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INTRODUCTION 

Providing an adequate energy infrastructure is quintessential for middle-income countries aspiring to 

development levels on par with those of affluent nations. Developing energy infrastructure is often too 

costly to be financed by governments alone, especially governments in Latin America, many of whom 

face overbearing debt burdens and/or low tax revenue-to-gross domestic product ratios. As a result, 

governments have come to rely on the private sector for infrastructure financing. In this paper I will use 

the phrase economic return-requiring (ERR) investment
1
 to refer to such private sector infrastructure 

financing.  

In Latin America, governments have had varying degrees of success in attracting ERR investment to their 

energy sectors. Through a comparison of the recent experiences of Argentina and Brazil in attracting 

ERR investment to their natural gas and electricity sectors, this paper seeks to draw attention to and 

                                                           
1
 Economic return-requiring (ERR) investment refers to investment by any entity that: 1) has the expectation of 

earning an economic return and 2) would not make the investment if the entity was aware that the possibility of 

earning an economic return was remote. The conception of the term ERR investment is necessary because terms 

such as “private sector investment” or “foreign capital” are inadequate given the complexity of today’s 

international finance. Governments attempt to attract infrastructure investment from numerous sources: 

domestic and foreign private capital, foreign governments and state-owned firms, and multilateral institutions. 

ERR investment includes capital from any of these entities, except for investments made for political purposes, by 

an entity that knows full-well that the possibility of earning an economic return is remote. (The source of such 

investment is most commonly foreign state-owned firms and, increasingly, government-controlled reserves 

investment entities known as “sovereign wealth funds”.) ERR investment also excludes government and state-

owned entity investments by the subject country.  
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analyze two important determinants of success: energy price regulation and energy sector regulatory 

framework. 

Argentina and Brazil have had divergent recent experiences in terms of level of energy infrastructure 

investment and likelihood of energy shortages. This stems from the way the countries have managed 

ERR capital participation: Brazil has been able to catalyze ERR investment whereas a combination of 

policies in Argentina has stifled it. 

In Argentina, the government’s interventionist policies with regard to energy tariffs and inadequate 

reform of energy sector regulation, particularly since 2002, are the primary culprits for inadequate ERR 

investment. Underinvestment in energy infrastructure has caused and will continue to cause energy 

shortages and gas and electricity rationing, leading to reduced economic growth and civil unrest. The 

Brazilian government in recent years has managed to avoid costly energy subsidies and has been 

diligently improving its regulatory framework. ERR investment has flowed into the country and, 

combined with investment by the public sector, has expanded the energy infrastructure, reducing 

substantially the possibility of energy shortages and electricity rationing.  

This paper starts with a review of each country’s recent path towards (Argentina) or away from (Brazil) 

inevitable energy shortages. Next, the paper reviews the recent investment experience in the two 

countries that is responsible for that path. Then, after noting some of the potential broader impacts of 

underinvestment and energy shortages, the paper goes on to discuss the barriers to or success factors 

driving ERR investment. Subsequently, recent attempts at reform in both countries are discussed and 

finally the paper concludes with a discussion of the way forward in Argentina and Brazil. As noted, the 

focus of the paper is on the natural gas and electricity infrastructure sectors, but there are occasional 

references to other fuel resources.  
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DIVERGENT PATHS 

Argentina seems to be headed on an inalterable course towards energy shortages, particularly of natural 

gas, which will almost certainly lead to natural gas and electricity rationing. In March 2008 an analyst 

with Cambridge Energy Research Associates noted that “power plants have little or no spare capacity 

and are suffering from a lack of maintenance, increasing the chances of brownouts or blackouts” 

(Argentina economy: Quick View - Automotive shutdowns hit output, 2008). The Economist Intelligence 

Unit warns that despite its fairly robust forecast for industrial production growth in Argentina for 2008 

of 6.5%, power cuts coinciding with the start of the South American winter in June could damage 

production and substantially reduce the forecast.  

Brazil’s course, on the other hand, seems to be headed towards an inevitable balancing of supply and 

demand and a mitigation of any risk of energy shortages. The danger of power rationing remains for 

Brazil
2
 – the country’s refusal to release any of its contracted gas from Bolivia for shipment to Argentina 

is a testament to this fact. However, the potential gas shortages that exist currently are expected to 

disappear by 2011 with the start of the Santos Basin gas field and the entrance of liquefied natural gas 

(LNG) (Pereira, 2007).  

