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Abstract

Since 1990’s, the economies of Latin America and the Caribbean implemented a series of structural reforms and took a new direction in terms of economic policy. At first, the liberalization measures were primarily focused on national financial markets and the initial opening-up of trade, but they were soon extended to include the swift liberalization of external capital flows, and some countries embarked upon intensive privatization process. These reforms generated increases in foreign trade and higher foreign direct investment (FDI).

In this scope, reforms to improve and extend infrastructure services have also been fueled by the realization that infrastructure levels and quality have a huge effect on economic growth and the reduction of poverty. Infrastructure services are critical to the production and provision of goods and services and significantly affect an economy’s productivity, costs, and competitiveness. By infrastructure we mean a range of public utilities, including electricity; water supply and sanitation; telecommunications; airport, railway, and port services.

After the reforms were implemented and the governments testified the benefits of private as opposed to state ownerships of industries, there are still some doubts about whether the treatment to FDI is good enough or not . The purpose of this paper is to examine regulatory treatment of FDI in the Latin American Countries. We attempt to answer the above question based on the evidence showed in the International Centre for Settlement of Investment Disputes (ICSID), which provide an opportunity to analyze why in Latin America the political risk is higher than in other economies and the consequences in the effort to attract FDI.





Infrastructure


Infrastructure services—electricity, water and sanitation, telecommunications, roads, railroads, ports, and airports—are decisive to the operation and efficiency of a modern economy. They begin as critical inputs in the provision of goods and services and significantly affect the productivity, cost, and competitiveness of the economy and the alleviation of poverty. Poor infrastructure services often limit competitiveness in other markets. Policy decisions concerning their provision and sector development have ramifications in many economic sectors. 

In most developing and industrial countries, infrastructure services have usually been provided by government enterprises, but in developing countries at least, these enterprises have often proven to be inefficient, unable to provide much-needed investments, and manipulated to achieve political objectives.

Private participation in infrastructure has also been driven by an urgent need for enormous investment. To improve infrastructure performance and coverage, most government enterprises would require significant new financing. However, given scarce public funds and competing needs in the social sectors, most countries have instead opted to transfer the provision of infrastructure services to the private sector. Private participation can take a variety of forms, from management contracts to concessions (also in a variety of forms; BOT, BOOT, etc) to full privatization[footnoteRef:2]. [2:  The process of reform—concessioning operations to the private sector and setting up regulatory regimes and agencies—started in the mid-1980s in the Latin American and Caribbean region. Although concessions and privatizations tend to achieve the same objectives they differ in three key respects. First, concessions do not involve the sale or transfer of ownership of physical assets, only of the right to use the assets and to operate the enterprise. Second, concession contracts are for a limited period—usually 15–30 years, depending on the context and sector. Finally, the government, as owner of the assets, retains much closer involvement and oversight in concessions.
These differences have a number of implications, but perhaps the most important is that the concessionaire’s only asset is the right to revenue— the cash flow—from customers for the life of the concession. Moreover, that asset’s value is uncertain because of natural variations in demand and tariffs and because of the possibility of early contract termination by the government. (Nearly every concession contract contains a clause granting the government the right to cancel the concession under certain conditions, with or without some agreement on compensation for such action.) But that revenue is the only asset an operator can pledge against a loan: no land, plants, or machinery can be pledged because all physical assets remain state property. In the event of early contract termination, lenders often have no rights to revenue generated during the remainder of the original concession. These shortcomings, intrinsic to concessions, increase risks, raise capital costs, and affect financing terms. But perhaps the biggest problem with concessions has been the high incidence of contract renegotiation shortly after their award—often undermining the competitive auction allocation process, consumer welfare, and sector performance; increasing public opposition to private participation in infrastructure; and compromising the credibility of the reform program.
 
] 




Foreign Direct Investment


When speaking of the international movement of capital, we need to distinguish two types of capital movements: foreign direct investment (FDI) and foreign portfolio investment. FDI refers to a movement of capital that involves ownership and control. Domestic legislation will define what we should understand by ownership and control. Foreign portfolio investment does not involve ownership or control but the flow of what economist call “financial capital” rather than “real capital”.

