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LATIN AMERICA ADVISOR

Featured Q&A With Our Board of Advisors

Brasil Telecom announced

February 3 it was slashing its

workforce by 12 percent as part

of a cost-cutting strategy imple-
mented by the company's new manage-
ment team, which took over in September.
What is the outlook for Brasil Telecom?
Are the days of ownership disputes behind
it? What is the future of the major stake-
holders' (Citigroup, Telecom lItalia, pen-
sion funds) interests in the company?

Guest Comment: J. Paul Groom:

"The future ownership of Brasil

Telecom is wide open as the com-

pany continues to be burdened
with financial rather than strategic
investors. The problem has been that the
controlling shareholders of Brasil Telecom
paid 2 billion reais for the property in 1999
and have waited, so far in vain, for its value
to go beyond those levels in order to reap
their profit. The current shareholding
group comprises one strategic, but minori-
ty shareholder, Telecom Italia, who would
like to be the controlling shareholder. The
other shareholders are interested in maxi-
mizing their investment and will probably
sell their shares to a strategic investor when
they feel that their investment can be max-
imized. In 1998, the winning consortium
(there was only one bidder!) paid 2.07 bil-
lion reais for somewhat more than 19 per-
cent of the company, which at that time
was worth $US 1.78 billion. Today, the
companies (Brasil Telecom SA and Brasil
Telecom Participacoes) have together mar-

Inside This Issue

ket capitalizations of a little more than 15
billion reais, but the controlling sharehold-
er's participation is approximately 17.3
percent, or 2.6 billion reais ($US 1.2 bil-
lion). This means that the investors have a
ways to go to recognize a profit! Today,
Telecom Italia has a corporate strategy
focused on convergence of fixed wireline
and mobile networks. Hence, their pur-
chase of those shares in TIM last year that
they did not own. They have also sold off
properties in Greece, Venezuela, and other
countries where they had only mobile
operations, and their future expansion will
be where they own and control both net-
works. There is no doubt that Brazil is a

Continued on page 4
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Industrial production in Mexico rose a
disappointing 2.7 percent yoy in
December. See story on page 3.

Source: INEGL
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Morales Urges US to Extradite
ex-President Sanchez de Lozada

Bolivian President Evo Morales on
Monday called on the United States
to extradite former President
Gonzalo Sanchez de Lozada to face a
possible trial in Bolivia related to
military clashes with protesters in
2003 that left some 60 civilians dead.
Sanchez de Lozada fled to the US in
October 2003 amid the protests by
mostly poor Indians demanding
changes to his free-market policies
and opposing a plan to export
Bolivia's natural gas through Chile.

Source: Associated Press.

Poll: Candidate Flores Has 10-
Point Lead in Peruvian Campaign

Lourdes Flores holds a 10 percent
lead over nationalist rival Ollanta
Humala in the run-up to the Peru's
April 9 presidential election, accord-
ing to an Apoyo poll. Support for
Flores, the free-market friendly can-
didate, fell from 37 percent in a late
January poll to 35 percent last week,
while backing for Humala fell to 25
percent from 27 percent. Former
Presidents Alan Garcia and Valentin
Paniagua received 17 percent and 8
percent support, respectively.

Source: Bloomberg News.

Two Mexican Police
Chiefs Killed at Border

Two Mexican police chiefs were bru-
tally murdered on Monday in a vio-
lence-ridden region near Monterrey
in northeastern Mexico. Authorities
said it was not immediately clear if
the killings, which took place four
hours apart, were related. Violence
in the area has intensified since
March 2003, when a reputed drug
lord was arrested in a shootout,
spurring a turf war over access to
drug smuggling routes in border
cities.

Source: Associated Press.
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Political News

Haitian Government, UN
Appeal for Calm Amid Protests

Haiti's interim government and the
United Nations peacekeeping mission in
the Caribbean nation on Monday
appealed for calm amid continued
demonstrations by supporters of presi-
dential candidate Rene Preval who suspect
authorities of tampering with results in
the February 7 vote in order to prevent
Preval from being declared the winner.
"No vote will be stolen," interim Prime
Minister Gerard Latortue told Haitians in
a television address, according to Reuters.
"We ask everyone to go back home, to stay
calm and the results will be published."
The United Nations Stabilization Mission
in Haiti (MINUSTAH) also urged
Haitians to await final election results.

