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INntroduction

The year 2015 has been striking for Brazil’s oil and
gas sector. National records in oil production,
a national political and economic crisis, and
serious problems for Petrobras and its suppliers
of goods and services resulting from Operacao
Lava Jato (Operation Car Wash) are all taking

place simultaneously.

Internationally recognized for its technology and
operational capacity, Petrobras faces challenges
in the financial field that will be overcome with the
correct pricing of its products and adjustments

to its investment plan.

FGV Energia, in partnership with Accenture,
worked on diagnosing the main barriers to
the development of the Brazilian oil industry.
The result of the work is consolidated in this
publication, where we address issues we
understand to be critical for the industry to
provide, in addition to oil supply, a positive
outcome for the entire economy, such as creating

more jobs and resources throughout the country.

In addition to having an interest in understanding
the current challenges faced by the oil industry,

it is important that readers understand its

global historical importance as a vector for

development.

The diagnosis presentedin thiswork was analyzed
from an economic and structural standpoint, and
despite the economicimportance, emphasis was
given to structural issues. This methodology is
necessary in order to outline a deeper discussion
and serve as a platform for the evolving debate

about the direction of the oil and gas industry.

FGV would like to thank everyone who directly
or indirectly contributed to preparing this folder,
especially the partnership with Accenture, which
joined forces in order to make this work possible.
With the certainty that the Brazilian oil industry is
a success story, representing national pride, we
hope to contribute to the debate evolving into a
purposeful discussion, aiming to overcome the

challenges and create new paths for the sector.
Sincerely,

Sergio Franklin Quintella
Vice president of FGV
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The scenario has changed. Now, more
than ever, we need to act.

In countries with vast hydrocarbon reserves,
the oil and gas industry tends to be very im-
portant to the local economy because of the
high levels of investment throughout the pro-
duction chain. In Brazil's case, the extractive
and oil production markets began to have in-
fluence in the 1970's, as the result of the disco-
very of oil in the Campos Basin and increased

domestic demand.

Until then, the proved reserves in Brazil were
about one billion barrels of oil equivalent (boe)
and the daily production of 160,000 barrels per
day (bpd), respectively 0.2% and 0.3% of the
global reserves and production. Investments in
Petrobras, which was the only player at the time,
were around US$ 4 billion per year', intended

primarily for its refineries.

The first phase of discovery at the Campos
Basin caused the company to direct its efforts
toward the upstream operations, concentra-
ting practically all of its investments on the
development of the new area. With the suc-
cessive discoveries of new reserves over the
subsequent decades, Petrobras consolidated
itself as an integrated oil company, operating
in a monopolistic system until the market ope-
ned up in 1997.

In the years following the end of the monopoly,
the sector watched the barrel price rise from US$ 16
in 1998 to US$ 80 in 2005, and the country’s fa-
vorable conditions prompted the strengthening
of local content policy, mainly throughout the
decade of 2000. The government tried to esta-
blish a solid industrial base that could contribu-
te to the country’s social development, taking
advantage of the exploration of existing natural
resources. During that time, Petrobras structu-
red itself to operate in a competitive system and
consolidated its leading position in the sector,
which would become even stronger after the

discovery of oil in the Pre-Salt region in 2007.

Considered to be the largest discovery in the
world in the last ten years, Pre-Salt put the Bra-
zilian oil and gas sector in an internationally
prominent position. It was expected that the ex-
ploration of oil on a new oil frontier, over 7,000
meters deep and hundreds of kilometers off the
Brazilian coast, would positively affect the cou-
ntry's social and economic structure, not only
through royalties, but also through the develo-
pment of the entire sector. It was a positive con-
text for attracting large suppliers, development
of medium, small and micro Brazilian enterpri-
ses, generating new work stations, and mainly,

consolidating Brazil as a cutting-edge techno-

1- Current values (2014)
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logical hub. In addition, what international Ex-
ploration and Production (E&P) company would
not be interested in a growing market with a

huge potential for reserves?

Considering only E&P, the investment of Brazi-
lian operators in the last ten years was over US$
220 billion — and about 80% of this amount was
invested by Petrobras. In December 2014, Brazil
ranked 15th among the proven reserves, with
about 16 billion boe — 1% of global reserves —
capable of doubling that amount in a short time
after incorporating reserves identified in areas
such as those under Onerous Transfer of Rights?
and Libra. Recent industry forecasts® estimate
a total of approximately 176 billion boe of un-
discovered and recoverable oil in the Pre-Salt
region, considering the Santos, Campos, and

Espirito Santo Basins.

Production in Brazil in 2014 was 2.3 million
bpd, about 3% of global production, and after
reviewing the projections of Petrobras under
its new investment plan (2015-2019), the cou-
ntry’s production should reach 3 million bpd
in 2020.

However, despite the strong growth of reserves
and production, technological development in
drilling and subsea activities, and having attrac-
ted world-class suppliers to Brazil, leveraged by
the discovery of Pre-Salt, some recent events

have affected the Brazilian oil industry.

The sharp drop in oils prices, the country’s ma-
croeconomic scenario, the depreciation of the
Real against the Dollar, the loss of investment
grade in the Standard and Poor’s (S&P) credit
rating, Petrobras's difficulty in financing its ope-
rations — aggravated by the failure of the invest-
ment strategy and recent corruption scandals
— and the obstacles related to the regulatory
framework, highlight some of the structural pro-

blems that generate weaknesses for the sector.

Recent revision of Petrobras's production goals for
2020, from 4.2 million to 2.8 million bpd, resulting
from investment cuts and disposal of assets, corro-

borate the setback experienced by the sector.

Considering the challenging environment the
sector is facing, FGV Energia, in partnership
with Accenture, decided to conduct a study in
order to understand how the key players view
the current situation and the prospects for the
Brazilian oil and gas sector. FGV Energia re-
searchers and energy specialists at Accenture
carried out several interviews with industry lea-
ders, seeking to identify the root causes impe-

ding sustainable development.

It is a convergent opinion among all executives
interviewed that such a strategic sector for the
country, due to its representation in the indus-
try, and its ability to directly impact the lives of
millions of Brazilians, deserves to be treated

with the most clarity possible when defining its

2- Contract between Petrobras and the Government granting the right of the company to produce 5 billion boe in the

areas of Franco, Entorno de lara, Southern Guard, Northeastern Tupi, and Florim

3- The National Oil and Gas Institute of Rio de Janeiro State University (UERJ) — August, 2015



role in Brazilian energy and industrial policy. Re-
formulation of the sector is understood to be
necessary, including integrated planning based
on an objective agenda focused on results, whe-
re credibility and predictability are not placed at
risk. The development of this folder is intended
to stimulate the debate about the strategy for
conducting this reformulation and indicate pos-
sible directions so that the key structural drivers

can support the industry’s growth in Brazil.

In a global scenario, where competition is in-
creasing and the search for effective invest-
ments assumed to be mandatory, it has be-
come urgent and necessary to give a clear
message to industry players about the path to
be taken from this point on. Although interna-
tional eyes continue looking toward Brazil, the
risk of losing ground to other markets should

not be underestimated.

CHART 1 - PROVEN OIL RESERUES (BILLIONS OF BARRELS): RANKING OF COUNTRIES

298

Source: BP Energy Outlook (2015)
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How we got here: the logic behind
building the Brazilian oil sector

The path of the Brazilian oil and gas industry in
the last two decades until the point where it is
today was marked by relevant events. Among
them, the following can be highlighted i) the
end of the monopoly in 1995 for extraction, refi-
ning, and distribution activities, and the enact-
ment of Law 9,478 (Oil Act) in 1997, ii) the imple-
mentation of incentive policies for local content
since 1999, which were strengthened in 2003;
and iii) the discovery of the Pre-Salt region in
2007, with the creation of a specific regulatory
framework, sanctioned in 2010. In addition to
these events, the increase in domestic demand
for oil products as a result of government policy
encouraging consumption, and the rise in the
price of oil, which have stimulated the increase
in investments in the sector in recent years, con-

tributed to the development of the sector.

