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ABSTRACT

Chinese remarkable economic growth averaging at 10 per cent per
annum since the late 70’s has been facilitated by a strategy of promoting
exports and attracting foreign capital. Multinational companies from the US,
Japan, and Europe have led their way in using China as off-shoring platform
for the labor-intensive stages of goods production. China currently has an
account surplus of 6-7 per cent of their GDP and has accumulated more
reserves than any country in the world at approximately US$ 300 trillion.
Given its standing as one of the major suppliers of global capital, Chinese
government in the recent years has been pursuing a policy of “outward FDJI”
under which some of the state-owned Chinese enterprises have been provided
with soft capital to become global leaders on the lines of Japanese and Korean
trading houses. The financial crisis of 2007/08 had enabled the Chinese
government an opportunity to provide capital to companies in the developed
and developing world who are currently starved for financing.

The analytical framework of internationalization theory suggests that
one should look into the motivations for internationalization and the literatures
identified the following drivers of internationalization process: (a) Market-
seeking FDI, (b) Resource-seeking FDI, (c) Efficiency seeking FDI and (d)
Strategic asset-seeking FDI. Using the case study of PETROBRAS and MMX
Mining in Brazil, the study found that major driver of investment by Chinese
companies is in acquisition of strategic assets for China’s future development.

In the case of PETROBRAS, the mode of investment was supplier’s
credit rather than the traditional FDI or portfolio investment. In the case of
MMX, it was the stake in the equity capital of the firm. Thus, the modern
modes of outward FDI by Chinese firms are more roundabout forms rather
than the traditional modes of Foreign Direct Investment and Foreign Portfolio
Investments addressed by most researchers.

These investments have blurred the traditional distinction between
investments (in share capital) and supply contracts (supplier’s credit). The
benefits it brings to Chinese companies are apparent — it ensures supply of raw
materials (strategic assets) which are required for future development of the
country. By supplying capital to overseas business enterprises including
friendly countries like Brazil, the Chinese government is able to deploy its
excess reserves and ensure its future economic security.
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CHAPTER 1.0 INTRODUCTION

The recent financial crisis has brought into focus the role of sovereign wealth
funds as suppliers of capital worldwide. When countries ran current account
surpluses, they accumulate more reserves than it require. Many countries created
sovereign funds to manage these “extra resources”. Sovereign wealth funds have
existed since 1950 and refer to assets held by governments in another country’s
currency (IMF, 2007). Prominent among them are the Abu Dhabi Investment
Authority of United Arab Emirates, Singapore Investment Corporation and China
Investment Corporation (CIC). These funds have become the “new financial

superpower’” and provider of the current global capital.

The last decade saw the emergence of China as one of the fastest growing
economies of the world. China recorded an average annual growth rate above 10
per cent per annum between 1980 - 2008. After embracing economic reforms in
1978, China has followed a policy of global economic integration with export-led
growth and a policy of attracting foreign capital into the country, especially Foreign
Direct Investment (FDI). China’s export growth has led to current account surplus
of about 6-7 per cent of GDP between 2000 - 2005. China’s current account surplus
now accounts for 70 per cent of the regional surplus of about $260 Billion in 2006
(IMF, 2007). Since 1978, Chinese companies pursued a policy of strategic asset
acquisition through “inward internationalization” under the slogan “yin jin lai”

(Welcome in) namely through the attraction of Federal Direct Investment (FDI):




China, on the average, attracted US$30 — 50 Billion per year of FDI; its foreign

exchange reserves peaked to around US$300 trillion by end of 2000.

In the quest to continue the rapid growth momentum, China has recently
embraced a policy of promoting “outward FDI” of Chinese firms by acquiring
strategic assets throughout the world. In recent years, the amount of “outward FDI”
from China exceeded US$50 Billion by 2005. As at the end of 2007, there were
more than 10,000 Chinese companies operating overseas that were financed by

Chinese capital (Icksoo, 2009).

