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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 which 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 last 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.  U.S. Energy Secretary Peña and Venezuelan Energy Minister Arrieta were keynote speakers.

The Role of Business Facilitation

Despite exceptional progress in this Hemisphere over the past decade to improve the climate for private sector activities in the area of energy trade and investment, much remains to be done.   While the Second Summit of the Americas launched the FTAA negotiations in April, 1998, no liberalization will take place under this process until the FTAA is implemented in 2005.  Officials of a number of countries have expressed a fear that further liberalization will limit their country’s negotiating power under the FTAA negotiations.  The C/LAA Energy Business Team strongly believes that it is critical for economic development in the Hemisphere to maintain the momentum in energy trade and investment liberalization during the years that the FTAA is being negotiated.  The availability of competitive and market-based energy is at the heart of economic development. 

It has been agreed in the Summit process that the FTAA will be a single undertaking. Therefore, any liberalization that takes place over the next six years will either be unilateral or will be carried out cooperatively under the banner of “business facilitation”.   What is business facilitation?  Business facilitation are those initiatives (actions) which can be carried out by countries either unilaterally or in coordination with other governments so as to expedite and simplify trade and investment transactions, through the reduction of costs and risks or the simplification or elimination of red tape.  This definition was developed by Jorge Ramirez Ocampo and adopted by the Market Access Working Group at the March 1998 IV Americas Business Forum in San José, Costa Rica.  The C/LAA Energy Business Team feels strongly that not every country in the hemisphere needs to adopt each business facilitation action.  This would lead to a weak set of actions that even the most recalcitrant country would agree to.   Rather, country sub-groups from the hemisphere should agree to concrete actions on “boundary issues”.  These are issues that impede the development of energy resources and prevent the efficient movement of energy products and services across country boundaries.  Obviously it would be better if all countries agreed to the same actions, but this should not be a requirement. 

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.

Methodology

While these general principles are useful, the C/LAA Energy Business Team has worked to develop some specific recommended actions which governments could take that would reduce or eliminate existing impediments to trade and investment in energy.  These energy professionals were asked to identify specific problems encountered in their work, and to suggest business facilitation steps governments could take to ameliorate the identified impediment.  Where appropriate, these energy professionals were asked to provide some specific examples of the impediments identified.  

Obstacles and Business Facilitation Solutions

Case 1: Land Ownership at the Border

Obstacle

Certain countries restrict the rights of foreigners to own property necessary for pipeline transmission of natural gas or the electrical wire transmission of power in the areas immediately adjacent to the border.  These restrictions arose due to historic disputes with neighboring countries.  These rules either prohibit or make exceedingly complex (hence problematic) the acquiring of land or land rights required to build energy infrastructure facilities.  

Installations such as pipeline compressor stations, the pipeline itself, electric transmission towers, control equipment, etc, are critical to gas and electric power transmission.  Thus the owner of the project needs to control these elements and the ground they sit on or run through.  An inter-country transmission project cannot be financed and constructed without such control.  

Business Facilitation Solution

Governments that have these restrictions can amend their laws to either set aside corridors where pipeline developers or electricity line developers will be assured of the necessary land ownership rights.  Alternatively, governments could enact legislation that allows very long leases and easements for energy projects.    These changes to existing laws could be carried out unilaterally and would reduce costs and risks and therefore fit under the definition of business facilitation.

Case 2: Corruption

Obstacle

In discussions on impediments to business in Latin America and the Caribbean, corruption is invariably mentioned.  Corruption is pervasive in many areas and affects things as simple as getting a telephone connected, obtaining building permits, acquiring an operating license, or trying to find a fair, objective court.

Business Facilitation Solution

Governments can work either unilaterally or in coordination with other countries in Summit of the Americas’ anti-corruption initiatives.  Actions by governments to highlight and penalize corruption and maximize transparency would reduce costs and risks and would fit as business facilitation actions. 

Case 3: Lack of Harmonious Standards in Neighboring Countries

Obstacle

Failure to adopt compatible standards for energy products in neighboring countries can effectively stifle trade between them.  For example, if a pipeline is to carry natural gas across a border, the product transported must meet the definition of natural gas in both countries.  For example, technical standards defining the chemical composition or the level of moisture in natural gas, need to be compatible across countries.

Business Facilitation Solution 

Neighboring countries should adopt harmonious technical standards for petroleum products and natural gas.  These commodities could then more easily pass across country boundaries like other true commodities.  This action will lower costs since it will reduce the time to negotiate acceptable definitions.

While most countries appear to have common electricity standards that would permit transmission of electricity between neighboring countries, there is a real problem with respect to the “power factor” of the electric transmission/distribution system in many developing countries.  An inefficient power factor usually results from the use of power in industrial manufacturing processes, such as where industrial customers utilize large electric motors in their manufacturing processes.  In most industrialized countries, each industrial customer is responsible for alleviating the detrimental effect of that customer’s inefficient use of power on the system’s power factor, by requiring each industrial customer to install the necessary capacitance at its industrial facility to improve the power factor.  This regulation could be taken by a country unilaterally and would make the use of electricity more efficient thereby lowering cost and would fit as a business facilitation action.

Case 4: Lack of Flexibility on Existing Contracts

Obstacle

The recovery of investment from petroleum exploration and the earning a return on that capital depends very much on the market price when the results of the exploration are brought to market.   Government exploration agreements that lack mechanisms that constructively adjust for the dynamics of world petroleum price movements may well lose long term.  Without substantial new investment, the petroleum reserve base of the country will not be maintained let alone grow.  If reserves cannot be maintained, production will fall, the government’s tax revenues will decline and market share will be lost.

