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The New Political Economy of
Petroleum in Brazil: Back to the
Future?

Gail D. Triner

One of the most important recent changes to the energy scenario in the
Americas has been the discovery of large reserves of petroleum in the pre-
salt layer of the Atlantic Ocean bed off the coast of Brazil. These reserves
have the possibility to significantly improve material conditions for the
Brazilian population. The subject of petroleum within Brazilian political
economy has always been highly fraught. During the 1970s and "80s, Brazil
was the largest oil importer among developing countries. Subsequently,
discoveries of large offshore deposits nurtured the probability of oil
self-sufficiency. The more recent confirmation of the pre-salt deposits has
encouraged the expectation that the nation could emerge in the twenty-
first century as an important exporter. Along a parallel trajectory, in the
1990s the Brazilian political economy regime underwent a fundamental
transition, from the highly managed protectionist and state-directed sys-
tem that prevailed from the 1940s to one of relative openness to global
markets. The transition entailed important changes in the economic role
of the state. This chapter argues that the pre-salt petroleum sector demon-
strates the fragility of macroeconomic regime change.!

Globally, the “resource curse,” or the inability to use natural-re-
source-derived wealth to generate broadly based and sustained economic
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growth, has most strongly attached to oil.> Three characteristics define
this curse: Dutch disease, rent-seeking, and the diversion of externalities
from natural resources to specific economic actors. “Dutch disease” refers
to structural shifts that favour the production and export of raw commod-
ities (in this case, petroleum) to the detriment of domestic (industrial) sec-
tors of the economy because of the increasing value of local currency as
global revenues enter the economy. In the modern literature, this process
results in deindustrialization.’ Extraction of profits in excess of “normal”
profits, necessary to maintain investment, defines rent-seeking. Finally,
the positive externalities (or “spillover effects”) creating opportunities
that could accrue beyond petroleum producers to generate technological
growth and profits to support industries can respond to market condi-
tions, or industrial policy can direct the beneficiaries and distort costs.

With respect to other commodities, Brazilians do not have a his-
tory of escaping the resource curse. Periodic generation of wealth from
the production of primary commodities—sugar, coffee, rubber, iron ore,
soybeans, etc.—has not contributed to widely distributed and sustained
well-being among the population. The transition during the 1990s toward
an open economy would lead theorists to expect the Brazilian govern-
ment to mitigate the effects of the resource curse, at least with respect to
the incentives to control rent-seeking and manage externalities. The shift
from treating petroleum as a protected and centrally managed good to a
market-driven commodity proceeded relatively smoothly in Brazil during
the 1990s and first decade of the twenty-first century, until the discov-
ery of the pre-salt deposits. While it is too early to know with confidence
if Brazil will suffer from Dutch disease with respect to petroleum, some
analysts have noted an association between deindustrialization and the
recent export booms.* This chapter focuses on actions that have been cen-
tral to rent-seeking and industrial policy, with a time frame that continues
through the first decade of the twenty-first century.”

Straddling the lines between historical and policy analysis, the chap-
ter analyzes the political-economic history of petroleum in Brazil in or-
der to examine the emerging rules of petroleum governance. It concludes
that recent governance reforms have changed the actors and permissible
actions without mitigating the deeply entrenched ambitions that origin-
ally governed the structure of the sector: energy security, sophisticated
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industrialization, national control of the industry, and public-sector finan-
cial gains. As petroleum wealth has loomed larger on the Brazilian hori-
zon, nationalist industrial policies have re-emerged and explicit rent-seek-
ing has consumed much energy in the midst of inconsistent reconciliation
of governing rules.® Brazil is not unique in generating inconsistencies in
governance because of potential natural resource wealth. Neither is pet-
roleum unique within Brazil as a venue for governance struggles. Its im-
portance derives from the potential size of the sector and the depth of its
implications for the Brazilian economy.

Petroleum and the State in Brazil, Updated

Petroleum policy was in place long before the discovery of oil. Small
deposits in the province of Bahia in 1864 were of interest for their po-
tential in the manufacture of kerosene, mostly for lighting.” Active ex-
ploration began in 1892, and industrial ambitions motivated further in-
terest. Petroleum arose as a national issue in the early 1930s. The political
rhetoric of national sovereignty with respect to control and ownership
shaped the controversy that surrounded oil. Brazil’s history as a commod-
ity-export-producing colony, along with its subsequent vulnerability to
global demand trends and reliance on imports for manufactured goods,
provided the backstory that justified “economic nationalism.” Framing
its importance in terms of national defence and economic security,® the
Brazilian military and industrial sectors sought a means to finance pet-
roleum exploration. They based their arguments for direct state partici-
pation on the externalities of petroleum development. The substance was
necessary to fuel the large-scale modern industrial sector that was integral
to their concept of Brazil’s future. This perspective assumed the status of
accepted wisdom at the highest levels of government. In 1939, President
Vargas announced that “It remains for us now to industrialize petroleum
and install large steel, which we will do soon. . . . Iron, coal and petroleum
are the mainstays of any country’s economic emancipation.” These ideas
underpinned the state’s role within the petroleum sector.

