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Context - Recent years
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Context - Refining map
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Map 1.1 - Refining and natural gas processing - 2017
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Barriers to entry and its
determinants - Theory

4

Microeconomics: barriers to entry elevate prices above marginal
cost.

Sources of barriers: absolute cost advantages, consumer
preferences and economies of scale.

Crude oil prices and large minimum efficient scale are examples
of barriers to entry in refining industry.

Access to cheap crude oil inducts to vertical integration.

However, fuel transport costs are high and its increase due to
scaling up of the plant may cancel out the economies of scale of
production. Thus, economies of scale in production and
distribution costs should be considered together.




Petroleum refining industry in
Brazil - Pricing

» Reduced margins due to:
> qualitative and quantitative changes in demand,
- higher costs related to pollution controls (sulphur content, for
example) and
- competition from alternative fuels.

» At many times in the period 2002-2016, fuel prices were
restrained by government interference, throug
shareholding control of Petrobras and its dominance in the

sector.

» Lack of transparency and predictability in relation to
pricing makes it impossible for an incoming company to
calculate the adequate rate of return on a capital intensive
and long term maturing investment, as required in the

refining segment.




Introduction of competition in
refining activity in Brazil - Paths

» Non-mutually exclusive alternatives:
1. the entry of new agents into refining by

building new plants (greenfield);

2. the imports of oil products; and

3. the acquisition of (shares of) Petrobras’

refineries by other companies
(brownfield).




Introduction of competition in

refining activity in Brazil
Pricing is crucial

» After Petrobras' new pricing policy, its share of imported
gasoline fell from 83.7% in 2015 to 21.4% in 2017. As for
diesel, the reduction in the period was even more
pronounced: 84.2% to 4.3%, on the same basis of
comparison. In 2018, due to the introduction of temporar
government subsidies for diesel, following a national truc
drivers strike, Petrobras’ market share has widened again.

» The multiplicity of agents in the import segment is
directly linked to the differential OF domestic and
international prices in the short term. In the longer run,
however, predictability around the monopolist's pricing
policy guidelines, as well as other aspects of its conduct,
such as contractual models employed, may affect

investments in infrastructure expansion.
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Petrobras divestment process
Origins

2014-2017 2015-2018
® ®
Plunge in oil Divestment plans of
prices + over US$ 30 billion
Corruption
scandals = Dec, 2016 - TCU
*Severe |losses (federal audit office)

suspends the sale
process.

Mar, 2017 - TCU
allows continuity of
the sale process.




15t Divestment announcement

» Regarding the third alternative to the introduction of competition,
Petrobras announced in April 2018 the opening of the process of selling
6I’?%SOf itﬁ interest in refining and logistics assets in the Northeast and in
the South.

» The sales model included the creation of two subsidiaries to gather the
assets that would be negotiated in these regions - which include
refineries, pipelines and integrated terminals and waterway and inland

inals.
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Petrobras divestment process

Apr, 2018
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2"d Djvestment anhouhcement

» The company intends to sell 8 refineries in
four different regions of the country:
- Refinaria Abreu e Lima;
- Unidade de Industrializacao do Xisto;
- Refinaria Landulpho Alves (RLAM);
- Refinaria Gabriel Passos (REGAP);
- Refinaria Presidente Getulio Vargas (REPAR);
- Refinaria Alberto Pasqualini (REFAP);
- Refinaria Isaac Sabba (REMAN);

> Lubrificantes e Derivados de Petrdoleo do Nordeste
(LUBNOR).




CNPE Ordinance n. 9/2019

» Resolucdo n° 9 of the National Council for Energy
Policy was published on May 14, 20109.

» In the event of a divestment decision, carried out by
companies holding a dominant position in the
refining sector, the following guidelines for the
promotion of free competition shall be observed:

> | — concomitant sale of refineries and respective
infrastructure assets required for the transport/transfer of
their inputs and products;

> Il - transfer of potentially competing refineries to different
economic groups;
> |Il - transfer of refining assets without keeping

shareholding in these ventures; and

- IV - transfer of assets related to transport of inputs and
products, preferably to unverticalized economic groups,
considering the relevant market, observing ANP's regulation
for third party access.




Introduction of competition in
refining activity in Brazil

» The divestment generates:

o exgectations on the possibility of reducing concentration and promoting
unbundling,

- concerns derived from the way in which it will be conducted.

» Main concerns of Competition Authority (CADE):

> By alienating 60% and maintaining the remaining 40%, the result may be
an increase in the possibility of coordinated action, not a reduction. In
addition, it can generate a vertical integration reinforcement, which would
lead to a concern of foreclosure and discrimination, among other anti-
competitive conduct.

- If the asset is acquired by a player already acting in the market as a
competitor or in another vertically related market, the competitive
scenario would depend on the structure of the markets involved and the
performance of that agent in those markets.

> If the asset is sold to one of the major competitors or to a player with
significant presence in vertically related markets, either downstream or
upstream, the transaction would likely be of concern from a competitive
standpoint, requiring a thorough analysis of the impacts of the sale on the
market.

- Post-sale contract relations.

Petrobras’ conduct after divestment.




Concluding remarks

v

In the recentciJ_eriod, there was an increase in contestability in
gasoline and diesel markets, through the greater presence of
private players in the imports of these fuels.

No private investment was observed in new refining projects.

No disposal of existing refining assets was carried out by
Petrobras.

The impacts of the occasional entry of new private investors into
the refining activity on the competitive environment of the
Brazilian midstream, through the sale of existing assets, depend
on the way in which this entry would occur and the consequent
commercial relations.

The net effects on consumers depend not only on competitive
results but also on the effects on the industry's efficiency level.
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