THE END OF THE MONOPOLY AND THE
SUCCESS OF THE CONCESSION MODEL

Since the creation of Petrobras in 1953 until the
enactment of the Oil Act in 1997, the company
operated as a monopoly in exploration, produc-
tion, refining, and transport of oil in the country.
During that time, the company played an impor-
tant role in the growth of the sector’s supplier in-

dustries — such as metalworking and shipbuilding.

The Oil Act established the concession model
for exploration and production activities and
instated the National Agency for Oil, Natural
Gas, and Biofuel (ANP) as the regulatory agent
for the sector. This movement encouraged the
private sector to enter the E&P market and at-
tracted international investment to the country,

boosting the Brazilian oil industry.

The favorable environment paved the way
for twelve bidding rounds from 1999 to 2013,
with the participation of several companies
of different sizes. From local companies fo-
cused only on domestic production activity, to
international oil companies (IOCs), from many
global markets, several companies rounded off
979 blocks, which yielded public funding of over

US$ 4 billion in signing bonuses alone.

13
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TABLE 1- Summary of ANP Bidding Round

Round1 ' Round 2 | i Round 4 |
1999 2000 2001 2002
Blocks Offered 27 23 53 54
Blocks Sold 12 21 34 21
Signature Bonus (US$ thousand) | 180.919 = 261.670 = 240.795 33.883
MEP (US$ thousand) N.A N.A N.A N.A
Average LC - Exp 25% 42% 28% 39%
Average LC - PD 27% 48% 40% 54%
Winning Companies 1 16 22 14
Domestic winning companies 1 4 4 4
Empresas Vencedoras Estrangeiras 10 12 18 10
New operators 6 6 8 5

i Round7 i Round 9 | Round 10 | Round 11 ' Round 12

2003 2004 2005 2007 2008 2013 2013
908 913 1134 271 130 289 240
101 154 251 117 54 142 72
9153 222061 484071 1.140.653  37.942 1407.591  70.000
121.219 | 683.276  801.319 739.405  259.359 ' 3.441.392 = 214.000
79% 86% 74% 69% 79% 62% 73%
86% 89% 81% 77% 84% 76% 84%
6 19 30 36 17 30 12

2 7 14 20 12 12 4

4 12 16 16 5 18 8

1 1 6 11 2 6 nd

Source: ANP - www.brasil-rounds.gov.br (July 2015)

With the market opening to E&P companies
and the consequent growth of the sector, seg-
ments of society raised the debate about the
participation of local industry in the supply of
goods and services to the oil industry. In order
to address this issue, the ANP implemented,
from the 1st round, the requirement of a certain
percentage of purchases carried out within the
country. The encouragement of Brazilian supply
industry development through concession con-
tracts began, then, through the concept of “lo-
cal content.”

In 2002, just five years after the Oil Act, Brazil
already had 26 companies carrying out oil ex-
ploration activities in 88 exploration blocks
resulting from the four rounds that had taken
place up to that point. The Brazilian oil sector
began to be recognized abroad, showing itself
as capable of capturing the attention of inves-
tors and major global suppliers. The potential

for exploration in the country, supported by a

solid and stable regulatory framework which
adhered to what was being practiced by matu-
re production centers, indicated that the sector

was going in the right direction.

STRENGTHENING LOCAL CONTENT POLICY
IN SERRCH OF A COMPETITIVE INDUSTRIAL
FOUNDATION

In 2003, the newly elected government identified
a window of opportunity for implementing an in-
dustrial policy that could contribute to reducing
the unemployment rate, which at the time was at
14%*. After discussions with representatives from
the supply industry, a process of reformulating the
local content requirements began, focused on la-
bor-intensive segments, such as shipbuilding and

the capital goods industry.

Thus, specific requirements for over 60 items,

including equipment and services, were placed

4- Source: Ipea Data/IBGE



in the concession contracts starting with the 7th
round (2005). The percentages reflected the exis-
ting view at the time of the supply capacity of the
domestic industry to meet the demands of Petro-
bras and other operators, in an annual investment

scenario of US$ 6 billion per year.

In addition, through Prominp — the National Pro-
gram for the Mobilization of the Oil and Natural
Gas Industry -, a much more rigorous methodo-
logy was developed for measuring the local
content realized, whose approval would come
through certifying companies accredited by
the ANP. This regulatory process of Local Con-
tent Certification, according to the contract requi-
rements established beginning the 7th bidding

round, was completed in November 2007.

PRE-SALT: A NEW ERA FOR THE BRAZILIAN
OIL INDUSTRY

In 2007, the discovery of high-quality oil in ul-
tra-deep waters in the layer known as Pre-Salt,
was considered one of the greatest events in
the global oil industry in the last decade due
to the potentially recoverable volume of 5 to 8
billion boe — about half of the country’s proven
reserves at the time. The communication of the
discovery to the National Energy Policy Cou-
ncil (CNPE) occurred through the process of
carrying out the 9th bidding round, which led
CNPE to request ANP to remove 41 blocks loca-

ted in the Pre-Salt area.

The Ministry of Mines and Energy (MME) was
then given the task of evaluating the new le-

gal framework considering the low exploratory

risk and the great return potential of areas of
the Pre-Salt. After intense debate, the Pre-Salt
regulatory framework was approved by legisla-
tion at the end of 2010 (Law 12,351), establishing
the production sharing model and determining
Petrobras as the only operator in these fields,
with minimum share of 30%. Discussions about
the development of regulatory changes,
however, dragged on, which culminated in
a period of five years without new bidding
rounds. Without access to the new reserves,
the operators, driven by the rise of oil prices to
between US$ 70 and US$ 100, directed their in-
vestments in the country to developing the are-

as obtained in previous rounds.

The situation was so favorable that Petrobras
announced, in 2011, a record investment plan,
with forecast of US$ 225 billion in five years, and
a production goal in 2020 of 4.9 million bpd.
To this end, over 100 vessels, between platfor-
ms, oil tankers, and rigs were expected to start
operating, and several orders were placed in
the Brazilian shipbuilding industry. As a result,
the number of jobs in shipyards increased from
7,000 in 2003 to over 80,000 in 2014.

In the global scenario, the industry made major
investments due to the high price of the bar-
rel driven by geopolitical tension in the Middle
East. In the United States, shale gas began to
gain relevance, showing itself as a solid alter-
native to the American dependence on OPEC
member countries. In Africa, on the other
hand, great discoveries were made, similar to
our equatorial margin; however, they were not
attractive enough to divert attention from the

Brazilian Pre-Salt.

15
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In 2013, the ANP resumed bidding rounds with
three events: two under the concession mo-
del and one under production sharing regime.
Round 11, in mature sedimentary basins and
new technological frontiers, showed the appe-
tite of operators after a long period without
bidding, beating the record of signature bonu-
ses (US$ 1.4 billion).

Round 12 offered, for the first time, areas with
unconventional gas potential, without having
completely defined regulations for this type of
activity. This fact led to, contrary to the pre-
vious bid, less competition, and only a third of
the blocks offered were sold, accounting for a
signature bonus value of US$ 70 million, well

below forecast.

Pre-Salt’s first bidding round, carried out un-
der the production sharing model, auctioned
the area of Libra, discovered in 2010. The only
offer was made by the consortium composed
of Petrobras, Shell, Total, and the state-owned
Chinese CNPC and CNOOC, which paid the mi-
nimum amount of US$ 6.9 billion for the signa-
ture bonus. With the price of oil over US$ 100, a
barrel, the absence of other consortiums at the
auction for the largest area offered in Brazil -
with a recoverable volume estimated between 8
and 12 billion boe -, and one of the largest in the
world, made it clear that there was mistrust on
the part of global operators concerning the new
regulatory model implemented in the country.
The result of the auction demonstrated that,
with the new rules, competitiveness would tend

to be low, even in a favorable market scenario.

