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The PRI’s Fixed Income Case Study series highlights examples of interesting and innovative approaches to responsible
investment. Written by fixed income practitioners from around the world, the case studies cover topics such as integrating
ESG, negative and positive screening, thematic investment and engagement.

Sharing these examples will enable investors to collectively build a concept of emerging good practice. The PRI aims to
publish a set of these short pieces every quarter. If you would like to learn more or contribute your own case study please
contact us.
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WHY STRICTER ENVIRONMENTAL
REGULATION MATTERS FOR
BRAZILIAN FUEL RETAILERS

Producing and trading liquid fuels represents 5.6% of
Brazil's GDP (2014)?, with the fuel retailers, the service
stations, one of the sector’s most important agents.
Though environmental laws determine that they must have
environmental licenses3, primarily due to the risk of soil
contamination, this regulation has historically been under-
enforced by the responsible environmental agencies due to
their limited resources and reach. The National Agency for
Oil, Gas and Biofuels (ANP), responsible for the supervision
of stations, in 2014 performed 11,973 inspections with 24%
resulting in penalties, mainly due for improper infrastructure
and irregular documentation.

However, in August 2015, ANP declared that it would
demand environmental licenses from service stations
during its inspections. Since many stations were built in the
1970s, when the technology and awareness to avoid soil
contamination was limited, and the environmental licensing
law for them came into force in 2000, it is expected that
20%-30% of these stations have already contaminated the
soil4.

One study estimates that 75% of the contamination of
underground water is from service stationss.

HOW WE INTEGRATE ENVIRONMENTAL
REGULATION CONSIDERATIONS INTO
FIXED INCOME ANALYSIS

Our ESG Integration Method in Fixed Income estimates the
impact of these issues directly into companies’ cash flows,
which allows us to analyse how they affect traditional credit/
solvency ratios such as debt/equity, net debt/EBITDA or
EBITDA/interest expenses.

We monitor eight cross-sector social and environmental
“dimensions”, allowing our team to identify ESG risks and
opportunities such as water stress, community unrest or
customer rights before they materialise in balance sheets.

These risks/opportunities can materialise in different forms,
such as unplanned capex, operational restrictions, opening
of new markets or reputational impacts. For this reason,

we track the ESG trends in various economic sectors and
create scenarios for how different issues will evolve and how
companies respond.

http://www.fecombustiveis.org.br/relatorios/relatorio-anual-da-revenda-de-combustiveis-2015

http://www.hidro.ufcg.edu.br/twiki/pub/ASUBo/ASUB-AL /formatado.pdf

http://oglobo.globo.com/economia/falta-de-licenca-ambiental-pode-fechar-ate-40-dos-postos-de-gasolina-17060775
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Eight cross-sector social and environmental dimensions to identify ESG risks
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THE IMPACT OF STRICTER
ENVIRONMENTAL LEGISLATION
ON BRAZILIAN FUEL RETAILERS

We first estimated the impact of soil contamination by
service stations (included under the “Waste, effluents and
emissions” dimension of our ESG radar) while analysing the
fuel distribution and retail sector in 2014. We calculated the
fines and decontamination costs, as well as how they affect
the debt ratios of these firms.
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To explore the potential impact of ANP’s new regulation

on the cash flow of the firms for the next five years , we
updated the model to consider stronger enforcement
towards environmental licenses and best practices to avoid/
mitigate soil contamination.

The assumptions we used to estimate the financial impact
of the original and updated model are:

= BRL10,000 penalty for service stations without
environmental licenses

Even though environmental licenses will be necessary
for service stations to operate, Fecombustiveis
highlighted that most will not be able to meet the
new standards in the short term. It is also reasonable
to assume that the entities responsible for issuing
the licenses will have limited capacity to deal with the
considerable increase in demand. Therefore, in the
short/medium term, it is expected that these service
stations will be financially penalised instead of being
unable to operate. The estimated value of the penalty is
based on a large number of past cases.

= BRL250,000 penalty for decontamination and
adaptation costs for the new regulation
ANP and Fecombustiveis estimated these costs.

= 40% of each company’s service stations not having
environmental licenses and 30% having to deal with
decontamination costs
These values are based on the national average
(because neither company detailed below discloses this
information already nor did so on request).

= Growth in net debt and EBITDA based on CAPEX
and development expectations for the sector,
respectively
These factors are considered in all scenarios described
below.

RESULTS

The following tables analyse the impact on two companies
under three different stress scenarios:

= Ex-ESG Analysis Environmental licensing enforcement
is not considered, only growth in net debt and EBITDA.

= ESG Baseline The financial impact considering the
enforcement of environmental licensing as in 2014.

= ESG Stress The total financial impact of ANP’s new
regulation, considering all service stations without
licenses and with soil contamination will demand
investment.

