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MANAGEMENT S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The management of Petréleo Brasileiro S.A. - Petrobras and subsidiaries ( the Company ) is responsible for establishing
and maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting.

The Company s internal control over financial reporting is a process designed by, or under the supervision of, the
Company s Audit Committee, Chief Executive Officer, Chief Financial Officer and effected by the Company s board of
directors, management, and other personnel to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with accounting principles
generally accepted in the United States. The Company s internal control over financial reporting includes those
policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the Company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with accounting
principles generally accepted in the United States, and that receipts and expenditures of the Company are being made
only in accordance with authorizations of management and directors of the Company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the Company s
assets that could have a material effect on the consolidated financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements
on a timely basis. Therefore even those systems determined to be effective can provide only reasonable assurance with
respect to financial statement preparation and presentation. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the
degree of compliance with the policies or procedures may deteriorate.

Management assessed the effectiveness of the Company s internal control over financial reporting as of December 31,
2007, based on the criteria established in Internal Control Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission COSO Based on that assessment management has
concluded that as of December 31, 2007 the Company s internal control over financial reporting is effective.

The Company s internal control over financial reporting as of December 31, 2007 has been audited by KPMG
Auditores Independentes, the Company s independent registered public accounting firm, which opinion is stated in

their report, dated March 14, 2008, included herein.

By:/s/ JOSE SERGIO GABRIELLE DE AZEVEDO By:/s/ ALMIR GUILHERME BARBASSA

José Sérgio Gabrielli de Azevedo Almir Guilherme Barbassa
Chief Executive Officer Chief Financial Officer
April 5, 2007 April 5, 2007
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of
Petrdleo Brasileiro S.A. - Petrobras
Rio de Janeiro, Brazil

We have audited the accompanying consolidated balance sheets of Petrleo Brasileiro S.A. - Petrobras (and
subsidiaries) as of December 31, 2007 and 2006, and the related consolidated statements of income, changes in
shareholders equity and comprehensive income, and cash flows for the years then ended. We also have audited
Petréleo Brasileiro S.A. - Petrobras (and subsidiaries) internal control over financial reporting as of December 31,
2007, based on criteria established in Internal Control - Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO). Petrdleo Brasileiro S.A. - Petrobras management is responsible
for these consolidated financial statements, for maintaining effective internal control over financial reporting, and for
its assessment of the effectiveness of internal control over financial reporting included in the accompanying
Management s Report on Internal Control over Financial Reporting. Our responsibility is to express an opinion on
these consolidated financial statements, and an opinion on the effectiveness of the Company s internal control over
financial reporting based on our audits. The accompanying consolidated statements of income, shareholders equity
and cash flows of Petréleo Brasileiro S.A.  Petrobras (and subsidiaries) for the year ended December 31, 2005, were
audited by other auditors whose report thereon dated February 17, 2006, expressed an unqualified opinion on those
statements.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement and whether effective internal control over financial
reporting was maintained in all material respects. Our audit of the consolidated financial statements included
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. Our audit of internal control over financial reporting included obtaining an understanding of
internal control over financial reporting, assessing the risk that a material weakness exists and testing and evaluating
the design and operating effectiveness of internal control based on the assessed risk. Our audits also included
performing such other procedures as we considered necessary in the circumstances. We believe that our audits provide
a reasonable basis for our opinions.
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A company s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company s internal control over financial reporting includes those
policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance
with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company s assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Petréleo Brasileiro S.A. - Petrobras as of December 31, 2007 and 2006, and the results of its
operations and its cash flows for the years then ended, in conformity with accounting principles generally accepted in
the United States of America. Also, in our opinion, Petrleo Brasileiro S.A. - Petrobras (and subsidiaries) maintained,
in all material respects, effective internal control over financial reporting as of December 31, 2007, based on criteria
established in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).

As discussed in the Note 2(n) to the consolidated financial statements, the Company adopted the recognition and
disclosure provisions of FASB interpretation No 48, accounting for uncertainty in income taxes, an interpretation of
FASB statement 109, as of January 1, 2007.

March 14, 2008

KPMG Auditores Independentes
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PETROLEO BRASILEIRO S.A. - PETROBRAS AND
SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 2007 and 2006
Expressed in Millions of United States Dollars

As of December 31,
2007 2006
Assets
Current assets
Cash and cash equivalents (Note 4) 6,987 12,688
Marketable securities (Note 5) 267 346
Accounts receivable, net (Note 6) 6,538 6,311
Inventories (Note 7) 9,231 6,573
Deferred income taxes (Note 3) 498 653
Recoverable taxes (Note 8) 3,488 2,593
Advances to suppliers 683 948
Other current assets 1,448 843
29,140 30,955
Property, plant and equipment, net (Note 9) 84,523 58,897
Investments in non-consolidated companies and other investments (Note 10) 5,112 3,262
Other assets
Accounts receivable, net (Note 6) 1,467 513
Advances to suppliers 1,658 852
Petroleum and alcohol account - receivable
from Federal Government (Note 11) 450 368
Government securities 670 479
Marketable securities (Note 5) 2,144 94
Restricted deposits for legal proceedings and guarantees (Note 19 (a)) 977 816
Recoverable taxes (Note 8) 2,477 1,292
Deferred income taxes (Note 3) 15 61
Goodwill (Note 18) 313 243
Prepaid expenses 232 244
Inventories (Note 7) 52 210
Other assets 485 394
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10,940 5,566

Total assets 129,715 98,680

See the accompanying notes to the consolidated financial statements.
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As of December 31,
2007 2006