In the case of infrastructure services we talk about FDI, because of the sunk cost that every project needs (costs that cannot easily be recouped or salvaged if the economic atmosphere deteriorates).  In this sense, a government establishes regulations to attract FDI as a source of capital.
 
Standard tactics to attract FDI include the extension of tax holidays, exemptions from import duties, and the offer of direct subsidies. However, some important determinant of FDI is the Policy Framework (economic, political and social stability, rules regarding entry and operations, standards of treatment of foreign affiliates, policies on functioning and structure of markets, International agreements on FDI, Privatization Policy, Trade policies and coherence of FDI and trade policies and Tax policy).

However, in this paper we suggest that be part of international agreements are essential tools of a countries’ FDI policy. Bilateral Investment Agreements, Free Trade Areas, or be part of international forums like the Multilateral Investment Guarantee Agency (MIGA)[footnoteRef:3]  or the ISCID facilitate the flows of FDI into developing countries. [3:  MIGA insurance private investors when they invest in developing countries. The foreign investment is insurance against political risk in the host country. The political risk could be restrict the convertibility of local currency into an external currency, and interference or neglecting the contract or the agreement between the foreign investor and the government, loss of assets because of expropriation or nationalization, or damages on the assets because of violence caused by civil war, coup or revolution. ] 




Balancing the Regulatory Risk. The Role of the International Centre for Settlement of Investment Disputes


Governments are unwilling to abdicate control over key sectors of the economy by privatizing parts of their infrastructure. This is even more of a concern where foreign ownership is implicated. Foreign−owned utilities are a highly clear target for political discontent. Most governments do not have a strong record of regulating private industries, because the public sector has been so dominant. Therefore, there is insufficient understanding that regulation can be as effective as direct ownership for control purposes while also producing gains in efficiency. This government concern manifests itself in several ways, such as rules prohibiting private entry into certain sectors, limiting it to minority stakes, or imposing restrictions on foreign ownership.

However, in Latin America concessions and privatizations have done, and now regulations serve both to protect investors from arbitrary and politically motivated intervention from the government and to protect users from the abuse of the monopoly or dominant position of the new private operators.

Regarding to investors, the need for that protection arises because, as we said, investments in infrastructure are sunk costs. These high sunk costs may tempt governments to act opportunistically, taking regulatory actions that expropriate the available quasi-rents once costs are sunk. Examples of those regulatory actions are: compulsory or unilateral renegotiations of agreed-upon contract terms, for example, is usual that in the case of water concessions, because governments usually have exclusive jurisdiction over them, they seek to secure popular support during a reelection campaign  by cutting tariffs or not honoring agreed-upon tariff increases. Another example is a new administration deciding not to honor tariff increases agreed to in a concession contract granted by a previous administration or pursuing different priorities than the previous administration and so requesting a different action plan[footnoteRef:4]. Finally, in many developing countries, investors quickly come to the realization that a general invitation by senior government officials to participate in infrastructure projects does not at all reflect the opinion of many parts of government. We have to remember that, governments tend to be composed by numerous interest groups with different motivations and ambitions. Their views about private participation in infrastructure are twisted by the narrower objectives of their particular tasks.  [4:  In 1991, the Venezuelan government privatized 51 percent of its state owned telecommunications carrier CANTV for US$1.9 billion to a consortium led by GTE and AT & T. The consortium received a 35−year concession with a 9−year exclusivity period on fixed−wire operations. In return, the company was required to provide 3 million new lines by the year 2000, improve the service, install 53,000 new payphones, and pay 5.5 percent of revenues as an annual concession fee. The company was also allowed to raise tariffs with inflation, while periodic tariff changes would be determined based on price cap regulations.
The next election, however, brought to power a new government that was highly critical of the previous government's privatization policies. The new government refused or delayed automatic adjustments of tariffs to inflation. In 1994, the government imposed exchange controls, preventing the company from buying hard currency to service its debt and there by requiring a debt restructuring with about 40 foreign creditors. This led the company to reduce its capital expenditure program by 40 percent, after $2.4 billion had been invested in the first four years following privatization. In 1998, the government threatened to license new competitors prior to the end of the nine−year exclusivity period. In March 1999, the government furthermore imposed a three month freeze on basic residential tariffs, despite existing contractual arrangements stipulating that tariffs are allowed to rise with inflation.] 


