we could compete in other service providers' market areas. On January 19, 2004, we received certification by
Anatel that we had accomplished our universalization targets, and accordingly we are authorized to
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offer local fixed and domestic and international long-distance telephone services originated inside or outside our
region as well as mobile services in our region. The certification of other service providers' compliance with
universalization and expansion targets permits other service providers, including Telemar, Telesp and Embratel, to
operate in our region. Any other service provider can get Anatel s authorization to provide service and compete with
us. We cannot, however, confirm the identity of the service providers that will be so authorized, the timing of such
authorizations, or the extent of the authorized services, should any service providers be so authorized.

History of Our Company
The following bullet points briefly illustrate our history:
e November 27, 1963: Telepar was incorporated as a corporation under the laws of Brazil.

® June 5, 1975: The control of our company was transferred to the Brazilian government and we became a
subsidiary of Telebras.

® May 22, 1998: Restructuring of Telebrds System, with the creation of Tele Centro Sul Participagcdes S.A.
(currently Brasil Telecom Participagées S.A.), a holding company of Telesc, Telepar, Telegoids, Telebrasilia,
Telemat, Telems, Teleron, Teleacre and CTMR.

e July 29, 1998: Solpart acquired our parent, Tele Centro Sul Participacdes S.A. (currently Brasil Telecom
Participagdes S.A.), from the Brazilian government in the privatization process of Telebras.

® February 28, 2000: The concessionaires Telesc, Telepar, Telegoids, Telebrasilia, Telemat, Telems, Teleron,
Teleacre and CTMR, controlled by Tele Centro Sul Participa¢des S.A., currently Brasil Telecom
Participagdes S.A., were reorganized and merged into Telepar and became a single company.

e April 28, 2000: In accordance with our strategy of becoming a national telecommunications company, we
changed our corporate name from Telecomunicagoes do Parand S.A.-Telepar to Brasil Telecom S.A.

e July 31, 2000: We acquired 98.8% of the corporate capital of TBS Participacdes S.A. ( TBS ), a company
controlled by Telefonica, which held 85.2% of the voting capital of CRT, representing 31.6% of the total
share capital of CRT, for approximately R$1,446.3 million. CRT was the leading fixed- line
telecommunications service company in the state of Rio Grande do Sul. The acquisition of CRT was financed
partly through the use of our own cash reserves, as well as through the domestic placement of commercial
paper of approximately R$900.0 million.

® December 28, 2000: TBS was merged into CRT, and immediately afterwards CRT was merged with and into
us. Pursuant to our merger with CRT, minority shareholders of CRT were given the right to exchange their
CRT shares for Preferred Shares and Common Shares of us. The exchange of shares was made based on the
market value of our shares compared to those of CRT.

e November 1, 2001: BrT Servigos de Internet S.A. ( BrTSi ), our wholly-owned subsidiary, acquired 15.4% of
the total capital stock of iBest Holding Corporation, which controls iBest S.A., a free Internet service

provider, for approximately R$10.0 million.

® November 16, 2001: We listed ADSs evidencing our Preferred Shares on the New York Stock Exchange.
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® December 5, 2001: We acquired 19.9% of the capital stock of Vant, a leading corporate data solutions
provider, for R$3.9 million from AESCOM Sul Ltda. and Luiz Cruz Schneider together with an option to
purchase the remaining 80.1% after certification by Anatel of compliance with the 2003 targets stipulated in
our concession contracts.

® May 9, 2002: We joined the Special Corporate Governance Level 1 of the Sdo Paulo Stock Exchange
( BOVESPA ). See Item 9. The Offer and Listing Markets The Special Corporate Governance Levels of the Sao
Paulo Stock Exchange.
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¢ June 3, 2002: Our shares listed on BOVESPA started trading under new symbols: BRTO3 for Common
Shares and BRTO4 for Preferred Shares.

® December 18, 2002: We acquired licenses for the PCS for R$191.5 million through the auction held on
November 19, 2002. The minimum price was R$182.9 million and we paid a premium of 3.6%.