Beginning 2014, after over a decade of favora-
ble conditions, with the barrel price exceeding
US$ 100, the global oil industry began to notice
a sudden change in the scenario. The abrupt
drop in oil prices resulting from a rapid incre-
ase in the oil supply combined with decreased
growth in global demand decreased the return
expectations of oil companies.

In Brazil, the reversal of the favorable global si-
tuation began to reveal a series of weaknesses
in the country’s structural and regulatory issues,
which increased the obstacles to the harmo-
nious growth of the sector. Throughout the
next section, we aim to discuss the inflections
in these variables, which generated the change
in perspective for the Brazilian oil scenario. We
give greater emphasis to the debate on structu-
ral issues, which we believe to be of fundamen-
tal importance to the critical moment the sector

is experiencing.






18

The structure complicating the
outlook: structural factors that
intensify the negative effects of the ail
sector s current outlook

The recent scenario, characterized by the drop
in oil prices, the decrease in Petrobras’s invest-
ment capacity, and the Brazilian macroecono-
mic scenario, waved a red flag for the sector,
showing a clear need for change in the structu-
ral aspects interfering with the development of

the sector.

The sharp drop in the price of this commodity,
beginning mid-2014, started with a combination
of shocks on both the global demand side and
the global supply side of oil. On one hand, the
smaller growth of consumer countries, such as
China and other emerging countries, and the
economic downturn in industrialized countries,
mainly in Europe, in addition to the increase in
energy efficiency, led to a slowdown in the grow-
th of the demand for oil products. On the other
hand, increasingly greater production of tight oil
and shale gas in the United States, and the de-
cision of members of OPEC not to restrict pro-
duction, caused the supply imbalance. Recently,
the possibility of returning to Iran’s oil exports
increased the risk of maintaining or worsening
the drop in oil prices, which had already dropped
below US$ 40.00 for a barrel of WTI oil.

In this scenario, companies in this sector be-
gan rethinking their strategies, focusing on
reducing and postponing investments, car-
rying out divestments, and reducing opera-
ting costs, including layoffs and increasing
operational efficiency. The drop in the value
of assets has also favored opportunities for

mergers and acquisitions.

In the case of Petrobras, the drop in oil prices
was just another factor decreasing its invest-
ment capacity, which was already adversely af-
fected by an extremely ambitious investment
plan (2014) — forecasting 35 new platforms in
operation by 2020 and requiring higher rates of
local content, even with a national supply indus-
try undergoing a competency and production

capacity development phase.

Coupled with this scenario, there were corporate
decisions questioned by the market and minori-
ty shareholders. As an example, we highlight the
fuel price maintenance policies aiming to reduce
inflationary pressure, and the focus on projects
with negative NPV (net present value), such as the

two refineries in the Northeast — later cancelled. In



addition, the confirmation of surcharging projects
investigated by Operacdo Lava Jato generated
impairment in the company’s assets, leaving the

company's equity situation even weaker.

In addition to these aforementioned factors, the
Brazilian macroeconomic scenario has contribu-
ted to the sector’s instability. The devaluation
of the Brazilian real increased Petrobras’s debt,
given that the majority of its debt is in foreign
currency. Increase in unemployment rates cau-
sed Petrobras’s divestment plans to generate
impacts even more sensitive to the population.
In addition, higher unemployment rates impose
restrictions on the government to implemen-
ting policies that may reduce investment costs
and terms — such as possible flexibility in local

content regulations.

In this context, the importance of structural is-
sues is further emphasized. The scenario requi-
res additional caution so that all control varia-
bles can be appropriately addressed in order to
promote harmonious growth of the sector at a

delicate moment such as this one.

This section addresses structural obstacles
that, regardless of the current domestic and in-
ternational outlook, are present in the domestic

oil industry.

Industrial policy - the
lack of industrial policy
that effectively defines
the role of the oil and
gas sector in Brazil

Just over ten years ago, the country returned to
a more explicit industrial policy agenda, which
mainly focused on creating jobs. This recovery
was brought on by the launch of three national
industrial policies: (i) Industrial, Technological,
and Foreign Trade Policy (PITCE), in 20045, (ii)
Productive Development Policy (PDP), in 2008,
which proposes to improve and broaden the
scope of action of the PITCE, and (iii) the Gre-
ater Brazil Plan (PMB), in 2011. All had similar
motivations in common, as well as similar ob-
jectives, to encourage domestic consumption
and stimulate the economy by focusing on

specific sectors.

The first of the plans, the PITCE, did not include
oil and gas as a strategic sector. It was only after
the PDP in 2008 that the sector was clearly pla-
ced in a national industrial program with speci-
fic goals. Each sector on this front® was placed

under the management of an agency. Petrobras

5 - PITCE prioritized the semiconductor, software, capital goods, and pharmaceutical and medication sectors. The mining

industry, which includes oil and gas extraction activity, was not included in the guidelines for this first policy.

6 - In addition to Oil, Gas, and Petrochemicals, this front included other sectors, such as Aeronautics, Bioethanol, Mining,

Steel, Pulp and Paper, and Meat.
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was left responsible for the oil, gas, and petro-
chemical complex, as the only sector without a
ministry involved in its management’. The fact
that a sector had Petrobras as the manager of
its industrial policy generated questions due
to possible conflict of interest concerning its
position as an E&P operator and the needs of

the country.

Interactions between the sectors included in
the PDP, from the perspective of a single indus-
trial policy, were not taken under account. In ad-
dition, measures that should have been taken
under the PDP for the purpose of increasing
production made Petrobras’s central role clear.
The plan considered the goals in the ambitious
Petrobras Business Plan 2008-2012, with total
investments of US$ 112.4 billion (annual average
of US$ 22.5 billion) and increase in production
to 2.4 million bpd in 2012. With the exception
of Petrobras, no description was included about
how the government would promote the incre-

ased production goal taking into consideration

the private E&P companies operating in the
country, which contributed to creating an envi-
ronment of uncertainties for long-term planning

in the sector.

In addition, the plan aimed at self-sufficiency in
oil, with specific goals to increase the production
of oil and gas, maintaining the participation of
local content at the levels of 2007. Concerning
production, the goal was to increase the volume
of oil and liquefied natural gas produced to 2.4
million bpd, and of natural gas to 637,000 bpd
in 20128, These production goals conflicted with
ambitious goals of maintaining 75% of local con-
tent in 20107 %, since high prices and extended
terms for domestic products were adversities

identified in unison by industry players.

Finally, the PBM was implemented in 2011 as a
response to the international crisis. In practical
terms, however, the PBM was a continuation of
the PDP. The direct measures in the oil and gas

sector were limited to tax relief and subsidized

7 - In other sectors on the "Program for Consolidating and Expanding Leadership” front, management was carried out

by the Ministry of Development, Industry, and Commerce (MDIC) or by the Cabinet of the Chief of Staff. Management of

sectors belonging to other fronts were also carried out by ministries.

8 - BRAZIL. Ministry of Development, Industry, and Foreign Trade. Part of the Productive Development Policy Presenta-

tion. Available at: http://www.desenvolvimento.gov.br/pdp/arquivos/destswf1224095287 .ppt.Page 109. Access on: July

17, 2015.
Acesso em: 17, de julho de 2015.

9- The diagnostic, at the time of the launch of the PDP, was that there was an increase from 57% local content participa-

tion in 2003 to 75% in 2007.

10 - The plan mentioned the goals for local content up to 2010.



credit. As for tax relief, the plan proposed ex-
tending the Special Customs Regime for Expor-
ting and Importing goods for the exploration
and production of oil and gas (REPETRO")
beyond the producer. REPETRO will remain in
force until 2020 and the sector expects it to be

extended even longer.

