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LATIN AMERICA ADVISOR

What is the Outlook for Colombia's Oil Sector?

In the wake of Colombia's ratings

upgrade to investment status ear-

lier this year and strong second-

quarter profits, Colombian state-
run oil company Ecopetrol announced last
month that it would sell $1.4 billion of
stock to pay for investments aimed at dou-
bling production. The company added that
it would increase the number of shares
more than seven-fold if demand exceeds
expectations. Will the investment-grade
rating lead to as strong demand for the
shares as the company expects? What is
the outlook for Ecopetrol and the
Colombian oil sector in the short to medi-
um term? What challenges does the
Colombian oil industry face?

Rodrigo Villamizar, former

Colombian minister of mines

and energy: "Ecopetrol's

announcement will certainly
increase the expectations of capital search
for oil development. But the real question
is if the outlook for Ecopetrol and the
Colombian oil sector in the medium term
meet. One thing thinks the donkey and
other, quite different, he who saddles it,
goes a popular saying. Ecopetrol's umbili-
cal cord to the national budget and the
straight-jacket imposed by its labor union
are binding constraints to a really inde-
pendent and autonomous expansion plan.
The great success (more financial than
industrial) of Pacific Rubiales reveals the
frustration of a country with vast amounts
of resources and little contractual room to

Inside This Issue

play. The fact that the private sector has
had a limited maneuver in the develop-
ment of the oil sector (unlike, fortunately
the gas and electricity sectors; supported
by clear rules and regulations and under a
more fair regulatory commission) says
tons. The real challenges that the
Colombian oil industry face has one name:
private sector participation. The BP or
even Statoil models are a better example of
how to develop a natural resource like
petroleum. More financial resources in the
hands of Ecopetrol with obscure ties to the

Continued on page 3

Argentina's Securities Regulator
Investigating YPF Executives

Argentina's securities regulator said
Monday that it is launching an investiga-
tion of YPF Chairman Antonio Brufau and
CEO Sebastian Eskenazi over the compa-
ny's accounting practices. See story on
page 2.

File Photos: Mercopress, Fortuna Web.
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Kidnapping Fears in Acapulco
Lead to Closure of 140 Schools

About 600 teachers in Acapulco
refused to show up for work on
Monday, citing fears of extortion
and kidnappings, and about 140 of
the city's elementary schools didn't
open, the Associated Press reported.
The teachers said they had received
extortion demands and at least four
of their coworkers were kidnapped
on the outskirts of the town in the
past eight days. They added that
their request to assign more police
officers had been ignored.
"Authorities are turning a deaf ear,"
said one teacher, who declined to be
named, fearing for his safety.
Teachers in Ciudad Judrez have also
reported receiving extortion
demands and threats.

BHP Billiton Settles Royalties
Dispute with Colombia

BHP Billiton has agreed to pay
$19.6 million to the Colombian gov-
ernment to settle a royalty dispute,
Energy and Mining Minister Carlos
Rodado said Monday, Reuters
reported. The solution to the dis-
pute paves the way for the
Australian mining giant to renew its
contract, which is set to expire in
2012, to operate Colombia's only
nickel mine, Cerro Matoso.

0GX Sees 2.5 Million Cubic
Meters of Production in Gas Field

Brazil's OGX on Monday said test-
ing from a field in the shallow
waters of the Santos Basin indicates
a production capacity of up to 2.5
million cubic meters (88 million
cubic feet) of natural gas per day,
Reuters reported. The company,
which is controlled by billionaire
Eike Batista, has avoided the subsalt
region and instead focused on shal-
low water fields, which he says are
cheaper to exploit.
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Political News

Authorities Arrest Five in
Monterrey Casino Attack

Authorities in Mexico arrested five peo-
ple, who have identified themselves as
members of the Zetas drug gang, in con-
nection with last week's torching of a casi-
no in Monterrey that killed at least 52
people, Reuters reported Monday. The
five suspects arrested have confessed to
involvement in Thursday's attack on the

€€ We have to speed things up
because we know the criminals
have corrupted the institutions at
all levels of government. »

— Felipe Calderén

Casino Royale and authorities are contin-
uing to search for others involved, said
Rodrigo Medina, the governor of Nuevo
Leén state. "From the initial indications
we've observed the target was the casino,
not the civilian population,” Medina told
reporters, adding that the casino was like-
ly being extorted. Mexico's attorney gen-
eral's office on Friday offered a reward of
30 million pesos ($2.4 million) for infor-
mation leading to the arrest of the perpe-
trators of the casino attack. Zetas have
committed numerous killings, kidnap-
pings and acts of extortion in Nuevo Le6n
and other parts of the country. After the
attack, President Felipe Calderén declared
three days of mourning. He vowed
Monday to continue fighting the cartels.
"We have to speed things up because we
know the criminals have corrupted the
institutions at all levels of government,"
said Calderén. "This cannot be tolerated.”
Calder6n, who sent hundreds more
troops to Monterrey after the attack, also
demanded that the U.S. Congress crack
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down on the sale of illegal weapons and
do more to reduce consumption of illegal
drugs. "It's not just one or two people.
There are more than 100 million
Americans who use or have used drugs,"
said Calderé6n. "And they are responsible.”