Given those examples, investors are discouraged when they understand that this risk exists, unless the issue is properly addressed or unless an additional premium is required. The possibility of regulatory risk is a serious factor that affects levels of investment, costs of capital, and tariffs, because additional premiums are required to cover the risk, moreover when the profitability of a project is critically dependent upon the future environment for the private enterprise. In some cases, investors will want exclusivity periods that will allow them to recover their initial investment, and the government will have to determine whether such measure is warranted. It is clear that investors are looking for a credible and stable regulation, transparent rules and safeguards are necessary to limit the governments’ opportunism.

In Latin America, excluding the telecommunications sector (which is far less subject to renegotiation, mostly because of the sector’s higher competitiveness and availability of potential new entrants, and which was privatized rather than concessioned), more than 41 percent of infrastructure concessions have been renegotiated.

Disputes among the operator, regulator, and government are standard and bound to arise under any contractual agreement. To reduce the regulatory risk induced by uncertainty on resolution of disputes, an arbitration mechanism that all parties perceived to be neutral and independent should be used. 

In this sense, and since governments cannot protect their citizens when they invest abroad (diplomatic protection is not applicable), nowadays, the ICSID plays an important role in the field of international investment and economic development and is considered to be the leading international arbitration institution dedicated to investor-State dispute settlement.

ICSID is an independent international organization established under the Convention on the Settlement of Investment Disputes between States and Nationals of Other States. The Convention is a multilateral treaty formulated by the Executive Directors of the International Bank for Reconstruction and Development (the World Bank). It was opened for signature on March 18, 1965 and entered into force on October 14, 1966. At June 30, 2007, 156 States have signed the Convention. However, On May 2, 2007, the World Bank received a written notice of denunciation of the ICSID Convention from the Republic of Bolivia[footnoteRef:5]. [5:  The denunciation will take effect six months after the receipt of the notice, i.e., on November 3, 2007.] 


The main purpose of ICSID is to supply facilities for conciliation and arbitration of international investment disputes related to non-commercial risks. 

