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Summary

Management of the oil and gas industries in Argentina has been historically characterized by
political and economic swings of the pendulum: from periods of investor-friendly policies to phases
of government controls and market and price restrictions. Policy-making in the oil and gas sectors
can be highly politicized and vulnerable to the country’s personalized governing style, centered
on the figure of the president and the powerful governors from resource-producing provinces. In
a highly politicized context where a powerful executive calls the shots, the role of the judiciary is
typically perceived as marginal and rather ineffective.

Argentina’s political and institutional framework provides multiple opportunities for undermining
full respect for the rule of law in the oil and gas sectors. This may happen as a consequence of two
dynamics: a hyper-presidentialist style of government and the nature of the country’s system of
federalism. On the first issue, Argentina’s frequent economic and political crises in recent decades
resulted in the delegation of extraordinary powers to the executive. In a context of ample executive
authority, presidents often make unilateral policy decisions regarding the hydrocarbons sector,
or do so together with a handful of federal and provincial actors. This modus operandi typically
subverts the institutional or legal structures normally designed to establish checks and balances
among branches of government.

Argentina has a highly decentralized federal system of government in which sub-national political
dynamics play a fundamental role in defining policies at the national level. In the oil and gas
sector, every important national decision or piece of legislation adopted in recent decades has
been negotiated with the governors of producing provinces. These negotiations typically become
a bargaining platform from which governors obtain increased federal funds for their provinces in
exchange for the votes of provincial legislators in the national Congress. Hyper-presidentialism
and the nature of Argentina’s federalism create a context in which oil and gas policy decisions
result from political bargaining rather than from institutional consensus or open congressional
deliberation. This serves to weaken the rule of law, even though the decisions per se are made
within constitutionally-defined limits.

The government of President Mauricio Macri, who took office on December 10, 2015, has set
out to correct the economic and political imbalances inherited from the previous government.
This provides a unique opportunity for Argentina to revamp its oil and gas industry. Argentina has
the fourth largest shale oil and gas reserves in the world. With the right policies in place, the new
government should have no trouble in attracting new investment to restore Argentina’s lost energy
self-sufficiency and resolve ongoing shortages in the short run, and, in the long run, to restore
Argentina’s role as a regional energy exporter. Private investment will be essential to developing
Argentina’s non-conventional reserves. The right incentives need to be in place to attract them,
among them a credible justice system and reliable, long-term rules of the game. The current
environment of low international oil prices gives the Macri administration the time to design
credible, sustainable policies while addressing governance inefficiencies in the hydrocarbons sector.
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The following recommendations offer a path toward achieving those goals.

Recommendations for the Macri Administration

1. Design a clear, long-term vision for the development of the oil and gas sectors, with an agreed
upon road map and implementation plan. The vision should:

e Besupported by ample consensus among all major stakeholders;

e Define the role of the private sector, YPF, federal, and provincial governments in the
development of shale reserves;

e Include mechanisms to ensure accountability, transparency, and respect for the rule of
law, such as the Extractive Industry Transparency Initiative (EITI) global standards for open
and accountable extractive industry management;

e Assess the pros and cons of establishing a Sovereign Wealth Fund to manage future
revenue surpluses from the development of shale reserves;

e Design an outreach campaign concerning fracking aimed at building consensus and
addressing concerns.

2. Reinforce mechanisms to improve public participation and social and environmental
safeguards in the hydrocarbons sector through:

e A review of national and provincial legislation for the promotion of public participation
in the oil and gas sectors (including an assessment of the extent and effectiveness of its
implementation);

e The design of procedures or laws for including social and environmental safeguards in
shale oil and gas developments;

e The definition of mechanisms for sustained public engagement and participation in
decision making in the hydrocarbons sector, especially in shale producing regions, in
order to enhance environmental and social sustainability and transparency;

3. Create an expert commission to evaluate the performance of energy-related government
agencies overseeing private utilities and energy service providers (such as Enargas [Ente
National del Gas]). The commission will provide expert advice on mechanisms for improving
the role and effectiveness of these agencies.

4. Work closely with academic institutions, expert organizations (such as the Instituto Argentino
del Petrdleo y Gas, and major stakeholders in building consensus over issues of provincial
versus federal “domain”(dominio) over natural resources as well as state versus private devel
opment of oil and gas. The goal is to establish a solid and sustainable governance structure for
the hydrocarbons sector.
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Introduction

The development of the hydrocarbons industry in Argentina mirrors the country’s political
and economic volatility throughout its history. The oil and gas industries are not immune from
Argentina’s traditional swings of the political-economic pendulum: periods of investor-friendly
policies followed by phases of government controls and market and price restrictions. Policy
making in the oil sector can be highly politicized: it is vulnerable to the country’s personalized
governing style centered on the figure of the president and the powerful governors from resource-
producing provinces. In this context, policy decisions in the sector are difficult to predict, have
relatively short-term horizons, and are often made through parallel channels that do not always
conform to the rule of law.

Argentina is a highly decentralized federation. Sub-national governments—the provinces—are
responsible for executing national social welfare programs in their territory. However, provinces
collect few revenues locally and receive most of the funds they need from the central government.
Even hydrocarbons producing provinces, which have an additional source of revenue from royalties
for oil and gas developments, often depend on federal funds to meet their needs.! Argentina’s
system of federalism encourages this type of provincial dependency on the center, creating a kind
of “coordinated federalism” in which central government funds are disbursed in exchange for
political support.

The 2003-15 governments of Néstor Kirchner and his wife, Cristina Fernandez de Kirchner, were
the most recent manifestations of Argentina’s coordinated federalism. Decisions pertaining to
the hydrocarbons sector were made by a small number of people and included a great deal of
bargaining between the president and provincial governors. Like previous presidents, both Kirchner
and Fernandez used the extraordinary powers granted to them by Congress to make political deals
outside of the formal institutions that typically are responsible for administering the hydrocarbons
sector. Management of the sector in this way weakens the rule of law by limiting transparency
in the decision making process, reducing government accountability, and undermining formal
institutions.

This report analyzes the extent to which the rule of law is observed in Argentina with respect to
decisions in the oil and gas industries. In particular, the research focuses on how Argentina’s highly
presidentialist form of government and the workings of its federal system may directly impact
rule of law considerations. Section | provides a chronology of oil and gas industry development
in Argentina, highlighting the pendulum swings in the political economy of the sector. Section
Il explores governance issues in relation to hydrocarbons. Section Il analyzes the rule of law in
the oil and gas sectors. And Section IV gives an overview of the management of the oil and gas
industries through coordinated federalism.

t See Law 27007/2014, Hidrocarburos.
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I. Chronology of Oil and Gas Developments: The Swings of the Pendulum

Throughout the 20th century the private sector participated in
different ways in the industry (both upstream and downstream), but
always under threat of a sudden change of the rules of the game.
(Gadano, 1998)2

The development of Argentina’s oil and gas industries has been historically guided by pendulum
swings, from state controls to the opening up of the sector to private investment. Oil and gas
decisions typically alternate from one end of the spectrum to the other in a matter of years. It
is not unusual for producing countries around the world to adapt their hydrocarbons policies to
changing economic or political circumstances, due mainly to the strategic importance of the sector
and the high level of investment needed prior to production. In Argentina, however, the intensity,
frequency, and relative unpredictability of the policy changes have been very pronounced in the
decades following the 1907 discovery of oil.

From the 1930s to the 1980s

Until the  mid-1930s, private

participation in the oil industry was o :
significant, representing around half Factors' contributing to freque_’r?t policy changes
, i include: the nature of the political pact between
of production. The other half was in | YR A e A e Rt e o L R
the hands of state-owned Yacimientos |RBlelai=layelleilale el ol ias 4=l Nael e lelale M deloliatel o)A
Petroliferos Fiscales (YPF), which was | NeeJ 0l N aNelelalelglelNele]lia[o3ReTalo RisI-Hqo) (o) HIol0)slo] 4l (o
founded in 1922 (Gadano, 1998). But | R2lelulelsbign=taalelVAV R =e IR elelalllep
towards the second half of the 1930s,
nationalistic forces spread across the
hydrocarbons sector, favoring a more prominent role for YPF and the adoption of barriers to the
entry of private investors. As a result, by the 1940s Argentina passed legislation that gave YPF the
leading role in the exploration, production and commercialization of oil and oil products, making
it more difficult for private operators to compete with the increasingly powerful state- owned
company. Some private oil and gas companies sold their assets to the central government; others
lost exploration and production rights in producing provinces to YPF, which negotiated favorable
terms with local governors in exchange for monetary benefits. In some cases, private assets were
expropriated (Gadano, 2014, Chapter 9).