The Chinese government’s “Go Global” policy encourages Chinese
companies to make foreign investments and is part of the government’s aim to make
100 to 150 state-owned companies as global leaders modeled on the lines of
Japanese and Korean trading houses. The future of China as a global manufacturing
hub also depends on its ability to maintain its high rate of economic growth for
which it requires raw materials which are in short supply domestically. This
recognition has prompted the government of China to look for ‘strategic

partnerships’ with industries throughout the world.

The outward orientation of FDI from Chinese Multi-national Enterprises
(MNEs) is an area which has received relatively little attention in academic
literature and research (Child and Rodrigues, 2005, Deng 2007). The absence of
reliable published data and the relative secrecy of such strategic deals have made
research into this area rather difficult, non-transparency, and challenging. The

present study contributes to the literature on “outward FDI” and aims to fill data
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gaps in this area by undertaking two case studies of Chinese “outward-oriented FDI”
in Brazil. The study examines the modes of outward FDI, the benefits derived from
such strategic investments for the supplier of capital (Chinese
companies/government) and beneficiaries of capital flows (the Brazilian

companies).

The study is divided into six (6) chapters. Chapter 2 reviews the literature on
the subject. Chapter 3 reviews the broad trends in Chinese strategic entry modes.
Chapter 4 examines the trends in Chinese “outward investment” and financial flows
into Brazil by examining the case studies on PETROBRAS and MNX mining in
Chapter 5. Chapter 6 summarizes the conclusions and observations made during the

study.




CHAPTER 2.0 LITERATURE REVIEW

This chapter provides a brief review of literature on theory of
internationalization of firms especially from the point of view of “outward FDI”.
The literature review is organized into three sections. Section 2.1 reviews the
theoretical framework and section 2.2 reviews the empirical studies on the subject

and section 2.3 summarizes the theoretical and empirical literature.

SECTION 2.1 THEORETICAL FRAMEWORK
The literature in international business analyses the growth and foreign
expansion. phase of MNEs. The starting point of this theory of MNE is the
proposition that an MNE goes abroad to further expand, on its firm-specific
advantage (FSA). The FSA’s are propriety to the firm and they can be technology
or knowledge based or they can reflect managerial and/or marketing skills (Rugman

and Verbeke, 2003).

The analytical framework of internationalization theory suggests that one
should look into the motivations for internationalization and the mode of entry into
international markets (Madhok, 1997). Wells (1983) argues that manufacturing
firms pursue internationalization strategies mainly to protect their export market.
Dunning (1993) as well as Eden and Monteils (2000) divide the major drivers of
internationalization into four categories: (a) Market-seeking FDI, (b) Resource-

seeking FDI, (c) Efficiency seeking FDI and (d) Strategic asset-seeking FDI.




In international business literature, there is also a new stream of literature on
the motivations of FDI from the perspective of behavioral science of the firm —
called organizational capability theory (Madhok, 1997). The basic thrust of the
organizational capability theory is that firms tend to collaborate or invest across
borders for the purpose of developing their capabilities. Zhang (2003) argues
developing organizational capability through FDI is in line with the rationale of the

motive for strategic assets-seeking FDI.

Apart from the theory of internationalization of firms, a number of
institutional factors influence the conduct and behavior of firms internationally.
One such influence is the role of the government. In countries like Japan, Korea and
China, the government defines, diffuses or enforces prevailing norms and

requirement of acceptable firm conduct (Oliver, 1991).

In China, as part of the economic reforms, the Chinese government has
maintained political control and also maintained its ability to reward and discipline
firms for their adherence to its directives. China has established clear direction
about the types of outward FDI it would like to encourage and has been able to
compel firms to follow its policies (Deng, 2004). In China, the corporate strategic
decisions to a large extent are governed by a mix of political and economic motives

(Deng, 2004).




SECTION 2.2 EMPIRICAL LITERATURE

The empirical literature on “outward FDI” is rather limited although in
recent times there is increasing attention to this topic. One of the earlier attempts to
study outward FDI found that they tend to concentrate in countries with relatively
higher income or industrial countries because of their superior investment
environment, high technology and advanced management methods (Kumar, 1988).
This conclusion was reaffirmed by the study of Wang (2002) who found that
Chinese overseas investment excluding Hong Kong and Macau was in industrial
countries in the area of R & D and design centers.

