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Message from the Minister of Finance

The year just past was a landmark in the country’s economic history as it demonstrated that we
are much better prepared to cope with moments of in  tense world market turbulence. Despite
increased volatility on the international scenario, Brazil registered strong GDP growth in nine
consecutive quarters, closing with an average of ap proximately 4.5% in the last four years,
driven above all else by domestic demand. The uptic k in the pace of economic activity was
powered by high rates of investment, representing a signilcant qualitative structural change in
the dynamics of GDP, compared to other periods, as the economy managed to achieve longer
periods of prosperity without having to face the bo  ttlenecks of the past. Domestic credit grew at
a dizzying pace during most of the year, generating signilcantly higher consumption of durable
goods and providing market access to population gro ups that were unable to achieve favorable
payment conditions in the past. More specilcally, income distribution in Brazil has changed
sharply in recent years, as the so-called “class C” expanded to the point of becoming the largest
of the !ve existent income classes. This represent s millions of new consumers integrated into
society, further strengthening the positive outlook for the future.

Starting in September, the crisis that had exploded overseas intensiled and its effects in
Europe and in the USA became evident, gradually propagating to the emerging market
economies. In Brazil, events took on a very specilc form, quite different from the crises
that hit the country in the past. Initially, credit operations diminished and exchange rates
"uctuated, as is natural to the "oating-rate system, as a mechanism to absorb changes in
foreign currency "ows. In the second stage, despite the consensus that economic activity
will be forced to cope with the diflculties in coming periods, expectations are that the
process will be considerably smoother in Brazil than in other countries. Despite this, the
government has acted timely and with pragmatism to deal with future challenges.

These results are the fruit of continued maintenance of a responsible and consistent
economic policy that has made it possible to achieve record job openings in the formal
economy. The country’s vulnerability has been sharply reduced due, to a great extent, to
improvement in the public debt prolle, as demonstrated by the evolution of composition
indicators and average maturities as demonstrated in this report. Moreover, the strategy of
accumulating international reserves carried out in recent years was successful in protecting
Brazil from international shocks over the course of the year and will continue to do so in the
coming months. There is no doubt whatsoever that Brazil is in a much better position to
traverse this period of turmoil that became even more accentuated as of the nal quarter
of 2008. Doing its part, the government will maintain a prudent and attentive attitude to
any imbalances generated by the crisis, always with a view to the long-term horizon and to
the opportunities that will certainly arise once this period is behind us.

Guido Mantega
Minister of Finance



/
QTESOURONACIONAL PREFACE

Message from the National Treasury Secretary

The Annual Federal Public Debt Report 2008 is an important instrument both for monitoring
National Treasury public debt management and enhancing the transparency of its actions.

With deterioration of the external scenario, the year under analysis was a major challenge
to Brazilian public debt management. At the same time, however, it demonstrated the

success of the Irm stance adopted by the government in the !scal and monetary sectors,
coupled with eflcient public debt management. Brazil's effort was recognized and, even

during the period of turbulence, international rating agencies raised the nation’s position to

investment grade, meanwhile the ratings of other countries were downgraded. Obviously,
this had the effect of ensuring increased credibility to the country.

As regards the Federal Public Debt, the National Treasury managed to achieve signilcant
progress. Relnancing risks were attenuated as the share of the debt maturing in 12 months
dropped from 28.2% in 2007 to 25.4% in December 2008, at the same time in which the
average debt maturity was lengthened from 39.2 months in December of the previous year
to 42.0 months at the end of 2008. Aside from this, the Net Public Sector Debt closed at its
lowest value since 1998 as a proportion of GDP.

The National Treasury also continued its effort to diversify the investor base, as the Treasury
Direct program, which sells government bonds to retail investors over the Internet, set
new records in terms of the number of participating investors and sales volume. Moreover,
measures taken with the objective of enhancing public debt management transparency and
of stimulating the secondary public security market were quite successful.

It is with a sense of satisfaction that | present this 6 ™ edition of the Annual Federal Public
Debt Report, dealing with the progress achieved in the past year in management of the
Federal Public Debt - FPD, viewed in the context of the guidelines set out previously in the
Annual Borrowing Plan, coupled with evolution of the scenario over the course of 2008. The
text is split into three sections. The !Irst one describes macroeconomic scenario evolution
throughout the year with emphasis on the most important events for the public debt. The
second section presents results reached in the light of the strategies adopted over the year.
Finally, the third one describes the institutional advances reached in the period.

Arno Hugo Augustin Filho
National Treasury Secretary
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EVOLUTION OF EXPECTATIONS IN 2008

In a year marked by intense volatility in global Inancial asset prices, deterioration of the
external economic scenario and greater risks of domestic in"ation were the major factors
that contributed to deterioration of the Brazilian interest curve in 2008, compared to
previous years.

In early 2008, the pace of growth in domestic demand continued robust, reinforcing fears
that in"ation could stray from the target path, despite rising investments. At the same
time, the trend toward growth in food prices, partly as a result of rising commodity prices
on international markets, also contributed to the risk of materialization of an adverse
domestic in"ationary scenario.

Externally, the slowdown in economic growth among the advanced countries (particularly
in the USA) consolidated. Nonetheless, with successive increases in oil and commodity
prices, the risks of world in"ation remained signilcant, expanding the challenges faced by
monetary policy.

The uncertainties rooted in the extent and magnitude of the American mortgage crisis and
its impact on !nancial institutions in the USA and Europe accentuated !nancial market
volatility and risk premiums, with consequences for the prices of Brazilian Inancial assets.
The worsening of the external economic scenario was the major source of pressure on the
domestic interest rate curve during the course of the year.

In the Irst two months of the year, the cutback of 125 b.p. in the Fed Fund rate adopted by the
FOMC (raising the basic interest rate in the USA to 3% per year), coupled with approval of the
American !scal stimulus package and release of mor e conservative than expected minutes of
the January Monetary Policy Committee (COPOM) meeting had the impact of improving foreign
investor moods in the period. Betting on new FOMC c utbacks in Fed Fund rates and expectations
of the upgrading of Brazil's rating to investment g rade generated expansion in purchases of
domestic securities by foreign investors. The resul t was a falloff in interest rates in the longer
vertices of the domestic interest curve.

Graph 1 - Interest Curve — January and February
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In March, the diflculties generated by the impacts  of the subprime crisis on various important
United States and European 'nancial institutions ( such as the Carlyle Capital fund and the
Bear Sterns investment bank) led the world’s major central banks to announce rescue plans for
their Inancial systems. Despite this, doubts remai ned regarding the health of these systems,
since the 'nancial losses provoked by the American mortgage crisis were signilcant. Aside
from the worsening of the external situation in Mar ch and growth in risk aversion, various
news in Brazil had the effect of increasing the int erest rate curve in the month. Another
event taken place in the period was the announcemen t of levying of the IOF (tax on Inancial
operations) on foreign investments in !xed-rate se curities. At the start of the month, the
Copom meeting demonstrated that the Committee’s con cerns with in"ation had deepened,
contributing to opening of shorter term interestra  tes.

Graph 2 - Interest Curve — February and March
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Fears that inflation in international commodity pri ces would be passed through to
domestic prices, coupled with uncertainties regardi ng the cycle of upward movement
in the Selic rate, led to even greater volatility i n the interest curve in April, May
and June. The increase of 50 b.p. announced at the April and June Copom meetings
exerted added pressure on the shorter vertices of t he interest curve, at the same
time in which announcement of higher rates of curre nt inflation and deterioration in
inflationary expectations contributed to increasing mid-portion rates. Despite the fact
that the upgrade to investment grade !by such rating agencies as Standard & Poor’s
(S&P) in April and Fitch Ratings and the Dominion Bonds Ratings Service (DBRS) in May,
had temporarily attenuated this movement, the impro vement was not sufficient to
avoid an upward shift in these rates in the followi ng months.

'Refers to long-term foreign currency bonds. Long-t erm domestic debt bonds had already been raised to investment grade by S&P as of 2007.
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Graph 3 - Interest Curve — March and June
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In July and August, announcement of negative economic activity indicators in the more advanced
countries worsened fears of a slowdown in global gr owth, forcing international commaodity prices
(including oil) downward and pushing the dollar upw ard. In domestic terms, investor conldence in
the evolution of the local economy avoided that hik es of the dollar against international currencies
took place against the Brazilian Real in the period under analysis, thus avoiding the imminent risk
of in"ation. Simultaneously to this process, the  dynamics of the rise in perishable food and service
prices indicated that domestic factors were exertin g pressure on local in"ation. Consequently,
Copom accelerated the pace of Selic rate rise, intr oducing a 75 b.p. increase during its meeting
held at the end of July. Announcement of the more ¢ onservative approach stimulated the opening
of shorter rates in the Brazilian interest curve in  July and August, at the same time in which rising
suspicions of a possible contagion of the domestic economy by the international crisis resulted in a
reduction in the rates at the longest point of the  curve.