Intended to include the entire oil and gas supply
chain, the Special Regime for Oil and Gas (REPEG)
was created, aiming to ensure tax relief on invest-
ment and equal terms for both domestic and fo-
reign suppliers. However, REPEG did not actually
occur. Just like previous plans, formulating the
production expansion plan was the responsi-
bility of Petrobras, which carried out the role
of policy formulator and conductor — and not

MME, the highest representative of the sector.

In addition to the aforementioned national in-
dustrial policies, the government launched the
Program for the Mobilization of the National Oil
and Gas Industry (PROMINP) in 2003, creating
a discussion forum among main stakeholders in

the oil and gas sector. The objective of PROMINP,

"to maximize the share of national industry in the
acquisition of goods and services to implement
oil and gas projects in Brazil and abroad, on com-
petitive and sustainable basis” was based on the
assumption that, although there were no deba-
tes within the program’s scope about production
goals in the country, the bottlenecks identified
would be addressed through actions coordinated

by the industry itself.

Focusing on the oil industry, without represen-
ting a broader industrial policy integrating the
oil sector with other sectors that are also strate-
gic to the economy, PROMINP did not seek to
encourage possible cross-industry synergies'.
In its conception, the program comes from the
assumption that the growth of oil and gas pro-
duction would come mainly from Petrobras as
the country’s main oil producer. As PROMINP’s
greatest tool, “local content” became the ef-
fective industrial policy carried out by the go-
vernment in the Brazilian oil and gas sector.
However, its guidelines and implementation are

criticized by the stakeholders interviewed.

11- REPETRO is a customs regime focused on oil and gas production companies, exempting federal taxes from the su-

pply of goods for E&P. REPEG was a tax regime for the oil and gas production supply chain. This regime removed import

taxes, excise taxes (IPl), COFINS, and additional on freight for merchant marine renovation (AFRMM).

12 - As an example, the growth of the Brazilian shipbuilding industry, resulting from the demand in ship and platform

construction for the oil sector, should be combined with building ships for regional freight, such as coastal shipping.

The shipbuilding sector, in tumn, should be related to the improvement of Brazilian ports in order to meet the increased

demand for freight. This type of interaction was not explored by the program.
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WHY IS THERE SO MUCH CRITICISM ABOUT
LOCAL CONTENT REQUIREMENTS?

Since 1997, auctions of E&P oil and gas blocks
have taken three variables into consideration:
Signature bonus, Minimum Exploration Pro-
gram (MEP), and the local content offered by
operators. However, the offers of local content
were free and without a minimum requirement,
a model that lasted until Round 4 (2002).

Beginning in 2003, the ANP established a glo-
bal minimum percentage of local content, for
exploration and production development pha-
ses, and in 2005, after the 7th round, the requi-
rements were extended to over 60 items and
sub-items (equipment and services). In 2007,
the PROMINP Local Content Booklet was de-
veloped, which became the official measuring
methodology, and the process of certifying lo-
cal content through companies accredited by
the ANP was introduced.

From the point of view of industry players, a
broad industrial policy should guide industry
policies, for example, of oil, through a central

coordinator that considers interactions with the

entire economy. However, the promotion of the
oil sector, both for producers (oil and gas ope-
rators) and their suppliers, should be combined
with the promotion of other economic sectors.
The main criticism of the Brazilian local con-
tent Policy is that it does not in fact represent
an industrial policy, but a tool that should be
placed within a broader concept of public po-
licy focused on the industry. Still, there is the
argument that there is a lack of clarity about the
greater purpose of the tool —increase in jobs, in-
come, or technological development, for exam-
ple - which complicates the evaluation of results

and the analysis of its efficiency.

Additionally, there is criticism about the
scope of the policy and the fact that it does
not prioritize sectors and activities with
comparative advantage in the country. The
subsea equipment segment in Brazil, for exam-
ple, is considered competitive by industry
players. In other segments, however, this is not
true, and Brazilian suppliers end up less com-
petitive than international suppliers. Incorpo-
rating minimum goals for local content in auc-

tions for practically all sectors in the production

TABLE 2 - Change of weights of the variables that make up the offers from the companies in ANP bidding

Rounds SB MEP LC
1,23 and 4 85% ' Defined in the Call for Bid | 15% (3% Exploration + 12 % Production Development)
5and é 30% 30% 40% (15% Exploration + 25 % Production Development)
7.8,9,10,1and 12 40% 40% 20% (5% Exploration + 15 % Production Development)

Source: Update of Table 3 from IPEA and PETROBRAS (2011), with data from the ANP.

13 - Bénus de Assinatura (BA), Projeto Exploratério Minimo (PEM) e Contetido Local (CL).



chain — metalworking, electrical, automation,
steel, mechanical equipment, and services of
engineering and building and assembly -, the
winners have a commitment to purchase from
domestic suppliers, regardless of their com-
petitiveness compared to international peers,

creating a kind of market reserve.

The concession agreements even foresee the
possibility of ANP waiving obligations from
operators in cases of excessive prices or de-
livery schedules of domestic suppliers com-
pared with international parameters, or in the
case of new technology. However, this waiver
procedure still requires regulation, and in prac-
tice, it has not worked. Basically, the Brazilian
local content policy has not proven to be effec-
tive in improving suppliers, resulting in a policy

without dynamics and effectiveness. In other

words, the growing volume of investment in lo-
cal content does not necessarily translate into

an evolving supplier industry.

The operational side of the current policy
brings difficulties in practical terms. The
process of measuring local content has pro-
ven to be very bureaucratic and costly, with the
need to fill out numerous spreadsheets whi-
ch break down, for example, production units
into thousands of pieces of equipment and
their respective raw materials and components
exhaustively, with the need to present nume-
rous supporting documents and an extensive
local content certification process. To make
matters worse, this complex process does not
measure or consider relevant impact on the

economy such as supplier development and
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investment in R&D, since local content is cal-
culated only considering the national portion
of items that make up the price of the sale of
goods and services. Operators that invest in
and promote competitiveness at par with inter-
national suppliers, for example, do not receive
any type of benefit, such as reduced local con-

tent obligations for future projects.

Additionally, in the current contractual model,
the local content obligation exists only for in-
vestments (exploration and production develo-
pment), causing doubt about the application of
requirements for operating expenses, such as
chartering production platforms. This fact re-
veals another incongruity in this model, since
it creates the possibility for operators to char-
ter platforms abroad instead of requiring their

construction within the country.

Finally, another point raised by the stakehol-
ders during the interviews was that even when
the required local content is reached for all
items and sub-items on the contract table, the
overall local content might not be reached, sin-
ce the cost structure and the respective wei-
ghts for calculation of the overall local content
for operators often differ from the parameters
considered by the ANP for calculating goals of
overall local content, which characterizes ma-

thematic inconsistency in the contracts.

The number of fines recently applied for
noncompliance with local content has incre-
ased, indicating the local industry’s lack of
capacity to meet the demand of operators
and revealing the need for improvement in
local content policy. In 2015, until July 17, the-
re were fines applied of a total of US$ 84 million
(of which US$ 73 million were in one block alo-
ne), quite an increase compared to recent ye-
ars. There was also an increase in the number
of fines for noncompliance with local content
requirements. For the blocks in the 5th round,
a total of 18 were fined, while 60 of the blocks
offered in the 6th round were fined. For the se-

venth, so far, 12 blocks have been fined™ ™.

14 - With the resolution of the CNPE 8/2003.

15 - There are no records of fines for rounds before the 5th, on the http://www.anp.gov.br/?pg=76768&m=conte%-
FAdo%20local&t1=&t2=conte%FAdo%20local&t3=&t4=&ar=0&ps=18&1437245917448.