One of the pioneering studies on outward FDI is that of Deng (2004, 2007).
Deng (2007) using the case study approach of merger and acquisitions of foreign
firms by Chinese companies during 2002 to 2004 concluded that Chinese MNEs
outward FDI is primarily motivated by the quest for strategic resources and
capabilities, like R & D. Deng (2009) again using some the case study of three
leading Chinese firms — TCL, BOE and Lenovo, found that the primary motive for

outward FDI is to acquire strategic assets.

SECTION 2.3 CONCLUSIONS
The literature on outward FDI is based on the theory of MNEs — why MNEs
go abroad?. The analytical framework of internationalization theory suggests that
firms pursue internationalization strategies mainly to protect their export market.
The literature divides drivers of internationalization of firms into four categories: (a)

Market-seeking FDI, (b) Resource-seeking FDI, (c) Efficiency seeking FDI and (d)




Strategic asset-seeking FDI. The limited empirical study based on China’s outward
FDI has found that primary motive is to acquire strategic assets. In Chapter 3, a
review on the determinants of China’s strategic FDI entry modes into foreign

markets will be provided.




CHAPTER 3.0 CHINESE STRATEGIC
ENTRY MODE INTO FOREIGN MARKETS

This chapter provides a brief literature review on the type of entry mode and

strategic approach utilized by Chinese companies when they are going abroad.

SECTION 3.1 ENTRY MODES

The pioneering study made by Lin and Fuming in 2008 investigates Chinese
strategic behavior perspective entry mode that “escapes from the transaction cost
premises and highlights the special characteristics of Chinese firms’ FDI” by
incorporating “strategic fit and strategic intent aspect” in their frame work through
surveying of 588 Chinese firms who engaged in outward FDI in 2005 (Lin and

Fuming, 2008).

Previous literatures examine how market structure, market size, tariffs and
transportation costs influence entry modes and also whether Multi-National Entities

(MNE) engages in FDI or trade (Eicher and Kang, 2005).

The authors utilized binomial logistic regression approach on 138 data out of
500 data sets to confirm their hypothesis by determining probability of one event

occurs rather than another: Wholly Owned Subsidiaries (WOS) vs. Joint venture

(JV) entry mode.




The conclusion of the study along with finding from various researches in
which strategic behavior entry mode Chinese firms choose are presented in table

(Table 3-1).

Chinese firms’ overseas investment is to expand their Country-Specific
Advantages (CSA) and to explore sustainable global competitive advantages. The
Chinese firms’ choices of FDI entry modes are not only minimize costs of
transferring firm-specific assets but to facilitate their cost advantage-based regional
expansion, and their global competitiveness strategy. In order to expand cost
advantages into other regional emerging economies, Chinese firms have
strategically aligned their FDI entry mode to the host industry environment which
will facilitates strategic fit between the firm’s competitiveness advantage and the
environment by considering the strategic behavioral variables indicated (Lin and

Fuming 2008).

Table 3-2 shows that export is still the most important sector of the entry
mode for Chinese companies at 167 and 69 companies for direct and indirect export
out of the 297 Chinese companies having substantial international business activities
analyzed by Deng (2009). There are only 36 and 25 enterprises who are abroad
through building overseas factories, and Mergers and Acquisition (M&A) indicating
that China is still at the initial stage of internationalization (Rugman and Jing, 2007;

X. Deng, November, 2009).

However, Chinese enterprises are differentiating themselves and more

adaptive to entry modes that the number of companies with of “Listing Abroad” is
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currently at 49 enterprises, which is higher than Joint Venture (JV) at 41 companies;
M&A at 36 companies; Wholly-Owned Subsidiary (WOS) at 21 companies; and

Research and Development (R&D) Institution Establishment at 26 enterprises.