Graph 4 - Interest Curve — June, July and August
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In September, worsening real estate and financial p roblemsinthe USA (including federal
intervention in the real estate financing companies Fannie Mae and Freddie Mac and
the Lehman Brothers bankruptcy), led the US Treasury to propose the creation of a
fund to absorb high risk liabilities of financial i nstitutions and ensure the liquidity of
assets backed by mortgages. Nonetheless, the Congress rejected this initial proposal
forwarded by the executive, generating a situation of enormous stress in world
financial markets at the end of September. In this scenario of a worsening financial
crisis, downward revisions of economic growth proje ctions and continued relatively
high short-term inflation risks, the FOMC opted for maintaining the Fed Fund rate at
2.0% per year. Worsening of the external scenario and investor pursuit of liquidity
resulted in elimination of leveraged positions thro ughout the world, generating strong
sales of risk assets and appreciation of the United States dollar.

Graph 5 - Interest Curve — August and September
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As a matter of fact, this international investors m ovement, coupled with growth in
demand for traditional American and British high li quidity bonds and extreme levels of
risk aversion, provoked strong deterioration in ris k perception indicators of the emerging
economies, with high levels of volatility in their  asset prices. However, Brazil found
itself in a situation in which investors began trea ting its bonds in a manner similar to
the treatment accorded countries with historically  better risk ratings, as demonstrated
in the ve-year credit default swap (CDS 2) indicator.

2The CDS is an important measuring rod used to demonstrate investor preference as regards the cost of new issuances, frequently used to mark allocation
positions.
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Graph 6 - Five-Year CDS: Brazil, Mexico, South Africa and Russia
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Here, one should mention that, in the case of Brazi |, doubts were raised toward the end of
September regarding the 'nancial health of various companies, following the announcement that
several had suffered large 'nancial losses as a re sult of foreign exchange (FX) market operations.
However, it was found out that the number of compan ies involved was much smaller than initially
thought in such a way that, on October and November , the market adjusted to FX-rate changes,
as several companies managed to mitigate their loss es.

In Brazil, in"ationary risks remained high in Sept ember: (i) activity indicators revealed heated
demand; (ii) despite of the slowdown at the margin, price indices continued to point to in"ation
somewhat different from that de!ned by the target  for the year; and (iii) the international
crisis brought added pressures on exchange rate, raising the risks of a positive passthrough?.
Despite these risks, Copom concerns at the possibility of an even greater downturn in local
economic activity worsened, since the impact of the international crisis had begun to affect the
domestic credit supply. This was re"ected inthe d ivision evident among Copom members at the
September meeting with respect to the magnitude of the Selic rate increase *.

Passage of the North-American !nancial sector resc ue package in early October was not enough
to curtail generalized 'nancial market panic. In  order to curb the impacts of the nancial
crisis on the real economy, several central banks a dopted joint cutbacks in basic interest rates
at the start of the month. Later on, in order to re  solve the problem of liquidity shortages
caused by strong risk aversion, several monetary authorities announced operations designed
to inject greater liquidity into the !nancial syst  ems of their countries and to stimulate their
economies. Here, one should highlight the European Union’s 'nancial assistance plan, which
resulted in some degree of momentary relief from ma rket pressures.

The continued decline in international commodity prices accentuated risks to the Brazilian
trade balance surplus in the second half of the year. Aside from this, foreign investor "ight

in pursuit of lower risk assets had the impact of deepening the process of devaluation of
the nation’s currency against the United States dollar: in the period extending from August

Slmpact on in“ation through cost transfers given by  exchange variations.

“Three members of Copom voted for a 50 b.p. increase , arguing that the signs of a downturn in the econo mic activity of the more advanced economies, fallin g commodity
prices, the consequences of the loss of Inancial | everage on credit conditions and the lag in the eff ects of monetary policy would have benelcial impli  cations on the Brazilian
in“ationary scenario. However, the other 've mem  bers of the Committee concluded that, despite the n - egative outlook for world economic growth, the risk s to the in“ation-
ary scenario had not yet shown suflciently convinc ing improvement. In this context, these members of  Copom judged that a Selic rate increase of 75 b.p. would be more

appropriate.
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4 to October 22 the R$/US$ exchange rate spiraled from 1.562 to 2.380, corresponding to
52.4% devaluation in the period. The sharp rise in the dollar led the Central Bank of Brazil
to intervene in the exchange market in October and November, mainly through regular
currency swap operations, currency sales and line operations. Another way of dampening
exchange market volatility was establishment of a dollar for real swap line with the United
States Federal Reserve in the amount of US$ 30 billion, valid until April 30, 2009, restricted
to just four emerging countries °. In the credit market, BACEN adopted various measures
aimed at releasing reserve requirements and rebuilding system liquidity.

In October, despite indications thatthe pace ofec onomic activity remained strong, cutbacks
in domestic credit and declining business and consumer con!dence in the performance
of the economy in the following months increased th e risk of even stronger deceleration
in the Brazilian economy. As regards in"ation, if , on the one hand, the outlook for lesser
economic growth and the downward tendency in intern ational commodity prices pointed
to a more benign scenario in the future, on the oth er hand, sharp devaluation of the real
against the dollar generated pressures in the oppos ite direction. In view of the profound
uncertainties of this scenario, Copom decided to ho Id the Selic rate stable at 13.75% at
its end-October meeting.

Graph 7 - Interest Curve - September and October
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In the !'nal two months of 2008, the more advanced economies had to cope with severe
slowdowns in the pace of activity of their domestic economies, at the same time in
which their major in"ation indices pointed toward lower and even negative rates, as a
result of the sharp drop in commodity prices. Int he emerging market economies, the
impact of the negative effects of the crisis result ed in stronger than initially expected

deceleration in major economic indicators. In this framework, world monetary policy

intensiled its expansionary stance, with reduction sininterestrates eveninthe emerging
market economies. In the case of the USA, the FOMC met in December and decided to

SBrazil, Mexico, South Korea and Singapore.



/
QTESOURONACIONAL EVOLUTION OF EXPECTATIONS IN 2008

reduce Fed Fund rates, de!ning an interval between 0% and 0.25% for the rate. On the
Iscal side, governments made it very clear that th ey would take the measures required
to smooth the decline in economic activity. With t his, several new economic stimulus
packages were announced.

In Brazil, the 'nal two months of the year were marked by announcement of current in"ation
indices below those estimated by the market and economic data indicating a downturn in
the level of activity. As a result of these !gures, market analysts placed their bets on the
possibility of the Selic rate shifting into a downward trajectory as of January 2009. The fact
that Copom publicly announced that it had discussed the possibility of a 25 b.p. reduction
in the Selic rate at the year’s Inal meeting contributed to market perceptions in relation
to the Selic trajectory, even though the Committee decided to maintain the rate at 13.75%
per year, while con!rming that its members were deeply concerned with the slowdown in
the pace of local economic activity. With this change in the domestic economic scenario,
improvement in foreign investor risk perceptions regarding the peak of the international
Inancial crisis contributed to a cutback in the risk premiums of the Brazilian domestic
interest curve and a considerable cutback in rates, both in the shorter vertices as well as in
the longer vertices, as shown in graph 8.

Graph 8 - Interest Curve - October, November and December
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5The Federal Reserve Bank announced a US$ 800 billia package to shore up markets, expanding the availa bility of credits and reducing loan costs. Inthe European
Union, the stimulus package came to €200 billion, t argeted to the automotive, transportation and commu nications industries. Japan announced a package total-
ing 27 trillion yens in incentives, through tax cut s and measures taken to stabilize nancial markets . China released a new package worth up to US$ 586 billion,

to be channeled into public works (construction of railways, highways, waterways, etc.). South Korea announced a US$ 11 billion package, including tax cuts and
increased public investments designed to drive econ omic growth.
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Il. RESULTS ACHIEVED AND ADVANCES IN DEBT MANAGEMENT

The FPD (Federal Public Debt) management aims at minimizing long-term !'nancing costs,
ensuring maintenance of prudent risk levels and contributing to the well functioning of
the public bond market

In this framework, the Annual Borrowing Plan - ABP 2008 followed these guidelines: i)
lengthening of the average FPD maturity and reduction in the percentage of FPD maturing in
12 months; ii) gradual replacement of "oating-rate bonds by !xed rate and in"ation-linked
bonds; iii) improvement in the external liabilities prolle; iv) stimulus to the development

of forward interest rate structures for federal public bonds on the domestic and external
markets; and v) broadening of the investor base.