Tuesday, February 14, 2006

peacekeepers," Wimhurst was quoted as
saying. The protests, which included flam-
ing road barricades, brought traffic to a
halt in Port-au-Prince, while schools were
forced to close. Hundreds of protesters
demanding Preval be declared president
smashed through the gates of a luxury
hotel where most of the foreign press and
some election observers are staying,
according to Reuters.

Economic News

ITPA Recommends 11 Nations in
Region be Put on Piracy Watch Lists

US music, movie, and software groups on
Monday recommended that the Bush
administration put 11 Latin American
countries on a watch lists for copyright
piracy and related market access problems
that cost the industry an estimated $2.9

€€ No vote will be stolen.”?

According to MINUSTAH, 90 percent of
the election tally sheets have been tabulat-
ed, but 1,000 tally sheets have yet to be
entered into the system. According to the
results so far, Preval, who served as presi-
dent of the Caribbean nation from 1996 to
2001 and is considered a one-time ally of
exiled former President Jean-Bertrand
Aristide, leads a field of 33 candidates with
48 percent of the vote. However, he is
short of the 50 percent plus one vote need-
ed to avoid a March 19 run-off against the
second-place finisher, and his supporters
suspect irregularities aimed at forcing the
run-off. MINUSTAH said that pro-Preval
demonstrators had erected roadblocks in
several parts of the capital, Port-au-Prince,
although it said protests had not yet
become "particularly violent." According
to Reuters, however, witnesses said UN
peacekeepers fired into a crowd of protest-
ers in Tabarre, just north of Port-au-
Prince, killing at least two people, but UN
spokesman David Wimhurst said the
troops only shot into the air. "I can assure
you no individuals were wounded by UN

- Haitian Interim Prime Minister Gerard Latortue

million in trade losses last year. In a press
release, the International Intellectual
Property Alliance, which represents some
1,900 US companies, recommended that
the US Trade Representative's office place
Argentina, Chile, Colombia, Costa Rica,
the Dominican Republic, and Venezuela
on its "priority watch list" and that Bolivia,
Brazil, Ecuador, Mexico, and Peru be put
on its "watch list." In Latin America,
Mexico accounted for the highest estimat-
ed losses from copyright piracy in absolute
terms, at $1.253 billion, followed by Brazil,
at $859 million, according to the IIPA. The
US has been putting pressure on Brazil to
take a more aggressive stance against pira-
cy, and last year threatened to end trade
preferences for the South American nation
if it failed to act. However, the IIPA noted
that in 2005 Brazil "demonstrated a new
and welcome attitude toward fighting the
scourge of piracy that has devastated its
own market for high tech and cultural
products." The IIPA recommended that
Russia, which accounted for $1.5 billion in
estimated losses from piracy last year, be
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designated a "priority foreign country" by
the USTR and that the the US immediate-
ly suspend preferential trade treatment.

Mexico's Industrial Output
Rose 2.7 Percent in December

Industrial production in Mexico rose a
lower-than-expected 2.7 percent in
December compared to the same month
of 2004, the government said Monday,
according to Reuters. Construction grew
7.2 percent and mining output rose 6.7
percent in December, but manufacturing
output increased only 1.8 percent, while
the gas, electricity and water sectors
declined 1.1 percent. Somewhat softening
the disappointing news was a report by
Mexican auto industry group AMIA that
auto production expanded 68.9 percent in
January, while exports soared 81.8 per-
cent. Auto sales were boosted by the pro-
duction of new models to supply a
stronger US market, marking a recovery
after months of weakness partly due to
interruptions in US demand for Mexican
auto imports, according to Reuters.
Industrial production in Mexico grew 1.13
percent in December compared with
November, while industrial output for
2005 as a whole rose 1.6 percent.

Mexico Industrial Production
YoY Growth, Jan-Dec 2005
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Company News

