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Introduction
On November 8, 2007, the state-owned Petróleo Brasileiro S/A (Petrobras) announced
that it had discovered a “monstrous” reserve of light oil in the Tupi field of the Santos basin, off
the coast of southern Brazil. A day later it removed 41 adjacent exploration blocks from a
scheduled government concession auction to reanalyze how to best exploit the new resources.1
Since opening its petroleum industry in 2007, Brazil has attracted hordes of foreign corporations
and created hundreds of thousands of jobs. In 2009 President Lula proposed sweeping changes to
the industry in the form of four bills that would greatly increase the government’s involvement
and relegate foreign oil companies to the role of “subservient partners.” In that same year,
Petrobras successfully executed a public stock offering worth almost $79 billion (bn). Yet
despite the largest public offering in history and tens of billions of barrels in proven and expected
reserves, analysts at Credit Suisse and Deutsche Bank, among others, have downgraded
Petrobras’ investment rated to “neutral” and “hold,” respectively. Despite incredible potential,
uncertainty over the potential increase in government control, over-ambitious targets,
infrastructural bottlenecks, technological capabilities, and corruption loom large for potential
Petrobras investors and business partners worldwide. The huge pre-salt oil deposits will have
considerable implications for Brazil’s international role, its domestic governance, regional
balances of power, and the future of investment in the region. This paper will analyze the
evolution and current state of the Brazilian petroleum industry, the integral role of Petrobras, and
implications for international firms and investors; it will argue that recent government decisions
will impede the ability of Petrobras and the petroleum industry to rapidly develop and reach
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production goals in the pre-salt fields, but with the potential to considerably benefit national
development.
Doing Business in Brazil
The World Bank and the International Monetary Fund rank Brazil 129th of 183 in terms
of overall “Ease of Doing Business,” worse than regional competitors Argentina (118), Mexico
(51), and Chile (49).2 The Economist Intelligence Unit laments that the nation’s “cumbersome
bureaucracy…often impedes private-sector development” and that fiscal spending and the role of
the state in the economy have both risen a great deal since 2003. Transparency International
ranked Brazil 75th of 180 in its 2009 Corruption Perception Index.3 The World Bank ranked
Brazil the 11th worst of 130 countries in social inequality (based on Gini Index).4 Yet, despite
these dismal statistics, the economy grew in the first half of 2010 at its fastest rate in 14 years.5
GDP is expected to grow 7.5 and 4.5 percent in 2010 and 2011, respectively6. Further, inflation
has been trending downward (although recently blipping up), fiscal policy is sound, and the PRS
five-year investment forecast predicts low levels of risk.7
Brazil, the ninth largest economy in the world with a population of 190 million, is no
longer the country of meteoric inflation rates, economic uncertainty, and fiscal irresponsibility as
it had been characterized during the 1980s and early 1990s. President Lula has essentially
perpetuated the successful fiscal policy of his predecessor, Fernando Henrique Cardoso, while
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expanding select social entitlements; President-elect Dilma Rousseff is expected to follow this
model as well. Corruption remains a serious concern, as does burdensome regulation, high tax
and tariff rates, and infrastructural bottlenecks, but the nation has seen some progress on all of
these fronts.
Regardless of the aforementioned problems, deep penetration of foreign corporations has
been a matter of course in Brazil for decades—a divisive political issue since the populist
presidency of Getúlio Vargas.8 While Brazil is hardly the easiest country for foreign investors
and corporations, its large market and abundant room for growth is irresistible to FDI. Laws
passed in 1993 and 2008 allowing the private ownership of ports and expanding the rights for
private concessions, respectively, are examples of efforts Brazil is making in liberalizing its
economy, but must still be fully implemented.9 In 2009, US-Brazilian combined trade exceeded
$63bn and is expanding rapidly, as is Brazilian trade with China and with regional partners. An
example of the potential for foreign investment is the automotive industry, where foreign
automakers, using local assembly plants, nearly monopolize the domestic market—Fiat, GM,
VW, and Ford have a combined 71.2 percent market share.10
History of the Petroleum Industry in Brazil: Nationalization, Petrobras and FDI
In 1938, President Getúlio Vargas created the National Petroleum Council (CNP – O
Conselho Nacional do Petróleo) to increase state control over the budding industry using the
slogan “the petroleum is ours” (O petróleo é nosso). On October 3, 1953, he furthered this goal
8
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by signing Law 2,004. The law created Petrobras, a state-owned enterprise (SOE) overseen by
the CNP, and granted it a legal monopoly in hydrocarbon exploration and production (E&P).
Additionally, it allowed Petrobras to control a large share of refining and corollary industries.
