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PRESENTATION OF FINANCIAL INFORMATION

Embratel Participacdes S.A., a corporation organized under the laws of the Federative Republic of Brazil, was
formed upon the reorganization of Telecomunicacées Brasileiras S.A.—Telebras, a corporation organized under the
laws of Brazil that, together with its operating subsidiaries, was the primary provider of public telecommunications
services in Brazil. We refer to Telebras, together with its operating subsidiaries, as the Telebras System. In this
annual report, the terms “we,” “us” and “our” mean Embratel Participacdes S.A. and our consolidated subsidiaries,
unless we indicate otherwise.

On May 22, 1998, the shareholders of Telebras approved the restructuring of the Telebras System to form, in
addition to Telebras, twelve new telecommunication companies, known as the New Holding Companies, by means
of a procedure under Brazilian corporate law catisdoor “split-up.” The New Holding Companies were
allocated substantially all of the assets and liabilities of Telebras, including the shares held by Telebras of the
operating subsidiaries of the Telebras System. The New Holding Companies, together with their respective
subsidiaries, comprise three regional fixed-line operators, eight regional cellular operators and one domestic and
international long-distance operator. The restructuring of the Telebras System into the New Holding Companies is
referred to in this annual report as the “Breakup” of Telebras.

We are one of the New Holding Companies formed upon the Breakup of Telebras. In the Breakup, all of the
share capital of Empresa Brasileira de Telecomunicagdes S.A., or Embratel, held by Telebras, which represented
98.75% of the total share capital of Embratel, was transferred to us. We are the premier communications provider in
Brazil offering a wide array of advanced communications services over our own state-of-the-art network. We are
the leading provider of data and Internet services in Brazil. Our service offerings include advanced voice, high-
speed data communications services, Internet, satellite data communications and corporate networks. We are
uniquely positioned to be the all-distance telecommunications network of South America. Our principal assets are
the shares of our operating subsidiary, Embratel. We rely almost exclusively on dividends from Embratel to meet
our needs for cash, including for the payment of dividends to our shareholders. See “Item 5. Operating and
Financial Review and Prospects.”

Financial Statements

The audited consolidated balance sheets included in this annual report as of December 31, 2000 and 2001 and
the related consolidated statements of operations, changes in financial position and changes in shareholders’ equity
for each of the years ended December 31, 1999, 2000 and 2001, including the notes thereto, are our consolidated
financial statements. The selected financial information presented below should be read in conjunction with our
consolidated financial statements and the notes thereto. You should carefully review the following discussion when
evaluating the selected financial information and in reading “Item 5. Operating and Financial Review and
Prospects.”

Accounting Methodologiesin Brazil

Until December 31, 1995, publicly-traded companies in Brazil were required to prepare financial statements
pursuant to one of two methods: (1) the corporate law method, which was and remains valid for all legal purposes,
including for determining income taxes and calculating mandatory minimum dividends; and (2) the constant
currency method to present supplementary price-level adjusted financial statements pursuant to standards prescribed
by the Brazilian securities commission, known asGbmissao de Valorddobiliarios or CVM.

e Corporate law method. The corporate law method, which we refer to as Brazilian corporate law in this
annual report, provides a simplified methodology for accounting for the effects of inflation until December
31, 1995. This method consisted of restating permanent assets (property, plant and equipment, investments
and deferred charges) and shareholders’ equity accounts using indices mandated by the federal government.
The net effect of these restatements was credited or charged to the statement of operations in a single
caption, usually entitled “monetary correction adjustments” or “inflation adjustments.”

»  Constant currency method. The Brazilian Institute of Independent Accountants, or IBRACON, and the
Federal Accounting Counsel, or CFC, required inflation indexing, known as the constant currency method,



of financial statements prepared in accordance with the accounting principles generally accepted in Brazil,
or Brazilian GAAP, when the inflationary effect for the year is significant. Under the constant currency
method, all historical Brazilian real amountsin the financial statements and notes thereto were expressed in
constant purchasing power as of the latest balance sheet date, in accordance with standards prescribed by
the CVM for publicly-traded entities.

Changesin Reporting of Results of Operations

Until 1999, our consolidated financial statements were prepared in accordance with the constant currency
method.

In accordance with the discussion paper issued by the International Task Force of the American Institute of
Certified Public Accountants (AICPA), as of January 1, 2000, Brazilian companies have been allowed to prepare
their financial statementsin accordance with Brazilian corporate law as the primary basis of accounting in filings
with the U.S. Securities and Exchange Commission, or SEC. Previoudly, presentation in accordance with Brazilian
GAAP, which included restatement to constant purchasing power, was mandatory.

Until 1999, our consolidated financial statements were prepared in accordance with the constant currency
method. However, for local reporting purposes, we prepared our consolidated financial statements in accordance
with accounting practices promulgated by Brazilian corporate law, standards applicable to concessionaires of public
telecommunications services, and accounting standards and procedures established by the CVM, which includes
monetary restatement of permanent assets and shareholders’ equity through December 31, 1995.

In order to conform the financial statements for the use of our shareholders in the United States of America to
the same basis used in the primary market in Brazil, effective from January 1, 2000, our management elected to
change the presentation of our financial statements from Brazilian GAAP to Brazilian corporate law. Given that this
change constitutes a change in the reporting currency, all prior periods presented have been restated to be in
accordance with Brazilian corporate law and to facilitate comparability with subsequent periods.

Brazlian Corporate Law and U.S. GAAP

Our consolidated financial statements are prepared in accordance with Brazilian corporate law, which differs in
certain material respects from generally accepted accounting principles in the United States, or U.S. GAAP. See
note 30 to our consolidated financial statements for a summary of the differences between the Brazilian corporate
law accounting method and U.S. GAAP, and a reconciliation to U.S. GAAP of shareholders’ equity as of December
31, 2000 and 2001, and net income for the three years ended December 31, 1999, 2000 and 2001.

Brazilian corporate law is considered to be a comprehensive basis of GAAP, and it is used as the primary basis
of reporting in Brazil. As described above Brazilian corporate law does not allow for price-level accounting for
periods after December 31, 1995. Under U.S GAAP inflation accounting continued until July 1, 1997, when Brazil
was no longer considered to be a highly inflationary economy for U.S. GAAP purposes.

The amortization of the restatement of fixed assets, which resulted from the inflation accounting in 1996 and
1997 is recognized in the reconciliation to U.S. GAAP, net of related deferred tax.

Minority Interests

The portion of equity and net income attributable to shareholders other than those of the registrant is reflected as
“minority interests” in our consolidated financial statements. At December 31, 2001, such minority shareholders
owned 1.23% of the share capital of subsidiary Embratel. Approximately 30% of the minority interests in Embratel
are held by institutional shareholders, including pension funds. These shareholders obtained their interests in
Embratel in auctions held in April 1988, December 1991, and February 1997, whereby Companhia Vale do Rio
Doce S.A., Banco do Brasil S.A. and Centrais Elétricas Brasileiras S.A., then state-owned companies that formerly
held interests in Embratel, sold their interests to the public. The remainder of the minority interests is held by
Companhia Brasileira de Liquidacdo e Custddia, a clearinghouse of the Sdo Paulo Stock Exchange.



For 1996 and 1997, “minority interests” reflect the interests of shareholders other than Telebras in the
predecessor companies. See “ ltem 4. Information on the Compatigtory and Development of the Company.”

Accounting Consequences of the Breakup of Telebras

Our formation and the formation of our subsidiaries have been accounted for as a reorgani zation of entities
under common control in amanner similar to apooling of interests. The assets and liabilities of the cellular
telecommunications businesses of our subsidiaries’ predecessor company were transferred to our subsidiaries at their
indexed historical cost. The revenues and expenses associated with such assets and liabilities were also allocated to
our subsidiaries. See note 28 to our consolidated financial statements.

As of and for the year ended December 31, 1997, our consolidated financial statements and the selected
financial information set forth below present the consolidated financial condition and revenues and expenses of
Telebras, including the cellular telecommunications businesses of the predecessor companies, which were spun off
into the New Holding Companies effective January 1, 1998.

FORWARD-LOOKING INFORMATION

This annual report contains forward-looking statements. We and our representatives may also make forward-
looking statements in press releases and oral statements. Statements that are not statements of historical fact,
including statements about the beliefs and expectations of our management, are forward-looking statements. The
words “anticipates”, “believes”, “estimates”, “expects”, “forecasts”, “intends”, “plans”, “predicts”, “projects”,

“targets” and other similar words are intended to identify these statements, which necessarily involve known and
unknown risks and uncertainties. Known risks and uncertainties, some of which are discussed in this annual report,

include those resulting from the following factors:
« the short history of our operations as an independent, private-sector entity;
e the introduction of competition to the Brazilian telecommunications sector;
» the cost and availability of financing;
« the performance of the Brazilian economy generally;
« the exchange rates between Brazilian and foreign currencies; and
« the federal government’s telecommunications policy.

Our actual results of operations may be different from our current expectations, and you should not place undue
reliance on these forward-looking statements. 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.

Certain terms are defined the first time that they are used in this annual report. Technical terms are defined in
the “Technical Glossary” that begins on page 75.



PART |
ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS
Not applicable.
ITEM 2. OFFER STATISTICSAND EXPECTED TIMETABLE
Not applicable.
ITEM 3. KEY INFORMATION
A. Selected financial data

Theinformation in this section should be read in conjunction with our consolidated financial statements, and the
notes thereto, included elsewhere in this annual report. Our consolidated financial statements have been prepared in
accordance with Brazilian corporate law, which differsin certain respects from U.S. GAAP. See note 30 to our
consolidated financial statements for adiscussion of these differences. Such data as of December 31, 2000 and 2001
and for each of the three years ended December 31, 2001 have been derived from our audited consolidated financial
statements, which appear elsewhere in this document. The information below should be read in conjunction with,
and is qualified in its entirety by reference to, the consolidated financial statements and notes thereto and “ltem 5.
Operating and Financial Review and Prospects.” In addition, the following table presents selected financial data as
of December 31, 1997, 1998 and 1999, and for each of the two years in the period ended December 31, 1998, which
has been prepared in a manner consistent with the information set forth in the consolidated financial statements.

Year Ended December 31,
1997 1998 1999 2000 2001

(in thousands of reais, except per share data)

Income Statement Data (continuing

oper ations, unless otherwise stated):
Brazilian Corporate Law:
Net operating revenue from telecommunications

SEIVICES ...eiiieeeeeeeieie ettt $2,163,864 $4,000,106 $5,183,927 $6,714,508 $7,460,956
Cost of services(1) (904,830) (2,785,741) (3,619,914) (4,399,267) (4,954,802)
GrOSS PrOfit ...t 1,259,034 1,214,365 1,564,013 2,315,241 2,506,154
Operating expenses:
SElliNg EXPENSE .....o.cvveveier e (215,742) (180,176) (425,895) (795,470) (1,579,596)
General and administrative expense........ (312,459) (374,194) (408,091) (660,712) (969,803)
Other net operating income (expense)..... (77,257) (577,244) 65,204 (12,250) (2,951)
Operating income (loss) before interest 653,576 82,751 795,231 846,809 (46,196)
Financial iNCOME........c.ccveeieiiiieieceeeeeece e 152,989 245,854 326,956 203,106 192,457
Financial expense (208,001) (177,124) (630,416) (391,422) (822,437)
Operating inComMe (10SS) .....c.eeerererereereeeeeenenerereeeas 698,564 151,481 491,771 658,493 (676,176)
Net other non-operating income (expense)............. (149,302) (65,975) (37,650) 111,224 (75,902)
Income (loss) before taxes and other charges......... 549,262 85,506 454,121 769,717 (752,078)
Income and social contribution tax (expense)

DENEFIL....eeece (10,480) 63,585 (1,241) (145,312) 222,088
Income (loss) before employees’ profit share and

MINOKItY INEErEStS ...c.ovvieiiiiiie e 538,782 149,091 452,880 624,405 (529,990)
Employees’ profit share ..........cccoevieiiiiiiieiniee (30,623) (24,000) (36,000) (36,775) (18,155)
Income (loss) before minority interests.................. 508,159 125,091 416,880 587,630 (548,145)
MiInOrity INtErestS(2).......oocviiiriiieeiiiie e (6,352) (1,513) (5,249) (10,540) (5,526)
Net income (loss) for the year..........cccocoeeeiiineeene 501,807 123,578 411,631 577,090 (553,671)
Net income (loss) per thousand shares —

Basic and diluted Common shares (6):
COMMON SNAIES.......uvviiiieiiiiiiiieee e 1.56 0.37 1.24 1.73 (1.66)
Preferred shares.........ccocceviiiiiiiic i 1.56 0.37 1.24 1.73 (1.66)



Year Ended December 31,

1997 1998 1999 2000 2001
(in thousands of reais, except per share data)

U.S. GAAP(3)
NEL FEVENUES.......ovieieieneererereresieeeie et ees 2,678,960 5,123,234 6,680,342 8,928,691 10,055,068
COSt Of SENVICES ...t (1,149,926) (3,908,869) (5,116,329) (6,613,450) (7,548,914)
Operating income (loss) from continuing

OPEFAIONS ...t 360,682 447,275 808,268 857,673 (29,918)
Income (loss) from continuing operations.............. 451,550 418,412 424,743 658,669 (464,250)
Income (loss) from discontinued operations (4)..... 3,127,941 O O O O
Net inComMe (10SS) (5)...c.eererereeeriereireriririeieieieeenens 3,579,491 418,412 424,743 658,669 (464,250)
Net income per thousand shares—

Basic common shares (6):
Continuing OPerations ...........ccccecvvercueereeeneeeeee e 1.41 1.27 1.28 1.98 (1.39)
Discontinued operations..............ccccvvvveeeiininenenn. 9.75 ad O ad —

TOAl (5) vttt 11.16 1.27 1.28 1.98 (1.39)
Preferred shares:
Continuing OPerations ...........ccccocvervueereeesee e 141 1.27 1.28 1.98 (1.39)
Discontinued operations...... 9.75 ad O ad —
Lo = LN () PSP RPN 11.16 1.27 1.28 1.98 (1.39)

Weighted average number of shares

outstanding:
Common shares (thousands)..............cceeeenunnen. 124,351,903 124,369,031 124,369,031 124,369,031 124,369,031
Preferred shares (thousands)............c.ccceeevnnen. 196,311,647 205,457,214 209,035,064 208,548,130 208,562,219
Cash dividend paid per thousand shares:
Common shares (thousandg@ais)...................... O O O 0.4239 0.5674
Preferred shares (thousandseais)...................... O O 0.3830 0.4239 0.5674
Balance Sheet Data (continuing oper ations):
Brazilian Corporation Law
Property, plant and equipment, net................cccueee. 5,626,360 6,023,703 6,958,154 7,467,125 7,849,429
Total aSSetS....ccooviviieiiiieeeieee e 7,249,785 8,527,507 9,653,467 11,762,357 12,458,076
Loans and financing — current portion.................... 108,406 155,088 602,235 881,899 1,079,953
Loans and financing — non-current portion........ 471,468 511,085 878,661 1,364,390 2,648,157
Shareholdis’ eqUIty.........cccooieiiiiniiiiciieeeen 5,503,460 5,510,581 5,717,988 6,082,170 5,346,672
U.S. GAAP
Property, plant and equipment, net................ocuveeee 5,833,519 6,286,183 7,235,693 7,862,919 8,410,021
TOtAl ASSELS...uviiiieiieiieeiee e 7,891,234 8,998,963 10,106,562 12,251,542 13,119,401
Loans and financing — current portion.................... 487,190 638,044 1,206,005 881,899 1,079,953
Loans and financing — non-current portion........ 79,825 28,129 274,891 1,364,390 2,648,157
Shareholdes’ equity — continuing operations ........ 5,452,054 5,637,273 5,787,147 6,279,877 5,755,091
U.S. GAAP — Total Operations:
Total assets including net assets of discontinued

OPErations (3)(4) veeeerereererereeeresieerisieesieeesienene 34,482,612 O O O d



New Holding Company - Brazilian Corporate Law Shareholders’ Equity(7) May 22, 1998
(in thousands ofreais)

S T TN o= o L = | TP 2,134,427
Income reserves..... 2,336,988
Retained earnings. 994,594
Total shareholders’ equity 5,466,009

(1) Cost of servicesis presented in accordance with Brazilian corporate law and, accordingly, includes depreciation and amortization
charges in addition to interconnection and facilities fees, personnel expenses, third party services and other miscellaneous costs of
providing services. See “Item 5. Operating and Financial Review and Prospects — Operating Results — Results of operations for
the years ended December 31, 1999, 2000 and 2001.”

(2) Minority interests represent the portion of net income attributable to shareholders other than the registrant.

(3) Under U.S. GAAP, we were considered to be the continuitity efithe Telebras System for financial reporting purposes. As a
result, all operations of Telebras and its subsidiaries, except for Embratel, were considered to bauddopeiations through
December 31, 1997. Although the registrant was not formgdMiay 22, 1998, the spin-off was effective using balances as of
February 28, 1998, and includes all income and expense for the period from January 1, 1998, through February 28, 1888, except f
interest income arising from minor allocations of cash from Telebras at February 28, 1998.

(4) The discontinued operations pertain to the operations of Telebras (other than Embratel) in connection with thengesfrtieuri
Telebras System. See note 30.1 to our consolidated financial statements.

(5) U.S. GAAP net income and net income per thousand shares for the years ended December 31, 1999, 2000 and 2001 does not
include net income relating to the discontinued operations of Telebras and its subsidiaries, except for those operatrated.of Emb
See note 30 to our consolidated financial statements.

(6) Reflects U.S. GAAP net income per thousand shares of the registrant. The registrant was not fibsubgagrent to December
31, 1997. Accordingly, the equity structure utilized for the earnings per share computations is that of the registrayt 22, of M
1998 (the date of its formation). At the date of formation, the registrant had 124,351,903 thousands common share$38et of 17,
thousands common shares in treasury) and 196,311,647 thousands preferred shares outstanding (exclusive of 13,718,350 thousands
preferred shares resulting from the settlement in April 1998 with TelelBés)note 30 to our consolidated financial statements.
In April 1998, 13,718,350 thousands preferred shares were issued. In February 1997, the Financial Accounting Standards Board
issued SFAS Ndl28, “Earnings per Share.” This new statement became effective for consolidated financial statements for periods
ending after December 15, 1997, and provides computation, presentation and disclosure requirements for earnings peeshare. Sin
the preferred and common stockholders have different dividend, voting and liquidation rights, basic and diluted earnamgs per sh
have been calculated using the “two-class” method. The “two-class” method is an earnings allocation formula that determines
earnings per share for preferred and common shares according to the dividends to be paid as required by our by-laws and
participation rights in undistributed earnings. Basic earnings per share are computed by dividing income available toncdommon a
preferred shareholders by the weighted-average number of common and preferred shares outstanding, respectively, during the
period. Basic earnings per share is equal to diluted earnings per share as there were no common stock equivalents outstanding
during the years ended December 31, 1997, 1998, 1999, 2000 and 2001.

(7) On May 22, 1998, the shareholders of Telebras approved Telebras’ division into the New Holding Companies, whereby existing
shareholders received shares in the New Holding Companies in proportion to their holdings in Telebrétsonltoaaigproving
the allocation of assets and liabilities to the New Holding Companies at the May 22, 1998 meetinggtio&dshsialso approved
a specific structure for the sharehaoklequity of each New Holding Companyhich included an allocation of a portion of the
retained earnings of Telebras. In this manner, the balances of capital, reserves and retained earnings, together with the
corresponding assets and lidisls, for the formation of the registrant were estdielis For U.S. GAAP purposes, the “retained
earnings” allocated from Telebras would be referred to as unrealized earnings reserve as this amount represents cagital allocat
from Telebrés. See note 30 to our consolidated financial statements.



Exchange Rates

The following table sets forth the period-end average, high and low noon buying rate, expressed in reais per
U.S. dollar (R$/U.S.9) for the periods indicated.

Exchange Rates of Nominal reais Per U.S.$1.00

Period High Low Average Period End
1997ttt 1.116 1.040 1.079 1.116
T998.....eeeeeeeeeeee ettt 1.209 1.117 1.161 1.209
1999t 2.165 1.208 1.816 1.789
2000......0c0cueeeeereeiesseereessee st ese sttt tanaetns 1.985 1.723 1.830 1.955
2000.c.cecueeeeeereeeeeeesetereeese et es ettt en et eanaetns 2.800 1.935 2.368 2.320
JaNUATY 2002 ......cvveeeveeeeieeeeieseeseee e 2.438 2.293 2.365 2.418
FEDIUArY 2002 ......oocveeeeeeeereeeeeeeeeeee s sesee s sesenessnes 2.469 2.348 2.408 2.348
MarCh 2002........cooveevereeeieeeeseeeeeeeeseseeeseesessesessesessesenes 2.366 2.325 2.345 2.323
ADHT 2002 ... 2.368 2.270 2.319 2.362
MY 2002 .....coooeeeereereeeseeeeeseeseseseessesseneese s sensensenens 2.529 2.377 2.453 2.522
June 2002 (through JUNE 21) .........ccevvveveveveereereeennne. 2.791 2.541 2.666 2.791

Source: Central Bank

B. Capitalization and Indebtedness
Not applicable.
C. Reasonsfor the Offer and Use of Proceeds

Not applicable.



D. Risk Factors

You should consider the following risks with respect to an investment in our company and investmentsin
Brazilian corporations that are not normally associated with investments in the securities of issuersin the United
Sates and other jurisdictions.

Risk Factors Relating to Embratel and the Brazilian Telecommunications Industry
The Brazlian telecommunications regulatory environment is uncertain.

The recent adoption of new telecommunications laws and regulations as well as the privatization of the Telebras
System have led to broad changes in the operating, regulatory and competitive environment for Brazilian
telecommunications.

The changes include the following:

« the establishment of an independent regulagéncia Nacional de Telecomunicacfes — Anatel

« thedevelopment of comprehensive regulation of the telecommunications sector;

« the sale of a controlling interest in the companies of the Telebras System to private investors; and
» the introduction of competition in the provision of all telecommunications services.

All of these developments have materially affected us and the other telecommunications companies, and we
cannot predict the effects of these changes on our business, financial condition, results of operations or prospects. In
reviewing historical information and in evaluating our future financial and operating performance, you must
consider carefully the extensive changes in the structure and regulation of our industry.

We operatein a highly competitive industry with participants that have significant resources and existing
customers, which could intensify price competition and limit our ability to increase our market share.

If we are unable to compete effectively against our competitors, it could lead to price reductions, lower revenue,
underutilization of our services, reduced operating margins and loss of market share. Some of our competitors in
certain markets where we operate have, and some potential competitors may have, competitive advantages including
the following:

e greater name recognition;

e greater financial, technical, marketing and other resources;

» larger installed bases of customers; and

« well-established relationships with current and potential customers.

The industry in which we conduct our businessis subject to rapid technological changes and such changes
could have a material adverse effect on our ability to provide competitive services.

The telecommunications industry is in a period of rapid technological change. Our future success depends, in
part, on our ability to anticipate and adapt in a timely manner to technological changes. We expect that new
products and technologies will emerge and that existing products and technologies will further develop. These new
products and technologies may reduce the prices for our services or they may be superior to, and render obsolete, the
products and services we offer and the technologies we use, and may consequently reduce the revenues generated by
our products and services and require investment in new technology. As a result, our most significant competitors in
the future may be new entrants to our markets that would not be burdened by an installed base of older equipment.
It may be very expensive for us to upgrade our products and technology in order to continue to compete effectively.



We are subject to regulatory limitations on most of the prices we can charge our customers.

Rates for most of the telecommunications services provided by us are subject to final approval by Anatel, to
which we submit requests for rate adjustments. Concessions with the regional fixed-line companies and Embratel
provide for a price-cap mechanism to set and adjust rates on an annual basis. We are subject to comprehensive
regulations that limit our ability to set tariffs for of our services. Such regulations may limit our ability to respond to
potential or actual competition.

Under Brazil's telecommunications regulatory framework, telecommunications companies have the ability to
set their own tariffs beginning three years after privatization if there is effective competition in the market. In light
of existing competition in the long distance market, we filed on May 15, 2002 a request with Anatel for permission
to set our tariffs. However, we are still not certain whether Anatel will approve our request.

We must successfully implement our business plan, but factors beyond our control may prevent us from
doing so, which could have a material adverse effect on our business.

Our ability to increase our revenues and maintain our position as a leading Brazilian provider of advanced
telecommunications and Internet services will depend in large part on the successful, timely and cost-effective
completion of our business plan.

Factors beyond our control that could affect the timing of the completion of our business plan include our
ability to:

* enter into necessary contracts with third parties;
* manage costs; and
e attract and retain highly skilled and qualified personnel.
We are exposed to special risksin connection with our international call services.

Revenues from international service also reflect payments under approximately 268 bilateral agreements
between us and foreign telecommunications administrations or private carriers, which are influenced by the
guidelines of the international tariff and trade regulations and cover virtually all international calls to and from
Brazil. Various factors, including declining settlement rates, could affect the amount of net settlement payments
from U.S. or other international carriers to us in future years. These include increases in the proportion of outgoing
to incoming calls. Calls originated by U.S. carriers currently exceed calls we originate.

We may not be able to control the costs associated with our billing practices.

In the fourth quarter of 1999, we began directly billing and collecting payments from our domestic and
international long-distance telephony customers on a trial basis. We officially implemented direct billing in the first
quarter of 2000. Prior to that time, we did not directly bill traditional telephone services to our end-user customers.
As a result of our new billing practice, we had an increase in sales, general and administration expenses due to the
additional cost of directly billing millions of customers. Although we are employing various strategies to minimize
this cost increase, we face risks associated with controlling the costs of billing, ensuring the quality and accuracy of
billing, maintaining the customer information database and collecting from a large customer base. During 2001,
worsening economic conditions for Brazilian consumers added to the credit risk of collecting from the vastly
increased number of end-user customers. SERASA, the biggest consumer credit appraisal agency in Latin America,
reported that consumer credit failure increased by 15% across Brazil from 2000 to 2001, as measured by the
incidence of claims, gorotestos, for legal enforcement of collection of unpaid bills. If we are unsuccessful in
containing these risks, our collection period may increase, and operating results may be negatively affected.



Our controlling shareholder may be able to take actions that do not reflect the best interests of our other
shareholders.

At December 31, 2001, WorldCom, through its affiliates, owned 51.8% of our voting shares. Asaresult,
WorldCom is able to elect a substantial majority of the members of our board of directors and has the power to
determine the outcome of most actions requiring shareholder approval, including, subject to the requirements of
Brazilian law, the payment of dividends and the disposition of assets. See also “Item 6. Directors, Senior
Management and Employees” and “ltem 7. Major Shareholders and Related Party Transactions.” Our relationship
with WorldCom provides us with certain competitive advantages obtained through technology transfer and a
management agreement as a result of WorldCom'’s experience in the telecommunications business. WorldCom also
provides us with increased negotiating power through alliances with other affiliates, as well as access to technology,
product research and development and purchasing power.

On June 25, 2002, WorldCom announced that it intends to restate its financial statements for 2001 and the first
quarter of 2002 because transfers in the aggregate amount of US$3.852 billion during these periods were not made
in accordance with generally accepted accounting principles. On June 26, 2002, the SEC announced that it had filed
charges against WorldCom, alleging violation of antifraud and reporting provisions of U.S. federal securities laws.
We cannot assure you that developments at or any actions by our controlling shareholder will not have a material
adverse effect on the price of our preferred shares or ADSs or our financial conditions and results of operations.

We are partiesto various legal proceedings.

We are being sued in a number of legal proceedings, on different grounds. Our management believes that such
actions, if decided adversely to us, would have a material adverse impact on our business, financial condition and
results of operations. Some of these legal proceedings include the following categories:

e the Breakup of Telebras;

« foreign source operating income;

« withholding tax on remittances to foreign telecommunications companies;
e COFINS, a federal social contribution charge;

e COFINS levied upon inbound traffic;

e PIS credits raised in accordance with the rules issued by the Superior Tribunal of Justice not accepted by
the Federal Revenue Agency;

* ICMS tax on international outbound traffic and bundled services;
» legal proceedings against Telebras; and
« legal proceedings initiated by Anatel against us.

See “Item 8. Financial Information — Consolidated Statements and Other Financial Information — Legal
Proceedings” for a detailed discussion of these proceedings.

Risks Relating to Our Preferred Sharesand ADSs.
The ADSs generally do not give you voting rights.

Our American Depositary Shares, or ADSs, represent preferred shares of Embratel Participacdes. Under
Brazilian law and our by-laws, holders of preferred shares generally do not have the right to vote at our shareholder
meetings. This means, among other things, that you are not entitled to vote on important corporate transactions
including mergers or consolidations of Embratel Participacdes with other companies.
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The preferred sharesand ADSs do not entitle you to a fixed or minimum dividend.

Under Brazilian corporate law and our by-laws, unless our board of directors decides otherwise, we must pay
our shareholders a mandatory distribution equal to 25% of our net income as adjusted for this purpose. Therefore,
whether or not you receive a dividend depends on the amount of the mandatory distribution, if any, and whether our
board of directors exercises its discretion to suspend these payments. See “ltem 8. Financial Information —
Consolidated Statements and Other Financial Information — Distribution Policy and Dividends” for a more detailed
discussion of mandatory distributions.

You might be unable to exercise preemptive rights with respect to the preferred shares.

In the event of a capital increase, which would result in reducing the proportion of capital represented by
preferred shares, preferred shareholders have preemptive rights to subscribe to preferred shares in proportion to their
shareholdings to the extent necessary to prevent dilution of their interest in our company.

ADS holders may not be able to exercise preemptive rights relating to the preferred shares underlying the ADSs
unless a registration statement under the United States Securities Act of 1933, or the Securities Act, as amended, is
effective with respect to those rights or an exemption from the registration requirements of the Securities Act is
available. We are not obligated to file a registration statement with respect to the shares relating to these preemptive
rights, and therefore, we cannot assure you that any such registration statement will be filed. Unless we file a
registration statement or an exemption from registration applies, you may receive only the net proceeds from the
sale of your preemptive rights by the depositary of the ADSs or, if the preemptive rights cannot be sold, they will be
allowed to lapse.

If you exchange the ADSsfor preferred shares, you risk losing certain foreign currency remittance and
Brazlian tax advantages.

The ADSs benefit from the depositary’s certificate of foreign capital registration, which permits the depositary
to convert dividends and other distributions with respect to the preferred shares into foreign currency and remit the
proceeds abroad. If you exchange your ADSs for preferred shares, you will be entitled to rely on the depositary’s
certificate of foreign capital registration for five business days from the date of exchange. Thereafter, you will not
be able to remit abroad non-Brazilian currency unless you obtain your own certificate of foreign capital registration
or you qualify under Resolution 2,689 of the Central Bank of Brazil dated January 26, 2000, known as Resolution
2,689, which entitles certain investors to buy and sell shares on Brazilian stock exchanges without obtaining
separate certificates of registration. If you do not qualify under Resolution 2,689, you will generally be subject to
less favorable tax treatment on distributions with respect to the preferred shares. We cannot assure you that the
depositary’s certificate of registration or any certificate of foreign capital registration obtained by you may not be
affected by future legislative or regulatory changes, or that additional Brazilian law restrictions applicable to your
investment in the ADSs may not be imposed in the future. For a more complete description of Brazilian tax
regulations, see “ltem 10. Additional Information — Taxation — Brazil.”

The relative volatility and illiquidity of the Brazlian securities markets may adversely affect you.

Investing in securities, such as the preferred shares or ADSs, of issuers from emerging market countries,
including Brazil, involves a higher degree of risk than investing in securities of issuers from more developed
countries.

Investments involving risks relating to Brazil, such as investments in ADSs, are generally considered
speculative in nature and are subject to certain economic and political risks, such as:

« changes to the regulatory, tax, economic and political environment that may affect the ability of investors
to receive payment, in whole or in part, in respect of their investments; and

e restrictions on foreign investment and on repatriation of capital invested.

The Brazilian securities market is substantially smaller, less liquid, more concentrated and more volatile than
major securities markets in the United States. This may substantially limit your ability to sell the preferred shares
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underlying your ADSs at a price and time at which you wish to do so. The Sdo Paulo Stock Exchange —

BOVESPA, the only Brazilian stock exchange, had a market capitalization of approximately U.S.$185.4 billion as
of December 31, 2001 and an average daily trading volume of approximately U.S.$265.3 million for 2001. In
comparison, the NYSE had a market capitalization of U.S.$11.0 trillion as of December 31, 2001 and an average
daily trading volume of approximately U.S.$344.7 million for 2001.

There is also significantly greater concentration in the Brazilian securities market. The ten largest companies in
terms of market capitalization represented approximately 53.8% of the aggregate market capitalization of the Séo
Paulo Stock Exchange as of December 31, 2001. The top ten stocks in terms of trading volume accounted for
approximately 56.1% of all shares traded on the Sdo Paulo Stock Exchange in 2001.

If we were treated as a passive foreign investment company, a U.S. holder of ADSs would be subject to
disadvantageousrules under the U.S. tax laws.

If we are characterized as a passive foreign investment company, or PFIC, in any year, U.S. holders of ADSs
could be subject to unfavorable U.S. federal income tax treatment. Although we do not believe that we were a PFIC
in 2001, there can be no assurance that our business and activities will not lead to PFIC status for us in the future.
PFIC classification is a factual determination made annually and thus may be subject to change. PFIC status could
arise, for example, if we make an acquisition of another company through a structure that gives us voting control
over that company but that does not give us a large economic interest in that company. We may choose to make
such an acquisition for business reasons notwithstanding that it could cause us to be characterized as a PFIC for U.S.
federal income tax purposes. For a description of the PFIC rules, see “Item 10. Additional Information—Taxation—
United States.”

Risks Relating to Brazil

The Brazilian government has exercised, and continues to exercise, significant influence over the Brazlian
economy. Brazlian political and economic conditions have a direct impact on our business and the market price
of the preferred shares.

The Brazilian government frequently intervenes in the Brazilian economy and occasionally makes drastic
changes in policy. The government'’s actions to control inflation and other policies have often involved, among
other measures, wage and price controls, currency devaluations, capital controls, and limits on imports. Our
business, financial condition and results of operations may be adversely affected by changes in policy involving
tariffs and exchange controls, as well as factors such as:

e currency fluctuations;

« inflation;

e price instability;

* interest rates;

e tax policy; and

» other political, diplomatic, social and economic developments in or affecting Brazil.

The Brazilian government’s actions to maintain economic stability and public speculation about possible
future actions may contribute significantly to economic uncertainty in Brazil and to heightened volatility in the
Brazilian securities markets.

Brazil has historically experienced extremely high rates of inflation. Inflation, along with governmental
measures to combat inflation, have had significant negative effects on the Brazilian economy in general. Beginning
in December 1993, the Brazilian government introduced an economic stabilization plan called the Real Plan. The
primary objectives of the Real Plan were to reduce inflation and build a foundation for sustained economic growth.
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On July 1, 1994, the Brazilian government introduced the new currency, thereal. Since the introduction of the
real, Brazil's inflation rate has been substantially lower than in previous periods. The annual rates of inflation, as
measured by the National Consumer Price Indeljdice Nacional de Precos ao Consumideere:

Year Rate of Inflation
1993 2,489.1%
1994 929.3%
1995 22.0%
1996 9.1%
1997 4.3%
1998 2.5%
1999 8.4%
2000 5.3%
2001 9.4%

Brazil may experience high levels of inflation in the future. We cannot assure you that recent lower levels of
inflation will continue. Future governmental actions, including actions to adjust the value of the real, may trigger
increasesininflation. Accordingly, periods of substantial inflation may in the future have material adverse effects
on the Brazilian economy, the Brazilian financial markets and on our business, financial condition and results of
operations.

Fluctuations in the value of Brazil's currency against the value of the U.S. dollar may result in uncertainty
in the Brazilian economy and the Brazilian securities market, which may adversely affect our financial condition
and results of operations and, consequently, the market value of the preferred shares and ADSs.

