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Overview

Brazil has promoted the first bidding round of exploration blocks based on the proekiGiamy

regime in October 2013. The Libra prospect was the object of the bidding; it is located in the Campos
Basin, in the presalt polygon and hagcoverable reserves estimated in 7.8 billion of oil barrels. The
lease bonus to bind off the block was set out in 15 billion Brazilian Reais. The bidding round was
viable after the enactment of Lat2351/10, from December 222010, which established the
production sharing system in Brazil. Venezuela has nationalized the oil exploration and production
activities (E&P) in 198, and from the 1990s on, it made some reforms to open up the E&P to foreign
investments.The public compny PDVSA got involved in the entire hydrocarbon exploration
activitesDue to these countries’ features, the aim
between thdiscal regimesin place in the E&P activities by addressing the hydrocarbon pyoper
concepts, taxatignNOC* duties and the current legal framework in place. Toenparison is
qualitative and tries téocus on ten parameters as follows: (i) period of the current fiscal regime, (ii)
NOC patrticipation, (iiilRoyalty level, (iv)Incometax level, (v)Special participation level, (vipther

taxes, (vii) Cost recovery limit, (viii) Deduction of the gross revenues, (ix) Monetization of the
reserves, (X) Depreciation. Both systems have its singularities which were not taken into account in
the paper and an economic assessment from in order to measure the impact of those parameters is
recommended to be developed.
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1 HYDROCARBON PROPERTY & OIL EXPLORATION AND PRODUCTION
CONTRACTS

The hydrocarbon property is the core subject to the definition of tax regimes. Most countries
(except for the onshore in the United States and in some Canadian regions) own the natural resources,
which means the hydrocarbons belong to the State. Thustdtee rBanages and supervises the oll
activities, grants exploration areas and assures the public inttBestsRouzaut et g12011) For
Johnston (1994and BretRouzaut et al. (2011), the main goals of the State are to maximize the

1lvette S. Esis Villarroel: FellowNational PosDoctoral Programmé&oordenagéo de Aperfeicoamento de Pessoal de Nivel
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2PDVSA: Petréleos de Venezuela, S.A.

3 According to the Hydrocarbons Law, from 2006, these activities are called "primary activities".
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wealththrough the natural resources, to promote oil and natural gas activitiesewvedd| of the value
chain comprised by the Upstream, Midstream and Downstréarset a balanced and attractive tax
and contracting regime in the short, mid and long t&oe to the complexity of accomplishing the
aforementioned goals, the State makes the option to choose the appropriate hydrocarbon regime that
best fits to its objectives. Bret Rouzaut et(2D11) highlight five hydrocarbon property regimes: (i)
Accession,(ii) Occupatia, (iii) State Discretion, (iv)State Property and (v) Hybrid his paper
explores the (iv) State propertyand how this hydrocarbon system enables the contracts for
Hydrocarbon exploration contracts, more specifically the production shasittgactsregime which
has itsorigin in the Feudal system. They are defined by the State and set as National Company. This
regime is broadly used in Latin America and in the Middle .East

According to Johnston (1994), tl®ntractinstruments that guidéhé Oil Exploration and
Production activities may be divided in concession and contracting systems. The concession systems
are ruled by concession contracts whose progextysference of hydrocarbooan be total, partial
and for a given period. The cortteng systempn the other hands set by the production sharing
agreements and by the service agreements. Among the service agreements, it is possible highlighting
two categories: (i) traditional service contract, (i) risk contradte production sharingontracts
allows the playeof the exploration and productiam the blockto be allowed to have a share of the
oil production.The Figurel represents a scheme of how theses contracts agreements are Betdited
Rouzaut etal. (2011) presents the opening of the exploration and production contract types by
country, as shown in the Table 1. Additionally, it is shown the opening of the production by used
contract; thusit is worth highlighting the concession system, which holds 38%hefworld oil
production and 49% of the natural gas production. The service contract, which comprises a risk
clause, is the one that presents the lowest participation, 2% of the oil production and 1% of the natural
gas production.

Figure 1: Taxation system classification

Fiscal regime intheil and gas industry

The first level deals with hydrocarbon property. The conces
regime allows the private property, whereas in the contrac
systems, theroperty is given to the State

Concession system Contracting system
]
I
The main difference in this stage is the way the payment to th

company is done. It is made in cash (service) or in oil (sharing
]
| |

Service contract Production sharing contrac

Source:Johnston (1994)



Contract Type

Main producer countries

Concession (with the possib
participation of the State or

Most countries in the Organization for Cooperation and Economi
Development (Australia, Canada, United States, United Kingdom

Norway, etc.)Aby Dhabi, Angola, Argentine, Colombia, Brazil,
Brunei, Gabon, Nigeria, Russis, etc.

associated companies)

Production sharing contract/Angola, Algeria, Azerbaijan, China, Congo, Egypt, Gabon, Indon
Kazakhstan, Libia, Malasia, Negeria, Peru, Qatar, Russia,

TurkmenistanTrinidad and Tobago, etc.

Service contract comprising
risk clause

Algeria, Iran, Qatar, Venezuela, etc.