The firm received a fixed price for output and faced limited market pressure. As a result, over
time it became a sprawling conglomerate: overstaffed and inefficient compared to private sector
peers.
While private sector enterprises are generally more profitable than their public
counterparts, Petrobras has been a consistently profitable company and considered successful in
relation to other Brazilian and foreign state-run enterprises.11 However, this “success” must be
qualified by the fact that in the mid-1970s, Brazilian public firms showed, on average, one half
the rate of return of private firms and by the mid-1980s public enterprises accounted for twothirds of the nation’s external debt. The bloated public sector crowded out private investment and
helped contribute to the fiscal instability of the 1970s, 1980s, and 1990s.12
By 1961, national refining capacity exceeded consumption for the first time, but
production still lagged and the nation remained a net importer of oil.13 In 1964, under the new
military regime, Petrobras first contracted foreign firms to assist in and expand offshore
exploration to boost production. Five years later, the first offshore field was discovered.
However, this progress was not rapid enough. As a net oil importer, Brazil was severely
impacted by the 1973 and 1979 global oil crises. In that decade it established an international
subsidiary, Braspetro, to explore in the Middle East, North Africa, and Colombia, but these
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ventures failed to produce profitable results and Braspetro folded. The CNP also briefly allowed
foreign companies to explore within Brazilian territory under “risk contracts,” but they failed to
make any discoveries and desisted. Petrobras instead decided to invest heavily in research and
development (R&D) and in the 1980s production rose dramatically; by the 1990s Petrobras was
considered “the undisputed world leader in deep and ultra-deep offshore” E&P.14
Petrobras has been able to remain successful in large part due to (i) its investments in
technology and (ii) managerial and political independence from the national government. It has
relied heavily on R&D and use of foreign technology to develop its operations and to push
exploration further offshore. It created the Center for Petroleum Research and Improvement
(Cenap – o Centro de Aperfeiçoamento e Pesquisas de Petróleo) in 1957 (later renamed Cenpes
and allied with the Universidade Federal de Rio de Janeiro) and quickly invested tens of millions
of dollars in developing technologies for offshore E&P.
In 1986, the company began the Technological Development Program for Deep Water
Production Systems (Procap – a Programa de Desenvolvimento Tecnológico de Sistemas de
Produção em Águas Profundas). These investments, when Petrobras was a much smaller player
that it is currently, laid the foundation for the company’s growth, propelling it into deep water
reserves far offshore and increasing the profitability of extant operations. Procap led to new
drilling techniques that allowed for a world record-setting depths at the Marimba field in the
Campos Basin (drilling at 1,200 meters below sea level and petroleum extraction at 492 meters
in 1988), floating production platforms that allowed for greater mobility in the Marlim Basin,
and “Christmas Tree” connection ducts that allowed for diagonal drilling used at the Roncador
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field in 1996 (at between 1,500 and 2,000 meters).15 As a result, it became an industry leader in
foreign and domestic offshore drilling in locations with geologically similar characteristics to its
Brazilian fields in a way that the premature Braspetro could not.16
The company’s success enabled it to enjoy relative managerial autonomy, as compared to
other SOEs, like the recently dissolved Brazilian railroad company Rede Ferroviária Federal
S.A. (RFFSA) and the failed steel companies Usinor and Sacilor in France. As public entities,
the latter two examples were mandated to seek approval from government ministries before
implementing any managerial decisions. This type of bureaucratic interference led to conflicting
motivations and interests that interfered with profit motives and the core elements of financial
autonomy: greater market discipline, sound financial objectives, clear and focused social
objectives, elimination of reliance on subsidies, appropriate capital structure, disciplined
financial relations, and the established precedent of performance measurement and incentive
systems.17 If the 1980s, marked by the foundation of Procap, was the decade of technological
advance for Petrobras, then the 1990s was the decade of corporate innovation. Managerial
independence was a vital component to the improvements of that decade.
After more than 40 years of nationalized monopoly, the historic Petroleum Law (Law
9,478) was passed in 1997, triggering a dramatic reformulation of the industry. The law (i) demonopolized hydrocarbon E&P, (ii) allowed private purchase of minority participation in
Petrobras, (iii) allowed private companies to participate in E&P through concessions, (iv) created
both the National Agency of Petroleum, Natural Gas and Biofuels (ANP) to administer the
industry and (v) the National Council for Energy Policy (CNPE) to supervise policy and
15
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implementation. Forced to adapt to a climate with greater