Asaresult of inflationary pressures, the Brazilian currency has been devalued periodically during the last four
decades. Throughout this period, the Brazilian government has implemented various economic plans and utilized a
number of exchange rate policies, including sudden deval uations, periodic mini-devaluations during which the
frequency of adjustments has ranged from daily to monthly, floating exchange rate systems, exchange controls and
dual exchange rate markets. Although over long periods, devaluations of the Brazilian currency generally have
correlated with the rate of inflation in Brazil, deval uations over shorter periods have resulted in significant
fluctuations in the exchange rate between the Brazilian currency and the U.S. dollar and other currencies.

Devaluations of the real and continued currency instability could affect our ability to meet our foreign currency
obligations in the future and result in a monetary loss relating to this indebtedness. See “ltem 11. Quantitative and
Qualitative Disclosures About Market Risk” for information about our hedging policy. In addition, fluctuations in
the value of theeal relative to the U.S. dollar can affect the market value of the ADSs. Devaluation may reduce the
U.S. dollar value of distributions and dividends on the ADSs and may also reduce the market value of the preferred
shares and the ADSs.

2002 is an €election year.

Presidential elections will be held in Brazil in 2002. While over the past seven years the country has
strengthened democratic institutions and improved economic fundamentals, there is a risk that a change in
government may represent a change in economic policies, particularly if the election is won by a different coalition
than the one currently in power. Changes in the composition of the governing coalition, in the identity of ruling
local parties, in the cabinet or in the presidency may potentially undermine investor confidence or produce policy
changes that may adversely affect our operations and/or the price of our preferred shares and ADSs.

The pending tax reform in Brazl may result in an increased tax burden upon us, with adverse effects to our
financial condition and results of operations.

The Brazilian government has proposed broad tax reform bills, mainly designed to reduce the public deficit
through a tax increase. It is anticipated that the tax reform will include, for example, the creation of a value-added
tax on goods and services which would replace six existing taxes:
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e CSLL, asocia contribution tax on profits;

e |PI, afederal tax on industrial products;

* PIS, asocial contribution tax on salaries;

e COFINS, asocial contribution tax on gross revenues (operating and financial);
e ICMS, astate tax on the circulation of goods and services; and

e ISS, amunicipal tax on services.

In addition, the CPMF, atemporary tax on financial transactions, was extended, on June 12, 2002, by
Constitutional Amendment No. 37/2002 until 2004. The CPMF rate will be levied at 0.38% until 2003, and will be
reduced to 0.08% in 2004, in accordance with this amendment. See “ltem 4. Information on the Company
Business Overview- Taxes on Telecommunicatinos Services.”

Although there can be no assurance regarding the outcome of this proposed tax reform in Brazil, it may subject
us to taxes higher than the ones to which we are currently subject, with adverse effects on our business, financial
condition and results of operations.

Restrictions on the movement of capital out of Brazl may hinder your ability to receive dividends and
distributions on, and the proceeds of any sale of, the preferred shares.

The Brazilian government may impose temporary restrictions on the conversion of Brazilian currency into
foreign currencies and on the remittance to foreign investors, such as yourself, of proceeds from your investments in
Brazil. Brazilian law permits the government to impose these restrictions whenever there is a serious imbalance in
Brazil's balance of payments or reasons to foresee a serious imbalance.

Government restrictions on capital outflow may hinder or prevent the custodian of our preferred shares in
Brazil, or you if you have exchanged your ADSs for the underlying preferred shares, from converting the proceeds
relating to the preferred shares into U.S. dollars and remitting those proceeds abroad. You could be adversely
affected by delays in obtaining any required governmental approval for conversion of Brazilian currency payments
and remittances abroad in respect of the preferred shares underlying the ADSs. In addition, the Brazilian
government may institute a more restrictive exchange control policy in the future. See “ltem 10. Additional
Information — Taxation — Brazil.”

Our creditors may be unable to attach certain of our assets to secure a judgment.

Brazilian courts will not enforce any attachment with respect to property located in Brazil and determined by
the court to be dedicated to the provision of essential public services. A substantial portion of our assets may be
considered to be dedicated to the provision of an essential public service. If a Brazilian court were to make such a
determination with respect to certain of our assets, those assets would not be subject to attachment, execution or
other legal process and our creditors may not be able to realize a judgment against our assets.

Developmentsin other emerging market countries may affect the Brazilian securities markets.

Developments in other emerging markets, including Argentina, may adversely affect the market price of our
preferred shares and ADSs.

Economic and market conditions in other emerging market countries, especially those in Latin America,
influence the market for securities issued by Brazilian companies and investors’ perception of economic conditions
in Brazil. In 2001, after prohged periods of recession, followed by political instability, Argentina announced that
it would not service its public debt. In order to address the worsening economic and social crisis, the Argentine
government abandoned its decade-old fixed dollar-peso exchange rate, allowing the currency to float. The
Argentine peso experienced a 260% devaluation against the U.S. dollar from January 1 to May 31, 2002.
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The Argentine crisis may also affect the perception of risk in Brazil by foreign investors. Although the
expectation of many that a similar problem would follow in Brazil has not materialized, the volatility in market
prices for Brazilian securities increased in early 2002. Nonetheless, if eventsin Argentina continue to deteriorate,
they may adversely affect our ability to borrow funds at an acceptable interest rate or to raise equity capital when
and if there should be aneed. Accordingly, adverse developmentsin Argentinaor in other emerging market
countries could lead to areduction in the demand for, and market price of, our preferred shares and ADSs. In
addition, the continuation of the Argentine recession and the recent deval uation of the Argentine peso could
adversely affect the Brazilian economy, as Argentina is one of Brazil's principal trading partners, accounting for
8.6% of Brazil's exports in 2001.

Our financial statements may not give you the same information asfinancial statements prepared under U.S.
accounting rules.

Publicly available information about public companies in Brazil is generally less detailed and not as frequently
updated as the information that is regularly published by or about listed companies in the United States and certain
other countries. In addition, although we are subject to the periodic reporting requirements of the Securities
Exchange Act of 1934, as amended, or the Exchange Act, the periodic disclosure required of foreign issuers under
the Exchange Act is more limited than the periodic disclosure required of domestic U.S. issuers. We prepare our
consolidated financial statements in accordance with Brazilian corporate law, which differs in significant respects
from U.S. GAAP. See note 30 to our consolidated financial statements.

Risk of error in forward-looking statements.

All statements in this annual report that are not clearly historical in nature are forward-looking. Examples of
forward-looking statements include:

e statements concerning our operations and prospects;
* the size of the Brazilian telecommunications market;
+ estimated demand forecasts;

e our ability to secure and maintain telecommunications infrastructure licenses, rights-of-way and other
regulatory approvals;

* our strategic initiatives and plans for business growth;

e industry conditions;

« funding needs and financing sources;

* network completion and product development schedules;

e expected characteristics of competing networks, products and services; and

« other statements of our expectations, beliefs, future plans and strategies, anticipated developments and
other matters that are not historical facts.

These forward-looking statements are uncertain, and we cannot assure you that any such statements will prove
to be correct. Actual results and developments may be materially different from those expressed or implied by such
statements. You should carefully review the other risk factors set forth in this section for a discussion of factors that
could result in any of these forward-looking statements proving to be inaccurate.
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ITEM 4. INFORMATION ON THE COMPANY

A. History and Development of the Company
The Telebras System, the Regulatory Reform and the Privatization

Until 1972, telephone services in Brazil were provided by more than 900 independent companies. Between
1972 and 1975, Telecomunicac¢des Brasileiras S.A.—Telebras, a company controlled by the federal government,
acquired almost all the telephone companies in Brazil, constituting the “Telebras System.”

Embratel was one of Telebras subsidiaries and owned and operated all of the interstate and international
telephone transmission facilities in Brazil at that time. Through the remaining 27 operating subsidiaries, Telebras
was the principal provider of local and intrastate telecommunications service and the leading provider of cellular
mobile telephone service. The Telebras System also provided telecommunications-related services such as data
communication, sound and image transmission and other value-added services throughout Brazil.

On July 16, 1997, the federal Congress adopted Law No. 9,47%it@eral de Telecomunicaches the
Telecommunications Law, which established an independent regulatory agency called Agéncia Nacional de
TelecomunicagBesr Anatel, and provided for the establishment of a new regulatory framework, the introduction of
competition and the privatization of the Telebras System.

On January 30, 1998, in preparation for the privatization, each of the operating subsidiaries, other than Embratel
and Companhia Telefénica da Borda do Campo—CTBC, spun off its cellular telephone operations into a separate
company. On April 2, 1998, the Presidential Decree No. 2,534, known as General Grant kg Geral de
Outorgas, divided the Brazilian states into three regions. The Telebras companies, which provided services in each
of these regions, were grouped under three holding companies, known as the Teles. Embratel Participacdes S.A. is
the fourth holding company, which was created to control our operating company Embratel and to provide national
and international long distance services in the fourth region encompassing all of Brazil. On June 2, 1998, the
operating companies were granted concessions to provide local and intra-regional long-distance services within one
of the three regions. On the same date, we were granted concessions to provide all types of domestic long-distance
services (intrastate, intra regional and interregional) and international long-distance services. On July 29, 1998, the
federal government sold all of its shares in the privatization and, consequently, the control of the twelve New
Holding Companies. WorldCom, Inc. (then MCI Communications Corporation), through its subsidiary, Startel
ParticipagGes Ltda., acquired the controlling shareholders’ interest in our company for R$2.65 billion.

Following the privatization of the Telebras System, Anatel auctioned:

» licenses for the provision of local and intra-regional long-distance telephone service in each of the three
regions (six licenses in total: three local and three intra-regional long-distance); and

» licenses for the provision of intra-regional, inter-regional and international long-distance telephone service
(one for intra-regional and inter-regional services and one for international services).

These licenses are commonly known as “mirror” licenses since they refer to the same geographical area
and services of the then existing concessions. Effective January 1, 2002, Anatel is authorized to grant an
unlimited number of licenses for the provision of any type of telecommunications service.

The Company

Embratel Participacdes S.A. is one of the New Holding Companies formed on May 22, 1998 as part of the
Breakup of Telebras. Embratel was founded in 1965 to provide domestic and international long-distance telephone
service and was the only provider of such services in Brazil until January 23, 2000. Our business consists
principally of providing domestic long-distance, Internet, data and international communication services in Brazil to
businesses and consumers. Our service products include high-speed data transmission, Internet, frame relay,
satellite and packet-switched data communication, 800 service and switched and dedicated long-distance service.
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We operate under a domestic long-distance concession and an international concession, known as the
Concession, granted by Anatel on May 26, 1998. Our Concession has been granted under the public regime. For a
description of the public regime, see “Concessions and Authorizations” below. Together with the three regional
fixed-line companies, we are one of four companies in Brazil operating under public regime concessions. Under the
public regime, we are required to perform certain obligations, including principally obligations concerning the
continuous provision of service throughout the country, referred to in this annual report as universal service, quality
of service, and network expansion and modernization. If certain of these obligations are not met, Anatel has the
power to impose penalties, including the revocation of our Concession. See “— Business Overview — Regulation
of the BrazilianTelecommunications Industry — Regulatory Agency — Anatel.”

Our network consists of the largest long distance telecommunications network in Latin America providing both
national and international connections to thousands of businesses. The network connects all of the regional fixed-
line and cellular operators throughout Brazil. We are the main provider of high-speed data transmission and Internet
in Brazil, utilizing the largest network of broadband fiber optic transmission systems. The domestic long-distance
and international transmission facilities extend to all 26 states of Brazil and the Federal District. In 2001, our
network carried 21,800.4 million minutes of domestic long-distance traffic and 1,861.9 million minutes of
international long-distance traffic. Of the 1,861.9 million minutes of international traffic, 1,161.9 million minutes
were incoming international calls and 700.0 million minutes were outgoing international calls. Compared with
2000, in 2001 our incoming international traffic increased by 2.6% and outgoing international traffic increased by
8.8 %.

Following the privatization, the competitive environment in which we operated changed. We now face new
competitors and are authorized to offer certain services, which we were previously prohibited from offering. Anatel
issued two new licenses to a single new entrant for the provision of inter-regional long-distance and international
long-distance service in competition with us. In addition, Anatel authorized us to compete with the three regional
fixed-line companies in the provision of full intra-regional long-distance service within their regions, including the
provision of certain services that had exclusively been provided by the fixed-line companies. BS@&i&iness
Overview — Competition” and “— B. Business Overview — Regulation of the Brazilian Telecommunications
Industry— Regulatory Agency — Anatel.”

Our headquarters are located at Rua Regente Feijo, 166, Sala 1687-B, Rio de Janeiro, RJ, 20060-060, Brazil and
our telephone number is 55-21-2519-6474.

Capital Expenditures

Our priorities include implementing the last mile access network to directly link our corporate clients to
Embratel’s long distance network, adding intelligence to our switching systems to support advanced services and
enhancing flexibility in the billing, collections, and network and management syshemarticular, we give high
priority to capital projects that bring us closer to our corporate clients. This allows us to position ourselves as a full
service provider without relying on the local fixed-line operators, thereby reducing our costs.

In 2001, we launched several new service offerings, which included promotions, calling card services for
traditional telephony, higher transmission capacity for national and international data and Internet services. We
believe that higher transmission capacity will enable us to act also as an interconnection service provider for the
wireline and wireless operators and their mirror companies. Also, we implemented several projects related to
billing, call management and improvements in collection systems.

We incurred capital expenditures of R$1.47 billion in the year 2001, compared to R$1.42 billion during 2000.
We estimate that capital expenditures for 2002 will be approximately R$1.1 billion, virtually all of which are
expected to be funded with internally generated funds from operations.
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The following table sets forth our capital expenditures for the years 1999, 2000 and 2001:

Year Ended December 31,

1999 2000 2001

(in millions of R$)
Local infrastructure and aCCESS .........cvveeeeeereseseseseeseeseeeeseenes 233 299 397
NEetWOrk infrastruCtUre ..........cceoveeeueeee e 786 452 255
Dataand INtErNEL SENVICE........cueeiueeeeeeeeteee e 162 256 290
(01915 €TSS 547 413 523
Total capital eXpenditures.........cccccvevveeeeeeeieeieeee e 1,728 1,420 1,465

B. Business Overview
Our businessis divided into two segments. telecommunications and space.
Telecommunications Segment

Our telecommunications segment consists principally of providing domestic long-distance, Internet, data and
international communication services in Brazil to businesses and consumers. Our service products include high-
speed data transmission, Internet, frame relay, satellite and packet-switched data communication, 800 service and
switched and dedicated long-distance service.

Domestic Long-Distance Service

We provide domestic long-distance tel ephone service, including intra-regional and inter-regional long-distance
telephone service, throughout Brazil. Before July 3, 1999, we were the exclusive provider of interstate long-
distance service under Brazilian law. Under the regulatory regime in effect before the Breakup and privatization,
each cellular and fixed-line company generally operated within one of the 26 states of Brazil or the Federal District,
and we had the exclusive right to carry calls between any two cellular or fixed-line companies. Two of the three
fixed-line regions encompass severa states. On July 3, 1999, the fixed-line operators began to provide interstate
telephone services within their regions. Meanwhile, we were authorized to provide long-distance services within the
states, which we did not provide prior to that date. We rely upon the fixed-line telephone companies and the cellular
operatorsto carry most calls between end users and our network. The fixed-line telephone companies and the
cellular operators, which previously were our affiliates, are now our competitors.

Our net long-distance telephone service accounted for 58.4% and 61.1% of our total net operating revenuesin
2000 and 2001, respectively. The table below sets forth interstate long-distance telephone traffic carried by us for
the periods indicated.

Year Ended December 31,

1997 1998 1999 2000 2001
Total domestic long-distance telephone

traffic (millions of minutes) .................. 13,694 (1) 14,527 (1)(2) 15,967 (1)(3) 19,343 (1)(3) 21,800 (1)(3)
Growth of domestic long-distance

telephone traffic (% per annum)............ 11.6 6.1(2) 9.9 21.1 12.7
Number of fixed-line and cellular access

linesinuse (in MillioNS) ........ccccoveevienns 21.7 29.9 40.8 61.5 66.1
Total domestic long-distance traffic per

fixed-line and cellular accesslinein

USE (MINUEES) ...veveieiesie e 632.1 489.1(2) 391.3 3145 329.8

(1) Until July 3, 1999, Embratel only provided interstate long-distance service. From July 3, 1999 onward, Embratel gained the
opportunity to enter the intra-state long-distance market and has since been serving all of the Brazilian domestic long-distance
market.

(2) Inour annual report for 1998, the 1998 traffic in this category was reported as 16,508 million minutes. That amount included 1,981
million minutes on leased lines provided to local service operators for intra-state traffic in areas where they did not have their own
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facilities. Since the nature of the revenue associated with this traffic is essentially an interconnection charge to the local service
operators, we view these minutes as irrelevant to total minute usage. Prior to 1998, this interconnection was provided at no
additional cost to the local service providers.

(3) Thistraffic seriesincludes domestic long-distance traffic, domestic long-distance fixed to cellular traffic, cellular to fixed and
celular to cellular traffic, and advanced voice traffic.

Since the Breakup and privatization, our domestic long-distance tel ephone service has consisted of two types of
service: inter-regional long-distance telephone service and intra-regional long-distance telephone service.

Inter-regional long-distance telephone service consists of al cals that originate within one of the three fixed-
line regions and terminate in another of the three fixed-line regions, and all cals carried by usthat originate in one
cellular region and terminate in another cellular region. See “— Competition” and “— Regulation of the Brazilian
Telecommunications Industry — Concessions and Authorizations.”

Intra-regional long-distance telephone service consists of all calls that originate in one local calling area within
a fixed-line region and terminate in another local calling area within the same fixed-line region. A local calling area
is generally equivalent to a municipality, and there are usually several local-calling areas within an area code. Since
July 3, 1999, we have been authorized to provide intra-state long-distance telephone service, which is a part of intra-
regional service. This represents an extension of the service we may offer, since we were previously restricted to
providing interstate long-distance service. See “— Competition” and “— Regulation of the Brazilian
Telecommunications Industry — Concessions and Authorizations.”

I nternational Long-Distance Services

Until 1999, we were the sole provider of international long-distance telephone services in Brazil. In 1999,
Anatel licensed a new entrant, Intelig, to provide such services in competition with us. Intelig began operations on
January 23, 2000. Our international long-distance telephone services generated a net of 14.5% and 11.5% of our
total net operating revenues during 2000 and 2001, respectively.

Revenues generated by international long-distance telephone services are primarily derived from (1) other
international telecommunications operators for incoming calls carried through our network once in Brazil and (2)
charges for international outgoing calls originating in Brazil. We must pay a portion of our revenues received from
the regional fixed-line and cellular operators for international outgoing calls to other international operators on
whose networks such calls are carried once outside of Brazil.

Our international long-distance telephone traffic, which is measured in minutes in both the outgoing and
incoming directions, is shown in the table below for the periods indicated.

Year Ended December 31,

1997 1998 1999 2000 2001
Outgoing international traffic (millions of

MINUEES) oo 476.9 564.7 591.3 643.1(1)  700.00 (1)
Growth in outgoing international traffic (% per

E210] 10 [ 1) IR 24.5% 18.4% 4.7% 8.8% 8.8%
Incoming international traffic (millions of

MINUEES) .t 776.7 808.6 838.3 1,132.4 1,161.9
Growth in incoming international traffic (% per

BNNUM) ottt see st neas 21.4% 4.1% 3.7% 35.1% 2.6%
Total international traffic (millions of minutes).... 1,253.6 1,373.3 1,429.6 1,775.5 1,861.9
Percentage of international calls (in minutes)

billed in Brazil.......cccccoeeeorneeenrrece e 38.0% 41.1% 41.3% 36.2% 37.6%
Ratio of incoming traffic to outgoing traffic......... 1.63 143 1.42 1.76 1.66

(1) Thisminute seriesincludes outgoing international traffic, international fixed to cellular and international advanced voice traffic.

19



For adescription of the new model for the division of revenues between us and the regional fixed-line
operators, see—Rate Regulation.”

Data Communication Services

We provide data communication services, including leased high-speed data communication service, satellite
data communication, Internet services, packet-switched data communication, frame relay and message-handling
systems. Data communication services net accounted for approximately 23.9% and 24.3% of our total net operating
revenues during each of 2000 and 2001, respectively. We own our own microwave and fiber optic data transmission
network. The packet-switched networks of the regional fixed-line companies, which are low-speed, are connected
to our low-speed network. We are currently constructing a metropolitan area fiber-optic network in major cities
with greater access capacity than currently available networks and are expanding our fiber-optic network throughout
Brazil in order to increase the quality of services currently provided. We also use our satellite system to provide
additional data communication services.

The three principal customer groups that use our data communication services are financial institutions,
governmental entities and large corporations. Financial institutions primarily use such services for banking
operations, telecommuting and inter-office communication. Governmental entities primarily use such services for
data processing, legal and other databases and voice, data and image integration. Large corporations primarily use
such services for e-mail, data processing, voice, data and image integration, billing and administration.

Other Services

In addition to telephone and data communication services, we provide other services, including text, telex,
sound and image transmission and mobile satellite and maritime communications. Thies@bskrvices
accounted for 3.2% and 3.1% of our total net operating revenues during 2000 and 2001, respectively.

Space Segment

Our space segment consists principally of the company incorporated by our subsidiary, Embratel, on November
1, 2000, to carry out its satellite operations, or the Brazilian Satellite Telecommunications System — SBTS. We
transferred to Star One the fixswed assets related to the space segment services, as well as the rights and obligations
related to the insurance contracts of the satellites, which were used to subscribe the capital of Star One.

Star One is Brazil's leading provider of satellite transponder capacity. This capacity is leased to customers for:
e network services,

e up-link trunking, and

e entertainment broadcasting.

This segment’s principal customers include television broadcasters, cable operators, telecommunications service
providers and financial institutions. A significant amount of our capacity in this segment is leased directly to our
telecommunications segment. Our telecommunications segment utilizes this capacity, together with equipment and
software, for the provision of certain data communications and other services to their customers.

Taxeson Telecommunications Services

The cost of all telecommunications services to the customer includes a variety of taxes. The principal tax is a
state value-added tax, thmposto sobre Circulacdo de Mercadorias e Servigothe ICMS, which the Brazilian
states impose at varying rates on revenues from the provision of domestic and international telecommunications
services. Currently, in the state of Rio de Janeiro, the ICMS rate on domestic telecommunications services is 25%.
As described above, this rate could vary from state to state. In September 1996, Complementary Law No. 87, which
called for the abolishment of ICMS for outbound international calls, was enacted. Based on an official interpretation
of this law, the operating subsidiaries of Telebras were instructed in November 1996 to stop collecting ICMS on
outbound international telecommunications.
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Contrary to these instructions, some state tax agencies have assessed local fixed-line operators for collection of
ICMS oninternationa calls, including those companies for which the operators provided billing services. These
billing arrangements ended as of December 31, 1999. From January 2000, we began directly collecting ICMS at a
rate applicable to each state, on international telecommunications, as a precautionary measure in order to avoid other
assessments. We are unable to predict the outcome of the judicial decisions regarding the interpretation of
Complementary Law No. 87.

Other taxes collected on revenues include two federal social contribution taxes, which are:
e Programa de Integracdo Social — Pkdd
« Contribuicdo para Financiamento da Seguridade Social — COFINS.

Such charges have been applied at arate of 3.65% on all revenues, since February 1, 1999. Prior to that time,
the rate was applied at 2.65%. Additionally, these taxes are now assessed on all revenues including financial
revenues (for example, interest income and income from hedging transactions) as well as to other operating revenues
and other non-operating revenues.

In 2000, Complementary Law No. 102 was enacted. This new law requires tax credits on fixed asset purchases
to be recovered ratably over 48 months rather than in the month that the asset is purchased. Since we have
significant capital spending, this new law has had an adverse impact on our cash flow and has increased the amount
of deferred taxes benefit.

FUST and FUNTTEL ContributionsTwo new federal contributions, FUST and FUNTTEL, started to be levied
on telecommunication services, commencing in February and April, 2001 respectively. These contributions are
applicable to gross revenue from telecommunication services (not including data and other services), at a combined
rate of 1.5% (1% FUST and 0.5% FUNTTEL). In accordance with the provisions that introduced FUST and
FUNTTEL into the law these taxes cannot be collected from customers, and, as a consequence, shall be borne by us.

Income Tax, or IRPJ, and Social Contribution, or CSLL, levied on inbound revekidls respect to income
tax levied upon inbound international calls, we currently pay in income tax as well as social contribution onincome
from such calls as a precautionary measure, pending ajudicial decision on this matter. See note 21 to our
consolidated financial statements.

Billing Administration

We have two core billing platforms. Standard voice products are being billed through the Arbor Billing system
of CSG (previously Lucent Technologies). Advanced voice services, data and other services are being billed
through our own proprietary billing system called Faturamento e Cobrancar FTC, which was developed to bill
services collected directly from the customer by us.

In the fourth quarter of 1999, we began directly billing and collecting payments from our domestic and
international long-distance telephony customers on atrial basis. We then pay the fixed-line and cellular companies
the applicable interconnection charges for such long-distance calls. See “Rate Regulation.”

We fully implemented direct billing in the first quarter of 2000. Prior to that time, we did not directly bill
traditional telephone services to our end-user customers. Instead, the fixed-line providers were obligated to provide
billing and collection services at no cost to us. The regional fixed line companies and the cellular companies billed
customers for all domestic and international long-distance calls, collected payments from customers and transferred
to us payments for all inter-regional, certain intra-regional and all international long-distance calls carried by us. All
other telecommunications and related services provided by us, including “800" telephony, have been and continue
to be billed directly by us.

Before 2000, we followed the settlement procedures inherited from the Telebras System. We applied tariff rates
to all long-distance call records and sent them to the fixed-line and cellular companies for billing. They billed and
collected our traffic. We also calculated the interconnection and access cost. Using this information, the fixed-line
and cellular companies made the net payment to us. This process was based on informal procedures without clear
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definitions. It resulted in increased disputes with respect to such payments. During 2000, this situation improved
through negotiations with the fixed-line and cellular companies. Currently, we have afixed-to-cellular revenue
dispute and some significant issues with one fixed-line company.

The process of implementing direct billing of traditional telephone services represented a major challenge and
opportunity for us. It significantly changed the magnitude of the billing and customer service requirements. We
moved from processing a monthly average of 70,000 invoicesin 1999 to approximately 8 million invoices per
month in 2000, and an average of 10 million invoices per month in 2001, in afixed-line telephone market of over
47.9 million customers at the end of 2001.

One of the challenges we face is to maintain up-to-date customer data for the subscribers of the fixed-line
companies. For these customers, we previously did not have adirect customer database and had to rely on
information provided by the fixed-line companies, which in turn were required to provide it under Anatel regulation.

We have also enhanced our collection systems and procedures. We have increased our ability to block services
to non-paying customers and improved fraud management. During the second half of 2001, Embratel completed
many of these initiatives and now has significant fraud detection and call blocking capabilities as well asa
comprehensive customer database, billing operations and customer service centers. Creating these capabilities
required the replacement of several network-switching centers. In addition, we have reached agreement with some
local operators to co-bill selective residential customers so that they receive one bill containing both long-distance
and local services. We expect that collections will improve as customers will have the convenience of paying one
consolidated bill for telephone services.

We believe that there are strategic advantagesin billing all our customers directly. However, there was an
increase in sales and general and administration expenses due to the cost of directly billing millions of customers
and the associated collection and bad debt expenses. Part of thisincrease can be attributed to the 15% increase in
consumer credit failure across Brazil from 2000 to 2001, as reported by SERASA. Although we are employing
various strategies to minimize thisincrease in cost, we face risks associated with controlling the costs of billing,
ensuring the quality and accuracy of billing, maintaining the customer information database and collecting from a
large customer base.

Rates
Rate Regulation and Policy

Rates for most domestic and international long-distance switched fixed telephone services, or SFTS, that we
provide are subject to the final approval of Anatel, to which we submit requests for rate adjustments.

On June 2, 1998, when Anatel granted Concessions to the Telebras System companies, it established initial
price-caps based on the April and May 1997 existing rates. These initial price-caps may be adjusted on an annual
basis under a formula contained in the Concession. On June 22, 1999, June 23, 2000 and June 25, 2001, we raised
our tariffs pursuant to the formula with the approval of Anatel.

Data Communication Prices

Data communications services are not regulated and are subject to price competition. Data prices have been
trending downward, and we expect this to continue.

Domestic Long-Distance Rates

Rates for domestic long-distance calls, including intra-regional long-distance and inter-regional long-distance,
are computed on the basis of the time of day and day of the week when the calls are made, the call’'s duration, the
distance covered and whether special services, such as operator assistance, are used. The rates for domestic long-
distance calls are established by Anatel and are uniform throughout Brazil. Domestic long-distance rates are divided
into five distance and location components: 0 to 50 kilometers; 50 to 100 kilometers; 100 to 300 kilometers; over
300 kilometers and special metropolitan area rates.
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Domestic long-distance rates remained unchanged from July 1994 to December 1995, when rates were
increased by 22.2%. However, in May 1997, the basic rate returned to the December 1995 level and a new system
was introduced under which charges are applied every tenth of a minute after the first minute. The combined effect
of these measures resulted in a rate reduction estimated at approximately 32%. On June 22, 1999, these rates were
increased by 5.5%, on June 23, 2000 by 11.9 % and on June 25, 2001 by 7.76% according to the General Price
IndexO Annual Availability, or IGP-DI, pursuant to the formula for domestic long-distance rates prescribed in the
concession agreement.

The following table illustrates our domestic long-distance rates for the periods indicated.

As of December 31,

1997 1998 1999 2000 2001
(in R$)
Domestic long-distance rates(1):
0tO50 KMo 0.32 0.32 0.34 0.41 0.48
50t0 200 KM v 0.54 0.54 0.56 0.68 0.80
100t0 300 KM..eveveeeecececece e 0.81 0.81 0.85 1.02 1.02
Over 300 KM ..o 1.08 1.08 113 1.18 1.18

(1) Ratesfor adomestic long-distance call, three minutes in duration between the hours of 9 am. and 12 p.m. and between 2 p.m. and
6 p.m. (peak hours) on weekdays, net of value-added taxes.

While these rates apply to most customers, we have developed a variety of promotional and customer retention
programs in 2000 and 2001. The majority of our customers for long-distance voice services are not “pre-
subscribed.” In other words, they do not register with us as customers before we begin providing services to them.
Each time they initiate a long-distance domestic or international call, they choose whether to use our services by
dialing the “21” selection code or they choose some other service provider by dialing another code. Our customer
discount programs serve the purpose of pre-establishing the identity of our customers that improves collections from
such customers along with increasing customer loyalty and retention. These programs are designed to increase our
market share and promote usage of the “21” selection code. Accordingly, customers may agree to a specific plan
that provides discounts on the rates approved by Anatel.

International Rates

Rates charged for outgoing international calls vary depending on the time of day and day of the week when the
calls are made, the call’s duration, the country of destination and whether special services, such as operator
assistance, are used. Maximum rates for international long-distance service are established by Anatel and are
uniform throughout Brazil. We have substantially reduced rates for outgoing international calls in recent years.

This has been in part in response to considerable competition from companies outside Brazil known as telephone
service resellers. Resellers provide customers with the number of an automated callback system located in a country
with lower international rates, allowing calls to be charged outside of Brazil. In order to compete more effectively,

we have reduced the cost of outgoing calls to levels similar to those charged by resellers. See “—Competition.”

Between 1992 and 1995, the cost to the customer of a three-minute call to the United States decreased by
approximately 50%, due to rate reductions and a reduction in the rate of the state value-added tax. In September
1996, the value-added tax rate on international calls was eliminated. In April 1997, the rates charged for calls to the
United States decreased an additional 30%. As a result of the foregoing measures, the average cost of a three-
minute call to the United States decreased from R$13.06 in 1992 to R$3.30 in 1997, representing a total decrease of
approximately 75%. Between 1992 and 1997, the cost of a three-minute call to Western Europe decreased
approximately 63% from R$14.14 to R$5.27. During the same period, the average cost to the customer of a similar
call to Portugal was reduced from R$9.86 to R$5.17, representing a decrease of approximately 48%.

On June 22, 1999, these rates were increased by 1.66%, adjusted on an annual basis as measured by the IGP-DI,
pursuant to the formula applicable to international rates in our Concession, and on June 23, 2000, Anatel approved a
rate increase of 3.74%. In 2001, the rates charged for calls to the United States decreased approximately 9%, and to
Germany, Spain, France, Italy, the United Kingdom, Switzerland and Japan approximately 10%. These decreases
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arearesult of intense competition and aggressive pricing policy of our competitorsin the international long-
distance market.

The following table illustrates our international rates for the periods indicated. This table reflects the Anatel
approved rates, not including promotional discounts. Actual rates may be significantly lower.

As of December 31,

1997 1998 1999 2000 (4) 2001
(in R$)
International rates (1):
UNited StAEES. ... oveereeeeereeeereeeereeeeeeeeeens 321 3.21 3.26 2.10 192
MEICOSU (2) ..vvvevererererererereverere e 4.50 450 457 297 2.67
Western EUrope (3) .....ceececveveveeceererenennns 5.08 5.08 5.16 2.97 4.62
Western EUrope (5) ...ccveececeeveveeceeeerennnns 5.08 5.08 5.16 2.97 2.67

mmonal calls, three minutes in duration between the hours of 5 am. and 8 p.m. on weekdays, net of value-added taxes.
(2) Includes Argentina, Chile, Paraguay and Uruguay.

(3) Includes Andorra, Austria, Belgium, Denmark, Finland, Holland, Ireland, Liechtenstein, Norway and Sweden.

(4) Promotional rate.

(5) Includes France, Germany, Italy, Spain, Switzerland and the United Kingdom.

We have developed a variety of promotional and customer retention programs over the past two years for our
international outbound customers. These programs are designed to incentive usage of the “21” selection code for
international calls. These represent discounts from the Anatel approved rates.

Revenues from international service also reflect payments under approximately 268 bilateral agreements
between us and foreign telecommunications administrations or private carriers, which are influenced by the
guidelines of the international tariff and trade regulations and cover virtually all international calls to and from
Brazil. These agreements set forth the settlement rates of payment from us to foreign carriers for the use of their
facilities in connecting international calls billed in Brazil and from foreign carriers to us for the use of our facilities
in connecting international calls billed abroad. The settlement rates of payment under such agreements are
negotiated with each foreign carrier. Settlements among carriers are normally made monthly on a net basis.

The major bilateral agreements with carriers in the United States include American Telephone and Telegraph
Company, or AT&T, Sprint International and subsidiaries of WorldCom. Our service agreement with AT&T has
been in force since October 1, 1969, but the terms governing the amounts payable by each party have been
renegotiated from time to time. The service agreements with the other United States carriers have similar terms.
Amounts we are entitled to receive from United States carriers have historically exceeded amounts we have to pay
to United States carriers in respect of international calls. As a result, we receive substantial monthly settlement
payments from United States carriers. On the other hand, amounts payable to European and South American
carriers currently exceed amounts payable by such carriers to us.

Various factors could affect the amount of net settlement payments from United States carriers to us in future
years. These include increases in the proportion of outgoing as opposed to incoming calls. Calls originated by
United States carriers currently exceed calls originated by us. Net settlement payments from United States carriers
could also be affected by decreases in the rates paid by such carriers.

In April 1999, we initiated a program of price differentiation for incoming international calls to Brazil by
offering different rates depending on the destination within Brazil. Calls to the Rio de Janeiro, Sdo Paulo and Belo
Horizonte areas were discounted by as much as 50% from the base rate. This program gave us greater flexibility in
competing with other carriers, particularly with bypass providers, and resulted in recovery of significant traffic
volume for international calls, which had previously been declining.

We continue to negotiate bilateral settlement agreements with major carriers based on traffic volume in order to
promote mutual traffic commitments.
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Network and Facilities

We have the largest long-distance telecommunications network in Latin America providing both national and
international connections to thousands of points throughout Brazil.

Domestic Long-Distance and Data Network

We are the main provider of high-speed data transmission and Internet servicein Brazil, with the largest
national network of broadband fiber-optic transmission systems. Our network has countrywide coverage with 28,868
kilometers of fiber cables comprising of 1,068,657 kilometers of optical fibers as of the end of 2001. In addition, we
use a 100% digital switching system for voice and data and use packet-switched data communications, ATM
(asynchronous transfer mode) and frame relay for data and Internet services. We have metropolitan digital fiber
networksin the largest citiesin Brazil with direct fiber or wireless connections to businesses. We are implementing
lateral fiber extensions with commercial buildings connected to metropolitan rings, providing high quality direct
connections. We continue to expand construction of metropolitan digital fiber optic networks to additional strategic
cities with a high concentration of business customers. We utilize digital microwave transmission systemsin areas
where installation of fiber cablesisless cost effective. We also use satellites to provide services to remote locations
within the country.