® February 18, 2003: We acquired 19.9% of the capital of MTH Ventures do Brasil Ltda. ( MTH ), a company
that holds 99.99% of the capital of Brasil Telecom Comunicacdo Multimidia, a leading local fiber optic
network provider, for US$17.0 million together with an option to purchase the remaining 80.1% of the capital
of MTH for US$51.0 million after certification by Anatel of compliance with the 2003 targets stipulated in
our concession contracts.

® June 11, 2003: We acquired, through BrTSi, the entire submarine fiber-optic cable system from GlobeNet
Communications Group Ltd. for US$ 46.8 million. A total of US$ 27.6 million was paid on June 11, 2003,
with the remaining US$19.2 million payable within 18 months of the first installment.

e June 26, 2003: We acquired the remaining capital of iBest Holding Corporation for US$ 36.0 million.

e January 19, 2004: Anatel certified that we had met our universalization targets and authorized us to provide
interregional long-distance services throughout Brazil and international long-distance services, also from any
point in the country. We also received authorization to offer local services outside our original concession
area and to offer wireless services in our region.

May 13, 2004: We purchased the remaining 80.1% of the capital of MTH for US$51.0 million.

May 13, 2004: We purchased the remaining 80.1% capital of Vant for R$15.6 million.

September 27, 2004: We began offering wireless telecommunications services through our subsidiary 14
Brasil Telecom Celular S.A. (hereinafter referred to as Brasil Telecom GSM. )

November 24, 2004: We acquired approximately 63% of the capital stock from Internet Group (Cayman), Ltd.
( iG ), for US$ 104.9 million. Considering that Brasil Telecom Participagdes S.A. already held, indirectly, 10%
of iG”s total capital, both companies at the moment held approximately 73% of the total capital of iG.

e July 2005: We acquired 25.6% of the capital stock of Internet Group (Cayman) Ltd. ( iG ) for approximately
US$ 27.9 million. Considering that Brasil Telecom Participagdes S.A. and Brasil Telecom S.A. already held,
indirectly, 73% of iG’s total capital, both companies now hold approximately 98.2% of the total capital of iG.
iG is the leading dial-up Internet service provider in Brazil. The acquisition of iG made us the largest Internet
company in Latin America. Among the sellers of iG Cayman stock, there was an Opportunity Group affiliate.
Under our current management, we filed a complaint with the Brazilian Securities Commission questioning
pricing and disclosure issues related to this iG Cayman transaction.

Organizational structure
Brasil Telecom Group is composed of companies engaged in the telecommunication sector, which offer myriad
services, including local fixed telephone, domestic and international long distance fixed line telephone services,

wireless telephone, data transmission, as well as data center services, internet and real estate management. The main
companies from the Brasil Telecom Group are divided as follows:
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Internet Operations: BrT Servicos de Internet S.A., Freelance S.A., Internet Group (Cayman) Ltd., Internet Group
do Brasil S.A;

Telecommunication Network: Brasil Telecom Cabos Submarinos Ltda., Brasil Telecom Subsea Cable System
(Bermuda) Ltd., Brasil Telecom of América Inc. and Brasil Telecom de Venezuela S.A.; and
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Data Operations in Brazil: Brasil Telecom Comunicagdo Multimidia Ltda. and Vant Telecomunicagdes S.A.

We have eleven branches in operation in Tocantins, Goids, Acre, Ronddnia, Mato Grosso, Mato Grosso do Sul,
Parand, Santa Catarina, Rio Grande do Sul, Pelotas and Brasilia. During the last years, we have made important
acquisitions in the telecommunication sector, becoming a full service telecommunications supplier. Always trying to
reach the convergence, we are represented in all stages of the telecommunication chain.

In August 15, 2006, our Board of Directors approved a Corporate Organizational Project in order to simplify the
structure of the companies under its control, reducing operational costs, and grouping companies with the same
activity. Today, we have three subsidiaries: Br'T Servigos de Internet S.A., 14 Brasil Telecom Celular S.A. and Santa
Bérbara dos Pinhais S.A. In addition we hold 99.99% of the outstanding shares of Vant Telecomunicagdes S.A. and
99.99% of the outstanding quotas of Brasil Telecom Cabos Submarinos Ltda.

