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Executive summary

Developing countries have long been told that foreign investment will transform their
economies, bringing capital, jobs and economic growth. As a result, developing countries are
strongly encouraged to privatise state-owned industries and to prioritise attracting foreign
investment over any other measure that might promote their domestic private sector. The
international financial institutions have actively promoted this approach, often making loans
conditional on privatisation and investment liberalisation.

While the positive benefits of foreign investment are widely promoted, there is also a growing
recognition both that benefits are not automatic and that foreign investment can also bring
costs with it. This report analyses the costs and benefits associated with foreign investment in
the oil and gas sector in Bolivia, and quantifies the real contribution that the sector has made
to the Bolivian economy since privatisation at the end of 1996.

The benefits that Bolivia is receiving from its oil and gas sector are of course an issue of huge
importance to the country, given the extremely high levels of poverty — with 63 per cent of
people living on less than US$2 a day, jumping to a staggering 91 per cent in rural areas.' The
World Bank has declared that Bolivia urgently needs to increase its tax level to reduce
poverty, and of all Latin American countries Bolivia needs to make the largest increase in its
tax rates if it hopes to meet poverty-reduction goals.? It is, therefore, critical that the central
government ensures that the highest possible revenue is extracted from the oil and gas
sector, and that these funds are channelled to poverty-reduction and development
programmes.

The oil and gas sector is of course doing extremely well, with oil prices hitting record highs this
year and multinational companies announcing record profits. For many developed countries oil
and gas exploration has brought wealth and provided funds for generous social policies and
the development of a diversified private sector. Unfortunately for developing countries, oil and
gas production is more often commonly associated with continuing high levels of poverty and
increasing conflict and corruption.

There is also now a growing concern about the fairness of the terms negotiated between
developing countries and companies involved in natural-resource extraction, a negotiation
which has often taken place under the auspices of a World Bank-sponsored privatisation
reform. There should be no assumption that developing countries are getting a good deal and
Christian Aid’s new research has found that in countries as diverse as Zambia and the
Philippines lax fiscal regimes for mineral extraction have effectively deprived governments of
much-needed revenue.® This study has found that although on the face of it Bolivia designed a
fairly good fiscal regime for its privatised oil and gas extraction, in practice it is not receiving a
fair share of the wealth generated by the sector. In this context it is unsurprising that the new
government chose to renegotiate contracts with the oil and gas companies this year. This
move has generally been received with disapproval, if not hostility, by companies, the IMF and
some western governments, and the process has been extremely challenging for the new
government.

This study, however, shows that a renegotiation of terms was necessary. We have analysed
the benefits that Bolivia received after privatisation - the main benefits coming in the form of
wages and taxes and royalties paid to the state. Unsurprisingly wages were found to benefit a
very small number of highly skilled workers. It is only royalties and taxes which have the
potential to contribute to development and poverty reduction. Unfortunately as this study
shows the contributions made by companies to the state post privatisation are not particularly
impressive. Firstly, these payments are significantly smaller than the contributions made by
Yacimientos Petroliferos Fiscales Bolivianos (YPFB) — the state owned enterprise — to the
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Treasury before privatisation. Secondly, we have shown that as companies’ turnover and
profits have increased the state received an ever-decreasing share in the wealth generated.
Perhaps this is not surprising, given that under the World Bank’s influence the reform was
designed in such a way as to be as attractive as possible to foreign investors, with little
analysis going into how Bolivia could maximise its gain from the oil and gas sector. What is
particularly damning, though, is the realisation that YPFB'’s greater contribution came without
the costs of the reform, without profit remittance and without any of the losses caused by the
presence of foreign investors that this study documents.

This report quantifies the incentives provided — including the initial incentive of selling YPFB to
foreign investors who did not actually pay for the assets they were receiving. We also track
how lowering the fiscal burden on companies has gone hand in hand with an increase in
consumer taxes on the sale of fuel products. While this has made up for the shortfall in
revenue for the government it means multinational companies are paying less of their share,
and the mainly poor Bolivian consumers are shouldering the tax burden. This policy choice
was explicitly promoted by the World Bank and it has contributed to Bolivia’s highly regressive
tax regime.

This study also provides a more complete picture of the losses Bolivia has experienced from
the presence of foreign investors. As well as quantifying the incentives provided to investors,
this study also analyses the tax take and the existing taxation rules. While industry
representatives in Bolivia have continually insisted that the low royalties are combined with a
high-tax burden, our research shows this is far from the truth. Royalties make up the bulk of
the benefit the state receives while tax payments amount to a small proportion of companies’
contribution to the state.

While Bolivia is losing out in its share in the wealth generated by the sector, the country has
also assumed a variety of costs in attracting and hosting foreign investors in the country. This
study has quantified the direct costs —such as the cost of YPFB’s privatisation and fuel
subsidy costs — as well as the revenue foregone by the Bolivian government in the hope of
generating large benefits for the country. This study has found that in a six-year period post
privatisation the costs and revenue foregone by the Bolivian government are actually larger
than the benefits received.

Presumably there are still many who would argue that such large and costly incentives were
necessary to attract this level of investment. However, there is a growing academic consensus
that tax and investment incentives are not the determining factor of the locational decisions of
multinational companies. While this is true of foreign investment generally it must be
especially true for companies engaged in natural resource extraction who have no choice but
to go where the resources are located. This study also highlights the need for us to look
beyond the figures of investment flows and export earnings when analysing the contribution of
foreign investment. To judge the success of policies we must look for the actual benefits that
flow to local workers, businesses and the state.

There are also, of course, costs to Bolivia related to the oil and gas sector which this study
could not quantify — the biggest being the environmental costs. Deforestation, land, water and
air pollution, oil spills and gas flaring, have all had a negative impact on human health,
livestock, fisheries and on rural communities’ livelihoods. Bolivia’s vast biodiversity is suffering
huge losses. It is also true that YPFB’s operations were on a significantly smaller scale before
privatisation. This means that while the Bolivian Treasury has received less revenue post
privatization, Bolivian communities have also been suffering much higher levels of
environmental damage.

Finally it is important to remember that this reduction in benefits, and the ever decreasing
share in the generated wealth, is occurring in the context of a huge increase in investment,
production, exports and prices. It is not surprising that Bolivians are extremely sceptical of the
benefits that foreign companies are bringing to the country. Hopefully, the recent reforms
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instituted by the MAS (Movement Towards Socialism) government have provided a foundation
for the state to share more equitably in the wealth created and for the Bolivian people to truly
benefit from their oil and gas reserves.



Introduction

Developing countries have long been told that foreign investment will transform their
economies, bringing much-needed capital, generating jobs and leading to economic growth.
These countries are strongly encouraged to prioritise attracting foreign investment over any
other measure which might promote industrialisation and develop their domestic private
sector. This is a position widely endorsed by the British government with the secretary of state
for international development saying recently that ‘the single most important thing a
developing country can do to benefit from the trade and investment opportunities thrown up by
globalisation, is to get their investment climate right.* Strategies to attract foreign investors
normally emphasise a strong protection of investors’ rights (including the right to international
arbitration), ensuring foreign companies can freely remit profits, abolishing preferential
treatment for local businesses, applying a ‘light’ regulatory approach and providing incentives
such as keeping wages low and maintaining low tax rates.