ROBUST ECONOMIC GROWTH 

Argentina’s real gross domestic product (GDP) has grown by 8.5% or more in each year since 2003 (EIU 

Country Report, Argentina, April 2008). Real GDP growth in Brazil has been less impressive but strong 

nonetheless; it exceeded 3% in 2005 and 2006 and topped 5% in 2007 (EIU Country Report, Brazil, March 

2008). Given this robust growth, both countries require substantial investments in their energy 

                                                           
2
 In Argentina natural gas is used as an energy source both for electricity generation as well as directly by 

households for heating. Therefore, a shortage in natural gas implies rationing of both power and gas. In Brazil the 

vast majority of natural gas is used for power generation; very little is used directly by households. Therefore, a 

shortage in natural gas implies rationing of power alone.  
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infrastructures. In Brazil it is estimated that to sustain annual GDP growth of 3.7% for 10 years, the 

entire electricity sector (generation, transmission, and distribution) will need USD 7 billion in capital 

expenditures. The country expects the private sector to account for 60% of that expansion (Rocha et al., 

2007). Required investments in Argentina are even greater. The country needs an investment of as 

much as USD 500 million a year in each of the electricity generation, transmission, and distribution 

segments. It also needs substantial investments in gas exploration and production as well as 

transmission to ease pipeline bottlenecks (The Laws of Economics Bite Back, 2004). Given a precarious 

fiscal situation, the Argentine government too must rely on ERR capital for these large investment sums.  

Though the reality facing both countries demands similar investment amounts as a percentage of GDP, 

Argentina is struggling to attract capital whereas Brazil is seeing a steady inflow. Argentina is lacking 

investment in electricity generation, transmission and distribution, as well as in upstream activities, 

particularly in natural gas exploration and production. Insufficient investment in Argentina stems from 

the 2001 economic crisis, since which “electricity companies have essentially frozen investment, 

reduced service quality and dropped maintenance to a strict minimum in order to cut costs” (Haselipa et 

al., 2005). Brazil however has had no problem attracting the investment needed in the electricity and 

energy sectors. What follows is a discussion of the relevant investment flows to the two countries.  

INVESTMENT IN THE ENERGY SECTOR: THE GOLDEN CHILD VERSUS THE UGLY DUCKLING  

The most immediate cause for the differing fates of the two countries is a vastly divergent level of 

investment. As noted at the outset of this paper the divergent energy infrastructure investment 

experience of the two countries stems from the way they have managed ERR capital participation: Brazil 

has been able to catalyze ERR investment whereas a combination of factors and policies in Argentina has 

stifled it.  
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There have been numerous oil and gas discoveries recently in Brazil. The most publicized are the Jupiter 

and Tupi finds. The Jupiter discovery was made by a joint venture between Petrobras and Galp Energia 

(Natural gas and condensate discovery in Brazil, 2008) and the Tupi find was made by a joint venture 

composed of Petrobras, BG Group, and Galp Energia (BG reports oil - gas discovery in Brazil, 2007). 

These discoveries are just two of many since the Petrobras monopoly on exploration and production 

was broken in 1995 (Dyer, 2006). The power sector has also seen strong private investment – 15,000 

kilometers of new electricity transmission lines were built from 1998-2006, all of which were awarded 

through a competitive auction process (Pereira, 2007). These examples are representative of the success 

of the Brazilian government in attracting ERR capital to develop its energy infrastructure.  

The story in Argentina could not be more dissimilar. No new gas fields have been developed since the 

late 1990s. In the power sector, rather than investing, foreign investors have been fleeing. In 2005 

Electricité de France sold its 65% stake in Edenor, a large Argentinean electricity distributor to Dolphin, 

an Argentine private equity fund with connections to the government. At the time of sale Edenor had an 

outstanding suit with the government for recovery of damages, which was subsequently dropped by 

Dolphin. The case of Suez, the large, partially private French utility, illustrates well the relative 

attractiveness of the two markets. In September 2005 the utility walked away from its 46% stake in 

Aguas Argentinas and its contract to run the Buenos Aires water company. Suez had an outstanding 

dispute with the government and in August 2005 had threatened to leave the country if it was not 

settled. The Argentine government has choked the water sector by restricting tariff increases and in 

Suez’s case insisting the government choose contractors for new investment projects (As Suez Packs Up, 

The Locals Dive In, 2005; A Very Long Engagement, 2005). Granted this example involves the water 

sector, but is representative of the government’s treatment of private investors in many sectors and 

parallels many cases in the electricity sector. In Brazil Suez has been treated much kinder and in 
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February 2007 agreed to move up the start date for the 1087 megawatt Estreito hydropower project 

from 2012 to 2010 (Global Energy Regulation, February 2007). The example of Suez makes clear that 

investors are drawing strong distinctions between the environments in Argentina and Brazil. 