Concession Regime:

competition, in the 1990s Petrobras cut its workforce by just

With the concession
system inaugurated in
1997, international oil
companies
and
Petrobras partake in a
competitive
bidding
process to secure E&P
rights from the CNP
for parcels of ocean
space for a set period
of time in exchange for
payment
by:
(1)
royalties; (2) signature
bonuses; (3) annual
payments
of
a
prescribed sum per
Km2 comprised in the
contracted area; and
(4)
a
special
participation which is
hooked
to
well
productivity.
Companies are subject
to normal taxation as
well. As of 2009 only
three of the top 20 oil
producing nations use
a pure concessionbased system.

under a third and doubled its production. Under the direction of
Philippe Reichstul, it admitted billions in previously undisclosed
liabilities and cleaned up its books.18 Since that time, Petrobras
has excelled by continuing to develop advanced technologies
and initiating many new international contracts and partnerships.
Regulatory changes were implemented gradually,
allowing Petrobras time to adapt while continuing to capitalize
on its inherent domestic advantage. In 2002, deregulation of oil
and derivative prices further liberalized the market.19 By 2006,
thanks in part to hydroelectric power and the increased use of
ethanol, Brazil became oil self-sufficient.20 At the end of 2008,
Petrobras boasted an annual net income of R$215.1bn
(approximately $130bn), net profits of R$32.9bn (approximately
$19bn), investments of R$53.3bn (approximately $32.3bn),
production of 1.97 million barrels of petroleum per day
(MMbbl/d) and 422,000 bbl/d of natural gas, 109 exploratory