By the end of the 1940s, YPF had monopolistic control of oil production. A decade later, in the
1950s, a financially strained YPF—weakened by union demands and by difficulties in accessing
enough credit to carry out exploration and production activities—led the government to ease up
on its nationalization policies and again open the sector to private investment. (Gadano, 2014).2

2 Translation by the author. Original text in Spanish: A lo largo del siglo [XX] el sector privado participd de diversas formas en la industria (tanto
en el upstream como en el downstream), pero siempre bajo la amenaza de un cambio abrupto en las reglas del juego (Gadano, 1998).

3See: Gadano, (2014) for a chronology of the role of the state in Argentina’s oil industry between 1907 and 1955.
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= At the time, Argentina met close to 50 percent of its
Usjua/ly. Qe RCTleE | energy needs through imports of crude oil products and
(2UYEISE BRVESITIEIE 15 1) (E0/6aat) o coal, straining its trade balance. A new wave of private

a macroeconomic crisis or to major | I ., .
problems in the industry that call investment helped to reduce Argentina’s reliance on

V)l Lo e kel el eeaaeln || imports and  the country became  self-sufficient in
(Gadano, 2010, pp. 369-403) oil production by the beginning of the 1960s. Soon
thereafter, however, a Radical Party government once
again introduced state controls of the oil industry and cancelled private contracts. Oil production
stagnated and imports rose again, prompting the military government that took over in 1966 to
allow some private participation in the oil industry through concessions and contracts with YPF.
The decline in oil production and the increase in imports continued throughout the 1970s and
’80s, difficult decades for Argentina in political and economic terms, with intermittent military
governments and frequent economic crises.

The pendulum swings that characterized the hydrocarbons industry from the 1930s to the 1980s
coincided with what some scholars called the stop-and-go-cycles of economic development, in
reference to Argentina’s political and economic volatility and its inability to sustain long-term
economic growth and development since the “golden years” prior to the 1930s (Diamand, 1985)
(Braun & Joy, 1968) (Diamand, 1972, pp. 25-47). The factors contributing to frequent policy changes
include: the nature of the political pact between the central government and the provinces (with
the latter playing an outsized role); a long tradition of populism in national politics; and the role of
economic pragmatism, especially when crises are looming.

The 1990s: The Menem Years

In the 1990s, President Carlos Menem brought the pendulum to an extreme never experienced
before in Argentina, by adopting extensive market-oriented reforms that included the privatization
of some of the country’s flagship state-owned companies, particularly YPF. President Menem
introduced the unrestricted commercialization of oil and oil products by decree, eliminating all
constraints on foreign trade and allowing companies to freely manage the returns on their oil or
gas investments. The deregulation and privatization of the entire hydrocarbons value chain was
part of a larger economic and institutional reform process, and it took place in a context of an
extremely weak economy, with 200 percent monthly inflation, declining rates of growth, and high
unemployment.

As part of the deregulation of the oil industry, YPF was initially restructured between 1991 and 1993
and eventually privatized.* During the initial restructuring phase, YPF relinquished some upstream
areas that were put out to bid; and for its most productive blocks the company entered into joint
ventures with private operators. The joint venture contracts were later questioned for their lack of
both transparency and clear transfer mechanisms (Gerchunoff, 1992). YPF’'s downstream assets were
also privatized, including refineries, port terminals, airplanes, and transportation equipment. Initially,
up to 80 percent of YPF was privatized and the state held 20 percent of the company stock. Later
on, the state sold its share to Spanish oil company Repsol, but kept veto power over key company
decisions. In the gas sector, another state-owned company, Gas del Estado, was also privatized and
divided up into two transportation and eight gas distribution companies.

41n 1990, Decree 2778/90 established the privatization of YPF, which was ratified in 1992 by Law (Law 24,145/92).
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Following Menem’s reforms, oil and natural gas production
and reserves saw a remarkable recovery.”> Regional export
infrastructure networks were upgraded to allow for
increased trade in hydrocarbons, and Argentina became an
important exporter of natural gas, mainly to neighboring
Chile, through seven newly-built gas pipelines. Argentina
also exported lower volumes of natural gas to Brazil, Uruguay, and Bolivia. The rates of production
and the discovery of new reserves peaked during the Menem years.

The rates of production and

the discovery of new reserves
peaked during the Menem years.

The Kirchner-Fernandez Years

In the 2000s, the market friendly reforms introduced by Menem in the 1990s were history, and a
new era of strong government controls began. In 2001, Argentina went through one of the most
turbulent economic crises in its history. The fixed exchange rate convertibility system that had
anchored the peso to the U.S. dollar since 1991 ended abruptly, the Argentine peso lost some
70 percent of its value, and a weakened government had to adopt deep austerity measures. The
income of average citizens shrunk dramatically overnight, poverty and unemployment skyrocketed,
and social unrest spread throughout the country. President Fernando de la Rua, who had succeeded
Menem, resigned amidst riots, and an emergency government took office. For the energy sector,
the crisis resulted in the undoing of the liberal policies of the 1990s and the adoption of emergency
measures: foreign exchange controls and new temporary export taxes were introduced; public
utility tariffs were frozen; and dollar contracts with utility companies were converted to devalued
pesos.

The two governments that followed—Néstor Kirchner (2003-08) and his wife, Cristina Fernandez
(2008-15)—deepened the restrictive policies that had been adopted temporarily in response to
the economic collapse. But they did so under a very different economic scenario and in search of
specific political goals. After recovering from the 2001 economic crisis, Argentina saw nine years of
impressive economic growth, sustained mainly by favorable terms of trade and high international
demand for its exports, particularly in the agricultural sector: annual gross domestic product (GDP)
grew by an average rate of 8.6 percent between 2003 and 2007, and reached 9.5 percent in 2010
(CEPAL, 2000-2015).

Economic growth contributed to new government
spending and to the expansion of social transfers.
The energy sector was the largest recipient of
subsidies, with 56 percent of the total, followed
by public transportation (30 percent) and other
public services in general (14 percent) (Hornbeck,
2013). Electricity generation in particular was highly

Consumption subsidies, initially introduced
in 2001 to assist those who fell into
poverty during the 2001 economic crisis,

were greatly expanded and became a
distinguishing trait of the populist Kirchner
and Ferndndez administrations.

° Qil production went from 521,000 barrels per day (b/d) in 1990 to 917,000 b/d in 1998, and reserves increased from 1.6 billion
barrels in 1992 to 3.1 billion barrels in 2001 (EIA, 2014). Natural gas production increased from 812 billion cubic feet (Bcf) in 1990
to 1.85 Bcf in 2004, and reserves from 18 trillion cubic feet (Tcf) in 1995 to 27 Tcf in 2003 (EIA, 2014).
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subsidized. The consumption subsidies, initially introduced to assist those who fell into poverty during
the 2001 economic crisis, were greatly expanded and became a distinguishing trait of the populist
Kirchner and Fernandez administrations.

Figure 1: Energy Matrix

Natural Gas
53%

Source: Compiled by the author
with data from Instituto Argentino
del Petréleo y Gas (IAPG)

Despite the economicrecovery, domestic natural gas prices remained
controlled during the Kirchner and Ferndndez governments,
negatively impacting production, transmission, and distribution
companies in the sector (Mares, November, 2013). In response to
domestic price controls, natural gas producers diverted supplies to
the export market, but in 2011, the government tightened export
taxes and imposed new quantitative export limits to keep the
domestic market supplied. Companies were also forced to keep in
Argentina the foreign currencies generated from exports.® Faced
with an unprofitable domestic market due to price controls and
with restrictions for repatriating their earnings, companies cut
investments in exploration and production (E&P). As a result, output
declined.