Production by the National ¢
company or by a local
company

National oil companies with
total moropoly

Algeria, Brazil, Iran, Venezuela, Russia, etc.

Saudi Arabia, Irak, Kuwait, Mexico

Table 1: Countries by system
Source: Bret Rouzaut etal. (2011)

1.1 Production Sharing Contract

Johnston (1994) states that the first productbiaring contract was signed in 1966 by
Permina (current Pertamind his modality made the oil companies able to be contracted by the State
to explore and exploit hydrocarbons, as well as to share the production. Bret Rouzaut et. al (2011)
highlight that a similar agreement was signed in Peru, in 1971.Johnston (189)eaiRouzaut et.
al (2011) share the description of critical factors for the success and the main concepts of this contract
modality. Among them, they highlight the fact that the oil company does not own the hydrocarbons;
the production sharing assurasoager State control and technology transferedobnston (1994)
features the production sharing system by royalty paying through def@mirdiagram. The first level
comprises the royalties, which are yearned according to the production and paitgaHyohs. The
second level is cost recovéryvhich is limited to an annual production percentaghich, according
to Bret Rouzaut et al (2011), varies between 30% and 60% of the gross revenue of a certain contract.
The third level is the oil profit shiamg’, whose feature lies on sharing the fractions of the State and of
the oil companiesFinally, the last level is the taxation of profits, which is calculated based on the
portion of hydrocarbons of the oil comparnihe production sharing system is mdcbelow the
global average in aspects that favor the oil industries. The table below depicts the position of the main
parameters measuring the existing production sharing systems in the world versus the global mean.
This comparison enables observing thla production sharing, whenever it is compared to the
concession system, presents parameters more favorable to the State.

5 Johnston (1994) Cost Recovery
6 Bret Rouzaut et al (2011) Cost Stop
7 Johnston (1994) Profit oil Split



Global Average Production
sharing
Total number of systems 123 68
Profit oil contractor 38% 34%
Royalty 7,1% 5,7%
Cost recoveryimit 79% 63%
Access to gross Revenug 81% 73%

Table 2: Comparison of the global production sharing system parameters
Source: Johnston (2003)

1.1.1 Cost recovery
According to Bret Rouzawdt al (2011), the sharing contract parameters change from country

to country and between contracts in the same country. Such differences result from the features of
each area, which is the object of the contracts.
The State plays a fundamental role intcmsdits, which may be conducted by a public company. In
such case, a joint venture must be launched in order to define the production patterns and the cost
recovery limits. Jhonston (2003) sets the mean world recovery cost limit at 63%.
According to Jhoston (1994), the items below are considered basis of the cost recovery, whose order
may change from contract to contract:

0] Non-recovered costs in the previous year

(ii) Operational costs (OPEX)

(iir) Investments (CAPEX)

(iv) Depreciation and amortization in the year aurcse

(v) Interest on capital (often with a limit)

(vi) Abandonment costs

1.1.2 Production sharing

Bret Rouzaut et a{2011) feature the production sharing as the revenue sharing between the
State and the oil company, after the deduction of the aforementioned costs. According to Jhonston
(1994), the division percentages may be negotiated depending on the contracteshdblookhe size
of the reserve; the State is not entirely responsible for the definition of this percentage. The oil
companies must present information and suggestions that subsidize the definition of parameters.

Jhonston (1994) states that the parameterslefine the revenue, in most countries, lie
between 15% and 45%, among the oil companies. Bret Rouzaut(80&l) adds that there are
contracts whose revenue division may be adjusted depending, for instance, on the production and on
profitability indicators.

According to Bret Rouzaut et.gR011), from 1976 on, the taxation over oil revenue started
being applied, and it changed the split between Stat®©aricbmpany

Finally, it is worth highlighting that the State can decide if it wishes to gkiametize its
hydrocarbon sharing, through the launched public company. Thus, the State would make the oil
company keep its hydrocarbon sharing in order to accomplish cost recovery and profit. Another
possibility lies on the State transferring its produttraction, so that the oil company can monetize
the hydrocarbons and pass the resources back to theT3tateomparison of the production sharing
regimes in Brazil and Venezuela follows the literature review, which consist in a research in both
counties in order to find key parameters and the current legal framework. The review will enable the
comparison of the key economic parameters such as cost recovery, royalties, income tax, other tax



and NOC obligations. Those parameters are essential in thersimoevaluation of a tax regime in
Exploration and Production activities.

2 TAX REGIMES IN BRAZIL

The tax regime for exploration and production Brazil was first implemented in 1858
granting the right of oil exploration for 30 in the state of Bahia and municipality of Canfftaeu
this first historical milestone several evetd®k place and it arexploredin the Figure 2. The total
events were grouped in three periods named (i¢ Pperiod before Petrolwa (i) Monopoly

(Petrobras) and (iii) Oil Law.