Liabilities and shareholders equity
Current liabilities
Trade accounts payable 7,816 5,418
Short-term debt (Note 12) 1,458 1,293
Current portion of long-term debt (Note 12) 1,273 2,106
Current portion of project financings (Note 14) 1,692 2,182
Current portion of capital lease obligations (Note 15) 227 231
Accrued interest 239 247
Income taxes payable 560 235
Taxes payable, other than income taxes 3,950 3,122
Deferred income taxes (Note 3) 7 8
Payroll and related charges 1,549 1,192
Dividends and interest on capital payable (Note 17 (b)) 3,220 3,693
Contingencies (Note 19 (a)) 30 25
Advances from customers 276 880
Employees postretirement benefits obligation - Pension (Note 16 (a)) 364 198
Employees postretirement benefits obligation - Health care (Note 16 (a)) 259 190
Other payables and accruals 1,548 956

24,468 21,976
Long-term liabilities
Long-term debt (Note 12) 12,148 10,510
Project financings (Note 14) 4,586 4,192
Capital lease obligations (Note 15) 511 824
Employees postretirement benefits obligation - Pension (Note 16 (a)) 4,678 4,645
Employees postretirement benefits obligation - Health care (Note 16 (a)) 6,639 5,243
Deferred income taxes (Note 3) 4,802 2,916
Provision for abandonment (Note 9 (c)) 3,462 1,473
Contingencies (Note 19 (a)) 352 208
Other liabilities 558 428

37,736 30,439
Minority interest 2,332 1,966
Shareholders equity
Shares authorized and issued (Note 17 (a))

Preferred share - 2007 and 2006 - 1,850,394,698 shares 8,620 7,718
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Common share - 2007 and 2006 - 2,536,673,672 shares
Capital reserve - fiscal incentive
Retained earnings
Appropriated
Unappropriated
Accumulated other comprehensive income
Cumulative translation adjustments
Postretirement benefit reserves adjustments net of tax (US$795 and US$1,058
for December 31,
2007 and 2006, respectively) - pension cost (Note 16 (a))
Postretirement benefit reserves adjustments net of tax (US$478 and US$508 for
December 31, 2007
and 2006, respectively) - health care cost (Note 16 (a))
Unrealized gains on available-for-sale securities, net of tax
Unrecognized loss on cash flow hedge, net of tax

Total liabilities and shareholders equity

See the accompanying notes to the consolidated financial statements.
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12,196
877

34,863
6,618

4,155

(1,544)

(928)
331
(&)

65,179

129,715

10,959
174

23,704
10,541

(6,202)

(2,052)

(987)
446
(2)

44,299

98,680
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PETROLEO BRASILEIRO S.A. - PETROBRAS AND
SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
December 31, 2007, 2006 and 2005

Expressed in Millions of United States Dollars
(except number of shares and earnings per share)

Sales of products and services
Less:
Value-added and other taxes on sales and services
Contribution of Intervention in the Economic Domain
Charge - CIDE

Net operating revenues

Cost of sales

Depreciation, depletion and amortization
Exploration, including exploratory dry holes
Selling, general and administrative expenses
Impairment (Note 9 (d))

Research and development expenses

Other operating expenses

Total costs and expenses

Equity in results of non-consolidated companies (Note 10)

Financial income (Note 13)

Financial expenses (Note 13)

Monetary and exchange variation on monetary assets and
liabilities, net (Note 13)

Employee benefit expense for non-active participants

Other taxes

Other expenses, net

Table of Contents

Year ended December 31,

2007

112,425
(20,668)

(4,022)

87,735

49,789
5,544
1,423
6,250

271
881
2,136

66,294

235
1,427
(554)

(1,455)
(990)
(662)
(143)

(2,142)

2006

93,893
(17,906)

(3,640)

72,347

40,184
3,673
934
4,824
21

730
1,120

51,486

28
1,165
(1,340)

75
(1,017)
(594)
A7)

(1,700)

2005

74,065
(14,694)

(3,047)

56,324

29,828
2,926
1,009
4,474

156
399
1,453

40,245

139
710
(1,189)

248
(994)

(373)
(28)

(1,487)

11
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Income before income taxes, minority interest and
extraordinary item 19,299

See the accompanying notes to the consolidated financial statements.
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19,161

14,592
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Income tax expense (Note 3)
Current
Deferred

Minority interest in results of consolidated subsidiaries

Income before extraordinary item

Extraordinary gain net of tax (Note 10 (a))

Net income for the year

Net income applicable to each class of shares
Common
Preferred

Net income for the year

Basic and diluted earnings per share (Note 17 (c))
Common and preferred

Before effect of extraordinary item

After effect of extraordinary item

Basic and diluted earnings per ADS
Before effect of extraordinary item
After effect of extraordinary item

Weighted average number of shares outstanding
Common
Preferred

Table of Contents

Year ended December 31,

2007

(4,826)
(1,062)

(5,888)

(273)

13,138

13,138

7,597
5,541

13,138

2.99

2.99

5.98
5.98

2,536,673,672
1,850,364,698

2006

(5,011)
(680)

(5,691)

(644)

12,826

12,826

7,417
5,409

12,826

292

292

5.84(%)
5.84(%)

2,536,673,672
1,849,903,144

2005

(4,223)
(218)

(4,441)

35

10,186

158

10,344

5,982
4,362

10,344

2.32

2.36

4.64(%)
4.72(%)

2,536,673,672
1,849,478,028

13
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(*) Restated for the effect of the change in the ratio of underlying shares issued in the Company s name and the
American Depositary Shares on July 2, 2007 (see Note 17 (a)).