The following table sets forth certain details regarding our domestic long-distance and data network:

As of December 31,

Network Information 1999 2000 2001

Urban fiber rings (fiber kilometers).............. 28,578 81,524 90,524
Optical fiber (fiber kilometers)..................... 974,673 1,045,617 1,068,657
Long-distance Trunks..........ccceveveeeceeverennnns 1,354,000 1,877,486 1,484,730

The decrease in the number of trunksin 2001 was due to the modernization of our switch network. Severa old
switch platforms that did not support centralized blocking of lines were replaced. Asaresult of this, the total
number of installed trunks decreased while the performance improved.

We currently own and operate a domestic earth station in Guaratiba, located in the state of Rio de Janeiro. This
station, activated in 1985, accesses the Brasilsat A2, B1, B2, B3 and B4 satellites. These satellites cover the entire
territory of Brazil, Argentina, Uruguay and Paraguay and were launched by Arianespace S.A. The satellites are
maintained and monitored by us through the Guaratiba earth station.

I nternational Network

We provide international services primarily through major international undersea cable systems, linking Brazil
with key trading partners. We have three international digital switches in strategic locations and employ satellitesto
provide additional international capacity and to reach regions of around the world where this is the most economical
method. We have direct international network border connections via digital fiber-optic cablesto Argentina,
Uruguay and Paraguay and viadigital radio transmission to Bolivia. To complement and diversify our international
network and increase our global service capacity in a cost-effective way, we currently utilize satellite-leased
capacities from international satellite systems. The satellite channels are controlled and monitored through our own
two earth stations for international service, one located in Tangua (in the state of Rio de Janeiro) and one located in
Morungaba (in the state of Sdo Paulo).

We own an international submarine cable network that reaches all continents through 28 different submarine
cable systems. In 2000, we added to our network substantial capacity with the completion of two new digital cable
systems: Atlantis 2, which connects directly to Europe and Argentina, and Americas Il, which provides a second
high-capacity link between Brazil and the United States. Atlantis 2 and Americas Il, together with Columbus I,
which connects Europe to the United States, are creating the Atlantic Ring with diversity for the traffic capacity and
restoration routes among these systems. In 2001, our International Network was complemented with additional
capacity in some private cables that enhance network diversity.
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Regulation of the Brazilian Telecommunications Industry

In July 1997, the Congress passed the Telecommunications Law, which became the main basis for regulation of
the telecommunications sector. Our business, including the services we provide and the rates we charge for
telecommunications services, is regulated by Anatel pursuant to the Telecommunications Law, the
Telecommunications Regulations and the Concessions and Authorizations.

Regulatory Agency - Anatel

The Telecommunications Law provides aframework for telecommunications regulation. Article 8 of the
Telecommunications Law established Anatel to develop and enforce those regulations. The specific functions of
Anatel were set forth by the President of Brazil in Decree No. 2,338 of October 7, 1997, the Regulamento da
Agéncia Nacional de Telecomunicag@e®wn as the Anatel Decree. Pursuant to the Telecommunications Law
and the Anatel Decree, Anatel replaced the Ministry of Communications as the regulatory agency for the
telecommunications sector. Anatel is an independent regulatory agency with its own funding and administration,
and exists separately from the Ministry of Communications and other agencies of the Brazilian Government.
However, Anatel maintains a close working relationship with the Ministry of Communications. Article 19, Section
XXIX of the Telecommunications Law requires Anatel to submit an annual report summarizing its activities to the
Ministry of Communications.

Anatel is managed by a five-member Board of Directors, headed by an executive president. The directors of
Anatel are nominated by the President of Brazil, subject to approval by the Senate. Each director servesfor asingle
fixed term of 5 years; directors may be reappointed. In order to further ensure Anatel’s independence, the first
directors have been appointed for different terms, from 3 to 7 years, so that only one director’'s mandate will expire
per year, ensuring a staggered appointment of directors in the future. The directors may not exercise any other
professional, business, union or political function (other than university professor), nor may they hold any
significant direct or indirect interest in any company related to telecommunications.

Anatel is financed through tHeundo de Fiscalizacédo das Telecomunica¢&eswn as Fistel. Fistel isafund
administered by Anatel and its funds are currently the sole source of financing for Anatel’s activities. Fistel receives
the proceeds of, among other things, a tax imposed on service providers and fees charged for concessions,
permissions and authorizations.

Anatel has the authority to propose and issue regulations that are legally binding on telecommunications
services providers. Any proposed regulation of Anatel is subject to a period of public comment, which may include
public hearings. Anatel’s actions may ultimately be challenged in Brazilian courts.

Concessions and Authorizations

Companies wishing to offer telecommunications services to consumers are required to apply to Anatel for a
concession or an authorization. Concessions and authorizations are granted for services in the public regime and
services in the private regime, respectively. The public regime is differentiated from the private regime primarily by
the obligations imposed on the companies in the public regime rather than the type of services offered by those
companies. There are only four companies in the public regime: us and the three former Telebras regional
companies, known as the Telcos, that provide switched fixed telephone services, or SFTS. All other
telecommunications companies, including other companies providing the same services as the four public regime
companies, operate in the private regime.

Fixed-line Services— Public RegimeThe four providers of servicesin the public regime, us and the three
Telcos, are the primary providers of the following SFTS to the general public: local, intra-regional long-distance,
inter-regional long-distance and international long-distance. Each of these four companies holds concessions, as
required by the Telecommunications Law. Each public regime concession is a specific grant of authority that allows
the concessionaire to offer a specific type of SFTS and imposes certain obligations on the concessionaire concerning
network expansion (universal service obligations) and continuity of service.
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Concessions for Embratel and the Telcos are granted until 2005, subject to certain obligations, with the
possibility of full renewal for additional 20 years or revocation. The current concessions granted to the four
companies in the public regime have not required payment of afee. The companies are, however, required to pay
renewal fees every two years after 2005 equal to 2% of annual net revenues from the provision of SFTSin the prior
year (excluding taxes and social contributions) during the 20-year renewal period.

Fixed-line Services — Private RegimeAfter privatization, authorizations were granted to new competitors
wishing to offer SFTS services, including local, intra-regional long-distance, inter-regional long-distance and
international long-distance, in the private regime. Authorizations will not be subject to the same obligations
concerning network expansion (universal service obligations) and continuity of service to which concessionaires
providing SFTSin the public regime are subject, although individual authorizations may contain certain related
obligations.

Until December 31, 2001, the four existing public regime concessionaires and the private regime authorization
holders were the only companies authorized to offer SFTS. Beginning January 1, 2002, the Telecommunications
Regulations require Anatel to further expand competition and issue new authorizations to companies wishing to
offer such services. See-Competition.”

Obligations of Telecommunications Companies

Providers of telecommunications services are subject to certain restrictions and obligations pursuant to
applicable laws and regulations and their concessions and authorizations.

Public Regime — Service RestrictionsT he four providers of telecommunications services in the public regime
are subject to a set of special restrictions regarding the services they may offer, contained in the General Grant Plan.
Under the General Grant Plan, before December 31, 2001, we were prohibited from offering local SFTS or other
telecommunications services not covered by our authorizations, and the Telcos were prohibited from offering inter-
regional long-distance and international SFTS or other telecommunications services not covered by their
authorizations, unless we fulfilled the universal service and network expansion obligations as described below.

Public Regime — Universal Service and Network Expansion ObligatitimsGrant Plan provided certain
incentives to encourage us and the Telcos to fulfill, before December 31, 2003, individual universal service and
network expansion obligation according to the Plano Geral de Metas de Universalizag&oown as the General
Plan on Universal Service.

The Telcos are required to expand SFTSto cover all of Brazil with individual access. We are also subject to the
universal service requirement of providing access to direct-dial domestic and international |ong-distance service by
installing public telephones in remote regions and isolated communities.

Two dates—December 31, 2001 and December 31, 2003—are of particular importance. In the period before
the 2001 targets were measured, Anatel regularly monitored our progress and that of Telcos. If we or the Telcos fail
to meet the 2001 targets, Anatel can, at its discretion, impose fines or revoke our concessions. If in its review of the
2001 targets, Anatel finds that any of the four companies has met the 2003 targets, Anatel will immediately
eliminate the restrictions on the telecommunications services that such company may offer and will eliminate the
restrictions on the geographical territory in which that company may operate. Anatel may also eliminate the
restrictions on any date after the official measuring date of December 31, 2001, if it finds that a company has met
the 2003 targets.

Formal universal service requirements do not apply to SFTS providers in the private regime and to cellular
companies, although these companies are subject to certain similar requirements under their respective
authorizations and certain regulations, including obligations to expand their networks and to provide services
without pricing discrimination within customer categories.

We and the Telcos are each individually responsible for financing our respective universal service obligation of
network expansion. No subsidies or other supplemental financing are anticipated to finance our network expansion
obligations. If any of the concessionaires fails to meet its obligations in its region, Anatel may grant authorizations
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to competing companies to provide the service and may compel such failing concessionaire to make its network
available for the competitor's use.

The following table sets forth our universal service and network expansion obligations for the period 2001-
2005.

Universal Service, Network Expansion and Modernization

Status as of
December 31, Required for theyears
2001 2001/2002  2003/2004 2005

Full-Service Public telephone availability (A) in areas

with no fixed switched service that are located 30 km

from the nearest fixed-line telephone and a population

Of @ 1EASE ....ecvieeeeccte e e 1,098 600 300 100
Number (and percentage) of such localities where

availability requirementswere met ..........cccoceeeeerreeienns 1,070 1,070 (B) (B)
Number (and percentage) of state Capitols connected by

digital transmission SYStEM ........ccocevvvvinienienienienineneneens 26 26 26 —

(100.0%)

(A) Public telephones available 24 hours a day with domestic and international long-distance direct-dial capability.
(B) Quantities yet to be determined.

As demonstrated in the table above, we met our universal service obligations set for 2003 by the end of 2001
and received Anatel’s certification on May 7, 2002. Even before that date, we had requested an authorization to
provide local fixed telephone services in the whole national territory and expect to obtain it shortly.

Quality of Service/7 General Plan on Quality. The General Plan on Quality contains a series of service quality
obligations that are incorporated into the List of Obligations for us and each SFTS provider. These include
attainment of certain targets such as reducing average dial tone delay, achievement of certain call completion rates
for local, intra-regional long-distance, and inter-regional and international long-distance calls, reducing average
operator assistance delay, reducing trouble reports per 100 lines, reducing average time of repair, reducing average
time of installation, increasing billing accuracy, and achieving certain customer satisfaction levels for public
payphones, residential telephony and nonresidential telephony.

The following table sets forth our quality of service obligations as stated in the List of Obligations for the period
1999-2005 and our status with respect to each obligation as of December 31, 2001.

Quality of Service

Status as of
December 31, Required for the Years
2001 2001/2002 2003/2004 2005
Busy circuit rate during peak periods (% of calls
attempted) .....ooeeeee e 4.4 5.0 4.0 —
(Domestic)
Direct-dial call completion rate during peak periods
(% of calls attempted) .......cccceeeviiiiiiiiiiiiiiieieeeeeen 60.0 65.0 70.0 —
(Domestic)
Operator availability (% of calls attempted).............. 95.2 93.0 94.0 95.0
(Domestic)
Public telephone repair response speed (% within 8
ROUIS) ..o Q) 96.0 97.0 98.0

(1) Anatd isreviewing its position.
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There were avariety of external factors impeding our ability to meet these goals each month during the year.
Because our network connects with those of regional fixed-line operators, regional cellular operators and foreign
operators, the quality of service provided by us may also be significantly affected by the quality of the networks on
which calls originate or terminate. We have had various discussions with Anatel with respect to thisissue. Failure
to meet these goals does carry the possibility of fines and penalties from Anatel. However, given the external
factors and our ongoing dialogue with Anatel on these matters, we believe that no fines will be assessed against us
for failure to achieve these goalsin 2001.

We made improvement in the quality of service during 2001. In 2001, average busy circuit rates during peak
periods (as a percentage of calls attempted) were 2.6% and 4.4%, as compared to 3.84% and 8.97% for 2000, for
international and domestic long-distance calls, respectively (Reference: ANATEL, SGCC database as of December
31). Direct dial call completion average rates during peak periodsin 2001 (as a percentage of calls attempted) were
65.7% and 60.0%, compared to 62.5% and 54.9% in 2000, for international and domestic long-distance calls,
respectively (same Reference). Customers were also able to access an operator in 2001 in up to 10 seconds.
Operator availahility (as a percentage of calls attempted) amounted to 95.2% in 2001, compared to 93.1% in 2000
(same Reference).

Also, when the carrier selection code, known as the PIC code, was introduced in July 1999, the telephony
system throughout Brazil experienced an unusually high rate of busy circuits and certain domestic and international
long-distance calls could not be completed. Asaresult, Anatel established a non-public administrative processto
review these problems. The process resulted in fines of approximately R$55 million, as provided for in the
Concession. On April 24, 2001, the lower court issued a decision in favor of Anatel. However, the judge reduced
the penalty from R$55 million to R$50 million due to partia violation of the administrative procedure. We have
appealed this decision. See “Item 8. Financial Information — Legal Proceedings.”

In April 2000, the state of Sdo Paulo also imposed a fine of R$30 million on us and on a local fixed-line
operator, and mandated that we refund our customers the value of all phone calls made between July 3 and July 12,
1999. We are challenging these administrative procedures and fines in order to nullify them. See “ltem 8.

Financial Information — Legal Proceedings.”

Collective Interest Obligations. Under the terms of the Authorizations relating to the ancillary services we
provide in the private regime, we have some collective interest obligations. We are required to continue offering
telex services until Anatel determines that there is another service that fully replaces telex. We are already in the
process of obtaining an approval from Anatel for services, which will replace telex. We are also required to comply
with the terms and conditions of the contracts signed before the Authorization was signed (July 27, 1998) to give the
government preferential access to these services and to notify the government sixty months in advance in the event
we decide to discontinue offering such services.

Interconnection. Interconnection is mandatory between all telecommunications networks upon request by any
party. Interconnection tariffs are subject to a price cap established by Anatel. Rates below the applicable price cap
may be negotiated between the parties. If a company offers an interconnection tariff below the price cap, it must
offer that price to any other requesting party on a non-discriminatory basis.

Co-location. Co-location means that a party requesting interconnection may place its switching equipment in or
near the local exchange of the network operator whose network the requesting party wishes to use and connect to the
network at this point of presence. Co-location is currently a matter for negotiation between the parties. Anatel
stated that unbundling of network elements and services by the providers of such elements and services is
mandatory, according to existing regulation. However, the regulation does not establish which elements and
services shall be unbundled and how unbundling should occur. For this reason, the Telcos have been denying our
requests. Anatel declared that it will enact further regulation on this matter. In an unbundled regime, every network
operator is required to provide a detailed list of network services and elements which may be purchased by a party
requesting interconnection and the requesting party then has the right to select and purchase a subset of the network
elements and services available.
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Number Portability. Number portability is the ability of a customer to move to a new home or office or switch
service provider while retaining the same telephone number. Full number portability is mandatory within alocal
area although the rules for our implementation have not yet been enacted.

Rate Regulation

General. Asof April 1, 1998, the regime used to divide domestic and international |ong-distance revenues
between us and the fixed-line companies was replaced with a network usage charge for interconnection, as had
already existed for use of cellular networks by the fixed-line companies and for use of the fixed networks by cellular
operators. In addition to the network usage charge, we were also required to pay a supplemental per-minute charge
called Parcela Adicional de Transicdor PAT, that supplements the network usage charge. We were the only
entity required to pay PAT charges. We were required to pay PAT charges until June 30, 2001, at which time the
charges were phased out.

Price Caps.Concessions with the regional fixed-line companies and Embratel provide for a price-cap
mechanism to set and adjust rates on an annual basis. The price-cap mechanism consists of a maximum amount, or
price cap, stipulated by Anatel, that may be charged for a particular service and on aweighted average rate for a
basket of basic services. The servicesinclude al of the servicesin the basic service plan, such asinstallation
charges, monthly subscription fees, local, intra-regional long-distance, inter-regional long-distance and international
long-distance service, as well as public telephone service and interconnection charges, including network usage fees.
The main baskets for the regional fixed-line companies are for local services, including installation charges, the
monthly subscription fee, and measured usage charges, and for interconnection services, including network usage
fees and equipment rental charges. The main baskets for us are intra-regional long-distance, inter-regional long-
distance, international long-distance and interconnection.

Theinitia price-cap established by Anatel in the Concession is based on the previously existing tariffs. The
initial price cap will be adjusted on an annual basis under a formula contained in the Concession. The formula
allows two adjustments to the price cap. First, the price cap isrevised upward to reflect increases in inflation by
multiplying the price cap by (1+1(y)), where “y” represents the rate of inflation as measuredrgidbeseral de
Precos-Disponibilidade InternéIGP-DI"), an inflation index developed by the Fundacédo Getulio Vargas, a private
Brazilian economic research organization. Second, the inflation-adjusted price cap is adjusted downward to ensure
productivity gains by multiplying the inflation-adjusted price cap by (1-K), where K represents a set productivity
factor, known as the K-factor.

In order to provide an incentive to us and the regional fixed-line companies to increase their efficiency and to
reward consumers of telecommunications services, Anatel applies a K-factor representing annual productivity
adjustments to our tariffs and those of the regional, fixed-line companies. During the period from January 1, 1999 to
December 31, 2005, the tariffs of Embratel and the regional fixed-line companies will be adjusted downward as
follows:

K-Factor Annual Productivity Adjustments

1999 2000 2001 2002 2003 2004 2005

Fixed-line companies-1oCal ............ccorerereneenecieerens 0% 0% 1% 1% 1% 1% 1%
Fixed-line companies-local interconnection.................... 0% 0% 5% 10% 15% 20% 20%
Embratel-domestic long-distance...........ccooceerenenerennnns 2% 2% 4% 4% 4% 5% 5%
Embratel-international long-distance..........ccoccoevvevnvrenne. 5% 15% 15% 15% 15% 15% 15%
Fixed-line companies - intra-regional long-distance

and long-distance interconnection .............ccoeevveeenee. 2% 2% 4% 4% 4% 5% 5%

The price cap covers a basket of basic servivékile the weighted average tariff for the entire basket may not
exceed the price cap, the tariffs for individual services within the basket may be increased. We may increase the
tariff for any individual service by up to 9% for local services and 5% for long-distance services, subject to a
downward adjustment for inflation effects already captured in the annual upward adjustments of the overall price
cap for the basket, so long as it adjusts other prices downward to ensure that the weighted average tariff does not
exceed the price cap.
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We may aso offer alternative plansin addition to the basic service plan. For instance, a customer might wish to
choose an alternative plan that allows unlimited calling for a set fee rather than pay the per minute fee under the
basic service plan. Alternative plans must be submitted to Anatel for approval, but are not currently subject to a
price cap. For information on our current tariffs and service plans, see “—Rates.”

Domestic Long-Distance Rates. Direct-dial domestic long-distance tariffs are calculated per minute for the first
minute and per tenth of a minute for every minute thereafter based on the distance the call must travel, duration of
the call, the time of day and the day of the week. As part of the April 1997 tariff rebalancing, domestic long-
distance tariffs were substantially reduced, with an effective reduction of approximately 32%. There are currently
20 domestic long-distance tariffs, based on combinations of five distance categories and four day/time categories.
For a breakdown of our current domestic long-distance tariffs, see “—Rates—Domestic Long-Distance Rates.”

International Long-Distance Rates. Direct-dial international long-distance tariffs are calculated on a per-minute
basis according to the time of day and the day of the week when the call is made, the call's duration and the country
of destination (nine country groups). For a breakdown of our current international long-distance tariffs, see “—
Rates —International Rates.”

The General Telecommunications Law provides for freedom of tariffs three years after privatization if there is
effective competition. Considering the existing competition in the long distance market, we have filed, on May 15,
2002, a request with Anatel for freedom of tariffs. We are still not certain if Anatel will approve it.

Network Usage Charges or Interconnection Rates (Tarifa de Uso de Rede —TU). Other telecommunications
companies wishing to interconnect with and use our network must pay certain fees, primarily a network usage fee.
The network usage fee is subject to a price cap stipulated by Anatel. The price cap for the network usage fee
specified by Anatel varies from company to company based on the underlying cost characteristics of each
company’s network. The fee is charged on a per-distance and/or per-minute of use basis that represents an average
charge for a basket of network elements and services.

On April 15, 2002, we filed a Representation with Anatel for anti-competitive practices by the three local
concessionaires seeking a reduction of the interconnection rates. Anatel has already declared that there are
indicatives of anti-competitive practices, and it is expected to conclude its studies and send the process to the
Brazilian Anti-trust Commission - CADE — within the next months.

Competition

Before the reform of the Brazilian telecommunication system, we were the exclusive provider of interstate and
international long-distance services in Brazil, although these services were subject to indirect competition from a
number of sources. The Telebras companies were the exclusive providers of intrastate and local telephone services.
Since 1995, Brazil has adopted broad regulatory changes intended to open the telecommunications market to
competition. See “—History and Development of the Company.”

Although the privatization of the Telebras System occurred on July 29, 1998, we were not subject to
competition in the intra-regional long distance market until July 3, 1999. On that date, the PIC code was introduced,
which allowed customers to choose a particular carrier by dialing that carrier’s code.

From July 3, 1999 to June 2002, we have faced competition as follows:

e Southeast/northeast regions. Our three competitors for the provision of intra-regional long-distance
services in the southeast and northeast regions are:

« southeast/northeast Tele, called Telemar (formerly Tele Norte Leste, the holding company of Telemar,
owned at the time of privatization by BNDES and the Brazilian companies Fiago Participac@es, La
Fonte, Andrade Gutierrez, GP (Garantia Partners), Opportunity, Inepar S.A., as well as some insurance
companies;

» the southeast/northeast mirror authorization holder, called Vesper (formerly Canbra), owned by Bell
Canada, Velocom, Qualcomm, Lieberman and the Brazilian Vicunha Group; and

31



« thenational long-distance mirror authorization holder, called Intelig (formerly Bonari), which is
controlled by National Grid, France Telecom and Sprint.

e S&o Paulo state regiorOur competitors for the provision of intra-regional long-distance servicesin the
Sao Paulo state are:

« the Sao Paulo state Tele, called Telefénica S.A., owned by Telefénica de Espafia, Portugal Telecom,
Iberdrola and Banco Bilbao Viscaya Argentaria;

« the S&o Paulo mirror authorization holder, called Vesper (formerly Megatel), owned by Bell Canada,
Velocom, Qualcomm and Lieberman; and

« Intelig (formerly Bonari), the national long-distance mirror authorization holder.

e Central/southernregion. Our competitors for the provision of intra-regional long-distance services in the
central and southern regions are:

« the central/southern Tele, called Brazil Telecom, owned by Telecom lItalia and Techhold;
e Intelig (formerly Bonari), the national long-distance mirror authorization holder; and

« the central/southern mirror authorization holder, called Global Village Telecom, controlled by Global
Village Telecom and Comtech.

* Inter-regional and international long-distance markets. Our competitor is Intelig, which began to compete
with us in January 2000.

Effective January 1, 2002, Anatel is authorized to grant an unlimited number of licenses for the provision of any
type of telecommunications service.

On April 26, 2002, Telefénica S.A.’s operating subsidiary, Telecomunicacfes de S&o Paulo S.A. — TELESP,
complied with all its universal service obligations and was granted an extension to its concession to provide inter-
regional long-distance services originating from the state of Sado Paulo as well as licenses to provide international
telephone services throughout Brazil, inter-regional long-distance services originating in states other than Sao Paulo
and local services in the other two regions where it did not previously operate. We filed a lawsuit against Anatel
and TELESP with respect to the extension of TELESP’s concession on procedural grounds and obtained a stay. As
a result, TELESP is not allowed to provide inter-regional long-distance services originating from the state of Sao
Paulo. The stay order was challenged by Anatel and TELESP but the second level judge upheld the decision . This
is scheduled for a judicial review on June 26, 2002 by the court. In addition, Anatel also challenged the stay order
by filing a complaint before the President of the Federal court. No judgment has been rendered to date. Since April
26, 2002, TELESP has been competing with us in the international telephone services market.

We have also complied with our universal service obligations and received Anatel’s permission on May 7,
2002. In addition, we had previously requested a license from Anatel to provide local fixed telephone services
throughout Brazil and expect to obtain it in the near future. Telemar is in the process of having its universal service
obligations certified by Anatel, and we expect them to obtain such certification later this year. As soon as this
process is concluded, Telemar will be able to request new authorizations to compete in different markets. Brazil
Telecom announced that it will not achieve its universal service obligations. As a result, it will not be able to enter
new markets until after December 31, 2003. We also expect other companies to enter the market, such as AT&T,
which has already requested authorizations.

Long-distance voice telephony customers in Brazil are not assigned to a particular carrier. For any telephone
call that extends beyond the local calling area, a customer must choose a carrier code. We obtained the number “21”
as our PIC code and advertised extensively throughout Brazil in 1999 to establish recognition of the code. We
believe we still enjoy an advantage over the intra-regional phone providers and new entrants because our PIC code
can be used anywhere throughout Brazil to place a phone call. By contrast, the PIC code of intra-regional service
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providers can only be used in the local calling area, and new entrants will take some time to be able to provide
services throughout Brazil.

Intelig started offering data transmission and Internet services in the second half of 2000. During 2000, Intelig
did not make significant progress in capturing market share from us. However, we view this market as already
competitive. We have abroad portfolio of datatransmission and Internet services and have the advantage of a
nationwide network to service our customers. We view Intelig’s penetration in the long-distance voice market in
2000 as marginal, not currently constituting a significant factor in our operations. Intelig has recently announced its
decision to focus on business customers rather than the non-business related market.

During the last ten years, we experienced considerable competition for the provision of international long-
distance service from companies outside Brazil known as telephone service resellers. Resellers provided customers
with the number of an automated callback system located in countries with lower international rates, generally the
United States. Use of such callback systems allowed international long-distance calls to originate in Brazil, yet be
charged outside of Brazil, generally at rates significantly below those charged by us. As a result of such
competition, the percentage of international telephone calls billed as outgoing compared to calls billed as incoming
decreased steadily from 1990 to 1993. From 1994 to 1998, this trend reversed. This was due in part to tariff
reductions from 1994 to 1997. The stabilization of Brazilian currency over the years also contributed to the reversal
of the trend. See-* International Long-Distance Services” and-~ Rates (1 International Rates.”

The identity of potential other new entrants and the scope of increased competition, and any corresponding
adverse effect on our results, will depend on a variety of factors. Among such factors are the business strategies and
financial and technical capabilities of potential competitors, prevailing market conditions at the time competition is
permitted, applicable Brazilian regulations with respect to new entrants and us, as well as the effectiveness of our
efforts to prepare for increased competition. The telecommunications industry is subject to rapid and significant
changes in technology. Continuing technological advances in telecommunications make it impossible to predict the
extent of our future competition. We do not know whether the technologies we presently employ will become
outdated or subject to competition from new technologies in the future, or whether we will be able to acquire on
reasonable terms, new technologies necessary to compete in changed circumstances, if any.

We are subject to regulations that limit our ability to set tariffs for our various services, and that may restrict our
ability to respond to potential or actual competition. SedRégulation of the Brazilian Telecommunications
Industry.”

C. Organizational Structure

WorldCom is the majority shareholder of Embratel. WorldCom’s ownership of Embratel’s shares is held
through two subsidiaries, Startel Participagfes Ltda. and New Startel Participa¢des Ltda. As of January 1, 2001,
Startel Participa¢cBes Ltda. (“Startel”), an indirect wholly-owned subsidiary of WorldCom, held 64,405,151,125
common shares of Embratel Participacdes. These shares amounted to 51.79% of the voting shares of, and a 19.26%
economic interest in, Embratel Participacdes. On June 29, 2001, in connection with a restructuring of WorldCom's
ownership interest in Embratel Participacdes, Startel transferred 2,350,574,677 common shares of Embratel
ParticipagBes to New Startel Participagdes Ltda. See “Item 7. Major Shareholders and Related Party Transactions —
Major Shareholders.”

Subsidiaries

Our principal subsidiaries during 2001 were Star One S.A. and AcessoNet Ltda. Star One was formed in
November 2000. We currently own 80% of Star One’s share capital and the remainder isSwalttéyEuropéene
des Satellites S.ASES ASTRA), with an option to acquire an additional 10 percent interest. Star Oneis our satellite
subsidiary and currently owns four C-band satellites and provides transponder rentals, radio and TV signal
transmission and trunking communications transmission. It has landing rights in the United States, Chile and Peru
and is obtaining rights for Argentina, Uruguay and Paraguay. Star One is expanding its scope to offer broadband
services in Brazil and South America.
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On July 23, 2001, the subsidiary AcessoNet was merged into Embratel. AcessoNet was acquired 100% by
Embratel on December 27, 2000, for R$195.8 million through a holding company called Keshara Empreendi mentos
Ltda. AcessoNet was the Internet network provider of Universo OnLine, or UOL, the largest ISP in Brazil.
AcessoNet had a 66,000 port dial-up network and a five-year renewable services contract with UOL.

D. Property, Plant and Equipment

Telecommunications segment. The principal properties of our telecommunications segment consist of our long-
distance network, including broadband fiber optic transmission systems, digital switching systems, international
ocean cables, and related real estate. At December 31, 2001, the net book value of our property, plant and
equipment was approximately R$7,381 million.

Our properties are located throughout Brazil, providing the necessary infrastructure to support nationwide long-
distance and international telecommunications. We conduct the majority of our management activities from Rio de
Janeiro, and own and lease office space in other citiesincluding S&o Paulo, Porto Alegre, Belo Horizonte, Curitiba,
Brasilia, Salvador, and Belém. We believe that our network facilities are in good condition and are suitable to
support the wide array of advanced communications services that we offer. Our network facilities position us to be
the prime all-distance telecommunications network for South America.

Soace segment. Our space segment properties primarily consist of satellites along with miscellaneous
administrative assets held by our Star One, S.A. subsidiary. The net book value of these assets at December 31,
2001 is R$468 million.

ITEM 5. OPERATING AND FINANCIAL REVIEW AND PROSPECTS
A. Operating Results

The following discussion of our results of operations for the years ended December 31, 1999, 2000 and 2001
should be read in conjunction with our consolidated financial statements, including the notes thereto, included
elsewhere in this annual report. Our consolidated financial statements have been prepared in accordance with
Brazilian corporate law, which differs in certain respects from U.S. GAAP. Note 30 to our consolidated financial
statements provides a description of the principal differences between U.S. GAAP and Brazilian corporate law as
they relate to our consolidated financial statements, and a reconciliation to U.S. GAAP of net income and total
shareholders’ equity for the periods and as of the dates presented. For a discussion of the presentation of our
financial information, see “Presentation of Information.” This section contains forward-looking statements that
involve risks and uncertainties. Our actual results may differ materially from those discussed in the forward-looking
statements as a result of various factors, including, without limitation, those set forth in “Iitem 3. Key Information —
D. Risk Factors” and the matters set forth in this annual report generally.

Overview

You should carefully review the following discussion in evaluating our results of operations for the three year
period ended December 31, 2001.

Continued Increasesin Bad Debt Expense

Bad debt expense represents a management estimate of the collectability of accounts receivables. See “— C.
Critical Accounting Policies” below. In 2001, we experienced a significant deterioration in our collections of past
due accounts. This resulted in a provision for bad debt of R$1,155.5 million, or 15.5%, of our net revenue for 2001.
This represents a substantial increase from 2000 when the bad debt provision was R$362.8 million, or 5.4%, of our
net revenue, which in turn represented an increase from R$102.6 million, or 2.0%, of our net revenue in 1999.

During 2001, we faced significant hurdles in canceling services to those persons or entities that did not pay their
accounts on a timely basis. We had very limited capabilities to implement a comprehensive program that would
prevent non-payers from accessing our network. In late 2001, we were finally able to obtain the necessary
capability and instituted measures to prevent such abuses. As a result, in March 2001, we could prevent only 30,000
non-paying lines from utilizing our services. By September 30, 2001, this number increased to 500,000, and by the
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end of the year the number had increased to 1.8 million. While some of these non-payers started to pay their
accounts, many others did not. We had assumed that, when faced with the inability to use long-distance voice
services, non-payers would quickly seek to settle their debts. However, thistrend did not materialize. Asaresult, it
was necessary for usto revise our estimates of bad debt and increase the provisions for 2001.

The following factors contributed to the significant increase in our bad debt expense:

Increase in fixed-line and cellular phone lines. As fixed-line companies rushed to meet universal service goals
imposed by Anatel, there was a significant effort to install more fixed and cellular phones throughout the country,
which increased the likelihood of bad debt expense. Phone linesincreased from 38.3 million fixed lines at the end
of 2000 to 47.9 million at the end of 2001 and cellular units increased from 23.2 million to 28.7 million in the same
period.

No pre-registration of customers for long-distance telephone usage. Any user may access and utilize long-
distance services from the carrier of their choice on a per-call basis by dialing the carrier selection code “PIC” code.
There is no verification of a user’s credit history and no registration of the customer’s name, address or social
security number prior to granting access to our network. While fixed-line companies are obligated to provide such
information to us, the quality of the information is often inconsistent and limits our ability to accurately bill and
collect from users. As a result, customers are provided access to our network without any assurance that they are
legitimate, paying users. Only upon billing the customer and initiating collection procedures are we able to
determine the creditworthiness of the user. Blocking procedures are then implemented along with other measures to
recover the amounts billed.

Marked deterioration in consumer creditworthiness during 2001. From 2000 to 2001, the incidence of
consumer credit failure increased throughout Brazil by 15% according to a report by SERASA. This compounded
the other factors contributing to the increase in bad debt during 2001 as discussed in the preceding paragraphs.

Sgnificant amount of gross receipt taxesin Brazl. For long distance voice services, the tax burden is
approximately 42% of the total cost to customers, which includes ICMS, the state value-added taxes, along with
federal taxes of PIS and COFINS. The government collects these taxes from us whether or not the user pays for the
call. There is no provision in the existing law for the government to refund such taxes on uncollected accounts.
Accordingly, approximately 42% of the bad debt expense in 2001 represents tax amounts that have already been
paid to the state and federal governments.

We are making significant investments in measures to improve our collection rate in 2002. We continue to
more aggressively manage calls to ensure that non-payers are prevented from using our network. At the end of the
first quarter, the number of blocked lines had increased to 3.1 million. We have also completed installation of a new
collections system, known as “CACS”, that will provide us with better information on collections and past due
accounts. We anticipate that a new call management system, known as “Infusion”, will improve our ability to filter
calls. All calls passing through our switches are now filtered by a centralized database that instructs the switch how
to treat the call. Both outbound and collect calls to a non-paying number may be interrupted. In addition, such calls
may now be selectively routed to a call center so that we may request additional information from the customer prior
to completion of calls. This routing is fully automated. While we anticipate that these measures will improve our
collections performance, there can be no assurances that collections will improve to levels experienced in 2001 and
the first quarter of 2002.

Changesin Reporting of Results of Operations

Our financial statements and all amounts referenced in this annual report include results based on Brazilian
corporate law. This differs from amounts reported by us until 1999. Brazilian corporate law is considered to be a
comprehensive basis of GAAP, and it is used as the primary basis of reporting in Brazil. The only material
difference between Brazilian corporate law and the consolidated financial statements used in our previous annual
reports is that Brazilian corporate law does not allow for price-level accounting for periods after December 31, 1995.
It also prohibits discounting of fixed rate monetary assets and liabilities, while the constant currency method
continues to require price-level accounting and requires discounting if the effect is material. Brazilian corporate law
and the constant currency method are the same in all other material respects. A complete reconciliation of Brazilian
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corporate law to the constant currency method financial statementsisincluded in our consolidated financial
statements.