D, Pedro i grants the oll exploration right for 30 years in Camamu (BA)

1858
1864 Thomas Denny Sargent gets the oil exploration right for 90 years in Camamu and Ilh@us (BA)
1907 The Geological and Mineralogical Service in Brazil (GMSB) is launched
1908 The White report states the lack of oil in Brazil
@ 1915 1°" attempt to elaborate a law on mines in Brazil. Cal- gera Law (non-regulated)
S Sim <« Lopes Law replaced the Cal- gera Law: the nnventor or n dcoverer profile was
o 1921
% created
%—) 1930 The engineer Manoel In8cio Bastos finds traces of oil in Lobato (BA)
5 1932 Monteiro Lobato and Edson Carvalho launch the National Oil Company to explore it
;03 1934 The Code of mines is enacted i the underground belongs to the State
1938 The National Oil Council (CNP)
1939 The first discovery of Petrobras in Brazil, Lobato (BA)
1941 The Petrobras Code / The arrest of Monteiro Lobato was enacted
1947 National Oll Institute
1948 n fe oil Is our scampaign
1953 Law 2004 i Petrobras puts the monopoly in practice
1956-19561 :JK government
) 1960 The Ministry of Mines and Energy is launched
é 1968 The beginning of the offshore protection by Petrobras
8 1969-1974 ;The M@&lici Government
= 1673 {15 Gl Shock
o 1974-1979 iErnesto Geisel Government
= 1974-1986 i The Pro-alcohol program
_8_ 1979 2"°QOil Shock / The beginning of the Figueiredo Government
g 1979:1985 "1 jo«o Eigueiredo government
> 1987 External debt moratorium
1988 Constitutionalizing the oil monopoly
1995 End of the Petrobras monopoly
1997 Law 947_8 (08/Q6/1997) Creation of the ANP and CNPE and the establishment of the
concession regime
1998 ANP zero round (just Petrobras)
1999 Beginning of the annual ANP bidding rounds
% 2002 Total opening to the Fuel market
- 2007 The discovery of the Pre-Salt layer
8 2010 New regulation mark
2013 11’th and 12th roun_d ot exploratory block biddings
1ARodada de partilha de produ- @
2016 Sanction(_ed the law 13365 (29/‘11/2016) to replace the (_)bligation of Petrobras to be the
operator in the pre-salt to the right to chose wheter it will be the operator or not.

Figure 3: The Brazilian oil industry according to Lucchesi, 2011
Source: Elaborated by the author according to Lucchesi (2011), adapted from Dutra (2008) and BNDES (2009)




2.1 Period before Petrobras

According to Thomaz (2004), the finstcordsin the oilhistory in Brazil date back ta8%8,in
the Decree n. 2266, which assured to José Barros Pimentel the right to explore minerals from
bituminous coals in the river banks bfaral River, in Bahia State. However, the first research
archives linked to oil date back to 1891, in Alagoas State, due to bituminous clayey sediments found
in the coastlineAfter the Geological and Mineralogical Service of Brazil was launched in B3L9,
wells were drilled, but oil was not foun@ihe campaign was developed in Bahia, Para, Parana, Santa
Catarina, Sao Paulo, and Rio Grande do Sul States.

According to BNDES (2009), in 1934, after the Code of Mines was enacted, the first specific
regardinglegislation oil exploratiorwas put in placeand it mentioned oil exploratioractivities
subjectedo the terms of the Federal Constitutiom addition tothe Code of Mines, the exploration
activity was ruled by t he disparse laisesuych as| f@a instamae,” ,
Law n. 395, from 1938which created the National Qil Council (CNP) and gave the oil property to
the StateRibeiro (2003) After the creation of theNational Oil Council (CNP), itvas launched the
drilling of the DNPM-163 well in Lobato, Bahia Statk was the first oil discovery in Brazil. Thomaz
(2004) states that the oil was fouimda depth of210m, butit was not considered economically
feasible.In addition up to end of 1939, approximately 80 isdiad been diikd andonly in 1941, the
first commercial field was discovered in Candeiras, Bahia Stabe 1941 on, it is easy noticing the
strong movements towards oil nationalizati on,
1948. The campaign was folled by Law 2004/53&ndestablished the monopoly tife research and
mining of oil activities to the Statnd create®etrobrato exercise the monopoly activities.

2.2 The Monopoly Period (Petrobras)

The Law 2004/53 defined the role of the National Oil Council, the guidelines of the national
hydrocarbon exploration policy anide creation of PetrobraBNDES (2009) The end of World War
Il generated the trend of creating New States or of having formeriesloationalizing strategic

resources in order to assure the national security. This movement was reinforced in Brazil through the

national i st ¢ ampSidva @007)The w2004 ladted forsmore than $otty years and
it was crucial for thegrowth and development of exploration activities in Brazil. Thomaz (2004)
highlights that during this period Petrobras found hydrocarbons in fourteen States in the country; the
milestones are shown below:

i.  1950s: oil was discovered in the Tabuleiro dostMarnAL) and Taquipe (BA) fields;

ii.  1960s: the discovery of the Carmépolis (SE) and Miranga (BA) fields, which were followed
by the first discovery of oil deposits in the sea, in the Guaricema (SE) field;

iii. 1970s: discovery of Campos Basin, in the Gargiiah field and in the continental platform
of Rio Grande do Norte, in the Ubarana field,;

iv.  1980s: the discovery of onshore fields in Mossord (RN), which was considered the second
largest production area at that time. Discovery of the giant Marlim and Ablbadeposits in
deep water, in Rio de Janeiro State and the discovery of Rio Urucu in the Amazon State;

v. 1990s: the discovery of giant fields in Roncador and&aa, in Campos Basin (R3}ill
according to Thomaz (2004), all the discoveries done bylress, since its creation up to the
end of the 1990s, were responsible for raising the production from 750m3/day, at the time of
its launching, to 182.000m3/day in the late 1990s. This evolution represents a compound
annual growth rate (CAGR) of 12.5%.