Venezuelan Court Allows
Newspaper to Resume Publishing

A court in Venezuela has allowed a week-
ly newspaper that has been critical of the
government of President Hugo Chavez to
resume publishing, the Associated Press
reported Monday. A judge on Aug. 20 had
ordered Sexto Poder to stop publishing
after it ran an article saying top female
officials in independent government posts
are subordinate to Chavez and published
an altered photo, depicting the women as
cabaret dancers. The headline referred to
the Supreme Court president, elections
chief and four other top female officials
as "Chdvez's women in power." A lawyer
for the newspaper, Pedro Aranguren, said
that in addition to
allowing the newspa-
per to resume publish-
ing, the court also
ordered Sexto Poder
not to publish text or
photos insulting to
public officials or
women. The newspa- Chévez

per was also prohibit- File Photo: Venezuelan
ed from publishing Government.
articles about the case,

he told the AP in a phone interview. The
newspaper has not broken any laws and
"every person who serves as a public
authority should be subject to the criti-
cism and scrutiny of the media,"
Aranguren added. The newspaper's direc-
tor, Dinorah Girén, was arrested Aug. 21
after the photo and article were pub-
lished. She still faces an investigation on
charges of insulting public officials, pub-
licly offending women and instigating
hatred. The editor of Sexto Poder,
Leocenis Garcia, also is wanted on similar
charges, said Aranguren. Garcia told local
television station Globovisién that he
would surrender to authorities. However,
Garcia has said he doubts he will receive a
fair trial. The order that halted Sexto
Poder from publishing was criticized as a
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violation of free speech by groups includ-
ing the Miami-based Inter American
Press Association.

Company News

Argentina's Securities Regulator
Investigating YPF Officials

Argentina's securities regulator will con-
duct an investigation of the chairman and
chief executive officer of the South
American country's largest oil producer,
YPF, in connection with the company's
accounting methods, Bloomberg News
reported Monday. In a filing, the regula-
tor said chairman Antonio Brufau, Chief
Executive Officer Sebastidn Eskenazi and
other company officials face investigation
because some of the company's financial
reports did not meet accounting stan-
dards and timelines. Brufau also serves as
chairman and CEO of Repsol YPF. The
Spanish company is the parent of

Spain's Repsol YPF holds
approximtely 58.2 percent of

the Argentine company's shares.

Argentina's YPF, holding approximately
58.2 percent of its shares. Repsol has
reduced its holdings in YPF by approxi-
mately 26 percent. Repsol has offered
shares in New York and has made private
placements, including the sale of about 10
percent of the company's shares to the
Eskenazi family for $1.3 billion earlier
this year. Other executives under investi-
gation by the regulator include Vice
Chairman Enrique Eskenazi, General
Director Antonio Gomis and board
member Luis Sudrez de Lezo Mantilla.
YPF will respond to the filing in "due
time," a company spokesperson told
Bloomberg News.
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national budget and a shadow pension
fund may not hinder what investors
expect. But Ecopetrol has rich human
resources at the top and bottom of the
organization structure. They may con-
vert snake oil into crude oil. Perhaps I
am being overly pessimistic in not see-
ing that Ecopetrol could deliver wealth
with more cash at hand. I truly hope I
am wrong."

Luis E. Giusti, senior advisor
at the Center for Strategic &
International Studies and for-
mer chairman and CEO of
PDVSA: "During the past nine years,
Colombia has done a masterful job with
its oil industry. A strong, new institu-
tional framework, including the creation
of the National Hydrocarbons Agency,
combined with the contract based on a
low royalty plus standard income tax, all
against the backdrop of the policy of
national democratic security, have
attracted dozens of international oil
companies, which in addition to many
local companies are engaged in some
300 contracts. The partial public equity
of Ecopetrol is the fourth pillar of a
strong platform for Colombia in facing
its oil and gas future, irrespective of
good or bad times ahead. The new equi-
ty issue of $1.4 billion would represent a
very modest 1.6 percent addition to the
current 10 percent equity, and will
almost surely be short for the current
strong appetite, no doubt reinforced by
the country's investment grade and
strong economic performance. I would
expect that the size of an enlargement of
that offering to meet additional demand
would be fine tuned by Ecopetrol
depending on the progress of the book-
ing. The most important challenge fac-
ing the Colombian oil industry is the
need for a few large discoveries, because
the reserves are still modest at 2 billion
barrels and the same holds true for gas
with 4.5 trillion cubic feet. A distant sec-
ond challenge, although very important,
is represented by the lagging infrastruc-
ture of pipelines, terminals and roads."