These cases sufficiently illustrate the unattractiveness of the investment environment in Argentina 

relative to Brazil. A financial analysis of the returns to investors in the two countries in recent years is 

even more convincing. In an illuminating study, Rocha et al. (2007) compared the return on capital (ROC) 

to the weighted average cost of capital (WACC) in electricity distribution in Brazil and Argentina from 

1998 to 2005. Although WACC exceeds ROC for both countries in each year of the study, the trend in the 

two is starkly different. In Argentina, the gap between WACC and ROC grows from approximately 6% in 

1998 to more than 15% by 2003, where it remained for 2004 and 2005. However, in Brazil the gap 

shrank steadily from a high of around 11% in 1999 to close to zero in 2005. (See Figure 1 in the Appendix 

for graphs from Rocha et al., 2007). These quantitative results help us understand why investors are 

wary of sinking funds into the Argentine market while they grow increasingly comfortable with Brazil. 

The study covers just one segment of the electricity sector, distribution, but given the 

interconnectedness of the sector, similar results would likely be found in electricity generation and 

transmission and natural gas exploration and production.  

BROADER EFFECTS OF INADEQUATE INVESTMENT AND ENERGY SHORTAGES 

The damaging effects of lack of investment will not stop at energy shortages and power cuts. In 

Argentina, the deterioration of macroeconomic indicators poses a serious threat to the economy. In 

2007 the country’s primary surplus as a percent of GDP fell due to increasing primary expenditures. An 

important component of primary expenditure, current transfers, increased by more than 50% over 

2006, driven mainly by spending on subsidies to transport and energy sectors as a result of increasing 
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costs of fuel but constant tariffs for domestic consumers (EIU Country Report, Argentina, March 2008). 

Additionally, the energy crisis threatens to harm relations with Argentina’s neighbors and the home 

countries of foreign investors. In order to avoid gas shortages at home Argentina has, since 2002, 

implemented export taxes and outright restrictions on gas sold to Chile (Argentina economy: Energy 

insecurity, 2008). These measures have raised the specter of an energy crisis in Chile, which relies 

heavily on Argentina to supply its natural gas-fired power plants. Argentina’s recent ban on fuel exports 

raises serious energy security questions for Paraguay, which relies on Argentina for 50% of its fuel 

consumption (Watkins, 2008). These export taxes and restrictions hurt Argentina’s reputation as a 

reliable partner in a region whose energy security requires increasing integration. Finally, energy 

companies in Argentina are mostly foreign and European. The impending crisis has and will continue to 

hurt the value of those companies’ investments, damaging commercial and bilateral relations with 

potential investing companies and countries (EIU Country Report, Argentina, March 2008). Brazil on the 

other hand continues as an increasing force for regional integration. Eletrobras, the state-owned power 

company, was recently authorized by the government to undertake joint ventures and plans to invest 

USD 3 billion in 2008, much of which will go into hydropower projects in Argentina and Bolivia 

(Rockmann, 2008).  

DETERMINANTS OF THE SUCCESS OF ATTRACTING ERR INVESTMENT  

Edmar de Almeida (2005), a Brazilian scholar, notes that there are three main barriers to private 

investments in the energy and electricity sectors in South America: 1) currency volatility, 2) asymmetries 

in energy policies and regulatory framework, and 3) lack of price regulation in the power sector. 

Currency stability is an important precondition for investment. A stable currency no doubt drew in large 

investments in Argentina’s energy and electricity sectors in the late 1990s and the first couple of years 

of the new millennium. Currency volatility no doubt played a large role in driving away investment in the 
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years following the crisis, right up to today when inflation worries are returning. Brazil has had its own 

long history of currency volatility, but in recent years low inflation and a strengthening real have played 

a significant part in attracting investment. Currency volatility plays an important role in determining 

investment in all sectors of the economy, not just energy. As the focus of this paper is investment in 

energy infrastructure, it will focus on the other two aspects noted by Edmar de Almeida above: energy 

price regulation and energy sector regulatory framework. These are primary drivers of the differences in 

investment and likelihood of shortages faced by Argentina and Brazil.  

Price Regulation – Argentina 

Below-market fixed rates on natural gas and electricity that apply to a large portion of Argentine 

consumption preclude a sufficient return on investments in energy infrastructure and are thus largely 

responsible for underinvestment and shortages.  