16 - Beginning with the 8th round, all other rounds are still in the initial phases of the exploration process.
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CHART 2 - Fines Assessed for Local Content

o 319,7
67% 66%

&_

64% 61%
36%
93 21,1
— [
R5 R6 R7
I Fine (MM) == | C Realized LC Offered

Note.: Local content realized and offered referring to blocks with fines above R$ 1 million, representing R$ 350
million in fines of a total of R$ 359 million. For the 5th round, the overall local content realized was, on average, more

than the amount offered. The amount of the fines refers to noncompliance with drilling activities.

Source: ANP - http://www.anp.gov.br/?pg=76768&m=&t1=8t2=&t3=&t4=&ar=&ps=&1440730450406 (August 2015)
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CHART 3 - Auerage Lacal Content Offered
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Source: ANP - www.brasil-rounds.gov.br (July 2015).

This increase reveals that the punitive model
adopted does not work. Note that such fines refer
only to the exploration phase — the expectation of
the operators is that the future value of fines for
the production development phase will be much
higher, given the planned investment volume and
the current situation of local suppliers. With high
average percentages of local content offered to
blocks throughout the years and rounds, this sce-

nario tends to become critical.

Although many companies have made very high
and not very feasible bids for local content, such
behavior by the players reflects the rule for the
bid. The E&P auction occurs with great uncer-
tainty on the part of the players regarding the
value of the objects to be auctioned, and players
value the gain (winning the auction) more than
the future risk (fine for noncompliance of local
content). In addition, according to the bidding

rules, a high offer of local content may work as a

compensation for a lower signature bonus offer.
It is as if the operator chooses to replace the
payment of the signature bonus, due upon exe-
cution of the agreement with the ANP, with a
potential risk of future fines, to be paid after the
exploration and/or production development
phases. In other words, the rule designed for
the bid ends up favoring very high bids for
local content. Over time, the companies incor-
porate this cost in their business plans and in
future E&P evaluations, which ultimately results

in an assessment of greater risk.

With the assumption of “what can be made in
Brazil, will be made in Brazil,” the country loses
the opportunity to use its comparative advanta-
ges to benefit society and promote sectors that
may bring more domestic development, such as
taking advantage of the oil sector as one of the
drivers of this process. Prioritizing all segments

of the supply chain, means, actually, a lack of



prioritization and planning. So, while there is
domestic demand, mainly originated by manda-
tory percentages agreed upon at the bids in the
auctions, supply is guaranteed. However, in case
of downturn in the sector, whether for internal or
external reasons, investment in exploration and
production drops, making the entire supply
chain less viable. This fact could be mitigated if
competitiveness were to be encouraged, whi-
ch would lead the national goods and services
industry to dispute auctions in the internatio-
nal market, guaranteeing a more long-term

project portfolio.

Distortion in the role of
Institutions, excessive
intervention, and the gap
in industry-government
dialogue

Within the structure of governmental agencies
related to the Brazilian oil sector, the MME is
the planning agent, which bases its policies on
studies made by the Energy Research Company
(EPE) while the ANP acts as the regulatory agent,
in an independent way from the sector. But the
main entity ends up being Petrobras. Due to the
proportion of Petrobras's participation in Brazil's
overall production, the main driver for growth be-
came the company's investments in E&P, which
created direct dependence between domestic ol

production and the growth plans of Petrobras.

The role of Petrobras, including in planning,
ultimately prevented the EPE from being re-
cognized by players as a promoter of studies
and industry planner. Over the years, Petro-
bras has led most discussions, taking the place
of the EPE, which has the institutional role of
developing studies and research aiming to su-
pport the energy industry’s planning, including

the oil sector.

With Petrobras focused on its internal reorga-
nization and discussing its repositioning in the
Brazilian market, a gap was created in the pro-
gression of the Brazilian oil sector. This disorder
among the institutional roles ended up redu-
cing the technical nature of decision-making wi-
thin the sector, facilitating political ownership of
the discussions and allowing other governmen-

tal agents to seek more active participation.

For example, there are now two law projects
in the House and in the Senate, which discuss
possible reformulation of the Sharing Produc-
tion Regime Law'. Regardless of the judgment
on the review of the single operator rule, or
Petrobras’s mandatory minimum participation,
this debate should be guided and directed by
planning agents (EPE and MME), focusing on
the technical aspects of the issue. After discus-
sion and ordering the sector’s priorities, the
matter should be addressed by Legislation,
with the technical discussion already consoli-

dated as a base for political discussion.

17 - For example, Bill 4973/13 at the House of Representatives.
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Similarly, the increase of ANP’s influence over
the development of the sector was also demons-
trated by the new regulation for the use of re-
sources for Research and Development (R&D).
Recently, the agency launched a proposal for
implementing a Technical-Scientific Committee
(COMTEQ)Y for R&D projects, where there will
be only one representative from supply compa-
nies and one representative from research ins-
titutions among the eight members composing
the committee. In addition to the imbalance in
representation, this proposal does not take into
consideration the sensitivity of the oil compa-
nies’ need for research and development, by gui-
ding the country’s technological agenda based
on the view of an entity whose role should be to

regulate and supervise the sector.

According to ANP’s'™® public consultation about
the new proposal for rules on the use of resour-
ces for R&D, the Brazilian Institute of Qil, Gas,
and Biofuel (IBP), which represents all the oil
and gas operators, argues that the demands for
new technology, products and processes, and
technological bottlenecks are under constant
monitoring, on a level that not even national
R&D institutions can carry out. The way that the
committee’s operation is proposed, brings the
risk that projects recommended do not meet
the needs of the industry or do not create in-
novative gains for Brazil. It should also be no-
ted that decisions about the technological de-

velopment of the project should be based on

technical competence, strategic issues, market
issues, or even on training — and not merely on
distributing resources across the country throu-

gh the lens of social development.

This role assumed by ANP, not including several
of the industry’s contributions and positions, re-
veals another of the sector’s weaknesses: indus-
try-government dialogue, critical during difficult
moments, has not been working. From the point
of view of private players, there is a lack of
a more effective communication channel so
that the sector’s strategic decisions are not
made unilaterally, meeting only the political
agenda and ignoring the importance of who has
the role of effectively transform government gui-
delines and programs into products and services

that provide wealth to the country.

The most recent example of this position was
the publication of the public consultation result
for ANP’s 13th bidding round, which occurred in
October of this year, where several suggestions

made by IBP were ignored

In short, there is no long-term central planning
that indicates a clear direction for the market
about the goals of the Brazilian oil sector. Wi-
thout a doubt, the institutional leadership
role in these discussions should be occupied
by EPE, having the MME as the developer of
political strategies, plans, and goals, and an
interlocutor of the players of the sector. ANP

18 - ANP Resolution No. 33/2005 and ANP Technical Regulation No. 05/2005.

19 - N° 10/2014.
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should focus on its institutional role as a regu-
latory agency, and Petrobras, which will always
have an important role in implementing guide-
lines defined at government level, should act as
a producing agent, and not be responsible for
determining the directions to be taken by the

Brazilian oil and gas sector.

The regulatory challenges
to expanding the sector

The lack of leadership in the agenda for chan-
ge in the sector also presents regulatory chal-
lenges. The role of Petrobras and the limited
recognition of the contribution of private com-
panies in domestic production and future in-
vestments give rise to the development of a
regulatory framework governing the sector in

an unbalanced manner.

SHARING MODEL, ROLE OF PPSA, AND THE
SINGLE OPERATOR

The concession regime, created through the
1997 Qil Act is used all over the country’. Ac-
cording to the act, the concessionaire has the
ownership of oil and gas extracted during the
term of the agreement. To operate in deep
waters, for example, the right to operate is
granted to operators as category "A"%, and
one of the companies from the winning con-
sortium at the auction acts as the operator.
In this regime, decisions about investment as
well as the production curve are determined

by the operator/consortium.