drilling probes, 13,174 productive wells, 112 platforms, 16 refineries, 189 ships, 5,998 retail
locations, and three fertilizer factories.21 It had grown to become one of the ten largest energy
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followed by another, larger public offering of 179,739,300 shares issued by the federal
government, most of which was traded as ADRs. The effect was to inject large amounts of
foreign capital, dilute the federal government’s previous 86 percent voting share down to 58
percent, and its capital ownership from 56 to 41 percent (including BNDES’ stake).
In the thirteen years since Law 9,478/97’s passage, private and foreign investors have
increased their stake in the company substantially (prior to the massive Wall Street public
offering in September 2010, the federal government capital stock was only 39.20 percent of the
total, as compared to 48 percent in 1992 and 56 percent in 1999, while foreigners and American
Depository Receipts represented a combined 37.5 percent).25
In the past decade its price on the NYSE has risen from its nadir of $2.50 on September
27, 2002 to its apex of $72.38 on May 23, 2008 before a 2:1 split and the global economic
recession that sent oil prices plummeting.26 Freed from total state ownership, subject to
investors’ profit motive, and forced to compete with foreign multinational firms for contracts,
Petrobras has been a strong performer in recent years. Steady foreign capital investments and
rising share prices can be interpreted as the “market’s approval” of the changes to corporate and
management structure and faith in the future profitability of the company’s expanding
operations.
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Pre-Sal Fields & Hydrocarbon Production
With a potential cache of 10 to 16bn barrel oil equivalents (BOE) of proven reserves, the
2007 Petrobras discovery of the Tupi pre-salt oil field in the Santos basin, off the coast of Rio de
Janeiro state, and subsequent discoveries in Campos and Espirito Santo may be the largest
hydrocarbon finds in the Americas in the last 30 years. Exploration success rates have been
extraordinarily high and industry estimates of total potential reserves are varied and speculative,
some suggest that total reserves could exceed 50—or even 100—bn barrels of oil and gas in the
entire 149,000 km2 pre-salt area.28 The find is so substantial that there has been talk of Brazil
joining the ranks of the Organization of Oil Exporting Countries (OPEC).2930* Production in the
Santos basin alone by 2020 could exceed Brazil’s total daily output in 2007.31 The Brazilian
government, Petrobras, and related companies have been predictably animated over the
discovery. However, particular conditions of the fields will make for a difficult and dangerous
undertaking.32 The pre-salt fields are located over 185 miles off the coast, four miles (6,400m)
below sea level, deep beneath a three-mile (4,828m) layer of salt deposits (hence the name “presalt” or “sub-salt”).
Similar to the technological breakthroughs, in Marimba, Marlin and Roncador by Procap,
Petrobras must continue to innovate to adapt to conditions at Tupi, Guará, Iara, and other new
fields. Soon after the 2007 discovery, the company launched the Pre-Salt Skills Development
Program (Prodesal) and the Pre-Salt Technology Program (Prosal) to develop and improve
technologies and technicians necessary to exploit the pre-salt areas. They must quickly address
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issues such as sequestration of highly pressurized gases, the rapid heating and cooling of
petroleum as it is extracted, corrosive conditions and a location far offshore, among others.33
With wide variation per well, most deposits are laced with unusually high levels of
dangerous gases including carbon dioxide deposits in the range of eight and 18 percent and
hydrogen sulfide that can damage and corrode equipment and increase the risk of explosion.
These chemicals will require the development of specialized cement and metallurgy for each
drilling environment. Additionally, for safety, environmental, and efficiency purposes, Petrobras
and Halliburton are developing their own CO2 capture and storage (CCS) systems to separate the
CO2 and then re-inject it into reserves and underground saline aquifers to boost recovery and
limit the release of CO2 into the environment that, in 2013 alone, would amount to 4.5 million
tons.34 Due to the many challenges ahead, the company has begun to reduce foreign operations to
focus resources on the pre-salt area.35
Petrobras expects rapid and steady growth in its oil and gas production capacity in the next
ten years, rising annually by 9.4 percent to the equivalent of 3.907 MMbbd/l by 2014 and 7.1
percent to 5.382 MMbbd/l by 2020 (nearly double its 2010 rate). These rates are significant
considering that it only achieved a 4.7 percent growth rate in the previous eight years.36 Analysts
are mixed on the feasibility of such a monumental increase in production capacity (it achieved
this growth rate in a shorter timeframe twice in recent history, once in the early 1980s and again
in the late 1990s to early 2000s, but when the company was smaller and more focused).
Historically, the company has missed its five-year production targets by 13 percent with annual
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Political, Legislative & Regulatory Changes in the Era of Pre-Salt
After the large discoveries of 2007, the Brazilian government and petroleum regulators
began reeling. The ANP removed forty-one blocks adjacent to the pre-salt fields from the Round
9 concession auction scheduled for that year. After months of controversial negotiations, on
August 31, 2009, President Lula sent four draft bills to Congress proposing a radical overhaul of
the existing regulatory and operational structure of the petroleum industry.


Bill 5938/09 - The change from a concession regime to production sharing contracts
(PSC) model for all un-contracted pre-salt territory



Bill 5939/09 - The creation of a new agency, Petro-Sal, that would oversee pre-salt PSC
auctions, trading of pre-salt petroleum, and management of the Social Fund



Bill 5940/09 – The capitalization of Petrobras with approval for the 5bn BOE rights
transfer with a tentative value of $42.5bn in exchange for stock



Bill 5941/09 - The creation of a Social Fund from pre-salt profits, administered by PetroSal; at least 50 percent will be allocated toward education funding

As is to be expected, the legislation faced heated debate and revision. However the core of
the President’s proposals has been, or is expected to be, ratified by both houses of Congress.
These changes are controversial for many reasons with large financial implications (both positive
and negative) to federal, state and municipal government; foreign corporations; Petrobras;
private investors; and the Brazilian populace.
Under the new regulatory regime, the pre-salt areas not already under concession would be
the domain of the new, powerful Petro-Sal, an agency of the MME. Petro-Sal will auction PSCs,
for which private companies bid by estimating “cost oil” and “profit oil” and pledging a
Fishman, Andrew - 14