Natural gas is the main component of Argentina’s energy matrix (see Figure 1). Most electricity
(61 percent) is generated from natural gas-fueled thermal power plants and more than half (52
percent) of total energy consumed comes from natural gas. On the demand side, subsidized natural
gas prices and an expanding economy led to increased natural gas consumption. This generated a
widening gap between falling production and increasing demand, resulting in the need to import
natural gas to keep the domestic market supplied (See Figure 2). By 2013, Argentina imported 396
billion cubic feet (Bcf) of natural gas, roughly a 1,300 percent increase from 2004 volumes—for
which it paid $11.4 billion (YPF, September 29, 2015).

Figure 2: Natural Gas: Production, Consumption, Imports (1999-2013)
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Source: Compiled by the Author with data from the U.S. Energy Information Administration (EIA, 2014)

6 See Executive Order 1722/2011.
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Reduced investments and aging basins led to a drastic fall of oil and natural gas reserves, as shown
in Figures 3 and 4. Natural gas, in particular, shows a spectacular decrease after the peak years
of 2000-01, when Argentina was a net exporter to other Latin American countries. Additional
explanations for the drop in natural gas reserves other than a decline in investment include:
interventionist policies that affected long-term supplies (Ricardo Ponzoa, Dynerb, Arangob, &
Larsenc, 2011); contractual disruptions in the natural gas market (Navajas, 2008); and the effects
of artificially low prices in already maturing areas (Barril & Navajas, 2014).

Natural Gas Reserves 0il Reserves
(Trillion cubic feet-Tcf) (Billion barrels)
30
3.5
25 —/—\ ;
20 2.5 \/K
2
15
15
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5 0.5
. ‘ 0 _ —
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Source: Compiled by Author with data from the Instituto Argentino Source: Compiled by Author with data from the BP Statistical Review
del Petréleo Gas (IAPG) and BP Statistical Review of World Energy,  of World Energy, June 2015.
June 2015.

In 2012, Argentina also imported small amounts of oil to produce liquid fuel and complement
falling production. Oil output was at 629,000 barrels per day (b/d) in 2014, down from 910,000
b/d in 2001 (BP, 2015). Natural gas and oil were imported at international prices and sold in the
domestic market at discounted rates.

The Final Years of the Kirchner-Fernandez Era: 2012-2015

By 2012, the economic growth that followed the 2001 economic collapse had come to a halt.
Nevertheless, the government emergency social transfers that had been adopted during the
2001 economic crisis had by now become permanent.” The high cost of those transfers during
an economic slowdown started to erode Argentina’s fiscal balance and from 2009 onward, the
budget was in deficit. Energy subsidies went up exponentially, from U$200 million in 2003 to
$17.6 billion in 2014, equivalent to 3.2 percent of GDP in 2014 (Navajas, April 30, 2015). Other
variables contributing to the fiscal deficit included price controls, increasing public employment,
and periodic wage adjustments to make up for rising inflation.

In view of the deteriorating fiscal and energy situation, the government of Cristina Fernandez
was forced to loosen some government restrictions to make the hydrocarbons sector attractive
to private investors: export controls were relaxed and very generous wellhead oil and gas price

7 Official statistics are hard to obtain, but according to non-official studies, almost 29 percent of all households and 64 percent of
those living in extreme poverty received some kind of government transfer in 2014. See: EDSA-Bicentenario (2010-2016), Observa-
torio de la Deuda Social Argentina, UCA.

According to some estimates, there were a total of 60 social programs in 2014, up from 58 in 2013. See: Hilding Olhsson, M (2014).
Las fallas de las politicas asistenciales para reducir la pobreza: Un andlisis de los planes sociales en Argentina y en la Provincia de
Buenos Aires 2013-2014.
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incentives were adopted, in what officially became the dismantling of years of controlled prices
that had keptinvestors at bay (Parks, 2014).2 The pendulum moved back again towards investor
friendly policies, although this time, the swing was not as dramatic as during the Menem years.
President Ferndndez was determined to keep full control of the oil and gas sectors while at
the same time making them attractive to investors. With that goal in mind, in 2012 Fernandez
nationalized YPF, a company that since the years of privatization under Menem had been
majority-owned by Spain’s Repsol. Subsequently, the Argentine government promoted public-
private partnerships with a re-nationalized YPF. (See page 12 and Box 2, below.) The U.S. Energy
Information Administration (EIA) had published a report in 2011 (subsequently updated in
2013) showing that Argentina held some of the world’s largest shale gas and shale oil reserves
(Energy Information Administration (EIA), April, 2011). Restoring energy self-sufficiency became
a key government goal and YPF was given the responsibility for leading the way.’

Once again, Argentina reversed the swing of the pendulum. As in the past, the change in
policy was prompted by a crisis, initially focused in the energy sector but which rapidly had
ramifications throughout the economy. In parallel, the discovery of huge shale oil and gas
reserves brought hope to a rather complex energy and economic scenario. Newly discovered
shale oil and gas reserves quickly attracted private investors to a rather disorganized and
unpredictable hydrocarbons sector.

Shale Oil and Gas to the Rescue: “God is Argentine”

Argentines have long joked that “God is Argentine,” a saying that has gained new currency with
the discovery of such huge reserves at a time of adverse economic projections overall and a
severe energy crisis. Argentina has world-class shale oil and gas potential and could possibly be
the country with the most promising shale prospects outside of the United States. ((EIA), June,
2013, pp. V-1). The hope of the outgoing Fernandez administration and the new government of
President Mauricio Macri is that the new shale reserves will resolve Argentina’s energy scarcity
and perhaps turn the country into a major producer of oil and gas.

Argentina ranks third among countries holding non-
el e el Re i il | conventional natural gas reserves and fourth among
oIRelgleRe oy eloniaarel SelleReellileN | those that have stocks of shale oil, according to the EIA
eIl R el AR IR | ((EIA), June, 2013).1° But Argentina is still in the early
les e gl RS el Ui | stages of exploration and more research is necessary
el s Pl RSl | to gather precise data regarding the actual volume of
((EIA), June, 2013, pp. V-1). the reserves and the economic feasibility of developing
them. Experts believe it could take between five to ten
years of analyses of the shale formations to determine
their real potential (Sbroivacca, August, 2013).

8See Decree 929/13: Investment Promotion and Decree 927/13: Bienes de capital comprendidos en las posiciones arancelarias.
°See Law 26741/12: Law of Hydrocarbons Sovereignty.

© Technically recoverable resources are those that present oil and natural gas volumes that could be produced with existing technology, re-
gardless of prices and costs. Economically recoverable resources are those that can be produced profitably under current market conditions,
which depends on three factors: costs of drilling and completing wells; the amount of oil and natural gas produced from an average well over
its lifetime; and the price received for the oil and gas production (Energy Information Administration (EIA), September, 2015).
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There are various challenges for turning Argentina’s non-conventional industry into a profitable
business. These include: high drilling costs per well; a steep drop in the international price of oil
that makes development of non-conventional reserves less profitable; and the need to attract
large investments—in the order of US$19 billion per year—to develop the full reserve potential
(Instituto Argentino de Petroleo y Gas (IAPG), September 2014). The bulk of the discovered non-
conventional reserves are located in the Neuquén Basin (see map in Annex 1). There, the Vaca
Muerta and Los Molles formations are estimated to hold more than half of Argentina’s technically
recoverable shale reserves. Other basins with non-conventional reserves include San Jorge, Austral,
and Parana. Table 1 summarizes technically recoverable shale reserves per basin.