In keeping with these guidelines, but with an attentive eye on !nancing conditions affecting
the public bond market, the National Treasury delned a series of targets for FPD indicators
in the 2008 ABP (partially revised in August 2008; see box I). As will be discussed further on,
these targets were achieved, particularly with regard to the lengthening of maturities and
cutbacks in the percentage of debt maturing over the short-term (up to 12 months).

Box | - ABP Revision in 2008

Given the objectives and guidelines of public debt management, the National Treasury
formulates its borrowing strategy every year, incor porating a variety of issuance possibilities
developed under the analysis of alternative scenari 0s. This process leads to establishment
of upper and lower limits for the major FPD indicat ors. However, particularly in 2008, the
National Treasury had to reassess some of the premises of its short-term FPD strategic
planning, resulting in revision of the upper and lo wer limits for outstanding FPD from R$
1,480 billion to R$ 1,540 billion to a level of R$ 1,360 billion to R$ 1,420 billion; while
altering the share held by !xed-rate bonds from 35 9% to 40% to a level of 29% to 32%; and
the share of "oating rate bond from 25% to 30% to a level of 31% to 34%.

This review was justiled by several factors. Thou gh, on the one hand, one notes the
worsening instability of the international scenario  over the course of the year and its effects
on domestic 'nancial markets, one must also recogn ize, on the other hand, the robustness
of the major economic indicators, particularly the  signilcant !scal surpluses that made it
possible to manage FPD with greater "exibility. As ide from this, it is important to emphasize
that, though the National Treasury implements plans and analyses based on the stress
conditions of the nancial market, the interval pr  oposed for FPD indicators in borrowing
plans normally considers only forecasts based on normal market conditions, without giving
undue attention to situations of remarked instabili ty, such as those occurred during the
course of the year, particularly in the second half of 2008. Otherwise, the de!ned limit
would not have fulllled its role of enhancing fore  seeability for economic agents.

It should be stressed that the alternative decision of not announcing the revision of new
indicative limits for the 2008 ABP would force debt management to pursue the previously
established limit. The success in the adoption of t his solution would more than likely result

in higher Inancial costs for the National Treasury over time, mainly as a result of higher

premiums paid to those seeking !xed-rate securitie  s. In moments of volatility in the rates
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of these bonds, the market tends to raise the premi ums charged as a consequence of the
uncertainties involved in their pricing, aside from  preferences for liquidity. Since the average
maturity of Ixed-rate bonds has also increased in recent years, acceptance of abnormal rises
in premiums would result in propagation of this add itional cost over several periods.

However, even though the National Treasury may be p repared to pay additional
premiums in order to increase issuance of !xed-rat e securities, this would be a high
risk strategy. On validating interest rate increas es in moments of instability and
simultaneously raising the supply of these securiti es, the National Treasury would
amplify losses in public bond portfolios due to dev aluation of these securities and,
at the same time, would further exacerbate current !nancial market volatility. In
terms of adverse effects, demand for public securit ies would decline, generating new
increases in premiums and feeding the vicious circl e. Finally, the result pursued by
debt management would not be achieved in the short- term, while the diflculties
involved in reaching it over the medium-term would become even harsher.

Another possibility would be to follow a more respo nsible line of action in the sense of
not pursuing short-term objectives at any cost, but rather to decide not to announce
new indicative limits and, at the end of the year, simply justify noncompliance with
the limits set out in the ABP. This alternative was discarded because it would resultin a
loss of credibility regarding the National Treasury ’'s commitment to the targets de!ned
in the ABP which, since 2001, has consolidated its position as the major mechanism of
communication of Federal Public Debt 'nancing stra tegy to society. Aside from this,
and even more importantly, based on the original ta rgets, market agents operating with
federal public bonds were capable of projecting the required issuance of Ixed-rate
bonds required to achieve the goals of the 2008 ABP, determining that the additional
volume that would have to be offered was suflcient ly high to generate even greater
Inancial instability. In this sense, the announcem ent of new indicative targets signaled
that the National Treasury would act with caution, avoiding possible pressures that
could provoke increases in risk premiums.

In this way, with the signilcant and unexpected sh ocks that occurred in 2008, the National
Treasury sought to act timely to reestablish credib le baselines for short-term debt policy,
while assuring transparency and foreseeability toi nvestors, dissipating pressures on the prices
of the major instruments of public Inancing. Int  his way, the National Treasury performed its
role of ensuring the smooth operation of the public bond market, while further strengthening
its credibility with respect to the commitments de!  ned in each Annual Borrowing Plan.

Strategy and its implementation
Domestic Debt

The basic principles of National Treasury domestic market !nancing strategy for 2008 were
centered on the following points:

I. Fixed-rate bonds: a) increase in the share of LT N and NTN-F in the overall volume of
outstanding federal public debt in 2008; b) mainten ance of issuances of !xed-rate securities
with LTN benchmarks with maturities of 6, 12 and 24 months and NTN-F with maturities of 3, 5
and 10 years;
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ii. In"ation-linked bonds: a) increase in the shar e of NTN-B in the overall outstanding
federal public debt in 2008; b) issuance of securit ies with benchmark maturities of 3, 5,
10, 20, 30 and 40 years; and c) borrowing strategy did not included issuance of NTN-C;

iii. Floating-rate bonds: a) net redemptions of LFT over the course of the year;
iv. contingent liabilities: securitization of R$ 3.25 billion in CVS securities  ’.

While the National Treasury followed its basic stra tegy guidelines, debt management did assessed
current domestic market conditions as can be observ ed in graphs 1 to 8, which resulted in
decisions that were re"ected in a low percentage o f relnancing of securities maturing in 2008.
Net FPD redemptions totaled R$ 132.6 billion, as th e percentage of rollovers reached 71.4% of
maturities in the year.

More specilcally, net redemptions of Ixed-rate bo nds totaled R$ 99.1 billion. Issuances
reached R$ 140.3 billion, against redemptions of R$ 239.4 billion, posting a relnancing
percentage of 58.6%. It is worth noting that, over the course of the !Irst six months of the
year, the in"ationary pressures that arose, couple d with increased external market volatility
particularly in the second half of the year, contri  buted to growth in the dispersion and level
of rates on Ixed rate bonds. This situation led th e National Treasury to reduce issuances, as a
way of minimizing pressures and excess risks in that market. In this way, the conldence and
liquidity of these bonds were preserved and they ar e currently the major instruments used in
National Treasury !nancing operations.

Issuances of "oating-rate bonds totaled R$ 118.5 b illion. In this case, redemptions were
greater, reaching R$ 126.1 billion. As aresult, n et redemptions came to approximately R$ 7.6
billion, resulting in a relnancing percentage of 9  3.9%.

As regards in"ation-linked bonds, issuances totale d R$ 66.2 billion, with redemptions
of R$ 68.4 billion. As a result, net redemptions ca me to R$ 2.2 billion, resulting in a
re!lnancing percentage of 96.6%.

As the external 'nancial market became more instab le in 2008, the National Treasury adopted

a more "exible approach to FPD management, made po ssible by large !scal surpluses and the
debt liquidity cushion. These elements resulted in  an indirect cost savings for the FPD, since the
National Treasury was able to avoid the need for ! nancing in less favorable conditions, at the

same time in which new issuances could have introdu ced unnecessary additional pressures into
the public bond market.

In order to illustrate this, graph 7 of section | p  rovides a detailed description of the behavior of
future interest as an important reference forthe s econdary domestic !xed rate bond market. In
October, interest rates with various maturities spi - ked, in some cases rising by more than 400 basis
points compared to the same maturity in February of the same year. A similar effect occurred
in the in"ation-linked bonds curve, particularly w ith regard to reference points between 3 and

5 years. At the same time, bank deposit certilcate s (CDBs) for institutions with relatively low
risk levels were being negotiated at more than 100% of the CDI, the basic reference used by
that market. In light of the abrupt and unexpected change that occurred in market parameters,
this combination of stylized facts shows the true i mportance of the National Treasury strategy
adjustment implemented in the year.

’Securities issued by the National Treasury in the f ramework of renegotiation of debts originating int he Wage Variation Compensation Fund - FCVS, remaing from
liquidation of housing !nancing contracts.
8Aggregate balance of budget and Inancial sources, the resources of which are earmarked exclusively to payment of the Federal Public Debt — FPD.
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Graph 9 - Issuances, Redemptions and Net Issuance
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For the Irst time since the ABP was initially publ ished in 2001, the limits of National Treasury
actions for 2008 were expressed solely in terms of FPD. What made this possible was enhanced
integration between debt management in the last few years and recent reductions in the
external debt. Aside from this, it re"ects the und erstanding that the National Treasury has
an integrated and consolidated vision of the entire public debt and not only of specilc
components of that indebtedness. However, in order not to jeopardize the transparency of
public debt statistics, speci!c information on the = DFPD (Domestic Federal Public Debt) and
EFPD (External Federal Public Debt) is still released in the Monthly Debt Report °.