See the accompanying notes to the consolidated financial statements.
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PETROLEO BRASILEIRO S.A. - PETROBRAS AND
SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
December 31, 2007, 2006 and 2005
Expressed in Millions of United States Dollars

Cash flows from operating activities
Net income for the year
Adjustments to reconcile net income to net cash provided by
operating activities

Depreciation, depletion and amortization
Dry hole costs
Loss on property, plant and equipment
Minority interest in results of consolidated subsidiaries
Deferred income taxes
Foreign exchange and monetary loss
Accretion expense - asset retirement obligation
Impairment of oil and gas properties
Provision for uncollectible accounts
Equity in the results of non-consolidated companies
Financial income (loss) on hedge operations
Other

Decrease (increase) in operating assets

Accounts receivable

Petroleum and alcohol account

Interest receivable on government securities
Inventories

Advances to suppliers

Prepaid expenses

Recoverable taxes

Other

Increase (decrease) in operating liabilities
Trade accounts payable
Payroll and related charges
Taxes payable, other than income taxes
Income taxes payable
Employees postretirement benefits obligation - Pension
Employees postretirement benefits obligation - Health care
Accrued interest

Year ended December 31,

2007

13,138

5,544
549
247
273

1,062
641
147
271
215

(234)

(460)
(6)

56
1,619)
787
105
1,132)
288

1,709
113
135
325
422
616

Table of Contents

2006

12,826

3,673
493
225
644
630
465

32

21

78
(28)
434

308
(7N

(533)
(552)

(552)
261

1,385
200
(133)
(190)
489
656
21

2005

10,344

2,926
597
292
(35)
218
140

51
156
118

(139)
170
@®)

(1,510)
©)
3
38
(167)
38
(540)
82

275
215
566
(56)
647
557

15
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Contingencies 121 (79)

Provision for abandonment (211) 57

Other liabilities (438) 281
Net cash provided by operating activities 22,664 21,077

See the accompanying notes to the consolidated financial statements.
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(65)
325
(122)

15,115
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Year ended December 31,

2007 2006 2005
Cash flows from investing activities
Additions to property, plant and equipment (20,978) (14,643) (10,365)
Investment in non-consolidated companies (25) (187) (71)
Investment in marketable securities (see Note 5) 1,707) 205 169
Acquisition of Pasadena Refinery (see Note 18 (d)) - (416) -
Acquisition of Suzano (see Note 18(c)) (1,186) - -
Acquisition of Ipiranga (see Note 18(b)) (365) - -
Received cash related to investment in Nigeria - 199 -
Dividends received from non-consolidated companies 229 130 60
Restricted deposits for legal proceedings 6 31 -
Net cash used in investing activities (24,026) (14,681) (10,207)
Cash flows from financing activities
Short-term debt, net issuances and repayments (6) 228 (1,058)
Proceeds from issuance and draw-down of long-term debt 2,980 2,251 1,697
Principal payments of long-term debt 3,561) (2,555) (1,120)
Repurchase of securities - Notes (see Note 12(c)) - (1,046) -
Proceeds from project financings 1,568 1,524 1,492
Payments of project financings (2,599) (1,209) (1,392)
Payment of capital lease obligations (367) (334) (134)
Dividends paid to shareholders (3,860) (3,144) (2,104)
Dividends paid to minority interests (143) (69) (6)
Net cash used in financing activities (5,988) (4,354) (2,625)
Increase (decrease) in cash and cash equivalents (7,350) 2,042 2,283
Effect of exchange rate changes on cash and cash equivalents 1,649 775 732
Cash and cash equivalents at beginning of year 12,688 9,871 6,856
Cash and cash equivalents at end of year 6,987 12,688 9,871
Supplemental cash flow information:
Cash paid during the year for
Interest, net of amount capitalized 1,684 877 1,083
Income taxes 5,146 4,686 3,843
Withholding income tax on financial investments 65 26 29

17
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Non-cash investing and financing transactions during the
year
Recognition of asset retirement obligation - SFAS 143 1,836 632

See the accompanying notes to the consolidated financial statements.
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PETROLEO BRASILEIRO S.A. - PETROBRAS AND
SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS EQUITY
December 31, 2007, 2006 and 2005
Expressed in Millions of United States Dollars (except per-share amounts)

Year ended December 31,
2007 2006 2005
Preferred shares
Balance at January 1, 7,718 4,772 4,772
Capital increase from undistributed earnings reserve (Note
17(a)) 902 2,939 -
Capital increase from issue of preferred shares - 7 -
Balance at December 31, 8,620 7,718 4,772
Common shares
Balance at January 1, 10,959 6,929 6,929
Capital increase from undistributed earnings reserve (Note 17
(a)) 1,237 4,030 -
Balance at December 31, 12,196 10,959 6,929
Capital reserve - fiscal incentive
Balance at January 1, 174 159 134
Transfer from unappropriated retained earnings 703 15 25
Balance at December 31, 877 174 159
Accumulated other comprehensive loss
Cumulative translation adjustments
Balance at January 1, (6,202) (9,432) (12,539)
Change in the year 10,357 3,230 3,107
Balance at December 31, 4,155 (6,202) (9,432)

19
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Postretirement benefit reserves adjustments net of tax -
pension cost

Balance at January 1,

Accounting change - SFAS 158

Other decreases (increases)

Tax effect on above

Balance at December 31,

Postretirement benefit reserves adjustments net of tax -
health care cost

Balance at January 1,

Accounting change - SFAS 158

Other decreases (increases)

Tax effect on above

Balance at December 31,

See the accompanying notes to the consolidated financial statements.
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(2,052)

771
(263)

(1,544)

(987)

89
(30)

(928)

(1,930)

(131)

(38)
47

(2,052)