6 We calculated the effect for each year individually, not the cumulative effect along a five-year course.
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COMPANY 1
DE(IBS'FCEQNDAE,?JS)RS BASELINE YEAR YEAR1 YEAR 2 YEAR 3 YEAR 4 YEAR 5
Net debt / EBITDA (1) 4.01 4.04 4.08 411 414
Net debt / EBITDA (2) 3.98 4.47 4.49 4.51 4.54 4.56
Net debt / EBITDA (3) 5.56 5.55 5.53 5.52 5.51
EBITDA / Interest expenses (1) 1.50 1.49 1.48 1.46 1.45
EBITDA / Interest expenses (2) 1.51 1.35 1.34 1.33 1.33 132
EBITDA / Interest expenses (3) 1.08 1.08 1.09 1.09 1.09

(As of November 2015)

COMPANY 2
DE(BSTC:EI\INDA%IAJS)RS BASELINE YEAR YEAR1 YEAR 2 YEAR 3 YEAR 4 YEAR 5
Net debt / EBITDA (1) 1.85 1.96 2.08 2.21 2.34
Net debt / EBITDA (2) 175 1.98 2.09 2.21 2.34 2.48
Net debt / EBITDA (3) 2.23 2.35 2.48 2.62 2.76
EBITDA / Interest expenses (1) 3.69 3.48 3.28 3.10 2.92
EBITDA / Interest expenses (2) 3.01 3.46 3.27 3.09 2.92 2.76
EBITDA / Interest expenses (3) 3.06 2.90 2.76 2.61 2.48

ANP’s new resolution has the potential to affect companies’
cash flow significantly and, thus, their credit ratios.
Decontamination costs and investments in infrastructure,
in addition to the value of penalties, can represent relevant
CAPEX or unexpected expenses, which might boost debt
and interest expenses. Given these costs are similar for all
companies in the sector, those with higher liquidity and
better debt/equity ratios may be better prepared for the
worst-case scenario.

Company 1 relies significantly more on debt to finance

its operations. It has also demonstrated a lower level of
management regarding soil contamination (awareness,
initiatives and technology) than Company 2. In this sense,
our stress scenario indicates that Company 1 could get
into highly uncomfortable credit ratios and risk of breaking
covenants with debt-holders.

(As of November 2015)

A bond investment in either company would need to be
backed by a strong due diligence scrutinising environmental
licenses, along with company engagement to obtain

an adequate action plan for mitigating such risks. The
investment decision is a responsibility of the credit
committee, which takes into account the ESG analyst’s
analysis on the subject.

To avoid higher impacts, companies will have to invest
in adapting the older service stations in their portfolio,
whilst considering best practice and technologies in the
development of new ones. Such issues must also be
considered when acquiring non-branded stations.
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DISCLAIMER

This material has been prepared by Itai Asset Management, the asset management division of Itadi Unibanco S.A. (“Itad”) and its affiliates or subsidiaries. Itau is
a financial institution duly incorporated under the laws of the Federative Republic of Brazil. Itad Asset Management does not constitute a separate legal entity in
each of the countries where Itali maintains a presence. Any reference to Itai Asset Management shall include all the internal divisions and entities which provide
investment advisory or asset management services in each jurisdiction where it maintains a presence.

The information published on this material is provided for informational purposes only and does not constitute or should not be construed as an offer to buy or
sell or solicitation of an offer to buy or sell any financial instrument or to participate in any particular trading strategy in any jurisdiction, including but not limited
to the United States of America (“U.S.”).

The information contained herein has been obtained from internal and external sources and is believed to be reliable as of the date in which this material was
issued, however Itald does not make any representation or warranty as to the completeness, reliability or accuracy of information obtained by third parties or
public sources. Itau does not assume any liability for unauthorized or fraudulent use of this material or of any of the services referred to herein or made available
hereby.

Itat does not make any representation or warranty, express or implied, as to the completeness, reliability or accuracy of the information and/or materials
contained herein, or to the use or interpretation by others of such information and materials, nor is this material intended to be a complete statement or
summary of the financial products, markets or developments referred to herein and expressly disclaims liability for errors and/or omissions.

Logos, brands and other distinctive signs used herein are among the registered and unregistered trademarks of Itat or other companies of its group or partners
and may not be reproduced or used in any way, for any purpose, without the prior written consent of Itad. All rights reserved. This material is strictly intended
solely for use by the recipient and must not be made available, published, reproduced, displayed or redistributed to any third party without the prior written
consent of Itau.

READ THE PROSPECTUS, FORM OF ADDITIONAL INFORMATION, FACT SHEET WITH ESSENTIAL INFORMATION AND BYLAW, BEFORE INVESTING.

If you have any queries, suggestions, complaints, criticisms and compliments or wish to report any misconduct, please use our 24/ customer service hotline:
0800 728 0728, or the Fale Conosco channel (www.itau.com.br). If necessary contact the Itat Corporate Ombudsman: 0800 570 0011 (business days:9am —
6pm) or Caixa Postal 67.600, CEP 03162-971. Hearing or speech impaired, 24/7, 0800 722 1722.
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