In 1953, the Petroleum Law provided for the formation of Petroleo
Brasileiro S. A. (Petrobras) with public-sector capital; the law also man-
dated national control.'’ This solution to the nagging concerns over the
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need to provide support for industry consolidated strategies of state-driv-
en economic nationalism." The state stepped in to substitute for pri-
vate-sector capital of foreign or domestic origin.'> Petrobras based its
legitimacy on the state’s claims to property rights to extracted oil and the
firm-ownership model of earlier state-owned enterprises (overwhelming
ownership and control by the federal government, but organized as lim-
ited liability companies with shares tradable on the Brazilian stock ex-
change)."” Petrobras became a central player in an activist growth strategy
that relied on import substitution industrialization. The firm had three
functions within this strategy. First, it was responsible for maintaining the
supply of petroleum for the Brazilian economy. Second, by virtue of the
price differential between imported crude and refined petroleum deriva-
tives, Petrobras refineries provided significant foreign exchange savings
for an economy in chronic deficit. Finally, externalities of the petroleum
sector spurred further industrial development through both the local de-
mand that Petrobras generated for industrial goods and the physical infra-
structure that the firm constructed. The anticipated externalities included
directing the supply and allocation of petroleum at government-regulated
prices and advancing industrialization by creating domestic demand for
sophisticated manufactured products for its own operations. Through
most of the twentieth century, the goals of petroleum policy were to sup-
port growth and minimize the financial drain and economic vulnerability
of 0il’s prominence in the total basket of imports (see figure 9.1). Until the
discovery of offshore deposits in the 1970s, Petrobras focused on refining,
domestic distribution, and international expansion to secure supply, while
serving as a conduit for national industrial policy.

Two factors fundamentally reshaped Brazilian ambitions within the
petroleum sector. The energy crises of the 1970s highlighted the benefit
of energy independence at the same time that Brazilians were discovering
rich offshore deposits of petroleum. The global oil shocks of 1973-4 and
1978-9 reoriented the political economy of petroleum in Brazil." Global
petroleum embargoes, with associated price increases, escalated the
cost of continued reliance on imports (see figure 9.2). Nevertheless, the
Brazilian state continued its aggressive industrial policy. The resulting in-
crease of sovereign debt and deterioration of balance of payments generat-
ed by oil price increases motivated new strategies for oil policy. Domestic
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Table 9.1 Global Petroleum Reserves (Year-End 2009; Billions
Barrels of Oil Equivalent)

Global Petroleum Reserves

(year-end 2009; billions barrels of oil equivalent)

Brazil 106
Pre-salt 90

Other 16

Top 5 Producers (2009)

Saudi Arabia 264.6
Venezuela 172.3
Iran 137.6
Irag 15
Kuwait 101.5
Total, Top 5 791
Brazil, % Top 5 13.4

Sources: Agéncia Nacional de Petréleo, Anudrio Estatistico (Rio de Janeiro:
Agéncia Nacional de Petrdleo, 2014), table 1.1; Paulo César Ribeiro Lima, Pré-
Sal: O novo marco legal e a capitalizacdo da Petrobras (Rio de Janeiro: Synergia
Editora, 2011), for the estimate of 2009 pre-salt reserves.

exploration regained priority status in national energy policy. Petrobras
found new reserves in the early 1970s, primarily in offshore locations
(see figure 9.4), and new wells began operation throughout the decade.”
State investment in exploration activities tripled between 1973 and 1979."°
With time, Brazilian oil deposits proved richest in oftshore locations.
Subsequently, production more than tripled from 1979 to 1987. Offshore
production rose from less than 6 per cent of total production in 1970 to 91
per cent in 2009 (see figure 9.3).