Business Facilitation Solution

Governments must balance their short-term revenue needs with the long-term sustainability of their petroleum industry.  By designing concession contracts that incorporate royalty, tax or other payment mechanism that adjust for price changes in a manner that help the return, international energy investors will be motivated to develop consistent exploration programs.  Adopting flexible lease terms or production sharing agreements can lower costs and risks and thus facilitate business.

Case 5: Lack of established and consistent regulatory principles.

Obstacle

A lack of established and consistent regulatory principles in a number of counties in Latin America and the Caribbean leads to significant business and operating difficulties.  This situation raises significantly the cost of capital to account for this risk and leads invariably to distrust between the regulators and the companies.

Business Facilitation Solution

Establishing stable laws and regulations are actions which government’s can undertake unilaterally or in concert with other governments.  While consistent laws and regulations between countries greatly facilitate cross border exchange of energy services, even maintaining consistent laws and regulations internally can dramatically lower cost of business.  Governments should maintain open and continuously transparent processes including regulatory reviews and competitive bids for government contracts.  They should ensure that returns for regulated monopolies are commensurate with their reduced risk and recognize the linkages between regulated and unregulated entities.

Case 6: Extremely bureaucratic government regulatory agencies

Obstacle

Extremely bureaucratic government regulatory or industry agencies are a major impediment to carrying out business plans.  The taking of months to reply to required applications and permits can and has altered project economics.  In the case of permits required to build petroleum products retail facilities, the wait is often measured in years and not months.  While some of the problem is corruption as discussed in Case 2, often the problem is understaffed, poorly trained, and highly inefficient bureaucracies.

Business Facilitation Solution

Governments should initiate or increase efforts to reorganize or restructure their government ministries and agencies so they can be more efficient and responsive.   Construction of any major energy project will require numerous permits, licenses and approvals from state and local government entities.  The creation and empowering a central ministry or agency to assist both foreign and domestic investors in obtaining all of the necessary permits, licenses and approvals required to construct and operate such energy projects should be considered.  This would encourage investment in energy infrastructure within that country.  Also, where individuals in regulatory or industry agencies are held personally legally liable, officials are reluctant to make decisions.  In each case, governments can take action either unilaterally or in cooperation with other countries to correct these problems and reduce the cost of doing business.

Case 7: Lack of Economically Viable Energy Areas

Obstacle

Cross border movement of energy is often restricted either formally by tariffs or regulations, or informally due to lack of common laws, regulations, or standards.  Frequently citizens of a region would be better served (enjoy a higher living standard) if economics and technology determined the location of energy production and processing rather than strictly local interests.

Business Facilitation Solutions

Often fuel is more readily and more economically available from a neighboring country.  A natural gas field located in a site that is geographically remote from any urban or industrial centers could be developed and a power generation facility constructed on the site of such a gas field.  The power produced could be transmitted a shorter distance into a neighboring country for sale, thereby benefiting both countries.  The existence of tariff or regulatory restrictions on refined products from crossing country borders, often leads to the construction or operation of refineries which are unable to achieve suitable efficiencies of scale.  Governments should work to solve these “boundary” problems by working with neighboring countries to establish treaties or protocols that commit the signatory governments to policies that reduce the direct barriers to cross-border energy trade.  Such agreements would provide a framework for legislators to enact laws that affect these policies. 

Case 8: State-owned Companies Offered Preferences

Obstacle

Some state-owned companies sell energy at subsidized prices or prices which do not reflect world market prices which limits competition between private and state-owned companies.

Business Facilitation Solution

Governments should take those actions that would require state-owned companies to meet the same requirements as private companies.  This would include setting prices to replicate world market prices, and with amortization/depreciation of the cost of state-owned assets utilized in producing, transporting or selling such energy tied to amortization/depreciation rates typical of foreign private energy business.  Alternatively, state-owned companies could be privatized either in whole or in part.  With investors other than the state responsible for operating and commercial decisions, financial discipline and accountability would be common among all market participants.  Putting all companies on a level playing field will lower costs and reduce risk to private companies.

Case 9: Inability to Repatriate Profits

Obstacle

Restrictions or problems in repatriating profits, greatly reduces the ability for inter-country energy commerce to take place.

Business Facilitation Solution

Countries should adopt macroeconomic policies that lead to low inflation and stable currencies.  In addition, laws and regulations should exist and be enforced which permit private companies to repatriate profits.  Stable currencies with low inflation contribute greatly to a foreign company’s interest in engaging in commerce with entities in a neighboring country.

Case 10: Restrictions on Methods of Operation

Obstacle

In some countries, international oil companies are required to lease retail facilities to third parties.  Modern retail facilities require a substantial investment.  Flexibility in the control of these investments will reduce risk.  By permitting international oil companies to operate retail facilities, these companies will have the opportunity to test various retail options (hours of operations, products, new services) than an independent dealer could not afford to do.  Any restriction on market entry will drive up costs for the customer.

Business Facilitation Solution

Countries should remove or modify restrictions on methods of operations.  These actions will lower costs and are therefore business facilitation actions.

Case 11: Land Titling

Obstacle

Acquiring uncontestable land rights for the purpose of installing and maintaining energy infrastructure facilities is often problematic at best because verifiable land ownership can be difficult to ascertain.

Business Facilitation Solution

A nation derives numerous benefits from establishing and maintaining a comprehensive land titling system.  For investors in and lenders to energy resource and infrastructure development projects, securing the necessary property rights to construct and maintain facilities is essential.  Being able to rely on an official database that identifies the owner of a specific piece of property and others who have an interest in that land will facilitate negotiation of purchase contracts or easement agreements.  Further, an effective titling system will reduce the risk that development will be delayed or project cash flows subsequently threatened by claims asserted by third parties with alleged ownership or other rights in property crossed over or under by transmission lines, pipelines and related facilities.
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