The following chart sets forth a summary of our organizational structure, including the percentage of total capital
held in each of our significant subsidiaries as of May 15t, 2006. All of our significant subsidiaries are organized and
existing under the laws of the Federative Republic of Brazil, except for Brasil Telecom Subsea Cable Systems
(Bermuda) Ltd., which is incorporated under the laws of Bermuda, Brasil Telecom of America Inc., which is
incorporated under the laws of the State of Delaware in the United States of America, Brasil Telecom de Venezuela
S.A., which is incorporated under the laws of Venezuela, and Internet Group (Cayman) Limited and iBest Holding
Corporation, which are incorporated under the laws of the Cayman Islands.
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Observation: we will send the organizational structure as an attached document, since we are not able to update it in
this file.
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BrT Servicos de Internet S.A.

We formed BrTSi in October 2001. Through BrTSi, we provide broadband Internet services through our Internet
service provider ( ISP ) BrTurbo and data center services.

Through BrTurbo, a broadband Region II leader, iBest, the largest Internet service provider in Region II for dial-up
Internet access, and iG, the first dial-up access provider and one of the largest content providers with a broadband
presence outside Region II, we compete in all territories in Brazil, in all Internet segments. The following is a
description of iBest and iG.

iBest

In November 2001, we acquired 15.4% of iBest Holding Corporation for approximately US$10.0 million. iBest
Holding Corporation controlled iBest S.A. ( iBest ), a free Internet service provider. On June 26, 2003, we acquired
through our fully owned subsidiary, BrTSi, the remaining capital of iBest Holding Corporation for US$36.0 million,
consolidating our 100% ownership of iBest. The iBest Group is composed of the following main entities: iBest
Holding Corporation and Freelance S.A. Freelance S.A. became the owner of iBest's trademark.

iG

In July 2005, we acquired 25.6% of the capital stock of Internet Group (Cayman) Ltd. ( iG ). With this acquisition,
combined with previous holdings of 73% of iG s total capital by Brasil Telecom Participacdes S.A. and Brasil Telecom
S.A., we hold 98.6% of the total capital of iG. iG is the leading dial-up Internet service provider in Brazil, acting in
the dial-up and broadband access provision market. Furthermore, it offers value added products and services to clients
in the residential and corporate market.

Grupo BrT Cabos Submarinos (Submarine Fiber-Optic Cable System)

On June 11, 2003, we acquired a submarine fiber-optic cable system from GlobeNet Communications Group Ltd.,
which we now refer to as Grupo Brasil Telecom GlobeNet ( Grupo BrT GlobeNet ), for US$46.8 million. A total of
US$27.6 million was paid on June 11, 2003, with the remaining US$19.2 million payable within 18 months of the first
installment. We signed a final agreement on April 20, 2005, when we paid US$16.2 million. US$3.0 million were
retained to cover contingences discovered after the acquisition. Grupo BrT GlobeNet is composed of the following
companies: Brasil Telecom Cabos Submarinos Ltda., Brasil Telecom of America, Inc., Brasil Telecom Subsea Cable
Systems (Bermuda) Ltd. and Brasil Telecom de Venezuela, S.A. These companies, which we control, own and
operate the Grupo BrT Cabos Submarinos fiber optic cable system that connects the United States, Bermuda, Brazil
and Venezuela. Brasil Telecom of America, Inc. is headquartered in Boca Raton, Florida, and coordinates all activities
and supports the commercial activities of the group in the international market.

14 Brasil Telecom Celular S.A

14 Brasil Telecom Celular S.A. ( Brasil Telecom GSM ) is our mobile telephone services subsidiary, which became
operational on September 27, 2004 and allows the Brasil Telecom Group to offer integrated telecommunications
solutions. Brasil Telecom Mobile offers wireless telecommunications services using Global System for Mobile
Communications ( GSM ) technology under the brand name Brasil Telecom GSM. See Business Overview Wireless
Services. During 2006, Brasil Telecom GSM became a profitable business unit within the group, leaving behind its
status as a development stage company.

