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Overview
 In 2007, Petrobras and its partners have discovered a new prolific deepwater oil province in Brazil. They discovered several giant oil fields in the subsalt in a region as large as 800 km long and 400 km wide in the shore of Rio de Janeiro, Sao Paulo and Espírito Santo states. This oil discover represented a new geological paradigm in the Brazilian upstream. The oil production potential in Brazil has increased tremendously. Domestic oil production in expected to double between 2010 and 2020 and Brazil will certainly become an important oil exporter. 

This new geological potential has motivated an important revision of the Brazilian upstream institutional and regulatory framework. The Brazilian government has proposed and the congress has approved a new law for the oil sector. This new law has changed the regulatory framework for the oil exploration and production (E&P) in the new subsalt province and in other areas classified as Strategic by the government. The regulatory framework for the other areas has remained unchanged. The most important change introduced by the new law was the adoption of a Production Sharing Contract – PSC in the Subsalt area. Therefore, two types of E&P contracts will be used in Brazilian upstream: the PSC contracts for the subsalt area and the Concession Contract for the rest of the country. 
By adopting PSC contract in the subsalt, the aim of the government was to increase the government take in the oil profits and its control in the investment decision making process and in the production. The objective of this paper is to compare the new proposed PSC with the existing Concession contracts in Brazil. By comparing these contracts it will be possible to verify the economic impacts of the regulatory changes to the oil operators and to the government. 
Methods

In order to compare these two E&P type of contracts we have developed two cash flow models of a similar project in terms of volume of oil reserve, production curve and investment cost. These models simulate the economic life cycle of an E&P project and estimate revenues, expenses and oil profits according the type of contracts. This simulation model allows calculating the government take according to different scenarios of relevant variables of the contract. Most of the relevant variables in the concession are set by law. Given the fact that the taxation system (royalties, special participation tax, income tax, indirect taxes on investment) is predetermined by law, the simulation requires only scenarios for the oil price and investment cost. On the other hand, the PSC contracts does not establishes a fix profit share in advance. This will be determined by the government case by case or through an action process were operators will dispute the investment opportunity offering larger profit share for the government. Therefore, the modeling of the PSC contract requires a definition of scenarios for the level of profit sharing. Other important variables are: i) impact of the new contract on investment costs; ii) rules for cost recovery iii) new the amount of the signature bonuses. 
Another important dimension of comparison is the role of the government in the decision making process in oil projects. This paper analyses the role of the government in both type of contracts. In particular, it analyses how different government institutions will take part in oil industry.  

Results and Conclusions
We have modeled the existing concession contract and two scenarios for the new PSC contract. We have considered a high production cost level, which is representative of the subsalt areas: 15 dollars per barrel as CAPEX and 4 dollars per barrel as OPEX. The first scenario was called “PSC Equalized”. This scenario tried to approximate the PSC´s government take to the concession government take. We considered 10% of royalties to be paid upfront and 30% for the government share in the profit oil.  The second scenario was called “Probable PSC”. This scenario considered a higher level of government take according to what have been approved by law (15% as royalties) and profit sharing of 50%. Some energy officials have already signaled that the government intends to increase the profit sharing to this level. 
Comparing the company take in the Concession contract with the two PSC scenarios, we can see that the new PSC can be better or worse for the companies (Figure 1). It will depend very much on the profit sharing scenarios. In general, if we consider the same tax level of the Concession contract, PSC are better for the companies. This is true in particular in the low oil price scenarios. This happens in the PSC because profit sharing and income tax only takes place after all cost recovered.  The model has also shown that even if we consider the “Probable PSC” scenario with a higher taxation, companies take will reduce only in high oil prices scenario. 
Figure 1 –Comparing Existing Concession Contract with Two Different PSC Contracts Scenarios
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Source: Own Elaboration

In general terms, the economic results from the two models shows that the impact of the new PSC contract on  government take or company take is not automatically better to the government a worse to the companies. One can have roughly the same levels of government take and the investor profitability in both systems by adjusting the levels of the different taxes and government participation. It is important to call the attention to other types of economic and institutional differences between these two types of contracts. For example, the new PSC can preserve current oil rent sharing levels, but will result in a deeper involvement of the public sector in the business decision making process. It is important to mention that these cost control will not be an easy task as most of companies will be operating with different types of contracts. Another important result regards the difference in terms of distribution of the total government revenue to the different government levels: Federal, States and Municipalities.
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