While the positive benefits of foreign investment are widely promoted, there is also a growing
recognition both that benefits are not automatic and that foreign investment can also bring with
it costs.” This topic is not only relevant for developing countries — it is also one which is of
interest to developed countries. In the UK, for example, local authorities regularly compete for
foreign investment, offering various incentives to attract companies to their area. One recent
study in London found that the value of the incentives was higher than the actual benefits
brought by the company.® This story is not as unusual as it sounds. In 1996 the state of
Alabama paid a subsidy of US$200,000 per employee to Mercedes Benz and Germany paid a
staggering US$3,400,000 subsidy per employee to Dow Chemicals.’

Lessons from east Asia vividly demonstrate that for countries to truly benefit from foreign
direct investment (FDI), it must be managed strategically, with explicit efforts made to create
links between foreign companies and the local economy.® However, such lessons are rarely
applied in practice and developing countries are still encouraged to adopt a liberal investment
framework. As a result it is now normal practice for developing countries to strive to attract any
type of FDI and their attempts to manage or regulate it are discouraged.

Bolivia is no exception. Since structural adjustment the country has adopted a very liberal
approach to investment, adopting the main principles outlined above in their attempt to attract
foreign investment to the country. Bolivia is a model of an open market economy. The country
has closely adhered to the International Monetary Fund’s (IMF) reform policies. Given its
disappointing growth and poverty reduction results it has been described by the IMF as ‘the
Bolivian puzzle’.

Bolivia has privatised five of its main state-owned enterprises as part of its strategy to attract
foreign investment. Amongst these the most important is the oil and gas industry which is now
the most dynamic sector of the Bolivian economy and receives by far the most foreign
investment (40 per cent between 1990 and 2000)."° The size of natural gas reserves is now
certified at 48.7 trillion cubic feet'' and Bolivia is second only to Venezuela in the region in its
hydrocarbon resources. There is no question that since privatisation in 1997 Bolivia has made
important advances in extracting its oil and gas. The presence of foreign investment has led to
a large increase in exploration and the certification of significant new reserves. The
construction of the Bolivia-Brazil pipeline has also helped to consolidate Bolivia's important
position as an energy provider to the region.

On the face of it, the increasing foreign investment and production levels of the industry may
seem a straightforward — and positive — story. However, the management and development of
oil and gas in Bolivia is mired in controversy. The privatisation of Bolivia’s national oil and gas
enterprise — Yacimientos Petroliferos Fiscales de Bolivia (YPFB) — has never been a happy
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story for the Bolivian people, and pressures for the re-nationalisation of this resource reached
a high point between 2003 and 2005. After a series of and protests over the energy question —
the so-called ‘gas war’ demonstrations led to two presidential resignations in October 2003
and June 2005. Both presidents had continued to resist calls for a major reform of the
industry. As a result of this pressure the Bolivian Congress passed a law in May 2005 which
provided — among other things — for a new royalties and tax structure on oil and gas
extraction, increasing the state’s share of the revenue. Since coming to power in January
2006, President Evo Morales has revised the fiscal regime for the oil and gas sector and
forced a renegotiation of contracts with the industry, revising the terms under which foreign
companies operate.

While there were many negative reactions to Bolivia’s moves to regain more control over its oil
and gas resources, it is also often observed that the country has not been able to take
advantage of the wealth provided by its natural resources or to use them for the benefit of the
majority poor population.'® This is not only a Bolivian story. It is common to hear of developing
countries’ failure to convert huge natural resource wealth into a successful reduction of their
citizens’ poverty, and Christian Aid has documented some of these failures in Angola, Sudan
and Kazakhstan.™

Bolivia, however, is in a much better position than many developing countries with large oil
and gas resources. It has not witnessed civil war and there is no suggestion that oil is fuelling
serious conflict or military abuses. It is a country that has seen relative stability over the last 25
years. Even the ousting of presidents has been achieved with mainly peaceful public protest.
As mentioned above, Bolivia has also been repeatedly praised for its economic reforms,
particularly the framework it has adopted on foreign investment.

This report will investigate the level of benefits a stable developing country applying the ‘right’
economic framework can obtain from its oil and gas reserves. It will analyse the contribution
that foreign investment in the oil and gas sector has made to the Bolivian economy, looking
particularly at investment in upstream (exploration and production) activities. The report
compares a six-year period following privatisation with the six years preceding it. The period of
1999 to 2004 is used as the post-privatisation reference period, both because it excludes the
first years of privatisation when new investment was just beginning to flow into the country and
when benefits can be presumed to be more limited, and because we have more complete
data for this period.

The report then compares these benefits with the quantifiable costs of Bolivia’s privatisation
policy. These costs will include direct costs (for example, subsidies paid) as well as the
revenue that Bolivia has foregone (for example by providing tax incentives) in order to attract
foreign investment to the country. Comparing the benefits that flow to the Bolivian
government, workers and local businesses with the costs and revenue foregone in
implementing privatisation and attracting foreign investors is a useful way to judge the success
of the policies implemented. To assess what might have happened in the absence of the
reform policies the economic benefits received by Bolivia in this period will also be compared
to the six-year period pre-privatisation when the state company managed oil and gas
extraction.

Data has been gathered by Christian Aid’s long term partner CEDLA, (the Centre for Labour
and Agrarian Development Research) in Bolivia. This economic policy think tank, based in La
Paz, has worked for many years on a variety of themes related to Bolivian economic policy,
including employment and labour rights, debt and tax. CEDLA has also monitored the
development of the oil and gas industry over the past eight years.

As oil and gas resources are non-renewable time will run out on making the best use of them
for the benefit of the country. At the current rate of extraction' — and presuming no new
reserves are found — Bolivia’s natural gas reserves will last for another 110 years and its oil
reserves for only 71 years. It is therefore critical that Bolivia addresses this issue immediately
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to ensure that it harnesses oil and gas wealth for the benefit of the poor.



Oil and gas investment
Industry trends

The oil industry certainly seems to be doing very well. Oil prices have hit record highs recently
and demand continues to grow. Oil companies can afford to invest strongly in new exploration
projects and shareholders are happy with the large dividends they are receiving, thanks to
growing demand and high prices.

At the same time, however, there are a variety of new challenges facing the industry. The
major oil companies are having problems replacing their reserves, and there has been much
media attention lately on the fact that oil is running out and finding new fields is getting much
more difficult.” Globally, reserves are shrinking and some big oil companies (Royal Dutch
Shell and Repsol-YPF) have even had to announce that their reserves have been overstated
— most unwelcome news for shareholders.'® New competition from India and China in
securing new oil and gas reserves is increasing and many new potential sources of oil and
gas are either in hard to reach locations or countries which are politically unstable (eg Iraq,
which has the third largest oil reserves in the world)."” In addition, state-owned companies are
expanding rapidly and competing, often successfully, with big oil companies for contracts.
These fa%tors have led to it being described as an ‘era of unprecedented change’ for the
industry.

Success stories

Exploration and production of oil and gas can obviously bring countries huge wealth. Norway,
famously number 1 on the UNDP’s Human Development Index, has been producing offshore
oil and gas since the 1970s with production increasing significantly since 1995. Norway is the
world’s third largest exporter of oil. While oil and gas are the most significant exports, the
country also has a diversified economy in which manufacturing (machinery, transport
equipment, chemicals) and shipping are important.’ Norway is also known for its progressive
tax structure and the substantial share the state has taken from its oil sector. Generated
revenue has been reinvested in the economy and in efficient and generous social services, at
the same time as being transferred into the state’s Petroleum Fund and invested in foreign
stocks and bonds to provide the government with an income stream in the future.?