(987)

(987)

(1,975)

68
(23)

(1,930)
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Year ended December 31,

2007 2006
Unrecognized gains (losses) on available-for-sale securities,
net of tax
Balance at January 1, 446 356
Unrealized gains (losses) 174) 137
Tax effect on above 59 a7
Balance at December 31, 331 446
Unrecognized loss on cash flow hedge, net of tax
Balance at January 1 2) -
Unrealized losses 7 3)
Tax effect on above - 1
Balance at December 31, 9) 2)
Appropriated retained earnings
Legal reserve
Balance at January 1, 3,045 2,225
Transfer from unappropriated retained earnings, net of gain
or loss on translation 1,252 820
Balance at December 31, 4,297 3,045
Undistributed earnings reserve
Balance at January 1, 20,074 17,439
Capital increase (1,647) (6,969)
Transfer from unappropriated retained earnings, net of gain
or loss on translation 11,853 9,604
Balance at December 31, 30,280 20,074
Statutory reserve
Balance at January 1, 585 431
Capital increase (492) -
Transfer from unappropriated retained earnings, net of gain
or loss on translation 193 154
Balance at December 31, 286 585

2005

460
(158)
54

356

1,520
705

2,225

9,688

7,751

17,439

318

113

431
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Total appropriated retained earnings 34,863 23,704

Unappropriated retained earnings

Balance at January 1, 10,541 11,968
Net income for the year 13,138 12,826
Dividends and interest on shareholder s equity (per share: 2007
- US$0.70 to common
and preferred share; 2006 - US$0.83 to common and
preferred shares; 2005 -

US$0.68 to common and preferred shares) (3,060) (3,660)
Appropriation to fiscal incentive reserve (703) (15)
Appropriation to reserves (13,298) (10,578)
Balance at December 31, 6,618 10,541

Total shareholders equity 65,179 44,299

Comprehensive income (loss) is comprised as follows:
Net income for the year 13,138 12,826
Cumulative translation adjustments 10,357 3,230
Postretirements benefit reserves adjustments net of tax

- pension cost 508 (25)
Postretirements benefit reserves adjustments net of tax - health

care 59 -
Unrealized gains (losses) on available-for-sale securities (115) 90
Unrecognized loss on cash flow hedge ) 2)
Total comprehensive income 23,938 16,119

See the accompanying notes to the consolidated financial statements.
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20,095

13,199
10,344

(2,982)

(24)

(8,569)
11,968
32,917
10,344
3,107
45

(104)

13,392
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PETROLEO BRASILEIRO S.A. - PETROBRAS AND
SUBSIDIARIES

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Expressed in Millions of United States Dollars
(except when specifically indicated)

1. The Company and its Operations

Petréleo Brasileiro S.A. - Petrobras is Brazil s national oil company and, directly or through its subsidiaries
(collectively, Petrobras orthe Company ), is engaged in the exploration, exploitation and production of oil from
reservoir wells, shale and other rocks, and in the refining, processing, trade and transport of oil and oil products,
natural gas and other fluid hydrocarbons, in addition to other energy related activities. Additionally, Petrobras may
promote the research, development, production, transport, distribution and marketing of all sectors of energy, as well
as other related or similar activities.

2. Summary of Significant Accounting Policies

In preparing these consolidated financial statements, the Company has followed accounting policies that are in
accordance with accounting principles generally accepted in the United States of America ( U.S. GAAP ). The
preparation of these financial statements requires the use of estimates and assumptions that affect the assets, liabilities,
revenues and expenses reported in the financial statements, as well as amounts included in the notes thereto.

Estimates adopted by management include: oil and gas reserves, pension and health care liabilities, environmental
obligations, depreciation, depletion and amortization, abandonment costs, contingencies and income taxes. While the
Company uses its best estimates and judgments, actual results could differ from those estimates as future confirming
events occur.

Certain prior years amounts have been reclassified to conform to current year presentation standards. These
reclassifications are not significant to the consolidated financial statements and had no impact on the Company s net
income.

(a) Basis of financial statements preparation

The accompanying consolidated financial statements of Petrdleo Brasileiro S.A. - Petrobras (the Company) have been
prepared in accordance with accounting principles generally accepted in the United States of America (U.S. GAAP)
and the rules and regulations of the Securities and Exchange Commission (SEC). U.S. GAAP differs in certain
respects from Brazilian accounting practice as applied by Petrobras in its statutory financial statements prepared in
accordance with Brazilian Corporate Law and regulations promulgated by the Brazilian Securities and Exchange
Commission (CVM).
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2. Summary of Significant Accounting Policies (Continued)
(a) Basis of financial statements preparation (Continued)

The U.S. dollar amounts for the years presented have been translated from the Brazilian Real amounts in accordance
with Statement of Financial Accounting Standards SFAS No. 52 - Foreign Currency Translation ( SFAS 52 ) as
applicable to entities operating in non-hyperinflationary economies. Transactions occurring in foreign currencies are
first remeasured to the Brazilian Real and then translated to the U.S. dollar, with remeasurement gains and losses
being recognized in the statements of income. While Petrobras has selected the U.S. Dollar as its reporting currency,
the functional currency of Petrobras and all Brazilian subsidiaries is the Brazilian Real. The functional currency of
PifCo and certain of the special purpose companies is the U.S. dollar, and the functional currency of Petrobras Energia
Participaciones S.A. - PEPSA is the Argentine Peso.