External debt

In terms of external market operations, 2008 ABP strategy is based on the following
points:

i. Continuation of operations of a qualitative natu re on the international market, aimed at
consolidating the external interest curve;

ii. Continuation of the early redemption program, with due consideration of market
conditions; and

iii. total issuances in dollars in 2008 no greater than EFPD maturities of principle, including
early public debt buybacks.

Considering these policy guidelines, together with  international market conditions then current in
2008, the National Treasury carried out just one ex ternal operation, reopening the Global 2017,
registering the lowest historical rate of interest ~ ever paid for 10-year Brazilian bonds in dollars, a n
important reference point on the interest curve.

9The Monthly Federal Public Debt Report is a document released by the National Treasury Secretariat and can be found at
http:/Aww.tesouro.fazenda.gov.br/english/hp/public _debt_report.asp.
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Box Il - Deal of the Year

On May 7th, the National Treasury carried out the second reopening of the Global 2017
bond, the 10-year external market reference bond. The operation had a spread of only
140 basis points above North-American Treasury bond, with maturity in January 2017 and
the yield at issuance, 5.299% per year, represented the lowest funding cost ever obtained
by a Brazilian bond on the external market. The total value of this bond on the market
reached US$ 2.55 billion, including this 'nal issuance amounting US$ 525 million.

It is important to stress that, re"ecting investor interest in this bond, demand was
signilcantly greater than supply. At the same time , the investor base, split among the
United States, European and Asian markets, was larger and more heterogeneous than in
past operations, an aspect that is very positive fo r the Republic. Finally, the concession
price to the secondary market was lower than that p racticed by several issuers at that
time. This operation was the !rst one to be carri  ed out after the country had received the
investment grade credit rating from a major interna tional rating agency.

Emerging Markets considered issuance of Global 2017the “Deal of the Year - Latin
America” or, in other words, the best Latin America n sovereign issuance in 2008.
Emerging Markets is a periodical publication put ou t by the Euromoney Institutional
Investor, one of the world’s most respected provide rs of !Inancial information. This
publication includes editorials with contributions  from renowned leaders in the
developing economies, Euromoney news items, together with information gleaned
from Inance ministries, central banks, academic ce nters, bankers and economists.

The operation also received the award “Latin Americ a - Bond of the Year”, granted by the
International Finance Review - IFR. The IFR has been a consolidated source of information
for approximately 30 years, offering technical anal yses and comments to !nancial market
decision-makers. This award was announced in December and placed Brazil in a position
of importance in relation to other issuers on the i nternational stage.

This result was in tune with recent measures taken by the National Treasury involving the external
debt, since reopening rates have been systematicall y lower than those obtained in previous
placements. Moreover, the low cost of these operati ons re"ected improvements in the country’s

macroeconomic fundamentals, particularly as regards the public debt prolle. These advances
were clearly recognized in 2008 when the country wa s granted investment grade rating.

Box III - Brazil receives investment grade

In 2008, Brazil's long-term external debt was given investment grade rating by two of the
major risk rating agencies. Standard & Poor’s raise d the country’s rating on April 30th,
followed by Fitch Ratings on May 29th. Despite the fact that Brazil was already considered
investment grade with respect to its domestic debt (representing more than 90% of the
federal public debt), the classilcation used as re ference to delne the degree of “risk” of
the issuer is the external debt. Therefore, itist his rating that acts as a “signal” upon which
many investors base their decisions when discussinginvestments in a specilc country 2°,

19The Japanese risk rating agencies JCR and R&L and e Canadian agency Dominion (DBRS) granted Brazilrivestment grade ratings in June 2007, April 2008 and
May 2008, respectively.
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Table 1 - Brazil's Risk Rating Track Record

Brazil 2004 2005 2006 2007
SEP  Br BB- BB- BB BB+ | BBB-
Fitch B+ BB- BB- BB BB+ BBB-

| Moody's B2 B1 Ba3 Ba2 “'Bat Bai

Fonte: Agéncias de Rating

The ratings granted by credit rating agencies re"e ct their opinion on a sovereign
government’s capacity and willingness to timely hon or in full its debt obligations.
A country classiled as investment grade is conside red to have a low level of risk
associated to its assets, allowing it to obtain bet ter Inancing conditions due to lower
funding costs. Investment grade status benel!ts not only the country’s public sector by
generating increased demand for government bonds on the part of large institutional
investors subject to regulatory restrictions on inv estments in countries that have not
obtained this rating, but also its private sector, since sovereign ratings are used as a
reference for private ratings.

The fact that a country obtained investment grade ratings re"ects a series of factors,
including consolidation of sound macroeconomic fundamentals. The classilcation also
stands out as a watershed in terms of public policy, since it clearly re"ects the maturity
attained by Brazilian institutions and the country’s political structure. Having achieved
the investment grade rating status, Brazil is now recognized by the international
community as an active member of the restricted group of countries implementing
solid economic policies in a responsible manner. Granted in a moment of profound
international uncertainty, this classi!cation ratiled Brazil’s position as one of the most
important destinations for the resources of those investors seeking security in their long-
term investments, which, in itself, is a factor that further strengthens the trend toward
continued and sustainable economic growth.

Graph 10 - Zero Curve! - Global and Euro
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Hinterest curve or the interest rate forward structu  re for zero coupon factors or, in other words, inte  rest curve for the securities structure without cou  pon payments.
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Section 1 discussed how foreign investors reacted to the credit crisis that originated in
the USA and how its effects were re"ected in the CDS of several countries. As a matter of
fact, CDS are derivatives commonly used to express investors’ appetite in terms of their
exposure to the sovereign bonds of various issuers. As already mentioned, various emerging
economies directly comparable to Brazil increased their spreads signi!cantly. Viewed from

a different angle, this demonstrates the market’s reduced propensity to invest in new
issuances particularly in the period between September and December.

Box IV - Early Redemption Program

In 2008, the National Treasury continued the extern al debt bonds Early Buyback Program,
designed to improve the prolle of the sovereign ri sk curve on the external market. Initiated
in 2007+, the program consists of buybacks of sovereign bonds that distort the interest curve,
thus strengthening benchmark points. Over the cours e of the year, buyback operations totaled
US$ 1.5 billion in 'nancial value (US$ 1.1 billion at face value). The table below shows total
buyback operations and the remaining outstanding va lue of each security.

Table 2 - Results of Early Buyback Program — US$ thousands (2008)

Buyback in Outstanding in
Asset 2008 Dec/08

BROSN 0 582,344
BRO8 0 974,002
BROSF 0 256,128
BRO9 5,000 1,000,226
BR10 16,140 412,691
BR10ON 35,500 806,767
BR11 0 666,557
BR12 0 889,689
BR13 25,000 1,014,348
BR14 35,000 759,607
BR15 29,000 1,740,383
GLOBAL |BR17 0 1,980,537
A Bond 213,364 3,448,906
BR19 23,200 1,309,330
BR20 17,528 665,687
BR24 21,650 1,795,046
BR24N 9,602 690,669
BR25 61,000 1,800,927
BR27 136,850 2,649,761
BR30 49,590 794,621
BR34 130,893 2,276,097
BR37 0 2,488,304
BR40 342,000 3,710,311
Face Value - Total (US$) 1,151,317 32,712,938

Source: National Treasury
Note: Outstanding Global bonds denominated in US$.

Since 2007, buyback operations have totaled US$ 8.5 billion in Inancial value (US$
6.5 billion at face value), re"ecting withdrawal o f approximately 16.7% of the overall
volume of outstanding global bonds from the market.

2In the period extending from January to December 20 06, the Program was conducted in the framework of t he National Treasury external borrowing strategy ex -
ecuted by the Central Bank operating desk. The Pro gram focused on securities maturing through 2010, a limit later extended through 2012. Since January 2007,
the Program has been executed by the National Treas ury external debt operating desk and includes all b onds on the sovereign interest curve, independently of
their maturity.



_~
QTESOURONACIONAL RESULTS ACHIEVED AND ADVANCES IN DEBT MANAGEMENT

The reduction in the "ow of interest to be paid through 2040 as a consequence of the
Early Buyback Program reached US$ 2.3 billion®at current values. With early buyback of
these securities, the volatility of the FPD service was mitigated, thus diminishing both
relnancing and market risks, while also generating improvement in the prolle of the
curve as a result of withdrawal of securities with high nominal value.