Vant Telecomunicagdes S.A.
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On May 13, 2004, we exercised our option to purchase for R$15.6 million the remaining 80.1% of the capital of
Vant, giving us 99.99% of the capital of Vant. Vant offers internet protocol as well as other products to the corporate
market throughout Brazil.
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Brasil Telecom Comunicacdo Multimidia

On May 13, 2004, we exercised our option to purchase for US$ 51.0 million the remaining 80.1% of the capital of
MTH, giving us 99.9% of the capital of MTH. Brasil Telecom Comunica¢do Multimidia is a leading local fiber optic
network provider, with 343 kilometers of local network in Sao Paulo, Rio de Janeiro and Belo Horizonte, and a 1,600
kilometer long-distance network linking these three metropolitan areas. Brasil Telecom Comunica¢do Multimidia also
has an internet solutions data center in Sdo Paulo which provides internet support to our customers. As part of the
acquisition, we also integrated a management team with expertise in these markets.

Capital Expenditures

The following table sets forth our capital expenditures on plant expansion and modernization for each of the years
ended December 31, 2004, 2005 and 2006.

Year ended December 31,
( millions of

reais)
2004 2005 2006
Conventional Telephone 179.7 256.5 262.7
Data Network 300.0 411.5 275.0
Network Operation 270.2 292.2 249.8
Information Technology 216.1 180.8 97.0
Other (1 725.2 395.4 285.0
Total Fixed Telephone 1,691.2 1,536.4 1,169.5
Total mobile Telephone 1,175.7 441.4 281.5
Total capital expenditures 2,866.9 1,977.8 1,451.0

(1)  These investments include the acquisition of PCS licenses, the acquisition of Grupo BrT Cabos Submarinos,
Brasil Telecom Comunica¢do Multimidia, iBest, Vant and iG, the investments in these enterprises and in
transmission backbone, special platforms, technical and operational support such as telecommunications
management network systems (not including regulatory and interconnection projects that are in Conventional
Telephone).

Our capital expenditures decreased by approximately 26.6% to R$1,451.0 million in the year ended December 31,
2006, from R$1,977.8 million for the corresponding period in 2005. Of our total 2006 capital expenditures, R$1,169.5
million related to fixed-line telephone and internet operations and R$281.5 million to mobile telephone operations.
The capital expenditures on the expansion and modernization of our fixed-line telephone operations related primarily
to upgrading the capacity of our transmission backbone, the expansion of the data network and implementation of
regulatory projects to meet Anatel s requirements.

Acquisition of PCS Licenses
As part of our strategy of providing integrated solutions to our clients, we acquired PCS licenses for R$191.5

million at an auction held on November 19, 2002.
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On December 18, 2002, we paid the equivalent of 10.0%, in December 18, 2005 we paid the equivalent of 15.0%
and in December 18, 2006 we paid the equivalent of 15% of the total bid amount at auction. The remaining 60.0%
will be paid in four equal installments annually, each respectively due 12, 24, 36 and 48 months after the last payment
date (December 18, 2006). The amount of the installments will be adjusted monthly by the IGP-DI index plus 1.0%
interest rate over the indexed amount calculated from the execution date.

Business Overview
We provide fixed-line telecommunications services in Region II under concessions which we assumed from each
of Telepar, Telesc, Telegoids, Telebrasilia, Telemat, Telems, Teleron, Teleacre, CTMR and CRT for each of the states

in our region. These concessions were granted by the Brazilian government to us and to each of these

37

66



Edgar Filing: BRASIL TELECOM SA - Form 20-F

Table of Contents

companies as a result of the privatization process. Until January 2004, these concessions authorized us to provide local
and intra-regional fixed-line telecommunications services in nine states located in the northern, western, central and
southern regions of Brazil and in the Federal District. These concession areas constitute our region. See ~ Our Region.
As a result of these original concessions, we are the leading provider of local fixed-line telecommunications services
and intraregional fixed-line telecommunications services in our region. Local fixed-line telecommunications services
include all calls that originate and terminate within a single local area, as well as, installation, monthly subscription,
public telephones and supplemental local services. Intra-regional fixed-line telecommunications services include all
calls between states within a concession area. We also offer broadband services to our customers that allow them to
access the internet which represents an important new source of revenue.