Petrobras confirmed its discovery of pre-salt deposits in 2007. The
newly discovered reserves have created the opportunity for an addition-
al commodity to assume a major role within the domestic economy. The
pre-salt deposits have transformed the goal of self-sufficiency into an
expectation of a strong new source of export revenues. At the time, the
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proven reserves of Brazilian deposits was the equivalent of 13 per cent
of the combined proven reserves within the five largest global producers,
and the pre-salt reserves accounted for 85 per cent of Brazilian holdings
(table 9.1). By another estimate, at the end of 2011 predictions of the vol-
ume of these reserves ranged between 50 billion and 123 billion barrels of
petroleum equivalent.”” Through the 2010s, the first-order impact of these
deposits has been small, but rapidly increasing. Production from the pre-
salt deposits began in 2008 and accounted for 0.4 per cent of total output;
by 2013, the pre-salt was the source of 15 per cent of crude oil production.'®

Industrial Policy and Petroleum

One of the first and strongest signals about the state’s preoccupation with
oil occurred when the Mining Code began to treat hydrocarbons differ-
ently from subsoil minerals in 1937. In contrast to minerals, the oil itself
was to be the property of the state. This distinction removed petroleum
from private ownership claims. Opposition to foreign ownership was
behind the prohibition of private ownership.”” As a result, the scope for
developing the oil sector in a manner consistent with dynamic market
conditions capable of attracting sufficient private capital narrowed con-
siderably.?® By the late 1940s, Juarez Tavora, the minister of agriculture,
where regulatory authority for oil and minerals resided, understood both
that continued exploration would require large-scale state intervention
(he phrased it as “monopoly”) and that a state monopoly was politically
infeasible.’ Constituting Petrobras as a state-owned enterprise in 1953,
with a monopoly for prospecting (and anticipatorily, producing) and re-
fining petroleum was a major break with earlier principles.?

By the late 1950s, petroleum policy needed to grapple with the tangible
problems of supply and distribution. The mandate and rules for operations
expanded, and vertical integration of production processes occurred at
a rapid pace through the 1960s. In 1963, the monopoly was widened to
include transport as well as the import and export of crude petroleum and
its refined derivatives. Petrobras also took on responsibility for the broader
policy of overall energy self-sufficiency.” It became one of the most compli-
cated conglomerate firms in the developing world. Throughout the decade,
the company created subsidiaries for petrochemicals (mostly fertilizers for
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agro-industrial application, rubber-based products, and plastics), retail
distribution and international expansion for commodity trading, overseas
exploration, and currency management. ** With the exception of retail
distribution, the state-owned enterprise had monopoly rights in each of
these areas. The economic policies that most affected Petrobras were those
that defined the company’s role in the macro-economy and its position
within the industrial policy of import substitution. These included price
and currency controls, output allocation and distribution to critical con-
sumers or deficit regions, and pricing and trade preferences. In all of these
fields, Petrobras received preferences and exemptions to further the goal
of increasing petroleum availability through imports of crude oil, which
Petrobras would refine. The firm also adopted pricing, distribution, and
contracting practices in coordination with national industrial policy.””

The model of state ownership faced pressure as early as the 1970s and
’80s. Closed capital markets compounded the problems of international
supply uncertainty (the oil shocks described above) as well as financial
and fiscal crises.?® Given the hostile economic environment, the state was
incapable of investing sufficiently in its premier enterprise. Financial con-
straints arose simultaneously with the discovery and development of large
offshore deposits. The technology and logistics for offshore production
(transportation of equipment, personnel, and output between sites and
the coast, maintenance of drilling platforms, etc.) were capital-intensive.
Channeling increased investment to basic exploration constrained other
aspects of the firm’s development and maintenance.

How was Petrobras able to implement the expansion of exploration
and technology that was necessary to explore and drill the offshore discov-
eries needed to transform Brazil from major importer to self-sufficiency?

Rethinking the relationship with foreign actors, Petrobras began
to structure mechanisms to tap the capital, operational capability, and
technology of major oil producers. The firm entered into joint ventures
(termed “risk-sharing contracts”) with multinational oil-producing and
servicing enterprises. The change reversed the earlier strong prohibitions
against foreign presence in Brazil. Prior to the first risk-sharing contracts
in 1975, federal concessions to Petrobras determined its exploration and
production rights. The firm negotiated contracts with foreign and domes-
tic entities to provide goods and services for fixed fees.”” All of the risks
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and potential profits remained with Petrobras, and by extension with the
Brazilian state. Through joint ventures, Petrobras created partnerships
with its providers that divided the risks and potential profits. Risk sharing
provided a means to attract the capital and technology required to de-
velop newly discovered offshore deposits. Simultaneously, it maintained
industrial policy, the formality of the Petrobras monopoly, and the public
domain of the petroleum. Petrobras retained its monopoly of supply as
well as control of all stages of production.?®