vi.  According to BNDES (2009), in 1995, there was a great discussion about the maintenance of
the powers that assured the monopoly of Petrobras in the oil industry activities in Brazil, as it
was initially stated in Law 2004 from 1953 and in the 1988 Federattiaion. The result
of these discussions was enacted through the Constitutional Amendment n. 9 from 1995,
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which made it possible to easy the State monopoly through the concession of the right to
perform activities associated with hydrocarbon exploratiod production to private and
public companies.

2.3 TheOil Law
The Law 9478 (the Oil Law) became effective in August 1997, autording to Lucchesi
(2011),it is the main legislative pillar of the oil industry so f&ince its publication, Oil Law has
been changed tbugh others Brazilian Lawssuch as Law 12351/201Bor Ribeiro (2003), the law
flexibilized the monopoly, since the hydrocarbon property remained on the hands of the State, but
could be granted to privatcompanies willing to perform exploration, production and distributions
activities. Thus, the concessionaire is granted with the hydrocarbon projpertyie time of its
concession andust afford the payable governmental participations. Additionally]éve created
the National Energetic Policy Council (CNPE) and the National Oil, Natural Gas and Biofuel Agency
(ANP). The CNPE is closely linked to the Ministry of Mines and Energy; it is considered a consulting
organ whose goal is to make propositionghe President of the Republic, who makes the final
decisions.The main functions of the organ are: (i) proposing national policies and specific measures
in order to rationally use the natural resources in the country and (ii) assuring the energetitosupply
remote areas where the access is diffiBNDES (2009) According to Article 7 of the Oil Law, the
ANP i s established as an “entity of the I ndirec
autarchy, as a regulating organ of the oil, natges and biofuel industry, which is linked to the
Mi ni stry of Mi Tihesirsstituion ¢ a Eeguéating sgént related to a trend observed
between the 1980s and 1990s, namely: the Public Power decentraledb@s (2009)
According to Article 8of Law 9478, the key functions of the agency in the exploration and
production sector can be observed below:
i. Implementing the oil, natural gas and biofuel policy, which is encompassed by the national
energetic policy;
ii. Elaborating the public notices apdomoting biddings to grant exploration, development and
production rights, besides promoting studies focused on delimiting the bidding blocks;
iii. Regulating the Geology and Geophysics services applied to oil prospection;
iv. Supervising the activities integragithe oil and gas industry;
v. Annually consolidating information about the national oil and natural gas deposits.

Due to the Oil Law and to the effectiveness of the aforementioned attributions and organs, the
ANP started promoting the biding of exploratotgdks from 1999; it performed annual rounds up to
2008. After five years since the last bid, three more biddings were performed in 2013: the 11th
bidding of exploration blocks, the 12th bidding of exploration blocks, and the 1st production sharing
bidding. The Figure below shows the number of contracted blocks since the first round, the results of
the 12th round were not included, as well as those of the 1st production sharing round.

It is worth highlighting that the period between 2008, the tenth roumt2@11, the eleventh
round, was marked by: (i) the influence of the-Badt layer discovery, (ii) the economic crisis from
2008 on and (iii) the discussion about the new regulatory framework. By analyzing the duration
period of the minimal exploratory ggram (PEM) of the blocks offered since the first round, it is
possible observing that, if there was no eleventh round the number of exploration blocks in 2015
under PEM effectiveness, i.e., which demanded related activities and exploration, would lte close
zero.

The parameters to assess the eleventh round were: signing bonus (Importance 40%), minimal,
exploratory Program (PEM) (Importance 40%), Local content in the exploratory phase (Importance
5%), Local content of the development phase (Importancg 15%



2.4 New Regulatory Framework
According to Lucchesi (2011), the Psalt layer discoveries raised the interest of the State,
mainly due to the size of the deposit in the polygon, in enlarging its presence in the exploration and
production of this layer. Theggticipation enlargement was defined in 2010, through the enactment of
three specific laws, namely: (i) Law 12351/10, which defines the production sharing regime
application and the creation of the social fund, (i) Law 2276/10, which concerngnéreus
concessiorand (iii) Law 12304/10, which refers to the creation of the public company.
The law that has defined the production sharing regime application (i) was enacted in
December 2%, 2010, and defined, among other aspects, the following points:
a. The production sharing regime will be applied to the -Bedt polygon, which was also
defined in the law and in strategic areas defined by the CNPE.
b. The monopoly and property of hydrocarbons are on the hands of the State. The produced oil
will be divided betwen the State and the oil companies composing the block.
c. Petrobras will be the block operator and it will hold at least 30% of the fdgtlonal since
2016)
d. The creation of the operational committee to make decisions about the project.
e. The social fund eablishment.
f. The frequency of the production sharing regime biddings will be defined by the CNPE.