Since January 2004, we have been able to offer interregional and international long-distance telecommunications
services. We also provide a variety of data transmission services through various technologies and means of access.
Since 1999, we have invested in data transmission capacity in response to the growing demand in Brazil for data,
images and text transmission services, mainly for corporate networks and corporate and residential Internet access.

Our business, including the service we provide and the rates we charge, is subject to comprehensive regulation by
Anatel, an independent regulatory agency, under the General Telecommunications Law and various administrative
enactments thereunder. The licenses and concessions under which we operate our fixed-line services imposed certain
universalization, expansion and modernization targets on us. On January 19, 2004, we received certification by Anatel
that we had accomplished our universalization targets established for December 31, 2003. Accordingly, we were
authorized to offer local fixed and domestic and international long-distance telephone services, whether originated
inside or outside our region. We also acquired a license to provide mobile telephone services in our region.

Our main competitors in the fixed-line telecommunications area are Embratel, Intelig, Global Village Telecom,
Telesp, Telemar, Companhia de Telecomunicac¢des do Brasil Central ( CTBC Telecom ) and Sercomtel
Telecomunicagoes S.A. ( Sercomtel ). The mobile telephone business is a highly competitive one, and Region II has the
highest penetration rate in the country. Our main competitors in the mobile telecommunications area are TIM, Claro
and Vivo.

In 2004 we obtained authorization from the Anatel to provide wireless services through our Brasil Telecom GSM
arm, for the acquisition and installation of network equipment and the integration of mobile telephone with other
products of the Brasil Telecom Group. Our license to provide wireless service is valid for fifteen years and may be
renewed for another fifteen years.
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Strategic Results for 2006

As our strategic priorities for 2006, we resolved to (1) defend our main business, that of fixed-line voice traffic; (2)
expand our mobile telephone service, seeking to achieve a satisfactory balance between scale and profitability; (3)
exploit growth opportunities in data and internet, ensuring profitability; (4) build a portfolio of converging promotions
in the customer environment voice, data and images to reduce client turnover and increase the average customer bill;
(5) increase operational efficiency, applying the necessary rigorous controls in terms of cash allocation; and (6) create
value for our shareholders, in an ethical and transparent manner, through our relationships with our partners.
Strategy for 2007
In recent years, the telecommunications industry has been through transformations never seen before in its history.
The forms of communications are transforming and multiplying. The importance of formatting, storage, distribution
and exchange of content has significantly modified society s behavior. This modification has caused significant

changes in the telecommunications business model, especially for traditional operators.

Trends which were just conceptual are now in a process of acceleration and consolidation, obscuring the borders
among the several business models, with a direct impact in the chain of value generation.

As a consequence, competition is increasing, originating not only in traditional operators, but also with new players
such as: internet portals, pay-TV, wireless broadband ISPs and Information Communications Technology integrators,
among others.

Within this context, the following are highlights:

- Fixed mobile replacement as the major market trend;

- The increase in relevance of the Internet Protocol, including broadband and ISPs;

- Regulatory issues are vital in the sustainability and growth of the telecommunications industry, mainly due to the
technological convergence and services;

- Emerging technologies: WiMAX, Wi-Fi and 3G, facilitating the entrance of new providers;
- The growing need for sub-segmented market treatment; and
- The need to focus rigorously on operational expenses and capital expenses.

Each of these issues contains opportunities and threats and all broaden the complexity level in the management of the
business.

With these challenges in mind, we see our strategy for 2007 as follows:
- Act proactively to adjust to the new convergent regulatory scenario;
- Manage the fixed-mobile replacement by defending our main business: Fixed voice;

- Expand the mobile business to increase scale, profitability and compensate the losses in fixed line voice;
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- Implement sub-segmented approaches with the client, focusing in loyalty and profitability;

- Protect the broadband subscriber base, in view of its importance for value generation and offer of new converging
products;
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- Reduce the costs, expenses and investment levels, with rigorous control of the use of cash;

- Optimize and expand the exploration of portals (Internet Service Providers - ISPs), adding and distributing content
and exploring other opportunities;

- Use emerging technologies and explore opportunities associated with such technologies; and
- Work to provide quadruple play (fixed voice, mobile, data and TV) offers.