By the end of the 1970s, Petrobras had joint ventures with twenty firms,
primarily to develop the offshore deposits of the Campos Basin (see figure
9.4). The ability to partner with foreign and domestic companies opened
the way for private actors to explore, produce, and profit from Brazilian
petroleum.?” Industry participants interpreted the introduction of joint
ventures as the first step away from the tightly controlled Petrobras mon-
opoly and toward global market competition in supply and production.*

Macroeconomic Regime Change

Disruptions in financial markets resulting from the oil shocks focused at
least as much attention on the link between macroeconomic policy and
the state’s entrepreneurial role as they did on petroleum policy.* Lack of
public-sector capital for investment in the light of fiscal crisis, excessive
debt burden, inflation, and political uncertainty left Petrobras and other
state-owned enterprises underfinanced. Aligning policy to minimize
these detrimental circumstances, and to benefit from globalizing practi-
ces that had transformed other economies during the decade required,
loosening the grip of import substitution industrial policy.

The Brazilian economy began to introduce many neoliberal reforms
that addressed the prevailing crises and aligned governance more closely
with global trends by the late 1980s. Doing so reversed the broad industrial
policies that prevailed throughout the mid-twentieth century. The pillars
of the new strategy were the privatization of many state-owned enterprises
and the liberalization of commerce. In the international sphere, liberal-
izing commerce meant reducing trade barriers and emphasizing global
business and trade partnerships. The Constitution of 1988 remodelled the
state’s economic role to include regulating, planning, and incentivizing
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private enterprise, mandating the privatization of state-owned enter-
prises.” The Constitution also continued to treat humanly produced goods
differently from non-renewable natural resources. Petroleum, natural gas,
other hydrocarbons, and nuclear minerals remained property of the state,
and Petrobras remained a protected state monopoly.*

Although privatization was never seriously considered as a strategy
for Petrobras, the sector undertook significant policy reform. Petrobras
and energy policy-makers faced strong incentives to open the firm to large
outside investment as they tried to balance rapidly escalating capital needs
to extend and deepen offshore capability within the limits of strong fis-
cal constraint and prohibition against competition. The state’s response
was to “flexibilize” the monopoly with a constitutional amendment in
1995.%* In this framework, the state retained resource ownership while
private actors, including foreign companies, could obtain exploration and
production rights.*> In addition, the Petroleum Law of 1997, which oper-
ationalized the amendment, opened other activities, such as refining and
transportation, to private (including foreign) investors. The law required
open access to pipelines, maritime tankers, and other transport; producers
could not operate proprietary facilities.”* Opening the sector to private
participants was politically contentious and necessitated a wide range of
regulatory changes; but it did not challenge Petrobras. By 2006, Petrobras
still retained 95 per cent of the domestic market in petroleum-derivative
products.

Beyond broadening the sector’s actors, these reforms supported
Petrobras’s ability to raise capital in private equity markets, offering a
second avenue to the overarching goal of building the capital and tech-
nology of the petroleum sector. Doing so supported the firm’s growth
without requiring public-sector resources. However, the crucial caveat
that the state would retain a majority share of Petrobras (minimally, 50
per cent plus one ordinary share) remained in place. Issuing equity on the
Sao Paulo stock exchange raised the equivalent of US$807 million in 2001.
Even more radically, Petrobras raised US$5.1 billion by selling equity
shares on the New York Stock Exchange in 2002. Opening the enterprise
to private capital allowed it to grow extremely rapidly while maintaining
the state’s control.

9 | The New Political Economy of Petroleum in Brazil 253



Capital expansion had important implications for both petroleum and
capital markets. For Petrobras, the new capital financed the company’s
ever-increasing oftshore production and technology development through
larger partnerships as well as its own development investments. Increased
capital was a crucial factor that contributed to positioning Petrobras as a
major global petroleum company in all aspects of production and technol-
ogy development. Although not the topic of this chapter, the governance
practices and procedures for financial capital within Brazil were, arguably,
more affected by the Petrobras stock issuance than the first-order effects
on the firm. Raising capital from Brazilian investors on the Sao Paulo ex-
change aided the promotion of pension fund, mutual fund, and individual
investment. International markets (the New York Stock Exchange) bound
Petrobras to international corporate governance standards with respect
to financial transparency and such operational areas as safety, human re-
sources, and environmental protections.”