Net Income (Loss)

Our net result for 2001 was a R$553.7 million loss in contrast to a net income of R$ 577.1 million in 2000. The
net loss was primarily attributable to the bad debt provision recorded in 2001 in the amount of R$1,155.5 million, or
15.5%, of our net revenue and net exchange and monetary variation losses incurred in 2001 of R$448.7 million. See
“— Continued Increases in Bad Debt Expense.”

Results of operationsfor the years ended December 31, 1999, 2000 and 2001

Our operating and financial review and prospects include a financial statement format that differs slightly from
the format included in our consolidated financial statements. We manage our business based on four distinct
categories of costs: line costs, other costs of services, sales, general and administrative expense, or SG&A, and
depreciation and amortization. Brazilian corporate law financial statements treats depreciation and amortization
expense as an integral component of other costs of services and SG&A. However, we believe that it is appropriate
for you to consider depreciation and amortization expense separately when analyzing our business due to the non-
cash nature of this expense. In addition, see “— Segment Information” below for detailed financial information on
our space segment.

The following table sets forth, for each of the periods indicated, a reconciliation of the amounts referenced
below to our consolidated Brazilian corporate law financial statements:

Year Ended December 31,
1999 2000 2001

(in thousands of reais)
Costs of services:

LiNE COSES....ovrriireiererereee et (2,563,959) (3,210,104) (3,567,487)
Other COst Of SENVICES ......ovveiie s (349,558) (391,653) (458,114)
Depreciation and amortization.............ccccceoeeerrrrereeeeeennnne (706,397) (797,510) (929,201)
TOA o (3,619,914) (4,399,267) (4,954,802)
Sales, general & administrative expenses:
SBIES oo (425,895) (795,470) (1,579,596)
General and administrative.. (408,091) (660,712) (969,803)
Total ..o (833,986) (1,456,182) (2,549,399)
Less: SG&A depreciation... (26,944) (59,294) (132,430)
NEE SGEA ..ottt (807,042) (1,396,888) (2,416,969)
Depreciation and amortization:
Depreciation included in SG&A .........cccoreierneierieeierienens (26,944) (59,294) (132,430)
Depreciation included in Cost of services (706,397) (797,510) (929,201)
Total (733,341) (856,804) (1,061,631)

The following table sets forth, for each of the periods indicated, selected components of our results of
operations and as a percentage of net operating revenues, as well as the percentage change from the prior year. As
discussed above, the presentation of the financial information in this table differs from our Brazilian corporate law
financial statements.
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Year Ended December 31, Per centage Change

1999 vs. 2000 vs.
1999 % 2000 % 2001 % 2000 2001
(in thousands of reais, except per centages)

Grossrevenues: 6,680,342 128.9% 8,954,688 1334% 10,052,001 134.7% 34.0% 12.3%
Taxesand other deductions....... (1,496,415) (28.99% (2,240,180) (334)% (2,591,045) (34.7)% 49.7% 15.7%
Net revenues: ..., 5,183,927 100.0% 6,714,508 100.0% 7,460,956 100.0% 29.5% 11.1%

Line CostS (1) ....covvrururerrrrcnnns (2,563,959) (49.5% (3,210,104) (47.8)%  (3,567,487) (47.8)% 25.2% 11.1%

Other cost of services (2)......... (349,558) (6.7)% (391,653) (5.8)% (458,114) (6.1)% 12.0% 17.0%

Selling, general and

administrative expenses........... (807,042) (15.6)%  (1,396,888) (20.8)%  (2,416,969) (32.4)% 73.1% 73.0%
Other operating income

(EXPENSE)...c.cvics 65,204 1.3% (12,250) (0.2)% (2,951) (0.0)% (118.8)% (75.9)%
EBITDA ..., 1,528,572 295% 1,703,613 25.4% 1,015,435 13.6% 11.5% (40.4)%

Depreciation and amortiza-

HON e (733,341) (14.)% (856,804) (12.8)%  (1,061,631) (14.2)% 16.8% 23.9%
Oper ating income/ (10ss)

(=127 1) IS 795,231 15.3% 846,809 12.6% (46,196) (0.6)% 6.5% (105.5)%

Financial income (expense)..... (303,460) (5.9)% (188,316) (2.8)% (629,980) (8.4)% (37.9% 234.5%

Other non-operating income

(EXPENSE) ..o, (37,650) (0.7)% 111,224 1.7% (75,902) (1.0)% (395.4)% 168.2%
Net income/ (loss) beforetax,

employee profit sharing

and minority interest............. 454,121 8.8% 769,717 11.5% (752,078)  (10.1)% 69.5% (197.7)%

Income tax and social

Contribution ..........cccccevrrenennn, (1,241) 0.0% (145,312) (2.2)% 222,088 3.0% 11,609.3% (252.8)%

Employee profit sharing........... (36,000) (0.7)% (36,775) (0.5)% (18,155) (0.2)% 2.2% (50.6)%

Minority interest..........cccceueees (5,249) (0.)% (10,540) (0.2)% (5,526) (0.1)% 100.8% (47.6)%
Net income/ (10SS) .....c.ovevreeerneen, 411,631 7.9% 577,090 8.6% (553,671) (7.49% 40.2%  (195.9)%

(1) Includesinterconnection and facilities costs.
(2) Excludes depreciation.

(3) EBITDA represents earnings before interest taxes, depreciation and amortization. EBITDA is not presented herein as an aternative
measure of operating results or cash flow, but rather to provide additional information relating to debt service ability. EBITDA
does not represent net income or cash flows from operations, as these terms are defined by generally accepted accounting
principles. EBITDA, as presented, may not be comparable to other similarly titled measures of other companies.

Net revenues

Our net revenues consist of gross operating revenues from the following four services: data communication
services, domestic and international long-distance telecommunications services and other services, net of sales taxes
collected with respect to such services.

Net revenuesincreased 11.1% to R$7,461.0 million in 2001 from R$6,714.5 million in 2000, which in turn
represented an increase of 29.5% from R$5,183.9 millionin 1999. Thisincrease was achieved in an environment of
increased competition and lower prices.

Theincrease in net revenuesin 2001 is primarily due to a 21.7% growth in revenues from data and I nternet
services and a 16.2% increase in domestic long-distance voice revenues. We maintained our market share despite
more competition, steep price declines and migration of services. We also had an increase of 8.5% to R$233.9
million in other telecommunications services, as described below.

The increase in net revenues in 2000 was primarily due to a 54.1% growth in revenues from data
communications services and a 30.2% increase in domestic long-distance voice revenues as a result of the higher
number of fixed phone lines and cellular devices in service within Brazil. Brazil's macroeconomic performance also
contributed to the growth in net operating revenues. This was partially offset by a 10.5% decrease in other
telecommunications services, as described below.
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The table below sets forth, for each of the periods indicated, the principal components of our net revenues, the

percentage of those revenues, and the percentage change of each from the prior year.

Year Ended December 31, Per centage Change
1999 vs. 2000 vs.
1999 % 2000 % 2001 % 2000 2001
(in thousands of reais, except per centages)
GrosSrevenues: ................. 6,680,342 128.9% 8,954,688 133.4% 10,052,001 134.7% 34.0% 12.3%
Taxesand other
deductions.........cc.ccoeenne (1,496,415) (28.9%  (2,240,180) (33.4% (2,591,045) (34.7)% 49.7% 15.7%
Net revenues. ............ 5,183,927 100.0% 6,714,508 100.0% 7,460,956 100.0% 29.5% 11.1%
Data & Internet....... 880,235 17.0% 1,389,703 20.7% 1,691,099 22.7% 57.9% 21.7%
Wholesdle............... 161,868 3.1% 215,860 3.2% 123,630 1.7% 33.3% (42.7)%
Subtotal ......cccoeveieiiiies 1,042,103 20.1% 1,605,563 23.9% 1,814,729 24.3% 54.1% 13.0%
Domestic long
distance........ccooveenne 3,012,638 58.1% 3,921,377 58.4% 4,555,279 61.1% 30.2% 16.2%
International long
distance......c.ccoerreenne 888,268 17.1% 971,921 14.5% 857,072 11.5% 9.4% (11.8)%
240,918 4.7% 215,647 3.2% 233,876 3.1% (10.5% 8.5%
5,183,927 100.0% 6,714,508 100.0% 7,460,956 100.0% 29.5% 11.1%

Data communication services. Net revenues from data communication services increased 13.0% in 2001 to

R$1,814.7 million from R$1,605.6 million in 2000, which in turn represented an increase of 54.1% from R$1,042.1

million in 1999.

Theincrease in 2001 resulted from increases in data services revenues outpacing a decline in wholesale data
revenues. The data services revenues, which include corporate networks, frame relay services and Internet grew
21.7% when compared to 2000. Internet revenues rose more than 60.0% in the year. Internet revenues currently

account for almost 30.0% of our data communication revenues compared to 20.3% in 2000. Our core

communication services experienced strong volume growth in 2001. The number of billed frame relay ports rose
more than 100.0%. Volumes expressed in 2 Mbits equivalents of dedicated services for corporate networks rose
60.0%. In addition, during 2001, we grew our Internet capacity by 153.0% in response to continued demand for
nationwide quality services. Despite the strong price competition in 2001, we maintained our core data market

share. In preparing for continued aggressive competition and to maintain leadership in the Internet market, we

reduced, at the end of 2001, certain product prices to drive further growth and insulate ourselves from competitors.
Internet revenues decreased dlightly in the first quarter of 2002 and it is likely that growth will return to levels of
prior years. As expected, the wholesale market continued to decline. The wholesale market represents customers
who buy network capacity from us and sell to their customers. This market has been declining as these customers
build out their own networks. On an annual basis, wholesale revenues dropped 42.7% to R$123.6 million. These

revenues now represent only 6.8% of total data communication revenues.

The increase in net revenues from data communication services in 2000 was due in part to strong growth in

sales to wholesale customers. 1n 2000, both dedicated and switched data services grew strongly. Internet revenues
also increased substantially. Free Internet services were launched in 2000 by some companies in Brazil,

contributing to the growth in our revenue. There was strong demand for increased data services from avariety of
sectorsincluding financial institutions, commercial, industry and government. State el ections throughout Brazil,
which occur every two years, contributed to the growth in the fourth quarter of 2000. This revenue was of a short-

term nature. We had provided data transmission servicesto certain responsible government election agencies.

Domestic long-distance revenues. Net revenues from domestic |ong-distance revenues increased 16.2% to

R$4,555.3 million in 2001 from R$3,921.4 million in 2000, which in turn represented a 30.2% increase from

R$3,012.6 million in 1999.

The increase in 2001 over 2000 was principally due to the growth in traffic, increased volumes of fixed to
cellular calls, and increasesin advanced voice services such as 800 services. Revenues from advanced voice
services, which are sold exclusively to businesses, increased in excess of 70.0% in 2001, which further strengthened

our competitive position in this key business area.
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The increase in domestic long-distance revenues in 2000 over 1999 was principally due to a 51% growth in
fixed telephone lines and cellular devices installed throughout Brazil. Asthe number of fixed telephone lines and
cellular devices continued to increase, it was expected that the long-distance growth rate would not correlate directly
to the growth in units as the customers to be serviced were expected to be in alower socioeconomic segment. We
had also been successful in our entry into the intra-state market and have benefited from growing revenues from
fixed to cellular calls from which we started receiving revenue in the second half of 1999. We introduced a variety
of aternative calling plans adapted to specific regional needsin 2000 in order to attract and retain domestic long-
distance customers. Domestic long-distance minutes grew 21.1% to 19,343 million minutes in 2000 from 15,967
million minutesin 1999.

International long-distance telephone service. Net revenues from international long-distance voice services
decreased 11.8% to R$857.1 million in 2001 from R$971.9 million in 2000, which in turn represented a 9.4%
increase from R$888.3 million in 1999. Lower international long-distance prices combined with increased
competition, improved fraud control, and call management contributed to the reduction. International long-distance
revenues are subject to unusually high taxes in Brazil, which tend to motivate customers to seek illegal means of
completing their international voice calls such as call-back servicesto avoid taxation in Brazil. To compete with the
call-back services and other competitors, we have devel oped focused marketing programs for certain regions of the
country that have significant amounts of international traffic together with incentives to certain countries. However,
we expect that this trend towards declining revenues from international long-distance voice services will continue.

In addition, international revenues will continue to face strong price pressure.

Other telecommunications services. Net revenues from other telecommunications services, which includes
revenues from the transmission of television and radio, clearinghouse services, telex and mobile satellite
communication services, increased 8.5% to R$233.9 million in 2001 from R$215.6 million in 2000, which in turn
represented a decrease of 10.5% from R$240.9 million in 1999. The increase in 2001 was due primarily to increases
in revenues for transmission of radio and television services, whereas the increase in 1999 was due primarily to
temporary growth in clearinghouse services. The decrease in 2000 was due primarily to declinesin value-added and
clearinghouse services.

Cost of services

Cost of servicesincreased 12.6% to R$4,954.8 million in 2001 from R$4,399.3 million in 2000, which in turn
represented a 21.5% increase from R$3,620.0 million in 1999. Our cost of services consists of line costs and other
costs or services (such as personnel and third party expenses).

Line costs. Line costs relate directly to the provision of telecommunications services and include the cost of
interconnection charges paid to the fixed-line and cellular phone companies for local and long distance
interconnection to our customers. These fees are mainly charged per minute of usage based on the origination or
termination of calls. Active management of carrier relations and telecommunications expenses, including increases
in the number of points of presence and urban rings, has allowed us to reduce the line cost as a percentage of total
cost of services from 73% in 2000 to 72% in 2001, and reduce line costs as a percentage of net revenue to 47.8% in
2000 and 2001 from 49.5% in 1999. This reduction was achieved even though the local fixed-line operators
increased their standard rates during the year. The increase in standard rates from the fixed-line operators in 2001
was partially offset by the elimination of the supplemental per-minute charge (Parcela Adicional de Transicaor
PAT) as of June 30, 2001.

Points of presence Points of presence are facilities where our long-distance lines terminate and connect to the
local fixed-line operators’ network. As more points of presence become operational via interconnection with the
local fixed-line providers, we are able to benefit from reduced interconnection costs. Where a point of presence is
not installed, we have to pay additional interconnection costs to transport traffic from existing interconnection points
to the point closest to our customer. The increase of data revenues also contributed to this improvement as data
revenues have a lower associated line cost. We also pay facilities fees to rent circuits from other telecommunication
companies in order to support interconnection with end-user customers, mainly for data communication services.
We introduced services and products that directly connect customers to our network in 2000 and 1999 and thus
further reduced the line costs related to these services.

39



Other cost of services. Other costs of services consist of personnel expenses for network maintenance and
expenses related to third party services and materials for installation of new clients. Other cost of servicesincreased
17.0 % in 2001 to R$458.1 million from R$391.7 million in 2000. In 2001, we had a significant growth in the size
of our Data and Internet plants. The Frame Relay plant grew 86%, the E1 plant grew 62% and the Internet plant
grew 54%. This explainsthe increased cost in network maintenance and third party services.

Other costs of services increased 12.0% in 2000 to R$391.7 million from R$349.6 million in 1999 because of
the total network increase, which corresponds to an increase in outsource of network maintenance costs.

Sales, general and administrative expenses. Our sales, general and administrative expenses, or SG&A,
increased substantially to R$2,417.0 million, or 32.4%, of our net revenuesin 2001 from R$1,396.9 million, or
20.8%, of our net revenuesin 2000. Thisincrease was primarily due to a R$792.6 million increase in bad debt
expense to R$1,155.5 million in 2001, or 15.5%, of our net revenues from R$362.8 million, or 5.4%, of our net
revenuesin 2000. See “— A. Operating Results — Continued Increases in Bad Debt Expense” for additional
information. Another significant factor that contributed to the increase in SG&A expense in 2001 was the
imposition of new regulatory taxes, such as the Fund for Universalization of Telecommunications Services, known
as FUST, which is 1% tax on net telecommunications revenues, and the Fund for the Technological Development of
Telecommunications, known as FUNTTEL, which is a 0.5% tax on net telecommunications revenues that became
effective in April 2001. The total amount of these new taxes was R$94.0 million. The cost of billing and customer
service also continued to increase due to the increase in the number of customers served as well as the increases in
postage costs in Brazil. The total increase in billing and customer services costs was R$100.0 million from 2000 to
2001. While we have taken steps to improve collections, billing and customer service costs, we expect that these
costs will continue to be significant in 2002, and that the regulatory taxes will likely be even higher as we will have
a full year of FUNTTEL taxes.

SG&A for 2001 included a management fee expense to WorldCom of R$38.0 million compared to R$67.4
million in 2000. In 1999, a portion of the management fee was recorded as “Other Operating Income & Expense” in
accordance with Brazilian corporate law, as the management fee is classified as SG&A, once the contract is formally
registered as a contract with the Central Bank of Brazil. The management fee will be similar in 2002 and will be
reduced in 2003 and following years in accordance with the terms of the agreement. See note 25 to our consolidated
financial statements for a description of the terms of the management agreement.

SG&A increased substantially to R$1,396.9 million, or 20.8%, of our net revenues in 2000 from R$782.4
million, or 15.1%, of our net in 1999. This increase was primarily due to a R$260.3 million increase in bad debt
expense to R$362.9 million in 2000, or 5.4%, of our net revenues from R$102.6 million, or 2.0%, of our net
revenues in 1999.

During 2000, we started directly billing all Embratel customers throughout Brazil. Prior to 2000, the fixed-line
and cellular phone companies billed the majority of our customers. As we began billing these customers directly,
we encountered significant problems with the quality of the customer information provided by the fixed-line
companies and experienced inadequacies with our new billing system. This caused problems in the billing and
subsequent collection of accounts and led to the increase in bad debt expenses. In 2000, the other factor contributing
to the growth in SG&A was the actual costs of billing and related customer services. We established call centers to
service customer complaints and handle in-bound and out-bound service requests.

Depreciation and amortization

Depreciation and amortization expenses are not reported separately in our consolidated financial statements but
are included as components of cost of services and sales, general and administrative expenses. We are discussing
depreciation separately because we view this as a distinct category of expense. Depreciation and amortization
expenses were R$1,061.6 million, R$856.8 million and R$733.3 million in 2001, 2000 and 1999, respectively. The
increase in the depreciation and amortization expenses in 2001 was due primarily to significant investments in fixed
assets. In 2001, R$1,165 million in fixed assets were added to our network (placed in service), including
transmission equipment, local, Internet and data infrastructure, resulting in an increase of R$76 million in
depreciation. Depreciation was accelerated for selective asset categories where early replacement of assets was
anticipated, causing a further increase of R$92 million. The goodwill amortization, which is amortized over a five-
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year estimated recovery period resulted in an additional R$41 million expense. Thisincrease was partially offset by
assets that became fully depreciated during the year.

The increase in 2000 was attributable to the completion of several strategic capital projects such as the new
digital submarine cable system - Americas || connecting Brazil with North America, and the successful launching of
a 28 transponder C-Band satellite - B4 in August 2000. New infrastructure of urban rings, points of presence,
network capacity and broadband and intelligent voice networks further contributed to the overall increase in
depreciation. The new hilling system and related hardware also increased depreciation expense in 2000. This
increase was partially offset by assets that became fully depreciated during the year.

Net financial income (expense)

Net financial income (expense) represents the net effect of interest income, interest expense, foreign exchange
gain and loss, net of any income or expense from foreign currency hedging transactions, and gain or 10ss on net
monetary position arising from the effect of inflation on the net balance of monetary assets and liabilities. 1n 2001,
we incurred a net financial expense of R$630.0 million compared to R$188.3 million in 2000 and R$303.4 million
in 1999.

The net financial expenses in both 2001 and 2000 were primarily due to net exchange and monetary variation
losses of R$448.7 million and R$158.3 million, respectively. 1n 1999, net financial expense was mainly dueto the
48% devaluation of the Brazilian real in relation to the U.S. dollar.

Net non-operating income (expense)

Net non-operating expense was R$75.9 million in 2001 compared to a net non-operating income of R$111.2
millionin 2000. The net non-operating expense in 2001 was mainly due to losses on disposals of fixed assets of
R$76.4 million (net of proceeds from disposals) compared to R$44.8 millionin 2000. Theincreasein losseson
disposals of fixed assets was due to disposal of switching eguipment necessary to improve our ability to block non-
payers on a centralized basis.

In 2000, we had non-operating income of R$111.2 million mainly attributable to the sale of minority interestsin
our satellite business, which resulted in again of R$132.2 million and an income from international consortiain the
amount of R$10.4 million, offset by expenses from losses on disposals of assets of R$44.8 million (net of proceeds
from disposal) and other non-operating expenses of R$23.8 million.

Income and social contribution taxes

Our income and socia contribution taxes for 2001 were a benefit of R$222.1 million, or 29.5%, of the loss
before taxes compared to a debit of R$145.3 million, or approximately 18.9%, of net income in 2000. In 2001, we
benefited from recording “interest in lieu of dividends” of R$6.5 million which was paid by Star One, our satellite
subsidiary, which resulted in a R$2.2 million income tax savings. Similarly in both 2000 and 1999, we benefited
from recording “interest in lieu of dividends” of R$153 million which we paid and resulted in R$52 million in
income tax saving. The current combined income and social contributions tax rate in Brazil is 34%. There can be
no assurance that we will be able to continue benefiting from “interest in lieu of dividends” or from other similar
benefits. Aside from these transactions, the normal combined income and social contribution tax rate is expected to
be approximately 34%.

Employees’ profit share

Brazilian companies are required under Brazilian law to compensate employees, in addition to their salary and
benefits, with profit sharing. We have developed an employee profit sharing plan that ties the distribution of these
incentives to key performance indicators such as revenue growth, cost containment, customer satisfaction and
quality of work. We have worked with labor unions and have carefully communicated these goals to obtain their
support. The 2001 employee profit share distribution was R$18.2 million despite the net loss. 1n 2000, the
employee profit share distribution was R$36.8 million. In 1999, while the profit sharing policy was still being
developed, we distributed R$36.0 million.
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Net income/(loss)

In 2001, we had a net loss of R$553.7 million compared to a net income of R$577.1 million in 2000 and a net
income of R$411.6 million in 1999.

The net loss for 2001 was primarily attributable to the increase in bad debt provision, regulatory tax expenses,
as well as the effect of the devaluation of the real vis-a-vis the U.S. dollar (18.7% in the year) on our foreign
currency debt. The netincome in 2000 was due mainly to strong revenue growth, reduced line costs (as a
percentage of revenue), the gain on the sale of a minority interest in our satellite subsidiary and the income tax
benefits from recording “interest on capital in lieu of dividends.”

Segment Infor mation

In 2001, we began to manage our space segment as a separate business segment. This segmeiiuconsists of
subsidiary Star One S.A., which was established in November 2000 to manage our satellite operations. See “ltem 4.
Information onthe Company — Business Overview — Space Segment.” A significant amount of our capacity in
this segment is leased directly to our telecommunications segment, which utilizes this capacity, together with
equipment and software, for the provision of certain data communications and other services to their customers

We are presenting segment information for our satellite services business for 2001 because Star One only began
its operations on November 1, 2000. Prior to that date, our satellite services business was an integrated unit of our
overall business operations. As a result, our management did not analyze this business on a stand-alone basis and no
separate financial information is available prior to November 1, 2000. See note 31.e of our consolidated financial
statements for additional information.

The following table sets forth the results of operations on a consolidated basis and for our two segments:
(telecommunications and space) as of December 31, 2001:

For Year Ended December 31, 2001

Telecommunications

Segment Space Segment Eliminations Consolidated
NELTEVENUE ... 7,274,693 314,028 (127,765) 7,460,956
COSt Of SENVICES ... (4,864,261) (207,182) 116,641 (4,954,802)
Gross profit 2,410,432 106,846 (11,124) 2,506,154
Operational EXPENSES...........ovvvveeerreereereeeseeeenenn. (2,521,444) (45,195) 14,289 (2,552,350)

Net revenue. In 2001, our space segment had net revenues of R$314 million primarily from leasing of satellite
transponder capacity to various telecommunications providers, including Embratel. Customers include local and
long-distance fixed-line and cellular telephony companies who use this facility for high speed point-to-point
network links or provide end users with data communications services and/or VSAT network services. Satellite
capacity is also provided for broadcasting of television programming, such as studio-to-studio connections,
contribution channels, cable head-end program feeders and television distribution for broadcasters. During the third
quarter of 2001, we launched our satellite broadband Internet access service, through a proprietary two-way satellite-
based network using VSAT technology. This new service generated R$174 thousand in revenues in the year. We
anticipate that growth associated for this new product will come from high-end home office subscribers.

Cost of services. In 2001, our space segment had cost of services of R$207.2 million primarily attributable to
depreciation expenses of R$201.1 million associated with the current fleet of four satellites.

B. Liquidity and Capital Resources
Sources of Cash

Our primary source of funds is cash generated from operations and financing activities. Net cash flow
generated by operating activities was R$744.2 million, R$934.2 million, and R$900.5 million in 2001, 2000 and
1999, respectively. Net cash flow from financing activities was R$967.6 million, R$ 496.2 million and R$349.1
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million in 2001, 2000 and 1999, respectively. We do not have any unused sources of funds, such as undrawn bank
facilities. At December 31, 2001, we had cash and cash equivalents of R$342.2 million and short-term marketable
securities of R$310.0 million.

Our total long-term indebtedness was R$2,648.2 million, R$1,364.4 million and R$878.7 million as of
December 31, 2001, 2000 and 1999, respectively. Theincrease in long-term indebtedness at December 31, 2001
from December 31, 2000 was strongly impacted by the devaluation of the real. R$881.9 million of our debt
matured in 2001, and an additional R$1,080.0 million will mature in 2002. We benefit from a strong relationship
with export credit agencies such as the Export-Import Bank of the United States and the Export Development
Corporation of Canada and we are able to obtain direct long-term loans and have the advantage of lower tax
remittances on such loans. Besides these two primary agencies, we also have loans supported by Coface (France),
ECGD (England), Overseas Private Investment Corporation (United States), BNDES (Brazil) and Hermes
(Germany). In order to qualify for these loans, the financing must be related to our capital expenditure program.
The terms of these |oans are generally more favorable than terms from commercial banks, and they help usto
finance projects such as satellites, international ocean cables, and domestic fiber routes.

Our two principal categories of indebtedness (including the current portion thereof) at December 31, 2001 were:

Financial ingtitutions (R$3,694.5 million). Borrowings (principal and interest) from financial institutions
consist of various unsecured short- and long-term loans, generally in foreign currencies. Our policy has been to
incur foreign currency debt whenever the cost and terms are more favorable to us than real-denominated bank
borrowings. In light of the volatility of thereal since 1999, we have increased our short-term borrowingsin reaisto
reduce our exposure to foreign currency fluctuations. In recent months, new short-term borrowings have been
hedged to reaisto further reduce this exposure.

Supplier credits (R$33.6 million). Supplier credits (in the form of principal and accrued interest) are available
for purchases of imported equipment, principally fiber optic transmission equipment.

Most of our credit agreements include cross-default provisions and cross-acceleration provisions that would
permit the holders of such indebtedness to declare the indebtedness to be in default and to accelerate the maturity
thereof if a significant portion of the principal amount of our debt is in default or accelerated. As of December 31,
2001, none of our outstanding debt was in default.

Our indebtedness (including the current portion thereof), totaling R$3,728.1 million at December 31, 2001, was
denominated in foreign currencies, 70.65% of which wasin U.S. dollars. Our effective cost of borrowing in foreign
currencies depends principally on the exchange rate between the real and the currencies in which our borrowings are
denominated. 1n 2000, we started to hedge our short-term debt against foreign currency losses to ensure that debt
payments would remain in Brazilian reais, including new transactions with a maximum of three-year tenor. We
have not hedged our obligations under our foreign currency-denominated long-term indebtedness. 1n 2001, the real
devalued against the U.S. dollar by 18.67%. If this devaluation is sustained, or worsens, the cost in Brazilian reais
of servicing our U.S. dollar-denominated debt will increase proportionately. Our loans and other financing obtained
from financial institutions were primarily denominated in foreign currency. We are exploring various alternatives
with respect to hedging this risk to avoid future additional foreign exchange losses.

The average effective interest rate, or “all in”, of the total debt is equivalent to 8.41% per annum. Since
substantially all of our long-term debt is denominated in foreign currencies, the foreign exchange rate variations add
to our overall effective interest costs. Our foreign currency-denominated debt is evidenced by credit agreements that
contain certain restrictions and covenants, including negative pledge provisions, prohibitions on the reduction of
capital, prohibitions on mergers and consolidations and prohibitions on the selling, transferring or otherwise
disposing of all or substantially all of our assets.

Uses of Cash
Our principal liquidity and capital resource requirements are applied to finance capital expenditures and

investments related to the expansion, improvement and maintenance of our property, plant and equipment.
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Historically, we have financed capital expenditures and investments with internally generated funds and
indebtedness.

We incurred capital expenditures of R$1,465 million, R$1,420 million and R$1,728 million in 2001, 2000 and
1999, respectively. See “ltem 4. Information on the Company — History and Development of the Company —
Capital Expenditures” for additional information. We estimate that capital expenditures for 2002 will be
approximately R$1.1 billion. We believe that cash flow from operations and available cash will be sufficient to
meet a portion of our capital needs and debt service requirements for the next twelve months. The other portion will
require additional financing.

We paid dividends and interest on capital (a form of dividend that receives favorable tax treatment in Brazil) of
R$211.5 million and R$163.7 million in 2000 and 1999, respectively. Because of the net loss in 2001, we did not
pay dividends or interest on capital in lieu of dividends. With respect to dividend payments, under Brazilian law and
the regulations of the Brazilian securities commission, persons holding more than 10% of the voting stock of a
company (a percentage that may decrease up to 5% in the case of listed companies) may require us to adopt
cumulative voting. We believe that, based on current holdings in our operating subsidiary, if cumulative voting
were required, we would still be able to control the payment of dividends by Embratel, which, with respect to the
mandatory dividend, could be limited only under very strict circumstances. Board members, even if elected by one
specific shareholder, have fiduciary duties toward the company and all our shareholders.

Contractual Obligations
The following table represents our contractual obligations as of December 31, 2001:
Payments due by Period

Lessthan 1-3 45 After 5
Total 1year years years years

(in thousands of reais)
Contractual obligations

Long-term debt .........oocvviiiiiiiiiii e 2,648,157 — 1,907,098 511,691 229,368
Capital lease obligations.........ccccceevvevveeereseeenne. 65,897 31,827 32,777 1,293 —
Total contractual cash obligations................. 2,714,054 31,827 1,939,875 512,984 229,368

In addition, we have contractual commitments, such as right-of-ways, which are not material to our financial
condition. We also have swap agreements described in “ltem 11. Quantitative and Qualitative Disclosures About
Market Risk.”



C. Critical Accounting Policies

The significant accounting policies which we believe are critical to aid in fully understanding and eval uating
our reported financial position and results of operations reported under Brazilian corporate law are described in note
3 of our consolidated financial statements. A description of the differences in accounting policies between Brazilian
corporate law and U.S. GAAP isincluded in note 30 of our consolidated financial statements. The accounting
policies require us to make estimates, judgments and assumptions that we believe are reasonable based upon the
information available to us. The most important estimates include the revenue recognition, allowance for doubtful
accounts, useful lives of our equipment realization of deferred tax assets, provision for contingencies, the fair value
of our financial instruments and the future liability of our pension fund.

With the exception of allowance for doubtful account and contingencies, we do not believe that we are required
to make any estimates having a significant impact on the preparation of our financial statements with respect to our
historical financial position, results of operations and cash flows that would require us to make assumptions about
matters that are highly uncertain. Instead, our assumptions are based on our experience in matters such as operating
our equipment and dealing with our customers.

Revenue recognition. Revenues from services are recognized using the accrual method of accounting, after
deducting an estimate for billing errors or disputes. For long-distance voice services, customers are billed
throughout the month based on the volume of minutes that must be processed during the month, and invoices are
due at various intervals during the following month. For data and other services, revenue is booked in the month
that the customer is billed. Revenues from international services also include revenues earned under bilateral
agreements between us and overseas telecommunications companies. Revenues from international calls are
recognized monthly, net of the cost of services rendered by overseas telecommunications companies. Revenues are
recorded net of actual discounts granted to customers under the customer loyalty and volume usage agreements.

Allowance for doubtful accounts. For long-distance services, we fully provision for uncollectable accounts
receivables that are over 120 days past due. Other services are provisioned based on specific estimates. Allowances
for doubtful accounts are accrued for receivables for which recoverability is considered doubtful. See “— Operating
Results — Overview — Continued Increases in Bad Debt Expense” above.

Useful lives of our equipment. Depreciation rates adopted are based on estimated useful lives of the underlying
assets, derived from historical information available to us as well as known industry trends.

Realization of deferred tax assets. The decision to recognize deferred taxes on temporary differences, tax
credits and tax losses and on the negative basis for calculating social contribution is supported by the history of
taxable income and our estimate of future profitability. Based on this assessment, we believe that these assets will
be realized over a period of five years.

Provision for contingencies. We are subject to proceedings, lawsuits and other claims related to tax, labor and
civil matters. We are required to assess the likelihood of any adverse judgments or outcomes to these matters as
well as potential ranges of probable losses. A determination of the amount of reserves required, if any, for these
contingencies are made after careful analysis of each individual issue, based on legal counsel advice. The required
reserves may change in the future due to new developments in each matter or changes in approach, such as a change
in settlement strategy in dealing with these matters.

The fair value of our financial instruments. With respect to financial instruments, we must make assumptions
as to future foreign exchange and interest rates. For a discussion of the possible impact of fluctuations in the foreign
exchange and interest rates on our principal financial instruments and positions, see “Item 11. Quantitative and
Quialitative Disclosures About Market Risk.”

The future liability of our pension fund. With respect to pension liabilities, we must make assumptions as to
interest rates, investment returns, levels of inflation, mortality rates and future employment levels. These
assumptions are based on actuarial calculations and affect our liability for accrued pension costs and the amount we
are required to provideach year as our pension cost
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D. Off-Balance Sheet Financing

We do not have any off-balance sheet financing. We have no majority-owned subsidiaries that are not included
in our consolidated financial statements, nor do we have any interests in or relationships with any special purpose
entities that are not reflected in our consolidated financial statements.

E. Reconciliation to U.S. GAAP

We prepare our consolidated financial statements in accordance with Brazilian corporate law, which differsin
significant respects from U.S. GAAP. The principal differences between Brazilian corporate law and U.S. GAAP as
they affect our results of operations during the reported periods are described below.

Goodwill

Under Brazilian corporate law and CVM Deliberation 319/99, the goodwill related to Acessonet (see note 18 to
the consolidated financial statements), defined as the excess of the acquisition cost over the book value of the net
assets acquired, was reclassified to a deferred asset on the date of the merger into Embratel and is being amortized
using the straight-line method over a period of five years. Under U.S. GAAP, this amount remains classified as
goodwill and is amortized over the same period. Conseguently, this difference in classification has not resulted in
reconciling items between Brazilian corporate law and U.S. GAPP for all periods presented.

Monetary Correction of 1996 and 1997

Under Brazilian corporate law, we discontinued accounting for the effects of inflation as of December 31, 1995.
Asof January 1, 1996, the carrying value of all non-monetary assets and liabilities became their historical cost basis.
Under U.S. GAAP, Brazil was still considered to be a highly inflationary economy until July 1, 1997 and, based on
discussions at the meeting of the International Task Force of the AICPA, we continued to record the effects of
inflation using the IGP index up to 1997.

The U.S. GAAP adjustment represents the amortization of the restatement of fixed assets which resulted from
the inflation accounting applied during 1996 and 1997.

Different Criteria for Capitalizing and Amortizing Capitalized I nterest

Until December 31, 1993, under Brazilian corporate law, interest was capitalized separately and amortized over
aperiod different from the useful lives of the related assets. Also, until December 31, 1998, under Brazilian
corporate law as applied to companies in the telecommunications industry, interest attributable to construction in
progress was computed at the rate of 12% per annum on the balance of construction in progress and that part which
relates to interest on third-party loans was credited to interest expense based on actual interest costs with the balance
relating to its own capital being credited to capital reserves. As of January 1, 1999, interest charges and monetary
and foreign exchange variation from financing linked to construction in progress are capitalized to the balance of the
assets and credited to interest expense and monetary and foreign exchange variation.