It would be unfair to dismiss Argentina’s frozen energy tariffs simply as a ploy by a populist, nationalistic 

government to gain the support of the working class and show strength in the face of pressure from 

mostly foreign companies to raise the tariffs. Gas and electricity tariffs were frozen in 2002 in response 

to the economic crisis for a legitimate reason: leaving tariffs fixed to a USD figure in the face of a 

currency devaluation of 60% risked severely exacerbating the crisis, especially for the poorest 

Argentineans. Energy companies accepted the tariff freeze as an emergency measure, one they thought 

would be temporary. The government too knew that it could only impose the freeze temporarily. In 

January 2003 energy tariffs were allowed to increase 9%, a paltry bump considering inflation in 2002 

was 40% (Haselipa et al., 2005). Under pressure from energy companies the process of raising gas and 

electricity tariffs was begun in mid 2004, but only for industrial and commercial end users. By July 2005 

these users were paying market prices for gas (O’Keefe, 2007).  
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However, these tariff increases were partially offset by large tax increases on the transport rate in mid-

2005 and January 2007 to help pay for pipeline improvements. The tax imposition does not come as a 

surprise given that investment in the sector has been lacking since the 2001 crisis and funds for 

maintenance and improvement of the energy infrastructure must flow from somewhere.  Further, rates 

for gas and electricity for residential consumers were not increased along with rates for commercial and 

industrial consumers; they remain well below market prices (O’Keefe, 2007).  

With tariffs frozen in Argentina gas producers began to sell to Chile for higher prices. To prevent this, 

the government has used a combination of export tariffs and restrictions. In 2002 the government 

implemented a 20% tax on gas exports. In 2004 gas exports to Chile were restricted to meet domestic 

demand. In 2006, the restrictions on exports having been removed, a 45% tax on exports to Chile was 

imposed. Despite these taxes and restrictions, natural gas exports to Chile were higher in each of 2004 

and 2005 than in the year before (O’Keefe, 2007). Perhaps this is why in April 2008 the government 

proposed a new export tax structure that essentially restricts exports to Chile when prices there exceed 

those in Argentina (Argentina economy: Energy insecurity, 2008). (A review of the government’s most 

recent policies can be found in the next section.) 

Gas and electricity rate freezes were a rational temporary measure to soften the blow of the economic 

crisis. However, the government’s inability or unwillingness to realign tariffs with market prices long ago 

became irrational; their staying power is due to the current brand of Peronismo in power today, with a 

penchant for populist, nationalistic politics. Without doubt the gas and electricity rate freezes are having 

a negative impact on investment in Argentina’s electricity generation, transmission and distribution 

segments, as well as on natural gas exploration and production. The importance of fair tariffs that 

compensate capital for its investment has been cited by numerous sources (Rocha et al. 2007, 

Competition Law and Policy in Latin America, 2006). As of 2004, it was estimated that electricity prices in 
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Argentina were only one-third of what was needed to give investors an adequate return on investment 

(The Laws of Economics Bite Back, 2004). The 2004 increases in energy tariffs have improved the current 

situation, but only marginally: regarding the electricity distribution sector’s return on capital that 

declined considerably after the crisis, Rocha et al. (2007) conclude that there are “no indications that the 

measures adopted in 2004 have enabled the sector to recover.” One manager at an Argentine 

distribution company bluntly described the dire situation saying, “At the moment we can cover our 

costs, but without more tariff increases, none of the companies can afford to invest in the system. This 

situation cannot last forever (Haselipa et al., 2005).” The manager is probably correct in saying that the 

situation cannot last forever, but it has lasted much longer than many thought. Policy responses by the 

Argentine government have been half-hearted and refuse to recognize the gravity of the situation. 

According to the Oil and Gas Journal, policy responses so far are “not meaningful” (Changing oil and gas 

fiscal and regulatory regimes in Latin America, 2007).  

Price Regulation – Brazil  

In Brazil, electricity prices are more than sufficient to motivate investment in the energy sector. The 

country was able to escape its own economic crisis and currency devaluation in 1999 without freezing 

energy tariffs. In fact, between January 1995 and October 2001 electricity prices for residential 

consumers rose 30% above inflation. The 70% currency devaluation in 1999 contributed to these price 

increases. Notably, Brazil’s electricity reform in the mid-1990s used the financial costs of new projects as 

a basis for tariff calculation (rather than the costs of already amortized hydro plants). This pricing 

structure ensured the economic viability of new electricity projects (Goldemberg et al., ND). Brazil does 

have a social tariff that allows low-income families with low energy consumption to receive discounts of 

as much as 60% on power bills (Global Energy Regulation, February 2007). This cross subsidy has not 

hampered investment in energy infrastructure. Current power project auctions are beating by far the 
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capped tender prices. For example, in the recent auction of the Santo Antonio hydropower project (the 

first of two projects that make up the Madeira hydropower scheme) the winning consortium beat the 

capped tender price by 35%.  