Table 1: Estimates Shale Gas and Oil Reserves

Neuquén Austral SanlJorge Parana Total
Vaca Muerta [ Los Molles
Estimated Shale Gas Reserves 308 Tcf 275Tcf 130Tcf | 86Tcf 3.2Tcf 802.2Tcf
Estimated Shale Oil Reserves 16Bbl 3.7Bbl 6.6Bbl | 0.5Bbl 0.01Bbl |26.81Tcf
Total Neuquén Gas: 583Tcf - Qil: 19.7Bbl

Grand TOTAL All Basins

802.2 Tcf of shale gas and 26.81 Bbl of shale oil

Source: Compiled by the Author with data from the EIA ((EIA), June, 2013). Tcf: trillion cubic feet; Bcf: billion cubic feet; Bbl: billion barrels.

The Vaca Muerta formation is huge and very promising. It is roughly the size of Belgium and is
estimated to have geological characteristics similar to some of the world’s most prolific shale
formations—Eagle Ford, one of the top seven shale fields (known as “plays”) in the United States
(YPF, September 29, 2015). The Neuqguén basin, home of the Vaca Muerta play, stretches across
four provinces—Neuquén, La Pampa, Mendoza and Rio Negro—and is almost twice the size of
Eagle Ford, which stretches from the Mexican border across southern Texas, in an area roughly
400 miles long and 50 miles wide. Vaca Muerta is currently producing approximately 50,000 b/d
(Newbery, 2015).

Throughout the world, the development of non-conventional hydrocarbons has raised concerns
about potential environmental impacts. In Argentina, the national and sub-national legal framework
is limited in addressing environmental issues related to non-conventional operations, in spite of
widespread environmental concerns about hydraulic fracturing, or fracking, the process used to
produce non-conventional oil and gas. The federal government is normally responsible for setting
environmental standards and provinces may issue specific norms to complement the national
legislation. As in the United States, communities living close to non-conventional hydrocarbons
areas and environmental groups are increasingly using local jurisdictional courts to limit or
ban fracking. In Argentina, several municipalities passed resolutions banning fracking in their
jurisdictions, but many of these municipal resolutions were revoked by higher courts that ruled that
the constitutional regulatory authority over hydrocarbons rests with the provincial government (El
Sol, 2013) (Mooney, Summer, 2015). In addition to environmental concerns, the development of
non-conventional reserves faces challenges from labor unions and with indigenous populations
(see Box 1).
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1 See Convention concerning Indigenous and Tribal Peoples in Independent Countries (Entry into force: 05 Sep 1991). Adoption: Geneva,
76th ILC session (27 Jun 1989).

2 Author meetings with Campo Maripe representatives in Neuquén.
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Shale oil and gas could not only solve Argentina’s current energy crisis; they could also offer a solid
platform for sustained economic growth for many generations to come. Rough initial estimates
project the creation of between 20,000 — 22,000 jobs per year during the first twenty years of shale
production (Accenture, 2014). How shale revenues are managed will be key to reaching that longer-
term goal.

The 1994 Constitution grants the domain of natural resources within their territories to provincial
governments, but it falls short of expanding on this concept.?® Differences regarding provincial
versus federal “domain” (dominio) over natural resources and state versus private development
of oil and gas have always been issues of contention, contributing a layer of unpredictability to
the hydrocarbons sector that negatively affects long-term investment.’* Coming to terms with
these two debates will be essential for the Macri administration in designing a national long-term
vision for developing the oil and gas sectors. It will also be fundamental for ensuring stable and
sustainable rules of the game, a central element for attracting much needed private investors. The
next section will analyze the potential for the different stakeholders to engage in effective, long-
term governance of the hydrocarbons sector.

Il. Governance of Oil and Gas: A Complex Institutional Arrangement

While institutions set the stage when resource wealth arrives,
political coalitions can eventually alter that very stage. (Roll, 2011).

Understanding the Political Context: The President in the Driver’s Seat

For the last two decades Argentina’s democratic governments operated under a system that the
well-known Argentine political scientist Guillermo O’Donnell labeled “delegative democracy.”
(O’Donnell, 1994). The term refers to a tendency of the electorate to vote for representatives who
become “rescuers” during times of crisis and to whom democratic powers are delegated, without
appropriate checks and balances (O’'Donnell, 1994). The term “delegative” refers to the delegation
of all powers to one person—the president—who becomes the main custodian of national interests.
According to this formulation, after elections that brought a president to power, the electorate
becomes a passive spectator of events (O’Donnell, 1992).

In a situation of delegative democracy, the executive builds its increasingly personalized power by
weakening institutions such as the legislature and the judiciary. Presidential elections are the only
period when the population becomes interested and involved in the political process. Delegative
democracies are characterized by a degree of vertical accountability by which citizens may punish or
reward politicians through their vote. However, there is weak horizontal accountability, understood as
the existence of state agencies that can sanction other state agents or agencies for unlawful actions
(O’Donnell, 1998). Such a personalized system of governance with little horizontal accountability
has two predictable effects: it creates a stimulus for the adoption of populist policies in order to win
reelection; and, by weakening institutions of accountability such as the judiciary, it erodes the rule of
law. Peronism, Argentina’s main political movement that has dominated politics since the end of World

13 See Article 124 of the 1994 National Constitution. Two national laws incorporate this constitutional mandate: Hydrocarbons Law
17319, sanctioned on June 23, 1967; and Law 26,197, sanctioned on December 6, 2006, which amends the first one.

¥ For a chronology of legal debates on this issue see: (2014) Pigretti, Eduardo Andrés. Régimen Juridico del Petrdleo y del Gas Natural
en la Republica Argentina. Editorial Dunken. Buenos Aires.
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War I, thrives alongside or within a system of
delegative democracy (The Economist, 2015). | NaizslelEai aaaaEatele Sa=laaellelaaele B adee])
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were a good example of this tendency.

Presidents Kirchner and Fernandez had special powers to make decisions that would normally have
fallen to Congress, because they held onto special emergency powers that had been granted to the
executive at the beginning of the 2001 economic crisis. These powers included the ability to freeze
public utility tariffs; to regulate the exchange rate; to confiscate bank deposits; to expropriate property;
to grant subsidies; to set import and export tariffs for hydrocarbons; and to renegotiate government
contracts.

Without a clear vision and an agreed-upon road map to develop the energy sector, decisions regarding
Argentina’s oil and gas industries were unsystematic and personalized during the twelve years of
the Kirchner and Fernandez administrations. Important oil and gas policies were adopted through
executive decree or resolution, and policy adjustments were ad hoc and typically aimed at resolving
economic distortions. Such was the case with the increasingly severe energy shortages that prompted
the government to adopt the Programa de Racionalizacion de Exportaciones de Gas y del Uso de la
Capacidad de Transporte (Program for the Rationing of Gas Exports and the Use of Transport Capacity)
in 2004, which introduced export caps for natural gas producers to ensure that the domestic market
was supplied.™ Another example of improvised policies adopted in an effort to correct economic
distortions was a 2011 government resolution requiring companies to transfer to Argentina and
convert into Argentine pesos all foreign currency obtained from exports.’® The government hoped
the new policy would help withstand the effects of Argentina’s increasingly deteriorating financial
scenario. Both in 2004 and in 2011, the government reversed its policy course unilaterally in response
to a critical situation.

In hyper-presidentialist systems like that of Argentina, presidents have an incentive to undermine
traditional institutions and create new ones that give them greater freedom to act (Rose-Ackerman,
Desierto, & Volosin, 2011). Traditionally, in a context of energy deficit such as the one that has
characterized Argentina for the past decade, it would have been the responsibility of the Energy
Secretariat within the Planning Ministry to design a medium- to long-term plan to restore energy self-
sufficiency. The Energy Secretariat has historically been the federal government agency responsible
for the country’s energy planning and policy design.'” An organization within the Energy Secretariat,
the Ente Regulador del Gas (Gas Regulation Agency, ENARGAS), is an autonomous agency responsible
for supervising natural gas transportation and distribution.'® During the twelve years of the Kirchner-
Fernandez administrations, both of these government agencies were relegated to a secondary
role. Instead, a new government department was created in 2012—the Comision de Planificacion

> See Resolution 265/2004 on Natural Gas, from the Industry Secretariat.
16 See Executive Order 1722/2011.
7 A government decree transferred the Energy Secretariat from the realm of the Ministry of Economy to that of the Planning Ministry in 2003.