An example of successful use of oil revenue, on a much smaller scale, is that of the Shetland
Isles. There the council created a development strategy around the oil industry in the 1970s.
This was essentially a ‘contain-and-insulate’ strategy which involved taking measures to
geographically contain the oil and gas industry and clearly prescribe what they could and
couldn’t do. The rest of the economy was effectively insulated from the sector and the revenue
was used to set up a long-term development fund. This well thought-out strategy in the
Shetlands very clearly put the interests of the community before those of industry.?' The
impact observed since then has mainly been positive. While there have been tensions about
pollution and clashes with local fishing interests, infrastructure has much improved and local
industries have been supported to become more competitive. As a result, local industry has
diversified and grown, and oil production has now declined in importance to the economy.
There is no doubt that the reinvestment of oil funds to support local industry has been
achieved successfully and has brought significant benefits to the islands.

There are also examples in western countries where successful revenue generation and
revenue use are less straightforward issues. In Alaska the government established the Alaska
Permanent Fund (APF) — a public trust fund from which the interest is used to give citizens
individual dividend payments each year. In 2003 payments were US$1,107 each.? This is an
important source of income for poor — and particularly poor rural — families. However, for a
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while it did have the unintended effect of encouraging inward migration. It is also notable that
as Alaska has no sales tax or income tax, the APF only receives 25 per cent of oil revenue,
the rest going into the state budget. This restricts citizens’ dividends and has led to much
public discussion on the level of the APF, as well as the Alaskan state’s share of oil profits.

Oil and poverty

Unfortunately in developing countries oil and gas production is much more closely associated
with poverty and corruption. A wide body of research — including Christian Aid’s own — has
shown that for developing countries oil exporting is closely associated with high rates of
corruption, poverty, authoritarian government, government ineffectiveness, military spending
and civil war, while at the same time having a negative effect on growth performance.?® This
was clearly demonstrated by the Extractive Industries Review (EIR), a review of the World
Bank’s funding of fossil fuel extraction in developing countries. It was unable to find a single
example of where the World Bank’s funding for oil, gas and coal extraction had alleviated
poverty.

The Nigerian example is perhaps one of the best known. Nigeria is estimated to have
generated around US$350 billion in oil revenue since 1965.%* However, GDP per capita in
2004 was actually lower than in 1970. There is no question that Nigeria’s oil wealth is not
benefiting its majority poor population at all. Christian Aid research has also looked at Angola
and Sudan and Kazakhstan, finding that poor countries dependent on oil revenue have a
higher incidence of poverty, and that in two cases oil has fuelled ongoing civil war. In all three
cases, corruption and a lack of transparency in the use of oil revenues are major stumbling
blocks. Christian Aid has repeatedly called for regulations requiring oil companies to publish
what they pay to oil-producing countries.

Of course, transparency and corruption are not the only issues developing countries are
grappling with. It is also necessary that developing countries engage with foreign oil and gas
companies on equitable terms and that concession contracts stipulate a fair share of the gains
for developing countries for the extraction of their resources. The terms of engagement
between companies and state are a growing area of concern, particularly in Iraq, Russia and
central Asia, where extremely one-sided contracts are being proposed and implemented.?
This issue is of equal relevance to Bolivia, where there is already a perception that the country
is not receiving its fair share of the wealth generated.

Given the lack of positive examples in the developing world, there can certainly be no
assumption that the extraction of oil and gas reserves will translate into development and
poverty reduction. Action is urgently required to reverse this trend, given that any reliance on
oil and gas is of course time-bound and resources will eventually run out. From the
governments’ perspective, particularly those of developing country governments, it is critical
that they focus on transforming a non-renewable source of wealth into productive investment
for the future, to help diversify and develop domestic industries.

Oil and gas fiscal regimes

There are many different ways in which governments across the world extract revenue from
their oil and gas sectors. Some governments extract revenue by controlling exploration and
production themselves through state-owned enterprises. Although it is often assumed that oil
and gas extraction is mainly carried out by private companies — particularly the oil majors that
we are familiar with — state ownership and control of oil and gas extraction is actually the
predominant model. Eighty per cent of the world’s oil and gas reserves are in the hands of
state-owned enterprises,?® mainly in the Middle East, with only the remaining 20 per cent of
reserves managed by private companies under concession or production-sharing contracts.
Other governments ensure that state-owned companies participate as commercial partners in
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a consortium alongside private companies. The state company provides a percentage of the
investment capital as well as directly receiving a percentage of the profits.

Where governments grant licenses to private companies to extract oil and gas, they generally
demand royalty payments. Royalties are the simplest measure within the sector’s fiscal
regime. A company will pay the government a fixed percentage of the total value of oil or gas
extracted. Knowing the number of barrels produced and the oil price, this is a simple
calculation. It is based on the fact that the country owns the natural (and non-renewable)
resource and the company is essentially paying the state for it.

Governments will also collect taxes from oil and gas companies. These can include special oil
and gas revenue taxes, as well as standard corporation taxes which are paid by all
businesses, based on their profits. Companies prefer paying tax to royalties as every tax
system will include the ability to take into account the depreciation of assets and the ability to
deduct costs. As tax rules in the oil and gas sector are generally extremely complex,
companies will also have more scope to use their accountancy expertise to reduce the amount
of tax they pay.

While some countries prefer to keep royalties high to reflect the country’s share of ownership,
this is not always the case, and others rely more on high corporate tax rates to generate
revenue (eg Norway) and often include special, supplementary hydrocarbons tax payments. It
is also possible to put mechanisms in place that allow for the tax rate to rise if the profitability
of production increases. If such a mechanism is not in place it is not unusual for governments
to bring in new windfall taxes when oil prices soar. In every country there is one constant —
fiscal regimes for the industry often come under review. Any increase in royalties and taxes
are of course viewed with much hostility by oil and gas companies, who face significant risk in
exploration projects and are subject to oil-price fluctuations. Consequently, companies
generally exercise their significant influence to ensure that tax regimes stay stable.

UK oil and gas fiscal regime

The UK has adapted its oil and gas fiscal regime significantly over the years. These changes
have been facilitated by the fact that the UK does not sign long-term contracts with companies
and so is able to revise terms, unlike a country like Bolivia. There are no state- owned
enterprises involved in joint-venture contracts, so the UK has relied on royalty and tax
payments to generate revenue from North Sea oil extraction. The following is a description of
the changes to the regime:*’

Pre 1982: Companies paid 12.5 per cent royalties, 75 per cent petroleum revenue tax and 33
per cent corporation tax.

1982: The Conservative government abolished royalties on new fields developed after
1982, but royalties continued to be paid on fields developed before 1982.
Petroleum revenue tax and the standard corporation tax remained.

1993: The Conservative government cut petroleum revenue tax on existing oilfields
(those developed up to 1993) from 75 per cent to 50 per cent and abolished it
completely for fields developed after that date. For new fields after this date there
were now no royalty payments and no special petroleum revenue tax. This
effectively means that oil companies developing fields after 1993 were able to
extract the oil for free, without paying the British state for the extraction of their
natural resources. Oil companies would pay only the normal rate of corporation tax
that any UK business is obliged to pay. (This rate was 33 per cent but was later
reduced from per cent to 30 per cent under the Labour government).