With regards to the law concerning the onerous concession (ii), which was enacted in June
30", 2010, it states that the emission of new exploration blogcoyerable reserves of 5 billion
barrels) by the State to Petrobras, at the cost of R$15.00/barrel, will enlarge, through the subscription
of new actions, the State participation in Petrobras.

Finally, the creation of the public company (iii), enacted irgst 29, 2010, aims at acting
in the operational committee to represent the interest of the State. The company was called Brazilian
Oil and Natural Gas Management Company SCO anesBIteOil SCO (PPSA). The company will
manage the production sharing tract and will be able to hire the company responsible for
monetizing the oiprofit of the State.

3 TAXREGIMES IN VENEZUELA

The oil exploration and exploitation in Venezuela is not a recent economic activity.
According to the chronic by Gonzakernandez de Oviedo y Valdés, the oil was used by the native
population to waterproof the boats and as medication for some diseases. From 1535 on, the regalist
system was implemented through tbedenanzas de Nueva Espaiim1783. According to such
systemthe mines and deposits belonged to the Spanish Crown and their exploration should be done
through concession (GONZALEZ BERTI, 1962, p. 59).Years later, Simon Bolivar, in 1829, dictated
a decree about the Mines in Quito (Ecuador). This decree establighpobtvisory application of the
Ordenanzasas long as a special legislation was being dictated. It enacted the property of the mines
and deposits in favor of the New Republics. In 1854, the first Code of Mines was enacted and the first
concession was graad to explore natural asphalt. In 1905, the Mines Law was enacted and it became
the legislation basis to oil concession. In 1920, the juridical system of the mines and hydrocarbons
was split in two and Venezuela started to follow special hydrocarboralegisand another one
concerning the mines. It is estimated that up to 1920, more than 1312 concessions were granted
(GONZALEZ BERTI, 1962, p. 74).

In 1943, an important Law of Hydrocarbons wasnacte and unified all existing juridical
regime concertinghis subject. New concessions wegeantel for 40 years; the income tax was



established, and the royalty payment was applied to 16 2/3% of oil produgiBonthe obligation to

refine oil in the country was imposed. Thus, before the oil industry wamahtied in Venezuela, the
exploration activities were performed through concession contracts that assured the tax and royalty
payments by the private companiédter the nationalization, in 1976, all the exploration activities
started to be performed llge State, in an exclusive way and through the acquisition of all the rights
and obligations of the concessionaires both in the national and in the international scope. The public
company Petréleos de Venezuela, S.D\BA) was also launched. However, they Organica que
reserva al Estado la Industria y Comercio de los Hidrocarb{td3REICH) allowed the possibility

of private capital participation.

Years | ater, and mainly from the 1990s on,
monetize the natal resources, and (ii) to the need of getting knowledge in order to increase oil
production to fulfill the high demand for such resource, the process called Oil Opening was created.
This process allowed the participation of foreign companies. It was feadible by the sharing of
operations and associations based on the Article 5 of the LOREICH. In total, 32 production sharing
contracts were enacteds well as 3 exploration risk agreements and shared winnings, and 4 strategic
associations between the \éauelan Oil Corporation (CVP) and many national and international
operators (RACHADELL DE DELGADO and VOJVODIC, 2007, p. 86).With respect to the first
case, the operating agreements were signed through the distinct contract forms of the Private Law. In
sone cases, they were service contracts in which a private institution would provide the service
(rehabilitation, reactivation, transportation, production handling) to a Venezuelan oil company, which
should pay for the pformed activities. The operat@private entity) did not have the right to the oil
and performed its activity on behalf of the public company. The infrastructure contracts were another
contract form of operational agreement, in which the private entity would draw, build and operate, on
behalf of the Venezuelan company, the facilities and oil terminals that the Venezuelan company
demanded (built, operate & transfer contracts). Operation contracts were also signed (20 years
duration) to reactivate the marginal oil wells (ANZOLA, 1997, B8)18Vhen the companies worked
with PDVSA under operation agreements, these companies were subjected to the tax regime of
service companies, and to income tax of 30%ee of royalties.Regarding the second case, the
association agreements demanded thdrabof the Venezuelan State through special actions and
through the creation of the ®alled control committees. The State did not need to have the majority
of the shares or to have the major participation in these agreements. Two agreement modalities we
signed: (i) shared winning agreements; and (ii) the strategic agreements.