Under U.S. GAAP, in accordance with the provisions of Statement of Financial Accounting Standards (SFAS)
No. 34, “Capitalization of Interest Costs”, interest incurred on borrowings is capitalized as part of the cost of certain
assets to the extent that borrowings do not exceed construction in progress. The credit is recorded as a reduction of
interest expense. The amount of interest capitalized excludes monetary gains on local currency borrowings and
foreign exchange gains and losses on foreign currency borrowings.
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Pension and Other Post-retirement Benefits

Under Brazilian corporate law, we provide for the costs of pensions and other post-retirement benefits based on
afixed percentage of remuneration, as recommended annually by Telos’ actuaries and certified by independent
actuaries. For purposes of the U.S. GAAP reconciliation, the provisions of SFAS No. 87, “Employers’ Accounting
for Pensions” and SFAS No. 106, “Employers’ Accounting for Post-Retirement Benefits Other than Pensions” have
been applied.

Under Brazilian corporate law, we adopted CVM Deliberation 371 during the year ended December 31, 2001
and recorded an adjustment to the opening shareholders’ equity amounting to R$193,424. See note 24 to our
consolidated financial statements. This adjustment was reversed for U.S. GAAP purposes, since all effects of
pension and other post-retirement benefits have already been recognized after applying SFAS Nos. 87 and 106.

Items Posted Directly to Shareholders’ Equity

Under Brazilian corporate law, certain items are posted directly to shareholders' equity accounts, which under
U.S. GAAP, are posted to the income statement. Examples include capitalized interest, the effects of adjustments to
tax rates and fiscal incentive investment credits received. The posting of such items to shareholders' equity in the
subsidiary companies gives rise to consolidation adjustments in the consolidated statements of changes in
shareholders’ equity. Since the original postings by the subsidiaries to their equity accounts would, under U.S.
GAAP, be made directly to the income statement, these consolidation adjustments are included in the reconciliation
of net income in accordance with U.S. GAAP.

Reversal of Proposed Dividends

Under Brazilian corporate law, proposed dividends are accrued in the consolidated financial statements in
anticipation of their approval at the shareholders’ meeting, while under U.S. GAAP, dividends are not accrued until
they are formally declared.

Leasing

For U.S. GAAP purposes, capital leases are recorded as fixed assets along with the related lease obligations. For
fixed assets, the current annual depreciation is calculated using the straight-line method based on the expected
useful life of the assets, while the related lease obligations are recorded at net present value of future lease payments.
Under Brazilian corporate law, such contracts are typically recorded as operating leases.

Installation Costs In Excess of Related Revenues

Under Brazilian corporate law, installation revenues and costs are recognized in the statements of operations
when incurred. Under U.S. GAPP, installation revenues and related costs are deferred and recognized over the term
of the related contract. Installation costs that exceed installation revenues are expensed as incurred. This difference
in accounting policy has no impact in net income (loss) or in shareholders’ equity for all periods presented.

Our loss from continuing operations under U.S. GAAP would have been R$464.3 million for the year ended
December 31, 2001, as compared to a net income of R$658.7 million and R$424.7 million for the years ended
December 31, 2000 and 1999, respectively. See note 30.r to our consolidated financial statements.

F. Recently Issued Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 142, “Goodwill and Other Intangible Assets.” Under the new rule,
goodwill and intangible assets deemed to have indefinite lives will no longer be amortized but will be subject to
annual impairment tests. The statement includes provisions for the identification of reporting units for purposes of
assessing potential future impairments of goodwill. Upon adoption, we stopped amortizing intangible assets with
indefinite useful lives. The only impact for us was with respect to the goodwill amortization associated with
Accesonet, which was acquired on December 27, 2000. See note 16 to our consolidated financial statements. Based
on the current amount of such assets, this new rule will reduce U.S. GAAP amortization expense by approximately
R$40.3 million annually. We will continue to amortize this goodwill expense for Brazilian corporate law purposes.
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In addition, we have conducted an impairment review for the Accessonet goodwill and have determined that this
asset is not impaired and it will not be necessary to record any reduction of goodwill in the current year related to
this asset.

Note 31.d to our consolidated financial statements contains a summary of recently issued accounting
pronouncements, including derivative instruments and hedging activities, revenue recognition, and other intangible
assets that may have a significant effect on our financial position and results of operations.

In December 2001, under Brazilian corporate law, we adopted the CVM Deliberation No. 371, which approved
the IBRACON pronouncement with respect to accounting for employee benefits and, established new accounting
guidelines for recording and disclosing the effects arising from employee benefits plans. These new guidelines
provide that obligations related to all post-retirement benefits must be recognized in the financial statements. Asa
result, on December 31, 2001, we recorded aliability in the amount of R$193.4 million against shareholders’ equity,
as a prior period adjustment, in accordance with the new CVM regulation. This adjustment was reversed for U.S.
GAAP purposes since the effect of pensions and other post-retirement benefits are already recognized in accordance
with SFAS Nos. 87 and 106. See notes 24 and 31.a and b to our consolidated financial statements.

G. Research and Development, Patents and Licenses

We rely on vendors to develop new technologies to improve service offerings and reduce costs. We expend
minimal amounts on research and development. Until the Breakup of Telebras, Embratel and the other companies
of the Telebras System were required to contribute to the research and development center operated by Telebras,
known asCentro de Pesguisa e Desenvolvimento da Telebdrsthe CPgD, in addition to their own independent
research and development activities.

The CPgD is a private, independently administered, non-profit foundation financed with resources from the
public and private sectors that continues to develop communications technology. Pursuant to a three-year contract
signed in May 1998 between Telebras and Embratel, we contributed approximately R$63.2 million to the CPqD
during the four years ending July 31, 2001. We contributed R$13.9 million, R$22.1 million, R$19.5 million and
R$7.7 million at December 31, 2001, 2000, 1999 and 1998, respectively. During the term of this agreement, we had
access to telecommunications software developed by the CPgD and other technological services provided by the
CPgD such as equipment testing and consulting and training services. The CPgD also provided such services to
third parties on a fee-for-service basis.

We actively protect our intellectual property rights in Brazil and relevant foreign jurisdictions. Most of our
trademarks, including the Embratel trade name and the other related Embratel product names, are protected through
trademark legislation.

H. Trend Information

See “— Operating Results” above.

ITEM 6. DIRECTORS, SENIOR MANAGEMENT AND EMPLOYEES
A. Directorsand Senior Management
Board of Directors

The following are the current members of the Board of Directors and their respective positions.

Name Position
Daniel Eldon Crawford ..........oeoeerrnieennseencnenieieees Chairman
John Thomas StUPKA.........ccvrereriereeiree e Director
EdSON SOffiatti........ceerererieeiieirieieerereee s Director
Dilio Sergio Penedo ... Director
Antonio Carlos TEtaMaNZY .........cccceererererereeiesieereeenes Director
Jorge LUiS ROMQUEZ ........coveuerieieieieeeee e Director



Name Position
Joaquim de SoUSA COITEIA........ccceeveeeeeeesiesesiesie e seeeeens Director

Set forth below are brief biographical descriptions of the Directors.

Daniel Eldon Crawford, born on June 10, 1939, has been a member of the Board since September 1998 and has
served as Chairman of the Board of Directors since February 1999. He serves as President and CEO of WorldCom
Latin America, for WorldCom. He aso has served as Chairman of the Board of Directors of Embratel since March
1999. Since 1994, he has served as Chief Operating Officer of Avantel, S.A., ajoint venture of WorldCom and
Grupo Financiero Banamex-Accival, which competes in the Mexican long-distance marketplace. Previously, he
held a number of positions at MCI, including President of the Network Services Division and President of MClI's
Southwest Division. He holds a Bachelor of Science degree in electrical engineering from the University of
Nebraska and a Master’s degree in electrical engineering from New York University.

John Thomas Supka, born on December 24, 1949, has served as a member of the Board of Directors since
March 2000. He also serves as President of WorldCom Wireless Solutions. He served as President and CEO of
SkyTel Communications since August 1996, and came to WorldCom as a result of its merger with SkyTel. He has
27 years of telecommunications experience in both the wired and wireless segments. Prior to working at SkyTel
Communications, he served in a variety of capacities at SBC Communications from 1974 until 1996, culminating as
Senior Vice President of Strategic Planning for SBC, reporting to the SBC Chairman. Mr. Stupka holds a Bachelor
of Science degree in industrial engineering from the University of Oklahoma and attended the Bell Advanced
Management Program at the University of lllinois.

Edson Soffiatti, born on November 9, 1943, has served as a member of the Board of Directors since June 2001.
In December 2000, he was elected the Chief Executive Officer (CEO) of Star One, Embratel’s satellite subsidiary in
a partnership with SES GLOBAL (LUX). Prior to Star One, he served as manager of the international project in the
area of satellite and submarine cables in Embratel. He has also served as the International Officer of Embratel since
1990. In addition, from 1998 until 2000, he served as Director of the Board of the New Skies Satellites (Holland).
He holds a degree in electronics engineering.

Dilio Sergio Penedo, born on July 5, 1942, has served as a member of the Board of Directors since August
1998. He served as General Area Manager for South America at SAFT, a company of the Alcatel Alsthom Group;
President of Nife — Argentina; Superintendent Director of Indesul — Saft Equipamentos Eletronicos; and
Superintendent Director of Nife Brasil—Sistemas Elétricos. In addition, he has served as President of Embratel
from February 1995 until November, 1999. He holds a degree in electrical engineering from Pontifical Catholic
University of Rio de Janeiro.

Antonio Carlos Tettamanzy, born on February 27, 1942, has served as a member of the Board of Directors since
June 1999. He started his career in the Embratel legal department and later served for 11 years as juridical assistant
reporting directly to the President of Embratel. He became a member of the Legal Committee of INTELSAT in
1985 and was reelected in 1987 and 1992. He was also a member of the Aeroespacial Legal Committee of the
Interamerican Bar Association. He was the representative of the Infra-Structure Ministry in 1990 during the GATT
negotiations in Geneva. He holds a law degree from the Pontifical Catholic University of Rio de Janeiro.

Jorge Luis Rodriguez, born on April 3, 1957, was appointed as a member of the Board of Directors in
September 2000, effective on March 14, 2001. He has been the President of Embratel since November 1999. He
also serves as Chief Marketing Officer and Senior Vice President of WorldCom’s Global Ventures and Alliances
group. Prior to Embratel, he served as Chief Executive Officer for Avantel, the Mexican joint venture between MCI
and Grupo Financiero Banamex-Accival. Mr. Rodriguez joined MCI in 1979 and held positions in marketing
analysis, pricing and product management and development in MCI's Business and Consumer Markets groups.

Joaquim de Sousa Correia, born on February 16, 1947, has served as a member of the Board of Directors since
June 2001. He has served as the Human Resources Officer of Embratel since January 2000. Prior to that, he served
in various positions in the human resources area of Embratel. He holds a degree in administration from Moraes
Junior University, Rio de Janeiro.

49



Board of Executive Officers

The following are the current Executive Officers and their respective positions. Unless otherwise indicated, all
current members were appointed in August 1998.

Name Position

Dilio Sergio Penedo..........oveeerrieiceninneee s President

Daniel Eldon Crawford .........ccceeevevveevseresieneeenens Vice-President

José Maria Zubiria Maqueo............cccceecveeeeennee. Investor Relations Director and Finance Director
Pedro Antonio Batista Martins.............cccccceeeveeee. Director

Sultana Shamim Khan.........cccccccooeiviiiiiiiiiinennnn. Director

Set forth below are brief biographical descriptions of the Executive Officers who are not Directors of Embratel.

José Maria Zubiria Maquedborn on April 19, 1960, was appointed as a member of the Board of Executive
Officersin August 2000, effective March 14, 2001. He has also been the Finance Director of Embratel since July
2000. Prior to Embratel, he worked in Pemex International, Industrial NKS S/A and Avantel, the latter being a
telecommunication joint venture of WorldCom in Mexico. Mr. Zubiria holds an €l ectronic/mechanic engineering
degree.

Pedro Antonio Batista Martindorn on August 9, 1955, has served as a member of the Board of Executive
Officers since October 1999 and as Legal Counsel of Embratel since May 1999. Mr. Martinsis also a member of
the Brazilian Institute of Lawyers. He previously worked as Legal Director for Globo Cabo Holding S.A., the
largest Brazilian cable company, as well as for Texaco de Brasil Produtos do Petréleo. Mr. Batista holds a degree
from the University of the State of Rio De Janeiro Law School.

Sultana Shamim Khan, born on September 21, 1960, has served as a member of the Board of Executive Officers
since August 2000, having been effectively empowered on March 14, 2001. She is also the Vice President of
WorldCom and Director of Strategic Development and Planning at Embratel. In this capacity, she is responsible for
developing and executing Embratel’s and WorldCom'’s Latin America strategy, mainly through restructuring efforts,
alliances and merger and acquisition activities. Prior to this role, she was responsible for WorldCom merger and
acquisition activities in Latin America and Asia and was the primary person responsible for the Embratel
acquisition. During her 14-year career in the telecommunications industry, she has held positions in financial
planning, marketing and strategic development. She has an MBA in Economics from George Washington
University in Washington, DC and an MBA from Indiana University in Bloomington, Indiana, U.S.A.

B. Compensation

For the year ended December 31, 2001, the aggregate amount of compensation paid by our subsidiaries to all
Directors and Executive Officers of our subsidiaries as a group was approximately R$7.2 million.

At the Extraordinary General Meeting of Shareholders held on December 17, 1998, we approved the creation of
a stock option plan under which our Directors, Executive Officers and other management employees may be granted
options to purchase shares of Embratel. Our Board of Directors provided the details of the stock option plan at a
meeting held on the same date.

The total number of shares under the stock option plan shall not exceed 10% of the total number of outstanding
shares of Embratel (in accordance with the authorized capital limits). The stock option plan will initially involve
only preferred shares. The price will be the closing market price at the date the option is granted, known as the
option date. The maximum term for exercise of the rights under the stock option plan is ten years from the option
date, and for each option, the beneficiary will be vested with powers to exercise up to 25% of the shares in each
period, the first period ending eight months after the option date and the subsequent periods ending each January
from 2003 on. A committee was established and granted powers to define who will be granted the options, and for
how many shares. Dilio Sergio Penedo and Daniel E. Crawford serve on the committee.
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In 2001, 736 employees were granted options to purchase Embratel’s shares under the stock option plan. There
were 6,264,711 open options as of December 31, 2001, with a weighted average exercise price of 6.53 per thousand
shares for options granted in 2001.

C. Board Practices
We are managed by our Board of Directors and by our Executive Officers.

Board of Directors. Our Board of Directors, or theonselho de Administragagenerally meets monthly or
whenever called by our Chairman. Each Board of Directors meeting requires a quorum of the majority of the Board
members as well as the presence of either the Chairman or Vice-Chairman. The Board of Directors has
responsibility for establishing our general business policies, and for electing our Executive Officers and supervising
their management of the registrant. Certain matters require the approval of our Board of Directors, including, inter
alia, capital increases up to the authorized capital, intermediate dividend distributions, our investmentsin fixed
assets, investments in other companies, proposing to our stockholders the dissolution or merger of the registrant and
the appointment of independent auditors. The members of the Board of Directors are elected by the holders of
common stock for a period of three years and may be reelected.

Executive OfficersThere shall be no fewer than two and no more than nine Executive Officers, or the
Diretoria, one of them being the President. The Executive Officers work as a board and are responsible for our day-
to-day management. Each of our current Executive Officers has been appointed by the Board of Directorsfor a
three-year term, which began on April 25, 2001 and may remain in office until reappointed or replaced. Executive
Officers may be successively reappointed.

Fiscal Committee Under our by-laws, we are required to, and currently maintain, a permanent Fiscal
Committee, or the Conselho Fiscalln accordance with Brazilian corporate law and our by-laws, such Fiscal
Committee consists of a minimum of three and a maximum of five members and an equal number of alternates. The
members of the Fiscal Committee are elected for one-year terms. Preferred stockholders, who do not have voting
rights, are entitled to elect, as a class, one member of the Fiscal Committee and the respective alternate by majority
vote of the stockholders present at the meeting at which members of the Fiscal Committee are elected. Non-
controlling holders of common shares comprising at least 10% of the common shares outstanding may also elect one
member of the Fiscal Committee and the respective alternate. Controlling holders of common shares would be
entitled to elect one member for each member elected by the preferred stockholders and non-controlling holders of
common shares, respectively, plus one member and his or her alternate.

The primary responsibility of the Fiscal Committee, which is independent of our management and our external
auditors, isto review our financial statements and report on them to the stockholders.

Audit Committee We do not have aformal audit committee. Our board of directors undertakes the functions
and responsibilities of an audit committee.

D. Employees
Telecommunications segment

As of December 31, 2001, we had 12,017 employeesin our Telecommunications segment, of which 7,203 were
employees of Embratel, and 4,656 were employees of BrasilCenter Comunicacfes Ltda. Approximately 32% of our
employees were employed in repair, engineering, operations maintenance and other similar positions, 54% in
customer service and sales and marketing positions and 14% in administrative positions (including those in
information technology), whereas 3% of our employees were in executive management positions and 3% in
supervisory positions related to customer service and sales and marketing.

Space segment

As of December 31, 2001, our space segment had 158 employees, all of whom were employees of Star One.
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Labor unions

Approximately 25% of all 12,017 employees are members of state labor unions associated either with the
Federacéo Nacional dos Trabalhadores em Telecomunicakd@sn as Fenattel, or with the Federacéo
Interstadual dos Trabalhadores em Telecomunicagdesvn as Fittel. The collective agreement for Embratel and
Star One was renewed in November 2001 and has atwo-year term. For the Brasil Center employees, collective
labor agreements are negotiated in each of five different states. Three of these were renewed in March 2002 and the
other two are being negotiated and are scheduled for renewal in July 2002. We consider our employee relations to
be satisfactory. We have never experienced a work stoppage that had a material effect on our operations.

Employee Benefit Plans

We have established a pension fund, Fundacdo Embratel de Seguridade Social — Tddnewn as Telos, the
purpose of which isto supplement government provided retirement benefits for Embratel and Star One employees.
Telos administers two different plans. The first is a defined benefit plan under which we make monthly
contributions to Telos, currently equal to 19.8% of the aggregate salary. In addition, we contribute 2.32% of the
aggregate salary base for funding the post-retirement medical plan for 36 employees who remain in the defined
benefit plan. Each employee member of thisfirst plan also makes a monthly contribution to Telos based on age and
salary. Members of Telos generally qualify for full pension benefits after reaching age 58 and having completed at
least 35 years of service for men and 30 years of service for women. The second plan is a defined contribution plan
which was formed in the last half of 1998. All of our new employees may only enter this defined contribution plan.
Under an offer made by our management, existing employees had the option of migrating from the defined benefit
plan to the defined contribution plan. The offer expired on December 31, 1998, and the transfer to the defined
contribution plan became effective January 1, 1999. Approximately 96% of Embratel and Star One S.A. employees
belong to the new defined contribution plan. We match employees’ contributions to the fund up to a maximum of
8% of each employee’s salary.

BrasilCenter Comunicacfes Ltda. employees do not have a retirement benefit plan. Telos operates
independently from us, and its assets and liabilities are fully segregated from ours. See note 24 to our consolidated
financial statements.

E. ShareOwnership

None of our directors or executive officers individually beneficially own one percent or more of our shares. All
of our common shares carry the same voting rights. Our preferred shares are non-voting shares. Each ADS
represents 1,000 preferred shares.

ITEM 7. MAJOR SHAREHOLDERSAND RELATED PARTY TRANSACTIONS
A. Major Shareholders

Of our two classes of capital stock outstanding, only the common shares have full voting rights. The preferred
shares have voting rights under limited circumstances. WorldCom is the majority shareholder of Embratel.
WorldCom'’s ownership of Embratel’s shares is held through two subsidiaries, Startel Participa¢des Ltda. and New
Startel Participacdes Ltda.

As of January 1, 2001, Startel Participacdes Ltda., an indirect wholly-owned subsidiary of WorldCom, held
64,405,151,125 common shares of Embratel Participacdes. These shares amounted to 51.79% of the voting shares
of, and a 19.26% economic interest in, Embratel Participacdes. On June 29, 2001, in connection with a restructuring
of WorldCom's ownership interest in Embratel Participacdes, Startel Participac®es Ltda. transferred 2,350,574,677
common shares of Embratel Participacdes to New Startel Participacdes Ltda.. WorldCom, through one of its
affiliates, has entered into a management agreement with us. See “— Related Party Transactions” below.

The table below provides information on the common shares owned by WorldCom and by our officers and
directors as a group. We are not aware of any other shareholder owning more than 5.0% of our common shares.

52



Number of Per centage of

Common Outstanding
Name of owner Shares Owned Common Shares
WorldCom through SUDSIAIBNES: .......cveririniniinisiese e 64,405,151,125 51.79%
Startel PartiCipag8es Ltda........c.oiiieiiieiiiiee e 62,054,576,448 49.90%
New Startel Participag0es Ltda. .........c.eeveiiiiiieiiiiiee e 2,350,574,677 1.89%
All directors and executive Officers as a group ........cccccevioeieeeniiiiieee e 20,594 0.00%

B. Related Party Transactions

We entered into a management agreement with WorldCom, effective August 4, 1998, which was approved by
our shareholders (other than WorldCom), pursuant to which WorldCom provides us with advice regarding our
management, operations and business. Under the agreement, we have to pay WorldCom, as compensation for its
management services in 1999 and 2000, an amount equal to 1%, and in 2001, an amount equal to 0.5%, of our
annual net revenues during each such year. The compensation for management services to be provided in 2002 is
0.5% of our annual net revenue. For 2003, the compensation for management services to be provided is 0.2% of our
annual net revenues for such year. At December 31, 2001, we had accrued approximately R$38.0 million for
management services fees pursuant to the management agreement with respect to management services provided
from January 1, 2001 to December 31, 2001. Pursuant to the terms of the management agreement, the amount of
fees accrued with respect to such services was determined based on net revenues reported during the period from
January 1, 2001 through December 31, 2001.

In addition to this management agreement, we have normal settlement costs with WorldCom for completion of
international long-distance services to our customers. These services were carried out with WordCom, at usual
market conditions for these types of operations. We have similar arrangements with other carriersin the United
States and this relationship is carried out on an arms-length basis. The balances receivable and payable between us
and WorldCom and WorldCom subsidiaries are described more fully in note 25 of the financial statements
“Transactions with related parties.”

We do not have any material service contracts with current or former related parties, executives or directors.
C. Interest of Expert and Counsel

Not applicable.

ITEM 8. FINANCIAL INFORMATION
A. Consolidated Statements and Other Financial | nfor mation
See Item 18 to our consolidated financial statements.

Legal Proceedings

The Breakup. The Breakup of Telebras is subject to several lawsuits in which the plaintiffs have requested, and
in certain cases obtained, preliminary injunctions against the Breakup. All of these preliminary injunctions have
been quashed by decisions of the relevant Federal Court, although several of such decisions are currently on appeal.
If any such appeal is successful, the shareholders of Telebras will be required to reapprove the Breakup and other
legislative actions may be required.

The lawsuits to which the Breakup has been subjected are based on a number of legal theories, the principal
among which are that:

« the Brazilian Constitution requires that the creation of the twelve New Holding Companies be specifically
authorized by the Telecommunications Law;
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« the shareholders’ meeting of Telebras held on May 22, 1998 which approved the Breakup was not properly
convened,;

< national sovereignty will be threatened if the country’s telecommunications companies are controlled by
foreign entities; and

« the Telecommunications Law requires that certain matters, such as the entry of new competitors and the
administration of development and technology funds, be regulated prior to the Breakup and privatization
either by an executive order of the President or by an act of Congress.

If any of the plaintiffs in the these lawsuits ultimately prevails, the Breakup may have to be reinitiated. This
could require, depending upon the prevailing plaintiff's theory, any combination of the following:

« amendment of the Telecommunications Law;
e reconvening the May 22, 1998 Telebras shareholders’ meeting; and
« the passing of additional laws by Congress or issuance of executive orders by the President.

It is theoretically possible under Brazilian law for a court to require that the Breakup be unwound, although we
believe that this is unlikely to occur.

We are a party in a public civil action brought by the Federal Department of Justice initially to impede the
privatization auction. This lawsuit, filed before the First Federal Circuit of Rio de Janeiro on July 27, 1998, is about
to move from the first procedural phase, that is, the pleading phase, to the discovery phase.

Arbitration decision. We were notified of a decision against us in an arbitration case by the International Court
of Arbitration — ICA, Paris, France, where we and another company were disputing credits and rights deriving from
alleged contractual infringements. As a result of this decision, we accrued a provision in 2001 of R$11.3 million
which is the estimated loss.

Foreign source operating income. In March 1999, we received from the Federal Revenue Agency a tax
assessment in the amount of R$287.2 million for failing to pay income tax on net foreign source operating income
for the years 1996 and 1997. Foreign source operating income consists of payments made to us by foreign
companies for connecting incoming international calls to Brazil. In late April 1999, we filed our response to the tax
assessment with the administrative level of the courts. In June 1999, we were further assessed for non-payment of
income tax on net foreign source income for the year 1998 in the amount of R$111.1 million. However, of this total,
approximately R$46.7 million related to the period from August to December 1998 for which we had already
recorded and paid in full the income tax and related interest during 1999. We intend to continue to pay income tax
on net foreign source income until this tax controversy is resolved. In February 2001, we appealed to the third level
of the tax administrative court against a decision by the lower tax administrative court that maintained the
assessment of June 1999. A decision is pending on this assessment. The tax assessment of March 1999 is still
pending in the lower administrative court. We expect to continue to dispute the assessment and to discuss this issue
with the appropriate authorities. See note 23 to our consolidated financial statements.

Withholding tax on remittances to foreign telecommunications companies. We regularly make payments to
foreign telecommunications companies for completing international calls that originate in Brazil and terminate in a
foreign country. Brazilian income tax law generally requires Brazilian recipients of services from foreign
companies to withhold 25% from payments to foreign companies for such services. However, based on decisions in
1952 of both the Brazilian Finance Ministry and the Taxpayers’ Council, we have never withheld Brazilian income
tax from such payments. See note 20 to our consolidated financial statements.

On December 23, 1999, we received a tax assessment in the amount of R$410.7 million for failing to pay the
related withholding tax on outbound revenue for the period from December 1994 to October 1998. The Federal
Revenue Agency concluded that starting October 1998, we are exempt from any such withholding requirement. We
believe that other double taxation treaties should also apply to remittances made to countries that are parties to such
treaties. We filed a lawsuit to contest the date of applicability of the Melbourne treaty, which exempts us from this
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withholding requirement, and we intend to demonstrate that it is applicable prior to 1992, and not limited to the
period beginning October 1998.

In order to avoid the collection and imposition of penalties by the tax authorities while the courts are reviewing
the matter, we filed an injunction. The injunction was overturned in May 2000 after an appeal by the Federal
Revenue Agency’s Attorney Officer. We appealed the judge’s order and the injunction was reinstated in July 2000,
conditioned on a financial guarantee, which was immediately provided by Embratel. We continue to believe that the
application of this tax to us is inappropriate and plan to continue the process of administrative and judicial appeals.

In response to a request from the Ministry of Communications, the Federal Attorney General’s office issued a
legal opinion on October 31, 2000, confirming the government’s position with respect to the foreign source
operating income issue and the withholding tax on remittances to foreign telecommunications companies. Based on
our management’s review and the advice of our legal counsel, we believe that the attorney general has not presented
any new arguments that could change the evaluation of this matter when the final decision is issued by the judicial
authorities.

On January 14, 2002, a first judicial level decision was issued which was unfavorable to us. In light of that
decision, we filed an appeal on February 18, 2002. Despite the unfavorable decision, the court issued an injunction
that allows us to avoid the imposition of penalties, on a condition of a financial guarantee, until the final decision is
rendered.

We have also notified Telebras, our legal predecessor, of both issues concerning the foreign source operating
income and the withholding tax on remittances to foreign administrations.

PIS credits and COFINS on inbound revenues. On August 21, 2001, we received two tax assessments from the
Federal Revenue Agency (SRF), totaling R$501 million, including fines and interest, for prior years' PIS/COFINS
taxes. The first claim, in the amount of R$159 million, is related to PIS charges prior to 1995, which had been offset
against other tax payables in accordance with Complementary Law No. 7/70. In similar cases, both the Taxpayers’
Council, and more recently the Federal Court of Justice (STJ), in a decision of its First Section, recognized the
legality of such offsetting of PIS credits. The second claim, in the amount of R$342 million, is related to COFINS
exemption on the exportation of telecommunication services for revenues through the end of 1999. We believe that
these revenues were exempt, based on legal opinions on the legislation in effect at that time. In this COFINS claim,
there were substantial errors in the calculations of the assessment made by the tax auditor, overstating the amount
by R$226 million. Based on facts and arguments provided and the opinion of our external legal counsel, we view
the probability of a loss in these assessments as remote. Accordingly, no provision was recorded in our financial
statements for these two assessments.

COFINSand PIS. We are presently challenging in court the Law No. 9.718/98, which mandates that:

« taxable revenues for purposes of PIS (0.65%) and COFINS (3%) be expanded to include financial revenues
and exchange rate variation; and

* COFINS tax rate be increased to 3%.

Regulatory sanctions. When the carrier selection code, or PIC code, was introduced in July 1999, the telephony
system throughout Brazil experienced an unusually high rate of busy circuits. Domestic and international long-
distance calls could not be completed. As a result, Anatel established an administrative hearing process and
imposed a penalty of R$55 million on us. We filed a lawsuit to avoid Anatel's administrative procedure and
received an injunction and a favorable opinion from the State Attorney Officer, and thus avoided the collection of
the penalty. With respect to such lawsuit filed against the Anatel administrative procedure, on April 24, 2001, the
lower court issued a decision in favor of Anatel. However, the judge decided to reduce the penalty from R$55
million to R$50 million due to a partial violation of the administrative procedures by Anatel. We appealed to the
Tribunal and obtained a court injunction in order to avoid the imposition of the penalties while we contest this issue
in court . In April 2000, the state of Sdo Paulo imposed a fine of R$30 million on us and a local fixed-line operator,
and ordered us to refund to our customers an amount equivalent to the value of all calls made between July 3 and
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July 12, 1999. After the first judicial level decided that we were bound to pay the amount, we filed an appeal before
the S&o Paulo Tribunal of Justice. A decision is still pending.

ICMSon international outbound traffic and bundled services. Until the enactment of Complementary Law No.
87 of September 13, 1996, known as the Complementary Law, local telecommunications companies invoiced and
collected state value-added tax, or ICMS, on fixed-line telecommunications services at a statutory rate of 13% in
accordance with ICMS Convention No. 27 of March 29, 1994. When the Complementary Law went into effect,
Telebras instructed its telecommunications operating companies to stop collecting ICMS on international outbound
telephone traffic. However, certain state tax agencies fined local telecommunications companies for not collecting
and paying ICMS on international outbound traffic from 1996 to 1999. As a precautionary measure, we began
collecting ICMS on international traffic in January 2000. We were also assessed for non-payment of ICMS on
certain services (bundled services) considered to be exempt or non-taxable for ICMS purposes. Our management
and legal counsel believe that there is a sound basis for defending the position that ICMS is not payable on revenues
derived from international outbound traffic as well as from certain exempt and non-taxable services (bundled
services). Based on the facts currently available and on advice from legal counsel, it is possible that we may be
required to pay these assessments. The possible losses amount to approximately R$290 million. This amount
already includes assessments received after December 2000 from the states of Para, Espirito Santo, Goias, Minas
Gerais, Sergipe, Rio de Janeiro and S&o Paulo as well as a partial favorable decision from the Rio de Janeiro
Administrative Tax Court.

In addition, our management is considering challenging in court the ICMS on international outbound traffic.
Accordingly, no provision has been recorded. Meanwhile, we are taking an active role in the telecommunications
industry’s effort to inform the tax authorities about the detrimental effect of the high ICMS rate.

Other judicial claims. Our subsidiary Embratel is a defendant in two judicial claims against us for payment of
indemnities for alleged unsettled contractual charges. In light of the current status of the lawsuits and the arguments
presented by legal counsel, we have concluded that the probability of loss in such claims is probable and have
recorded a loss provision in the amount of R$6,500 in our financial statements for the first quarter of 2002.

Telebras. Telebras, the legal predecessor of the registrant, is a defendant in a number of legal proceedings and
subject to other claims and contingencies. Under the terms of the Breakup, liability for any claims arising out of
acts committed by Telebras prior to the effective date of the Breakup remains with Telebras, except for labor and tax
claims (for which Telebras and the New Holding Companies are jointly and severally liable by operation of law) and
any liability for which specific accounting provisions have been assigned to the registrant or one of the other New
Holding Companies. Creditors of Telebras could challenge this allocation of liability until September 14, 1998. We
are not aware of any such challenge having been made.

Although we are considered to be the surviving entity of Telebras for financial reporting purposes under U.S.
GAAP, we will not be liable for any claims arising out of acts committed by Telebras except for such claims as have
been assigned to it under the terms of the Breakup and except for labor and tax claims as discussed above.

We are a party to certain other legal proceedings arising in the normal course of business. We have provided
for or deposited in court amounts to cover estimated losses due to adverse legal judgments. In the opinion of our
management, such actions, if decided adversely to us, would not have a material adverse impact on our business,
financial condition or results of operations.

Distribution Palicy and Dividends

According to our by-laws, we are required to distribute as dividends in respect of each fiscal year ending on
December 31, to the extent amounts are available for distribution, an aggregate amount equal to at least 25% of
adjusted net income on such date as mandatory dividend. The annual dividend distributed to holders of our
preferred shares has priority in the allocation of adjusted net income by shareholders.

For the purposes of Brazilian corporate law, and in accordance with our by-laws, the adjusted net income is an
amount equal to our net profit, adjusted to reflect allocations to and from:
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e thestatutory reserve;
« thecontingency reserve; and
e theunrealized revenue reserve.

Remaining amounts to be distributed are allocated first to the payment of a dividend to holders of ordinary
sharesin an amount equal to the dividend paid to the preferred shareholders. The remainder is distributed equally
among holders of preferred shares and ordinary shares.

Under Brazilian corporate law, a company is permitted to withhold payment of the mandatory dividend in
respect of ordinary shares and preferred shares not entitled to afixed or minimum dividend if:

« itsboard of directors and fisca committee report to the shareholders’ meeting that the distribution would be
incompatible with the financial circumstances of that company; and

» the shareholders ratify this decision at the shareholder's meeting. In this case,

e the board of directors must forward to the Brazilian securities commission within five days of the
shareholders’ meeting an explanation justifying the information transmitted at the meeting; and

« the profits which were not distributed, are to be recorded as a special reserve and, if not absorbed by losses
in subsequent fiscal years, are to be paid as dividends as soon as the Company’s financial situation permits.

Our preferred shares are entitled to a minimum dividend and thus the mandatory dividend may be withheld only
with respect to our ordinary shares. We may pay dividends out of our respective retained earnings or accumulated
profits in any given fiscal year.

For the purposes of Brazilian corporate law, accumulated profits are defined as net income after income tax and
social contribution for such fiscal year, net of any accumulated losses from prior fiscal years and any amounts
allocated to warrants, income bonds, employees’ and management’s participation in a company'’s profits.

At each annual shareholder’s meeting, the board of directors is required to suggest the allocation of net profits
obtained during the preceding fiscal year. Under Brazilian corporate law, we are required to maintain a statutory
reserve, to which we must allocate 5% of net profits for each fiscal year, up to the moment in which such reserve
equals 20% of our paid-in capital. Net losses, if any, may be charged against statutory reserve if necessary.

Brazilian corporate law also provides for two additional discretionary allocations of net profits to special
accounts, which are also subject to approval by shareholders at the annual shareholders’ meeting:

- first, a percentage of net profits may be allocated to the contingency reserve for anticipated losses that are
deemed probable in future years. Any amount so allocated in a prior year must be either:

e reversed in the fiscal year in which the loss was anticipated if such loss does not in fact occur; or
« written off in the event that the anticipated loss occurs.

e second, net profits may be allocated to the unrealized revenue reserve in case the total amount of unrealized
revenue reserve exceeds the sum of:

e the statutory reserve;
» the contingency reserve; and
e retained earnings.