The Company has translated all assets and liabilities into U.S. dollars at the current exchange rate (R$1.771 and
R$2.138 to US$1.00 at December 31, 2007 and 2006, respectively), and all accounts in the statements of income and
cash flows (including amounts relative to local currency indexation and exchange variances on assets and liabilities
denominated in foreign currency) at the average rates prevailing during the year. The net translation gain in the
amount of US$10,357 in 2007 (2006 - US$3,230 and 2005 - US$3,107) resulting from this remeasurement process
was excluded from income and presented as a cumulative translation adjustment ( CTA ) within Accumulated other
comprehensive income in the consolidated statements of changes in shareholders equity.

(b) Basis of consolidation

The consolidated financial statements include the accounts of the Company and all majority-owned subsidiaries in
which (a) the Company directly or indirectly has either a majority of the equity of the subsidiary or otherwise has
management control, or (b) the Company has determined itself to be the primary beneficiary of a variable interest

entity in accordance with FIN 46(R).
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(b) Basis of consolidation (Continued)
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The following majority-owned subsidiaries and variable interest entities are consolidated:

Subsidiary companies

Petrobras Quimica S.A. - Petroquisa and subsidiaries
Petrobras Distribuidora S.A. - BR and subsidiaries

Braspetro Oil Services Company - Brasoil and subsidiaries
Braspetro Oil Company - BOC and subsidiaries (1)

Petrobras International Braspetro B.V. - PIBBV and subsidiaries
Petrobras Gés S.A. - Gaspetro and subsidiaries

Petrobras International Finance Company - PifCo and subsidiaries
Petrobras Transporte S.A. - Transpetro and subsidiaries
Downstream Participagdes Ltda. and subsidiaries

Petrobras Netherlands BV - PNBV and subsidiaries

Petrobras Comercializadora de Energia Ltda. - PCEL
Petrobras Negdcios Eletronicos S.A. - E-Petro and subsidiaries
5283 Participacgdes Ltda.

Fundo de Investimento Imobilidrio RB Logistica - FII

FAFEN Energia S.A.

Baixada Santista Energia Ltda.

Sociedade Fluminense de Energia Ltda. - SFE

Termoagu S.A.

Termobahia S.A.

Termoceara Ltda.

Termorio S.A.

Termomacaé Ltda.

Termomacaé Comercializacido de Energia Ltda.

Ibiritermo S.A.

Usina Termelétrica de Juiz de Fora S.A.
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Petrochemical
Distribution
International operations
International operations
International operations
Gas transportation
Financing
Transportation
Refining and distribution
Exploration and Production
Energy

Corporate

Corporate

Corporate

Energy

Energy

Energy

Energy

Energy

Energy

Energy

Energy

Energy

Energy

Energy
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(b) Basis of consolidation (Continued)

Special purpose entities consolidated according to FIN 46(R)

Table of Contents

Activity

Exploration and

Albacora Japao Petréleo Ltda. Production
Exploration and
Barracuda & Caratinga Leasing Company B.V. Production
Exploration and
Companbhia Petrolifera Marlim Production
Exploration and
NovaMarlim Petréleo S.A. Production
Exploration and
Cayman Cabiunas Investments Co. Production
Exploration and
Cia. de Desenvimento e Modernizacao de Plantas Industriais - CDMPI Production
Exploration and
Companhia Locadora de Equipamentos Petroliferos S.A. - CLEP Production
Exploration and
PDET Offshore S.A. Production
Exploration and
Companhia de Recuperagao Secundaria S.A. Production
Nova Transportadora do Nordeste S.A. Transportation
Nova Transportadora do Sudeste S.A. Transportation
Gasene Participagdes Ltda. Transportation
Manaus Geragdo Termelétrica Participacdes Ltda. Energy
Blade Securities Limited. Corporate
Codajas Coari Participacdes Ltda. Transportation
Exploration and
Charter Development LL.C- CDC Production
Exploration and
Companhia Mexilhdo do Brasil Production
Fundo de Investimento em Direitos Creditérios ndo-padronizados do Sistema Petrobras
2) Corporate

(1) Braspetro Oil Company (BOC) exercised its option to purchase all the shares of EVM Leasing Co on June 18,
2007 (see Note 14). EVM Leasing Co. has been consolidated according to ARB 51, commencing June 2007.
Consolidated according to FIN 46(R), commencing December 31, 2003 until May 2007.

(2) At December 31, 2007, the Company had amounts invested in the Petrobras Group s Non- Standardized Credit
Rights Investment Fund (Fundo de Investimento em Direitos Creditérios nido-padronizados do Sistema
Petrobras - FIDC-NP ). This investment fund is predominantly intended for acquiring credit rights, performed
and/or non-performed, of operations carried out by companies in the Petrobras System, and aims to optimize
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(*)

Edgar Filing: BRAZILIAN PETROLEUM CORP - Form 6-K

the financial management of the funds of the Company.
The articles of dissolution were produced for Usina Termelétrica Nova Piratininga Ltda. in consequence of the

extinguishment of the Piratininga Consortium - Sdo Paulo, so Termelétrica Nova Piratininga Ltda. was not
included in the consolidated financial statements of December 31, 2007.
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2. Summary of Significant Accounting Policies (Continued)
(c) Cash and cash equivalents

Cash and cash equivalents consist of highly liquid investments that are readily convertible into cash and have an
original maturity of three months or less at date of acquisition.

(d) Marketable securities

Marketable securities have been classified by the Company as available-for-sale, held-to-maturity or trading based
upon intended strategies with respect to such securities.

Trading securities are marked-to-market through current period earnings, available-for-sale securities are
marked-to-market through other comprehensive income, and held-to-maturity securities are recorded at amortized
cost.

There were no material transfers between categories.