2002: The Labour government introduced a supplementary corporation tax of 10 per cent
on North Sea oil production. Corporation tax on oil and gas production therefore
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became 40 per cent. At the same time, Labour abolished royalty payments which
were still being paid on fields developed pre-1982, so companies that had
developed fields early that were still in operation, were actually able to gain from
this change.

2005: After a year of crude oil prices averaging US$55 a barrel, in December 2005 the
Labour government doubled the supplementary corporation tax on North Sea oil
production. Now, together with the standard corporate tax of 30 per cent ,
companies pay 20 per cent supplementary tax, a total tax rate of 50 per cent.

The UK regime has been criticised as being the weakest oil and gas taxation regime in the
world.?® Between 1993 and 2002 it was essentially giving away its natural resources. Overall,
the UK has maintained a tax regime which is extremely favourable to oil companies, even with
the tax rises in the last four years. When Labour introduced a new tax in 2002, at the same
time as abolishing royalties, the cumulative impact was still favourable to companies and
lessened the overall amount tax take of the government.

Statistics shows that while between 1988 and 1999 North Sea-oil-industry profits increased
from £7.5 billion to £13 billion, in the same period the UK state’s revenue from oil and gas
production dropped from £4.6 billion to £2.5 billion.?® So while profits almost doubled, the UK
government’s share dropped by 46 per cent. While the oil and gas industry has been doing
extremely well at the expense of the UK government for many years, there is a very strong
reaction to any attempts to raise the tax rate, with companies threatening to pull out and
predictions of dire job losses commonplace. When Gordon Brown initiated his first review of oil
and gas taxation in 1997 oil companies threatened to pull out of the UK if tax was raised. BP
even suspended development of one of its fields west of the Shetland Isles while the review
was taking place. The Labour government finally decided not to raise taxes in 1998.

Similar dire predictions were made in 2002 when the UK Offshore Operators Association’s
(UKOOA) Chief Executive James May warned that the government’s tax rise would cost
50,000 jobs and deter investment. Interestingly, UKOOA’s own employment figures® show
that since 2002, employment fell by a small amount and then quickly recovered and grew, and
were higher in 2005 than in 2002.%" In fact, UKOOA’s graph of employment trends in the UK
oil and gas industry since 1991 shows that it would be difficult to establish any correlation
between the tax regime and employment figures. In 1993, when taxes fell dramatically,
employment took a severe dip, falling by almost 100,000. In addition contrary to industry
predictions, investment in the sector has also risen since the 2002 tax rise, from £3.9 billion in
2002 to £4.8 billion in 2005.* UKOOA predicts employment will continue to increase, because
of increasing investment in the sector.®®

Norway oil and gas fiscal regime

Norway generates revenue from its oil and gas through three main instruments — the state’s
direct involvement in oil and gas exploration and production and the application of royalties
and taxes. Royalties are much less important than taxes under the Norwegian system.

The Norwegian state-owned enterprise Statoil is directly involved in oil and gas extraction, as
well as participating in various joint ventures under the State Directed Financial Interest (SDFI)
arrangement. The SDFI stipulates that the state pays a share of all investment and operating
costs and receives a corresponding percentage of revenues directly. This mechanism
consistently generates a very significant share of state revenue from oil and gas production.*

Norway also collects production royalties. These are normally taken in oil, which is then sold
by Norway’s Statoil and payments are made to the Norwegian Petroleum Directorate.
Royalties are being phased out and are paid today by only two fields. As a result, revenue
from royalties has been steadily decreasing and in 2002 production royalties accounted for
only 0.8 per cent of Norway’s revenue generated from oil and gas production.®
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Norway’s main source of revenue is, therefore, from taxes. Taxes include a corporate income
tax of 28 per cent and a special petroleum tax of 50 per cent, as well as a new carbon dioxide
tax levied at a rate per cubic metre of gas burned. Taken together these three taxes
accounted for 52 per cent of revenue generated for Norway from oil and gas in 2002.%

Chart 1
Share of revenue from oil and gas production
Norway 2002
@ SDF
44.0% | Statoil
O Royalities
O Carbon dioxide tax
m Corporate tax
@ Special petroleum tax
Source: The Pembina Institute®
Conclusion

There can be great differences in fiscal regimes for the oil and gas industry and comparisons
between alternative oil and gas fiscal regimes are extremely relevant. This is especially true
for a developing country like Bolivia which is exporting oil and gas as a primary commodity
and getting little benefit from higher value added activities. It has been normal practice for a
long time in developed countries to apply a standard business/corporation tax on profits, to
include a royalty payment and to also have a high supplementary petroleum tax. Modern
petroleum fiscal regimes, however, are changing as companies are seeking to get (and to lock
in) better terms.*® Every state must ensure that they find the right balance and that the
interests of their population in gaining strong revenue from oil and gas are not neglected.
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Overview of the oil and gas sector in Bolivia
Economic significance

Bolivia has the second largest (after Venezuela) oil and gas reserves in South America. For
Bolivia — unlike Venezuela — natural gas is the most abundant resource and Bolivia’s natural
gas reserves are much superior to oil reserves. Since privatisation in 1997 there have been
significant discoveries of new reserves — between 1997 and 2003 gas reserves grew at an
average annual rhythm of 55.8 per cent.*® Given this quantity, Bolivia has around five times
more natural gas than is needed to meet all current domestic and export demands over the
next 20 years, and so has substantial capacity to increase its future exports.*°

Bolivia’s oil and gas sector benefits from its location in the heart of South America, bordering
countries such as Brazil and Argentina, that have large markets for natural gas. In addition,
the gas pipelines between Bolivia and Brazil and Argentina makes this region of the continent
attractive to investors.

The oil and gas sector is of growing importance to Bolivia’s national economy. In 1998 it
contributed 1.91 per cent of the country’s GDP. This had grown to 5.92 per cent by 2004.*'
The growth rate of the oil and gas industry (23.76 per cent) also far exceeded the growth rate
for Bolivia’s GDP in 2004 (3.58 per cent).*?

Bolivia has also seen significant increases in its oil and gas exports. Natural gas is particularly
sought after as the world searches for cleaner and cheaper alternatives to oil, and Bolivia has
established a fruitful export relationship with Argentina and Brazil. The country signed its first
contract to sell natural gas to Argentina in 1968, with sales taking place between 1972 and
1999 and resuming in 2004.*® Brazil, however, is currently Bolivia’s most important export
market for natural gas. Negotiations between the two countries have taken several decades
and developing the necessary infrastructure has been a key challenge. However, decisions
were finally taken before privatisation took place and contracts were signed in 1996.

Graph 1
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As this graph demonstrates, total exports of natural gas have experienced a steady growth
rate. Exports have increased 2,762 per cent in value and 854 per cent in volume between
1999 and 2005.
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Prices for natural gas have been an area of difficulty, as Bolivia has historically been providing
gas to its richer neighbours at very low prices. A renegotiation of price has already taken place
with Argentina and negotiations with the Brazilian government are underway. Prices for
natural gas have been steadily increasing, linked to the general trend of rising oil prices, but
mainly driven by the surging demand for alternatives to oil as a source of energy. However,
the growth of Bolivia’s gas exports continues to be challenged by the general difficulties
surrounding gas sales. As gas is not a commodity and cannot be sold in the same way as oil
(straight out of the well, in the future, from the ship, etc) its prices cannot be subjected to the
same highs. In addition, the trade in gas is much more long term. Export deals are often in the
region of 15-20 years, given the huge investment in infrastructure to pipe the gas to the export
market, or the costs to construct the alternative (a liquefied natural gas (LNG) plant).