Allocations of net profit may not hinder the payment of dividends on the preferred shares. Unrealized revenue
is defined under Brazilian corporate law as the sum of:
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» theequity share of earnings of affiliated companies, not paid as cash dividends; and
« profits from installment sales to be received after the end of the following fiscal year.

The amounts available for distribution are determined on the basis of financial statements prepared in
accordance with Brazilian corporate law.

Priority and Amount of Preferred Dividends

Our by-laws provide for aminimum yearly per share dividend equal to 6% of the amount obtained by dividing
the total share capital by the total number of shares. Asaresult of such provision, holders of our preferred shares
are entitled to receive in any year distributions of cash dividends prior to any distribution of cash dividendsto the
holders of our ordinary shares in acertain year. In addition, distributions of cash dividendsin any year are made:

« first, to the holders of our preferred shares, up to the amount of the minimum dividend to be paid to the
holders of preferred shares for such year;

» then, to the holders of our ordinary shares, in an amount sufficient to distribute to each of our ordinary
shareholders an amount equal to the minimum dividend distributed to each of our preferred shareholders;
and

» theredfter, to the holders of our ordinary shares and preferred shares on apro rata basis.

If our mandatory declared dividend in any year isless than or equal to the dividend that must be paid to the
holders of our preferred shares in that year, the holders of our ordinary shares will not be entitled to receive any
dividends from usin that year.

If the dividend to be paid to the holders of our preferred sharesis not paid for a period of three years, holders of
our preferred shares will be entitled to full voting rights until such time as that dividend is paid in full.

Payment of Dividends

We are required by law and by our by-laws to hold an annual shareholders’ meeting by April 30 of each year at
which, among other issues, an annual dividend may be discussed and declared by decision of our ordinary
shareholders, acting on the recommendation of the Executive Officers, as approved by the Board of Directors. The
payment of annual dividends is based on the financial statements prepared for the fiscal year ending December 31.
Under Brazilian corporate law, dividends are required to be paid within 60 days following the date the dividend is
declared to shareholders of record on such declaration date, unless a shareholders’ resolution sets forth another date
of payment, which must occur prior to the end of the fiscal year in which such dividend was declared. A
shareholder has a three-year period from the dividend payment date to claim dividends in respect of its shares, after
which we have no liability for such payment. Because our shares are issued in book-entry form, dividends with
respect to any share are automatically credited to the account holding such share and no action is required on the
part of the shareholder. We are not required to adjust the amount of paid-in capital for inflation.

If a shareholder is not a resident of Brazil, he or she must register with the Central Bank of Brazil in order to be
eligible to receive dividends, sales proceeds or other amounts with respect to his or her shares outside of Brazil. Our
preferred shares underlying the ADSs are held in Brazil by the Brazilian custodian, Banco Itau S.A., as the agent for
the Depositary, which is the registered owner of our shares.

Payments of cash dividends and distributions, if any, will be made in Brazilian currency to the custodian on
behalf of the Depositary, which will then convert those proceeds into U.S. dollars and will cause such U.S. dollars to
be delivered to the Depositary for distribution to holders of ADRs. In the event that the custodian is unable to
immediately convert the Brazilian currency received as dividends into U.S. dollars, the amount of U.S. dollars
payable to holders of ADRs may be adversely affected by devaluations of the Brazilian currency that occur before
such dividends are converted and remitted. Dividends in respect of our preferred shares paid to resident and non-
resident shareholders, including holders of ADSs, are not currently subject to Brazilian withholding tax.
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B. Significant Changes

None.

ITEM 9. THE OFFER AND LISTING
A. Offer and Listing Details

Prior to September 21, 1998, there was no trading market for the common shares or the preferred shares of the
New Holding Companies. Following the Breakup and until September 21, 1998, the preferred shares of each of the
New Holding Companies, including the preferred shares, traded on the Brazilian Stock Exchanges only as a unit
with the preferred shares of Telebras. Telebras ADSs, each representing 1,000 Telebras preferred shares and, since
the Breakup and until November 16, 1998, each also representing 1,000 preferred shares of each of the New Holding
Companies, have continued to trade on the NYSE.

On September 21, 1998, common shares and preferred shares of each New Holding Company, including our
preferred shares, commenced trading separately on the Brazilian Stock Exchanges. The table below sets forth, for
the periods indicated, the high and low closing sales prices for our preferred shares as reported on the Sao Paulo
Stock Exchange.

Prices per 1,000
preferred shares of
theregistrant
High Low
(in nominal reais)
September 21, 1998 through September 30, 1998...........cccce...n. 16.50 12.50
October 1, 1998 through December 31, 1998..........cccccecerverennn, 22.00 12.00
January 1, 1999 through December 31, 1999.........cccceveernenenn, 49.00 12.30
January 1, 2000 through December 31, 2000........cccccereereenenn, 53.00 23.50
January 1, 2001 through December 31, 2001 ........ccccceveeernnenn, 34.80 6.20
January 1, 1999 through March 31, 1999.........ccccoevvireinennnns, 31.10 12.30
April 1, 1999 through June 30, 1999 .........ccccvveirienniree e, 30.50 21.50
July 1, 1999 through September 30, 1999........ccccvrieenereeiennns 25.61 18.00
October 1, 1999 through December 31, 1999.........cccooeeerieenenn, 49.00 20.00
January 1, 2000 through March 31, 2000.........cccoceerereerennnnnns, 53.00 37.30
April 1, 2000 through June 30, 2000 ........ccceeereereereeeeeeeeeeeen, 46.50 30.35
July 1, 2000 through September 30, 2000 ........cccccvrreererreeennns 44.50 32.80
October 1, 2000 through December 31, 2000..........ccccceeereeuenns, 34.80 23.50
January 1, 2001 through March 31, 2001 ..........ccccvevnenreeerineenens 34.80 19.10
April 1, 2001 through June 30, 2001 .........ccccvrerervenenreneeeneeenen, 23.10 17.02
July 1, 2001 through September 30, 2001 ........cccceverveenireeeenens 17.80 6.65
October 1, 2001 through December 31, 2001.........cccccveererennn, 11.75 6.20
January 1, 2002 through January 31, 2002........cccccecvereeerennennn, 11.38 7.81
February 1, 2002 through February 28, 2002..........cccceceeveeeneee, 9.10 7.35
March 1, 2002 through March 31, 2002..........ccccceveverererinnns, 9.48 7.45
April 1, 2002 through April 30, 2002.........cccevereereinreeseeens, 7.82 5.72
May 1, 2002 through May 31, 2002........ccccovueerrieenererreenenenen, 5.80 4.04
June 1, 2002 through June 21, 2002..........cccecereriererienenerenenn, 4.64 297

On November 16, 1998, ADSs representing preferred shares of each New Holding Company were issued and
commenced trading separately on the NYSE. The ADSs, each representing 1,000 of our preferred shares, were
issued to the holders of Telebras ADSs pursuant to a deposit agreement among us, The Bank of New York, as
depositary, and the holders of the ADSs from time to time. The SEC declared the Registration Statement effective
on March 16, 1999 and the ADSs were traded on the NYSE under the symbol EMT as of that date pursuant to Rule
12a-5 of the Rules and Regulations of the Exchange Act. Rule 12a-5 provides under certain limited circumstances a
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temporary exemption from the requirement of Section 12(a) of the Exchange Act that securities traded on a national
securities exchange (such asthe NY SE) be registered under Section 12.

The table below setsforth, for the periods indicated the high and low closing sales prices for our ADSs, as
reported on the New Y ork Stock Exchange.

U.S. dollarsper ADS

High Low
November 16, 1998 through November 30, 1998.................. 18.44 15.00
December 1, 1998 through December 31, 1998.................... 16.88 12.38
January 1, 1999 through December 31, 1999.........cccecevvnee. 27.38 9.13
January 1, 2000 through December 31, 2000..........c.ccevenee. 31.00 11.75
January 1, 2001 through December 31, 2001 ..........cccccevenee. 17.63 2.25
January 1, 1999 through March 31, 1999.........ccoveererenennen. 17.75 9.56
April 1, 1999 through June 30, 1999.........cccverrernerenennene, 18.75 12.06
July 1, 1999 through September 30, 1999.........ccovevirennne. 14.50 9.13
October 1, 1999 through December 31, 1999........ccccceeerenee 27.38 10.13
January 1, 2000 through March 31, 2000...........cccvevieernennen. 31.00 19.75
April 1, 2000 through June 30, 2000.........ccccveeevrvreresnnnens 26.13 16.00
July 1, 2000 through September 30, 2000........cccceverrreereanene 24.69 17.13
October 1, 2000 through December 31, 2000........cccccceevrenene 18.75 11.75
January 1, 2001 through March 31, 2001.........ccccceevvvrrennnene. 17.63 8.70
April 1, 2001 through June 30, 2001 .........ccceermrrenereeneneennenes 10.92 7.80
July 1, 2001 through September 30, 2001........cccoovveeeerennne. 7.55 2.25
October 1, 2001 through December 31, 2001.........cccceevrunene 4.90 231
January 1, 2002 through January 31, 2002..........ccceerererennen. 4.88 3.20
February 1, 2002 through February 28, 2002...........c..cccvun... 381 2.75
March 1, 2002 through March 31, 2002..........ccccceveerververnenn 3.97 3.18
April 1, 2002 through April 30, 2002.........cccccoereereereeeene 341 242
May 1, 2002 through May 31, 2002........ccccereeereeierrrenerennens 2.62 1.52
June 1, 2002 through June 21, 2002.........c.ccccevrvrereseseneenns 1.85 1.05

B. Plan of Distribution
Not applicable.
C. Markets
Trading on the Brazlian Stock Exchanges

During 2001, the S&o Paulo Stock Exchange accounted for 100% of the trading value of equity securities on all
Brazilian Stock Exchanges.

The Sao Paulo Stock Exchange is a not-for-profit entity owned by its member brokerage firms. Trading on the
Exchange is limited to member brokerage firms and a limited number of authorized non-members. The Sao Paulo
Stock Exchange has two open outcry trading sessions each day, from 10:30 a.m. to 1:30 p.m. and from 2:30 p.m. to
5:30 p.m. Market makers exist on the Sao Paulo Stock Exchange, but are only authorized to make markets in
options for stock indices which are traded on that Exchange and to engage in transactions oMBETdd (e
Empresas Teleassistidas), an electronic trading system operating at the Sao Paulo Stock Exchange and permitting
trading in the securities of companies registered for that purpose. These companies must appoint the market makers
authorized to deal in their securities. There are no specialists or market makers for our shares on the Sao Paulo
Stock Exchange. The Brazilian securities commission, known as CVM, and the Sdo Paulo Stock Exchange have
discretionary authority to suspend trading in shares of a particular issuer under certain circumstances. Trading in
securities listed on the Sédo Paulo Stock Exchange may be effected off the Exchange in certain circumstances,
although such trading is very limited.
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Settlement of transactionsis effected three business days after the trade date without adjustment of the purchase
price for inflation. Payment for sharesis made through the facilities of separate clearinghouses for each exchange,
which maintain accounts for member brokerage firms. The seller is ordinarily required to deliver the sharesto the
exchange on the second business day following the trade date. The clearinghouse for the S&o Paulo Stock Exchange
is “Céamara Brasileira de Liquidac¢éo e Custodia 3.&hich is owned by members of the Exchange.

At December 31, 2001, the aggregate market capitalization of the 439 companies listed on the S&o Paulo Stock
Exchange was approximately U.S.$185.4 billion. Although all the outstanding shares of an exchange-listed company
may trade on any Brazilian stock exchange, in most cases less than half of the listed shares are actually available for
trading by the public, the remainder being held by small groups of controlling persons who rarely trade their shares.
This is particularly true in the case of a “mixed-capital” company, such as Telebras, before its privatization.
According to Brazilian law, “mixed-capital” companies should have more than half of their voting shares owned by
Brazilian government entities. For this reason, data showing the total market capitalization of Brazilian stock
exchanges tends to overstate the liquidity of the Brazilian equity securities market.

Although the Brazilian equity market is Latin America’s largest in terms of market capitalization, it is relatively
small and illiquid compared to major world markets. In 2001, the daily trading volumes on that Exchange averaged
approximately U.S.$265.3 million. In 2001, the five most actively traded issues represented approximately 38.17%
of the total trading in the cash market on the S&o Paulo Stock Exchange.

Trading on Brazilian stock exchanges by non-residents of Brazil is subject to certain limitations under Brazilian
foreign investment legislation.

Regulation of Brazlian Securities Markets

The Brazilian securities markets are regulated by the CVM, which has authority over stock exchanges and the
securities markets generally, and by the Central Bank of Brazil, which has, among other powers, licensing authority
over brokerage firms and regulates foreign investment and foreign exchange transactions. The Brazilian securities
market is governed by Law No. 6,385 dated December 7, 1976, as amended, or the Brazilian Securities Law, and
Brazilian corporate law.

Under Brazilian corporate law, a company is either publicompanhia aberta”, or private, a tompanhia
fechada.” All public companies are registered with the CVM and are subject to reporting requirements. A company
registered with the CVM may have its securities traded either on the Brazilian stock exchanges or in the Brazilian
over-the-counter market. The shares of a public company may also be traded privately, subject to certain
limitations. To be listed on the Brazilian stock exchanges, a company must apply for registration with the CVM and
the stock exchange where its head office is located. Once this stock exchange has admitted a company to listing and
the CVM has accepted its registration as a public company, its securities may be traded on all other Brazilian stock
exchanges.

Trading in securities on the Brazilian stock exchanges may be suspended at the request of a company in
anticipation of a material announcement. Trading may also be suspended on the initiative of a Brazilian stock
exchange or the CVM, due to, among other reasons, a belief that a company has provided inadequate information
regarding a material event or has provided inadequate responses to inquiries by the CVM or the relevant stock
exchange.

Brazilian securities law provides for, among other things, disclosure requirements, restrictions on insider trading
and price manipulation, and protection of minority shareholders. However, the Brazilian securities markets are not
as highly regulated and supervised as the U.S. securities markets or markets in certain other jurisdictions.

D. Sdling Stockholders
Not applicable.
E. Dilution

Not applicable.
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F. Expensesof thelssue

Not applicable.

ITEM 10. ADDITIONAL INFORMATION
A. ShareCapital

Not applicable.
B. Memorandum and Articles of Association

We are registered before the Junta Comercial do Rio de Janeiro, JUCERJ, under No. 3330026237-7. According
to Section 2 of our by-laws, our main corporate purpose is to exercise control of Empresa Brasileirade
TelecomunicagBes S.A.— Embratel, and its subsidiaries. There are no provisions in our by-laws with respect to (i) a
director’'s power to vote on proposals in which the director is materially interested, (ii) a director’s power to vote in
favor of compensation for him or herself in the absence of an independent quorum, (iii) age limits for retirement of
directors, (iv) required shareholding for officeirétor) qualification, (v) anti-takeover mechanisms or other
procedures designed to delay, defer or prevent changes in our control, or (vi) disclosure of share ownership.
However, Brazilian corporate law requires that a direciamsélheiro) of a corporationgpciedade anonima) own
shares in that corporation.

Our issuance of Commercial Paper, and our incurrence of certain material obligations, shall be preceded by
approval from our Board of Directors, according to the provisions set forth in Section 17 of our by-laws.

Our capital stock is comprised of preferred shares and ordinary shares, all without par value. At December 31,
2001 and 2000, there were 210,029,997,060 outstanding preferred shares and 124,369,030,532 ordinary shares. Our
share capital may be increased by resolution of the Board of Directors, up to the limit authorized by our by-laws.

Any increase in the authorized capital must be approved by shareholders’ vote.

Our preferred shares are non-voting, except under limited circumstances, and are entitled to a preferred, non-
cumulative dividend, and stand in a senior level compared to our ordinary shares in the case of liquidation. Under
Brazilian corporate law, the total number of non-voting shares and shares with limited voting rights, such as our
preferred shares, may not exceed two-thirds of the total number of shares of a company.

The members of our Board of Directors were elected by our controlling shareholders. Board members, even if
elected by one specific shareholder, have fiduciary duties towards us and all of their respective shareholders.

Voting Rights

Each of our ordinary shares entitles the holder to one vote at our shareholders’ meetings. Our preferred shares
do not entitle the holder to vote at such shareholders’ meetings, except under specific circumstances, as set forth
below. Ordinarily, holders of our preferred shares are only entitled to attend and to discuss, but not to vote on, the
issues discussed at our shareholders’ meetings.

One of the three members of our permanent fiscal committee, and his or her substitute, are elected by a majority
vote of the holders of our preferred shares. Such election is held at the annual ordinary shareholders’ meeting, by the
then present holders of preferred shares, for the positions available at our fiscal committee.

Brazilian corporate law provides that certain non-voting shares, such as our preferred shares, are entitled to
voting rights in the event a company fails for three consecutive fiscal years to pay the dividend to which such non-
voting shares are entitled. In this case, the voting rights of these shares shall extend until the date in which the
payment of the accrued and unpaid dividend is made.

Our preferred shares are entitled to full voting rights with respect to:
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» the approval of any long-term contract between us and our affiliates, on the one hand, and any
controlling shareholder, or an affiliate of that controlling shareholder, on the other hand;

e resolutions modifying certain provisions of our by-laws; and

e any resolution submitted to the shareholders’ meeting for the delisting of our shares or during our
liquidation.

Any change in the preference, benefits, conditions of redemption and amortization of our preferred shares, or
the creation of a class of shares having priority or preference over our preferred shares, would require the approval
of holders of a majority of our outstanding preferred shares at a special meeting of holders of our preferred shares.
Such a meeting would be called by publication of a notice in two Brazilian official gazettes, at least thirty days prior
to the meeting, but would not generally require any other form of notice.

In any circumstances in which holders of our preferred shares are entitled to vote, each of our preferred shares
will entitle the holder to one vote.

Preemptive Rights

Each of our shareholders has a general preemptive right to subscribe for shares of the same class in any capital
increase, in an amount sufficient to keep the same proportional participation of each shareholder in our total capital.
We shall observe a minimum period of 30 days following the publication of the capital increase notice for the
exercise of preemptive rights by our shareholders. The right of participation in capital increases is assignable and
negotiable under Brazilian corporate law.

However, a shareholders’ meeting is authorized to eliminate preemptive rights with respect to the issuance of
new shares, debentures and warrants convertible into new shares up to the limit of the authorized capital, provided
that the distribution of these securities is effected:

e on a stock exchange;
* in a public offering;

« through an exchange of shares in a public offering, with the purpose of acquiring control of another
company; or

« through the use of certain tax incentives.

In the event of a capital increase, which would maintain or increase the proportion of capital represented by our
preferred shares, holders of our ADSs, or of our preferred shares, would have preemptive rights to subscribe only to
our newly issued preferred shares. In the event of a capital increase, which would reduce the proportion of capital
represented by our preferred shares, holders of our ADSs, or of our preferred shares, would have preemptive rights
to subscribe to our preferred shares, in proportion to their shareholdings and to our ordinary shares only to the extent
necessary to prevent dilution of their interest in us.

Preemptive rights to purchase shares may not be offered to U.S. holders of our ADSs unless a registration
statement under the Securities Act of 1933, or the Securities Act, is effective with respect to the shares underlying
those rights, or an exemption from the registration requirements of the Securities Act is available. Consequently, if
you are a holder of our ADSs, who is a U.S. person or is located in the United States, you may be restricted in your
ability to participate in the exercise of preemptive rights.

Right of Redemption
Subject to the right of a dissenting shareholder to seek redemption upon a decision made at a shareholders’

meeting by shareholders representing over 50% of the voting shares, our ordinary and preferred shares are not
redeemable:
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« to change the preference of our preferred shares or to create a class of shares having priority or preference
over our preferred shares,

«  toreduce our mandatory distribution of dividends;
« to change our corporate purposes,

« totransfer al of our shares to another company in order to make us a wholly-owned subsidiary of that
company;

«  to approve the acquisition of another company, the price of which exceeds certain limits set forth in
Brazilian corporate law; and

e to merge or consolidate with another company, if certain liquidity standards provided in Brazilian corporate
law are not met.

The right to redemption lapses 30 days after either:
e publication of the minutes of the relevant shareholders’ meeting approving the increase in capital; or

e publication of the minutes of our preferred shareholders’ special meeting, in case the capital increase
resolution is dependant upon the approval by a majority vote of our preferred shareholders.

We would be entitled to reconsider any action giving rise to redemption rights within 10 days following the
expiration of those rights if the redemption of shares of dissenting shareholders would jeopardize our financial
stability.

Unless otherwise provided in our by-laws, our shares are redeemable at their book value, determined on the
basis of the last annual balance sheet approved by the shareholders. If the shareholders’ meeting giving rise to
redemption rights occurs more than 60 days after the date of the last annual balance sheet, a shareholder may
demand its shares to be valued on the basis of a new balance sheet, which shall be dated no more than 60 days prior
to such shareholders’ meeting.

Form and Transfer

Our shares are maintained in book-entry form with a transfer agent, Banco Itau S.A. The transfer of our shares
is made in accordance with the applicable provision of Brazilian corporate law, which provides that a transfer of
shares is effected by an entry made by the transfer agent on its books, debiting the share account of the seller and
crediting the share account of the purchaser. In order to conduct the transfer of shares, the transfer agent shall be
given a written order of the seller, or judicial authorization or order, in an appropriate document, which shall remain
in the possession of the transfer agent. Our preferred shares underlying our ADSs are registered on the transfer
agent's records in the name of the Banco Ital S.A.

Transfers of shares by a foreign investor, in general, are subject to the same rules applicable to Brazilian
individuals. In case the foreign investment in our shares is directly registered with the Central Bank of Brazil,
according to the Brazilian capital market foreign investment regulations, the foreign investor should also seek
amendment of the foreign investment certificate of registration, in the case of exercising the shareholder’s
preemptive rights. The amendment to the foreign investment certificate of registration is typically conducted by the
foreign investor’s local agent to reflect the ownership of the newly issued shares.

The Sao Paulo Stock Exchange operates a central clearing system. In order to have our shares under the Séo
Paulo clearing systems, our shares shall be deposited in custody with the relevant stock exchange, through a
Brazilian institution duly authorized to operate by the Central Bank of Brazil and having a clearing account with the
relevant stock exchange. The fact that such shares are put under custody of the relevant stock exchange shall be
reflected in our shareholders’ register. Each participating shareholder will, in such case, be registered in the register
of our beneficial shareholders, maintained by the relevant stock exchange, and shall obtain substantially the same
information provided to the registered shareholders.
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C. Material Contracts

In November 2000, we entered into a contract to sell interestsin Star One, S.A., anewly formed subsidiary that
we established by contributing our satellite segment assets. Shares representing 19.99% of common shares (without
par value) and the total capital of Star One were sold to Société Européene des Satellites §8BS). Weredized a
gain of R$132.2 million on this sale. The contract provides an option for SES to purchase an additional 10% of
common shares of Star One outstanding stock at the closing of that transaction for a price per share equal to the
price established in such contract, plus 20%, up until the completion of one year after the date of the contract. After
this one-year period is completed, such Star One shares may be purchased for the price originally established in the
contract, plus 44% of such original price, up until completion of the second year after the date of the contract.

D. Exchange Controlsand Other Limitations Affecting Security Holders

There are no restrictions on ownership of our preferred shares or common shares by individuals or legal entities
domiciled outside Brazil.

Until we were privatized, we were subject to provisions of Brazilian corporate law applicable to “mixed-
capital” companies. These provisions ceased to apply after we were privatized. As a “mixed-capital” company, we
were not subject to bankruptcy and the federal government was contingently liable for our obligations for so long as
our assets were encumbered and attached. However, substantial limitations applied to the attachment or sale of
assets of our operating subsidiaries that were used to provide telecommunications services pursuant to our
Concession. Similarly, the sale of shares representing voting control of operating subsidiaries providing public
telecommunications services was subject to government authorization. The sale of preferred shares of operating
subsidiaries, or of assets not used to provide telecommunications services, was not subject to these restrictions.

The right to convert dividend payments and proceeds from the sale of shares into foreign currency and to remit
such amounts outside Brazil is subject to restrictions under foreign investment legislation which generally requires,
among other things, that the relevant investments have been registered with the Central Bank of Brazil. Such
restrictions on the remittance of foreign capital abroad may hinder or prevent Banco Ital S.A., the Custodian, as
custodian for the preferred shares represented by ADSs, or holders who have exchanged ADRs for preferred shares
from converting dividends, distributions or the proceeds from any sale of such preferred shares, as the case may be,
into U.S. dollars and remitting such U.S. dollars abroad. Holders of ADSs could be adversely affected by delays in,
or refusal to grant any, required government approval for conversions of Brazilian currency payments and
remittances abroad of the preferred shares underlying the ADSs.

Under Annex IV to Resolution No. 1,289 of the National Monetary Council, as amended, known as the Annex
IV Regulations, qualified foreign investors, which principally include foreign financial institutions, insurance
companies, pension and investment funds, charitable foreign institutions and other institutions, that:

» seek to invest in financial markets;
e meet certain minimum capital and other requirements registered with the CVM; and

e act through authorized custody accounts managed by local agents may buy and sell shares on Brazilian
stock exchanges without obtaining separate Certificates of Registration for each transaction. Investors
under the Annex IV Regulations are also entitled to favorable tax treatment. See “— Taxation —Brazil.”

The Annex IV Regulations were superseded on March 31, 2000 by Resolution 2,689. The new rules under
Resolution 2,689 effectively give foreign investors access to almost all financial assets and transactions available in
the Brazilian financial and capital markets, subject to certain requirements. Some of the requirements include:

e securities owned by foreign investors must be registered by a custodian, clearinghouse, or depository
authorized by the CVM or the Brazilian Central Bank;

» trading of securities by foreign investors is restricted to transactions on a stock exchange or an over-the-
counter market authorized by the CVM;
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» theforeign investor must appoint a representative in Brazil;
« theforeign investor must maintain documentation in a prescribed form; and

« the foreign investor must be registered by the CVM, and the inflow of the foreign investor’'s funds must be
recorded by the Central Bank of Brazil.

Resolution 2,689 defines foreign investors as all individuals, legal persons, funds and other collective
investment entities domiciled or headquartered outside Brazil. See “— E. Taxation — Brazil.”

Resolution No. 1,927 of the National Monetary Council, which is the restated and amended Annex V to
Resolution No. 1,289 of the National Monetary Council, known as the Annex V Regulations, provides for the
issuance of depositary receipts in foreign markets in respect of shares of Brazilian issuers. The ADS program has
been approved under the Annex V Regulations by the Central Bank of Brazil and the CVM prior to the issuance of
the ADSs. Accordingly, the proceeds from the sale of ADSs by ADR holders outside Brazil are free of Brazilian
foreign investment controls and holders of the ADSs will be entitled to favorable tax treatment. See “— Taxation—
Brazil.”

A Certificate of Registration has been issued in the name of the Depositary with respect to the ADSs and is
maintained by the Custodian on behalf of the Depositary. Pursuant to the Certificate of Registration, the Custodian
and the Depositary are able to convert dividends and other distributions with respect to the preferred shares
represented by ADSs into foreign currency and remit the proceeds outside Brazil. In the event that a holder of ADSs
exchanges such ADSs for preferred shares, such holder will be entitled to continue to rely on the Depositary’s
Certificate of Registration for five business days after such exchange, following which such holder must seek to
obtain its own Certificate of Registration with the Central Bank of Brazil. Thereafter, any holder of preferred shares
may not be able to convert into foreign currency and remit outside Brazil the proceeds from the disposition of, or
distributions with respect to, such preferred shares, unless such holder:

» qualifies under the Annex IV Regulations; or

e obtains its own Certificate of Registration, and in this case, it will be subject to less favorable Brazilian tax
treatment than a holder of ADSs. See “— Taxation — Brazil.”

Under current Brazilian legislation, the federal government may impose temporary restrictions on remittances
of foreign capital abroad in the event of a serious imbalance or an anticipated serious imbalance of Brazil's balance
of payments. For approximately six months in 1989 and early 1990, the federal government froze all dividend and
capital repatriations held by the Central Bank of Brazil that were owed to foreign equity investors in order to
conserve Brazil's foreign currency reserves. These amounts were subsequently released in accordance with federal
government directives. Although the imbalance in Brazil's balance of payments decreased during 1998, there can
be no assurance that the federal government will not impose similar restrictions on foreign repatriations in the
future.

E. Taxation

The following summary contains a description of the principal Brazilian income tax consequences of the
acquisition, ownership and disposition of preferred shares or ADSs, but it does not purport to be a comprehensive
description of all the tax considerations that may be relevant to a decision to purchase preferred shares or ADSs.

The summary is based upon the tax laws of Brazil and regulations thereunder as in effect on the date hereof, which
are subject to change. This summary is also based upon the representations of the Depositary and on the assumption
that each obligation in the Deposit Agreement relating to the ADRs and any related documents will be performed in
accordance with its terms. PROSPECTIVE PURCHASERS OF PREFERRED SHARES OR ADSs SHOULD
CONSULT THEIR OWN TAX ADVISORS AS TO THE TAX CONSEQUENCES OF THE ACQUISITION,
OWNERSHIP AND DISPOSITION OF PREFERRED SHARES OR ADSs.

Although there is at present no income tax treaty between Brazil and the United States, the tax authorities of the
two countries have had discussions that may culminate in such a treaty. No assurance can be given, however, as to
whether or when a treaty will enter into force or how it will affect the U.S. holders of preferred shares or ADSs.
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PROSPECTIVE HOLDERS OF PREFERRED SHARES OR ADSs SHOULD CONSULT THEIR OWN TAX
ADVISORS ASTO THE TAX CONSEQUENCES OF THE ACQUISITION, OWNERSHIP AND DISPOSITION
OF THE PREFERRED SHARES OR ADSsIN THEIR PARTICULAR CIRCUMSTANCES.

Brazil

The following discussion summarizes the principal Brazilian tax consequences of the acquisition, ownership
and disposition of preferred shares or ADSs by a holder that is not domiciled in Brazil for purposes of Brazilian
taxation and, in the case of a holder of preferred shares, that has registered its investment in preferred shares with the
Central Bank of Brazil as a U.S. dollar investment (in each case, a “non-Brazilian holder”). It is based on Brazilian
law as currently in effect. Any change in such law may change the consequences described below. The following
discussion summarizes the principal tax consequences applicable under current Brazilian law to non-Brazilian
holders of preferred shares or ADSs; it does not specifically address all of the Brazilian tax considerations applicable
to any particular non-Brazilian holder, and each non-Brazilian holder should consult his or her own tax advisor
concerning the Brazilian tax consequences of an investment in preferred shares or ADSs.

Taxation of Dividends

Dividends, including dividends paid in kind, (1) to the Depositary in respect of the preferred shares underlying
the ADSs or (2) to a non-Brazilian holder in respect of preferred shares will generally not be subject to Brazilian
withholding tax in the case of distributions of profits earned as from January 1, 1996.

Brazil has entered into tax treaties with several countries. However, there is currently no tax treaty between the
United States and Brazil. The only Brazilian tax treaty now in effect that, if certain conditions are met, would
reduce the generally applicable rate of the withholding tax on dividends (if they were taxable) below 15% is the
treaty with Japan, which would reduce such rate to 12.5% under the circumstances stated in such treaty.

Taxation of Gains

Gains realized outside Brazil by a non-Brazilian holder on the disposition of ADSs to another non-Brazilian
holder are normally not subject to Brazilian tax.

The deposit or withdrawal of preferred shares in exchange for the ADSs is not subject to Brazilian tax, unless
the amount previously registered as a foreign investment in preferred shares is lower than (1) the average price of a
preferred share on such date, or (2) if no preferred shares were traded on that date, the average price of stock on the
Brazilian stock exchange on which the greatest number of preferred shares were traded in the fifteen trading sessions
immediately preceding such deposit. In that case, the difference between such average price and the amount
previously registered as a foreign investment in preferred shares will be the amount subject to Brazilian tax. On
receipt of the underlying preferred shares, a non-Brazilian holder who qualifies under the Annex IV Regulations will
be entitled to register the U.S. dollar value of such shares with the Central Bank of Brazil as described below under
“— Registered Capital.”

Non-Brazilian holders are normally not subject to tax in Brazil on gains realized on sales of preferred shares
that occur abroad or on the proceeds of a redemption of, or a liquidating distribution with respect to, preferred
shares. As a general rule, non-Brazilian holders are subject to a withholding tax imposed at a rate of 20% on gains
realized on sales or exchanges of preferred shares that occur in Brazil or with a resident of Brazil outside of a
Brazilian stock exchange.

Non-Brazilian holders are generally subject to a withholding tax at a rate of 10% (increased to 20% as of
January 1, 2002) on gains realized on sales or exchanges in Brazil of preferred shares that occur on a Brazilian stock
exchange, unless the sales are:

« made by a non-Brazilian holder within five business days of the withdrawal of the preferred shares in
exchange for ADSs, and the proceeds thereof are remitted abroad within such five-day period;

* made under the Annex IV Regulations by certain qualified non-Brazilian institutional holders who register
with the CVM; or

67



* made by investors under Resolution 2,689. Gains realized from transactions on a Brazilian stock exchange
by certain qualified non-Brazilian investors under the Annex 1V Regulations or Resolution 2,689 are not
subject to Brazilian tax.

However, pursuant to Law No. 9,959 enacted on January 27, 2000, preferential tax treatment of ADSs, Annex
IV transactions and foreign investors under Resolution 2,689 is not applicable to transactions occurring on or after
January 1, 2000, if the non-Brazilian holder of ADSs or preferred shares resides in atax haven (defined asa
jurisdiction that does not impose any income tax or which imposes income tax at arate lower than 20%).

The gain realized is the difference between the amount in Brazilian currency realized on the sale or exchange
and the acquisition cost, measured in Brazilian currency without any correction for inflation, of the shares sold. The
gain realized as aresult of a transaction with respect to shares registered as an investment with the Central Bank of
Brazil (and not subject to the Annex |V Regulations) will be calculated based on the foreign currency amount
registered with the Central Bank of Brazil. There can be no assurance that the current preferential treatment for
holders of ADSs and non-Brazilian holders of preferred shares under the Annex IV Regulations and Resolution
2,689 will not be changed. Reductions in the tax rate provided for by Brazil's tax treaties do not apply to tax on
gains realized on sales or exchanges of preferred shares.

Any exercise of preemptive rights relating to the preferred shares or ADSs will not be subject to Brazilian
taxation. Any gain on the sale or assignment of preemptive rights relating to the preferred shares by the Depositary
on behalf of holders of ADSs will be subject to the same rules of taxation applicable to the sale or assignment of
preferred shares.

Distributions of Dividends

In accordance with Law No. 9,249, dated December 26, 1995, Brazilian corporations may make payments to
shareholders characterized as distributions of interest on capital. Such interest is limited to the federal government'’s
long-term interest rate, or the TILP, as determined by the Central Bank of Brazil on a quarterly basis, which
corresponds to 9.25% per annum for the first quarter of calendar year 2001, and cannot exceed the greater of (1)
50% of net income (before taking such distribution and any deductions for income taxes into account) for the period
in respect of which the payment is made or (2) 50% of retained earnings.

Distributions of interest on capital in respect to the preferred shares paid to shareholders who are either
Brazilian residents or non-Brazilian residents, including holders of ADSs, are subject to Brazilian withholding tax at
the rate of 15% (except for interest due to the federal government, which is exempt from tax withholding, and
interest due to non-Brazilian holders of ADSs or preferred shares who reside in a tax haven (defined above) and we
shall be able to deduct such amount for purposes of the Corporate Income Tax, or IRPJ, and Social Contribution on
Profit, or CSLL, (both of which are levied on our profits) as long as the payment of a distribution of interest is
approved in our annual shareholders’ meeting. The amount of distributions of interest on capital will be determined
by our Board of Directors. No assurance can be given that our Board of Directors will not determine that future
distributions of profits will be made by means of interest on capital instead of by means of dividends. Under
Brazilian law and regulations, the amount paid to shareholders as interest on capital (net of any withholding tax)
may be treated as payment in lieu of or as part of the Mandatory Dividend and Preferred Dividend. In addition, any
Brazilian corporation distributing interest on capital is obligated to distribute to shareholders an amount sufficient to
ensure that the net amount received (after payment of withholding taxes) is at least equal to the Mandatory
Dividend.

Distributions of interest on capital in respect of the preferred shares, including to holders of ADSs, may be
converted into U.S. dollars and remitted outside of Brazil to U.S. holders, subject to relevant exchange restrictions.