Back to the Future: Rent-Seeking and Industrial
Policy

The confirmation of pre-salt deposits in 2007 motivated another overhaul
in the governance of the petroleum sector. The revamped approach, legis-
lated in 2010, applies both to production and to the rents captured by the
state. The cornerstone of the reform has been to treat deposits in the pre-
salt layers differently from onshore or post-salt (offshore, but not pre-salt)
oil. Separating the pre-salt from traditional petroleum paved the way for
changing the relationship between producers and the state.
Profit-sharing (also known as production-sharing) contracts shape
the relationship between producers and the state, rather than fixed conces-
sionary leases.” Profit-sharing is a major break with the history of non-re-
newable resource management in Brazil. Fixed concessions, compensated
by royalty payments, had served to allocate access to non-renewable nat-
ural resources since the earliest Portuguese settlement.*® The Petroleum
Law of 1997 maintained this practice while opening the sector to foreign
participants through joint ventures. With the 2010 legislation,*’ the federal
government will receive a portion of its compensation for production and
exploration rights in the form of a share of the pre-salt projects’ profits,
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and payment will be in o0il.* As a result, both project profitability and
global oil prices will determine the state’s financial benefits. The state’s
proportion of profit is not fixed; it is one variable in each auction bid. The
motivation for changing allocation practices derived from the extent and
certainty of pre-salt reserves. Instituting a discriminatory contractual for-
mat indicates the extent to which the Brazilian government believes itself
to be in a seller’s market with respect to its new reserves.

RENT-SEEKING

Explicit rent-seeking, the attempt of the public sector to extract maximum
revenues from petroleum production, was new with the opening of the
Brazilian economy in the 1990s. The state had no incentive to extract rent
from a fully state-owned monopoly (in contrast to private-sector actors
extracting a favoured position in receiving benefits from that monopoly).
The increased revenues promised by the pre-salt discoveries, combined
with the potential presence of many private-sector producers, has strongly
promoted rent-seeking in the forms of royalties and the manner in which
the state plans to protect its financial interests in the sector.

Royalties are an additional form of compensation, after profit-sharing,
that producers will pay to the Brazilian state for production rights. The
federal government, states, and municipalities have displayed rent-seeking
behaviour and have politicized the use of their potential pre-salt royalties.
Separating the pre-salt sector from other petroleum and instituting pro-
duction-sharing as the basis for entering exploration and production leas-
es paved the way for differential royalty schedules. Traditional operations
typically compensate the state with 5 per cent of the value of production
(increased to 10 per cent for especially rich deposits). Royalties from leases
governed by production-sharing contracts will be 15 per cent of “profit
oil” (the volume of oil produced, after deducting the costs of production).**

When enacted in 1985, covering the traditional oil sector, royalties
were fully distributed to the states and municipalities associated with
extraction.” The distribution of royalties from profit-sharing contracts
(i.e., the pre-salt deposits) has motivated a larger number of claimants to
step forward. Arguments on the grounds of property rights, natural re-
source theory, and pecuniary interests have easily become conflated. The
Constitution of 1988 and subsequent pre-salt-related law clearly delineate
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petroleum as strategic property belonging to the nation of Brazil (com-
monly interpreted to be the government, as representative of all Brazilian
citizens).** Theories associated with the extraction of non-renewable nat-
ural resources prioritize intergenerational transfer in considering both
the level and distribution of royalties. These economic ideas have long
held that, once extracted, the potential wealth is no longer available to
future generations, and therefore, excess returns (above normal return on
capital) on the resources should be invested for the benefit of future gen-
erations.* Local governing agencies argue for royalties as compensation
for the costs of rapid development of physical and social infrastructure
to support the industry, as well as environmental protection. In practice,
the costs of supporting extraction and local interests often render the eco-
nomic definition subordinate to political interests.

Claimants for royalties include municipalities and states hosting the
pre-salt exploration and production facilities. These are a very few muni-
cipalities, most notably Campos dos Goytacazes and Macaé in the state of
Rio de Janeiro, followed very distantly by towns in the states of Espirito
Santo and Sao Paulo.*® In the 2010 legislation, federal agencies also laid
claim to royalties for naval support and an environmental defence fund.
Non-producing states and municipalities received a small portion and the
federal government claimed the remaining 30 per cent of royalty payments.
Intergenerational wealth transfer away from future owners of the resource
(all Brazilians), which would have directed royalty payments toward hu-
man and social capital investments, was not recognized.” Reflecting the
contentious and political nature of these decisions, a subsequent re-speci-
fication of the royalty legislation shifted the allocation toward the federal
government and non-producing state/municipal governments.** Almost
immediately the producing states challenged the 2012 agreement, and
subjected it to Supreme Court review in 2013. A restated law of March
2014 confirmed the transfer of royalties allocated to the federal domain
and non-producing regions (see table 9.2). The still largely unrealized pool
of funds from royalties to the federal government also became a political
tool, with the distribution again open to legislative change. In 2013, in
response to widespread street demonstrations against the expense and
disruptions caused by the country’s preparations for the 2014 World Cup
and 2016 Olympic Games, the federal government committed to allocate
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Table 9.2 Petroleum Royalties