percentage of the latter to the government, in addition to regular taxation and potential signature
bonuses. Petrobras would then have to match this bid, relative to its share of the contract, which
is automatically at least 30 percent. Petro-Sal has the right to veto any drilling contract and can
award a contract directly to Petrobras without auction if it is deemed to be “in the public
interest.” Petrobras has the right to bid competitively for more than its minimum 30 percent. This
system will be applied in the 78 percent of the 149,000 km2 pre-salt area not already under
concession and existing concession contracts will be honored. Autocratic regimes, such as
Venezuela and Saudi Arabia, utilize PSCs, whereas most countries use some sort of mixed
regulatory model. Only the USA and Canada now use a pure concession model.41
The profits from these agreements will be divided amongst all Brazilian states and
municipalities, with a small share given to municipalities whose ports are used for the delivery
and export of the petroleum. Additionally, a share of the profits will be deposited into a national
Social Fund administered by Petro-Sal. Petrobras is financing its new, expanded role with the
over $100bn of capital that it acquired over the last two years.
PBR: Raising Capital & Expenditure
The Brazilian Association of Industry and Machinery (Abimaq) projects that, by 2020, presalt oil and gas extraction will create 500,000 new jobs and finance the purchase of $211bn
worth of equipment (this excludes economic stimulus created by complimentary industries).42
The company has a $224bn dollar capital expenditure plan and private corporations are expected
to spend between $150 and 200bn by 2020.4344 Petrobras has begun purchasing equipment on its
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the Brazilian congress. While it received a lukewarm reception by analysts from foreign
investment banks, the offering was over-subscribed by eager investors.
Two-thirds of the new value was acquired by the government (via the federal government,
BNDES/BNDESPar, and the Brazilian sovereign fund) including a combined 77 percent of
common shares with voting rights. Government ownership has effectively increased from 40
percent (48 percent of common shares) to 48 percent (with 64 percent of common shares).50 The
Brazilian Sovereign Fund is a $20bn fund created by decree by President Lula in 2008 in
anticipation of the public offering, intended specifically to purchase PBR stock and to manage
the profits from offshore oil production.51 In its analysis, Deutsche Bank stated:
Being the controlling shareholder, the government always influenced the
company’s strategy. One can argue that over the past years, the government’s
actions towards the company and the sector have changed towards more political
control, but the increased ownership post capital raise will not make the political
risk more noticeable than before.52
Indeed, foreign analysts hope this will not increase the government’s role in the coming years,
but some disagree with this analysis. The method in which the government acquired most of its
new shares created unease and will increase uncertainty for years.
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OE expectedd by most anaalysts. The ffirm
received no actual caapital in the deal
d and gav
ve the governnment $42.55bn in sharess from the
$69.97bn
n September 2010 stock issuance to finance the ppurchase. Thhe firm will pay royalties on
the oil, but will not be
b required to
o pay the Sp
pecial Particiipation Tax oof as much aas 40 percent of
P
exp
pects drilling
g operations in these fiellds to recoupp the value oof its purchasse
profits. Petrobras
over a 40
0-year period
d (with a posssible 5 yearr extension) bbeginning w
with the comm
mencement of
full-scalee production operations, but at such a high price tag, these w
will be the moost highly
leveraged
d BOE in thee company’ss portfolio. Credit
C
Suissee analysts haave cited thiss agreement as a
major cau
use of its red
ducing Petro
obras’ investm
ment rating to “neutral” and criticized the deal ffor
three prin
ncipal reason
ns:
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(i)

(ii)

(iii)

the real discount of 8.83% used to value the assets, while in line with the
company’s cost of capital, is well below the returns it could obtain from
other upstream investments…diluting overall returns,
the production curves used in the valuation are unrealistic when
considered that these projects will not be developed on a standalone basis,
given Petrobras’ bottlenecks to develop existing assets, and
the revaluation of the assets, to take place once full-scale commercial
production is declared, adds uncertainty to the story and reduces the
company’s leverage to oil prices. 55