In terms of volumes, oil exports are much smaller than those of gas, as almost all crude oil
produced in Bolivia is used domestically. Bolivia produces ‘light oil’, with chemical
characteristics which means little diesel can be produced from it. The small amount of oil
exports is therefore off-set by diesel imports. Oil exports, however, are growing, as oil
production is a by-product of gas extraction in Bolivia. Oil exports are expected to continue
growing if gas production expands. The main export destinations are the US, Brazil and
Argentina, with Chile figuring intermittently and Paraguay also buying small volumes. The US
was the lead importer of Bolivian oil in 1999, though Brazil has since emerged as the key
export market:

Graph 2
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As this graph shows, oil exports have grown by 528 per cent (in value) between 1999 and
2004, mainly driven by the increasing demand from Brazil. In 2004, oil and gas exports
generated over one-half of total export earnings.** Although the volumes of oil extracted are
small, given the high prices, the Bolivian government often makes more from royalties on oil
than it does on natural gas.

Though oil and gas production is growing significantly it is also recognised that Bolivia faces a
range of key challenges, the main one being its gas-marketing opportunities. Currently, Brazil
and Argentina are Bolivia’s only markets for natural gas exports. Increasing exports of natural
gas depends on the construction of new pipelines or liquefied natural gas (LNG) terminals to
ship bottled gas to distant markets. In the past, moves to do so have been opposed by the
population,— with whom Bolivia has historic disputes. There is also a general perception that
Bolivia has not benefited from the extraction of its natural resources. However, negotiations
continue with Venezuela to provide Brazil, Argentina and other countries in the southern cone
with gas and oil over the next decades and an agreement to increase sales to Argentina has
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been reached. An agreement has already been signed to build a pipeline, with Venezuelan
finance, to supply both Paraguay and Uruguay with Bolivian gas.

The leading companies involved in oil and gas extraction in Bolivia include the Brazilian state-
owned enterprise Petrobras which increased its share of natural gas reserves from 33 per
cent in 2000 to 45 per cent in 2005. It is followed by Total Exploration and then by Maxus
(Repsol).* According to 2005 figures, the same three companies dominate in oil, with
Petrobras leading, followed by Maxus (Repsol) and Total Exploration.*® British companies BP
and BG Group have smaller shares of the market, with BP having a three per cent share of
natural gas production and five per cent of oil production in 2005 and BG Group with a share
of seven per cent of gas production and eight per cent of oil production.*’

The impact of the sector on Bolivia’s balance of payments

A large presence of foreign investors will have a notable impact on a developing country’s
balance of payments. Foreign investors in oil and gas are no exception. Although they will
bring in significant export earnings, they also have a high-import propensity and will remit their
profits, both of which imply significant capital outflows from Bolivia. Although these drawbacks
are well recognised there have been few attempts to quantify the impact foreign investment
has had on developing countries’ national accounts. It is still common practice to quote export
earnings as an indicator of success and to ignore capital outflows.

However, it is possible to estimate this impact if data is collected on exports, imports and profit
remittance. As mentioned above, exports of oil and gas from Bolivia have increased
significantly since privatisation. The table below shows the value of oil, gas and liquid
petroleum gas (LPG) exports for our period of reference:

Table 1
Export earnings
1999-2004
Qil Qil Gas Gas LPG LPG
volume value volume value volume value
In thousands In US$ MMPC In US$ In metric In US$
of barrels Millions Millions Tonnes Millions
1999 1,730 27.5 36,676 33.5 18,330.2 2.79
2000 1,200 36.4 74,829 120.4 24,227.5 5.71
2001 1,605 47.3 131,463 227.5 20,063.8 5.06
2002 2,546 65.2 136,607 209.7
2003 2,907 95.8 181,286 363.2
2004 3,828 172.5 279,597 (p) | 591.4
Total 444.7 1,545.7 13.56

Source: YPFB and Bolivian Central Bank

The total value to the country of export earnings from oil and gas in this period is US$2,003.96
million.

As a capital-intensive industry that needs access to a variety of high-tech equipment, oil and
gas companies have no alternative but to import much of the machinery and equipment they
use. We were unable to access the complete import data for the oil and gas sector. However,
Bolivia’s national statistics institute (INE) did provide us with figures for the imports of some of
the inputs used by the oil and gas industry, though unfortunately we only have this limited data
for the years 2001 to 2005.
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Table 2
Value of imports 2001-2005

US$ dollars
2001 2002 2003 2004 2005
Pipes, tubes for | 26,493,767 16,828,331 14,679,506 | 18,547,761
pipelines
Machinery and 4,956,341 10.536,509 9,109,486 | 6,034,888
tools for drilling
Steel and iron 127,282,743
products
Total 31,450,108 127,282,743 | 27,364,840 23,788,992 | 24,582,649

The total of these imports in this period is therefore US$234,469,332. This is likely to be a
significant under estimation as we can’t include several product groups and this estimate
corresponds to only five years.

In addition, profit remittance is recognised as a drawback of foreign investment, as it also
contributes to the outflow of foreign exchange from developing countries. We can estimate the
total annual profit remittance of the oil and gas industry (upstream and downstream) in Bolivia,
using the figures gathered by the National Tax Service (SIN) for the taxes paid on the
remittance of profit, given we know the remittance tax is 12.5 per cent:

Table 3
Profit remittance from Bolivia’s oil and gas sector
Bolivianos and US dollars

1999 2000 2001 2002 2003 2004
Remittance | 25,464,745 35,144,644 | 54,902,943 | 45,786,453 | 100,764,433| 165,457,815
tax
(bolivianos)
Remittance | 4,244,124 5,491,351 8,038,498 | 6,104,860 13,120,369 | 20,812,304
tax
(dollars)
Remittances| 33,952,992 43,930,808 | 64,307,984 | 48,838,880 | 104,962,952| 166,498,432
(dollars)
Source: National Tax Service (SIN); Bolivian Central Bank for average annual exchange rates

Using these annual estimates the total profit remitted from Bolivia by companies in the oil and
gas sector was US$462,492,048 over our six year reference period — an average of US$77
million per year.*®

Therefore, taking into account both the inflows and outflows that are linked to the oil and gas
sector, the positive impact on Bolivia’s national account of export earnings of US$2003.96
million are reduced by $696.96 million. The real benefit for Bolivia’s balance of payments is
actually US$1,307 million.

These findings help us to put into perspective the real benefit the oil and gas sector has for
Bolivia’s national account. However, these calculations will not be taken into account in the
cost-benefit analysis which this report later presents. This is because the cost-benefit analysis
is looking at the real contribution and impact on the Bolivian economy, investigating the direct
economic benefits to workers and to the Bolivian Treasury, and the costs, such as subsidies,
that the government is paying. Although profit remittance is often classified as a ‘cost’ of
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foreign direct investment — because it implies money flowing out of developing countries —
under our methodology we cannot classify it as a direct cost nor as revenue foregone to the
government, workers or local businesses. What it does represent, however, is a form of
opportunity cost to the country. While it is unrealistic to think that companies don’t need to
remit a certain percentage of their profit, it is strongly in Bolivia’s interest to keep as much
money in the country’s banks as possible. As is typical of all developing countries, Bolivia’s
savings rate is very low. High (and growing) rates of profit remittance therefore aggravate
Bolivia’s ability to build up banks’ reserves, and provide much-needed investment and working
capital to local businesses.