Special

Participation (4)

Pre-salt
Original

Pre-salt,
Amended

shore

Off-
shore

On-
shore

Off-
shore

Conces-
sions

Profit-
sharing

Year royalties
became
effective

Royalty Rate
%) (M

1991

5

5

1998

2010

2013 (5)

10

Distribution (% of royalty revenues)

Producing
states

Producing
municipalities

Affected
municipalities

@

States-
adjacent
to wells

Municipalities-
adjacent wells

Navy

Special fund
(€))

Science &
technology
Ministry

Federal
Treasury

70

20

30

30
20

7.5

25

22.5

225

7.5

7.5

25

26.25

26.25

8.75

8.75

30

26.25

26.25

30

25

22

44

Source: Agéncia Nacional de Petrdleo, http://www.anp.gov.br/?pg=74393&m
=royalties&t1=&t2=royalties&t3=&t4=&ar=0&ps=1&1427840784440.

NOTES
% of value of production for all categories, except pre-salt profit-sharing. For Pre-salt profit-
sharing projects, royalties are calculated and paid as a share of volume of production.

1

Special fund: to non-producing states and municipalities.

Affected municipalities have facilities that are not directly “producing.” For offshore wells, these
are embarkation points.

Special participation is the incremental royalty paid on “very productive” wells.

The law was approved in 2013; as of April 2015, ANP has not had royalty rates different from the
rates effective from 1998.

Federal Treasury’s revenues from all pre-salt profit-sharing projects, Profit shares, Share of

royalties, Signing bonus
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75 per cent of its pre-salt royalty revenues to education and the remaining
25 per cent to public health in underserved communities.*’

In addition, the federal government has formed Pré-Sal Petroleo S.
A. (PPSA) to protect and maximize the profits the state earns from the
profit-sharing projects.”® Its mandates are to mitigate information asym-
metries between the state and oil companies and to serve as a trading
company in global markets for the oil that the state receives as its share
of profits.” PPSA is a wholly state-owned limited liability company under
the jurisdiction of the regulatory authority, the National Petroleum
Agency (Agéncia Nacional de Petroleo, or ANP.) This arrangement creates
a situation in which the regulator regulates itself and gives the state a dir-
ect mechanism for controlling the operations of petroleum producers. No
provisions suggesting that resolving potential conflicts of interest between
PPSA, ANP, and Petrobras can be achieved in a manner that assures a
third party of regulatory independence.*

Several criticisms of the profit-sharing mechanisms leave them open
to challenge.”® One major weakness of profit-sharing has been that the
bases for calculating the profit to be shared are complicated and obscure.
No limit on the share of gross output that recovers costs minimizes the
incentive for productivity, just as it creates incentive to overstate costs.
Further, the state’s share of profits is incremental to the signing bonus
and royalty payments. Other petroleum-producing nations using these
arrangements accept profit-shares as full compensation for depleting the
supply of a non-renewable natural resource, replacing royalties.”* Beyond
the economic and financial concerns, jurists have challenged the consti-
tutionality of PPSA’s potential conflicts between the government’s regula-
tory responsibilities and pecuniary interests.”

INDUSTRIAL POLICY

Many of the concepts that underpinned early industrial policies sup-
porting import substitution industrialization have re-emerged, with both
old and new practices. Overt protection of Petrobras, maintaining an
overall energy policy with Petrobras, and directing beneficial externalities
to domestic firms were among the most important practices from earlier
periods. The most important new tool of industrial policy that the state
has invoked is to channel public-sector equity investment to Petrobras
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through the National Development Bank (BNDES). Petrobras is, once
again, both an agent and a beneficiary of industrial policy.

In the most straightforward of the sectoral reforms, the state re-
defined a very privileged position for Petrobras. The company purchased
the exclusive rights (cessdo oneroso) to five billion barrels of petroleum
equivalent in the pre-salt deposits.*® Although it accounted for less than 6
per cent of the then-anticipated pre-salt reserves, the size of the concession
was notable. At the time, the value of the unextracted oil that the contract
covered was estimated at US$42.5 billion.”” The state has recently awarded
a second exclusive concession to Petrobras, for 9.6 to 15.2 billion barrels
in a newly discovered field.”® Furthermore, the reforms of 2010 guaran-
tee—or require—a 30 per cent share and lead management of all pre-salt
projects to Petrobras.”