Beneficiaries Domiciled in Tax Havens or Low Tax Jurisdictions

Law No. 9,779, dated January 19, 1999, states that with limited exceptions, any income derived from operations
by a beneficiary that resides or is domiciled in a country considered to be a tax haven is subject to income tax to be
withheld by the source at a rate of 25%. Accordingly, if the distribution of interest attributed to shareholders’ equity
is made to a beneficiary so residing or domiciled, the applicable income tax rate will be 25% instead of 15%.
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Currently, capital gains are not subject to the 25% tax, even if the beneficiary residesin atax haven. Pursuant to
Law No. 9,959, non-Brazilian holders of ADSs or preferred shares who reside in tax havens are also excluded, as of
January 1, 2000, from the tax incentives granted to Annex |V investors, holders of ADSs and investors under
Resolution No. 2,689, and will be subject to the same tax treatment applicable to other non-Brazilian holders.

Other Brazilian Taxes

There are no Brazilian inheritance, gift or succession taxes applicable to the ownership, transfer or disposition
of preferred shares or ADSs by a non-Brazilian holder except for gift and inheritance taxes which are levied by some
States in Brazil on gifts made or inheritances bestowed by individuals or entities not resident or domiciled in Brazil
or in the relevant State to individuals or entities that are resident or domiciled within such State in Brazil.

There are no Brazilian stamp, issue, registration, or similar taxes or duties payable by holders of preferred
shares or ADSs.

Pursuant to Decree 2,219, dated May 2, 1997, afinancial transaction tax, or the |OF, may be imposed on the
conversion into Brazilian currency of the proceeds of aforeign investment in Brazil (including investmentsin
preferred shares and ADSs and investments made under the Annex IV Regulations) and may also be imposed upon
the conversion of Brazilian currency into foreign currency (e.g., for purposes of paying dividends and interest). The
|OF tax rateis currently 0%. Although the Minister of Finance has the legal power to increase the rateto a
maximum of 25%, any such increase will be applicable only to transactions occurring after such increase becomes
effective.

On January 24, 1997, atemporary tax was enacted. The Contribuicdo Proviséria sobre Movimentacéo
Financeirg or the CPMF Tax, was created by Constitutional Amendment No. 12 of August 16, 1996 and regul ated
by Law No. 9,311 of October 24, 1996, at arate of 0.2%. CPMF islevied on debits on bank accounts. CPMF is
now levied at a0.38% rate.

The CPMF Tax will not affect non-resident investors, unless the investor has a bank account in Brazil. The
responsibility for the collection of the CPMF Tax lies with the financial institution that carries out the relevant
financial transaction. Additionally, when the non-Brazilian holder transfers the proceeds from the sale or assignment
of preferred shares by an exchange transaction, the CPMF Tax islevied on the amount to be remitted abroad in
Brazilian reais.

Registered Capital

The amount of an investment in preferred shares held by a non-Brazilian holder who qualifies under the
Annex |V Regulations and obtains registration with the CVM, or by the Depositary representing such holder, is
eligible for registration with the Central Bank of Brazil; such registration (the amount so registered is referred to as
“Registered Capital”) allows the remittance outside Brazil of foreign currency, converted at the Commercial Market
Rate, acquired with the proceeds of distributions on, and amounts realized with respect to, disposition of preferred
shares. The Registered Capital for each preferred share purchased in the form of an ADS, or purchased in Brazil,
and deposited with the Depositary in exchange for an ADS, will be equal to its purchase price (in U.S. dollars). The
Registered Capital for a preferred share that is withdrawn upon surrender of an ADS will be the U.S. dollar
equivalent of (1) the average price of the preferred share on the Brazilian stock exchange on which the greatest
number of preferred shares was sold on the day of withdrawal, or (2) if no preferred shares were sold on that day,
the average price on the Brazilian stock exchange on which the greatest number of preferred shares was sold in the
fifteen trading sessions immediately preceding such withdrawal. The U.S. dollar value of the preferred shares is
determined on the basis of the average Commercial Market Rates quoted by the Central Bank of Brazil on such date
(or, if the average price of preferred shares is determined under clause (2) of the preceding sentence, the average of
such average quoted rates on the same fifteen dates used to determine the average price of the preferred shares).

A non-Brazilian holder of preferred shares may experience delays in effecting such registration, which may
delay remittances abroad. Such a delay may adversely affect the amount, in U.S. dollars, received by the non-
Brazilian holder.
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United States

Thefollowing is a description of the material United States federal income tax consequences of the ownership
and disposition of the preferred shares or ADSs by U.S. Holders, as defined below. This summary is based on the
Internal Revenue Code of 1986, as amended to the date hereof, referred to in this annual report as the Code, final,
temporary and proposed Treasury Regulations, administrative pronouncements and judicial interpretations thereof,
all of which are subject to change (possibly with retroactive effect). This discussion deals only with preferred shares
and ADSs held as capital assets. It does not discuss all of the tax consequences that may be relevant to aholder in
light of the holder’s particular circumstances or to holders subject to special rules, such as certain financial
institutions, insurance companies, tax-exempt entities, dealers in securities or foreign currencies, investors liable for
the alternative minimum tax, persons who hold preferred shares or ADSs as part of an integrated investment
(including a straddle) comprised of the preferred share or ADS and one or more other positions for tax purposes,
persons whose functional currency is not the U.S. dollar or persons who actually or constructively own (directly or
indirectly) more than 10% of our voting stock. Holders of preferred shares or ADSs should consult their own tax
advisors with regard to the application of the United States federal income tax laws to their particular situations as
well as any tax consequences arising under the laws of any states or local or foreign taxing jurisdiction.

As used herein, the term “U.S. Holder” means a beneficial owner of Shares that is, for United States federal
income tax purposes, (1) a citizen or resident of the United States, (2) a corporation, or other entity treated as a
corporation, organized under the laws of the United States or of any political subdivision thereof, or (iii) an estate or
trust the income of which is subject to United States federal income taxation regardless of its source.

For U.S. federal income tax purposes, a U.S. Holder of an ADS will be treated as the owner of the shares
underlying the ADS.

Taxation of Dividends

Distributions (including the amount of any Brazilian taxes withheld there from) received with respect to the
preferred shares or ADSs will constitute foreign source dividends includible as ordinary income for U.S. federal
income tax purposes to the extent such distributions are made from our current or accumulated earnings and profits,
as determined in accordance with U.S. federal income tax principles. To the extent, if any, that the amount of any
distribution exceeds our current and accumulated earnings and profits as so computed, it will first reduce the U.S.
Holder’s tax basis in its preferred shares or ADSs to the extent thereof, and to the extent in excess of the holder’s tax
basis, will be treated as capital gain.

The amount of a distribution paidiigais will be measured by reference to the exchange rate for converting
reaisinto U.S. dollars in effect on the date the distribution is received by the Depositary, or by a U.S. holder, in the
case of a holder of preferred shares. If the Depositary (or U.S. holder, in the case of a holder of preferred shares),
does not convert suckeaisinto U.S. dollars on the date it receives them, it is possible that the U.S. holder will
recognize foreign currency loss or gain, which would be ordinary loss or gain, whreaifere converted into
U.S. dollars. The amount of any distribution of property other than cash will be the fair market value of such
property on the date of distribution. Dividends paid by us will not be eligible for the dividends received deduction
allowed to U.S. corporations under the Code.

Subiject to certain limitations and restrictions, Brazilian taxes withheld from dividend distributions will be
eligible for credit against the U.S. Holder's federal income taxes. The limitation on foreign taxes eligible for credit
is determined separately with respect to specific classes of income. For this purpose, dividends paid by us with
respect to the preferred shares or ADSs will generally constitute “passive income” or, in the case of certain U.S.
holders, “financial services income.”

Taxation of Capital Gains

A U.S. Holder will recognize capital gain or loss for United States federal income purposes on a sale or other
disposition of preferred shares or ADSs in the same manner as on the sale or other disposition of any other shares
held as capital assets. The gain or loss generally will be treated as U.S. source income or loss. Consequently, in the
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case of adisposition of preferred sharesin Brazil (which, unlike adisposition of ADSs, would be taxable in Brazil),
the U.S. holder might not be able to use the foreign tax credit for Brazilian tax imposed on gain.

Passive Foreign I nvestment Company Rules

It isour belief that we will not be considered a “passive foreign investment company”, or PFIC, for United
States federal income tax purposes for 2001 or in the foreseeable future. However, since PFIC status depends upon
the composition of company’s income and assets and the market value of its assets (including, among others, equity
investments in non-controlled entities) from time to time, there can be no assurance that we will not be considered a
PFIC for any other taxable year. If we were treated as a PFIC for any taxable year during which a U.S. Holder held
an ADS or preferred share, certain adverse consequences could apply to the U.S. Holder.

If we are treated as a PFIC for any taxable year, gain recognized by such U.S. Holder on a sale or other
disposition of the ADS or preferred share would be allocated ratably over the U.S. Holder’s holding period for the
ADS or preferred share. The amounts allocated to the taxable year of the sale or other exchange and to any year
before we became a PFIC would be taxed as ordinary income. The amount allocated to each other taxable year
would be subject to tax at the highest rate in effect for individuals or corporations, as appropriate, and an interest
charge would be imposed on the amount allocated to such taxabld~yegdrer, any distribution in respect of ADSs
or preferred shares in excess of 125% of the average of the annual distributions on ADSs or preferred shares
received by the U.S. Holder during the preceding three years or the U.S. Holder’s holding period, whichever is
shorter, would be subject to taxation as described above. Certain elections may be available (including a mark to
mark election) to United States persons that may ameliorate the adverse consequences resulting from PFIC status.

F. Dividendsand Paying Agents
Not applicable.

G. Statement by Experts
Not applicable.

H. Documentson Display

We are subject to the information requirements of the Exchange Act, except that as a foreign issuer, we are not
subject to the proxy rules or the short-swing profit disclosure rules of the Exchange Act. In accordance with these
statutory requirements, we file or furnish reports and other information with the SEC. Reports and other information
filed or furnished by us with the SEC may be inspected and copied at the public reference facilities maintained by
the SEC at Room 1024, 450 Fifth Street, N.W., Washington, D.C. 20549, and at the SEC’s Regional Offices at 233
Broadway, New York, NY 10279 and Northwestern Atrium Center, 500 West Madison Street, Suite 1400, Chicago,
lllinois 60661-2511. Copies of such material may be obtained by mail from the Public Reference Section of the
SEC, 450 Fifth Street, N.W., Washington, D.C. 20549, at prescribed rates. Such reports and other information may
also be inspected at the offices of the New York Stock Exchange, 11 Wall Street, New York, New York 10005, on
which our ADSs are listed.

In addition, the SEC maintains a Web site that contains information filed electronically with the SEC, which
can be accessed over the Internet at http://www.sec.gov. As a foreign private issuer, we are not, however, required
to file reports electronically with the SEC.

I. Subsidiary Information

Not applicable.

ITEM 11. QUANTITATIVE AND QUALITATIVE DISCLOSURESABOUT MARKET RISK

We are exposed to market risk from changes in both foreign currency exchange rates and interest rates. We are
exposed to foreign exchange rate risk because certain of our costs are denominated in currencies (primarily the U.S.
dollar) other than those in which we earn revenues (primarilyetdte
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Similarly, we are subject to market risk from changes in interest rates which may affect the cost of our
financing. Asdiscussed in note 27 to our consolidated financial statements, we use derivative instruments to
manage risks and reduce our exposure resulting from fluctuations in currency exchange rates. However, we do not
cover entirely our exposure to the currency exchange rate fluctuation risks through the use of such derivative
instruments.

There can be no assurance that we will continue using such instruments in the future to manage these risks.
Foreign Currency Swap Agreements

Our subsidiary Embratel has loans denominated in foreign currency (mainly in U.S. dollars) and with variable
rates of interest. Accordingly, it is exposed to market risk from changes in foreign-exchange rates and interest rates.
Embratel manages risk arising from fluctuations in currency exchange rates, which affect the amount of Brazilian
reais necessary to pay the foreign currency-denominated obligations, by using derivative financial instruments,
primarily currency swaps.

While such instruments may reduce Embratel’s foreign-exchange risks, they do not eliminate them. Credit risk
exposure is managed by restricting the counter-parties on such derivative instruments to major financial institutions
with high credit quality. Therefore, the risk of non-performance by the counterparties is considered to be negligible.
Embratel does not hold or issue financial instruments for trading purposes.

Embratel’'s policy is to hedge all new debt with maturity of less than three years. At December 31, 2001,
Embratel had outstanding currency swap contracts in the notional amount of R$1,692.1 million (R$804.9 million in
2000) with maturities ranging from February 12, 2001ubloJune 12, 2002, to reduce the impact on its obligations
of devaluations of the Braziliareal. Under the terms of these swap arrangements, Embratel is required to pay the
counter-parties the amounts, if any, by which the variation of the CDI rate (the interest rate applicable to inter-bank
certificates in Brazil) on the notional value exceeds the variation of the foreign exchange rate for the same period.
Otherwise, Embratel is entitled to receive the difference from the counter-pditiegjains and losses attributable
to these instruments resulting from changes in rates are accrued and recognized as an adjustment to financial income
or expense in the period in which the change occurs.

At December 31, 2001, Embratel had the following outstanding contracts (in thousaeeis)of

Accounting balance (liability)

Number of asof
Date of contracts Expiration dates contracts Classes Notional amount December 31, 2001
February 12, 2001 January 14, 2001
to July 13, 2001 to June 1, 2004 34 JPY x CDI 857,279 (118,769)
June 5, 2001 to January 11, 2002
December 27, 2001  to August 13, 2004 26  USDxCDI 834,778 (33,439)
Tota 1,692,057 (152,208)
Exchange Rate Risk

We have exchange rate exposure with respect to the U.S. dollar and, to a lesser extent, other currencies. At
December 31, 2001, our net indebtedness of R$3,713.3 million foreign liabilities, which included R$2,634.2 million
in loans and financing and R$19.7 million considering the net effect of the accounts receivable and payable to
international operators, was denominated in U.S. dollars. Approximately R$1,059.4 million of our indebtedness was
indexed to other foreign currencies which included French Francs, Deutsche Marks and Japanese Yen. The
potential immediate loss to us that would result from a hypothetical 20% change in foreign currency exchange rates
based on this position would be approximately R$404 million, considering the offsetting effect of our derivative
hedging instruments. In addition, if such a change were to be sustained, our cost of financing would increase in
proportion to the change. This sensitivity analysis assumes an unfavorable 20% fluctuation in all of the exchange
rates affecting all the foreign currencies in which the indebtedness described above are denominated and does not
take into account the offsetting effect of such a change on our foreign-currency denominated revenues (principally
payments from international operators). Since consistently and simultaneously unfavorable movements in all

72



relevant exchange rates are unlikely, this assumption may overstate the impact of exchange rate fluctuations on our
results of operations. We entered into certain foreign currency hedging transactions since the second half of 2000.
In 2001, the real devalued against the U.S. dollar by 18.67%. We recorded a net loss for the period amounting to
R$407.2 million, or R$1.2 million per thousand shares. We also recognized an additional loss of R$41.4 millionin
2001, principally due to contracts which had monetary variation clauses.

Interest Rate Risk

At December 31, 2001, we had approximately R$3,728.1 million in loans and financing outstanding, of which
approximately R$2,064.9 million bore interest at fixed interest rates and approximately R$1,663.1 million bore
interest at floating rates of interest (primarily LIBOR-based). We invest our excess liquidity (R$222.9 million at
December 31, 2001) mainly in short-term instruments denominated in Brazilian reais (and approximately R$136.3
million in U.S. dollar denominated instruments). The potential loss that we would have over one year resulting from
a hypothetical, instantaneous and unfavorable change of 100 basis pointsin the interest rates applicable to financial
assets and liabilities on December 31, 2001 would be approximately R$16.6 million. Thislossisonly applicableto
financial liabilities as our short-term investments are under post-fixed interest rates. The above sensitivity analyses
are based on the assumption of an unfavorable 100 basis point movement of the interest rates applicable to each
homogenous category of financial liabilities and sustained over a period of oneyear. A homogenous category is
defined according to the currency in which financial liabilities are denominated and assumes the same interest rate
movement within each homogenous category (e.g., U.S. dollars). Asaresult, our interest rate risk sensitivity model
may overstate the impact of interest rate fluctuations for such financial instruments, as consistently unfavorable
movements of all interest rates are unlikely.

ITEM 12. DESCRIPTION OF SECURITIESOTHER THAN EQUITY SECURITIES

Not applicable.
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PART I1
ITEM 13. DEFAULTS, DIVIDEND ARREARAGESAND DELINQUENCIES

We were party to certain credit agreements that contained covenants restricting, among other things, the ability
of Telebras to dispose of all or a substantial part of its assets or to cease to control a company that was an operating
subsidiary of the Telebras System and the ability of the federal government to dispose of its controlling interest in
the Telebras System. The Breakup of Telebras on May 22, 1998, the privatization of the New Holding Companies
on July 29, 1998 and the announced liquidation of Telebras constituted events of default under such credit
agreements. In 2000, these credit agreements were renegotiated, and we are no longer in default with respect to any
indebtedness.

ITEM 14. MATERIAL MODIFICATIONSTO THE RIGHTSOF SECURITY HOLDERS AND USE OF
PROCEEDS

Not applicable.

ITEM 15. [RESERVED]

ITEM 16. [RESERVED]

PART 11
ITEM 17. FINANCIAL STATEMENTS

We have responded to Item 18 in lieu of responding to this Item.

ITEM 18. FINANCIAL STATEMENTS

Reference is made to pages F-1 through F-73. The following financial statements are filed as part of this Form
20-F:

ITEM 19. EXHIBITS

1.1 By-lawsof Embratel Participacdes S.A. (Portuguese)

1.2  By-laws of Embratel Participacdes S.A. (English translation)
4.1 Management Agreement

8.1 List of subsidiaries

23.1 Consent of Deloitte Touche Tohmatsu
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TECHNICAL GLOSSARY

The following explanations are not intended as technical definitions, but to assist the general reader to
understand certain terms as used in this Annual Report.

Access charge: Amount paid per minute charged by network operators for the use of their network by other
network operators. Also known as an “interconnection charge” or “network usage charge.”

Access gates: The points of interface between the network equipment (either dedicated or switched) and the
transmission media that connect network equipment to the end user. The quantity of service is directly related to the
guantity of network access gates.

AMPS (Advanced Mobile Phone Service): An analog cellular telephone service standard utilizing the 850 MHZ
band, in use in North America, parts of South America, Australia and various other areas.

Analog: A mode of transmission or switching which is not digital, e.g., the representation of voice, video or
other modulated electrical audio signals which are not in digital form.

Analog network: A network using analog technology with circuit switching, capable of connecting one user
with all the users, but with limited transmission capacity.

ATM (Asynchronous Transfer Mode): A broadband switching technology that permits the use of one network
for different kinds of information (e.g., voice, data and video).

Automatic international roaming: A service, which permits a subscriber to use his or her cellular phone on a
foreign cellular operator’s network. The subscriber may receive calls made to the subscriber’s regular cellular
number (such calls are “automatically” passed to the foreign operator’s network).

Band A Operator: A former Telebras cellular operating subsidiary that has been granted a concession to provide
cellular telecommunications services in a particular area within a radio spectrum frequency range referred to by
Anatel as “Band A.”

Band B Operator: A cellular operator that has been granted a concession to provide cellular telecommunications
services in a particular area within a radio spectrum frequency range referred to by Anatel as “Band B.”

Broadband services. Services characterized by a transmission speed of 2 Mbit/s or more. According to
international standards, these services are divided into two categories: (1) interactive services, including video-
telephone/video-conferencing (both point-to-point and multipoint); video-monitoring; interconnection of local
networks; file transfer; CAD; high-speed fax; e-mail for moving images or mixed documents; broadband videotext;
video on demand; retrieval of sound programs or fixed and moving images; and (2) broadcast services, such as
sound programs, television programs (including high-definition TV and pay TV) and selective document
acquisition.

CATV (Cable television): Cable or fiber-based distribution of TV programs.
CDMA (Code Division Multiple Access): A standard of digital cellular technology.
Cdll: The geographic area covered by a single base station in a cellular mobile phone system.

Cellular service: A mobile telephone service provided by means of a network of interconnected low-powered
base stations, each of which covers one small geographic cell within the total cellular system service area.

Digital: A mode of representing a physical variable such as speech using digits 0 and 1 only. The digits are
transmitted in binary form as a series of pulses. Digital networks allow for higher capacity and higher flexibility
through the use of computer-related technology for the transmission and manipulation of telephone calls. Digital
systems offer lower noise interference and can incorporate encryption as a protection from external interference.
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Digital penetration: The substitution of equipment capable of transmitting digital signalsfor equipment limited
to analog transmission.

Exchange: See Switch.
Framerelay: A datatransmission service using fast protocols based on direct use of transmission lines.

Internet: A collection of interconnected networks spanning the entire world, including university, corporate,
government and research networks from around the globe. These networks all use the IP (Internet Protocol) for
communications protocol.

ISDN (Integrated Services Digital Network): A system in which several services (e.g., speech and data) may be
simultaneously transmitted end-to-end in digital form.

Leased high-speed data communication: The digital exchange of information at speeds exceeding 64K bps
transmitted through mediums that are leased to users for their exclusive use.

Local loop: The system used to connect the subscriber to the nearest switch. It generally consists of a pair of
copper wires, but may also employ fiber-optic circuits, microwave links or other technologies.

Manual international roaming: A service that permits a subscriber to use his or her cellular phone on aforeign
cellular operator’s network. The subscriber may only receive calls made to a temporary number issued to the
subscriber by the foreign operator for use while roaming.

Microcells: A small cell covered by a low-power base station. Microcells can cover small areas such as a single
building.

Network usage charge: Amount paid per minute charged by network operators for the use of their network by
other network operators. Also known as an “access charge” or “interconnection charge.”

Optical fiber: A transmission medium which permits extremely high capacities. It consists of a thin strand of
glass that provides a pathway along which waves of light can travel for telecommunications purposes.

Packet-switched data communication services. Data services based on parceling or breaking the data stream
into packets and switching the individual packets. Information transmitted is segmented into cells of a standardized
length, which are then transmitted independently of one another, allowing maximization of available capacity and
usage of a single transmission path for multiple communications. The cells are then reassembled upon reaching
their destination.

PBX (Private Branch Exchange): Telephone switchboard for private use, but linked to the national telephone
network.

Penetration: The measurement of the take-up of services. As of any date, the penetration is calculated by
dividing the number of subscribers by the population to which the service is available and multiplying the quotient
by 100.

Private leased circuits: Voice, data or image transmission mediums leased to users for their exclusive use.

PSTN (Public Snitched Telephone Network): The public telephone network that delivers basic telephone service
and, in certain circumstances, more advanced services.

Repeaters: A device that amplifies an input signal for retransmission.

Roaming: A function that enables cellular subscribers to use their cellular phone on networks of operators other
than the one with which they signed their initial contract.

Satellite services: Satellites are used, among other things, for links with countries that cannot be reached by
cable or to provide an alternative to cable and to form closed user networks.
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SDH (Synchronous Digital Hierarchy): A hierarchical set of digital transport structures, standardized for the
transport of suitably adapted payloads over physical transmission networks.

Sectorization: The process of dividing cells into sectors by using directional antennae at the base station.
Sectorization reduces co-channel interference which permits smaller cells and increases network capacity.

Switch: These are used to set up and route telephone calls either to the number called or to the next switch along
the path. They may also record information for billing and control purposes.

TDMA (Time Division Multiple Access): A standard of digital cellular technology.

Universal service: The obligation to supply basic service to al users throughout the national territory at
reasonable prices.

Value Added Services: Value Added Services provide additional functionality to the basic transmission services
offered by a telecommunications network.

VGAT: Very Small Aperture Terminal is arelatively small satellite antenna, typically 1.5 to 3.0 metersin
diameter, used for transmitting and receiving one channel of data communication.
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SIGNATURES

Pursuant to the requirements of Section 12 of the Securities Exchange Act of 1934, we certify that we meet al
of the requirements for filing on Form 20-F and have duly caused this annual report to be signed on our behalf by
the undersigned, thereunto duly authorized.

EMBRATEL PARTICIPACOESS.A.
By: /9 Dilio Sergio Penedo

Name: Dilio Sergio Penedo
Title:  President

By: /s Daniel Eldon Crawford
Name: Daniel Eldon Crawford
Title:  Vice-President

Dated: June 28, 2002
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December 31, 2001 corporate law retained earnings of the Holding Company amounted to
R$1,201,747 (R$2,077,105 as of December 31, 2000).

On December 31, 2000, the Holding Company credited interest on capital to its shareholders as
an integral part of the dividends according to article 9 of Law no. 9,249/95 and Management’s
proposal, which are subject to approval at the Shareholders’ General Meeting.

For this proposal of dividends payable in December 31, 2000 and 1999 in the form of interest on
capital, the Holding Company applied the same calculation used for common and preferred
shares, as follows:

Shares
Common Preferred

Amount of subscribed capital 2,134,427
Share participation (%) 37.3571 62.6429
Capital 797,361 1,337,066
Minimum statutory dividend percentage 6 6
Minimum dividends 47,842 80,224
Interest on capital 56,284 94,381
Income tax at source at the rate of 15% (8,442) (14,157)
Interest on capital, net of income tax at source 47,842 80,224
Interest on capital, net of income tax at source -

per thousand shares (reais) 0.384675002 0.384675002

In addition to interest on capital, in December 31, 2000 management proposed the distribution
of dividends in the amount of R$60,845, approved at the Shareholders’ General Meeting, as
follows:

Shares
Common Preferred

Proposed dividends 22,730 38,115

Proposed dividends — per thousand shares 0.182760825 0.182760825
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The adjusted net profit is as follows:

2000 1999
Holding Company net income for the year 577,830 412,014
Appropriation to legal reserve (28,891) (20,601)
Reversal of unrealized earnings reserve 206,703 173,109
Adjusted net income — dividend calculation basis 755,642 564,522
Proposed dividends 60,845 13,065
Interest on capital, net of income tax at source
at the rate of 15% 128,066 128,066
Total of dividends and interest on capital, net 188,911 141,131
Percentage of dividends and interest on capital, net,
on the calculation basis 25.0 25.0

The Company's management proposed the following appropriation of net income for 2000 of
R$577,830 - R$1.73 per thousand shares (R$412,014 — R$1.24 per thousands shares in 1999):

2000 1999
For legal reserve - 5% 28,891 20,601
For dividends 60,845 13,065
For interest on capital 150,665 150,666

For year 2001, the Company’s adjusted result, the basis for distribution of dividends, was
negative.

d. Treasury Shares

On December 31, 2001 and 2000, the Holding Company held 1,466,667 and 1,480,000
thousand, respectively of its own preferred shares in treasury, at a weighted average cost, per
thousand shares, expressed in reais, of R$28.02.

In the fiscal year ended December 31, 2001, the Company sold 13,333 thousand shares at an
average price of R$23.13 per batch of one thousand shares, resulting in a discount of R$65
charged to retained earnings (sold shares of 127,500 thousand — R$22.26 per lot of thousand
shares, resulting in a discount of R$622 charged to retained earnings, in year 2000)

The sale of treasury shares was carried out privately to meet the requirements of the share

purchase option plan (see Note 28.e), in conformity with CVM Authorization CVM/GEA
no. 213/99.
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e. Stock Option Plan

The stock option plan was approved at the Shareholders’ General Meeting of held on December
17, 1998 and is regulated by the Management Commission on stock option plan, within the
limits of its authority. The plan grants directors and employees the option of acquiring preferred
shares of the Holding Company at market value on the grant date in the proportion of 25% in
each annual period, the first being after an eight-month period from the date the option was
granted, and subsequently every January after 2003. The options must be exercised within 10
years of the grant date. Until the third quarter of 2001, the market value at grant date was
restated by the General Market Price Index (IGP-M) until the exercise date, with exercise
proportional to 33.33% in each base-period, after one year as from the grant date, also within
the limit of 10 years.

The acquired shares will maintain all of the rights pertaining to the shares of equal class and
type, including dividends. The summarized information on the plan is as follows:

Number of preferred share purchase options (thousands of shares)-

Open options as of December 31, 1998 1,635,000
Options offered in 1999 355,000
Options exercised in 1999 (182,333)
Options cancelled in 1999 (45,000)
Open options as of December 31, 1999 1,762,667
Options offered in 2000 2,048,265
Options exercised in 2000 (122,700)
Options sold in 2000 (4,800)
Options cancelled in 2000 (130,000)
Open options as of December 31, 2000 3,553,432
Options offered in 2001 6,264,711
Options sold in 2001 (13,333)
Options cancelled in 2001 (3,540,099)
Open options as of December 31, 2001 6,264,711

Weighted average exercise price of the purchase options on December 31,
2001 (per thousand shares, expressed in reais)-
Options granted in 2001 6.53

f. Retained Earnings

In March 28, 2001 The Company's Management used Retained Earnings for a capital increase
amounting to R$139,486 enough to comply with article 199 of Law no. 6,604/76, which states
that whenever income reserves and retained earnings amounts exceed the capital stock amount
the shareholders should deliberate on the application of such excess, which may be used to
increase capital or be distributed as dividends.
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g. Reconciliation of Shareholders’ Equity and
Net Income (loss) of the Holding Company to those
of the Consolidated Financial Statements

As of December 31, the reconciliation between the Holding Company’s net income (loss) to the

Consolidated amounts is as follows:

Net Income (loss)

2001 2000

Holding Company (544,757) 577,830
Recognition of the effects from the Star One merger

(Note 15) (8,914) -
Losses in BrasilCenter and Embratel

Americas (recorded directly to Shareholders’

Equity in the Parent Company Embratel) - (740)

Consolidated (553,671) 577,090

29. COMMITMENTS WITH ANATEL (UNAUDITED)

The table below shows the commitments to quality, demand and traffic, as established in the
commitment protocol with Anatel for 2002 and the status of Embratel.

Actual for year ended Goals established by

Indicator December 31, 2001

Anatel for 2002

Rates of domestic long distance calls, completed in each
peak period of fixed telephone switching services -
Morning
Afternoon
Night
Rates of completed calls for services with telephone
customer
service up to 10 seconds in each peak period of the
fixed telephone switching service-
Morning
Afternoon
Night
Requests for repair of public telephone sets, for 100
telephones
in operation, per month
Number of accounts with complaints of errors for each
thousand
Quantity of public telephones in operation in the service
Concession area

(*) There is no fixed goal for this indicator in the regulations.
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58.9%

95.2%

95.2%

95.9%
7.5

1.17

1,098

65.0%
65.0%
65.0%

93.0%
93.0%
93.0%
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In 2001, the telecommunications industry in Brazil moved closer to full deregulation, expected to
be completed in 2005, upon the announcement of the unbundling (the right of other operators to
use the local concessionaire’s external network), made by Anatel in November 2001.

Embratel accelerated efforts to meet the commitments established in the General Plan on
Universal Service in order to be able to enter the local markets in 2002 rather than waiting until
the end of 2003. Embratel was able to fully comply with these commitments and, as a result,
was able to receive Anatel’'s certification on May 7, 2002. To date, Embratel is still awaiting
Anatel’s final authorization to start providing local fixed-line telephone services throughout the
country.

While meeting these commitments, Embratel has installed 1,001 “TUP’s” — Public Use
Telephones — in remote regions throughout Brazil. In addition, the Company provided
interconnection to all capital cities in each of the 27 states in Brazil.

30. SUMMARY OF THE DIFFERENCES
BETWEEN ACCOUNTING PRACTICES
EMANATED FROM BRAZILIAN
CORPORATE LAW AND US GAAP

The Company's accounting policies comply with Brazilian corporate law. Accounting policies
which differ significantly from generally accepted accounting principles in the United States of
America (US GAAP) are described below:

a. Different Criteria for Capitalizing and
Amortizing Capitalized Interest

Until December 31, 1993, under Brazilian corporate law, interest was capitalized separately and
amortized over a period different from the useful lives of the related assets. Also, until
December 31, 1998, under Brazilian corporate law as applied to companies in the
telecommunications industry, interest attributable to construction in progress was computed at
the rate of 12% per annum on the balance of construction in progress and that part which
relates to interest on third-party loans was credited to interest expense based on actual interest
costs with the balance relating to its own capital being credited to capital reserves. As from
January 1, 1999, interest charges and monetary and foreign exchange variation from financing
linked to construction in progress are capitalized to the balance of the assets and credited to
interest expense and monetary and foreign exchange variation.

Under US GAAP, in accordance with the provisions of Statement of Financial Accounting
Standards (SFAS) No. 34, Capitalization of Interest Costs, interest incurred on borrowings is
capitalized as part of the cost of certain assets to the extent that borrowings do not exceed
construction in progress. The credit is recorded as a reduction of interest expense. The
amount of interest capitalized excludes monetary gains on local currency borrowings and
foreign exchange gains and losses on foreign currency borrowings.

During 2001, the Company did not have any financings directly linked to fixed assets and
consequently, no interest was capitalized under Brazilian corporate law. During all years
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presented, amortization under Brazilian corporate law is higher than that under US GAAP

because, prior to 1999, a significant portion of interest capitalized under Brazilian corporate law
related to amounts credited to capital reserves that was not capitalized for US GAAP purposes.

The effects of these different criteria for capitalizing and amortizing capitalized interest are

presented below:

Capitalized interest difference-
US GAAP capitalized interest-
Interest capitalized during the year

US GAAP difference in accumulated capitalized interest on disposals

Less Brazilian corporate law capitalized interest-
Interest capitalized during the period

US GAAP adjustment

Amortization of capitalized interest difference-
Amortization under Brazilian Corporate Law

Less: amortization under US GAAP

US GAAP difference in accumulated amortization on disposals

US GAAP adjustment

b. Monetary correction of 1996 and 1997

2001 2000 1999
130,127 155,821 93,843
250953 21,707 10,874
156,080 177,528 104,717
- (8,476) (52,847)
156,080 169,052 51,870
148,968 121,348 117,098
(56,491)  (45,011)  (43,328)
(23,019)  (16,814)  (10,658)
(79,510)  (61,825)  (53,986)
69,458 59,523 63,112

As mentioned in Note 2(a), under Brazilian corporate law, the Company discontinued

accounting for the effects of inflation as of December 31, 1995. As of January 1, 1996, the

carrying value of all non-monetary assets and liabilities became their historical cost basis. Under
US GAAP, Brazil was still considered to be a highly inflationary economy until July 1, 1997 and,
based on discussions at the meeting of the International Task Force of the AICPA, the
Company continued to record the effects of inflation using the IGP index up to 1997.

The US GAAP adjustment represents the amortization of the restatement of fixed assets which

resulted from the inflation accounting applied during 1996 and 1997.

c. Reversal of Proposed Dividends

Under Brazilian corporate law, proposed dividends are accrued in the consolidated financial

statements in pending approval at the shareholders’ meeting. Under US GAAP, dividends are

not accrued until they are formally declared.
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d. Pension and Other Post-retirement Benefits

Under Brazilian corporate law, the Company provides for the costs of pensions and other post-
retirement benefits based on a fixed percentage of remuneration, as recommended annually by
Telos’ actuaries and certified by independent actuaries. For purposes of the US GAAP
reconciliation, the provisions of SFAS no. 87 - Employers’ Accounting for Pensions and SFAS
no. 106 - Employers’ Accounting for Post-retirement Benefits Other than Pensions have been
applied. The provisions of SFAS no. 87 were applied with effect from January 1, 1991 because
it was not feasible to apply them from the effective date specified in the standard. As a result,
R$73,743 of the transition liability was transferred directly to shareholders’ equity at the
implementation date.

Under Brazilian corporate law, the Company adopted CVM Deliberation 371 during the year
ended December 31, 2001 and recorded in Embratel an adjustment to the opening
shareholders’ equity amounting to R$193,424 (Note 24). This adjustment was reversed for US
GAAP purposes, since all effects of Pension and Other Post-retirement Benefits have already
been recognized after applying SFAS No.’s 87 and 106.

e. Items Posted Directly to Shareholders'
Equity Accounts

Under Brazilian corporate law, certain items are posted directly to shareholders' equity
accounts, which under US GAAP, are posted to the income statement. Examples include
capitalized interest, the effects of adjustments to tax rates and fiscal incentive investment credits
received. The posting of such items to shareholders' equity in the subsidiary companies gives
rise to consolidation adjustments in the consolidated statements of changes in shareholders'
equity. Since the original postings by the subsidiaries to their equity accounts would, under US
GAAP, be made directly to the income statement, these consolidation adjustments are included
in the reconciliation of net income in accordance with US GAAP.

f. Earnings per Share

Under Brazilian corporate law, net income per share is calculated on the number of shares
outstanding at the balance sheet date.