Regulatory Framework – Brazil  

Regulatory certainty is extremely important if a government hopes to motivate investment, be it 

domestic or foreign, private or public. This is especially true of investment in the energy and electricity 

sectors, which is capital intensive and has long construction and pay-back periods. A major factor in 

attracting investment to Brazil has been that its energy policy and fiscal regime have been stable since 

Cardoso, who assumed the presidency in 1995. In December 1996 Brazil’s federal energy regulator, 

Agência Nacional de Energia Elétrica (ANEEL), was created with, among other responsibilities, the 

following important mandate (Roundtable on concessions, 2006):  

[A] view to fostering effective competition among the agents and preventing the 

economic concentration of electricity services and related activities, establishing 

constraints, limits or conditions for corporations, corporate groups and 

shareholders in terms of obtaining and transferring concessions, permissions and 

authorizations, as well as monopolies and doing business among themselves. 

ANEEL’s role in fostering competition strengthens the federal constitution, the Auctions and Public 

Contracts Law, and the Concessions law, which together require that the private sector can only provide 

infrastructure services through concessions preceded by public auctions; this applies to the federal, 

state and municipal levels, in all infrastructure sectors. The responsibility for awarding concessions in 

the generation and transmission segments lies with the federal government, while responsibility for 

distribution concessions lies with the states. However, ANEEL maintains regulatory authority over all 

segments (Roundtable on concessions, 2006). Having a single regulatory body over the entire electricity 
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sector creates efficiency in policy setting and allows for coordination in planning, leading to regulatory 

consistency.  

Brazil’s regulatory regime is not perfect, which was made painfully obvious during the energy crisis of 

2001 when Brazil imposed power rationing. However, the country’s handling of the crisis is considered 

as an international best practice (Implementing Power Rationing in a Sensible Way, 2005) and the 

government continues to modify the regulatory regime to deal with its faults. In March 2004 Brazil’s 

congress approved a new institutional regulatory model designed to further promote competition and 

investment. The reform does not seriously weaken ANEEL but does give a more important role to the 

Ministry of Mines and Energy (Ministério de Minas e Energia, MME) in conducting technical and 

economic analysis regarding the expansion of the electricity supply and in monitoring the balance of 

supply and demand on a five-year horizon (Brazil Country Report, 2006). This reform was important – 

the 1997 reforms resulted in increased additions to generating capacity, but were complex and required 

good orchestration among the multiple (some new) players (Implementing Power Rationing in a Sensible 

Way, 2005). The 2004 reform seems to address the coordination fault by imbuing the MME with 

important analysis, monitoring, planning, and coordination responsibilities.  

Regulatory Framework – Argentina  

Argentina’s regulatory framework is inadequate. The national electricity regulator (Ente Nacional 

Regulador de la Electricidad, ENRE) was established in 1991 as part of the country’s privatization drive. 

The primary problem with the agency is that it only regulates transmission at the national level and 

distribution in the greater Buenos Aires area, while distribution in the provinces is regulated by the 

provincial governments (Rocha et al., 2007). It is broadly agreed that uniting the regulatory regime 

under a single entity, with a competent staff, would improve markedly regulatory coordination and 
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consistency and would help motivate private investment. Further, the current regime does not 

adequately incentivize investment in gas and electricity transportation.  

RECENT ATTEMPTS AT REFORM 

Currently, the governments of both Argentina and Brazil are aware of the problems noted above and are 

attempting to address them to stave off energy shortages and ensure the uninhibited growth of their 

economies. Consistent with the last five years, Brazil is having much more success. Argentina is reluctant 

to give up its fixed tariffs and therefore cannot begin to think about more sophisticated regulatory 

reform and ERR investment continues to steer clear of the country. Brazil, with an energy sector that is 

increasingly profitable for investors, has been able to focus on tweaking the regulatory system to 

enhance the sector’s efficiency.  