The industry in which Chinese enterprises have substantial international

business activities are in:

© Steel
. Telecommunication
. Building materials and construction

These are all generally large state-owned industry (Deng X, November, 2009).
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Table 3-1 FDI Entry Mode Strategic Behaviour Variables

Entry Meode Choice Strategic Behavior Variables Other Conditions
Wholly-Owned o Host Industry Competition' o Greenfield investment®
Subsidiary (WOS)

Global Strategic Motivation (Firm Size) o Emerging Economy Firms’

2
o Market Seckers’

e Assets Secking Motivation®

Joint Venture (JV) e Host Industry Growth* Host Country Uncertainty, Access to

o Complementary Assets, High Tech Sector, Small
e  Global Strategic Motivation (Country
) ) Firm, Less Experience Firms®
Risk, Cultural Barrier)’

Reference:

Lin and Fuming 2008; Eicher and Kang 2005

Lin and Fuming 2008

Lin and Fuming 2008; Child and Rodrigues 2005; Rui and Yip 2008;
Lin and Fuming 2008; Frynas, Mellahi and Pigman 2006;

Lin and Fuming 2008; Kim and Hwang 1992; Yiu and Makino 2002
Lin and Fuming 2008

Lin and Fuming 2008

Mutinelli and Piscitello 1998

X. Deng 2009

(O, oS X ON RO (IR

Table 3-2 Distribution Frequency of Entry Mode

Entry Modes Frequency Entry Modes Frequency

Direct Export 167 R & D Institution Establishment 26
Overseas Sales Subsidiaries 87 Overseas Factories Establishment 25
Establishment

Indirect Export 69 Wholly-Owned Subsidiary (WOS) 21
Listing Abroad 49 License 16
Joint Venture Establishment 41 Transnational Export of Labour Services 15
Engineer Contract 41 Strategic Alliances 13
Merger and Acquisition 36 Franchising 12
Overseas Technical Cooperation 34 OEM 11
Source: (X. Deng, November, 2009) Management Contracts 5
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CHAPTER 4.0 TRENDS IN OUTWARD
FDI BY CHINESE FIRMS

This chapter presents an overview of outward foreign direct investment by
Chinese firms in recent years. The chapter is organized into three sections. Section
4.1 discusses the broad trends in Chinese outward. Section 4.2 discusses the broad

trends in financial flows from China into Latin America and especially to Brazil.

SECTION 4.1 BROAD TRENDS IN CHINESE “OUTWARD FDI”
According to United Nations Conference on Trade and Development,
UNCTAD, China’s inward and outward FDI grew by 130 per cent and 232 per cent
during 2007 and 2008 respectively (UNCTAD, 2009). During 2007/08, globally the
FDI flows had recorded an absolute decline. China, taking advantage of the global
shortage of capital, has been progressively scaling up its outward FDI with the
magnitude increasing from US$ 21.2 Billion in 2007 to US$ 52.2 Billion in 2008
(UNCTAD, 2009). The Chinese economic growth has not only attracted inward

FDI in the past decades but lately has encouraged outward FDI ().

China’s outward FDI has not been completely smooth, acceptable and often been
critique by international communities and researchers. In 2005, Accenture lists the
operational, human capital, economic and political, advantages and challenges faced
by China’s internationalization. Summary of this list is presented in Table 4-1.

12



Figure 4-1 China’'s Inward and Outward FDI — 1970 to 2009
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Figure 4-2 China’s Inward and Outward FPI ~ 1970 to 2009
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Challenges and Advantages of China
Chinese companies face
particular problems in going
global

Table 4-1

» Chinese companies going
global have to get to grips with
very different management
styles, cultures, priorities and
mindsets.

...but have many factors working in
their favor

« With a higher labor-to-capital mix,
Chinese companies are more flexible
in adapting processes than their
Western counterparts.

* They also have to conform to
international standards,
systems and processes. Their
corporate governance
framework in particular
remains underdeveloped.

* Chinese companies have the
advantages of local knowledge and
cultural overlap in Asia’s fast-growing
markets that are the main target of
today’s multinationals.

