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Background

A non-profit organization dedicated to the economic development of the Caribbean and Latin America, C/LAA has been active in the process that will lead to the Free Trade Area of the Americas (FTAA), starting with the first Summit of the Americas in 1994.  C/LAA organizes much of its work by sector.  C/LAA’s Energy Business Team has produced recommendations both to support the work of the trade ministers and the energy ministers.  Specifically, papers were prepared both for the Americas Business forum in Cartagena, Colombia in March, 1995 and for the Americas Business Forum in Belo Horizonte, Brazil in May 1997.  In addition, a paper titled “Company Views on Energy Trade and Investment Liberalization in Latin America and the Caribbean” was prepared for the Energy Ministerial held in Santa Cruz, Bolivia in July 1996.  At the Energy Ministerial, held in January 1998 in Caracas, Venezuela, C/LAA hosted a session dealing with the linkages between the Trade Ministerial and the Energy Ministerial processes.  In February 1999 C/LAA prepared a white paper on business facilitation for the Hemispheric Energy Steering Committee and that same year C/LAA hosted a session at the Energy Ministerial held in New Orleans in July 1999.  C/LAA participated in the last energy ministerial in Mexico City in March 2001, discussing attempts to bring the private and public energy sectors together in an energy business forum.

Core Values

The C/LAA Energy Business Team is made up of companies in petroleum exploration and extraction, transportation, refining and retailing, and the generation of electricity.  The latter companies work on both fossil fuel and renewable energy systems.  Because of the diverse nature of the work of these companies, the members of this Team developed a set of principles or “core values” to steer the work of this group.  

The C/LAA Energy Business Team recognizes the critical role the energy sector plays in economic development.  For industrial and commercial consumers trying to manufacture and sell products in the competitive world marketplace, it is essential that the cost of all the components that go into manufacturing and selling their products be competitive and market-based.  If the cost of energy in a country is not competitive and market-based, then the industrial and commercial consumers will not invest in manufacturing facilities in that country, choosing instead to site their manufacturing facilities in countries where the cost of energy is competitive and market-based.  Creating a competitive marketplace for energy within a country is a critical first step toward achieving an infrastructure that will attract new business investment to that country.

As the C/LAA Energy Business Team examined “business facilitation” actions that could support continued energy trade and investment liberalization, it is guided by the belief that to meet the requirements for private energy investors to participate, governments should:

· Maintain independent and transparent legal systems,

· Ensure the existence of free markets where prices are established and contracts awarded competitively,

· Provide national treatment for foreign investors,

· Reduce or eliminate trade barriers to allow for the free flow of competitive energy, and energy-related equipment, between countries,

· Regulate rather than compete with private business, privatizing government companies where these currently exist,

· Ensure free convertibility to/from the national currency,

· Enact flexible labor legislation that respects market-oriented compensation and enhances salary growth in hand with productivity growth,

· Allow competition to fuel sustainable economic growth that benefits all sectors of society (both urban and rural) by acting forcefully to end existing situations of corruption, conflict of interest or unlawful monopoly, and

· Adopt workable environmental laws and regulations.

Recommendations for the Downstream Petroleum Business in Latin America and the Caribbean

Many countries have either deregulated their petroleum industries or made significant progress in that direction.  Consumers in those countries have benefited by having adequate fuel supplies at competitive prices to support economic growth.  Governments should not backtrack on these important gains as a political response to recent volatility in crude oil prices.

1.   Free Markets/Deregulation

The free market system and private initiative are the best means to address imbalances in supply and demand levels.  Government policies that minimize interference in the free market system, provided that market players are responsible and well capitalized entities, represent the best course to ensure adequate supplies and competitive prices.  In such a competitive environment, investors and consumers both benefit and a country's economy can grow.

In a free market, companies and individuals should be able to contract freely in accordance with international and national laws and proper business practices, to determine appropriate commercial terms and conditions.  Government restrictions on the right to contract freely or on the sanctity of contracts already in force constrain economic growth and do not serve consumers’ interests.

Government requirements that dealer-owned or dealer-operated service stations be allowed to purchase fuel from any supplier ("open supply" policy), limit the right of consumers to know and to rely on brand value. This harms both suppliers and branded dealers whose investments were made on the basis of brand recognition, product quality and customer brand loyalty. 

Open supply is misleading to customers who drive in to purchase one brand, only to find another brand offered for sale.

· Product quality and integrity are compromised, and enforcement of environmental regulations and excise tax collection are weakened.  An integrated supply chain allows for both quality control and control over tax collection. Collection of excise and other taxes become more efficient.

· Brands are a critical intellectual property of companies that should not be infringed.

· Open supply negatively impacts refiners' incentive to invest in a country.