(e) Inventories

Inventories are stated as follows:

® Raw materials are comprised principally of crude oil inventories, which are stated at the lower of average cost
or market value;

¢ Qil products and fuel alcohol are stated, respectively, at average refining and purchase cost, adjusted when
applicable to their realizable value;

e Materials and supplies are stated at average purchase cost, not exceeding replacement value and imports in
transit are stated at identified cost.

(f) Investments in non-consolidated companies

The Company uses the equity method of accounting for all long-term investments for which it owns between 20% and
50% of the investee s outstanding voting stock or has the ability to exercise significant influence over operating and
financial policies of the investee without controlling it. The equity method requires periodic adjustments to the
investment account to recognize the Company s proportionate share in the investee s results, reduced by receipt of
investee s dividends.

18

28



Edgar Filing: BRAZILIAN PETROLEUM CORP - Form 6-K

Table of Contents

2. Summary of Significant Accounting Policies (Continued)
(g) Property, plant and equipment
Costs incurred in oil and gas producing activities

The costs incurred in connection with the exploration, development and production of oil and gas are recorded in
accordance with the successful efforts method. This method requires that costs the Company incurs in connection with
the drilling of developmental wells and facilities in proved reserve production areas and successful exploratory wells

be capitalized. In addition, costs the Company incurs in connection with geological and geophysical activities are
charged to the statements of income in the year incurred, and the costs relating to exploratory dry wells on unproved
reserve properties are charged to the statements of income when determined as dry or uneconomical.

Capitalized costs

The capitalized costs are depreciated based on the unit-of-production method using proved developed reserves. These
reserves are estimated by the Company s geologists and petroleum engineers in accordance with SEC standards and
are reviewed annually, or more frequently when there are indications of significant changes.

Property acquisition costs

Costs of acquiring developed or undeveloped leaseholds including lease bonus, brokerage, and other fees are
capitalized. The costs of undeveloped properties that become productive are transferred to a producing property
account.

Exploratory costs

Exploratory wells that find oil and gas in an area requiring a major capital expenditure before production begins are
evaluated annually to assure that commercial quantities of reserves have been found or that additional exploration
work is underway or planned. Exploratory costs related to areas where commercial quantities have been found are
capitalized, and exploratory costs where additional work is underway or planned continue to be capitalized pending
final evaluation. Exploratory well costs not meeting either of these tests are charged to expense. All other exploratory
costs (including geological and geophysical costs) are expensed as incurred. Exploratory dry holes are expensed.
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2. Summary of Significant Accounting Policies (Continued)
(g) Property, plant and equipment (Continued)
Development costs

Costs of development wells including wells platforms, well equipment and attendant production facilities are
capitalized.

Production costs
Costs incurred with producing wells are recorded as inventories and are expensed when the products are sold.
Abandonment costs

The Company makes its annual reviews and revision of its estimated costs associated with well abandonment and the
demobilization of oil and gas production areas, considering new information about date of expected abandonment and
revised cost estimates to abandon. The changes in estimated asset retirement obligation are principally related to the
commercial declaration of new fields, certain changes in cost estimates, and revisions to abandonment information
provided for non-operated joint ventures.

Depreciation, depletion and amortization

Depreciation, depletion and amortization of leasehold costs of producing properties are recorded using the
unit-of-production method applied on a field by field basis as a ratio of proved developed reserves. Production
platform under capital lease which is not tied to the respective wells, are depreciated on a straight-line basis over the
estimated useful lives of the platforms. Depreciation, depletion and amortization of all other capitalized costs (both
tangible and intangible) of proved oil and gas producing properties is recorded using the unit- of-production method
applied on a field by field basis as a ratio of proved developed reserves produced. The straight-line method is used for
assets with a useful life shorted than the life of the field.
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2. Summary of Significant Accounting Policies (Continued)
(g) Property, plant and equipment (Continued)
Depreciation, depletion and amortization (Continued)

Other plant and equipment are depreciated on a straight-line basis over the following estimated useful lives:

Building and improvements 25-40 years

Equipment and other assets 3-30 years

Platforms 15-25 years

Pipelines 30 years
Impairment

In accordance with SFAS No. 144 - Impairment of Long-Lived Assets ( SFAS 144 ), management reviews long-lived
assets, primarily property, plant and equipment to be used in the business and capitalized costs relating to oil and gas
producing activities, whenever events or changes in circumstances indicate that the carrying value of an asset or group
of assets may not be recoverable on the bases of undiscounted future cash flows. The reviews are carried out at the
lowest level of assets to which the Company is able to attribute identifiable future cash flows. The net book value of
the underlying assets is adjusted to their fair value using a discounted future cash flows model, if the sum of the
expected undiscounted future cash flows is less than the book value.

Maintenance and repairs

The actual costs of major maintenance, including turnarounds at refineries and vessels, as well as other expenditures
for maintenance and repairs, are expensed as incurred.

Capitalized interest

Interest is capitalized in accordance with SFAS No. 34 - Capitalization of Interest Cost ( SFAS 34 ). Interest is
capitalized on specific projects when a construction process involves considerable time and involves major capital
expenditures. Capitalized interest is allocated to property, plant and equipment and amortized over the estimated
useful lives or unit-of-production method of the related assets. Interest is capitalized at the Company s weighted
average cost of borrowings.
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2. Summary of Significant Accounting Policies (Continued)
(h) Revenues, costs and expenses

Revenues from sales of crude oil and oil products, petrochemical products and others are recognized on an accrual
basis when the title is transferred to the customer. Revenues from sales of natural gas are accounted for when the
natural gas is transferred to the customer. Subsequent adjustments to revenues based on production sharing
agreements or volumetric delivery differences are not significant. Costs and expenses are accounted for on an accrual
basis.