Hydrocarbons and poverty

Bolivia’s poverty levels are extremely high and the country stands out in South America as
one with the greatest need. Bolivia’'s GDP per capita in 2004 was US$974, while in Peru this
figure was US$2,483 and in Brazil US$3,375.*° Of Bolivia’s 9.2 million population 63 per cent
live in poverty.*® Poverty levels are much higher in rural areas where around 91 per cent are
estimated to live in poverty.®' Bolivia is also marked by high ethnic diversity and high-income
inequality.

The mainly indigenous, rural population depends to a large extent on small-scale agriculture.
Agriculture employs 60 per cent of Bolivia’s workforce in mainly low value-added activities on
small farms in the highlands and valleys. More dynamic sectors, such as manufacturing,
industrial agriculture concentrated in the lowlands and oil and gas, employ only a small
fraction 502f the workforce, while they contribute heavily to the GDP and to the country’s
exports.

Within Bolivia there are four departments that have significant oil and gas reserves — Tarija,
Santa Cruz, Cochabamba and Chuquisaca. For natural gas before 1999, Santa Cruz was the
most important department, but in 2005 Tarija became the leading location, thanks to new
operations carried out in the Sabalo, San Alberto and Margarita fields. Tarija also now leads in
oil production.®® The following are the percentages of the population with unsatisfied basic
needs, with oil- and gas-producing zones highlighted:

Table 4

Percentage of population with unsatisfied basic needs (2001)
Region 2001
Potosi 79.1
Beni 76.0
Pando 72.4
Chuquisaca 70.0
Oruro 67.8
La Paz 66.2
Cochabamba 55.0
Tarija 50.8
Santa Cruz 38.0

Source: INE-UDAPE (2002)

In six out of nine departments in Bolivia more than 65 per cent of the population are unable to
satisfy even their basic needs. Santa Cruz, Tarija and Cochabamba are the three least-poor
departments in Bolivia. Of the four departments with significant reserves, Chuquisaca is the
poorest. Given the widespread poverty and inequality in Bolivia, it is imperative for central
government to ensure oil and gas revenue is not channelled primarily to the departments
where they are produced, but that they are used instead to benefit the predominantly poor
communities throughout the country.
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Bolivian’s access to fuel products

Although Bolivia is an energy-rich country there can of course be no assumption that it is
fulfilling its own energy needs cheaply, or that poor communities have access to cheap
energy. Often developing countries export oil in its raw form and don’t have the capacity to
refine and then sell it locally. So although they are resource-rich they have to import their fuel.
Bolivia’s case is different in that it has two oil refineries, through which most of its oil is sold
onto the domestic market. Diesel, however, is imported, as Bolivian oil cannot produce diesel.
LPG is also a key product, as gas is the local population’s main fuel for cooking. As there are
very few homes connected to a domestic gas-distribution network families have to buy LPG
which is bottled in Bolivia.

The cost of fuel is a major concern for many Bolivians. Domestic fuel prices in Bolivia are set
in accordance with international prices, and so bear no relationship to the local cost of
production, refining or bottling in Bolivia. The final price of fuel products sold in the country,
depends on the international reference price, the margins for all the businesses involved in the
supply chain and the special hydrocarbons consumer tax (the IEHD), which was brought in
with privatisation. This formula, of course, means that fuel is not at all cheap in Bolivia, and as
a result of the inability of consumers to pay high prices, a regulatory body sets a ceiling for
consumer prices. This means the Bolivian government has to step in to provide a subsidy.

The government firstly ensures that companies are paid for the energy they sell locally, in line
with the international market price. Then the government provides a subsidy to ensure that
consumers are not charged above the ceiling price set. Up until 2000 this was implemented
through a system whereby the final price charged was fixed, the consumer tax was fixed and
as international prices rose and fell the government took on debt with the companies, which it
would pay back on a rolling basis. In 2000 this changed and the government no longer took on
debt with the companies but adjusted the level of the tax charged (IEHD) to ensure the fuel
price did not pass the agreed ceiling for consumers.

Under either of these systems it is clear is that the Bolivian government is paying a subsidy on
the sale of fuel in Bolivia to ensure two outcomes — firstly that foreign companies are paid in
line with international market prices and secondly that poor Bolivians have access to energy.
The interests of the companies and Bolivian consumers are diametrically opposed, and the
government has to pay for this contradiction. The cost of paying the fuel subsidy is therefore
taken into account in this study as a direct cost of the privatisation policy.

Graph 3
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As this graph shows, fuel prices are going up in Bolivia. Diesel went up by 58 per cent
between 1998 and 2006 and LPG by 56 per cent. Although these are steep rises, the
government did freeze the price of these products for three years. As energy prices rise
worldwide prices in Bolivia are inevitably pushed up. The Bolivian government’s capacity to
subsidise fuel costs is limited, so rising costs are inevitable. This of course impacts most
negatively upon the poor and rising prices have led to civic unrest in the past.

Apart from the issue of prices and government subsidies for fuel, a key issue for Bolivia is the
availability of fuel. Since privatisation there have been various periods of scarcity of fuel on the
local market. In June 2005, there were reports of the closing off of the pipelines to La Paz,
preventing natural gas, diesel and gasoline from being delivered to La Paz, El Alto and
surrounding areas.™ In September of the same year, LPG production was insufficient for
internal market demand and this fuel was in short supply for several weeks. In this case, the
companies’ responses were suitably vague, with Repsol announcing to the press that ‘it is
impossible to produce more than we are currently doing, because we are not in a position to
do s0’.”® It has not gone unnoticed by Bolivians that periods of scarcity tend to coincide with
periods of political unrest and change.
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Privatising Bolivia’s oil and gas sector
YPFB before privatisation

Bolivia began its first oil and gas explorations in the late 1800s in the departments of
Cochabamba, Tarija and Santa Cruz. In 1922 Standard Oil Company of New Jersey was
involved in drilling, but in 1936 the Bolivian government revoked its concessions. At the same
time the state created the Bolivian National Petroleum Company, known in Bolivia as YPFB to
manage the country’s oil and gas reserves. For 60 years, up until privatisation in 1996, YPFB
was a fundamental pillar of the Bolivian economy and the country.

YPFB’s activities included exploration and production of natural gas, oil and LPG, refining,
transport, storage and distribution, including export. Where necessary, YPFB would enter into
contracts with foreign companies who would provide technical services

As YPFB was the principal productive company in Bolivia it generated important resources for
the Bolivian Treasury. When Bolivia entered its period of financial crisis and hyperinflation a
policy was introduced to ensure that YPFB transferred 65 per cent of its income to the
treasury. Between 1985 and 1996 YPFB’s revenue constituted the primary source of income
for the state.*® This was seen as a temporary measure but it did of course take its toll on
YPFB which was unable to use its own capital to invest in exploration, increased production or
improving transport and distribution of oil and gas products to new markets. Pre-privatisation
YPFB was routinely described as an inefficient enterprise. However, while YPFB might have
had less capacity than western multinationals, it is also clear that its problems in the late 80s
and early 90s were closely linked to Bolivia’s financial crisis and the need to support the public
budget. This meant YPFB’s hands were tied and the company was not able to use its income
in a productive way to increase and improve gas and oil exploration and production.