Telmex Posts 27.8 Percent Drop
in Q4 Profit on Financing Costs

Telefonos de Mexico (Telmex) on
Monday reported fourth quarter consoli-
dated net income of 7.780 billion pesos
($US 739 million), down 27.8 percent
from the same period of 2004, mainly due
to higher financing costs. In an earnings
statement, Telmex, Mexico's biggest fixed-
line operator with subsidiaries in five
Latin American countries, said it lost
1.607 billion pesos through currency
hedges during the October-December
period and was hit with a net charge of
1.299 billion pesos for interest rate swaps
and accrued interest. The company
recorded an 866 million-peso gain in its
monetary position during the quarter.
Fourth quarter revenues totaled 41.335

billion pesos, down 2.6 percent from the
year-earlier period, which Telmex attrib-
uted mainly to a decrease in the amount it
charges other operators to terminate calls
on its network through the "calling party
pays" system in Mexico. Revenues from
Telmex's operations in Mexico were
31.844 billion pesos, down 3.2 percent
from the year-earlier period. In Brazil,
where Telmex controls the country's
biggest long-distance company, Embratel,
revenue rose 2.8 percent year-on-year to
1.948 billion reais ($US 908 million).
Telmex said all its Latin American opera-
tions outside of Mexico recorded revenue
growth and positive EBITDA (earnings
before interest, taxes, depreciation, and
amortization) for the full year 2005.
Besides Brazil, Telmex also has operations
in Latin American in Argentina, Chile,
Colombia, and Peru. For full-year 2005,
Telmex said net income fell 0.8 percent to
28.180 billion pesos.
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Featured 0&A
Continued from page 1

strategic market for them, notwithstand-
ing their posturing about selling their
shares in Brasil Telecom. However, if
Citibank and the pension funds were
able to sell the controlling shares to a
third-party strategic investor, Telecom
Italia would be placed in an impossible
position. We believe that the most likely
outcome will probably be the purchase
of Brasil Telecom shares by Telecom
Italia from the Citibank and the pension
funds when they can obtain a positive
return on their investment."

Guest Comment: Thomas Dorr

Abreu: "The most serious of

Brasil Telecom's seemingly

unending streak of shareholder
disputes came to an end in late 2005.
With Opportunity no longer in control,
Citigroup and the Brazilian pension
funds will concentrate on cleaning up
the house before selling the company in
a couple of years. Telecom Italia, which
already owns a 38 percent stake in one of
Brazil Telecom's holding companies, is a
clear favorite, and will negotiate inter-
mittently with Citigroup and the funds.
These negotiations will be at times pub-
lic, at times secretive, and at times down-
right nasty. Ultimately, we expect TI to
get what it wants—total control of Brasil
Telecom—but at an expensive price,
since Citigroup and the pension funds
are united in a strong position.
Meanwhile, Brasil Telecom faces serious
challenges shared by fixed incumbent
operators worldwide: fixed-mobile sub-
stitution, traffic erosion, and a highly
competitive datacoms segment.
Additionally, the company faces two
country-specific challenges. First, delays
in a regulatory resolution allowing the
provision of IPTV services will prevent it
from completing its triple-play package.
Second, it will not benefit from infla-
tion-based price adjustments due to the
country's good macroeconomic per-
formance. The short-term outlook for
Brasil Telecom is therefore challenging,
but the company has two aces up its
sleeve: its mobile arm will be cash-flow
positive in 2007, and it will be a fearsome
player in the Internet realm once it inte-
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grates, re-brands and re-launches its
portal and ISPs."

Guest Comment: Diego

Bubillo: "Upon taking charge

of Brasil Telecom in September

2005, the new administration
also assumed responsibility for solving
the company's historic problem: the lack
of transparency for investors. To this
demand is added a labor no less impor-
tant: improving efficiency and contain-
ing the trend in growth of the company's
spending. This latter task takes on
urgency in the face of a year that will
demand large expenditures, such as sub-
stantial investment to migrate its billing
system from pulses per minute, and will
present a scenario of growing competi-
tion in the market and new threats to
Brasil Telecom's revenues, principally at
the hands of VoIP. The reduction in the
number of employees forms part of this
general, necessary initiative by the new
administration of Brasil Telecom, which
is looking to lower personnel expenses—
estimated at around 6 percent of rev-
enues—to amounts similar to those of
Telemar, whose structure and operations
are similar but whose personnel costs do
not exceed 4 percent of its billing.
Therefore, the need to put order to Brasil
Telecom's accounts is urgent independ-
ently of who its controller is and what
their future is. Time will tell if the
incumbent stays in the hands of Telecom
Italia or Citigroup and the funds, but the
company's next balance sheet will deter-
mine whether the reorganization of
activities and the 12 percent reduction in
personnel achieve the desired effect on
operational margins."

J. Paul Groom is Founding and
Managing Partner of Telefinance Advisors
in Brazil.

Thomas Dorr Abreu is a Regional
Research Analyst at Pyramid Research.

Diego Bubillo is an Analyst at Signals
Telecom Consulting.
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