With the new 2010 regulatory framework, Pre-
-Salt and other areas considered strategic

must be explored under the sharing regime?',

where the ownership of oil and gas extracted

20 - Except in areas determined by Law 12,351/10 (Pre-Salt and strategic areas).

21 - For the purposes of classifying as operator “A,"” “B,” or "C," a score is assigned according to criteria described in the

Call for Bid, such as the volume of operated production, experience in onland and off-shore exploration and production

activities, the company’s international experience, and the history of respect and care for the environment in its operations.



belongs to the Government. As suggested
by the name, this regime has as its main ne-
gotiating criteria the proportion of the share
of surplus oil that goes to the Government. In
it, the state-owned company Pré-Sal Petrdleo
S.A. (PPSA), assumes the role of supervisor, in
addition to ANP, and also influences invest-
ment decisions, by mandatorily participating
in all winning consortia with the power to veto.
Petrobras then acts as a single operator, with a

minimum of 30% share in all winning consortia.

The change in the regulatory framework and
the introduction of the sharing regime were
fundamental for rebalancing the distribution
of return between operating companies and
the Government, given the high economic po-
tential of the discoveries in the Pre-Salt region.
In fact, the huge volume of lighter crude oil re-
serves, combined with the low geological risk,
represented an expectation of significantly hi-
gher profitability for the areas of the Pre-Salt

compared to conventional areas.

The operating companies, generally, do not
refute the logic of redistributing the returns
due to the high potential of Pre-Salt. However,

they argue that the concession model could

be adjusted to facilitate the achievement of
this goal, without increasing the control and
influence of the government, and avoiding the
complexities of governance introduced by the

Brazilian sharing model.

In addition to leading the sector toward gre-
ater involvement and control by the Govern-
ment, our sharing model also increases the
complexity of management, supervision,
and measuring results, compared to the

concession model.

The first peculiar characteristic of the Brazi-
lian sharing model is the creation of an en-
tity such as the PPSA. The role of the PPSA
in the supervisory process is arduous, due to
the expected operational challenges. In addi-
tion, the entire exploration and development
plan, as well as accounting® of contracted pro-
jects, should go through the PPSA, which will
appoint the chairperson of the consortium and

will have 50% of its operational committee.

Therefore, the technical-financial critical
duties are attributed to the PPSA for the
efficiency of the whole process of explora-

tion and production in the Pre-Salt region.

22 - In the sharing regime, the Government is the owner of extracted oil. Part of production goes to offset its cost (cost

oil), and the rest, called surplus (profit oil), part is appropriated by the Government and the remaining stays with the

producer, characterizing the sharing of profit oil. In addition to its part of the surplus oil, government revenue is through

production royalties, the occupancy rate of the area, and the signature bonus.

23 - According to Neto (2013), the costs observed by the PPSA come from accounting audits, and often do not reflect

shared resources, provisions related to other activities, and are unable to reflect, for example, cross-subsidies or gains

from productivity. The information observed ex-post, whether technical or financial, is also incomplete due to its extreme

complexity, often not revealed because of confidentiality issues or difficulty in interpretation.
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This regulatory framework, in addition
to taking freedom away from companies
participating in the consortium, burdens
the whole process, due to costing of PPSA
and increased bureaucracy. The more
serious fact is the increase in uncertainty
among the players, since every strategic de-
cision is subject to government scrutiny?,

affecting the risk and return on investment.

An even more delicate issue, and also ori-
ginated from the new Brazilian regulatory
framework, the Single Operator model is
now a major complication. According to this
model, Petrobras is obligated to make at least
a 30% contribution to the winning consortium,
characterized as an “operational monopoly”
over Pre-Salt. Having Petrobras as a single
operator implies in several negative effects on
the dynamics of E&P in Brazil.

Although Petrobras is a large company, ha-
ving technology and a technical staff capable

of producing great quantities of oil in the Pre-

-Salt, the rate of exploration and development

in the region should not be tied to the financial
capacity of the company, since it ends up be-
coming a limiting factor for the production of
the sector. Another controversial point about
having Petrobras as a single operator is the
fact that it may not define the regions where
it would like to operate, which, inevitably, im-
plies developing projects that might be less
attractive from the point of view of optimizing

its portfolio.

Due to its expertise in E&P in Brazil's deep wa-
ters, the company would be able to continue
acquiring the majority of the blocks, regardless
of the regulatory model. In the sharing model,
in addition to its blocks of interest, the com-
pany will be obligated to participate in at le-
ast 30% of projects outside of its development
plans due to their low appreciation. Damage
to Petrobras may be even greater, since there
will be a tendency toward greater passiveness
in the investment profile on the part of other
companies participating in the consortium,

since they may not act as operators.

24 - For example, limitation of volume produced



FIGURE 1- Petrobras Areas of Uperation in ESP.

Pre-salt and Production
strategic areas sharing

Onerous
Transfer of
Rights

Pre-Salt areas bid Concession

before the sharing

regime and all
other basins

Petrobras 100% (direct contract)

Petrobras operator (min. 30%)

Bidding: Third-parties (non-operator partners)

or Petrobras (additional minimum share)

Petrobras 100% (rights limited to the
production of 5 billion boe)

Petrobras operator and non-operator, when

alone or in partnership, through bidding

Third-parties: operators or in partnerships (not

necessarily with Petrobras); through bidding

Source: Petrobras Website? (Layout adapted from the figure on http://www.petrobras.com.br/pt/nossas-atividades/

areas-de-atuacao/exploracao-e-producao-de-petroleo-e-gas/marco-regulatorio/).

Finally, this type of model aggravates the
monopsony problem faced by local oil
and gas industry suppliers. Approxima-
tely 92% of Brazilian oil production comes
from Petrobras. Naturally, the majority of
the demand for goods and services that meet
the operational and investment needs of the
sector comes from this company. With the re-
quirement of the single operator, suppliers
depend a lot on Petrobras demands, which in
a restricted investing environment, ends up
being revealed as a measure which is counter-
cyclical to the development of the country’s

oil industry.

The responsibility for the Pre-Salt assigned to
Petrobras goes beyond its direct or indirect
contracts — through the single operator model
— in the sharing model. The Government also
granted, in 2010, through direct contracting,
the right for the company to explore up to five
billion barrels of oil and gas. Called Onerous
Transfer of Rights, this contract served as a way
to capitalize the company without the need
for governmental funding, by exchanging the
amount of oil of potential reserves for the equi-
valent of 2.4 million of the company’s common
shares. The negotiation aimed to cope with the

company'’s future cash needs for investments in
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E&P in the Pre-Salt, while making sure that the
government does not lose its majority position

in the company’s shareholding structure.

This process of transferring to Petrobras the
responsibility for leading the national oil agen-
da may be translated as a lack of a greater poli-
cy defining goals and measures for production
growth. The choice for higher percentages of lo-
cal content, combined with the sharing regime,
creates another trade-off for the country. Aiming
to promote domestic industry, the government
might be a burden on the cost of E&P for the
operators. According to the opinions of those in-
terviewed?, domestic products are, on average,
more expensive than international products and
have inferior quality, resulting in a lack of incen-
tive for suppliers to become internationally com-
petitive. Add to this the issue, the delivery time

of domestic suppliers tends to be longer.

These factors contribute to more cost, which, in
turn, decreases oil profit for the sector. Less oil
profit means less revenue for the federal gover-
nment. The trade-off is exactly that: encourage
domestic industry and reduce oil profit, also re-
ducing the government’s discretionary powers
when stimulating other sectors of the economy,

and vice-versa.

This is also the challenge faced by the PPSA.
When representing the government'’s interests,
it needs to ensure low costs in order to provide
more oil profits for the Government, while mee-
ting the local content policy requirements. How
can the two variables be equated? What will wei-

gh more in decision-making?