(i) Income taxes

The Company accounts for income taxes in accordance with SFAS No. 109 - Accounting for Income Taxes ( SFAS
109 ), which requires an asset and liability approach to recording current and deferred taxes. The effects of differences
between the tax bases of assets and liabilities and the amounts recognized in the financial statements have been treated
as temporary differences for the purpose of recording deferred income taxes.

The Company records the tax benefit of all net operating losses as a deferred tax asset and recognizes a valuation
allowance for any part of this benefit which management believes will not be recovered against future taxable income
using a more likely than not criterion.

(j) Employees postretirement benefits

The Company sponsors a contributory defined-benefit pension plan covering substantially all of its employees, which

is accounted for by the Company in accordance with SFAS No. 87 - Employers Accounting for Pensions (  SFAS 87 )
and SFAS 158 - Employers Accounting for Defined Benefit Pension and Other Postretirement Plans - an Amendment
of FASB Statements No. 87, 88, 106 and 132(R) ( SFAS 158 ). Disclosures related to the plan are in accordance with
FASB Statement No. 132-R, Employers Disclosures about Pensions and Other Postretirement Benefits ( SFAS No.
132-R ).

In addition, the Company provides certain health care benefits for retired employees and their dependents. The cost of
such benefits is recognized in accordance with SFAS No. 106 - Postretirement Benefits Other Than Pensions ( SFAS

106 )and SFAS 158 .
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2. Summary of Significant Accounting Policies (Continued)
(j) Employees postretirement benefits (Continued)

The Company also contributes to the Brazilian pension and government sponsored pensions of international
subsidiaries, social security and redundancy plans at rates based on payroll, and such contributions are expensed as
incurred. Further indemnities may be payable upon involuntary severance of employees but, based on current
operating plans, management does not believe that any amounts payable under this plan will be significant.

(k) Earnings per share

Earnings per share are computed using the two-class method, which is an earnings allocation formula that determines
earnings per share for both preferred shares, which are participating securities and common shares as if all of the net
income for each year had been distributed in accordance with a predetermined formula described in Note 17(b).

(I) Accounting for derivatives and hedging activities

The Company applies SFAS No. 133 - Accounting for Derivative Instruments and Hedging Activities, together with
its amendments and interpretations, referred to collectively herein as SFAS 133 . SFAS 133 requires that all derivative
instruments be recorded in the balance sheet of the Company as either an asset or a liability and measured at fair
value. SFAS 133 requires that changes in the derivative s fair value be recognized in the income statement unless
specific hedge accounting criteria are met; and the Company designates. For derivatives designated as accounting
hedges, fair value adjustments are recorded either in the income statements or Accumulated other comprehensive
income , a component of shareholders equity, depending upon the type of accounting hedge and the degree of hedge
effectiveness.

The Company uses derivative financial instruments for economic hedging purposes to mitigate the risk of unfavorable
price movements for crude oil purchases. These instruments are marked-to-market with the associated gains or losses
recognized as Financial income or Financial expenses .
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2. Summary of Significant Accounting Policies (Continued)
(I) Accounting for derivatives and hedging activities (Continued)

The Company may also use derivative financial instruments for economic hedging purposes to mitigate the risk of
unfavorable exchange-rate movements on its foreign currency-denominated funding. Gains and losses from changes in
the fair value of these contracts are recognized as Financial income or Financial expenses .

For cash flow hedges, the gains and losses associated with the derivative instruments are deferred and recorded in
Accumulated other comprehensive income until such time as the hedged transaction impacts earnings, with the
exception of any hedge ineffectiveness; which is recorded directly in earnings.

(m) Recently issued accounting pronouncements
FASB Statement No. 157, Fair Value Measurements ( SFAS 157 )

In September 2006, the FASB issued SFAS 157, which became effective for the Company on January 1, 2008. This
standard defines fair value, establishes a framework for measuring fair value and expands disclosures about fair value
measurements. SFAS 157 does not require any new fair value measurements but would apply to assets and liabilities
that are required to be recorded at fair value under other accounting standards. The Company does not expect any
significant impact to its consolidated financial statements, other than additional disclosures.

FASB Staff Position FAS No. 157-1, Application of SFAS 157 to FASB Statement No. 13 and Its Related
Interpretive Accounting Pronouncements That Address Leasing Transactions ( FSP 157-1 )

In February 2008, the FASB issued FSP 157-1, which became effective for the Company on January 1, 2008. This
FSP excludes FASB Statement No. 13, Accounting for Leases, and its related interpretive accounting pronouncements
from the provisions of SFAS 157, except for leasing transactions arising from business combinations. The Company
does not expect any significant impact to its consolidated financial statements.
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2. Summary of Significant Accounting Policies (Continued)
(m) Recently issued accounting pronouncements (Continued)
FASB Staff Position FAS No. 157-2, Effective Date of SFAS 157 ( FSP 157-2 )

In February 2008, the FASB issued FSP 157-2, which delays the company s January 1, 2008, effective date of FAS
157 for all non financial assets and non financial liabilities, except those recognized or disclosed at fair value in the
financial statements on a recurring basis (at least annually), until January 1, 2009. The Company does not expect any
significant impact to its consolidated financial statements.

FASB Statement 159 The Fair Value Option for Financial Assets and Financial Liabilities. ( SFAS 159 )

In February 2007, the FASB issued SFAS 159, that permits the measurement of certain financial instruments at fair
value. Entities may choose to measure eligible items at fair value at specified election dates, reporting unrealized gains
and losses on such items at each subsequent reporting period. SFAS 159 is effective for fiscal years beginning after
November 15, 2007. The Company does not expect any significant impact to its consolidated financial statements.