The deal is perceived by Credit Suisse to be calculated on flawed value and production estimates
that grant the government overly-favorable terms. The negotiations relied upon independent
appraisals by Gaffney Cline and DeGolyer & MacNaughton that produced value estimates of
$10.00 and $6.50/BOE respectively. Despite historically very aggressive production targets by
Petrobras, these two analyses overshoot internal targets for 2020 by 18 to 25 percent and suggest
that the company would be unable to meet these goals without diverting limited resources from
other planned projects and thereby harming potential earnings companywide. At a 10 percent
discount rate and a production timetable that is two years slower than that of the more cautious
D&M analysis, Credit Suisse instead believes $5.70/BOE to be a more appropriate price, twothirds of the agreed upon rate.56
The doubt over Petrobras’ ability to achieve its production targets is compounded by the
fiscal uncertainty created by the revaluation that will most likely not occur until 2014. If oil price
forecasts were to drop the valuation would as well, but decreased prices would hurt the company
across the board, while if they were to climb to $100/bbl at the time of revaluation, the new price
would rise to $12.00/BOE. Petrobras would then be required to shoulder an additional $17bn
liability and expose itself to future negative shocks in world oil prices over the 40 year course of
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repayment.57 Additionally, non-government shareholders were not given a voice in the
negotiations. The failures to acquire a lower BOE price, to reduce risk or to seek feedback from
private investors in this deal are major drivers of the deteriorating perception of Petrobras’
corporate governance structure, despite Deutsche Bank’s previously cited lukewarm statement of
confidence.
Local Content Requirements & Foreign Corporations
President Lula has expressed a desire to use the new petroleum fields to develop all of Brazil
and wants a high minimum LCR in E&P and corollary industries, starting at 55 percent,
increasing to 65 percent in 2016, with the potential to reach up to 95 percent, in some cases, by
2017.5859 This should bring in billions of dollars needed to develop the nation’s infrastructure,
but will also drive up costs and slow production with bottlenecks. Law 9,478/07 does not
expressly mandate a LCR; this was handled piecemeal by the ANP until Lula took office in 2003
when the agency established guidelines under Ordinance 180. Called the Mobilization Program
for the National Oil and Natural Gas Industry (PROMINP), the ordinance has sparked the
creation of an estimated 640,000 new jobs in the oil and gas sector from 2003 to 2009 and
increased local participation from $35bn to $190bn.60
The World Bank’s Growth Commission recommends developing countries invest around 25
percent of GDP into the country and about seven percent for infrastructure. Brazil has slowly
been increasing investment up to 20 percent, but devotes a paltry 0.1 percent of GDP to
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transportation infrastructure with GDP growth rates above three percent every year since 2004.61
While developing national infrastructure is vital to all Brazilian industries, petroleum included,
the high LCR is an example of the political forces at play, whereby national interests restrict the
dynamism of a national industry and a SOE. The LCR will likely make doing business yet more
difficult for foreign corporations at a time when foreign capital is vital to expanding operations.
The gradually increasing nature of the LCR will trigger heavier investment early on, creating
some jobs operating newly purchased equipment, but it will force companies to buy products
abroad now that otherwise would have been produced domestically eventually. This thereby
negates the intended potential multiplier effect that would help propel national capacity building.
The slow development of human capital is also a concern, since initially there may not be
enough skilled personnel to operate the new purchases.62
Irrespective of the LCR, oil companies have been flocking to Brazil since the first
announcement in 2007. The 2008 Rio Oil and Gas Expo and Conference hosted 34,000 visitors,
a 50 percent increase in attendance from 2006. Seventy American corporations were present in
total, of which 59 came as part of a delegation coordinated by the US Department of Commerce.
Eleven of the 53 Norwegian firms in attendance announced that they would invest a combined
$9bn in Brazil over the next three years.63
New Refineries: A Worthwhile Investment?
One-third of capital expenditure over the next five years ($74bn) will be spent on refining,
half of which will be allocated to the construction of three costly refineries, the other half to
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expanding the capacity of existing facilities. The new refineries Abreu e Lima (online by 2012),
Premium I (2014), and Premium II (2017) will be located in Pernambuco, Ceará, and Maranhão
states, respectively. These projects will cost more, on average, than other greenfield refineries
worldwide (per bpd) by a factor of almost 2.25 (Abreu e Lima is actually more expensive than
the recent Jamnagar refinery in India by a factor of 5.74). The factories are located in
undeveloped areas with almost no oil production and small markets relative to the south of the
country, where the largest markets and pre-salt fields are located. According to Credit Suisse,
they will have a negative net present value (NPV) due to the already comparatively high price of
petroleum products in Brazil even with lower quality. Petrobras figures suggest that the 23
percent increase in refining capacity by 2014 will fall short of domestic demand in that year and
the 53 percent increase to 2.8 MMbbd/l by 2020 will match demand.64
Despite Petrobras’ rationalization that it must grow refining capacity with domestic
consumption and maintain integration, cost projections are extraordinary and financial analysts
have criticized these projects. The decisions to locate factories far from both supply and markets
and produce premium fuels that are cost-inefficient in Brazil can be interpreted to be more in line
with the government’s development agenda than Petrobras’ corporate interests. Further, a global
surplus in refining capacity suggests the new facilities will only harm upstream returns, which
are already unprofitable.65 Critics point to this as an example of the recent politicization of
Petrobras’ management and have raised concerns about the cooption of the corporate governance
apparatus by the President and his political allies.
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66