Preparing for privatisation

Privatisation laws were passed in Bolivia as part of its ongoing structural adjustment reforms,
which imposed conditions on aid and debt. Before the main state enterprises were privatised
under the Sanchez de Lozada government, a range of smaller public enterprises (hotel
businesses, dairy firms etc) had already been privatised under the preceding government of
Jaime Paz Zamora. Those were of course the days when a raft of privatisations were
sweeping Latin America, Bolivia included.

One of the central reasons given for privatisation in Bolivia was that state-owned enterprises
were inefficient and represented a significant burden on state budgets.®” YPFB was often
presented as a company on the verge of bankruptcy, producing losses on a consistent basis.’
However, it is clear that any problems YPFB had were mainly linked to the demands of a
cash-strapped Treasury and the charge of inefficiency was disputed. The Economist
described YPFB as a company ‘firmly in the black’.and questioned the merits of the reform,
noting that the Treasury would lose a major source of revenue.*®

8

The World Bank described the need to ‘improve the efficiency of monopolistic public
enterprises’ and to ‘unbind the productive and export potential’ of the hydrocarbons sector.®
Deregulation and restructuring of the sector was designed to make it attractive to potential
investors. One of the key initiatives proposed was a new hydrocarbons law which would
provide ‘internationally-competitive fiscal terms’.®" It was assumed that these measures would
attract more investment and expand the industry’s contribution to the national economy.

The World Bank and the IMF closely followed the process of preparing for privatisation. The
Bank provided the bulk of the loans to facilitate the reforms and evaluated progress every step
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of the way.% During 1996 delays occurred in the privatisation schedule, given the public
scrutiny the process was coming under. At this point the IMF declared Bolivia non-compliant
under its agreement, and disbursements under the Enhanced Structural Adjustment Facility
(ESAF) were stopped.® Similarly, the World Bank froze its disbursements to support Bolivia’s
balance of payments.

While privatisation was certainly a condition that Bolivia had to comply with, it is also true that
the Sanchez de Lozada government welcomed these reforms without a hint of complaint. A
Ministry of Capitalisation was created to manage the process, and there was no objection from
the Bolivian government at the time (though the same cannot be said of opposition political
parties). The government was convinced that privatisation would bring investment, technology
and a significant increase in production, and that this would ensure that their new sales
contract with Brazil was honoured.

While the Bolivian government was very clearly pro-privatisation, the Bolivian people were not
immediately convinced. The word privatisation was not used publicly in Bolivia, and instead
the reform was described as ‘capitalisation’. This was presented as a new model of
privatisation and was promoted as ‘something completely new in the world, something that
Bolivia would lead the way on and which other countries would follow’.** The new model
proposed that Bolivia’s public enterprises (oil and gas, electricity, railways,
telecommunications, aviation) would be split into two parts with 50 per cent of the shares
being sold to private companies, who thereafter gained management control. The other 50 per
cent went into a capitalisation fund to be invested and used to provide dividends to Bolivians
on retirement. The Bolivian public were told of the ample benefits that privatisation would
bring.

‘The government told us that instead of one YPFB, we would have 2 or 3 or more, and that
privatisation would create at least 100,000 jobs. They assured us that Bolivia would still be in
charge but we would have new partners who would bring with them millions of dollars and new
J 65

technology’.

The capitalisation process was given significant press coverage in Bolivia and evoked huge
national debate. The privatisation of YPFB, particularly, became a controversial issue, given
the enormous sensitivities evoked by the sale of this strategic sector. Resistance to the
process came particularly from the national unions and public sector workers, but also from
universities, the national indigenous people’s confederation and some opposition parties.®®
The national workers’ union organised some protest marches®” and some YPFB workers went
on hunger strike.®® However, the business community backed the measures and there was
never any doubt that the government was going to go ahead. In the end the privatisation of
YPFB proved to be the most difficult. It was delayed several times, but the reform was finally
completed in December 1996, and foreign oil and gas companies began operations in 1997.

Of course privatisation needed a new set of laws to support the new framework. The previous
government had already passed an investment law stipulating the legal framework for foreign
investment.®® This included the principle of national treatment — that is foreign investors would
receive the same treatment as national investors, operating under the same conditions, with
no specific restrictions or targets or performance standards. The free movement of capital is
also enshrined in this law and therefore there can be no restrictions on capital flowing into or
out of the country.

The sale of YPFB

In the case of YPFB, its operations were split into three companies (Chaco, Andina and
Transredes) which were to be sold off. The essence of the ‘capitalisation’ in Bolivia — as
opposed to privatisation — is that only 50 per cent of the companies were sold off to private
investors, the idea being that Bolivia retained a direct interest in the companies’ activities and
profits. Therefore, 50 per cent of each of these three entities was offered for sale and YPFB
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transferred the other 50 per cent to a capitalisation fund which was created especially to
receive dividends from the ‘capitalised’ companies. These dividends were then intended to be
invested and administered as pension funds for all Bolivians aged 21 by 31 December 1995.
The interesting aspect of the deal, however, is that the investors did not have to pay 50 per
cent of the market value of the company they purchased to the Bolivian Treasury. Instead,
companies were allowed to use the amounts as investments into oil and gas exploration and
production. The diagram below illustrates these aspects of the sale:
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The value of the three companies was an issue of much debate in Bolivia and there were
various suggestions that YPFB was under valued, both from the perspective of the reserves it
had proven and the potential reserves and market opportunities in the region.” There was
certainly little faith in the government’s management of this issue in Bolivia. The popular
phrase applied at the time was that the government was selling off its assets for the price of
una gallina muerta — a dead chicken.”' Regardless of the public debate, investors finally
‘purchased’ their 50 per cent of the three new companies created from YPFB at the prices
listed in the table below:"

Table 5
The value of YPFB - In US$
Company Investor Value of asset
Empresa Petrolera Chaco Amoco US$306,667,001
us
(Later taken over by BP)
Empresa Petrolera Andina YPF-Perez — Pluspetrol US$364,777,021
Argentina
(Later take over by Repsol)
Transredes (transport) Enron — Shell US$263,500,000
US — Netherlands
TOTAL US$834,944,022
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It is impossible to say by how much YPFB was undervalued. However, privatisation of
Argentina’s state oil company, YPF, which began in June 1993 and ended with a sale to
Repsol in 1999, shows very different results. The Argentinean state raised US$3.04 billion in
1993 and US$15.4 billion in 1999.”

The terms of the deal between the Bolivian government and the investors were not particularly
advantageous for the Bolivian government, as the companies were not required to pay for the
assets they were acquiring. They gained complete management control and although they
were obliged to pay 50 per cent of profits into the capitalisation fund, they were at liberty to
decide what level of profits to reinvest and what level to declare as dividends each year. While
it is not that uncommon for governments to sell off state assets on the cheap, it is rare that
deals actually result in the Treasury receiving no payment whatsoever, especially for an asset
as important as a state oil and gas company.

Managing the sector

A new institutional framework was needed in Bolivia to implement privatisation, one which
would define the rules for private investors, and specify the role of the State as regulator. In
October 1994 a law established the regulatory institutions that would supervise the activity in
each privatised sector. In oil and gas this is the Superintendencia de Energia e Hidrocarburos
(SIRESE).” This regulates downstream activity and the supply of fuel products to the local
market.