As for the shared winning agreements, the private entity would hold, at its own risk, the
exploration of areas designated by the Control Committee (which was an entity forméd by t
representatives of the probate entity and mostly by the Venezuelan headquarter). If the project was
commercially feasible, a company was launched (and the golden shares would belong to the oil
Venezuelan headquarter) in order to explore the depositdu@rtrading in the international market
was done by the private entity and by the Venezuelan headquarter, according to their part in the
agreement. The royalty tax was of 16 2/3%, and it could vary depending on the economic conditions
of the project, bedes the obligation of paying the taxes according to the Venezuelan Legisldt@n.
other modality, as we have already mentioned, is the strategic association set between the public oil
company and the foreign investors to explore and exploit the-leegixgy oil in the Faja Petrolifera of
the Orinoco River and to exploit the natural gas deposits offshore. The association could be structured
as an anonymous society or as a contractual joint venture and, in the case of joint ventures; a
management entity waaunched to make the most important decisions of the project. Thus, the
LOREICH stated that the companies should pay royalties of 16 2/3% and income taxes of 67.7%.



3.1 The Organic Hydrocarbon Law (2001/2006)

According to the Venezuelan constitutionalttfom 1999, the mines and deposits, as well as
their resourcesbelong to the Republic and constitute public assets. Nowadays, the juridical regime
concerning oil and gas activities is ruled by the Organic Hydrocarbon Law (LOH) from 2001 and
reformed in2006; and, by the Organic Gaseous Hydrocarbon Law (LOHG) from 1999, respectively.
It is also ruled by thé®rganic Law for the Development &fetrochemicalctivities (reformed in
December 2015)as well byothess laws andesolutions enacted by the Venezuelan authoritige
aforementioned legal framework highlights the LOH, which distinguishes primary activities, from
refining, industries and trading. The primary activities encompass the exploration of deposits, as well
as the capture, transportation and initial storage of hydrocarbons in natural state. The refining
activities encompass the distillation, purification and transformation of natural hydrocarbons. The
industrial activities are featured by the separationijlldigbn, purification, conversion, mixture and
transformation. Finally, the trading activities are associated with the domestic and international
trading of natural hydrocarbons and of their derivatives. This distinction is quite important, since the
LOH sets the participation or not of the State in each stage.

When it comes to primary activities, just the National Executive (or companies belonging to
it) or the joint ventures may participate, the Republic noeghe major shareholder (more than 50%
of the shares). These companies and their duration conditions, exploration area, activities, rights and
obligations must be approved by the Venezuelan Parliament. The refining activities may be
performed by the State, joint ventures and private companies dbdt a license granted by the
Ministry of Oil and Energy, despite being recordedhie Ministry of Oil and EnergyThe industrial
activities can be developed by the joint ventures (the Republic may participate in any social capital
ratio) and by the privatcompanies. They must have the license from the Ministry and be recorded in
the register. Just joint ventures have the right to trade hydrocarbons in natural state. As for the
Hydrocarbon derivatives, they may be traded by the State, public compamewejatiures and by
private companies. The other hydrocarbon types may be traded by the State, joint ventures (with
special participation in any ratio) and by private companies.

3.2 The migration of association operational agreements in joint ventures

After the LOH was reformed, the National Executive decided to apply its disposition to the
operational agreements and to associations signed duringptireura Petrolera The Venezuelan
Parliament fAsamblea Nacional throughout 2006 and 2007, enacted many lasusthat these
agreements would migrate to the joint ventures. The State argued that the companies associated with
PDVSA (or the other companyCorporacionVenezolana dePetréleo, CVP in the operational
agreements would pay income taxes of 34%, but woutt gerform primary hydrocarbon
exploration and production activities, which would feature a contribution of 16 2/3% of royalties and
income tax of 67.7%In March 2006, the first legal instrument calledy de Regularizacién de la
Participacién Privada enlas Actividades Primarias previstas en el Decreto con Fuerza de Ley
Orgéanicade Hidrocarburoswas approvedThis Law contains (i) the terms and conditions to create
and operate joint venturesj)(the conversion contract model of the operating agreenientsnt
ventures (signed during 1992 and 1997); and (iii) the minute model and theshyfatese
companiesin February 2007, the Decree N. 5200, callextreto con Rango, Valor y Fuerza de Ley
de Migracion a Empresas Mixtas de los Convenios de AsOojawias enactedThis decree
established the retroactive application of the LOH to the strategic associations in the Faja Petrolifera
of the Orinoco River and to previously signed exploration risk and shared winning agreements. A
four-month period was seto that the foreign companies could agree on the conditions of their



participation in joint ventures with CVP or with the PDVSA headquarter, which was designated by
the Ministry of Oil and Energy.

In October 2006, another legal instrument calley sobreEfectos del Proceso de Migracion a
Empresas Mixtas de los Convenios de Asociacion de la Faja Petrolifera del Orinoco y de los
Convenios de Exploracién a Riesgo y Ganancias Compantidasnactedl his law extinguished all
the mentioned agreements, which were converted into joint ventures, and all the strategic associations
that did not achieve the required agreements to migrate to this new scheme. It is worth highlighting
that many foreign investsinitiated arbitral proceedingayainst the Republiclue to the investments
they had dongin the International Centre for Settlement of Investment Disputes (ICSID), because of
the violation of the Bilateral Treats to Promote and Protect Investmentsh(wgre signed by
Venezuela and by countries where the investors come from); in some other cases, they pressed
charges against PDVSA in commercial courts.
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Figure 6: Projects in the Faja Petrolifera of the Orinoco River
Source: Petropars (2016)