25

35



Edgar Filing: BRAZILIAN PETROLEUM CORP - Form 6-K

Table of Contents

2. Summary of Significant Accounting Policies (Continued)
(m) Recently issued accounting pronouncements (Continued)
FASB Statement No. 141 (revised 2007), Business Combinations ( SFAS 141-R )

In December 2007, the FASB issued SFAS 141-R, which will become effective for business combination transactions
having an acquisition date on or after January 1, 2009. This standard requires the acquiring entity in a business
combination to recognize the assets acquired, the liabilities assumed, and any noncontrolling interest in the acquiree at
the acquisition date to be measured at their respective fair values. SFAS 141-R changes the accounting treatment for
the following items: acquisition-related costs and restructuring costs to be generally expensed when incurred;
in-process research and development to be recorded at fair value as an indefinite-lived intangible asset at the
acquisition date; changes in deferred tax asset valuation allowances and income tax uncertainties after the acquisition
to be generally recognized in income tax expense; acquired contingent liabilities to be recorded at fair value at the
acquisition date and subsequently measured at either the higher of such amount or the amount determined under
existing guidance for non-acquired contingencies. SFAS 141-R also includes a substantial number of new disclosures
requirements. The impact on the application of SFAS 141-R in the consolidation financial statements will depend on
the business combinations arising during 2009 and thereafter.

FASB Statement No. 160, Noncontrolling Interests in Consolidated Financial statements, an amendment of
ARB No. 51 ( SFAS 160 )

In December 2007, the FASB issued SFAS 160, that establishes new accounting and reporting standards for the
noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. SFAS 160 requires the recognition
of a noncontrolling interest (minority interest) as equity in the consolidated financial statements and separate from the
parent s equity. The amount of net income attributable to the noncontrolling interest will be included in consolidated
net income on the face of the income statement. Certain changes in a parent s ownership interest are to be accounted
for as equity transactions and when a subsidiary is deconsolidated, any noncontrolling equity investment in the former
subsidiary is to be initially measured at fair value. SFAS 160 also includes expanded disclosure requirements
regarding the interests of the parent and its noncontrolling interest and is effective for fiscal years, and interim periods
within those fiscal years, beginning on or after December 15, 2008.

The Company s presentation of income statement and balance sheet will be significantly changed by the application of
SFAS 160.
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2. Summary of Significant Accounting Policies (Continued)
(n) Recently adopted accounting pronouncements (Continued)

FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, An Interpretation of FASB
Statement 109 (FIN 48)

In July 2006, the FASB issued FIN 48, which became effective on January 1, 2007 (see Note 3).

3. Income Taxes

Income taxes in Brazil comprise federal income tax and social contribution, which is an additional federal income tax.
The statutory enacted tax rates for income tax and social contribution have been 25% and 9%, respectively for the

years ended December 31, 2007, 2006 and 2005.

The Company s taxable income is substantially generated in Brazil and is therefore subject to the Brazilian statutory
tax rate.

The following table reconciles the tax calculated based upon the Brazilian statutory tax rate of 34% to the income tax
expense recorded in these consolidated statements of income.
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Year ended December 31,

2007 2006 2005
Income before income taxes, minority interest and extraordinary
item:
Brazil 19,536 18,590 13,739
International (237) 571 853
19,299 19,161 14,592
Tax expense at statutory rate (6,562) (6,515) (4,961)
Adjustments to derive effective tax rate:
Non-deductible postretirement and health-benefits (315) 277) (244)
Change in valuation allowance (309) 101 76
Foreign income subject to different tax rates (199) (147) 57
Tax credits of companies abroad (266) 27 24)
Tax benefit on interest on shareholders equity (see Note 17 (b)) 998 994 791
Tax incentive (1) 712 138 126
Other 53 42 (148)
Income tax expense (5.888) (5,691) 4,441)
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3. Income Taxes (Continued)

(1) On May 10, 2007, the Brazilian Federal Revenue Office recognized Petrobras right to deduct certain tax incentives
from income tax payable, covering the tax years of 2006 until 2015, and Petrobras recognized a tax benefit in the
amount of US$601 related to these incentives in the Northeast, within the region covered by the Northeast
Development Agency (ADENE), granting a 75% reduction in income tax payable, calculated on the profits of the
exploration of the incentive activities and these have been accounted for under the flow through method. The

remaining amount refers to other incentives such as cultural, employee incentive for meal programs, among others.

The following table shows a breakdown between domestic and international income tax benefit (expense) attributable
to income from continuing operations:

Year ended December 31,

2007 2006 2005
Brazil:

Current (4,473) (4,758) (3,973)
Deferred (991) (679) (179)
(5,464) (5,437) (4,152)

International:
Current (353) (253) (250)
Deferred (71) (D) 39)
(424) (254) (289)
Income tax expense (5,888) (5,691) 4,441)

Transportadora Brasileira Gasoduto Bolivia-Brasil S.A. - TBG, a subsidiary of Gaspetro, has accumulated tax loss
carryforwards amounting to US$354 as of December 31, 2007, which are available to offset future taxable income,
limited to 30% of taxable income in any individual year. These tax loss carryforwards were accumulated between
1999 and 2002 and can be carried forward indefinitely in Brazil.

Based on the level of recent taxable income and projections for future taxable income over the periods for which the

deferred tax assets are deductible, management believes that it is more likely than not that it will realize these tax
benefits within ten years at the maximum.
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3. Income Taxes (Continued)

Petrobras America Inc. has tax loss carryforwards amounting to US$669 as of December 31, 2007, which are
available to offset future taxable income, if any, through 2027.

PEPSA als