In April 1996 a hydrocarbons law was approved, which created a general framework for
exploration and production, dealing with the method of classification and management of
concessions, the contracts investors would sign and how the sector would be regulated.” It
stipulated that YPFB could only be involved in exploration and extraction through signing
concession contracts with companies, thereby expressly prohibiting the state taking an active
role in production. The concession contracts signed with foreign companies made clear that
they are free to extract, transport, refine and sell hydrocarbons, while stipulating the royalties
and taxes the Bolivian government would take. Companies were simply obliged to register
with the regulator to operate in Bolivia. YPFB’s role was therefore strictly limited and
constrained its ability to develop the sector in line with national economic development (or
industrialisation) objectives.

One of the most controversial issues following the creation of this new hydrocarbons law was
the classification of oil and gas fields in Bolivia, which are defined as either ‘existing’ or ‘new’.
This classification is outside the usual technical terminology used in the oil and gas sector
(which refers to proven, probable and potential reserves). A hydrocarbons law approved in
June 1996 made some amendments to the framework April law, stipulating that to be
classified as ‘existing’ the reserves had to be officially certified. Certification is a procedure
which has to be carried out by one of only three specialist firms in the world - a service for
which Bolivia pays a high cost. It is often claimed that the reserves actually discovered by
YPFB were much higher than the reserves which were classified, at the point of privatisation,

as ‘existing’.”®

It is an issue which has never been fully resolved. The certified reserves of YPFB at the point
of privatisation are officially quoted as being 5.69 TCF.”” What is clear is that this classification
was created to offer an additional incentive to investors to encourage the exploration and
development of new reserves. The main implication of the classification was that it significantly
lowered the level of royalties payable by companies on new reserves. This decision would
have a huge impact on the state’s take in the future as by 2002 only three per cent of Bolivian
reserves were classified as ‘existing” and most production occurred under a fiscal regime
which was much more favourable to companies.”®
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The private management of the oil and gas industry became a reality in April 1997 when the
first two privatised companies — Chaco S.A. and Andina S.A — began their operations. YPFB
was no longer an operator and was limited to the supervision and administration of contracts
with investors. The Bolivian government then pursued signing concession contracts with a
variety of oil and gas companies, with the result that the majority of foreign companies now
operating in Bolivia are exploring and producing new reserves.

Before privatisation, YPFB was making large transfers to the Bolivian Treasury and its
investment levels were constrained. However, there was still some investment going on,
averaging around US$102 million per year between 1990 and 1996.” Following privatisation
in the sector, investment levels significantly increased, reaching an annual average of US$374
million over the nine years after privatisation:

Chart 2
Foreign investment in the exploration and production of oil and gas
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Investment has been decreasing steadily since 2000. This is likely to be due to a mixture of
factors, including the lack of expansion of natural gas export markets, particularly due to the
failure of the proposed LNG project which would have allowed export to the US and Mexico,
but also linked to the uncertainty in the tax regime and management of the sector.

Bolivia’s new fiscal regime for oil and gas

Bolivia operates a royalties and taxes fiscal regime for its oil and gas sector. Before
privatisation YPFB was mandated to pay 31 per cent of its production value in royalties to the
Bolivian Treasury. However, as a state company, the Treasury was also able to take a higher
value than 31 per cent and generally also requested a sum based on YPFB’s higher-than-
normal profits. During Bolivia’s economic crisis in the 1980s this transfer from YPFB was
critical to sustaining the Treasury. Between 1985 and 1996 the state received the equivalent
of a 65 per cent of YPFB’s resources and between 1990 and 1996 the average annual
transfer to the Treasury was US$366 million.® Private companies active in Bolivia pre-
privatisation — working in association with YPFB — were subject to a 50 per cent royalty on the
value of their production and to a corporate tax rate of 40 per cent.

The royalties and taxes regime for the oil and gas sector was revised by the Sanchez de
Lozada government with privatisation. The most important element of the new regime was the
classification of reserves as either existing or new. Existing reserves were defined as those
that are already in production by the 30 April 1996. Reserves classified as ‘new’ were subject
to much lower taxes than existing reserves.
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Royalties

The system for royalty payments in place during the period this study is mainly looking at —
from 1996 until a new hydrocarbons law was approved in May 2005 — was organised as
follows:®'

Table 6
The royalty rates in Bolivia
April 1996-May 2005

Existing oil and gas reserves Percentage of
production
Departmental royalty 11%
— paid to the department where production
takes place
National compensatory royalty payment 1%

— goes to Beni and Pando the poorest departments, which
also have no oil and gas production

National complementary royalty payment 13%
— paid to the Bolivian Treasury

Participation payment 19%
— paid to the Bolivian Treasury

YPFB participation payment 6%

— covers YPFB administration budget with the amount left
over transferred to the Treasury

TOTAL 50%

New oil and gas reserves Percentage
Departmental royalty 11%

— paid to the department where production takes place

National compensatory royalty payment 1%

— goes to Beni and Pando the poorest departments, which
also have no oil and gas production

National complementary royalty payment 0
— paid to the Bolivian Treasury

Participation payment 0
— paid to the Bolivian Treasury

YPFB participation payment 6%

— covers YPFB administration budget with the amount left
over transferred to Treasury
TOTAL 18%

This shows clearly that after privatisation the Bolivian government was getting 32 per cent less
royalty if the oil and gas reserves being exploited were classified as new reserves. As noted
earlier the principal motive for this reduction in royalties was the interest in making Bolivia as
attractive as possible to foreign investors given the country’s need to increase production.

‘This was part of the Sanchez de Lozada government strategy — it was just seen as a
generous carrot for the companies. %

At this point it is worth reflecting on the basic premise that cutting taxes is the best way to
attract investment. There is a growing literature which questions whether offering such
incentives to business is worth the loss of revenue that it implies.®® A study by the global
consulting firm McKinsey concludes that incentives are often ineffective, and argues that while
FDI brings significant benefits, such as employment and technology, ‘popular incentives, such
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as tax holidays, subsidised financing or free land, serve only to detract value from those
investments that would likely be made in any case’.®* Certainly, some developing countries
that do not offer incentives do not suffer a shortage of investment. Botswana, for example is
regarded as a prime African mining investment country though it does not have a particularly
favourable tax regime.

The decision to lower the fiscal burden in Bolivia of course meant that the revenue generated
was much lower overall. However, it was also the case that the percentages paid on existing
reserves that went directly to the Bolivian Treasury were the ones that were not included for
new reserves. This point is important, given that to even minimally meet poverty and inequality
reduction goals, the Bolivian Treasury needs to be in control of resources centrally, rather than
seeing the majority of natural resource earnings going directly to the richest departments of
the country. Given the percentage of reserves produced that are classified as existing has
been decreasing, the reliance the Treasury had on oil and gas royalties — and the potential for
poverty reduction and development across the nation — suffered a setback with this change in
the classification of existing and new reserves.

Taxes

Oil and gas companies also pay various forms of direct taxes. The following table is a list of
the most important taxes that are levied on oil and gas companies. It should be noted that the
first two affect all businesses operating in Bolivia, while the third tax is a special oil and gas
tax:

Table 7

Overview of taxes
Type of tax Explanation Rate
IUE This is equivale