Reform Attempts – Argentina 

Given Argentina’s recent failure to attract investment, one might think that alarms would be sounding in 

the Casa Rosada and the Argentine government would do everything in its power to redirect the energy 

sector towards market-oriented policies. However, reforms that favor ERR investors struggle against 

privatization’s bad name in Argentina – ex-president Néstor Kirchner criticizes the way in which the 

1990s privatization of public services was carried out, saying that rather than invest in their industries, 

the mostly foreign-owned firms made exorbitant profits through financial speculation. This may be true 

for certain sectors, but the privatization of the energy sector was generally considered a success. 

Argentina went from an energy importer to an exporter of oil, gas and electricity and the price of 

electricity fell by more than half between 1992 and 2001 (The Laws of Economics Bite Back, 2004). 

Argentina ranked eighth in attracting private investments to the power sector between 1990 and 2003 
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(behind Brazil, who ranked first, and six Asian countries) (Implementing Power Rationing in a Sensible 

Way, 2005).  

Argentina has proven its potential to attract capital, particularly to the energy sector. However, political 

economy factors restrain the country’s ability to address the frozen gas and energy prices and regulatory 

uncertainty, the main drivers of inadequate investment in energy infrastructure. Firstly, the Kirchners’ 

(ex-president Néstor and current president Cristina Fernández) politics is a populist one whose support 

relies on the lower and middle-class urban and suburban workers, precisely the groups benefiting from 

the frozen tariffs. The couple’s hope to tag team the presidency makes them averse to any reform that 

may damage support among this base. Secondly, vigorous growth in Argentina in recent years has 

increased the potential for inflation. Some private economists have estimated that current inflation is as 

high as 20%. These inflationary pressures make the government even more reluctant to raise energy 

tariffs, an act that would push inflation higher (Barrionuevo, 2007). Thirdly, the Argentine economy 

relies heavily on low-value-added primary products, much more so than Brazil.  For example, 

manufactures represented just 32% of export earnings in 2006 with primary products, fuel and energy, 

and processed agricultural products making up the balance (EIU Country Report, Argentina, March 

2008). In Brazil manufactures represented 57% of export earnings in 2006, with semi-manufacturers 

constituting another 14% (EIU Country Report, Brazil, March 2008). (See Figures 2 and 3 in the Appendix 

for structure of export earnings in Brazil and Argentina.) Part of the rationale for maintaining such 

generous energy subsidies in Argentina is to help the country’s industrial sector develop. Finally, 

subsidies have increasingly hurt the country’s fiscal situation and are partially responsible for the 

increase of export taxes on agricultural products. This increase has only made more complicated the 

political economy scenario as it sparked protests and remains an unresolved issue.  
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Given these complex political economy considerations, it is not surprising progress on reform of the 

energy sector has been slow. At times it appears that Argentina is moving backward in terms of 

promoting ERR investment. In exploration and production the government only gives fiscal incentives to 

companies that associate with Energía Argentina S.A. (ENARSA), the state energy company. As ENARSA 

was only created in 2004, it lacks both financial resources and technical expertise, meaning investors 

must carry it through the exploration phase (Changing oil and gas fiscal and regulatory regimes in Latin 

America, 2007). There is evidence that Argentina is making decisions about which companies with which 

to do business based on political rather than economic determinants. The government has been 

partnering with Petróleos de Venezuela, S.A. (PDVSA) (O’Keefe, 2007), the Venezuelan state-owned oil 

company, and recently signed an agreement with Ecuador to promote the participation of state-owned 

companies in the development of generation projects (Global Energy Regulation, December 2007). 

Political stances towards the energy sectors in both Ecuador and Venezuela have been similarly populist 

and nationalistic, with similar negative effects on investment. The Argentine government did in fact 

recently motivate investment by Repsol YPF, the private company that was formed when Spain’s Repsol 

took over Argentina’s state-owned YPF in 1999, but only after threatening to revoke underinvested 

concessions (O’Keefe, 2007). Rather than attracting funds to the energy sector by making investment 

economically attractive, the government has resorted to political coercion.  

Argentina’s most recent attempts to address impending shortages are increasingly interventionist and 

show no realization of the gravity of the situation and the need to return to market-oriented policies. In 

early January 2008 the government introduced a ban on fuel exports in an attempt to reverse the 10 to 

15% price hikes introduced by oil companies since October 2007. The president of Shell, which initially 

resisted reducing prices but gave in as its market share decreased, warned that lowering prices will only 

cause an expansion of demand, increasing the likelihood of fuel shortages. This warning earned Shell a 
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visit from the government’s general notary asking the company’s president to rectify his statement (EIU 

Country Report, Argentina, March 2008). This coercive tactic is consistent with the government’s recent 

history of bullying the private sector.  