8See Ley 24076 of 1992: Marco Regulatorio de la Actividad. Privatizacién de Gas del Estado Sociedad del Estado. Transicidn. Disposi-
ciones Transitorias y Complementarias.
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y Coordinacion Estratégica del Plan Nacional de Inversiones Hidrocarburiferas (Commission
for Strategic Planning and Coordination of the National Hydrocarbons Investment Plan) with
a mandate to regulate hydrocarbons investments, and with functions that overlapped and
sometimes exceeded those of other agencies that the two administrations sought to supplant.®
The new commission was directly managed by the Ministry of Economy and its functions included
the evaluation of companies’ investment plans, their production levels, and their cost and income
structure. The dismantling of the controversial Commission was among the first actions taken by
the Macri administration soon after taking office. ?° (La Nacion, 2016).

A 2008 report by a non-governmental organization found violations of the merit-based requirements
for appointing or removing ENARGAS agents (Justicia, 2008). In 2007, following a corruption scandal
that involved the president of ENARGAS, the executive branch took control of the agency by decree,
removed its board and president, and replaced them with one official. The initial executive branch
take-over was supposed to last six months, but President Kirchner extended it four times. As a result,
the official named by decree managed ENARGAS for over two years without congressional oversight
or merit-based review (Rose-Ackerman, Desierto, & Volosin, 2011).

Oil and Gas Producing Provinces: The New Stakeholders

Argentina has a federal system of government. The reformed 1994 Constitution transferred to
provincial governments the responsibility for onshore oil and natural gas resources and offshore
areas up to 12 nautical miles.?* But it was not until the decade of the 2000s that that constitutional
mandate became effective with the enactment of enabling legislation twice under President
Kirchner’s government: an executive decree in 2003 and a law in 2007.%

Out of a total of 24 provinces, ten produce oil and gas and benefit directly or indirectly from
the development of hydrocarbons.?® Most of the country’s oil and gas production is centered
in Patagonia: the province of Chubut produces most of
the oil, while roughly half of the country’s natural gas
comes from Neuquén. Producing provinces are organized
under the Organizacion Federal de Estados Productores
de Hidrocarburos (Organization of State Producers of
Hydrocarbons, or OFEPHI), created in 1984 to serve as a
forum for the discussion, analysis, and protection of their
interests vis-a-vis the national government.

The sub-national management
of the hydrocarbons industry

was mired in controversy due to
irreqularities and allegations of
corruption.

Following passage of the enabling legislation that transferred the domain of oil and gas resources
to producing regions, provincial governments swiftly began to exercise their new rights: they sent

19 This commission was created by Resolution 1/2012.

2See Decree 272/2015.

2 1bid, 12.

22 See Decree 546/03: Estados Provinciales Derechos, Permisos de Exploracion; Law 26197/07 [known as Ley Corta (Short Law)]:
Administracion de las provincias sobre los yacimientos de hidrocarburos que se encontraren en sus respectivos territorios, lecho y

subsuelo del mar territorial del que fueren riberefias. Acuerdo de Transferencia de Informacion Petrolera.

3 The 10 provinces are: Chubut, Tierra del Fuego, Neuquén, Santa Cruz, Mendoza, Rio Negro, La Pampa, Salta, Formosa, and Jujuy.
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representatives overseas to attract investors; and they organized provincial bidding rounds that succeeded
in drawing international attention, particularly at a time of high international oil prices (Chelbi, 2007). Sub-
national governments were now in control of the industry and started to allocate exploration and production
areas in their regions and to negotiate contracts directly with companies. The sub-national management of
the hydrocarbons industry was mired in controversy due to irregularities and allegations of corruption.

New provincial oil and gas companies were created during in the 2000s and became active players in the
sector, although some of them appeared to have questionable credentials. The newly created provincial
companies that won development rights in areas offered for bidding usually had modest or no background
in oil or gas exploration or production. By contrast, few of the more experienced international players won
areas during bidding rounds organized by the provinces (Chelbi, 2007). The new provincial oil and gas
entities made little or no new investment, and they were accused of making speculative deals by buying
rights to oil or gas areas put out for bid and reselling them later for a profit (Bianchi, 2015). Some authors
describe this period as the “balkanization” of the sector, through the creation of provincial companies
whose main goal was to get rapid monetary returns but which made little long-term contribution to the
development of oil and gas (Roig, 2012).

Transferring the oil and gas domain to provincial governments failed to revamp Argentina’s oil and gas
industry. By 2010 imports of natural gas reached peak volumes to make up for the fall in production,
contributing to an unsustainable trade deficit. Pressed by a deteriorating energy and economic crisis, the
federal government made attracting private investment a priority. The central government took action to
halt speculative moves in producing provinces and to introduce checks and balances on local oil and gas
companies in order to send the right signals to potential investors.

A New Role for Yacimientos Petroliferos Fiscales (YPF)

In 2012, President Cristina Fernandez announced the
expropriation ofa 51 percent controlling stake in YPF, which
since the 1990s had been majority owned by Repsol. The
remaining 49 percent of shares are with private investors:
11.9 percent with Repsol and 37.1 percent with minority
shareholders. President Fernandez went on national
television to announce the expropriation, saying it meant
the “recovery of sovereignty and control” for the country
(Romero & Minder, 2012). Notably, Repsol had announced the discovery of the Vaca Muerta shale plays
in 2010, an area that constituted the largest reserve finding in the history of the company. The majority
takeover of YPF had a clear goal: to gain control of Argentina’s—and one of the world’s—largest non-
conventional reserves and develop them to address Argentina’s energy shortages.

The majority takeover of YPF had a clear
goal: to gain control of Argentina’s—

and one of the world’s—largest non-
conventional reserves and develop them
to address Argentina’s energy shortages.

Following the takeover, YPF was re-launched as a dynamic mixed ownership company that was to lead
the recovery of Argentina’s energy self-sufficiency in partnership with private operators. YPF is Argentina’s
largest company when measured by market capitalization and it is also the largest employer in the country.
Itis an integrated energy company, with upstream assets as well as an important downstream presence in
the refining, transportation, and marketing of crude oil and refined products; petrochemical production;
electric power generation; and natural gas distribution.
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Soon after the government takeover, YPF launched an ambitious 2013-17 business plan, which, if
successful, could be transformational for the company and for Argentina (YPF, August, 2012). The
main goal of the plan is oil and gas independence through the development of non-conventional
reserves. The five-year plan calls for investments of $37.2 billion to increase upstream and
downstream production by 37 percent and 32 percent respectively; the creation of 10,000 jobs by
2017; and an increasing yearly investment scale for YPF from S$1 billion to S5 billion. Funding for
such an ambitious plan is to come mostly from internally generated cash flows (70 percent), and
also from external financing (18 percent) and shale partnerships (12 percent). The plan will likely
be reviewed by the Macri administration.

4 Law 26.741: Hydrocarbons Sovereignty in the Argentine Republic.

% See Article 17 of the National Constitution and Law 21499/1977, Expropriations.
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A newly-nationalized YPF became a key stakeholder in Argentina’s oil and gas sector. New wellhead
price incentives introduced by the Fernandez administration particularly benefited YPF because the
company holds the largest number of production and exploration areas in the country. Following
the nationalization, YPF bought assets in Argentina of Brazilian oil giant Petrobras and Apache of the
United States. In 2014, YPF issued a S1 billion bond in New York that was the largest-ever Argentine
corporate bond. This constituted a breakthrough for the company and also for Argentina, which
until then had been barred from borrowing debt in international markets due to an unresolved
dispute with creditors (the so-called hold-outs).