Significant commitments offset Petrobras’s protected access to pre-
salt oil. The firm’s responsibilities in maintaining the broad-based na-
tional energy policy remain in place. The overall goal of national energy
policy has always been self-sufficiency, both in petroleum and in total
energy supplies, while also supporting rapid economic growth. Petrobras’s
operation of this policy continues to include the development of biofuels
(especially ethanol), investment in pipelines to service the most remote
(and hence most costly) regions of the nation, and compliance with price
restrictions on retail distribution of gasoline. Prior to pre-salt discoveries
(as early as 2003) the federal government rearticulated its expectation that,
given Petrobras’s dominant position in the Brazilian energy sector, the
firm would maintain commitments to regional and social development
while also maintaining its international competitiveness.*

Further, Petrobras has led the way in establishing norms for domes-
tic content commitments in pre-salt exploration and production.®’ Local
content had been one of the key mechanisms for realizing the externalities
that early economic nationalists actively promoted: increasing the de-
mand for domestically produced industrial goods and services, develop-
ing human capital, and building technological capability. As a traditional
state-owned enterprise with monopoly rights, Petrobras highlighted its
efforts to enhance the domestic content of its operations.®* As the practices
of auctioning production and exploration leases developed, one variable
in evaluating bids for offshore concessions was the bidding company’s or

9 | The New Political Economy of Petroleum in Brazil 259



consortium’s commitment to local content. The regulatory authority, rath-
er than legislative action, determines acceptable levels of local content.®’
In a nominally open market, commitment to maintain local content has
become problematic because the policies constrain profit-maximization
goals of private firms.

The attempt to foment externalities has evolved. The needs for infra-
structure, support goods and services, and technological development in
the pre-salt sector increased dramatically the potential impact of mandat-
ed local content provisions. Drilling equipment, platforms and refineries,
shipping freighters, pipelines, and servicing provisions are the major cap-
ital-intensive items subject to local content regulation, as well as sources
of skilled job creation.®* The first contract for pre-salt rights, the exclusive
concession, provided that local content of goods and services during the
development phase of the project would be 37 per cent and 55 to 65 per
cent during production. Petrobras may have established a high threshold
in the commitments of its exclusive contract at the same time that it dem-
onstrated the continued political interests in using the petroleum industry
as a tool of domestic industrial policy.® The standards for determining
and calculating local content remain murky.®® To date, estimates of the
short-term cost effects of requiring local, rather than the most cost-effi-
cient, content are not available. Producers and the sector’s professional
association (Instituto Brasileiro de Petrdleo) complain that this form of
protection for other domestic industrial sectors slows their operations and
increases their costs.*’

Local content provisions for petroleum-related goods and services have
very serious implications beyond the distortion of production and explor-
ation costs. Beginning in 2014, a corruption scandal revealing kickbacks
from Petrobras, generated by the governing political party’s skimming
and rigging of contracts, decimated the management, reputation, and fi-
nancial value of Petrobras. The entire Board of Directors was replaced in
March 2015; Moody’s downgraded the creditworthiness of the company’s
bonds to the status of “junk” (not worthy of investment) in February 2015.
The scandal has led Petrobras’s partners to anticipate significant delays in
pre-salt exploration and production, because of management distraction,
bankruptcies, and business bans on contractors enmeshed in the inves-
tigations and, possibly, looming capital and credit shortages.®® Estimates
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Figure 9.5a Ordinary Shares Distributed by Ownership (%)

Source: Petrobras, “Relatério anual/Annual Report” (various years), https://
www.investidorpetrobras.com.br/resultados-e-comunicados/relatorios-anuais/.

of the extent to which Petrobras will provide for losses reach as high as
US$20 billion, or about 1 per cent of Brazil’s GDP in 2014.%° Contract tam-
pering and kickbacks are not confined to the pre-salt sector. Nevertheless,
a large share of Petrobras’s increased operating expenses, and 53 per cent
of its investment plan for the 2014-18 period, are targeted for the pre-salt,
linking a very large share of contracting to pre-salt development.