On 2007 the number of ICSID cases administered reached one hundred and thirty. The growth of the caseload continued to be driven by treaty-based arbitration proceedings. About half of the one hundred and thirty cases administered by ICSID involved countries from Latin and Central America[footnoteRef:6]. Twenty percent of the cases involved respondent States from the Eastern Europe and Central Asia region. Eleven percent of the cases involved countries located in sub-Saharan Africa. The remaining cases were, as in previous years, almost evenly divided among countries in North America, in the Middle East and North Africa and in East Asia and the Pacific. About half of the cases concerned projects in the mining, power generation and public utility sectors of the economy[footnoteRef:7]. [6:  Argentine has 34 cases : Compañía de Aguas del Aconquija S.A. and Vivendi Universal S.A. v. Argentine Republic (Case No. ARB/97/3),  Enron Corporation and Ponderosa Assets, L.P. v. Argentine Republic (Case No. ARB/01/3), CMS Gas Transmission Company v. Argentine Republic (Case No. ARB/01/8),  Azurix Corp. v. Argentine Republic (Case No. ARB/01/12), LG&E Energy Corp., LG&E Capital Corp. and LG&E International Inc. v. Argentine Republic (Case No. ARB/02/1), Siemens A.G. v. Argentine Republic (Case No. ARB/02/8), Sempra Energy International v. Argentine Republic (Case No. ARB/02/16),  AES Corporation v. Argentine Republic (Case No. ARB/02/17),  Camuzzi International S.A. v. Argentine Republic (Case No. ARB/03/2),  Camuzzi International S.A. v. Argentine Republic (Case No. ARB/03/7),  Metalpar S.A. and Buen Aire S.A. v. Argentine Republic (Case No. ARB/03/5), Continental Casualty Company v. Argentine Republic (Case No. ARB/03/9),  Gas Natural SDG, S.A. v. Argentine Republic (Case No. ARB/03/10),  El Paso Energy International Company v. Argentine Republic (Case No. ARB/03/15),  Pan American Energy LLC and BP Argentina Exploration Company v. Argentine Republic (Case No. ARB/03/13),  Suez, Sociedad General de Aguas de Barcelona, S.A. and Interagua Servicios Integrales de Agua, S.A. v. Argentine Republic (Case No. ARB/03/17),  Aguas Cordobesas, S.A., Suez, and Sociedad General de Aguas de Barcelona, S.A. v. Argentine Republic (Case No. ARB/03/18), Telefónica S.A. v. Argentine Republic (Case No. ARB/03/20), Enersis, S.A. and others v. Argentine Republic (Case No. ARB/03/21),  Suez, Sociedad General de Aguas de Barcelona, S.A. and Vivendi Universal, S.A. v. Argentine Republic (Case No. ARB/03/19),  Electricidad Argentina S.A. and EDF International S.A. v. Argentine Republic (Case No. ARB/03/22), EDF International S.A., SAUR International S.A. and Léon Participaciones Argentinas S.A. v. Argentine Republic (Case No. ARB/03/23), Unisys Corporation v. Argentine Republic (Case No. ARB/03/27),  Azurix Corp. v. Argentine Republic (Case No. ARB/03/30),  SAUR International v. Argentine Republic (Case No. ARB/04/4), Total S.A. v. Argentine Republic (Case No. ARB/04/1), BP America Production Company and others v. Argentine Republic (Case No. ARB/04/8),  CIT Group Inc. v. Argentine Republic (Case No. ARB/04/9), Wintershall Aktiengesellschaft v. Argentine Republic (Case No. ARB/04/14), Mobil Exploration and Development Inc. Suc. Argentina and Mobil Argentina S.A. v. Argentine Republic (Case No. ARB/04/16), RGA Reinsurance Company v. Argentine Republic (Case No. ARB/04/20) , Daimler Chrysler Services AG v. Argentine Republic (Case No. ARB/05/1), Compañía General de Electricidad S.A. and CGE Argentina S.A. v. Argentine Republic (Case No. ARB/05/2), TSA Spectrum de Argentina, S.A. v. Argentine Republic (Case No. ARB/05/5), Asset Recovery Trust S.A. v. Argentine Republic (Case No. ARB/05/11).
Ecuador has 07 cases: Repsol YPF Ecuador S.A. v. Empresa Estatal Petroleos del Ecuador (Petroecuador) (Case No. ARB/01/10), Duke Energy Electroquil Partners and Electroquil S.A. v. Republic of Ecuador (Case No. ARB/04/19), Empresa Eléctrica del Ecuador, Inc. (EMELEC) v. Republic of Ecuador (Case No. ARB/05/9), Noble Energy Inc. and Machala Power Cía. Ltd. v. Republic of Ecuador and Consejo Nacional de  Electricidad (Case No. ARB/05/12), Técnicas Reunidas, S.A. and Eurocontrol, S.A. v. Republic of Ecuador (Case No. ARB/06/17), City Oriente Limited v. Republic of Ecuador and Empresa Estatal Petróleos del Ecuador (Petroecuador) (Case No. ARB/06/21), M.C.I. Power Group, L.C. and New Turbine, Inc. v. Republic of Ecuador, Occidental Petroleum Corporation and Occidental Exploration and Production Company v. Republic of Ecuador (Case No. ARB/06/11).
Mexico has 07 cases: Fireman's Fund Insurance Company v. United Mexican States (Case No. ARB(AF)/02/1), Corn Products International, Inc. v. United Mexican States (Case No. ARB(AF)/04/1), Talsud, S.A. v. United Mexican States (Case No. ARB(AF)/04/4), Archer Daniels Midlands Company and Tate and Lyle Ingredients Americas, Inc. v. United Mexican States (Case No. ARB(AF)/04/5), Gemplus, S.A., SLP, S.A. and Gemplus Industrial, S.A. de C.V. v. United Mexican States (Case No. ARB(AF)/04/3), Bayview Irrigation District and others v. United Mexican States (Case No. ARB(AF)/05/1), Cargill, Incorporated v. United Mexican States (Case No. ARB(AF)/05/2).
Venezuela has 04 cases: Vannessa Ventures Ltd. v. Bolivarian Republic of Venezuela (Case No. ARB(AF)/04/6), I&I Beheer B.V. v. Bolivarian Republic of Venezuela (Case No. ARB/05/4), Vestey Group Ltd v. Bolivarian Republic of Venezuela (Case No. ARB/06/4), Eni Dación B.V. v. Bolivarian Republic of Venezuela (Case No. ARB/07/4). 
Peru has 04 cases: Empresas Lucchetti, S.A. and Lucchetti Peru, S.A. v. Republic of Peru (Case No. ARB/03/4), Duke Energy International Peru Investments No. 1 Ltd v. Republic of Peru (Case No. ARB/03/28), Aguaytia Energy, LLC v. Republic of Peru (Case No. ARB/06/13), Tza Yap Shum v. Republic of Peru.  
Chile has 03 cases: Víctor Pey Casado and President Allende Foundation v. Republic of Chile (Case No. ARB/98/2), MTD Equity Sdn. Bhd. and MTD Chile S.A. v. Republic of Chile (Case No. ARB/01/7), Sociedad Anónima Eduardo Vieira v. Republic of Chile (Case No. ARB/04/7). 
El Salvador has 1 case: Inceysa, Vallisoletana S.L. v. Republic of El Salvador (Case No. ARB/03/26), Bolivia has 1 case: Quimica e Industrial del Borax Ltda.and others v. Republic of Bolivia (Case No. ARB/06/2), Nicaragua has 1 case, Shell Brands International AG and Shell Nicaragua S.A. v. Republic of Nicaragua (Case No. ARB/06/14 ), Panama has 1 case, Nations Energy, Inc. and others v. Republic of Panama (Case No. ARB/06/19), Costa Rica has 1 case, Alasdair Ross Anderson and others v. Republic of Costa Rica (Case No. ARB(AF)/07/3), Bureau Veritas, Inspection, Valuation, and the Republic of Paraguay has 1 case Assessment and Control, BIVAC B.V. v. Republic of Paraguay (Case No. ARB/07/9). ]  [7:  ISCID Annual Report, 2007. Pag 11.] 