Issues of Contentiion
From Co
oncessions to
o Production
n Sharing Contracts
C
The
T concessio
on system haas been a staable, transpaarent, and efffective regullatory
mechanissm since the first auction
ns in 1998. By
B offering ccorporationss the sole rigghts to produuction
blocks in
n competitivee auctions, th
he governmeent was ablee to capitalize on private, foreign
investmeent, skilled laabor, and ressources and receive
r
subsstantial tax aand royalty pprofits. In 2007, a
typical co
oncession co
ontract inclu
uded 60 separrate taxes annd contributiions to federral, state, andd
municipaal governmen
nt with a com
mbined taxaation rate andd “governmeent take” of 334 percent, w
with
a net cash
h flow for th
he corporatio
on of only 14
4 percent of gross incom
me.67 The new
w system is
inherentlly less transp
parent, makin
ng it more su
usceptible too corruption—
—Petro-Sal can award
contractss directly to Petrobras
P
wiithout biddin
ng if it is deeemed to be ““in the publicc interest.”688
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However, some analysts argue the PSC can be a more flexible mechanism and a better
option from the perspective of the state. Since, as of 2008, only three of the top 20 oil producing
countries used a pure concession model (USA, Canada, and Brazil), from a global industry
perspective, this is hardly a radical move.
Petrobras’ Automatic 30 Percent Capital Stake
By automatically awarding a 30 percent capital stake to Petrobras, it restricts the speed
of development and exposes the system to infrastructural and resource bottlenecks. This is
exacerbated by the high LCE. These moves are seen as nationalistic and will most likely restrict
productive potential.69 From a pure business standpoint, this constraint is inefficient and a clear
negative, assuming a realistic view of Petrobras’ ability to expand its productive capacity in the
coming years. The government may view this as a means by which to extend the life and
profitability of the fields, but the gains in NPV by rapid extraction clearly outweigh such a
strategy as the company already boasts a strong 3P (proven plus probable plus possible) reserve
life of 52 years.70
In mandating foreign corporations to enter joint ventures with Petrobras, the government
can expect that Petrobras will naturally act as an agent of the state in the process of maximizing
its own profits. Further, it could potentially offer regulators a more comprehensive vantage point
as Petro-Sal adapts to the new regulatory mechanism.71
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Taxation and Royalties are More Distributive
Historically, the federal government reaped 40 percent of royalties and taxes, with
producing states and municipalities each receiving 22.5 percent, 7.5 percent went to
municipalities involved in the delivery and exportation of offshore oil, and the remaining 7.5
percent was spread among all states and municipalities. Rio de Janeiro, Espirito Santo, and São
Paulo, by far the most productive states, benefited the most from this arrangement. The state of
Rio de Janeiro receives approximately 15 percent ($4.1bn) of its total revenues from oil
production.
Under an amendment proposed by Ibsen Pinheiro, a deputado federal from Rio Grande
do Sul, the federal government would continue to receive 40 percent of royalties and
municipalities involved in the delivery and exportation of offshore oil would continue to receive
7.5 percent, but the remaining 52.5 percent would be divided equally among states and
municipalities. The result for Rio de Janeiro state would be a 96 percent reduction to only $130
million per annum. Understandably, representatives of the trio of oil producing states were
furious. Rio’s Finance Secretary, Joaquím Levy, lamented, “What am I going to do, stop paying
220,000 public employees and pensioners? Do I close all the hospitals and sack the police?” 72
The amendment was approved by the Câmara dos Deputados by a vote of 369 to 72 in March
2009; however it could be struck down by the Supreme Court under Article XX, Section I of the
Federal Constitution that refers to governmental property.73
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Petrobras Capitalization & Government Influence
The government is generally perceived to have received a sweetheart deal in the 5bn
BOE rights transfer which raises questions about the independent and prudence of Petrobras’
management. The company has for decades been a pillar of autonomy and strength in Brazilian
politics and a model for other SOEs. Petrobras clearly has much to gain under the new
arrangement, but by leveraging 5bn BOE at such a high price, foreign investors are concerned. A
firm already spread extremely thin by the 30 percent minimum participation requirement will
have to focus a disproportionate amount of resources on these blocks, where it is the sole agent,
most likely delaying the development of other viable blocks, missing out on critical foreign
investment opportunities.
The federal government (directly and through interlocutor investors), has always had a
“golden stake” in Petrobras. The increase in its ownership share does not substantially augment
its voting rights, but the method by which it acquired these shares hurts investor perceptions of
the company, which, as its primary shareholder, harms its own interests. Whether or not this is
outweighed by the profitable terms of the deal is yet to be seen. However, the governments
increased ownership of Petrobras further restricts the company’s ability to leverage foreign
investment in the short-term.
Social Fund
The Social Fund is a noble concept, redistributive at heart in the vein of the Pinheiros
amendment. However, the proof will be in the pudding. If Petro-Sal can effectively manage the
funds, it could improve national capacity building, delivering much needed funds to
infrastructure development with a multiplier effect that could, in the long-run, benefit Petrobras
Fishman, Andrew - 26