3.3 Operator Joint Ventures
The operat@ joint ventures are responsible for the performance of primary activities
concerning the exploration and production of hydrocarbons and, according to Evans Marquez (2009),
these companies, associations and ventures are dominated by the property ofetheveisd
domination is supported by Articles 100 and 113 oflthg Organica de la Administracién Publica
(LOAP).The legal framework is composed of specific laws for this type of venture, and it is
mentioned in the Civil Code, by LOAP and, after all, bg #pecific legislation. The rules of the
agreement and the contract model approved by the Congress are applied to anonymous companies
and addressed by the Trading code, by the obligation assigned in LAOP, and by specific laws:
i.  Ley Organica del Trabajo, défabajador y las Trabajadoras (LOTTT),

ii. Ley Organica de la Administracion Financiera del Sector publico (LOAF),

iii. Ley de Licitaciones (LL),

iv.  Ley de Arbitraje Comercial (LAC),

v. Ley contra la Corrupcion (LCC),

vi.  Ley Orgéanica de la Contraloria de la Repub{lcaCR),
vii.  Ley sobre conservacién y mantenimiento de obras publicas (LCMOP),
viii. Ley General de Marinas Y Actividades relacionadas (LGMAR),



ix.  Ley Organica que regula la enajenacion de bienes del sector publico no afecto a las industrias
basicas (LOEBSPIB),
X.  Ley de Igualdad de Oportunidad para la Mujer (LIOM),
xi.  Ley Organica del Tribunal Supremo de Justicia (LOTSI).
xii.  Other regulations about currenexchange.

The joint ventures that operate the primary activities must pay 30% royalty and its payment
must be done iash or in any other payment form indicated by the national execlitieee are
some payments whose royalty percentage may be dropped down to 20%, when it concerns mature
deposits or noconomically feasible extfaeavy oil depositdn case of gaseoustirocarbons, the
royalty is equivalent to 20% of the extracted volurb#ained LOGH).
With regard to the tax reginestablished by the LOHEvans Marquez and Jraige Roa (2009)
highlight the application of the following terms:
i. Income tax, according to tHeey de Impuesto sobre la Rer{tdSLR) from 2015, the
joint ventures must pay a 50% aliquot from all the revenues from hydrocarbon
exploration activities and from other activities associated with refining, transporting, and
buying hydrocarbons and their derivatives to exploitatielfarticles7.d, 11 and 53.b).
The companies dedicated to explore and exploit gas rather than to transport, distribute,
store and trade gas, are not obligated to pay this tax; as well as the companies exclusively
dedicated to refine and enhance heavy and-&eaay dl.

ii. Valueadded Tax (IVA): the joint ventures are subjected to the same contributions of the
other contributors when it comes to IVA, i.e., they must observe the IVA Law, from
2014, except for the cases of hydrocarbon trade to PDVSA, whose tax alidi#t is
(Article 27).

iii. Perfunctory tax: it is applied to idle exploration regions with the cost of 100 taxing units
(unidades tributariasU.T) per square meter, with 2% annual growth in the first five
years and 5% in the following years.

iv.  Tax of own consumptiarit consists on the application of 10% of the value given to each
cubic meter of hydrocarbon derivative products produced and consumed as fuel by the
operator joint ventures themselves. They are calculated according to the sales price to the
final consumeor to the price set by the Ministry of Oil and Energy.

v.  General Consumption tax: withholding of 30% to 50% of the price paid per liter by the
final consumer, and monthly delivered to the national tax authority.

vi.  Extraction tax: Consists of one third §)/of the value of all the liquid hydrocarbons
extracted from the deposits, measured in the production field and calculated based on
market values. It will be monthly paid along with the 30% royalties addressed in the
Article 47 of the LOH. They are dedutdrom the calculation of special participations
and royalties.

vii.  Export Registration Tax: it means the application of 0.1% on the value of all the
hydrocarbons exported from any harbor based on the sales price



4 COMPARING THE FISCAL REGIME IN BRAZIL AND VEZUELA

The comparison between the two fiscal regimes in Brazil and Venezuela is corttumigth
a qualitative comparison of the main parameters foreeonomic modeling of exploration én
production of hydrocarbons activitieBhestudy compares 10 parameters as follows:

Vi.

Vii.

viii.

X.

Period of establishmentThe Brazilian legal framework is more recent, dated in 2010,
than the last Venezuelan legal framework. Which might reflect a different perspective
for the oil price and fiscal regimes in place around the world.

NOC ParticipationThe Venezuelan regime ngiges minimum of 50,1% participation of
the NOCfor primary activities The system in Brazil has changed in November 2016
(Law 13.365)and now Petrobras has no longer the obligation ofgoeperator of the
exploration blocks in pesalt. Itnow has the ofion to chosdo be operator, however the
minimum share of the JV of 30% still in place.

Royalty % The level of royalties varies significantly from 15% in Brazil fiscal regime
andup to 33.36 in Venezuela, where it varies according to production level

Income tax LevelThe income tax level in Brazil is lower than Venezuela, from 34% to
50%.