* Chinese companies have so

« Chinese firms still enjoy a significant

planning may lead to the
pursuit of goals beyond profit
maximization,

Operational
far struggled to establish cost advantage over Western
international brands. No multinationals that tend to set up only
Chinese company features in selected operations in China.
the Business Week-Inter-brand
100 Top Global Brands.
+ Chinese companies often « There is a strategic push to nurture
lack managerial expertise and new talent in science and technology in
experience. China will need China. There will be about 3.3 million
75,000 executives with college graduates in 2005 of who
international experience in the 600,000 will be engineers.
next five years, currently there
are 5,000
» Chinese companies still face « The diasporas of Chinese talent —
obstacles in the war for talent. western-educated and familiar with
Human Capital Non-Chinese multinationals Chinese culture and values — provide a
still enjoy advantages in terms valuable resource for Chinese
of pay and prestige. companies going global.
« The recent outcry * The prospect of further currency
surrounding Chinese revaluations will reduce the cost of
purchases abroad, particularly overseas acquisitions for Chinese
in the United States and companies.
European Union, has * China’s “national champions” receive
highlighted protectionist cheap land and finance, tax breaks and
obstacles to China’s preferential access to listing their
Economic and globalization. shares.
Political « State influence on corporate * By operating in previously protected

markets, large state-owned enterprises
have accumulated cash hoards that
they can use to buy assets abroad.

* Large state firms in protected
industries are likely to be less
efficient due to the lack of
competitive pressures.

Source: (Accenture, 2005)
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Table 4-2 China’s Outward Investment by Sector (2004 and 2007

Net Oversea Direct Investment Accumulated Net
(USS 10 000) Oversea Direct Percentage
2004 2007 Investment at Year- Change
End of 2007

Sector

Total 549,799 2,650,609 11,791,050 382.1%

Agriculture, Forestry, Animal e
Husbandry and Fishery 28,866 27,171 120,605 5.9%
Mining 180,021 406,277 1,501,381 125.7%
Manufacturing 75,555 212,650 954,425 181.5%
Production and Supply of o
Electricity, Gas and Water i L5138 59,59 i
Construction 4,795 32,943 163,434 587.0%
Transport, Storage and Post 82,866 406,548 1,205,904 390.6%
Information Transmission,
Computer Services and 3,050 30,384 190,089 896.2%
Software
Wholesale and Retail Trades 79,969 660,418 2,023,288 725.8%
Hotels and Catering Services 203 955 12,067 370.4%
Financial Intermediation 166,780 1,671,991
Real Estate 851 90,852 451,386 10575.9%
Leasing and Business Services 74,931 560,734 3,051,503 648.3%
Scielftiﬁc Research, Technical 1,806 30,390 152,103 1582.7%
Service and
Geologic Prospecting
Management of Water
Conservancy, Environment 120 271 92,121 125.8%
and
Public Facilities
Services to .Households and 8,814 7,621 129,885 13.5%
Other Services
Education 892 1,740
Health, Social Security and
Social Welfare ‘ e i [tk
Culture, Sports and
Fhitewtbyext 98 510 9,220 420.4%
Public Management and Social

3 5
Organizations

Source: China Statistical Yearbook (2004; 2007)
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Table 4-2 reports broad trends in China’s outward investment by sector
during 2004 and 2007. Broadly, there has been an increase of 382 per cent in
outward investment from China from 2004 to 2007. Bulk of the increase in
outward investment has occurred in real estate (10575%), scientific research and
Technical series (1582%), information transmission, computer services and
software (896 %) and construction (587%). What was interesting to note is that
Financial Intermediation sector was not recorded by the Chinese government until

2007 which is currently at US$ 1.67 Billion.

SECTION 4.2 TRENDS IN FINANCIAL FLOWS FROM CHINA
INTO LATIN AMERICA

According to statistics published by Chinese national authority, Chinese
imports from Latin America countries increased by 242 per cent during 2003-2007,
with imports values increasing from US$14.9 Billion in 2004 to US$51.1 Billion in
2007 (Chinese Statistical Yearbook, 2007). The top five Latin American import
markets for China in 2007 are: Brazil at US$18.3 Billion, Chile at US$10.3 Billion,
Argentina at $6.3 Billion, Peru at $4.3 Billion and Mexico at $3.3 Billion (Figure
4-3). China’s increasing trade interface in Latin American can be traced to
increasing economic and political cooperation and solidarity with many of the left-
leaning Latin American countries including Venezuela, Bolivia, Ecuador and Peru.