and the oil industry itself. Conversely, such a large fund could easily be corrupted, used instead
as a political war chest for the party that controls Petro-Sal and as a slush fund for corrupt
politicians. The “oil curse” is a very real possibility for a country already ranked 75th of 180 in
TI’s Corruption Perception Index, and regulators must make sure to create bountiful safeguards
to protect this deep well of money.74 This raises serious questions as to how, of whom, and by
whom Petro-Sal will be constituted.
Conclusion
Brazil’s future potential is undeniably bright, but the benefits from the pre-salt are “theirs
to lose.” Other resource-rich countries have, in their own ways, famously fallen victim to the
“Dutch disease” and its associated corruption, mismanagement, and conflict. Unlike the majority
of these countries though, Brazil already has a vibrant economy, a developed civil society, and a
strong (but flawed) democratic government and regulatory structure. It is unlikely that its
experience will be as unfortunate and wasteful as that of Mexico’s oil boom in the last century,
but it must be heedful and ensure it does not over-regulate production and under-regulate the
distribution of profits—this particularly means staffing the new and powerful Petro-Sal with
experienced managers, industry experts, scientists, and career regulators and not political
appointees who would be more susceptible to political pressure and corruption. This also
prioritizes maintaining and improving the ability of Petrobras to pursue independent business
strategies in its own best interest, much as it did in the late 1990s under Philippe Reichstul. The
radical improvements that occurred after 1997 stand as a testament to the policy that Petrobras
not recede further into being co-opted by government officials and their short-term political
aspirations.
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The move from a proven concession model to a PSC system is intended to maximize
public profits and tighten government control of petroleum production. However, it will
seriously extend Petrobras and restrict the role of private enterprises at a time when their
resources and expertise are most vital, causing delays and reduced profitability. This will
decrease perceptions of management and decision-making for both the federal government and
Petrobras, hurting their credibility among investors. Nonetheless, the outgoing Lula government
has apparently determined this to be an acceptable risk, especially since foreign capital and firms
remain eager to get their hands on Brazil’s “black gold,” despite analysts’ misgivings.
While the start-up phase may be slower than expected, an energy-independent Brazil with
locally-sourced content in excess of 75 percent will no longer have to rely on neighbors like
Venezuela and Bolivia or trans-oceanic supply routes to supply its growing energy demand.
Instead, it will be able to levy its resources to pursue its independent interests, flex its muscles
internationally, and increasingly act as the arbiter of regional affairs.
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