Regarding each business line and we act in businesses with distinct dynamics we also defined a set of specific
priorities for each segment:

- Mobile Telephony

Internationally, mobile telephony has been continuously growing in recent years. In the period of 2002 to 2005, the

world subscriber base increased 28%, revenues increased 16% and traffic increased 21%, led mainly by the emerging

countries. The increase in competition is principally the appearance of the MVNO Mobile Virtual Network Operators
and growth through mergers and acquisition are fundamental for these operators to increase scale and become more

competitive and profitable. Value added services have represented an increasing role in the revenues of operators and

the launch of new mobile technologies (3G and Wi-Max) in Brazil should accelerate this development.

Within this context and considering the characteristics of the market where Brasil Telecom acts, certain priorities were
established for the mobile telephony business:

e Rationalize offers;
¢ Keep the growth momentum;
® Optimize costs, expenses and investments; and

¢ Increase the offer of converging and value added services.

-Data Corporate Market

The use of communications network based on the Internet Protocol (IP) is a world-wide trend in the area of data
communications for the corporate market, demanding additional bandwidth to support new applications. Thus, the
services are migrating from connectivity and simple applications to complete customized solutions and sophisticated

integrated packages, in a highly competitive market.

In order to be well positioned in this market, Brasil Telecom defined the following priorities for the corporate data
market:

® Defend its current position;
¢ Increase the average revenue per user; and,

® Develop new markets.
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The existing challenge to offer greater speeds along with mobility is being hit by the rise of new technologies such as
Wi-Max, 3G, integrated Wi-Fi networks, MMDS. Besides mobility, the growing need for greater bandwidth and
speed with decreasing prices to allow integrated offers is already a reality in developed countries.
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Facing all these technological and market matters, Brasil Telecom defined the following priorities for the broadband
business:

¢ Geographically expand the service, focused on profitability;

¢ Optimize the portfolio of new speeds and services; and,

¢ Improve client satisfaction and improve the retention process.
- Internet Service Providers
Internet Service Providers are offering more sophisticated services and beginning to compete directly with companies
that offer conventional voice services. In parallel, telecommunications companies focused on convergence are
increasing content in their portals to create a distinction.
The arise of personal content, where the user acts as the main player through sharing websites or community
networks, is increasing the online time, increasing the value of the website and creating WEB 2.0. The availability of
content on demand, unrelated and distributed via broadband, makes the business models of paid content feasible, such
as videos (Video on Demand) and music (iTunes).
The growth of internet access is causing the migration of advertising in traditional media to online spaces. The efforts
of the advertiser to optimize investments in communications and the creation of online tools for the segmentation of
the message resulted in revenues associated with online advertising increasing 22% (CAGR) between 1999 and 2006

in the US.

Operating the second largest broadband ISP in Latin America and the largest dial-up ISP in the country, Brasil
Telecom defined the following priorities for its three portals, iG, BrTurbo and iBest.

® Reposition its brands;

¢ Improve profitability and retain users;

¢ Consolidate position in corporate products; and,

¢ Optimize the operation with the integration of its ISPs.
- Fixed Line Voice
The replacement of fixed line telephony to mobile telephony is already a reality in several countries and the
determining factor in the speed of this replacement is the price of the minute in mobile telephony. As the price of the
mobile minute reaches the price for the fixed line minute, the traffic replacement increases. In the US and in Europe,
between 2004 and 2005, fixed lines decreased 2.5% and 0.5%, respectively.
The popularization and growth of broadband and new applications developed on IP platforms also affect the usage of
the fixed line telephony. Currently in Europe, 2% of the total traffic is VoIP and this value is projected to reach 10%

by 2010.

With theses changes in mind, the new technologies and converging services, the telecommunications sector is going
through a period of acquisitions and international expansions, with consolidation into ever larger players and
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rationalization of costs.
For Brasil Telecom, the priorities for this business segment are:
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® Manage the migration from fixed line to mobile telephony;
¢ Increase loyalty and retention actions;
e Approach the market in a more sub-segmented manner; and,
¢ Explore converging services.
Our Services
The fixed-line telecommunications services offered to our customers consist of (i) local services, including all calls
that originate and terminate within a single local area in the region, as well as installation, monthly subscription,
measured services, public telephones and supplemental local services, (ii) intraregional long-distance services which
include intrastate (calls between local areas within a state in our region) and interstate (calls between states in our
region), (iii) interregional and international long-distance services, (iv) network services, including interconnection
and leasing, (v) data transmission services, (vi) wireless services and (vii) other services.
The following table sets forth our revenue by type of service for the indicated years. Our rates for each category of

service are discussed below under  Rates. Trends and events affecting our operating revenue are discussed under Item
5. Operating and Financial Review and Prospects.