Graph 11 - Security Payment Flow before and after Repurchases (2008)
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Note: Principal and interest are considered in the US$ denominated Global bonds.

Table 3 - Sovereign Issuances

Security Issuance Date Settlement Date R Maturity Yield Spread ' E{MBI BR_ at
1ssuance

oba 1] 0/06 ] , OO U years ok Q B0
Euro 2015* 01/30/06 02/03/06 362 9 years 5.45% 185° 262
Global 2037 03/16/06 03/23/06 500 30years 6.83% 204 225
Global BRL 2022 09/06/06 09/13/06 743 15 years 12.88% = 218
Global BRL 2022* 10/05/06 10/13/06 m 15 years 12.47% - 228
Global 2017 11/07/06 14/11/06 1,500 10 years  6.25% 159 212
Global BRL 2022* 12/04/06 12/11/06 346 15 years 11.66% - 224
Global 2037* 01/23/07 01/30/07 500 30years 6.64% 173 185
Global BRL 2028 o2/07/07 02/14/07 715 20 years  10.68% = 186
Global BRL 2028* 03/20/07 03/27/07 361 20 years 10.28% - 186
Global 2017* 04/03/07 04/10/07 525 10 years  5.89% 122 164
Global BRL 2028* 05/10/07 05/17/07 389 20 years  B.94% = 154
Global BRL 2028* 06/19/07 06/26/07 393 20 years  B.63% 143
Global 2017** 05/07/08 05/14/08 525 10 years  5.29% 140 204
Total Issued 8,161

Source: National Treasury

1 In basis points (local currency), measured at the issuance day
2 Spread/Libor

* Reopening

Evolution of FPD indicators
Table 4 allows one to assess the evolution of the major FPD indicators over time and, more

specilcally, analyze the results obtained in 2008. Here, it is important to highlight that
virtually all of the short-term targets de!ned by FPD management were achieved *

3Considering only buybacks made in 2008.
Mt is important to stress that the National Treasur y released its revised Annual Borrowing Plan in August 2008. For more detailed information, see box | .
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Table 4 - Federal Public Debt - FPD Results

Indicators Dec-03 Dec-04 Dec-05 Dec-06 Dec-07 Dec-08 X AEP-?DOB'T
Minimum Maximum
Stock of FPD held by the public (RS bn) 965.8 1,013.9 1,157.1 1,237.0 11,3338 11,3973 1,360 1,420
Average Maturity (months) 39.0 35.3 333 35.5 39.2 42.0 42 46
% Maturing in 12 months 30.7 39.3 36.3 32.4 28.2 25.4 24 27
Share of FPD
Fixed Rate (%) 9.5 16.1 23.6 0.9 35.1 29.9 29 2
Inflation Linked (%) 10.3 11.9 131 19.9 241 26.6 25 29
Floating Rate (%) 46.5 43.7 43,9 33.4 30.7 32.4 3 34
FX Linked (%) 32.4 24.2 17.6 12.7 8.2 9.7 7 9
Others (%) 1.4 2.1 1.8 2.0 1.9 1.4 1 3

Source: National Treasury
*2008 revised ABP

Outstanding debt

In 2008, the outstanding volume of FPD grew 4.7% in nominal terms, shifting from R$ 1,333.8
billion, in December 2007, to R$ 1,397.3 billion in December 2008. The latter !gure was
quite close to the minimum limit de!ned by the revised 2008 ABP (R$ 1,360.0 billion).

The main reason underlying less-than-expected growt h in the outstanding volume of
FPD is that the volume of issuances in 2008 was below the minimum forecast in the
2008 ABP. As already stated in this report, market conditions were responsible for this
reduction.

In more specific terms, the outstanding EFPD increa sed 21.7%, moving from R$ 108.8
billion in December 2007 to R$ 132.5 billion in Dec ember 2008. Basically, this increase
in the value of the debt expressed in domestic curr ency is explained by appreciation
of the dollar against the Brazilian Real in the sec ond half of the year. This effect was
offset by the fact that the volume of maturities of = sovereign bonds and contractual
liabilities was greater than that of new issuances and contracting operations. For this
reason, analysis of the external debt in dollars in dicates a reduction of 8.5%, dropping
from US$ 62.0 billion at the end of 2007 to US$ 56. 7 billion at the end of 2008. Mention
should also be made of the impact of the Early Rede mption Program involving EFPD,
with redemptions of US$ 1.1 billion in 2008.

Graph 12 - Outstanding FPD
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Average Maturity and Average Life

Among the advances achieved in terms of the Brazili an debt prolle, particular mention should
be made of lengthening of maturities. Consequently, the average maturity of the FPD closed
well within the limits established by the 2008 ABP, reaching 42.0 months (for upper and lower
limits between 42 and 46 months), representing an i ncrease of 2.8 months compared to 2007.

Graph 13 - Average Maturity of FPD
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For the most part, these results were a consequence of increases in the average maturities of DFPD
issuances, particularly LFT. However, despite a red uction in the average issuance maturity of other
National Treasury 'nancing instruments compared to 2007, one can state that maturities of new
securities had in general been longer than those of current outstanding bonds (with the exception of
NTN-B), thus contributing to lengthening of the ave rage DFPD maturity. This represents an important
change in relation to the past. One should recall t hat, in January 2007, the !rst 10-year 'xed-rate
bond was issued, NTN-F 2017, which reached an outseinding value of R$ 21.5 billion over the course
of 2008. The turnaround in the external scenario po stponed even greater advances in the lengthening
of the domestic !xed rate curve with placementof  longer points, despite the fact that indications of
demand for this type of security were noted as earl y as the Irst quarter of the year.

Graph 14 - Average Maturity of Outstanding DFPD by Security and of FPD
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Given the severity of the crisis and its continued outcomes, the fact that average maturities have
not deteriorated can in itself be considered a sign ilcant result in terms of debt management.
Graph 15 illustrates how the gradual behavior of is suances has been important in coping with the
adversities resulting from the intense changes that have characterized market parameters.

Graph 15 - Average Maturities of DFPD at Issuance by Security

72
65
44
36
20 21

Fixed Rate Floating Rate Inflation Linked DFPD

Months

W 2006 2007 2008

Source: National Treasury

Average FPD life increased from 63.74 months in December 2007 to 67.19 months
at the end of 2008, reflecting the factors describe d above. One should stress that
average life represents auxiliary data regularly pu blished by the National Treasury since
2007, indicating the remaining maturity of public d ebt principal. In contrast, average
maturity is a more conservative indicator, taking a ccount of intermediate coupons and
indicating flows at present value. In fact, average life is a more appropriate indicator
for international comparisons with Brazil, givent hat many other countries frequently
utilize this method.

Graph 16 - Average Life of DFPD by Security and FPD
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Percentage maturing in 12 months

The increase in maturities at issuance is also re"ected in reduction of the percentage of
FPD maturing in 12 months. This indicator closed well within the upper and lower limits

de'ned in the ABP, ensuring mitigation of the re!lnancing risk of the debt, from 28.2% to
25.4% (limits between 24% and 27%).

Graph 17 - Percentage of FPD Maturing in 12 months

35%

30% -

25%

20%
© © =] © =) © -] =] ] ] ] ]
= 2 B & & 5 58 8B & 5 5 9
= o = = > e = on a £ > V]
s ¢ 2 2 &8 3 5 2 8 s 2 &

— % Matur. FPD = FPD Targets

Source: National Treasury
Note: Horizontal lines refer to upper and lower bounds of the revised 2008 ABP.

This result was possible due mainly to the low volume of issuances of short-term bonds.
Only 17% and 15% of 2008 placements have maturity terms of less than 12 months and
between 12 and 24 months, respectively.

Graph 18 - Issuances of Public Securities in 2008 by maturity
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Average Cost

The average cumulative FPD cost in 12 months increased, basically as a result of sharp
exchange devaluation as of September. In contrast t o December 2007 when this cost
represented 11.77% per year for the FPD, 12.88% peryear for the DFPD and 4.19% per year

for the EFPD, the corresponding !gures for 2008 we re 15.91% per year, 13.56% per year
and 45.25% per year.

Graph 19 - Average Cost of FPD accumulated in 12 months
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Debt Prolle

Fixed-Rate Bonds

The relative share of !xed-rate bonds in total FPD volume dropped from 35.1% in December
2007 to 29.9% in December 2008. This result was wdl within the upper and lower limits de!ned
in August in the revised 2008 ABP, speci'ed at 29% to 32% interval for FPD.