Most of the positive developments in Argentina’s hydrocarbons sector after the government
takeover of YPF were attributed largely to one man: the company’s CEO, Miguel Galuccio, and not
to a deeper institutional transformation. Galuccio became known as “El Mago” (the magician) for
battling adversity and restoring to the company its past glory. His pragmatism and international
reputation and connections were instrumental in attracting foreign investors to Vaca Muerta, and
his style consistent with Argentina’s tradition of highly personalized management. The Macri
administration and Galuccio differed over YPF’s level of indebtedness, with had increased from
S2 billion in 2012 to about $7 billion several years later, as well as the company’s non-transparent
financial management. Galuccio was replaced in March 2016 (Mander, 2016).

I1l. The Rule of Law in the Oil and Gas Sector

Rule of law “refers to a principle of governance in which all persons, institutions
and entities, public and private, including the State itself, are accountable to laws
that are publicly promulgated, equally enforced and independently adjudicated,
and which are consistent with international human rights norms and standards. It
requires, as well, measures to ensure adherence to the principles of supremacy of
law, equality before the law, accountability to the law, fairness in the application
of the law, separation of powers, participation in decision-making, legal certainty,
avoidance of arbitrariness and procedural and legal transparency.” (United Nations
Security Council, August 23, 2004).

The Legal Framework

Argentina’s oil and gas legal framework is characterized by a wide array of laws, decrees, and
regulations at the federal, provincial, and municipal levels that often overlap and sometimes
contradict one other. AHydrocarbons Law approved in 2014 amended earlier framework legislation
dating back to 1967 and tried to simplify the legal framework by bringing together ad hoc rules and
regulations that had been adopted in previous years and were scattered in various legal texts.?®

The 2014 law made two key modifications to the hydrocarbons legal framework. One was the
introduction of the figure of non-conventional concessions for exploring and producing shale oil
and gas. Until then, the law only contemplated conventional licenses. The second important change
involved the adoption of certain limits to the constitutionally-mandated prerogatives of Argentina’s
provinces in the oil and gas sector. There was a generalized belief that provincial governments

% Hydrocarbons Law 17,319 was amended by Law 27,007.
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had abused the legal rights granted to them in 2007 with passage of the law that transferred the
domain of oil and gas reserves to sub-national regions. One of the examples typically used to
illustrate this argument were allegations that Pan American Energy (PAE)—in which UK BP holds
a majority stake (40 percent)—had paid bribes to provincial authorities in 2007 for the extension
of its Cerro Dragdn concession in Chubut. The U.S. Securities and Exchange Commission (SEC)
initiated a probe of PAE in 2010, following a voluntary presentation on the issue by BP. Particularly
controversial was the fact that the extension of the concession was granted ten years before it was
due to expire with “no technical or productive justification” (Sabbatella, 2012).

The 2007 transfer of the domain of oil and gas areas to
producing provinces somewhat limited the power of the
federal government in the design and management of
the hydrocarbons industry. The 2014 Hydrocarbons law
tried to restore to the central government some of its
relinquished prerogatives by restricting provincial rights.
This was done in three ways: 1) it removed the so-called
“carry system” which obliged exploration companies to partner with provincial counterparts. The
carry system was eliminated based on the argument that it had been abused by provincial oil
companies, which shared in profits but made no new capital investments in oil and gas projects;
2) it gave the federal government the right to lower royalties charged by producing provinces
in areas difficult to develop or of low productivity; and 3) it restored to the Energy Secretariat
the responsibility for designing a nation-wide, standardized bidding process, to be developed in
collaboration with provincial governors. Until passage of the new legislation, each province was
free to design its own licensing round, something that created confusion among potential investors
who were faced with different bidding rules in each producing area.

The 2014 Hydrocarbons law tried to
restore to the central government

someofitsrelinquished prerogatives
by restricting provincial rights.

Table 2: Key Issues in the Hydrocarbons Law 27.007 of 2014

CONVENTIONAL NON-CONVENTIONAL

Concession 25 years 35 years (including initial pilot period of up
to 5 years).

Sqellel=rennt Hle=iai=s Two initial 3-year periods + extension of 5 years. Two initial 4-year periods and extension of
Maximum duration: 11 years. 5 years.

(Before, maximum duration: 14 years) Maximum duration: 13 years.

Royalties 12 percent at wellhead, charged by province.

GOA can reduce it up to 5 percent when taking into account productivity and location and
condition of the areas.

First extension period: royalty increases by 3 percent, up to a maximum of 18 percent for
subsequent extensions.

Allows for reduction of royalty by 25 percent of applicable royalty to promote non-
conventional projects.

Bidding Process To be standardized throughout the country.

Corporate Social One-time payment of 2.5 percent of initial investment to provincial government.
Responsibility

Source: Compiled by the author
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The 2014 Hydrocarbons Law includes investment incentives that already had succeeded in
attracting the attention of some of the world’s largest oil companies to Argentina’s vast shale
reserves. However, thusfar the financial commitments made by these companies have been quite
modest. The largest investment--51.24 billion—was made by Chevron for the development of a
pilot project in the Loma Campana area of Vaca Muerta. Dow Chemical and Malasyan Petronas
promised only $188 million and $550 million, respectively, for shale pilot projects in El Orejano and
Amarga Chica (YPF, October, 2014). Other companies, including Exxon, Total, and Wintershal also
expressed an interest in Vaca Muerta.

The Rule of Law: The Argentine Paradox

A close look at the extent to which the rule of law is respected in Argentina’s hydrocarbons sector
offers a mixed picture. On the one hand, the World Bank’s Doing Business database indicator on
contract enforcement ranks Argentina 38 among 189 countries, which is the highest rate in Latin
America and among the best scores for developed countries.?’ The quality of judicial processes
index within the same indicator ranks Argentina 12 among 189 countries, a score higher than many
developed economies?® (The World Bank Group, 2016). On the other hand, another database—the
Worldwide Governance Indicators, which also measures the quality of contract enforcement within
its quality of rule of law index—ranked Argentina among the lowest countries in Latin America and
the world in 2014.%° According to this index, the quality of the rule of law greatly deteriorated in
Argentina during the decade of the 2000s (Worldwide Governance Indicators, 2014). Interestingly,
the Worldwide Governance Indicators gave comparatively high rankings to Argentina’s Voice and
Accountability indices, which worldwide typically tend to be paired with the rule of law indicators.
The Worldwide Governance Indicators are built on surveys of perceptions, while the World Bank
Doing Business index is a quantitative measure of the time and cost of resolving disputes.

Qualitative research carried out for this study had similarly paradoxical results. According to legal
specialists, the law is generally observed in Argentina, which would seem to coincide with the results
of the World Bank Doing Business database that measures administrative systems.*® The same
legal experts, however, had a low opinion of the judiciary, which they see as inefficient, relatively
slow, and sometimes prone to political pressures which affect its impartiality. The opinions of those
interviewed appear to match the perceptions-based Worldwide Governance Indicators that gave
Argentina a relatively poor rating.

These paradoxical results could derive from Argentina’s hyper-presidentialist governing style.
While Argentina has the necessary judicial mechanisms and institutions in place that perform with
relative efficiency, actors appear to prefer to make deals outside of these institutions, for reasons

27 The enforcing contracts indicator measures the time and cost for resolving a commercial dispute through a local first-instance
court. These figures reflect the most recent round of data collection that was completed in June 2015.

#The quality of judicial processes index evaluates whether each economy has adopted a series of good practices that promote
quality and efficiency in the commercial court system. These figures reflect the most recent round of data collection that was

completed in June 2015.

¥ Theindicator captures perceptions of confidence and respect for rules in a society, in particular the quality of contract enforcement,
property rights, the police, and the courts, as well as the likelihood of crime and violence.

30 Author interviews in Buenos Aires and Neuquén.
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of expediency and also to exercise better political control. These parallel, informal channels,
outside of institutional frameworks, are typically encouraged and sometimes even created through
constant political interference by the executive. This tendency was on frequent display during the
Fernandez administration that left office in December 2015.