Year ended
December 31
2004 2005 2006
(millions of
reais)
Local services 7,491 7,724 7,470
Intraregional (Intrastate and Interstate) long-distance
service 2,394 2,626 2,464
Interregional and International long-distance service 249 364 306
Network services 970 941 771
Data transmission 1,069 1,531 2,001
Mobile Services 88 732 1,323
Other 502 768 777
Gross operating revenues 12,763 14,687 15,111
Taxes and discounts (3,698) (4,549) (4,814)
Net operating revenues 9,065 10,138 10,297

A concession of a telecommunication service is defined under the General Telecommunications Law as the
delegation of the rendering thereof under the public regime, by means of a written agreement and for a determine
period of time. The concessionaire will bear all business risks and its compensation will be the tariffs charged from
the users and other alternative revenues. The concessionaire is directly responsible for the fulfillment of the
underlying obligations and the damages it may cause. Concessions may only be granted to companies incorporated
under Brazilian laws, and with both head office and management located in Brazil. Concessions will be granted by
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Anatel on a non exclusive basis and must comply with the general plan of awards approved by the Executive Branch
as mentioned above. The maximum term of a concession will be twenty years, renewable only once for an equal
period.

Concessions of telecommunications services have always been granted by means of a bidding procedure. The rules
governing such bidding procedures were established by Anatel in Resolution No. 65, dated October 29, 1998. The
provisions of Resolution No. 65 observe the constitutional principles and provisions of the General
Telecommunications Law, particularly the following:

(a)  the purpose of the bidding procedure is to determine the party which may provide and expand the service under
the public regime, as well as fulfill the relevant universalization obligations, on an efficient and secure basis
and charging reasonable tariffs;
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(b) the draft request for proposal of each procedure will be submitted to public consultation;

© the request for proposal will (i) identify the relevant service and the conditions for the rendering, expansion
and universalization thereof, (ii) establish objective criteria for acceptance and judgment of the proposals, (iii)
regulate the procedure, (iv) indicate the applicable sanctions, and (v) determine the clauses and conditions of
the relevant concession agreement;

(d) the technical and operational and economic-financial requirements to be fulfilled for purposes of qualifying
each bidder, as well as occasional bid or performance bonds, must be applicable equally to all bidders,
compatible with the purpose of the procedure and proportional to the nature and dimension thereof;

© all bidders must evidence that the same are in good standing and situation before the tax and social security
authorities;

® the judgment of the proposals must always be made in accordance with the criteria established in the relevant
request for proposal, provided that one of the following criteria is adopted: (i) lowest tariff to be charged from
the service users; (ii) highest price offered for the concessions; (iii) highest quality level of the services; (iv)
best fulfillment of the demand; or (v) a combination of any two or more of the foregoing criteria; and

(2) the rules governing the bidding procedures must ensure publicity of the request for proposal, adequate term of
submission of the proposals and ample defense rights.

According to the General Telecommunications Law and Resolution No. 65, the authorization by Anatel is an
administrative act which permits the exploitation under the private regime of a telecommunications service, provided
that the applicable objective and subjective requirements are duly met.

Resolution No. 65 sets forth the procedures for the granting of authorizations by Anatel. Anatel may only deny a
request for authorization if the maximum number of service providers is already achieved, if the granting of the
authorization would jeopardize the rendering of the services under the public regime or in case of a relevant reason, in
each case as duly justified by Anatel.

There are certain objective requirements for the award of an authorization, including: (i) availability of the required
radio frequency, if applicable; and (ii) submission of a project that is technically feasible and compatible with the
applicable regulations.