Graph 20 - Share of Fixed-Rate Bonds
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However, the reduction in the relative participation of these securities in FPD does not
re"ect a change in long-term FPD guidelines. In times of turbulence, it is considered prudent
for the National Treasury to adopt a strategic position in relation to those guidelines with
the aim of avoiding higher !nancing costs over time.

Box V - NTN-F purchase and sale auction

In the midst of strong !nancial market volatility that marked the month of October, the
National Treasury carried out four simultaneous NTN-F purchase and sale auctions. The
objective of these auctions was to ensure that participants would have price parameters
for the securities in question, while avoiding the possibility that opening of their premiums
would contaminate the markets for other public bonds.

In situations of stress, one notes that bond sales by specilc groups of investors have the
effect of distorting market prices. The measure taken by the Treasury to announce the
rates at which it acquires and sells these bonds has the effect of providing support to
those investors who desire to sell these securities but are Inding it dif!cult to encounter
demand in appropriate volume and conditions.

In the !rst three auctions, the securities offered for purchase and sale consisted of 1.5
million bonds per auction and were repurchased R$ 206.0 million in the Irst auction, R$
1.14 billion in the second and R$ 228.7 billion in the third *°.

In the fourth and !nal auction, as the market grad ually returned to a situation of

normalcy, a smaller volume was offered with just on e million securities. The amount
repurchased in that auction was R$ 309.8 million di stributed among the three NTN-F
maturities offered. It should be stressed that NTN- F rates dropped sharply in the period
between the Irst and the !nal auctions.

Graph 21 - NTN-F Curves before and after Auctions
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Purchase and sale offers were made in the four auct ions for NTN-F maturing in 2012, 2014 and 2017, wit h net buybacks of R$ 673.2 million, R$ 481.4 millio n
and R$ 730.9 million, respectively.
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The simultaneous auctions were a success since, not only did they result in rate reductions, but
they also made it possible for some investors to di vest themselves of their positions without
excessively compromising the portfolios of those wh o intended to maintain their positions. Once
again, the National Treasury demonstrated its commi tment to fostering development of the
secondary public bond market as an instrument for s timulating the capital market, particularly in
the xed income segment. Aside from this, itisim  portant to stress the success of these auctions
which, even though represented only a small Inanci al volume in relation to the outstanding
value of these bonds on the market, were capable of normalizing the market.

In"ation-Linked Bonds

The increase in participation of in"ation-linked securities in 2008 from 24.1% to 26.6% of

FPD (upper and lower limits of 25% and 29%) accounted for one more positive aspect of
public debt evolution.

In addition to improve the FPD prolle, the increased relative share of these securities
in FPD led to raising their average maturity. Despite lower average maturity at issuance,
in"ation-linked bonds still represent a longer-term Inancing instrument, with maturities
that are traditionally longer than those of other bonds.

Graph 22 - Share of In"ation-Linked Bonds
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Floating-Rate Bonds

The share of "oating-rate bonds in FPD increased f rom a December 2007 level of 30.7%
to 32.4% at the end of 2008. This result was well w ithin the upper and lower limits
of 31% and 34% speciled in the August 2008 revisedABP. If, on the one hand, these
securities registered net redemptions, the net rede mptions of !xed-rate securities were

proportionately more pronounced, thus explaining th eir increased relative weight in the
outstanding volume of FPD.
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Graph 23 - Share of Floating-Rate Bonds
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Foreign Exchange-Linked Debt

The share of FX-ratelinked debtreached 9.7% of FPD}®, anincrease of 1.1% compared to 2007. Higher
than forecast exchange depreciation in the second h alf of the year was one of the determinants
that pushed this index beyond the upper limit de!n  ed for FPD (9%) in the 2008 ABP.

Graph 24 - Share of Foreign Exchange-Linked Bonds
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Box VI - New rule on Dealers

Based on the terms of Normative Acts no 16 and 17, the National Treasury and Central
Bank altered the con!guration of the public bonds dealers system with the overriding
objective of enhancing competitiveness among the various institutions involved, while
expanding liquidity and transparency in the secondary public bond market.

191t is important to stress that there are no exchang e-indexed securities in the DFPD.
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Among the most important changes, mention should be made of the reduction in the
number of accredited institutions from 17 to 15, co nsidering that the number of dealers
to act simultaneously as primary and specialist dea lers was raised from three to !ve. This
change strengthens the connecting link between prim ary and secondary public security
markets. Parallel to this, the dealer is no longer a candidate to the group from which it
was excluded. The dealer’s return to that group is  effectively blocked, even if the dealer
were to achieve better performance results than non -accredited institutions.

Furthermore, dealers’ targets "were modiled in order to better adjust them to current
market conditions. With this, the target of primary dealers participating in public
offerings was raised from 2% to 4%, thus requiring more signilcant participation of the
primary dealer in National Treasury auctions. On the other hand, spread opening on
screen (simultaneous availability of purchase and sale offers) to specialist dealers (with
the exception of brokers) was made more "exible, allowing for a margin of tolerance
in the rates presented by the institutions in order to be considered valid for purposes
of compliance with the target. The incentive to negotiation in electronic systems
Is explained by their capacity to propagate the market prices of public bonds, thus
increasing secondary market transparency by raising the number of participants and
expanding market liquidity. The objective here is to contribute to reductions in the
funding premiums paid by the National Treasury.

Risk Analysis

The results obtained by debt management in 2008 contributed to reducing FPD risks in
general. More specilcally, lengthening of the average maturity and reductions in the debt
percentage maturing in 12 months represented a signi!cant decline in relnancing risk.

Nonetheless, it is important to highlight that, in 2008, the National Treasury benelted specially
from improvements in the FPD prolle achieved in re cent years. Among the major impacts, one
should cite reductions in the vulnerability of the  debt to market risk, as a result of lesser impacts
of FX-rate or interest rate shocks. Aside from this , the "ow of maturities was changed, making it
more predictable and less susceptible to the volati lity of indexing factors, in this way diminishing
the risk of impacts on the debt budget. This fact d emonstrates that the strategy adopted by
the National Treasury of seeking lower risk prolle s and pursuing longer debt maturities was
certainly correct, for it has made it possible for  the country to cope at ease with eventual
periods of turbulence.

The analysis presented in this section is based on evaluation of FPD market and re!'nancing
risks. The former represents the possibility of the issuer having to bear higher costs in order
to Inance its short-term operations or, in extreme cases, being unable to obtain funding in
suf!lcient volumes to honor its obligations coming due.

In its turn, market risk perceives the possibility of increasing the nominal debt volume
resulting from changes in market conditions that impact public bond costs, including such
elements as changes in short-term interest rates, FX-rates and in"ation levels, or in the
forward interest rate structure.

"The dealer has the prerogative of being able to par ticipate in special operations, such as the second stage auction carried out by the National
Treasury Secretariat.
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Re!nancing Risk

Relnancing risk can be assessed from the viewpoint of the concentration of debt maturities.

As demonstrated in graph 25, the National Treasury has since 2004 being successful in reducing

the relative weight of short-term maturities in FPD . It is also important to note that the same

decline occurred in 12-month maturities as aratio of GDP, as of 2005.

Graph 25 - Percentage of FPD Maturing in 12 months
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Aside from the reduction in the proportion of debt  maturing in 12 months, the reduction in
the "oating-rate debt and, principally, the FX-lin  ked debt, has been re"ected in lesser vola-
tility in the "ows of debt maturing in 12 months.  As one notes in graph 26, in 2003, less than
10% of FPD maturities in 12 months corresponded to !xed-rate securities or in"ation-linked
securities, a !gure that reached 66.2% in 2008.

Graph 26 - FPD Maturity Prol!le each year (in 12 months)
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Market Risk

Viewed in qualitative terms, the reduction in market risk can be seen through the prolle
of outstanding debt on the market. Graph 27 shows that, despite relative stability in 2008,
the FPD prolle has been gradually changing since the end of 2002, as the share of in"ation-
linked bonds and !xed-rate bonds has steadily increased, while that one held by more
volatile "oating rate and FX-linked bonds has diminished.

Graph 27 - FPD Prolle
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By means of stress test, one can also observe a sulstantial reduction in the impact of eventual
large-scale market turbulence on the outstanding de bt. Given the outstanding volume of FPD
at the end of 2008, the impact of a stress scenario on interest and foreign exchange would be
equivalent to 6.3% of GDP, if the debt structure we re equal to that of 2003, but just 2.9% of
GDP at the end of 2008. In other words, a reduction of approximately 53.4% in the impact of
the volatility of these variables on FPD, due exclu sively to the change in the debt prolle.