Until the end of the Fernandez government, public utility tariffs were adjusted informally, through
ad hoc bilateral negotiations between the government and public utility companies. These informal
tariff adjustment mechanisms prevailed for more than a decade and had been put in place by
President Kirchner during the 2001 economic crisis. At the time, Congress granted President
Kirchner extraordinary powers to address the critical economic and social situation. He used those
executive powers to cancel all dollar-denominated public utility contracts and transfer them to
devalued pesos. He then created a special government committee to renegotiate the terms of
each of the 59 public utility contracts that had been affected by the change from dollar to peso
denomination.®' In practice, however, the committee never renegotiated the contracts and the
process to this day remains inconclusive. Negotiating tariffs through frequent, ad hoc meetings with
each utility company gave the president better control of the process and more room to maneuver
in case of disagreements. Most importantly, it allowed him to better control possible utility tariff
increases and discontent among utility companies, which were required by law to keep providing
their services while tariffs remained capped in devalued pesos. Some of the companies defaulted
on dollar denominated debt had acquired abroad prior to the economic crisis. Several foreign
utility companies filed arbitration claims against the government of Argentina at the World Bank
International Center for Settlement of Investment Dispute (ICSID), arguing that the “pesification”
of their contracts constituted a de facto expropriation.

Interestingly, however, over the years some of those claimants suspended their ICSID proceedings
and joined others who had refrained from taking Argentina to international arbitration or to
domestic courts, preferring instead to solve their tariff disputes through informal negotiations with
the government. The belief among public utility companies was that going to local courts would
have been time-consuming and costly, so they decided instead to engage in informal negotiations.
Contrary to the World Bank quantitative indicator, the generalized perception is that courts are
ineffective mainly because of the time required to resolve cases. “We discard going to court from
the beginning, it is not an option,” said a representative from a small utility company.3

Agreements reached outside of the formal institutional framework are not necessarily illegal;
but informal deal making can contribute to the generalized perception of inefficient institutions
reflected in the Worldwide Governance indicators. This is particularly true when a small number of
actors reach policy agreements behind closed doors, agreements that in practice affect the whole
society. Extra-judicial, informal negotiating also contributes to the generalized view of a weak
judiciary that can be easily sidestepped and politically influenced. Political pressure on judges is
common, contributing to a widely-held belief that political elites actually desire a weak judiciary in
order to reduce checks and balances (Cohen, 2012). The public perception in general in Argentina is
that corruption in the public sector is high, and non-transparent, informal negotiating mechanisms

31 The Comision de Renegociacion de Contratos de Obras y Servicios Publicos (Commission for the Renegotiation of Public Service
Contracts) was created in 2002 but later replaced by the Unidad de Renegociacion y Andlisis de Contratos de Servicios Publicos (Unit
for the Renegotiation and Analysis of Public Service Contracts, UNIREN).

32 Meetings with the author in Buenos Aires.
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reinforce that view. The Transparency International Corruption Perceptions Index 2015, which
registers perceptions, ranked Argentina 107 among 168 countries (Transparency International,
2016).%

In the oil and gas sector, interference by the
executive branch and extra-institutional deal- | EALERZ el il lg Il e NNl Lo g A aTels
making similar to the utility tariff example | RelefelliiRig el A= Ia el aielitelgelalile]
mentioned above can be common. Argentina’s | L das @elkaiallileliEs el s i len 2 G ek
frequent economic and political upheavals were | F&eaiglaliiaoRe e[RRI e oraleli]
such that Congress granted successive presidents || Rl =i Calial=sigel sl lolol=
emergency powers that served to minimize | ldfeeulelSNel=elBlel e ielde i lele]!
the checks and balances typically exercised by | Raelaletilellelm IRl olanla=iyy=gaie)
Congress and the judiciary at the same time that | Rlllel=daiaRaal=tatil=e) el

formal negotiating mechanisms were skirted.

Often, emergency powers were used for introducing transformational reforms to correct economic
imbalances inherited from the previous government. Using extraordinary powers is clearly not
against the law—such powers are granted in the Constitution—but their exercise contributes to
a widely-held perception of an unfettered executive that engages in informal deal-making and
judicial manipulation. These practices serve to undermine the rule of law.

In 1989, President Carlos Menem used extraordinary powers to deregulate and privatize the oil
and gas industries, launching a process that resulted in the privatization of YPF. At the same time,
he took full advantage of available legal and institutional tools to remove non-supportive members
of the judiciary, thereby ensuring that a friendly judiciary would support reforms that included
opening up the hydrocarbons sector.

Three decrees signed in 1989 unleashed the deregulation of the hydrocarbons industry. The
decrees authorized the sale to private investors of oil and gas areas that had been abandoned
by YPF; converted all service contracts with YPF into production concessions that gave private
partners full discretion over the crude they produced; introduced new regulation frameworks for
exploration and production; and privatized YPF in 1993 and state-owned Gas del Estado in 1992 .3*
At the same time, Menem enlarged the size of the Supreme Court from five to nine members
and proceeded to nominate supportive judges who were approved by a legislature controlled by
the ruling party. He later replaced most members of the Fiscal Tribunal which audits government
accounts as well as the attorney general for administrative inquires, who was in charge of
prosecuting irregularities in public administration (Manzetti, 2000). These actions help to explain
the malleability of the Argentine judiciary. Judges exercise strategic self-restraint when they are
afraid of political retaliation by the government. In other words, a “friendly” judge votes in favor
of the president mainly out of fear of external factors that would challenge the stability of his or
her judicial appointment. For example, one study found that judges are more tolerant of executive
actions when the president has a majority in Congress, as the president can punish wayward
behavior by recommending congressional impeachment. (laryczower, Spiller, & Tommassi, 2002).

3 The Corruption Perceptions Index (CPI) ranks countries and territories based on perceptions of corruption in the public sector.

3 The three decrees: 1055, 1212 and 1589 of 1989.
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IV. Federalism and Sub-National Oil and Gas Rents

“Sergio, no te doy la provincia, te la presto”.
(Sergio, | am not giving you the province, | am lending it to you”).
Néstor Kirchner.*

Federalism a la Carte

Getting a grasp of the political dynamics between Argentina’s central government and governors of
producing provinces is critical for understanding the country’s hydrocarbons sector. As mentioned
above, political decision making is highly centralized and characterized by behind-the-scenes
agreements, both at the federal and provincial government levels. The president and provincial
governors typically reach bilateral agreements that bypass Congress and the judiciary. Philosopher
Carlos Nino attributed this pattern to what he called “foolish anomie” (anomia boba), defined as
both a collective disregard for laws, and the application of special norms for governing that may be
arbitrary, ever changing, or non-transparent (Nino, 2005). Argentina’s system of fiscal federalism
reinforces these tendencies, inevitably impacting the quality of the rule of law.

Fiscal decentralization in Argentina encourages what some authors call “perverse incentives” for
behind-the-scenes trading of additional federal funds in exchange for political favors (Tommasi,
2006). Provincial governors are very powerful economic and political actors who typically trade the
vote of their provincial representatives in the national Congress for concessions from the central
government (Ardanaz, Leiras, & Tommasi, 2013). Those concessions usually materialize as a larger
share of federal resources allocated to their province.

President Néstor Kirchner took advantage of the
system’s dynamics for his own political benefit.
As a former governor of the province of Santa
Cruz, Kirchner had an insider’s knowledge about
ways to navigate the national and provincial
political map. He became president of Argentina
in 2003 with only 22.2 percent of the vote and
was succeeded by his wife, Cristina Fernandez in
2007. From the outset Kirchner needed the support of provincial leaders to consolidate his political
power, initially to reinforce his position given his slim margin of victory and later to influence the
choice of his successor (his wife) (Roig, 2012). In pursuit of both goals he passed enabling laws to
implement Article 124 of the 1994 Constitution that gave “dominion” of oil and gas to producing
provinces.*® This gave a substantial benefit to hydrocarbons producing provinces. The province of
Neuguén, for example, saw a remarkable increase in natural gas royalties following the passage of
the enabling legislation. Its revenues jumped from $5134 million in 2001 to $S1.5 billion in 2014
(Ministerio de Planificacion. Secretaria de Energia, 2015).

Provincial governors are very powerful
economic and political actors  who

typically trade the vote of their provincial
representatives in the national Congress for
concessions from the central government.