2.   Prices/Pricing Regulation

Consumers are best served by allowing market forces to determine fuel prices.

In an open market, although pump prices are defined by local market conditions, long-term fuel prices will be heavily influenced by the costs of crude oil, manufacturing, transportation and distribution and taxes.  In the short-term, however, cost may not explain fluctuations in price, since margins will change based on supply and demand factors, including inventory levels.

Competition will prevent any company from pricing above the market.   Companies can only price their products to the market.  In a market with volatile price movements, like the oil market, prices and profits may, on occasion, be higher when supplies are tight, but they are also lower when supplies are abundant.  Companies must be able to retain the profits from limited periods of tight supply, in order to withstand the inevitable times of low margins and low profits.

3.   Competition

Laws encouraging competition and protecting consumers from fraud and other similarly abusive business practices, properly and impartially applied, are a sufficient guarantee of consumer interests.  Government interference with market mechanisms, such as restrictions on freedom of contract or detailed regulation of prices will damage those interests in the longer term.

Some 90 countries around the world have antitrust (now more commonly called "competition") laws.  Some 20 or more other countries are in the process of developing such laws.  These laws are designed to protect and ensure the integrity of open and competitive markets and companies must be committed to rigorous compliance with these laws.

Open competition works best when market players are able to develop and implement business strategies based solely on competitive conditions and to maintain the confidentiality of sensitive commercial information.  Legal requirements to make such information public or to provide such information in advance removes an essential element of competition from the marketplace and runs counter to basic antitrust principles.

Enforcement of competition laws should be left to independent bodies whose role is to apply well-established economic criteria to judge the effects of business behavior on markets and consumers. Such bodies should be free of political interference or pressure from special interest groups, and their procedures should at all times respect the proper rights of the defense.

Policies governing the oil industry should enhance industrial competitiveness by encouraging equal treatment among market players, (be they foreign or local, private or government-owned), industries and technology.

Government policies (such as open supply, mandatory divorcement of retail business from production/refining, interference in the right of individuals to freely enter into contractual arrangements, and attempts to manage prices) that reduce competition and discourage investment ultimately harm a country's economy and its consumers.

The mandatory divorcement of the retail petroleum business, by prohibiting producers and refiners from participating in the retail sales business, reduces competition in the retail sector, which may actually increase pump prices.  In addition, hours of operation, cleanliness of stations, self-service arrangements, station modernization and general customer service levels often suffer under such mandatory divorcement.
Retail divorcement is an unwarranted government intrusion into gasoline marketing that reduces a refiner's incentive to acquire and upgrade service stations that enhance competition in the market.

4.   Taxes

Companies recognize the right of government to collect revenue and impose sound environmental regulations.  Taxes and regulations, however, should be simple and should reinforce a level playing field among competitors and industries.

Taxation needed to satisfy government revenue needs should be carried out in a manner that creates the minimum distortion of all markets, including the energy market, maintains a prosperous economy, and recognizes impacts on international competitiveness.

5.   Regulatory Reform/Legal Framework
Countries must provide transparent, fair and expeditious judicial and legal systems within which domestic investment and foreign investment are treated equally.
Environmental regulations should be predicated on sound science and based on practical realities in a given market.  Careful consideration of cost-benefit analyses must be undertaken. Targets and goals should be specified rather than mandating use of specific technologies or formulas.

Investment, tax and contract laws should support economic growth, predictability, and legal certainty, all of which are critical to foreign private investment.

Minimum safety standards should be required equally of all market players to conduct responsible and safe operations.

6.   Cross subsidization

Some governments promote the lowering of fuel prices by using upstream profits or profits from other business lines.  Such proposals to lower fuel prices by using upstream or other business line profits to subsidize fuel prices to consumers are neither appropriate nor in the interests of consumers. 

-
Not all participants in the downstream oil industry have other, more profitable business sectors, and cross-subsidization could bring severe harm to many small and medium-size businesses:

-
Many (and in some countries most) retail service stations are owned and/or operated by independent dealers who do not have upstream operations.  Artificially reducing independent dealer margins when they do not have the ability to use upstream profits to subsidize the margin loss could put many out of business. 

--
Legal systems in most countries (including the US and EU) recognize that cross-subsidization is effectively an anti-competitive practice, often referred to as "predatory pricing," which can severely damage companies not fully integrated and is therefore usually against the law.  On September 20, 2000, the European Competition Directorate stated:

It does not appear possible, under EC competition rules, to oblige vertically integrated companies to use their profits from their up-stream activities to lower prices for their down-stream products. Moreover, in a long-term perspective, compensating losses at the distribution level with up-stream profits may distort competition in the market as it could result in non-integrated independent operators being driven out of the distribution market.
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