Table 5 - Stress Test on Interest and Exchange'®

Stress Impact (R$ billion)
2003 2004 2005 2006 2007 2008
Floating Rate 79.31 7790 7693 57.05 5231 5532

Index

ceo..(Selic) (2:6%) __(2:6%)  (2:6%) __(1.9%) (1.7%)  _(1.8%)
EX Linked 109.11 8145 5520 41.06 27.66 32.57
eemmmmmmmmameanad (3:8%)__(27%)__(1.8%)__(1.4%) __(0.9%) _(1.1%)
Total 18842 159.34 13213 9811 79.97 87.88

(6.3%) (5.3%) (4.4%) (3.3%) (2.7%) (2.9%)

Source: National Treasury

8This table shows evolution of the risk of growth in outstanding FPD volume in situations of intense an d persistent turbulence, consequent exclu-
sively upon changes in the debt profile. Stress re presents a shock of 3 standard deviations from the average real Selic rate and real cumulative
12-month exchange devaluation, applied to the outst anding volume and profile of the FPD. The stress scenario is applied over a period of one year
to the Selic rate debt and, instantaneously, updati ng the FX-linked debt. The total reference outstan ding debt is the December 2008.
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Asset and Liability Management

Justas in previous years, the Inancial asset and liability structure of the Central Government
improved in 2008, helping to reduce the government’s vulnerability to unforeseen
macroeconomic shocks.

Central Government assets are strongly correlated w ith in"ation-indexes and FX-rate. With regard
to FX-linked assets, the most important items are i nternational reserves, plus reverse exchange
swaps and, in relation to in"ation-linked securiti  es, the most representative items are credits
originating in renegotiation of state and municipal debts (Law no 9,496/97, Law no 8,727/93 and
Provisional Measure no 2,185/01).

Graph 28 - Central Government Asset Pro!le by Indexing Factor

Source: National Treasury

The most representative liability accounts are National Treasury issued bonds, repo
operations, the monetary base and the account Other Deposits at the Central Bank, which
basically concentrates reserve requirements maintained by !nancial institutions.

Graph 29 - Central Government Liability Pro'le by Indexing Factor

Source: National Treasury

With respect to central government asset and liability mismatches, progress was achieved
as regards the risk factor associated to price indices and maintenance of a comfortable
position in terms of exchange exposure. On the other hand, as demonstrated in graph 30,
relative stability was achieved both in terms of net liabilities with !xed rate interest, a
highly desirable liability from the point of view of market risk management, and in"icts
lower exposure to interest rate risk.
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Graph 30 - Central Government Asset and Liability Mismatches as a Proportion of GDP

Nota: O passivo atrelado a juros inclui as operagdes de swap do Banco Central.
Source: National Treasury

As regards the asset mismatch, there was a reduction in the price index component. This
reduction was more signilcant as a result of the higher percentage of rollovers of bonds
with such characteristics compared to !xed-rate and "oating-rate bonds. This means that,
with respect to issuances of in"ation-linked !nancing instruments, the National Treasury
has moved gradually toward a more ef!cient public debt prolle viewed from the Central
Government asset and liability structure framework.

In its turn, on the asset side, the mismatch in the FX-rate component was expanded in the
last year, driven by growth in FX-reserves and the gradual curbing of the external debt.

Onthe liability side, the mismatchinthe Ixed-ra  te component of the Treasury debt diminished, asa
result of netredemptions of Ixed-rate bonds, whil e the liability mismatchinthe interest component
increased as a consequence of expansion in the outstanding value of repo operations.

Additional Considerations

It is a well-known fact that, with growth in issuan ce of fixed-rate securities, the
National Treasury transfers part of the risk of int erest rate fluctuations to investors.
However, in moments of financial market turmoil, ma intaining high issuance volumes
of these instruments increases both risk and market volatility. Besides, in periods of
excessive fluctuations in rates, the National Treas ury bears a high cost of risk transfer
to market agents.

In this context, the greater the outstanding volume of LTN and NTN-F, the greater will be
the risk held by buyers of these bonds and the greater will be the interest rates charged in
new issuances. In light of these effects, the National Treasury adopted a strategy based on
lesser rollovers of xed-rate maturities in 2008. However this does not entail a change in
medium and long-term guidelines.

This policy resulted in lesser pressures on the !x ed-rate public bond market and,
consequently, helped to cause stabilization of the prices of these securities, making a
highly important contribution to the country’s Ina  ncial stability.
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In quantitative terms, the DVO1 °is a measurement of this risk that takes due accoun t of interest
rate volatility and is used widely by participants in the xed yield market holding !xed-rate asset
positions. Its evolution, however, has direct effe  cts on demand for these bonds.

Graph 31 shows the monthly evolution of DVO1 for the LTN and NTN-F portfolio in 2008.
Note that, recently, this indicator has been diminishing, due mainly to net redemptions of
Ixed-rate securities in 2008. Initially, this result re"ects the fact that !nancial agents are
incurring lesser risk on maintaining investments in !xed-rate securities. Secondly, the lower
DV01 compared to historical values indicates that, from the point of view of risk management
by investors, there is space for renewed short-term demand for these instruments.

Graph 31 - DV0O1

Source: National Treasury

Graph 32 — DV01 / Outstanding

Source: National Treasury

1DVO1 - Dollar Value of a Basis Point - measures theloss that can occur in the value of a fixed rate b onds portfolio on the market as a result of an
increase of one basis point (0.01%) in the discount rate of those bonds.
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[l INSTITUTIONAL ADVANCES

In 2008, the National Treasury continued the proces s of implementing measures aimed
at permanent institutional strengthening of Federal Public Debt management. Here, one
could highlight activities carried out jointly with  resident and nonresident investors and
the visit of the “Latin American and the Caribbean Debt Management Specialists (LAC
Debt Group®)”. In the same manner, the Integrated Public Debt System (SID) placed more
modules in operation and thereby contributed to gre ater control in FPD processes.

LAC Debt Group activities

Giving continuity to the National Treasury’s activi ties with the Group, 2008 was a period of intense
activity carried out with the support of the Inter-  American Development Bank (IADB). Aside from
the group’s two annual meetings during which the me mber countries exchange information on their
individual experiences, one specilc point stands 0 ut above all others. In October, the National Trea -
sury received the visit of the LAC Debt Group at th e Finance Management School (ESAF) in Brasilia,
representing the !rst visit to a Public Debt Manag ement Oflce (DMO) ever made in the region.

The year’s activities began with the IV Lac Debt Gr oup Annual Meeting, held in Port-of-Spain,
Trinidad and Tobago, in May. On that occasion, the National Treasury made a presentation on
the relations among public debt management and the external and domestic markets, while
also describing the Treasury Direct program. Parall el to this, Brazil participated actively in
topics related to the public debt in the context of  monetary and !scal policies. In October,
the IV Lac Debt Group Thematic Meeting was held in Washington and focused its discussions on
best practices to be adopted in the framework of an  international crisis. The National Treasury
demonstrated how gradual improvement in the debt pr ol!le can be important to mitigating
risks in the face of adverse shocks, adjusting to a more adequate liability structure.

The Brasilia meeting was considered as one of the group’s extraordinary activities and took on
particular importance by the fact that it broughtt  ogether 35 specialists in public debt management
from21 countries ?*. Thiswasawider participationthanthe oneregis teredinregularannualmeetings.
The opportunity featured presentations on governanc e, institutional structure, macroprocesses
and the instruments used in public debt management in Brazil, together with interaction with
various institutions, particularly local clearingho uses, regulators, the Central Bank, multilateral
organizations, a local association of institutions and the Braziliann Stock Exchange.

Various sectors of the National Treasury lectured during the encounter. Of particular
importance were the presentations made by the areas of Strategic Planning (middle-
oflce), Operations and Public Debt Registration (front-oflce) and Control (back-oflce
operations). Parallel to these presentations, other lectures dealt with the sectors of Inancial
responsibilities and federal government security assets, together with an economic-!scal
analysis of public investment projects. Other talks were presented during the event by
invited lecturers from the National Association of Financial Market Institutions (Andima), the
Securities, Commaodities and Futures Exchange (BM&FBOVESPA), the Securities and Exchange
Commission (CVM), and the Central Bank Departments of Open Market Operations (Demab)
and of Economy (Depec). Finally, several participants visited the physical installations of
the Secretariat and made contact with the segment of !nancial programming in order to
garner greater knowledge with respect to technical aspects of this subject.