This data shows that in most Latin American Economies the regulatory risk is real. There is a problem related to the coherence of the FDI external policy and the government policies and be part of institutions like the ICSID is highly necessary.

Conclusions

Within the continuing global and especially Asian demand for natural resources, Latin America will still be a recipient of FDI, even when the focus is still natural resources. 

In this sense, by 2007, hydrocarbons and especially mining have been among the major sources of investment in many countries. Brazil and Chile have benefitted the most from investment in mining. However, even Mexico and certain Central American countries, which have not traditionally been major recipients of natural-resource-seeking investment, have more recently become important destinations for such flows. Colombia has been the rising star of investment in hydrocarbons, which accounted for approximately 40% of its total inflows in 2007. Steel was one of the main sectors of investment in Argentina, Brazil and Mexico. 

General guarantees regarding FDI should be issued by the host government against any changes in legislation, regulation and administrative practices that might result in changes to the operating environment. 

Concerning to the design of the concession contracts, those should be awarded competitively and designed to avoid ambiguities as much as possible. Contracts should clearly define the treatment of assets, evaluation of investments, outcome indicators, procedures and guidelines to adjust and review tariffs, and criteria and penalties for early termination of concession and procedures for resolution of conflicts. They should contain clauses committing governments’ o a policy of no renegotiation except in the case of well-defined triggers. Concession contracts should provide for significant compensation to operators in the event of unilateral changes to the contract by the government, including penalties.

But, besides all the risk that could be balance in the concession contracts, generally be part of International organizations such MIGA or ICSID are important and relevant factors to ensure a proper treatment to investors. In the case of the ICSID, since this institution provides direct access to foreign private investors from a signatory host state and is an exclusive remedy to dispute resolution for such investors, it represents an easy and low cost way to solve international investment disputes between host state governments and foreign investors, and facilitate and increase the flow of FDI into developing countries. 