In 2007, the Chinese outward FDI to Latin American countries account for
US$118 Billion which comprises 21% of Chinese total outward FDI (China
Statistical Yearbook, 2007). Latin America is the second largest recipient of

Chinese FDI since 2004 (Figure 4-4). The economic relations between China and
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Latin America were further strengthened in November 2008 with the release of
China’s Policy paper towards Latin America clarifying China’s diplomatic goals in
the region (Embassy of the People's of China in the United States of America,
2008). However, China has not signed the bilateral trade agreement with
MERCOSUR, the Latin American free trade bloc. An interesting aspect of outward
FDI by China is the parking of capital in offshore tax havens in the Cayman Islands
and Bermuda ready for deployment in the region (Telegraph.co.uk, 2009). Figure
4-5, presents the sectors in which Chinese outward FDI were deployed where
Leasing and Business Services (29%), followed by Wholesale and Retail Trades
(20%), Financial Intermediation (16%). These trends show signs of Chinese

increasing influence in Latin America.

Figure 4-3 China’s Top 5 Trade Partners in Latin America, 2003-2007 (US$
Billions)

|nd

III ‘

.. --... - -
2007 2B 203 2005 2B 2007 2006

N
2008 2000 05 2006 208 204 006 2000 2m
Brazi Argentina
' Brazil et » Brail Import  Chile Export Chile lmport ¥ Argertina Bport - Argentina import ¥ PeruBxport Peruimport ¥ Mexico Bxport MexicoImpart

Saurce: China Statistical Yearbook (2004, 2005, 2006, 2007)

17



Figure 4-4 China’s Overseas Direct Investment by Region 2007

China's Overseas Direct Investment by Region 2007

North Amearica Oceania
3% 1%

Europe
4%

Africa
4%

| source: Chinatatistical Ye arbook 2007

Figure 4-5 China’s Outward Investment by Sector 2007
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CHAPTER 5.0 CHINESE OUTWARD FDI
IN BRAZIL - CASE STUDY

In this chapter broadly looks at the increasing China-Brazil economic co-
operation. Two case study were preformed on Brazilian companies — PETROBRAS
(the largest oil company in Brazil) and MMX Mining (a junior-private mining
company in Brazil) to illustrate the Chinese outward FDI in Brazil. The chapter is
organized as follows: Section 5.1 discusses the broad trends in economic co-
operation between China and Brazil. Section 5.2 discusses the case study of
PETROBRAS. Section 5.3 further illustrates the Chinese outward FDI in MMX

Mining. Section 5.4 summaries the main conclusions of this chapter.

SECTION 5.1 BROAD TRENDS IN ECONOMIC CO-OPERATION
BETWEEN CHINA AND BRAZIL.

The economic ties between China and Brazil has been enhanced over the
years and the Brazilian trade minister, Mr. Welber Barral, indicated that China’s
trade relations with Brazil had surpassed US and “China is now a platinum partner
for Brazil” (Telegraph.co.uk, 2009; China Daily, 2007). The US has been Brazil's
principal trading partner for last 80 years, but in recent years China has surpassed
US as the leading trade partner of Brazil. Brazil’s typical exports to China include
soya beans, iron ore, cellulose, and currently have been extended to include future
contracts for oil and gas. Today, China is the fastest growing supplier of electronic

goods in Latin American including Brazil.
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According to figures released by the Chinese Ministrty of Commerce,
Chinese enterprises invested nearly US$100 Million in Brazil by the end of June
2007, mainly in the mining, telecommunications, trade, services, lumber processing
and assembly line production of household electrical appliances industry (China,
2007). Meanwhile, Brazilian investment in China reached US$210 Million, mostly
in manufacturing, real estate and construction industries. The overall Chinese and
Brazilian outward investment ties are presented in Figure 5-1. Brazil occupies a
leading position in renewable energy, civil aviation, agribusiness, paper pulp and
minerals — where Chinese investors have increasing financial, economic co-

operation and interest.