2http://www.iadb.org/lacdebtgroup/

2The participating countries were Argentina, Bahamas , Barbados, Bolivia, Brazil, Chile, Costa Rica, Dominican Republic, Guatemala, Haiti, Hondu-
ras, Jamaica, Mexico, Nicaragua, Panama, Paraguay, Peru, Suriname, Trinidad and Tobago, Uruguay and Venezuela. Among the invited participants,

mention should be made of members of the Caribbean Regional Technical Assistance Center (CARTAC) of tle Central American Monetary Council
(CECMCA), of the Inter-American Development Bank (IDB) and of the United Nations Conference on Trade and Development (UNCTAD).
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[IF Highlights Investor Relations

The Institute of International Finance (lIF) is a global association that brings together the
world’s major !nancial institutions. In May 2008, it released its second update on the
Investor Relations and Transparency Practices ranking of the most active emerging market
economies on the debt market. Brazil continued in Irst position in the ranking and was the
only country to obtain the maximum grade of 38 points.

The 2008 study included six new countries, bringing the total to 38, some of which hold
investment grade ratings 2. The ranking was elaborated according to 20 evalua tion criteria
designed to identify the quality and timeliness of macroeconomic and !scal information
dissemination; the quality and ease of navigation o n the Investor Relations web site; the
degree of accessibility of the Investor Relations t eam; and the eflciency of communication
channels between investors and the institution.

In Brazil, two institutions are responsible for inv estor relations: a) the Central Bank
which, in the broad sense, is charged with communic ation of issues related to monetary
policy; and b) the National Treasury Secretariat, w hich is responsible for issues related
to Iscal policy and public debt. Forthe Irstti  me, the areas of Investor Relations of both
institutions fully complied with all of the evaluat  ed criteria and, therefore, were awarded
the maximum score.

The National Treasury Investor Relations Oflce has the task of holding periodic meetings
with rating agencies, expanding the investor base, fostering transparency and publicity
in the context of National Treasury measures in the area of FPD management, while
furthering the Treasury Direct Program 23, among other responsibilities.

The IIF study highlighted the quarterly conference call program implemented by the
National Treasury?*as an essential channel of communications with investors, allowing them
direct access to authorities. Another point considered as a model for other countries was
the availability of a foreign investor handout 2°, the BEST Brazil's Practical Guide, a highly
practical handbook for foreign investors in Brazil, containing the rules and regulations to
be followed by those who desire to invest in the country. The guide was elaborated by
BEST - Brazil Excellence in Securities Transactiong®, an initiative of various capital market
institutions, including the National Treasury, the Central Bank and the Securities and
Exchange Commission.

22Brazil, Bulgaria, Chile, China, Colombia, Croatia, Hungary, Malaysia, Mexico, Morocco, Peru, Poland, Russia, South Africa, South Korea Thailand and Tunisa.
ZThe Treasury Direct Program consists of sales of public bonds to individual persons over the Internet.  For more detailed information, access:
http://iwww.tesourodireto.gov.br/

2The schedule of the conference calls can be accessed at: http://www.tesouro.fazenda.gov.br/english/pub lic_debt/conference_call.asp.
Zhttp://lwww.tesouro.fazenda.gov.br/english/public_de bt/ downloads/Manual_investidor_estrangeiro.pdf.

2www.bestbrazil.org
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Integrated Public Debt System (SID)

Work continued on development of the Integrated Pub lic Debt System in 2008. This is
an extremely important project to the process of co ntinuous modernization of public
debt management, since it will make possible to int egrate operations among the three
oflces that operate under supervision of the Deput y National Treasury Secretary for
Public Debt as well as to consolidate smaller syste ms. Composed of 10 modules and 35
submodules, the system will include the complete cy cle of the major activities related

to federal public debt management, using a web inte rface and relational data bank. The
functionalities will be capable of eliminating calc ulation redundancies, simplifying data
extraction and generating managerial information, ¢ onsolidating domestic and external
debt data, while also sharply reducing operational risks, among other bene!ts.

In the year under analysis, four new submodules were approved and put into production
involving the calendar, indexing factors, scenarios and the !rst securities debt submodule,
making it possible to rapidly calculate, for example, the Updated Nominal Value of domestic
debt securities. Another seven submodules which had already gone into production were
added to these four. Conclusion of Phase | of the Project is scheduled for the !Irst half of
2009, when all of the data that now exist on the two different systems (domestic debt and
external debt) will migrate to a single integrated system, known as SID. Phase Il of SID will
also be launched in 2009, and includes submodules referring to risk management activities,
auctions, budget and !'nancial programming, planning and strategy de!nition, all of which
are tasks that are now scattered about speci!c programs with very little integration.

New CetipNET Module

Initial operation of the new NTN-B exchange auction module on the CETIPNET? stands as an
important innovation for the secondary public securities market.

The module operates in the web environment, thus fa cilitating navigation. Its structure
allows for greater speed, while also reducing opera tional risks in the different auction
stages, particularly during con!rmation of the pro posals accepted by the National
Treasury Secretariat.

The environment of the new module is reserved exclusively to National Treasury auctions
and offers more user friendly screens and reports on operations. These facilities increase
agility during registration of bids and make it possible for participants and the STN to
monitor and consult operations on-line, resulting in greater rapidity in con!rmation of the
proposals accepted and reducing the possibility of failures.

Currently, all National Treasury auctions are carried out on electronic platforms, either
Selic or Cetip. Consequently, in the pursuit of greater agility and transparency in public
offers the new CetipNET module contributes to attaining these objectives.

2’CetipNET is the CETIP Electronic Trading Platform which makes it possible to carry out various types o f on-line operations, including negotiation of publ ic and
private !xed yield bonds and securiteis, electroni ¢ quotes and primary placement auctions or secondar y market operations, facilitating the negotiation p  rocess
and integration of operating desks with Inancial i nstitution back-oflces.



INSTITUTIONAL ADVANCES

Debt Management Transparency for Domestic and Foreign Investors

In order to expand the investors base, the National Treasury continued implementing
measures designed to improve dissemination of infor mation and increase transparency.
The basic idea is that good communication among mar ket participants and authorities
is capable of reducing diflculties, with positive  impacts on the pricing of Brazilian
sovereign bonds and, consequently, reductions in Fe deral Public Debt Inancing costs.

With this subject in mind, several presentations we re made on public debt
management in Brazil and abroad. Some of them are worthy to note, such as that
one presented in the framework of BEST - Brazil Excellence in Securities Transactions,
aimed at disseminating information on the Brazilian capital market, offering precise
and updated data to international investors regardi ng the security, efficiency and
reliability of that market.

Other events also deserve mention such as roadshows on Brazilian public debt management
on a variety of occasions: i) on the same opportunities as the BEST events; ii) during the
annual IADB meeting; and iii) during the World Bank and the IMF (International Monetary
Fund) annual meetings. Individual contacts were made on those occasions with a variety
of Inancial institutions, with the aim of moving Brazil into a position of importance on the
sovereign debt market, clarifying important local issues, understanding investor diflculties
and needs, while stimulating greater participation on the share of non-residents on domestic
public securities. Table 6 shows some of the selected events, illustrating the diversity of
markets in which the National Treasury is seeking to approach. This is fully in line with the
debt management guidelines, as regards to broadening the investors base.

Table 6 - Major International Events with the Natio nal Treasury Participation

Source: National Treasury

The quarterly conference call program with investors received the support of global
Inancial institutions. With the participation of public debt managers and those charged
with !scal policy implementation, the program’s objective is to provide information to
investors unable to closely monitor the evolution of Brazilian indicators or the directions
of economic policy. The program is designed mainly for non-resident investors and seeks to
establish a direct channel of communication between investors and those responsible for
public debt management. On average, these activities involve a rather signilcant total of
approximately 100 people, located in the USA, Europe and Asia.
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Mention should also be made of several meetings wit h the National Association of
Investment Banks (Anbid) and Andima. These are regular events with predetermined
agendas andrepresentanopportunity forinformatio nexchangeswith!nancialinstitutions
and fund managers, with discussions involving such topics as the fostering of new markets
and development of the National Financial System. | n general, the meetings aim at
those participating in Committees (Market Committee and Asset Pricing Committee)
and in workgroups, such as those studying the secondary market, the auction system,
instruments for disseminating information and price and rate parameters, together with
constant discussions with National Treasury dealers.
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APPENDIX | - OUTSTANDING FPD HELD BY THE PUBLIC AND CENTRAL BANK
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APPENDIX Il - PROFILE OF DFPD HELD BY THE PUBLIC
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APPENDIX Il - FEDERAL BONDS MATURING IN 12 MONTHS HELD BY THE PUBLIC BY INDEX — DFPD
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APPENDIX IV - AVERAGE MATURITY OF FPD HELD BY THE PUBLIC
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APPENDIX V - AVERAGE COST OF FPD HELD BY THE PUBLIC, ACCUMULATED IN THE LAST 12 MONTHS

48