% of special participatianwhereas in the Production sharing contract in Brazil there is
no special participations, in the Venezuelan regime it varies accordingcpoodand

the level of production and destination

% of other taxesas for otheitaxes,it was just observed two taxes for Brazil and PIS
(1.65%), COFINS (7.65%). For Venezuela it was observed higher numtsetesfwith
different rates and applicability

Cost recovery limitlt was only observed in Brazil regime a specific rule regarding the
cost recovery limits of exploration activities.

Deduction from the gross revenudtewas also only observed in the Brazilian regime the
deduction from gross revenuies R&D activities

Monetizing depositsThe monetization of the government share of the oil can be done in
cash, by thetate and also by the NOC. \fenezuela it is paid by cash, oil and just from
the joint venture

Depreciation Same rule for both systes were observed 10 years linear.

The table belovsummarizes the key finds of the analysfishetwo parameters found in the present

study:
Parameter of Production sharing system Fiscal regime
comparison ,
description Brazil Venezuela
Period of the  |Law 2304/10 from December 222010 January ¥, 2006 Hydrocarbon Organic
current fiscal Law
regime
NOC? Optional operator wittminimum30%  mandatory with 50.1%
participation  |share participation

8 NOC: Natbnal Oil Company (e.g., PetrolsisPDVSA)



Royalty % 15% Up to a maximum of 33.3%

Income tax % [34% 50%

% of special  |[Non-applicable \Variable

participation

% of other PIS 1.65% Cofins 7.65% General consumption tax: 30% to 50%
taxes withhold

e Tax of own cdns
consumed by the joint venture

e | VA: X % e x c ePDVYSA
(IVA 0%),
» Export r e goiofsltthea
production

e Ext r act -thiodi(1/3)32%of
the value of all the extracted liquid
hydrocarbons. They are deduced from
calculations of special participations al

royalties
Cost recovery |Up to the 2¢year 50% Norridentified. Available in the genera
limit from the 3 year on 30% legislation about income tax

oil excess to the Federation 42%
Deduction from|1% of the gross revenue from R&D in|Non-identified

the gross Brazil

revenue

Monetizing the [In cashil, by the State, NOC or bjointin cash oil, paid by the joint ventures
deposits Venturemembers only

Depreciation  |10% Linear 10% Lineaf

Table 3: Comparison of thefiscal regimes in place in Brazil and Venezuela
Source: Elaboration based on ANP (2014), BNDES (2009), Marquez (2009), Ghersi (2005) and LOH

4.1 Limitations and suggestion for further developments.

This paper tries to consolidate the key information for economic modeling of PSC regimes in
Brazil and Veneuaela via assessing the current legal framework in those countries. As it aims to bring
general and comparable parameters it might not be possible to reflect the singularities of each legal
framework and its currenperformance Also, the characteristic of the oil fields and exploration
activities var i es -sdatisdonated 30&lanmeters gffshor® andeepwatéras pr e
opposed to the main field in Venezuela, Orinoco. Those characteristics are relatedeteltrof |
investmentse.g. drilling rigs costs for eaclkiountyy are completely different angb the technology
required to exploit hydrocarborBhus,the legal system should reflect the best arrangetoemeate
the right environment for investments amedch country. This might not be reflecting in the
comparison as it just compares the values of the parameters.

Economic simulation with characteristic fields in both countries would help to measure and
capture the singularities of each fiscal regime, fnoavide a more robust analysis in terms of value
allocated to the government and to the oil exploration company.

9 Estimated according to the literature and to the assumptions used by banks and consultaete redimict
models



5 CONCLUSION

The Brazilian production and sharing regime is dated from 2010 and the recent Venezuelan
regime is dated from999, 2001 an@006. The NOC patrticipatiors mandatory in both countries;
however, the equity demanded in the joint venture for Venezuela is 50,1% and for Brazil is 30%.
However,it is worth to highlight that operatioobligation for Petrobras irthe Brazilian PSChas
becomean optionsince 2016 The royalties in Venezuela3%) is higher than the Brazilian rate
(15%). The income tax rate in Brazil (34%) is lower than Venezuela (50%) and the latter has a
variable special contribution, whereas the first does not bagk tax. In terms of otheaxation,it
was identified that Brazilian system is less complex than Venezuela as it has two taxes and Venezuela
has at least five taxes, which are related to consumptibydobcarbonsexportation and value added
tax. Only the Brazilian Regime has deduction from the gross revenue directed to Research and
Development activities. The cost recovery from Brazil is set to 50% up to the 2nd year of E&P
activities and 30% from the 3rd year. The limits for Venezuela are not deditaline same structure
as the Brazilian one and are described in the legislation of income tax in a generalist way.

A clear,simpleand stabldiscal regime might enable higher foreign investments and foster
the exploration activities even with an oil price at the lowest legtsbservethe recent time. It also
might help the State to achieve its public interests in the short, mid and famgFRierther studies
exploring the complexities of the tax regime in both countries, the duties of the BiQCa
economic assessment of each syséeenrelevant to better understanding how these parameters can
enable higher level of exploration and prailue activities with no additional relevant risk for the
State in achieving its interests and to allow a better measurement of the benefits and weakness of each
system.
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