Figure 5-1 Chinese & Brazilian Outward Investment Ties
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SECTION 5.2 PETROBRAS - CASE STuDY

The Petroleo Brasileiro S/A (PETROBRAS) was formed by the Brazilian
Government in 1954, was responsible for all the activities related to the oil sector in
Brazil. Today the company is currently the eight (8") largest oil companies in the
world and leading the sector in the development of one of advanced deep-water and

ultra-deep water technology for oil production in the Campos Basin.

By 1997, PETROBRAS made Brazil one of the 16 nations who produced
more than 1 Million bpd and within the same year the Brazilian Federal government
approved and opened the Brazilian oil industry to the private sector. A National
Petroleum Agency (ANP) was established to regulate, contract and inspecting all the
activities of the oil sector and the National Policy Council Energy was responsible
for designing public energy policies. In less than six (6) years their oil and gas
production exceed 2 Million bpd (Figure 5-2). Their business structures are
subdivided into four (4) business areas: (1) Exploration and Production, (2)
Downstream, (3) Gas & Energy, (4) International and two support functions:

Finance and Services.
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Figure 5-2 Brazil’s Historic Crude Oil Production

Historic Crude Oil Production

Source: Petroras, 2010
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The total crude oil production for PETROBRAS in 2008 was 3.4 Million
barrels of oil equivalent (Mboe), a milestone achieved by only few companies
globally and their gross operating profit increased from US$1.39 Billion in 2007 to
US$5.44 Billion in 2008 (PETROBRAS, 2010). PETROBRAS has 112 production
platforms out of which 78 are fixed and 34 floating, with 15 refineries at capacity to
process 2.2 Million bpd. Throughout Brazil, they have 5,998 gas stations and 990
internationally. PETROBRAS is present in 27 countries on four continents: United
States, United Kingdom, Mexico, Angola, Nigeria, Tanzania, Libya, Mozambique,

Senegal, India, Iran, Pakistan, Turkey, Portugal, Bolivia, Colombia, Cuba, Ecuador,
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Peru, Venezuela, Uruguay, Paraguay, Argentina, China and Japan, and count on the
support of their offices in Houston, New York, London, Tokyo, Singapore, China,

and Chile (Figure 5-3).

Figure 5-3 PETROBRAS Global Presence
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PETROBRAS has the largest continental off-shore oil reserve platform is at
approximately 143,000,000 km® which stretches from the State of Espirito Santo,
close to the city of Vitoria; to the Arraial do Cabo, off the northern coast of the State
of Rio de Janeiro. The basin is comparative to the size of the Gulf of Mexico, and
currently accounts for nearly 84% of Brazil's oil production and 80% of the oil
reserves discovered (Figure 5-4). PETROBRAS reported that about 1.49 Million
barrels of oil and 22 Million m* of gas are extracted daily and production is expected
to reach 1.8 million bpd and 34.6 million m*> by 2010. The exploration of the
Campos Basin commenced in late 1976 with shallow wells and fixed type oil
platforms. Out of the 55 fields, 36 are mature and consequently PETROBRAS has
increased its exploration drilling activities in deeper water. Currently approximately
65% of PETROBRAS offshore explorations are in deep waters more than 400

meters (Figure 5-5).
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Figure 5-4 Santo Basin of the Brazilian Coast
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The discovery of oil reserve in the recent years at Tupi, Santos Basin and
their current reserve at the Campo Basin have provided substantial business
opportunities and growth. Santo Basin has the potential to become the largest world
reserve with total proven reserve of 15.08 Billion barrels of oil equivalent and

142,300,000 km? of exploratory area with Reserve Replacement Index of 18.2 years.