Joydeep Mukherji, senior

director in the sovereign rat-

ings group at Standard &

Poor's: "Standard and Poor's
raised Colombia's long-term foreign
currency credit ratings to BBB- from
BB+ in March. The upgrade reflected,
among other things, favorable growth
prospects and improving external liquid-
ity, both of which are connected with the
recent growth of the oil and gas sector.
Colombia should continue to benefit
from having pursued pro-investment
policies in the energy sector while much
of Latin America went the other way.
The sector has been opened to foreign
and private investment and the former

““The policy framework for
attracting more investment is
largely in place.”’
— Joydeep Mukherji

regulatory role of Ecopetrol has been
transferred to a separate regulator, creat-
ing a level playing field for the industry.
Growing investment in energy and min-
ing could boost Colombia's trend GDP
growth rate by one percentage point over
the next three years. FDI in oil and gas
reached almost $4 billion in 2010 and
may exceed $6 billion in 2011. Around
150 oil and gas firms operate in
Colombia, including Ecopetrol, as well as
many large global firms. The policy
framework for attracting more invest-
ment is largely in place, although infra-
structure shortfalls and bureaucratic
impediments (such as delayed environ-
mental clearances) constrain the pace of
expansion. Colombia is likely to reach its
goal of 1.5 million barrels per day in oil
output by 2015. The government set a
target of 920,000 barrels per day for this
year, but production has already exceed-
ed the target, reaching almost 930,000
barrels in July. Reserves of oil and gas
have increased since 2007, mainly from
further investment in existing fields

Continued on page 4
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(though not yet from major new discov-
eries), and exploration and drilling activ-
ity is likely to remain strong."

Daniel E. Velandia 0., head of

research at Correval in Bogota:

"Colombia's investment grade

status has increased the attrac-
tiveness of the local equity market in the
last few months, although it had started
to be widely counted on since mid-2010.
In the case of Ecopetrol, the stake of rele-
vant foreign investors and the ADR pro-
gram in the company's equity has
increased from 0.44 percent to 1.17 per-
cent in the last year. Regarding the new
issue, the stocks won't be available for
foreign investors in the primary market,
which implies that the investment grade
status won't play a significant role in the
process. However, these investors will
most likely buy shares in the secondary
market in the near future. It is expected
the demand will exceed the $1.4 billion
offered by the company as the liquidity in
the local market and the risk appetite
continue to be high. In general, the out-
look for Ecopetrol and the Colombian oil
sector seems promising in the short- and
medium-terms as the oil-mining boom
has just begun. In fact, the total oil pro-
duction reached 929,226 barrels per day
(bpd) in July, (a rise of 19 percent year-
on-year). At the same time, FDI directed
to the oil sector in the first quarter
amounted to $1.4 billion (a growth of
123 percent) and it's likely that these
inflows will reach $5 billion in 2011.
Similarly, Ecopetrol reached a production
of 727,200 barrels of oil equivalent per
day (boed) in the second quarter (up 22
percent year-on-year), implying that the
company won't have problems reaching
its 2011-target of 750,000 boed. Thus, the
company apparently will reach its target
of 1 million boed in 2015 without diffi-
culties. According to our models,
Ecopetrol shares' target prices for 2011
and 2012 year ends are 3,970 pesos and
4,200 pesos, respectively (a rise of 7 per-
cent and 14 percent from current levels).
Although the lack of infrastructure is one
of the main challenges, it is expected to be
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overcome gradually as several companies,
led by Ecopetrol, are making significant
investments in pipelines and refining
capacity and efficiency."

Alicia Puyana, researcher and

professor of economics at

FLACSO-México and senior

research associate at CERA:
"The upgrading of Colombia's rating to
investment status has very much to do
with the outcome of the 2010 presidential
elections and the positive atmosphere the
country has experienced since then.
President Juan Manuel Santos, a highly
intelligent and cultivated technocrat,
belongs to one of the few traditional fam-
ilies of the Colombian ruling class.
Colombians expected that Santos would
re-establish the consensual governance
that characterizes Colombian politics.
Despite success combating the guerrillas,
Colombians were tired of the confronta-
tional character of Uribe policy making,
the corruption and fights against the
judiciary's power. Several problems will
make it difficult to achieve all the expec-
tations. One of them is the critical con-
centration of wealth and income. The
Gini index of land concentration is 87
percent, one of the highest in the world.
Ecopetrol has achieved success thanks to
elevated world oil prices, but shares are
highly over-priced and there is little
prospect for shares to gain value. Their
value could fall if prices fall. The first
shares put on sale were grossly under-
priced and were resold at high profit just
a few days after. This effect faded. Today,
the company does not have solid strategic
planning and it is not clear what the
prospects are in the long run. Colombian
costs, exploration, lifting and transport to
export ports are relatively high compared
with Venezuela or even Mexico. The chal-
lenges are the lack of investments in
research and development to develop
heavy oil and new energies and to reduce
costs."

The Advisor welcomes reactions to the
QA above. Readers can write editor
Gene Kuleta at gkuleta@thedialogue.org
with comments.
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