The future of the oil E&P industry is clearly
conditioned upon Petrobras’'s operational
and investment capacity in the current re-
gulatory model, the result of the direct de-
pendency created by Pre-Salt's regulatory

framework.

Besides the assumption of greater ownership
of the country’s natural resources in the sharing
model, the government ends up discouraging
the exploration in the Pre-Salt by private com-
panies, which in the end is a trade-off for the
country. These ties may, at first, ensure greater
share for the country in the Pre-Salt profits, but
by creating so many obstacles, the discourage-
ment of the private sector may result in less pro-
duction. The model has not yet been tested and
represents a great uncertainty as to the success
of the exploration and production of the Pre-

-Salt reserves in Brazil.

25 - Accessed on 29/07/2015

26 - Itis important to note that there are efforts from several oil sector analysts through specific studies to quantify the

competitive advantage of price, delivery time, and quality of domestic products compared to imported, but there is no

single value that expresses this relationship.



PACE OF ROUNDS, RULES FOR UNITIZATION
AND ENUIRONMENTAL CHALLENGES

While self-sufficiency and leadership goals were
presented for the country, there was no regula-
rity in the bidding rounds. There were not any
rounds between 2008 and 2013, and during the
five-year interval, there was only the Onerous
Transfer of Rights, a “round” exclusive to Pe-
trobras. The lack of rounds for the private sec-
tor and exclusivity of Petrobras in the Onerous
Transfer of Rights revealed the government’s in-
tention to keep the rate of domestic production

restricted to the capacity of Petrobras.

This fact goes against the intention of promo-
ting the local supplier industry. For compa-
nies to be able to build a lasting produc-
tion park, constant rounds are necessary

so that the flow of contracts ensures the

industry’s sustainability. What happens in

practice is that the perceived lack of predicta-
bility by suppliers makes the mobilization and
demobilization of their teams a spot occurren-
ce to cater to a given contract that they may
come to win. In the case of the shipbuilding
industry, for example, this point becomes a
barrier to Brazil effectively moving along a le-
arning curve that could make it increasingly
more productive in its deliveries. Once again
the importance of stimulating international

competitiveness is reinforced.

The volume of Petrobras investments in recent
years has allowed the demand for domestic
goods and services to grow, maintaining the oil
industry active, which hid the consequences of a
long period without any rounds. However, with
the current restrictions on Petrobras’s invest-
ments, in the case of possible recovery of the
commodity price, we will be in a position below

the potential production planned years ago.
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Despite the growth of the sector in recent years,
it is important to note that in an industry where
pre-operational investments are high and leng-
thy, the effects on production capacity will be
felt in the following years. This fact may impact
the self-sufficiency goals in oil, and, as already

stated, the development of the domestic su-

pply industry.

Similarly, the government fails to acquire lar-
ge amounts with the results of the auctions
and interest in future production. By showing
that there is no long-term plan for auctioning
exploratory blocks, we add another fact of
uncertainty to the E&P environment in Brazil,
reducing international competitiveness and
questioning our potential as a major producer

of the world'’s oil.

The absence of bidding rounds caused Brazil
to lose a great opportunity to continue conso-
lidating its oil industry. From 2008 to 2013, the
structure of the world oil industry drastically
changed with the emergence of the production
of unconventional oil in the USA. In this new
scenario, with the recent drop in the price of
oil, the attractiveness of projects in deep and
ultra-deep waters — such as Pre-Salt, was pla-
ced in context. We therefore lost the window of
opportunity to attract even more private invest-
ments to the sector when the price of the com-
modity was high and there was strong interest

of producers in the Pre-Salt.

On the demand side, the reduced waste and
more efficient use of energy, along with the dis-

cussions about climate changes, raise the issue




of the use of oil as an energy input in the future.
Despite the difference in opinions, it is impor-
tant to consider the possible impact of such is-
sues on the demand for oil in the medium and
long terms. In the scenarios imagined by ex-
perts?, gas has been appointed as a transition
fuel in a world seeking a cleaner energy matrix.
Thus, oil will face increasing competition with
cleaner energy inputs, which may affect the at-
tractiveness of our high reserves in the Pre-Salt,
as well as implicate yet another loss of a unique

window of opportunity.

Domestically, the environmental challenges
faced today by operators also represent an im-
portant obstacle for the industry. Once again,
there are mixed signals from the government.
Impact studies and the licenses required for the
initial stages of exploration, development, and
production should be expressed by the MME
and the MMA, and included when offering blo-
cks, in order to minimize uncertainty for opera-
tors regarding authorization to begin explora-

tory activities.

What has been currently happening is a de-
lay in the progression of projects due to the
delay in issuing environmental licenses. For

example, until January 2015, a total of 45 out

of the 172 blocks acquired in the 11th bidding
round had not yet obtained licensing for the ex-
ploration stage, which is the first stage of any
E&P project for any block. An environmental
license for seismic survey takes an average of
six months to be obtained, and IBAMA's lack of
knowledge about the Equatorial Margin, which
includes several conservation areas, required
previous studies that take about two years. The
direct result is the impact on the domestic pro-
duction curve, compromising growth objecti-

ves and the future domestic supply.

Besides the direct impact on 11th bidding
round projects, this environment of uncer-
tainty influences decision-making by the
operators concerning future rounds. In the
13th round, for example?, environmental agen-
cies indicated that proposed blocks shouldn't
be offered in only one round, due to the exten-
sive area and the lack of previous structured
evaluation. There is, therefore, an indication of
rigor in the environmental licensing process,
and it is up to the MME and MMA to coordi-
nate a pre-auction policy to mitigate possible
delays in issuing environmental licenses for the

next rounds.

27 - FMI, April 2015.

28 - Technical opinion GTPEG No. 01/2015 (Working Group — MMA Ordinance No. 218/2012) concluded that the pro-

posed area to be offered in the 13th round is very extensive, and “in the absence of a previous strategic and structured

evaluation which would allow for a better assessment of cumulative effects, a conservative approach is recommended to

the energy sector, that the proposed blocks not be offered in their entirety in a single bidding round, especially the blocks

located in more sensitive environmental areas.”
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After investing in the signature bonuses, the
operators, who should be able to begin the ex-
ploration stage in the acquired fields, are requi-
red to postpone their exploration and develop-
ment plans, changing the expected return over
investment - an amount that is important to
determine the bid made at the bidding round
and the signature bonus itself. What has actu-
ally been occurring is that not even the auctions
guarantee a future increase in oil production, a
situation that reflects the lack of political coor-
dination between energy sector planners and

the environmental sector.

Finally, another factor in the Brazilian scenario
that deserves attention, because of the legal
uncertainty, is the process of production indi-

vidualization (unitization) already in progress.

There is still great uncertainty about how to
carry out this process in different combinations
of possible tax regimes existing in the coun-
try — concession, sharing, Onerous Transfer of
Rights, and areas still not bid. Given the com-
plexity inherent to any production individualiza-
tion agreement, under any circumstances, due
to the uncertainties involved, the existence of
more than one tax regime in Brazil makes the
process in this country even more uncertain.
The low attractiveness demonstrated in the
13th round showed that in Brazil the obstacles
generated by governmental policies further

heighten the sector’s cyclical challenges.
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In search of recovery: the necessary
debates and potential paths toward

a solution

The Brazilian oil and gas sector appears to lack
a strategic vision and strong identity, which,
in these adverse conditions, may increase loss
for the sector and the country itself. Different
points of view caught during the interviews
show that, although each player (government,
operators, supply industry) has its own agenda,
integration of the efforts of all stakeholders is

vital to the sustainable growth of the sector.