The newly emerging industrial policy has emphasized Petrobras’s
protected position within the petroleum sector from another perspective,
which serves to emphasize the state’s willingness to remodel its role in the
economy. During the 1990s, BNDES received the mandate to operate the
federal privatization program. The bank executed valuation surveys and
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sales of equity shares. It also issued loans to some purchasers, potentially
influencing the pool of buyers. For its own profit account, BNDES also
organized an equity participation subsidiary (BNDESPar), enabling the
bank to buy equity shares. BNDESPar offers an updated and opaque av-
enue for public-sector ownership of firms.”” As an agency of the federal
government and a state-owned enterprise, BNDESPar instituted a strategy
of investing in “national champions.” Petrobras is the largest “champion”
in which the bank has invested. BNDESPar is the largest single owner
of Petrobras’s preferred and ordinary equity (excluding the federal gov-
ernment’s mandated majority ownership of ordinary shares.) BNDESPar
notably increased its shareholding during 2010, as a major purchaser of
the US$69.6 billion share issue on the New York Stock Exchange.” At the
end of 2012, the national Treasury and BNDES combined owned 60 per
cent of Petrobras’s ordinary shares and 46 per cent of all shares (see figures
9.5a and 9.5b).”

Protecting Petrobras’s share of the petroleum market (at less than
100 per cent), building an ownership position through the development
bank, and contractual commitments to local content are modified forms
of industrial policy, which allow for a wider range of participants than
policy had accommodated in earlier years. These tools sacrifice the in-
tent of macroeconomic regime change formalized in the Constitution of
1988 and its 1995 amendment for petroleum. Similarly, Petrobras’s share
in development and production consortia circumvents requirements for
competitive public bidding for all government contracts, giving the firm
the ability to veto any project for any reason. The state makes the case that
exemptions for national strategic interests cover the special conditions ac-
corded to Petrobras.”

Conclusion

This chapter has considered that, with a short interlude from the late
1990s through the first decade of the twenty-first century, the issues ac-
companying the development of the petroleum sector in Brazil have never
been solely concerned with petroleum. Oil and Petrobras, the vehicle that
the Brazilian state created as its conduit, were central to a much broader
industrial policy. This position was explicit from the 1950s through the
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early 1990s; since the discovery of the pre-salt deposits, a return to activist
industrial policy has occurred more circuitously. Early practices favouring
Petrobras and emphasizing the economic development effects of local
content have re-emerged, if in somewhat different forms. Petrobras’s use
as a tool of macroeconomic policy has waned; while using the National
Development Bank as a means to capitalize the firm has become com-
mon practice. Explicit rent-seeking is new. Prior to discovering the pre-
salt deposits, the state’s objectives with petroleum were development and
self-subsistence; the beneficiaries of the managed industry were recipients
of less expensive and more secure (if artificially managed) supplies. The
potential of significant wealth has ignited the state’s interest in expanding
its take from pre-salt production: increased royalties, instituting prof-
it-sharing, and signing bonuses. At the same time, social conflict over the
allocation of future royalties has evolved into a game of political football.

If the goals of governance practices are to establish consistent and
transparent “rules of the game,” recent Brazilian experience deserves
attention. The industrial policy aspects of recent regulation are as opaque
as their predecessors. The rent-seeking practices are transparent, even
if the expedient of separating the practices for pre-salt and traditional
production sacrifices the concept of consistency. Further, situating the
profit-seeking portion of the government’s oil activity (PPSA) within the
regulatory agency (ANP) raises important questions about regulatory in-
dependence and the potential for conflicts of interest. Beyond the scope of
this chapter, ongoing practices and political contestation, since 2010, sug-
gest that the struggle for regulatory practice and business control within
the sector continues, and reflects the experiences of other sectors.”

Over the long run, Brazil’s success as an oil producer in the pre-salt
sector will rely on a wide array of factors. Some considerations, especially
global oil price trends and the emergence of alternative sources of supply
(such as shale oil), are outside of the control of the Brazilian government.
However, the challenges presented by governance concerns will deter-
mine both whether other participants in the industry are willing to oper-
ate within Brazil and whether Brazilians can accommodate the range of
claimants on the sector’s potential wealth.

The relevant conclusion from this analysis is neither that state
management of production nor market-oriented management offer better
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governance mechanisms. Rather, the inconsistency of seeking maximum
returns through market-based institutions while also implementing strong

policies

of state management has resulted in inconsistent regulatory struc-

tures and uncertainty, and it has (perhaps) facilitated corruption. The gov-
ernance framework for the pre-salt deposits is also not in accord with the
intent of the Brazilian Constitution or its amendment for petroleum. This
dissonance has not been specifically addressed by political, legislative, or

judicial
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