The government’s proposal in March 2008 to deal specifically with the gas and electricity crisis is a 

significant step backward. The proposal increases the natural gas export tax to 100% when the 

international price exceeds a domestic reference price. When international prices are lower than 

domestic prices exports will be taxed at 45%. This modification should eliminate exports as long as 

international prices are higher than domestic prices and maintains a hefty tax on exports even when it 

does make sense for companies to export gas. This will only further reduce profits for gas production 

companies and diminish any incentive they would have to invest. Another element of the proposal, the 

Gas Plus Plan, theoretically exempts new gas fields developed by private companies from the tariff 

controls that exist for current fields. This seems like a level-headed attempt to attract investment while 

hanging on to the price controls. However, the wording of the plan is sufficiently ambiguous to make 

companies nervous that the government will once again intervene and implement price controls. The 

proposal does not increase electricity tariffs. In addition to this formal proposal, the government has 

approached Venezuela about the possibility of a fuel for food deal (Argentina economy: Energy 

insecurity, 2008). It is painfully obvious from its latest proposal and other recent actions that the 

government has no intention of implementing more market-oriented policies, which would be the only 

way to catalyze ERR investment. Instead the government continues to rely on political coercion and 

alliances with politically-aligned countries in the region facing complimentary shortages.  
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Reform Attempts – Brazil  

Brazil too faces numerous political economy challenges to reform, but lately has had surprising success 

in reforming its energy sector. One explanation is that Brazil’s current macroeconomic situation is fairly 

stable and promising, especially in comparison to the 1980s and 1990s. Inflation is relatively low and the 

central bank shows commitment to limiting inflation to its target range of 4.5%, plus or minus 2 

percentage points. It is all but certain that the central bank will raise interest rates one-quarter or one-

half a percentage point in their April 2008 meeting to combat consumer prices that climbed almost 0.5% 

in March 2008 for the second month in a row (Brazil Inflation Quickens More Than Expected on Food, 

2008). Regarding fiscal policy Brazil’s situation is stable and improving. Despite the non-renewal of the 

financial transactions tax (Contribuição Provisória sobre Movimentação Financeira – CPMF), analysts 

predict that spending cuts and growing revenue, due to strong domestic demand, increasing export 

earnings, and growing formalization will cause primary surplus to fall only slightly to 2.9% by 2009. This 

implies a continued decline in the net public debt-to-GDP ratio and an overall macroeconomic 

strengthening (EIU Country Report, Brazil, March 2008).  

Given a better macroeconomic scenario and market-based gas and electricity rates, Brazil has been able 

to continue its reform of the energy sector to promote ERR investment. In March 2008 Brazil’s congress 

approved a law that reforms Eletrobras, the state-owned power company that controls 55% of 

electricity generation, in much the same way Petrobras was reformed in the 1990s. The law allows 

Eletrobras to form joint ventures with private companies, giving it more flexibility and moving it one 

step closer to its goal of a listing on the New York Stock Exchange (Rockmann, 2008). With regard to gas 

sector regulation, Brazil is implementing the same competition and ERR investment-inducing legal 

framework that it did with electricity. The new framework, which has been discussed since 2005 and 

should soon make it through congress, establishes that natural gas transportation be awarded based on 
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publicly auctioned concession contracts and has mechanisms to de-verticalize the sector (Roundtable on 

Energy Security and Competition Policy, 2007). The goal of the legislation is to break the effective 

monopoly on natural gas exploration and production held by Petrobras (DeShazo et al., 2007).  

Despite these successes, Brazil’s tradition of political power struggles between the federal and provincial 

governments still limits the possibility of reform. In keeping with the country’s move towards 

privatization of the electricity sector, the government of São Paulo intended to auction off Companhia 

Energética de São Paulo (CESP), the state-owned energy group that is the third largest generator in 

Brazil, accounting for 10% of generation. However in March 2008 the privatization was cancelled. The 

government feared it would get a lower-than-desired price for the company because, in addition to the 

weakness in the global credit markets and a dip in commodity prices, legal and regulatory uncertainty 

persisted. Licenses to operate two of the company’s hydroelectric plants, which account for 67% of 

output, will expire in 2015. Licenses have already been renewed once and a law does not allow them to 

be renewed a second time. Amending this law should be a simple matter but is complicated by differing 

political allegiances between the heads of the São Paulo and federal governments. The governor of São 

