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Fixed Income
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The South America largest economy

P GROSS DOMESTIC PRODUCT -GDP

We expect a GDP growth to expand up to 4% in 2006
after a weak GDP growth near to 2,6% last year. The
main challenge for the currently government in Brazil
will be to pursue growth in the economy while
maintaining inflation in check.

Falling inflation and increasing confidence will create
the conditions for stronger GDP growth in 2006-07. All
signs indicate that the economy this year will have a
better performance compared to last yesr.

The CB revised its 2005 GDP growth expectations to
2.6%, down from 3.4% in 3Q05 inflation report. For
2006, GDP growth expectation remained at 4%;

P FIXED INCOME PERFORMANCE

Brazil’'s benchmark Global 40 due October 2040
climbed to a record high, quoted by around 131,15
percent of their face value.

With interest rates declining in Brazil, there is a real
possibility of domestic investors switching funds from
fixed income to equities. We maintain our view that,
despite overal sentiment that pension funds would be
the main source of this flow, we see that it is in the
mutua fund industry where there is a large space for
equity funds to gain importance.

Emerging markets closed-end funds appear to be the
flavor of the year, sporting some of the best returns in
2005.

P STOCK MARKET PERFORMANCE

Big year in Brazil, thanks to Bovespa and Novo
Mercado. Most of the new listings have taken place on
the Novo Mercado (New Market), a segment of the
Bovespa launched in 2001 to address concerns over
low standards of corporate governance. Companies
lising on the Novo Mercado may issue only voting
shares.

We are still maintaining our bullish view for the year
ahead. The Brazilian Stock index have been hitting
record highs lately, as foreign investors appear to be
reducing exposure to dollar-based assets by shifting
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money into higher-growth  assets from
developing countries, where local currencies
have been appreciating against the dollar.

The S&o Paulo Stock Exchange reported foreign-
investment flows have been rising in recent
months and recently hit their highest level ever.
The Brazilian index is finished 2005 by around
33.455 points, leaving it around 29% stronger
compared to 2004 representing the highest level
over the past 5years.

The trend is widely epected to continue next
year as we forecast till 41.000 points of average
year-end, implying an about 18% upside
potential from current levels in nominal terms.
Mining, Stedl, Banking, Consumer and Power
sector stocks were among the biggest climbers of
the year.
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" Fighting
corruption
and building
infrastructure
for an

expanding
economy are
among the
priorities
Brazlian
President Luiz

Inacio Lula da
Slva has set
for next

year .

Brazil Outlook 2006

P INTEREST RATE

Some analysts would be working with January |PCA
expectation of 0.6%. The actual number will only be
released in the beginning of February but the IPCA-
15 to be out on January 27th will be an efficient
preview.

We maintain our expectation of a 75 bps interest
rates cut on the 18th which, considering there will be
less COPOM mesetings in 2006, would mean the
recent pace of interest rates cut would be maintained.

We maintain our expectation the Selic rate average
of 15% in 2006, which represent a total cuts of 300
bps from current levels.

P CURRENCY

Brazil's currency has appreciating due increased
inflows from overseas bond sales will outpace dollar
purchases by the central bank. It has been seven
years since such low levels of risk in Brazil currently
Stands at its lowest levels at 286 bps, that has led
companies to sell bonds abroad.

The Central Bank will likely continue to intervene to
build reserves.

We continue to believe the most likely scenario isa
gradual depreciation of the Rea ending 2006 at
around R$2.40/US$. In this case, the srategy
continues to be being more exposed to sectors more
dependent on the domestic economy.

P DEBT RATING X BRAZIL RISK

Brazil's net public sector debt is expected to decline
by the end of 2006.

Its dso worth highlighting Brazil’s country risk,
which dropped to 280 basis points, its lowest level
ever. As we mentioned, the country risk at such low
levelsislikely to positively impact equity prices.
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The continuation of the Brazil risk downward trend
is one of the main reasons we believe Brazil's
equity market deserves to be re-rated.

We bedlieve that ratings upgrades are possible in
Brazil over the couse of 2006 and becoming
“investment grade™ in 2007.

The overweight recommendation in external debt
markets remains Brazil, which continues to be the
bellwether for investor sentiment toward emerging
markets.

P TRADE BALANCE

Industrial production is seen expanding last year as
strong export activity generates a trade surplus of

USD 42 hillion. For 2006, industrial output should
expand another USD 35 hillion on the year.

An export boom is widening Brazil's surplus thanks
to a competitive currency, structural changesin the
economy and strong prices for key commodities
like iron ore, sugar and sted!.

P ELECTIONS FIGURES 265 days to go
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P SECTOR RECOMMENDATIONS - BUY

On our view, we looked at the multiple-to-growth relationship and remaining overweight to banks,
consumers, electric utilities, infrastructure and mining;

Reinforcing our conviction: We are revising our iron ore price increase estimate for 2006 from 20% to 25%.

Dilma Rousseff, the government’s chief of staff, announced the date for the auctions of the 2nd Phase of the
Federal Toll-roads concession program — April 15th. In the previous statements the government had already
signaled that the auctions should take place until April.

This is good news for the sectors since it reinforces the potential upside for the stocks this year and should
positively impact its shares.

Aswe mentioned soon after the December “new energy” auction, the government’ s intention to implement ¢
second auction as soon as in May is positive.

Ricardo Zeno
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If you would like to be included on our digtribution list, or if your e-mail address has changed,
please contact us at frontdesk @azinvestimentos.com.br

Please visit hitp://www.azinvestimentos.com.br to view our archives and to find awide range
of analytical toals.

This document is the property of AZ Investimentos Limited and must be not be copied in whole or in part. Although
information has been obtained from and is based upon sources, we do not guarantee its accuracy and it may be
incomplete or condensed. This report is for informational purposes.

The report does not provide individually tailored investment advice. It has been prepared without regard to the
individual financial circumstances, specific investment objectives and other considerations of investors. The securities
or other financial instruments discussed in this report may not be suitable for all investors, depending on their specific
investment objectives, financial positions and other considerations. AZ Investimentos encourages investors to seek
advice of a financial adviser.
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