In these consolidated financial statements, information is disclosed per lot of one thousand

shares, because this is the minimum number of shares that can be traded on the Brazilian stock
exchanges. Each American Depositary Share ("ADS") is equivalent to one thousand shares.
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In February 1997, the Financial Accounting Standards Board issued SFAS No. 128 - Earnings
per Share. This statement is effective for 1997 and subsequent years, and provides
computation, presentation and disclosure requirements for US GAAP basic and diluted earnings
per share.

Since the preferred and common shareholders have different dividend, voting and liquidation
rights, basic earnings per share has been calculated using the "two-class" method for US GAAP
purposes. The "two-class" method is an earnings allocation formula that determines earnings
per share for preferred and common stock according to the dividends to be paid as required by
the Company'’s bylaws and participation rights in undistributed earnings.

Basic earnings per common share are computed by reducing net income by distributable and
undistributable net income available to preferred shareholders and dividing net income available
to common shareholders by the weighted average number of common shares outstanding
during the period. Net income available to preferred shareholders is the sum of the preferred
stock dividends no less than a minimum of 6% on the amount resulting from the division of the
subscribed capital, by the number of shares of the Holding Company (as defined in the
Company’s bylaws) (distributable net income) and the preferred shareholders’ portion of
undistributed net income. Undistributed net income is computed by deducting preferred stock
dividends and common stock dividends from net income. Undistributed net income is shared
equally by the preferred and common shareholders on a "pro rata" basis.

For all periods presented, there were no common stock equivalents outstanding and
accordingly, diluted earnings per share are equal to basic earnings per share.

g. Impairment of Long-lived Assets

For US GAAP, effective January 1, 1996 the Company adopted SFAS no. 121 - Accounting for
the Impairment of Long-lived Assets and for Long-lived Assets to Be Disposed Of. In
accordance with this standard, the Company periodically evaluates the carrying value of
long-lived assets to be held and used, when events and circumstances warrant such a review.
The carrying value of long-lived assets is considered impaired when the anticipated
undiscounted cash flow from such assets is separately identifiable and is less than their carrying
value. In that event, a loss is recognized based on the amount by which the carrying value
exceeds the fair market value of the assets.

Brazilian corporate law does not require cash flow computations in order to determine potential
asset impairment. For all periods presented, there were no differences Brazilian corporate law
and US GAAP related to the recognition and measurement of impairment losses.

Under Brazilian corporate law, impairment losses are recorded as non-operating expenses.
Under US GAAP, impairment losses are recorded as operating expenses.

h. Disclosure Requirements

US GAAP disclosure requirements differ from those required by Brazilian corporate law.
However, in these financial statements, the level of disclosure has been expanded to comply
with US GAAP, and additional disclosures required by US GAAP are presented in Note 31.
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i. Interest Income (Expense)

Brazilian corporate law requires interest to be included as part of operating income. Under US
GAAP interest income (expense) is included as non-operating income.

j- Employees’ Profit Sharing

Brazilian corporate law requires employees’ profit sharing to be included as an appropriation of
net income for the year. Under US GAAP employee profit sharing is recorded as an operating
expense.

k. Retained Earnings

For Brazilian corporate law, a company formed as a result of a spin-off may have retained
earnings in its balance sheet if the parent company shareholders’ resolution adopting the spin-
off allocates retained earnings from the parent company to the new company. Under US GAAP,
retained earnings allocated in the spin-off would not be considered historical retained earnings
as such amount would represent capital allocated from the parent company and would be
described as distributable capital. As a result of the May 22, 1998 spin-off, the Company had
US GAAP distributable capital of R$994,594. As reported in Note 28.f however, distributable
retained earnings as of December 31, 2001 and 2000 do not include such amount.

I. Stock Compensation resulting from the
Privatization Process

As part of the privatization of the Telebras System, the Brazilian Government offered Telebras
System employees the right to purchase from Brazilian Government's entire holding of Telebras
preferred shares of Holding Telebras and preferred shares of each of the twelve new holding
companies formed as a result of the breakup of Telebras ("new holding companies" -
representing 2.18% of the outstanding capital stock of Telebras and of each new holding
company) at a price of R$69.24 per lot of 13,000 shares (each lot comprised 1,000 preferred
shares of Telebras and of the twelve new holding companies). This price represents a 50%
discount from the market price of 1,000 Telebras preferred shares at the time the Brazilian
Government authorized the plan. Each employee had the right to purchase up to 144 lots of
13,000 preferred shares, proportionally allocated if the shares were oversubscribed.

The Brazilian Government made 7.2 million lots available for sale, or 60% of the 12.1 million lots
that would be taken up if each employee purchased the maximum 144 lots allowed. The
original period to sign up to purchase the shares ended on October 30, 1998. On August 4,
1998, the date on which the offer to employees commenced and the measurement date for 60%
of the shares, the market price of 1,000 Telebras shares was R$127.20. Under US GAAP, the
charge was approximately R$52 million, which represents the Company's share of the offer
price/market price differential on 60% of the shares offered for which the measurement date
was August 4, 1998. As of October 30, 1998, the original expiration date of the program, the
Company employees had subscribed 859,584 lots. The program was concluded on May 31,
1999, and Company employees purchased 854,621 lots out of the total 859,584 subscribed lots
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offered. As a result, a portion of the charge under US GAAP was reversed in the amount of
R$2,962.

Although the Brazilian Government, rather than the Holding Company or Telebréas offered the
shares to employees, under US GAAP the deemed compensation amount is "pushed down" to
each of the new holding companies in accordance with the number of shares purchased by
each new holding company and its subsidiaries' employees.

m. Stock Option Plan

As mentioned in Note 28.e, the Company has a stock option plan as from December 17,
1998. The Company has granted shares to employees of the group, exercisable ratably
over 3 years, at a grant price equal to market price at date of grant plus indexation based
on the IGP-M until April, 2000. As from then, the exercise price is indexed to inflation
using IGP-M in excess of 12% per annum until October 2001. As from then, the exercise
price is no longer indexed. No options are exercisable for more than 10 years after date
of grant.

Based on the terms of the plan, the Company applies APB Opinion 25 and related
interpretations in accounting for its stock option plan. For all periods presented, compensation
expense under US GAAP related to the Company’s stock option plan is minimums and
consequently, has not been reflected as a US GAAP adjustment.

Additional information regarding options granted and outstanding is summarized in Note 28.e.

The following table summarizes information about the shares granted and outstanding at
December 31, 2001 and 2000:

2001
Options outstanding Options exercisable
Range of Number Remaining Weighted-average Number
Exercise Outstanding Contractual Exercise price Outstanding Weighted-average
Date of Grant Prices (in thousands) life (years) (R9$) (in thousands) exercise price (R$)
October 6, 2001 R$6.50 — 6.99 6,223,711 9.76 6.51 - 6.51
October 30, 2001 R$7.00 — 7.49 11,500 9.76 7.17 - 7.17
December 10, 2001 R$7.50 — 9.50 29,500 9.76 9.44 - 9.44
6,264,711 -
2000
Options outstanding Options exercisable
Range of Number Remaining Number
Exercise Outstanding Contractual Weighted-average Outstanding Weighted-average
Date of Grant Prices (in thousands) life (years) Exercise price (R$) (in thousands) exercise price (R$)
December 17, 1998 R$20 — 25.99 1,222,662 8.0 22.96 674,330 22.96
March 29, 1999 R$32 —34.99 152,500 8.3 34.93 45,830 34.93
July 15, 1999 R$26 — 31.99 80,000 8.5 26.97 30,000 26.97
September 29,1999 R$26 — 31.99 50,000 8.8 26.53 16,670 26,53
October 1, 1999 R$20 - 25.99 175,000 8.8 24.48 58,330 24,48
April 14, 2000 R$32 — 34.99 1,723,570 9.3 32.20 -
May 19, 2000 R$32 — 34.99 76,000 9.4 32.65 -
September 20, 2000 R$32 — 34.99 73,700 9.7 34.21 -
3,553,432 825,160
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The weighted-average prices of the exercisable options are increased by indexation up to
December 31, 2000, based on the IGP-M variation, in accordance with the terms of the plan.

In October 1995, FASB issued SFAS no.123, Accounting for Stock-Based Compensation.
SFAS no. 123 requires disclosure of the compensation cost for stock-based incentives granted
after January 1, 1995 based on the fair value. Applying SFAS no. 123 would result in pro forma
net income and earnings (loss) per share ("EPS") amounts as follows:

2001 2000 1999
US GAAP net income (loss) (Note 30.9)-
As reported (464,250) 658,669 424,743
Pro forma (471,914) 642,998 415,552
Basic and diluted EPS-
As reported (1.39) 1.98 1.28
Pro forma (1.41) 1.93 1.25

The fair values of the options granted for the years ended December 31, 2001, 2000 and 1999
have been estimated at the date of grant using the Black-Scholes option-pricing model with the
following weighted-average assumptions:

2001 2000 1999
Expected volatility 65.24% 53% 53%
Risk-free interest rate 13% 23% 23%
Weighted-average grant date fair value R$7.41 R$19.69 R$ 19.69
Expected life 5 years 5 years 5 years
Dividend yield 0% 1.29% 1.29%

n. Leasing

For US GAAP purposes, capital leases are recorded as fixed assets along with the related lease
obligations. For fixed assets, the current annual depreciation is calculated using the straight-line
method based on the expected useful life of the assets, while the related lease obligations are
recorded at net present value of future lease payments. Under Brazilian corporate law, such
contracts are typically recorded as operating leases.

0. Goodwill

Under Brazilian corporate law and CVM Deliberation 319/99, the goodwill related to Acessonet
(see note 18), defined as the excess of the acquisition cost over the book value of the net
assets acquired, was reclassified to a deferred asset on the date of the merger into Embratel
and is being amortized using the straight-line method over a period of five years. Under US
GAAP, this amount remains classified as goodwill and is amortized over the same period.
Consequently, this difference in classification has not resulted in reconciling items between
Brazilian Corporate Law and US GAAP for all periods presented.
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p. Installation revenues

Under Brazilian corporate law, installation revenues and costs are recognized in the statements
of operations when incurred. Under US GAAP, installation revenues and the related costs are
deferred and recognized over the term of the related contract. Installation costs that exceed
installation revenues are expensed as incurred. This difference in accounting policy has no
impact in net income (loss) or in shareholders’ equity for all periods presented.

g. Comprehensive income (loss)

Brazilian corporate law does not recognize the concept of comprehensive income (loss).

Under U.S. GAAP, SFAS No. 130, "Reporting Comprehensive Income", effective for years
beginning after December 15, 1997, requires the disclosure of comprehensive income.
Comprehensive income is comprised of net income and "other comprehensive income" that
include charges or credits directly to equity, which are not the result of transactions with owners.
Examples of other comprehensive income items are cumulative translation adjustments under
SFAS No. 52, unrealized gains and losses under SFAS No. 115 and minimum pension liabilities
under SFAS No. 87, among others.

The Company's comprehensive income (loss) for the years presented is equal to its net income
(loss) for those years, as it has no other comprehensive income (loss) items.

r. Gross revenue deduction — (value added and other sales taxes)

Under Brazilian corporate law, these taxes are recorded in revenue net of the related tax
expense. Under US GAAP, these taxes are recorded gross as revenue and related cost of

services and merchandise. Accordingly, this difference in accounting policy has no impact in net
income (loss) or in shareholders’ equity for all periods presented.
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s. Net Income Reconciliation of the Differences
Between US GAAP and Brazilian Corporate Law

Income (loss) as reported under Brazilian Corporate Law
Add (deduct)-
Different criteria for-
Monetary restatement of 1996 and 1997 (note 30.b)
Capitalized interest (note 30.a)
Amortization of capitalized interest (note 30.a)
Leasing (Note 30.n)
Pension and other post-retirement benefits- (note 30.d)
SFAS no. 87 adjustment, including settlement and curtailment
SFAS no. 106 adjustment, including settlement and curtailment

Stock compensation resulting from the privatization process (Note
30.1)
Items posted directly to shareholders’ equity accounts-

Fiscal incentive investments/donations and grants
Other
Deferred tax effect of the above adjustments

Effect of minority interest in the above adjustments
Effect of merger of SES Participacdes into Star One

US GAAP net income (loss)

US GAAP basic and diluted net income (loss) per thousand shares-
Preferred

Common
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2001 2000 1999
(553,671) 577,090 411,631
(99,125) (115,029)  (99,920)
156,080 169,052 51,870
69,458 59,523 63,112
36 37 -
23,515 25,985 8,217
(21,072)  (17,737) (6,966)
- - 2,962
- 740 312
(2,157) 70 -
(45,156)  (40,204) (6,309)
(1,072) (858) (166)
8,914 - -
(464,250) 658,669 424,743
(1.39) 1.98 1.28
(1.39) 1.98 1.28



t. Net Income (loss) per Thousand Shares
in Accordance with US GAAP

2001 2000 1999
Weighted average number of shares outstanding (in lots of 1000
shares):
Weighted average common shares outstanding 124,369,031 124,369,031 124,369,031
Weighted average preferred shares outstanding 208,562,219 208,548,130 209,035,064
u. Net Equity Reconciliation of the Differences
Between US GAAP and Brazilian Corporate Law
2001 2000 1999
Total shareholders’ equity as reported 5,346,672 6,082,170 5,717,988
Add (deduct)-
Different criteria for-
Monetary restatement of 1996 and 1997 (note 30.b) 364,074 463,199 578,228
Capitalized interest (note 30.a) (537,777) (693,857) (862,909)
Amortization of capitalized interest (note 30.a) 698,985 629,527 570,004
Leasing (Note 30.n) 73 37 -
Reversal of proposed dividends (1) - 60,845 13,065
Pension and other post-retirement benefits (note 30.d)
SFAS no. 87 adjustment (83,747) (107,262) (133,247)
SFAS no. 106 adjustment (106,103) (85,031) (67,294)
Reversal of medical assistance obligation in corporate law (note 30.d) 191,050
Other (2,157) - -
Deferred tax effects of the above adjustments (113,339) (68,182) (27,978)
Effect of minority interest on the above adjustments (2,640) (1,569) (710)
US GAAP shareholders’ equity continuing operations 5,755,091 6,279,877 5,787,147

(1) In 2000 and 1999 the dividends was recorded on an accrual basis for US GAAP purposes, and for this reason it

was not reversed.

The deferred tax effect of the US GAAP adjustments above of R$ (113,339) in 2001,
R$(68,182) in 2000 and R$(27,978) in 1999 would substantially be classified as non-current on

the balance sheet.
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US GAAP supplementary information-
Reconciliation of operating income (loss) under Brazilian
corporate law to operating income (loss) under US GAAP-
Brazilian corporate law operating income
Monetary restatement of 1996 and 1997
Exclusion from US GAAP operating income-
Management fee
Net interest income
Inclusion in US GAAP operating income-
Employee profit share
Amortization of capitalized interest
US GAAP adjustments-
SFAS no. 87 pension adjustment
SFAS no. 106 other post-retirement benefits adjustment
Leasing (Note 30.n)
Stock compensation
Other

US GAAP operating income (loss)
Reconciliation of net revenue and cost of services under
Brazilian corporate law to net revenue and cost of services
under US GAAP-
Net revenue under Brazilian corporate law
Gross revenue deduction — (value added and other sales
taxes) (Note 30r.)
Installation revenues (Note 30 p.)
Net revenue under US GAAP
Cost of services under Brazilian corporate law
Gross revenue deduction - (value added and other sales
taxes) (Note 30 q.)
Installation costs (Note 30 p.)

Cost of services under US GAAP

Gross profit under US GAAP

Total assets — under US GAAP

Property, plant and equipment — under USGAAP
Accumulated depreciation — under US GAAP

Net property, plant and equipment — under US GAAP
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2001 2000 1999
(676,176) 658,493 491,771
(98,702)  (105,422) (95,571)
37,969 67,367 66,625
629,980 188,316 303,460
(18,155) (36,775) (36,000)
92,477 76,337 73,770
23,515 25,985 8,217
(21,072) (17,737) (6,966)
12,403 1,109 -
- - 2,962
(2,157) - -
(19,918) 857,673 808,268
7,460,956 6,714,508 5,183,927
2,591,045 2,240,180 1,496,415
3,067 (25,997) -
10,055,068 8,928,691 6,680,342
(4,954,802) (4,399,267) (3,619,914)
(2,591,045) (2,240,180) (1,496,415)
(3,067) 25,997 -
(7,548,914) (6,613,450) (5,116,329)
2,506,154  2,315241 1,564,013
13,119,401 12,251,542 10,106,562
13,891,358 12,828,762 11,922,847
(5,481,337) (4,965,843) (4,687,154)
8,410,021 7,862,919 7,235,693



v. Statements of Changes in Total Shareholders’ Equity
in Accordance with US GAAP for the Years Ended
December 31, 2001, 2000 and 1999

Balances as of December 31, 1998
Net income under US GAAP
Dividends of 1998 approved in 1999
Interest on capital
Stock options
Purchase of treasury shares
Sale of treasury shares

Balances as of December 31, 1999
Net income under US GAAP
Dividends of 1999 approved in 2000
Interest on capital
Purchase of treasury shares
Sale of treasury shares

Balances as of December 31, 2000
Loss under US GAAP
Dividends of 2000 approved in 2001
Sale of treasury shares
Repurchase of treasury shares

Balances as of December 31, 2001
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Total

5,637,273
424,743
(80,436)

(150,666)

(2,962)
(44,586)
3,781
5,787,147
658,669
(13,065)
(150,665)
(5,047)
2,838
6,279,877
(464,250)
(60,845)
374
(65)



31. ADDITIONAL DISCLOSURES REQUIRED

*)

BY US GAAP

a. Defined Contribution Plan

2001 2000

Beginning balance - unfunded liability (*) 272,828 318,889

Plus — adjustments for percentage yield on plan assets 42,405 38,437

Less — payments during the year (88,808) (84,498)

Ending balance 226,425 272,828
Total expense

Matching contribution plus risk benefits 21,643 21,036

Total 21,643 21,036

The unfunded liability of R$272,828 as of January 1, 2001 represented the amount due
to the plan sponsor for the participants that migrated from the defined benefit plan to the
defined contribution plan. This liability is being amortized over a period of 20 years from
January 1, 1999 (according to a specific cash flow schedule). Any unpaid balance is
adjusted monthly based on the return on the portfolio assets at that time, subject to a
minimum increase based on the General Price Index (IGP-DI) plus 6% p.a.
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b. Pension and Post-retirement Benefits

Following are the disclosures required pursuant to SFAS 132, Employers’ Disclosures about
Pensions and Other Postretirement Benefits.

Pension Benefits

2001 2000 1999
Change in benefit obligation
Benefit obligation at beginning of year 692,322 624,257 552,235
Service cost 522 868 1,179
Interest cost 75,068 67,772 31,934
Plan participants’ contributions 394 596 1,079
Actuarial loss/(gain) 37,081 53,238 83,771
Benefits paid (61,013) (54,409) (45,941)
Benefit obligation at end of year 744,374 692,322 624,257
Change in plan assets
Fair value of plan assets at beginning of year 697,715 645,538 184,034
Asset transfer from the defined contribution plan (*) - - 358,880
Actual return on plan assets 144,576 105,124 145,849
Employer contributions 558 866 1,637
Plan participants’ contributions 394 596 1,079
Benefits paid (61,013) (54,409) (45,941)
Fair value of plan assets at end of year 782,230 697,715 645,538
Funded status 37,856 5,393 21,281
Unrecognized net transition obligation 4,301 4,994 5,687
Unrecognized net actuarial loss/(gain) (125,904) (117,649) (160,215)
Prepaid/(accrued) benefit cost (83,747) (107,262) (133,247)
Components of net periodic benefit cost
Service cost 522 868 1,179
Interest cost 75,068 67,772 31,934
Expected return on plan assets (96,846) (89,848) (47,062)
Amortization of net transition obligation 693 693 693
Recognized net actuarial loss/(gain) (2,394) (4,604) (3,531)
Net periodic benefit cost/(income) (22,957) (25,119) (16,787)
Weighted-average assumptions as of December 31
Discount rate 6.00% 6.00% 6.00%
Expected return on plan assets 9.00% 9.00% 9.00%
Rate of compensation increase 0.00% 0.00% 2.00%

(*) An asset transfer R$358,880, represented by the note payable from the Company to the
plan, was made from the defined contribution plan to the defined benefit plan. The decision
occurred in July 1999 with retroactive effect to January 1, 1999.

The above are real rates over inflation as measured by the Fiscal Reference Unit (Ufir) through
December 31, 1995 and the IGP-DI subsequently.

F-66



Other Post-retirement Benefits

2001 2000 1999
Change in benefit obligation
Benefit obligation at beginning of year 225,443 195,402 160,004
Service cost 214 315 445
Interest cost 25,075 21,692 9,513
Actuarial loss/(gain) 3,604 15,031 30,700
Benefits paid (7,312) (6,717) (5,173)
Administrative expenses (359) (280) (87)
Benefit obligation at end of year 246,665 225,443 195,402
Change in plan assets
Fair value of plan assets at beginning of year 54,543 51,527 46,557
Actual return on plan assets 6,303 9,913 10,038
Administrative expenses (359) (280) (87)
Employer contributions 66 100 192
Benefits paid (7,312) (6,717) (5,173)
Fair value of plan assets at end of year 53,241 54,543 51,527
Funded status (193,424) (170,900) (143,874)
Unrecognized net actuarial loss/(gain) 87,321 85,869 76,580
Prepaid/(accrued) benefit cost (106,103) (85,031) (67,294)
Components of net periodic benefit cost
Service cost 214 315 445
Interest cost 25,075 21,692 9,513
Expected return on plan assets (7,348) (6,914) (4,343)
Recognized net actuarial loss/(gain) 3,195 2,745 1,542
Net periodic benefit cost/(income) 21,136 17,838 7,157
Weighted-average assumptions as of December 31
Discount rate 6.00% 6.00% 6.00%
Expected return on plan assets 9.00% 9.00% 9.00%

There was no unrecognized liability at transition.

Medical assistance cost trend rates of increase were projected at annual rates excluding
inflation ranging from 5.54% in 2001 to 2.7% in 2046. The effect of a one percent annual
increase/decrease in the assumed medical assistance cost trend rates would increase/decrease
the accumulated post-retirement benefit obligation at December 31, 2001 by
R$33,737/R$27,615 and the aggregate of service and interest cost components by
R$3,865/R$3,162.

The funded status of the pension and post-retirement plans under Brazilian and US GAAP

differ. Benefit obligations differ because they have been prepared using different actuarial
assumptions permitted under Brazilian and US GAAP.
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c. Concentrations of Risk

Certain financial instruments potentially subject the Company to concentrations of credit risk.
These financial instruments consist primarily of trade receivables and temporary cash
investments. The Company places its temporary cash investments with high credit quality
financial institutions and, by policy, limits the amount of credit exposure to any financial
institution. Concentrations of credit risk with trade receivables are limited due to a large
customer base and its geographic dispersion, with the exception of Telesp, which contributed
more than 10% of the Company’s revenues in 1999 (Note 4).

Approximately 25% of the employees are members of state labor unions associated either with
the Federacdo Nacional dos Trabalhadores em Telecomunicacgfes, known as Fenattel, or with
the Federacao Interstadual dos Trabalhadores em Telecomunica¢des, known as Fittel.
Collective labor agreements have been negotiated annually. We consider our employee
relations to be satisfactory. We have never experienced a work stoppage that had a material
effect on our operations. As of June 2002, the Company is still in process of negotiating the
Collective labor agreements with BrasilCenter.

There is no concentration of available sources of labor, services, concessions or rights, other
than those mentioned above, that could, if suddenly eliminated, severely impact the Company
operations.

d. Recently issued accounting pronouncements
d.1) SFAS 133 — Accounting for Derivative Instruments and Hedging Activities.

In 1998, the Financial Accounting Standards Board (FASB) issued Statement of Financial
Accounting Standards (SFAS) No.133, "Accounting for Derivative Instruments and Hedging
Activities," as amended by SFAS No. 137 and SFAS No. 138. SFAS No. 133 must be applied to
all derivative instruments and certain derivative instruments embedded in hybrid instruments
and requires that such instruments be recorded in the balance sheet either as an asset or
liability measured at its fair value through earnings, with special accounting allowed for certain
qualifying hedges.

If the derivative is designated as a hedge, depending on the nature of the hedge, changes in the
fair value of derivatives that are considered to be effective, as defined, will either offset the
change in fair value of the hedged assets, liabilities, or firm commitments through earnings or
will be recorded in other comprehensive income until the hedged item is recorded in earnings.
Any portion of a change in a derivative's fair value that is considered to be ineffective, as
defined, may have to be immediately recorded in earnings. Any portion of a change in a
derivative's fair value that the Company has elected to exclude from its measurement of
effectiveness, such as the change in time value of option contracts, will be recorded in earnings.

Effective January 1, 2001, the Company adopted SFAS No. 133, Accounting for Derivative
Instruments and Hedging Activities, as amended. As described in Note 27b, the Company does
not account for any of its derivative instruments as hedges. Such instruments are recorded in
the balance sheet either as an asset or liability measured at its fair value through earnings.
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Consequently, the adoption of SFAS No. 133 as of January 1, 2001, had no effect upon the
financial position and results of operations of the Company.

d.2) Other recently issued accounting pronouncements

In June 2001, the FASB issued SFAS No. 141, Business Combinations. SFAS No. 141
establishes new standards for accounting and reporting requirements for business combinations
and will require that the purchase method of accounting be used for all business combinations
initiated after June 30, 2001. Use of the pooling-of-interests method will be prohibited.

In June 2001, the FASB issued SFAS No. 142, Goodwill and Other Intangible Assets. SFAS No.
142 addresses financial accounting and reporting for acquired goodwill and other intangible
assets and supersedes APB Opinion 17, Intangible Assets. SFAS No. 142 also amends SFAS
No. 121, "Accounting for the Impairment of Long Lived Assets and for Long-Lived Assets to Be
Disposed Of", to exclude from its scope goodwill and intangible assets that are not amortized.
SFAS No. 142 addresses how intangible assets that are acquired individually or with a group of
other assets (but not those acquired in a business combination) should be accounted for in
financial statements upon their acquisition. This Statement also addresses how goodwill and
other intangible assets should be accounted for after they have been initially recognized in the
financial statements. The provisions of SFAS No. 142 are required to be applied starting with
fiscal years beginning after December 15, 2001. Early application is permitted for entities with
fiscal years beginning after March 15, 2001, provided that the first interim financial statements
have not been issued. An exception to SFAS No. 142 application date is for goodwill and
intangible assets acquired after June 30, 2001, which will be immediately subject of the non-
amortization and amortization provisions of this statement. The Company has recorded
goodwill related to the acquisition of Acessonet (Note 18). Once adopted, goodwill amortization
of approximately R$40,394 on an annualized basis will cease.

During June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement
Obligations. SFAS No. 143 requires that the fair value of a liability for an asset retirement
obligation be recognized in the period in which it is incurred if a reasonable estimate of fair value
can be made. The associated asset retirement cost is capitalized as part of the carrying amount
of the long-lived asset. Under SFAS No. 143, the liability for an asset retirement obligation is
discounted and accretion expense is recognized using the credit-adjusted risk-free interest rate
in effect when the liability was initially recognized. In addition, disclosure requirements contained
in SFAS No. 143 will provide more information about asset retirement obligations. SFAS No.
143 is effective for financial statements issued for fiscal years beginning after June 15, 2002
with earlier application encouraged. The Company is currently evaluating if the implementation
of SFAS No. 143 will have a material impact in the Company’s financial position and results of
operations.

During August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets supersedes SFAS No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed Of but retains SFAS No. 121
fundamental provisions for (a) recognition/measurement of impairment of long-lived assets to be
held and used and (b) measurement of long-lived assets to be disposed of by sale. SFAS No.
144 also supersedes the accounting and reporting provisions of APB Opinion No. 30 (APB No.
30),"Reporting the Results of Operations" for segments of a business to be disposed of but
retains APB No. 30’s requirement to report discontinued operations separately from continuing
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operations and extends that reporting to a component of an entity that either has been disposed
of or it is classified as held for sale. SFAS No. 144 is effective for fiscal years beginning after
December 15, 2001 and interim periods within those years, with early application encouraged.
Management believes that the adoption of SFAS No. 144 will have no effect on its consolidated
results of operations and financial position under US GAAP reporting.

In April 2002, the FASB issued SFAS 145, “Rescission of FASB Statements SFAS 4, 44 and 64,
Amendment of FASB Statement No. 13 and Technical Corrections”. SFAS 145 rescinds
Statement No. 4, “Reporting Gains and Losses from Extinguishments of Debt”, and an
amendment of that Statement, FASB Statement No. 64, “Extinguishments of Debt Made to
Satisfy Sinking-Fund Requirements”. SFAS 145 also rescinds FASB Statement No. 44,
“Accounting for Intangible Assets of Motor Carriers”. SFAS 145 amends FASB Statement No.
13, “Accounting for Leases”, to eliminate an inconsistency between the required accounting for
sale-leaseback transactions and the required accounting for certain lease modifications that
have economic effects that are similar to sale leaseback transactions. SFAS 145 also amends
other existing authoritative pronouncements to make various technical corrections, clarify
meanings, or describe their applicability under changed conditions. The provision of SFAS 145
related to the rescission of Statement No. 4 shall be applied in fiscal year beginning after May
15, 2002. The provisions of SFAS 145 related to Statement No. 13 should be for transactions
occurring after May 15, 2002. Early application of the provisions of this Statement is
encouraged. The Company does not expect the adoption of SFAS 145 will have a significant
impact on its consolidated results of operations, financial position or cash flows.

e. Segment information

During 2001, the Company adopted SFAS No. 131 with respect to the information it presents
about its operating segments. SFAS No. 131 introduces a “management approach” concept for
reporting segment information, whereby financial information is required to be reported on same
basis that the chief operating decision-maker uses such information internally for evaluating
segment performance and deciding how to allocate resources to segments.

The Company has two reportable segments, Telecommunications Segment and Space
Segment. The Telecommunications Segment is comprised of domestic and international long-
distance, data communication and other services. Space Segment was is represented by the
Company’s satellite operations and provides transponders for radio —communication services
such as (1) network services; (ii) end-to-end telecommunications services; and (iii) transmission
of radio and television broadcasting. The Company’s chief operating decision-maker evaluates
performance of the segments based on revenues and operating income.

The Company began to evaluate separate financial information for the Space Segment in
connection with the incorporation of Star One on November 1, 2000 (see Note 1). Segment
information is being presented only for year 2001 because Star One commenced operations on
November 1, 2000. Prior to this date, the satellite business was an integrated unit of Embratel's
overall business operations, thus management had not analyzed this business on a stand-alone
basis. As a result, it is not feasible to obtain separate financial information for Star One for the
periods prior November 1, 2000.
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Information presented to management with respect to the performance of each segment is
generally derived directly from the accounting records maintained in accordance with Brazilian
corporate law.

Telecommunications
Segment Space Segment  Consolidated

Property, plant and equipment, net 7,380,647 467,766 7,849,429

Telecommunications

Income Statements Segment Space Segment  Eliminations Consolidated
NEL FEVENUE.....coiviii ittt 7,274,693 314,028 (127,765) 7,460,956
COSt Of SEIVICES.....oiiiiiiieiiiieeciie et (4,864,261) (207,182) 116,641 (4,954,802)
Gross profit 2,410,432 106,846 (11,124) 2,506,154
Operational eXPeNnSEesS..........ccevcveeeriiriniee e (2,521,444) (45,195) 14,289 (2,552,350)

Capital expenditures made by Embratel and Star One amounted to 1,446,259 and 18,749,
respectively, for the year ended December 31, 2001.
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f. Statements of Cash Flows

The following statements of cash flows are prepared on a Brazilian corporate law basis in

accordance with the presentation requirements of SFAS No. 95, “Statement of Cash Flows”:

Cash provided by operations-
Net income (loss)
Adjustment to reconcile net income to cash provided by operating
activities-
Depreciation
Amortization
Exchange and monetary gains/losses
Minority interest
Net loss on permanent assets disposal
Gain on sale of interest in subsidiary (Note 10)
Increase in allowance for doubtful accounts
Increase (decrease) in provision for contingencies
Increase in trade accounts receivable
Increase in deferred and recoverable taxes
Increase (decrease) in other accounts receivables
Increase in legal deposits
Increase (decrease) in payroll and related accruals
Increase in accounts payable and accrued expenses
Decrease in other current liabilities
Decrease (increase) in income tax and other taxes
Increase (decrease) in deferred income
Decrease in pension plan liability
Decrease in post-retirement plan
Increase (decrease) in other non-current assets and liabilities
Effect of the merger of Star One
Effect of the merger of Star One — minority interests
Prior year adjustments — Medical Assistance Plan

Cash flow from investing activities-
Additions to investments
Additions to fixed assets
Proceeds from sale of interest in subsidiary (Note 10)

Cash flow from financing activities-
Loans repaid
New loans obtained
Repurchase of shares
Sales of shares
Dividends paid

Increase in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year
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2001 2000 1999
(553,671) 577,090 411,631
998,368 856,804 733,341
40,596 - -
353,744 109,790 285,940
5,526 10,540 5,249
84,336 54,412 59,983
- (132,225) -
901,133 412,596 64,390
6,238 (6,635) 13,904
(377,176)  (1,425,495) (559,664)
(421,083) (192,582) (10,538)
(73,019) 4,200 13,619
(55,565) (132,870) (138,649)
(1,719) 34,149 (15,937)
164,039 168,524 268,109
(45,188) (7,981) 110,034
(198,989) 641,826 (204,122)
21,411 (94) (1,645)
104,616 (46,062) (50,197)
- - (74,521)
(53,609) 8,253 (10,442)
8,914 - -
27,221 - -
(191,050) - -
744,173 934,240 900,485
(17,270) (210,593) 2,264
(1,465,008)  (1,420,187)  (1,727,775)
- 265,534 -
(1,482,278)  (1,365,246)  (1,725,511)
(568,619) (578,165) (171,223)
1,712,118 1,228,265 638,738
(65) (5,047) (44,586)
374 2,838 3,781
(176,164) (151,675) (77,637)
967,644 496,216 349,073
229,539 65,210 (475,953)
422,614 357,404 833,357
652,153 422,614 357,404




2001 2000 1999

Supplemental disclosure of cash paid for-

Income and social contribution tax paid 90,671 79,296 44,836
Interest paid 229,646 107,485 86,121
Cash paid against provisions for contingencies 10,200 14,235 5,181

32. SUBSEQUENT EVENT
a. ILL Tax recovery

From 1989 to 1992 the Federal Government imposed a tax on profit distributions (ILL-Imposto
sobre o Lucro Liquido) that was levied regardless of whether there was an actual distribution to
shareholders. In this period, the Company regularly paid this tax in accordance with the
provisions of tax legislation. In 1996, in a specific lawsuit, the Brazilian Supreme Court ruled that
the ILL was unconstitutional, since undistributed profits do not represent a taxable event.

This decision created a jurisprudence, stimulating other taxpayers to go to court. In 1999 the
Company filed a lawsuit, and obtained an injunction in order to get a tax credit. This amount was
offset against the income tax that Embratel would have paid in May 1999 until July 2001. When
this offset was done Embratel, did not recognize this as revenue since it was still subject to
higher-levels judicial decision. In May 2001, the second judicial level (Tribunal Regional
Federal) further confirmed these procedures. In May 2002, the administrative Tax Court further
ruled that ILL recovery was not subject to Income Tax since its payment from 1989 to 1992 was
not treated as an expense. Considering that the Supreme Court is no longer accepting appeals
on this issue, the Company decided to recognize this income, amounting to R$193 million, in
2002 results.

kkkkhkkhkkkkhkkkk*k

F-73