In relation to the subjective requirements for obtaining an authorization for the exploitation of a collective interest
service under the private regime, (i) the interested party must be organized under Brazilian laws, with both head office
and management located in Brazil; (ii) such party may neither be prevented from participating in bidding procedures
carried out by the public authorities, nor from entering into agreements with public authorities; (iii) the Brazilian
authorities may not have declared the forfeiture of any concession, permission or authorization held by the interested
party in the prior two years; (iv) the interested party must have technical qualification to provide service,
economic-financial capacity, be in good standing before the tax and social security authorities; and (v) the interested
party must not be, in the same region, place or area, a provider of the same category of service.

On June 20, 2003, Anatel approved a new General Plan on Quality and the concession contract model under which
all fixed-line telecommunications have operated since January 1, 2006. On June 28, 2003, Decree 4769 was entered
approving the General Plan on Universal Service. See ~ Obligations of Telecommunications Companies New
Telecommunications Regulations. The new Concession Contracts for Public Switched Telephone Network were
signed in December 22, 2005 and begin as of January 1, 2006. It has duration until 2025. Five year reviews are
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Additionally, the AICE regulation was included in the General Plan on Universal Service in order to facilitate the
progressive universalization of individual fixed telephone access. AICE is a class of PSTN basic plan in which
subscriber must pay a monthly subscription of R$16.5 (net of taxes). On the AICE plan, the rate paid is the same as
that of a local call with a 2 minute increment per each realized call (customer care rate) and a 2 minute minimum call
rate. The plan operates as a pre-paid model in that the subscriber has to obtain credits in order to use the service. The
service is being offered in households that do not have other residential lines.

Local Services

We are the leading provider of local telecommunications services in our region with an estimated 92% market
share as of December 31, 2006. In local fixed-line services, our main competitor is Global Village Telecom. Global
Village Telecom is an independent service provider operating under an authorization from Anatel. As of December
31, 2006, we had approximately 8.4 million lines in service. We own and operate public telephones throughout our
region. At December 31, 2006 we had approximately 277,854 public telephones and a ratio of public telephones per
100 inhabitants equal to 6.4 which meets Anatel's service targets. We also provide a variety of other supplemental
local services that include voice mail, call waiting, call forwarding, conferencing, speed dialing and caller ID.

To date, numerous companies have been authorized by Anatel to provide local fixed telecommunications services
in our region. Our fixed-line services are also subject to competition from wireless service providers. See Item 3. Key
Information Risk Factors Risks Related to the Brazilian Telecommunications Industry We face increasing competition
in the Brazilian telecommunications industry which may have a material adverse effect on our market share, results of
operations and financial condition. We have also been authorized to provide local fixed telecommunications services
outside our region, although as of December 31, 2006, we have not done so.

Our local services also include fixed-to-mobile services, consisting of calls that originate on a fixed-line telephone
and terminate on a mobile or cellular device. The fixed-to-mobile basic tariff per-minute are generally known as
Communication Value-1, or VC-1.

Intraregional (intrastate and interstate) long-distance services

Calls from one local area in a region to another local area in the same region are referred to as intraregional
long-distance calls. Intraregional long-distance service includes intrastate long-distance calls (calls within a given
state in a region) and interstate long-distance calls (calls between states in a region). Prior to merging into us, each of
Telepar, Telesc, Telegoids, Telebrasilia, Telemat, Telems, Teleron, Teleacre, CTMR and CRT were the exclusive
provider of intrastate long-distance service in their respective state. As a result we became and still are the leading
provider of intrastate fixed-line telecommunications services in our region with a 90.8% intrastate average market
share and an estimated 85.2% interstate average market share in 2006.

Pursuant to Anatel regulations, callers are able to choose a service provider for each long distance call by selecting
a carrier selection code that identifies the carrier. Until July 6, 2003, this was permitted only for calls made from
fixed-line phones. Since such date, mobile callers can also choose a service provider by selecting a carrier selection
code. Our carrier selection code is  14.

Until July 1999, Embratel was the exclusive provider of interstate long-distance service. In July 1999, Embratel

and Intelig were authorized by Anatel to provide intrastate long-distance services within the states in our region, and
we were authorized to begin providing interstate long-distance services between the state
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