In order to meet the growth opportunities, PETROBRAS was looking for
fresh capital for exploration. It was in this context that the Chinese onward FDI
became relevant for the company. On February 18 2009, The China Development
Bank finalized a deal with PETROBRAS to extend a US$10 Billion line of credit in
exchange for future oil supply. The financial deal entered by PETROBRAS with
Chinese state-owned oil company Shanghai Petrochemical Company, SINOPEC, to
provide supply of 100,000 bpd of oil in exchange for the supply of Chinese capitals
(Reuters, UK, 2009). Prior to this, on December 27, 2007, the Chinese
Development Bank had signed a long-term credit lines US$750,000, as an on-
lending of foreign funds the Gasene Project (part of PETROBRAS division) in
Brazil for the construction of natural gas pipeline for a total length of 14,000 km
with a capacity of 20 Million m3 per day, connecting the Cabiunas Terminal in Rio
de Janeiro to the City of Catu, Bahia (PETROBRAS, 2008).

Figure 5-6 presents the PETROBRAS cash from 1% quarter of 2004 to 3™
quarter of 2009, showing an increase in cash from 2™ to 3™ quarter of 2009. The
Chinese suppler credit can be observed from the figure, where a spike of more than

US$10 Billion from the 2™ to the 3™ quarter of 2009.
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The financing is based on China's policy of attempting to secure future supplies in
natural resources especially petroleum, agricultural goods and minerals for their
voracious economy. Within the next day, China Development Bank, Russia's state
oil Rosneft and Transneft Pipeline Company also signed a US$25 Billion financing
deal in exchange for future oil from the huge new East Siberian oil fields that China

hopes will power its economy for the next two decades.

PETROBRAS also announced that they are negotiation with four oil consumer
countries to receive financing from them in exchange for future oil supply

guarantees.

Figure 56 Cash Flows of PETROBRAS -2004 to 2009 (US$ Billion)
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Table 51 PETROBRAS and Exxon Mobil - Financial Ratios — 2007 and 2008

FINANCIAL RATIOS Exxon Mobil PETROBRAS
3 ) 2007

%change 2008 % change 2008 2007

(2008-07) (2008-07})
Liquidity
Cash & market Sec. To Total Assets -1.80% 0.138 0.140 173.20% 0.090 0.033
Acid Test Ratio -22.32% 1.143 1.472 89.18% 0.836 0.442
Current Ratio -0.16% 1.472 1.474 -8.27% 1.220 1.330
Working Capital/Sales -29.00% 0.049 0.068 -15.12% 5.950 7.010
Financial Leverage
Debt to Total Assets 1.54% 0.505 0.497 0.00% 0.470 0.470
Debt to Common Equity -22.02% 8.669 11.117 1.08% 0.940 0.930
Long-Term Debt to Common Equity -9.21% 1.322 1.456 -7.51% 0.750 0.811
Total Debt to EBITDA -15.80% 0.286 0.340 nfa n/a n/a
EBITDA/Interest -31.05% 121.47 176.185 n/a n/a n/a

1

EBIT/Interest -33.82% 67.192 101.525 n/a n/a n/a
Profitability
Return on Common Equity -3.26% 11.751 12.147 29.15% 15.496 11.999
Return on Assets -15.40% 5.043 5.961 -28.95% 16.007 22.528
Net Profit Margin 5.74% 10.163 9.612 0.75% 8.139 8.079
Common Stock Ratio's
Price to Earnings Ratio n/a n/a n/a -16.62% 21.580 25.880
Source: (PETROBRAS, 2008; Exxon Mobil, 2008)

In the following sections, a brief financial analysis on PETROBRAS was
performed. For comparative purposes, the financial statement for PETROBRAS is
compared with a similar US oil company - Exxon Mobil (Table 5-1).

PETROBRAS has a relatively lower cash and marketable securities to assets (in
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the range of 0.03 to 0.09 in the last two years). This is relatively low compared to
its growth opportunities. For example, the corresponding ratio for Exxon Mobil is
as high 0.14 in the last two years (2007 and 2008). With the financial deal from
China, PETROBRAS will be able to boost this parameter substantially and
channel the additional supply of capital for its ambitious oil and gas exploration
plans at Campos Basin. PETROBRAS will also be able to boost its working
capital/sale<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>