Over the past decade, structural guidelines
ruling the oil sector were designed based
on the assumption that Petrobras and its in-
vestment plan should drive oil industry de-
velopment in Brazil. Petrobras, therefore,
would not be working just to maximize value
for its shareholders. As the sector’'s gover-
nment representative, Petrobras would also
be seeking to enable low oil prices in the
Brazilian market (stimulating the economy
and controlling inflation), encourage the de-
velopment of the goods and services supply
industry (with local content, even with higher
prices and longer delivery times), and take
on the role of protagonist in the develop-
ment of projects fundamental to the coun-

try’s oil production growth curve.

However, the combination of an unfavorable
cyclical scenario in the oil sector, in addition to
the deterioration of the Brazilian macroecono-
mic scenario, and the weakening of Petrobras's
results, made it impossible for the company to
implement its ambitious investment plan and
this raised questions concerning its financial ca-
pacity to keep exercising the leadership it once
desired. With all the limitations imposed by this
new scenario, and understanding that the sec-
tor's ambition to grow should not be repressed
or slowed down by Petrobras’s possible inability
to invest, it is necessary to introduce changes in
the structural guidelines in order to reestablish

the growth of the sector.

Some responses to this new crisis scenario
have already been modestly discussed and
implemented. On the part of Petrobras, there
have been efforts to define a new governan-
ce model and appoint more independent bo-
ard members who favor decision-making that
seeks to generate value for the shareholders.
In addition, review of the growth plan and de-
velopment efforts appear to confirm that the
company is beginning to prioritize projects

with a better potential of return, aware of the



challenges imposed by its high indebtedness
and consequently its financial restrictions.
Doubt still remains in the market regarding
Petrobras’s independence, for example, when
determining the price of oil, despite the ad-
justments in the price of gas and diesel that
were recently announced. On other fronts,
projects are under analysis to eliminate Petro-
bras’s obligation as the “single operator in the
Pre-Salt” with 30%, and ongoing discussions

about the improvement of local content policy.

However, the magnitude of the structural chan-
ges under discussion seem timid in comparison
to the industry’s current challenging scenario,
and the proposed changes need to be bet-
ter coordinated with technical base, thus
avoiding the mere political appropriation of
strategic debates for the country. Additio-
nally, the current scenario is of extreme urgen-
cy, for both Petrobras and the sector suppliers,
while the measures under discussion may only

be effective in the medium and long term.

The supply chain of goods and services has alrea-
dy suffered from the cancellation and postpone-
ment of projects, with companies going through
financial difficulties and the increase in unemploy-
ment in the sector. In this scenario, it is fundamen-
tal to evaluate alternatives with the immediate po-
tential to generate cash for Petrobras, which at the
same time generate demand for the supply base.
Among the options available, there is the need to
facilitate Petrobras’s divestment of unattractive
projects or projects that are not a priority in Petro-

bras'’s current business plan.

Since it is characterized as a sector with long
investment cycles, predictability is an impor-
tant factor for the harmonious growth of
the oil and gas sector. Even though the 13th
round was a sign that the government desires
to reestablish the pace of offers, the policies
guiding the Brazilian sector and the unfavo-
rable rules defined for the auction associated
with the current outlook destroyed its attracti-
veness. A faster pace of rounds (number of of-
fers), with attractive blocks and rules (quality of
offers) and more participation from internatio-
nal operators, will facilitate the construction of
a more robust and lasting investment portfolio
in the sector, increasing future prospects for job
creation in Brazil, ensuring ongoing demand for

goods and services from local industry.

Additionally, if there is no change in the rules for
exploration in strategic areas, the development
of the Pre-Salt will continue to be limited by Pe-
trobras’s ability to invest. The vision resulting
from the interviews points out that, with Petro-
bras’s limited investment capacity, the obliga-
tion of participating with 30%, and to act
as the “single operator in the Pre-Salt,” puts
the growth of the production curve at risk
and abruptly reduces the expected speed of

the development of the oil sector in Brazil.

It is very important at this point that the role of the
oil sector and its policies be guided by a broader
program, coordinated adequately between politi-
cal players and the market, and clearly communi-
cated to society. In this context, coordination be-

tween technical areas of the respective ministries
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is very important, which are MDIC (Development),
Planning, MME, MMA (Environment), and others,
and their respective areas of operation. The EPE
is also important, with a fundamental role in the
technical guidance of discussions, strengthening

the role of planning agent played by the MME.

Regarding policy coordination, it is fundamen-
tal to avoid the distortion of the role of insti-
tutions, excessive intervention, and the limi-
ted dialogue between the government and
the industry. The disarrangement of the role
of institutions reduces the capacity for technical
coordination and facilitates the political appro-
priation of important discussions to the solution

to the obstacles in the sector.

Given the current outlook, this is the time for Bra-
zil to give clear signals about the direction that it
intends to take to reformulate the sector, which
already finds itself in a crisis and may incur the
loss of attractiveness compared to other major
producers. The reality shock that the industry is
experiencing should cause it to reposition itself
so it may proceed more firmly and realistically.
FGV Energia and Accenture intend, by relea-
sing this folder, to contribute to a constructive
discussion in that direction, beginning an agen-
da of debates that may result in proposals and

initiatives for facing the observed challenges.
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LIST OF HCRONYMS

ANP - Agéncia Nacional de Petroleo, Gas Natural e
Biocombustiveis (National Agency for Oil, Gas, and
Biofuel)

CNOOC - China National Offshore Oil Company
CNPC - China National Petroleum Corporation

CNPE - Conselho Nacional de Politica Energética
(National Energy Policy Council)

COMTEC - Comité de Tecnologia (Technology
Committee)

EPE - Empresa de Pesquisa Energética (Energy
Research Company)

FGV - Getulio Vagas Foundation
FMI - International Monetary Fund

GTPEG - Grupo de Trabalho Interministerial de
Atividades de Exploracdo e Producdo de Oleo e
Gés (Interministerial Working Group for Oil and Gas
Exploration and Production Activities)

IBAMA — Instituto Brasileiro do Meio Ambiente e
dos Recursos Naturais Renovéaveis (Brazilian Institute
for the Environment and Renewable Natural
Resources)

IBGE - Instituto Brasileiro de Geografia e Estatistica
(Brazilian Institute of Geography and Statistics)

IBP — Instituto Brasileiro de Petréleo, Gas e
Biocombustiveis (Brazilian Institute of Qil, Gas, and
Biofuels)

10C - International Oil Company
LC - Local Content
LNG - Liquefied Natural Gas

MDIC - Ministério do Desenvolvimento, Industria
e Comércio Exterior (Ministry of Development,
Industry, and Foreign Trade)

MEP —Minimum Exploration Program

MMA - Ministério do Meio Ambiente (Ministry of
the Environment)

MME - Ministério de Minas e Energia (Ministry of
Mines and Energy)

OPEP - Organizagao dos Paises Exportadores de
Petréleo (Organization for Oil Exporting Countries)

PBM - Plano Brasil Maior (Greater Brazil Plan)

PDP - Politica de Desenvolvimento Produtivo
(Productive Development Plan)

PITCE - Politica Industrial Tecnoldgica e de
Comércio Externo (Industrial, Technological, and
Foreign Trade Policy)

PPSA - Pré-Sal Petréleo S.A.

PROMINP - Programa de Mobilizacdo da IndUstria
Nacional de Petréleo e Gas Natural (Program for
the Mobilization of the National Oil and Natural Gas
Industry)

REPEG - Regime Especial de Petrdleo e Gés
(Special Regime for Oil and Gas)

REPETRO - Regime Aduaneiro Especial de
Exportacdo e Importacédo de bens destinados
a exploragédo e producéo de petrdleo e géas
natural (Special Customs Regime for Exporting
and Importing Goods for the Exploration and
Production of Oil and Natural Gas)

SB -Signature Bonus

UERJ - Universidade Estadual do Rio de Janeiro
(Rio de Janeiro State University)

USA - United States of America

WTI - West Texas Intermediate
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