Paulo is a member of the PSDB political party, which is part of the opposition to President Lula’s 

governing coalition. As a result, the federal government has dragged its feet in resolving this outstanding 

regulatory issue with the state of São Paulo (Rumsey, 2008). This example demonstrates that despite a 

rash of successes regarding reform of the energy sector, Brazil’s notorious bureaucratic infighting still 

threatens consolidation of the reforms.  
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CONCLUSION – THE WAY FORWARD 

Argentina 

Argentina’s interventionist policies with regard to energy tariffs and inadequate reform of the country’s 

regulatory structure has led to underinvestment in energy infrastructure, which is almost certain to lead 

to energy shortages and gas and electricity rationing. Despite formidable GDP growth, the country is in a 

serious mess and there is no easy way out. If the government removes the subsidies, increased inflation 

(which is already dangerously high) is a likely consequence. The result could be social unrest and 

damage to the popularity of the current government. Maintaining the subsidies intact contributes to a 

deteriorating fiscal situation and requires large export taxes on energy and agricultural production. 

Taxing energy exports hurts producers and lowers their incentive for investment, and makes Argentina 

unpopular with neighboring countries. Taxing agricultural exports stifles the expansion of that sector 

and angers producers, which has and may continue to cause social unrest.  

The government has resorted to political intimidation to stimulate investment. This tactic may avert a 

crisis in the short run, but only increases the certainty of crisis in the long run. The only hope the 

Kirchners have to resolve this precarious situation, stay in power, and minimize the long term damage to 

the nation’s economy is to take resolute action, and do so immediately. The government must raise gas 

and electricity prices and reduce export taxes on energy and agriculture – these measures can be 

phased in, but they must start now. (Regulatory reform can be implemented once these measures are in 

place.) These reforms will damage the couple’s political support, especially among its base, but will 

motivate investment in the sector and settle the dispute with agriculture. Inflationary pressure will 

result from the removal of price controls and export tariffs, but this will abate in the medium term as 

increased energy sector investment reduces the gas and electricity costs and increased agricultural 
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productivity reduces food costs.  The reforms will cause some pain for Argentineans in the short term, 

which is why the Kirchners must implement these reforms now if they hope to stay in power. The short 

term pain will be forgotten by the next election if the economy continues to grow and inflation is tamed. 

If no action is taken, a much deeper pain will be felt from inevitable gas and electricity rationing; a pain 

that will likely be fresh in the minds of voters next time they go to the polls.  

Given the Kirchner’s recent record, it is unlikely that any of the above measures will be taken. Most 

probably, the administration will continue to employ heterodox policies, engage in private sector 

bullying, and establish alliances with politically-aligned countries facing complementary shortages. 

These actions will guarantee the necessity of gas and power rationing, which is likely to lead to reduced 

industrial production, slower GDP growth, a crisis of public confidence in the administration and maybe 

protests, riots, and the removal of the Kirchners from power at the next election, if not before. Any 

forecast other than this pessimistic one is hard to defend; the Argentineans have proved themselves 

capable in the past of driving their economy right over the crisis cliff without so much as tapping the 

brake pedal. 

Brazil  

For Brazil the road ahead is much rosier. In recent years the government has managed to avoid costly 

energy subsidies and has been diligently improving its regulatory framework. It was very important to 

pass the Eletrobras reform prior to the run-up to the federal elections at the end of 2009. It is equally 

important that the government pass the reforms currently being debated that will break the near 

monopoly on natural gas exploration and production held by Petrobras before the election season heats 

up. At the moment, it seems like the only thing that could derail Brazil in its dash away from the threat 

of energy shortages would be a perfect storm of external and natural events, much like the situation 
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that caused energy rationing in 2001. If there is a curtailment of natural gas imports from Bolivia, 

combined with consecutive extraordinarily hot summers and cold winters, prior to the completion of 

natural gas terminals in 2010, the country could face rationing. However, the combination of events that 

led to rationing in 2001 was building for at least four years. Brazil’s conscientious management of its 

energy sector since then has motivated ERR investment. This investment has led to steadily increasing 

capacity in the electricity sector, ensuring that before another four-year storm can brew into a tempest, 

the country’s electricity sector will be ready to weather the, well, storm. 
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APPENDIX 

Figure 1 

A comparison of the Return on Capital and Weighted Average Cost of Capital as presented in Rocha et 

al. (2007).  

 

 

Figure 2 

 

Source: Country Report, Argentina. (2008). Economist Intelligence Unit. March.
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APPENDIX (continued) 

Figure 3 

 

Source: Country Report, Brazil. (2008). Economist Intelligence Unit. March. 
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