3 Néstor Kirchner was governor of Santa Cruz between 1995 and 2003 prior to becoming president. He was succeeded in Santa Cruz
by Sergio Acevedo. Kirchner objected to Acevedo’s choice of provincial cabinet members and it is popularly believed that he made
this comment to show he still had political control of the province.

3 See Decree 546/03 and Law 16.197/07.
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Generally speaking, provinces collect only a small fraction of the revenues they need locally and
depend for the bulk of their financial resources on transfers from the central government The system
of federal transfers dates back to the 1980s and parts of it have been modified repeatedly over the
years.® It is so convoluted that it is commonly known as “the labyrinth,” encompassing federal,
provincial and municipal rights and obligations for collecting and sharing taxes. By spending federal
funds and collecting few local taxes, provincial politicians enjoy the political benefits of spending but
pay only a small fraction of the political costs of taxation (Ardanaz, Leiras, & Tommasi, 2013).

In the oil and gas sectors, the main downstream tax is on liquid fuels and gas, which is shared
with provincial governments according to a specific formula. Qil and gas companies are subject to
regular taxes—corporate, income and value-added taxes, which are also shared—and provinces
collect and get to keep general taxes on hydrocarbons activities, such as the stamp tax, gross sales
tax, and real property tax. On the upstream, the most important taxes are royalties and export
taxes. Producing provinces keep royalties on oil and gas production (except for offshore production
beyond 12 nautical miles, which is under the domain of the central government). The federal
government keeps the proceeds from export taxes and import duties.

Coordinated Federalism and the Rule of Law

Research abounds on the potential for oil or gas windfall gains to weaken the rule of law, make
governments less democratic, and ultimately result in conflict, particularly in countries with weak
institutions. Growing evidence suggests that hydrocarbons producing countries with authoritarian
governments and weak institutions become even more authoritarian as natural resource revenues
increase (Ross, 2012). Qil extraction has also been linked to conflict (Ross, 2004), although not
necessarily to civil wars as earlier research had suggested (Collier & Hoeffler, 2004). Lack of
transparency around the management of oil and gas revenues is frequently a source of conflict.
Citizens living in oil producing regions generally remain ignorant of the real extent of government
oil revenues because the hydrocarbons sector is managed with relatively low transparency. In this
context, it becomes more difficult to hold authorities accountable for the oil revenues they spend
(Ross, 2012). Governments, meanwhile, not only keep oil revenues secret in order to avoid public
scrutiny but also to increase their spending discretion (Collier, 2010).

Most studies have focused on the impact of hydrocarbons rents on central governments. Much
less is known about the effects at the sub-national level of increased oil and gas revenues, although
new insights have started to emerge in recent years. Gervasoni argues that in regions heavily
subsidized by the central government, provincial authorities can please constituents by delivering
more benefits than local tax collection would allow (Gervasoni, 2010). These windfall-like federal
transfers are similar to oil rents in that they can both hinder democracy by creating rentier sub-
national entities where authorities are rich in fiscal resources, free of taxpayer accountability, and
in control of much spending discretion (Gervasoni, 2010). This scenario, the theory goes, weakens
the rule of law and puts democracy at risk.

By comparison, sub-national regions that do not receive large amounts of federal transfers or
which do not have oil or gas resources depend only on local tax collection for their spending.
In this case, sub-national governments can only spend as much as they receive in taxes without

37See Law 23.548/1988: Coparticipacidn Federal. Régimen Transitorio.
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running budgetary deficits, and citizens may hold them accountable. If the government wants to
spend more, it has to increase taxes, a move that is typically unpopular. If taxes do go up, however,
scrutiny of public spending may actually increase as citizens want to ensure that their money is
being well spent.

For the past 53 years Neuguén has been governed by a single provincial party—the Movimiento
Popular Neuquino (MPN)—an independent political group created in the 1960s by a family of
politicians. The Neuquén government enjoys political flexibility because the MPN is not affiliated to
any national party; in practice, it has great independence to make alliances with whichever party
is in charge at the federal level. When in need of additional funds, Neuquén officials negotiate
additional federal transfers and only increase provincial taxes as a last resort. The MPN supported
Presidents Kirchner and Fernandez with votes in exchange for generous fiscal transfers. This type
of alliance has been described as “coordinated federalism.”

Neuguén gets almost 80 percent of its revenues from automatic federal transfers and oil and
gas royalties, generally in that order. Provincial taxes are the third source of revenue, although
these normally are low in comparison to the other two. As mentioned earlier, Neuguén benefitted
tremendously from the enabling legislation adopted during the Kirchner administration that
dramatically increased provincial royalties in the mid-2000s. In addition, to make up for lower than
expected royalties, between 2008 and 2013 Neuquén received a five-year extraordinary 3 percent
royalty subsidy—the Extraordinary Canon on Production (Canon Extraordinario de Produccion)—
that added to regular automatic federal transfers.?® When the extraordinary canon ended in 2013,
Neuquén negotiated yet more federal subsidies that also fell outside of the automatic federal
revenue sharing system and that were used for funding public works and social programs.®® By
2014, Neuguén had received 72 percent more total federal transfers (adding up automatic and
additional subsidies) than during the previous year.

The constant reelection of the MPN for more than half a century raises questions about the
democratic nature of Neuquén’s political system. Coordinated federalism greatly benefited the
MPN by facilitating constant federal fund transfers to carry out a variety of social, infrastructure,
and other programs throughout the province, including in remote municipalities. An example is the
municipality of Afielo, a previously forgotten small town next to the Vaca Muerta non-conventional
development. Almost overnight, the town became the center of the shale revolution. From the time
that non-conventional projects got underway in Vaca Muerta, Afielo saw a massive transformation;
in one year, its population tripled, from roughly 2,000 to about 6,000 inhabitants. Afielo needed
investment to expand sewage systems and build more schools, hospitals, and roads. Transfers from
the Neuguén government to Afielo more than tripled between 2009 and 2014—from $6.1 million
to $18.7 million—contributing to the landslide re-election of the local mayor, Dario Diaz, in the
April 2015 municipal elections (Gobierno de la Provincia de Neuquén (2009-2014). Diaz is an MPN
ally and won with 70 percent of the vote.

38 Provincial Law 2615/08.

3 Funds from the central government that were outside the automatic federal transfers included the Plan de Obras Publicas; Fondo
Federal Solidario; and Plan Mas Cerca, among others. Additional funding was received by Neuquén for infrastructure works in the
towns surrounding Vaca Muerta’s non-conventional development.
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Some projections indicate that, once they are developed, non-conventional resources will increase
current revenues in Neuquén by 55-80 percent (Pefia, September 23, 2014). Perhaps by then
the province will not need to depend as much on coordinated federalism to meet its needs. The
guestion then arises as to whether oil windfall revenues will further weaken democratic institutions
or whether, on the contrary, there will be a call for stronger institutions and enhanced respect for
the rule of law.

V. Conclusion

Argentina has a relatively well-developed institutional and legal system. However, given the strong
tendency to delegate authority to a powerful executive, respect for the rule of law is sometimes
compromised. The hydrocarbons sector is a classic example of this phenomenon. It is common
for presidents to assume constitutionally-granted extraordinary powers to address Argentina’s
recurrent economic crises. Vested with these extraordinary powers, the executive has often made
policy decisions related to the oil or gas industry that bypass institutions that would normally serve
as checks and balances on his or her actions.

Argentine federalism is based on political alliances between the executive and provincial governors,
an arrangement that reinforces the country’s highly presidentialist system. Producing provinces
have the legal authority to grant exploration and production licenses and to charge royalties; but
they still depend on federal transfers to meet the bulk of local spending needs. Presidents regularly
offer increased economic support to governors in exchange for the votes of their affiliated deputies
inthe legislature. This so-called coordinated federalism contributes to the weakening of democratic
institutions by limiting the accountability of government officials.

The Macri administration has a unique opportunity to revamp the hydrocarbons industry and
recover Argentina’s lost energy independence and regional export potential. In that effort private
investment will be key and Argentina’s recently discovered non-conventional oil and gas reserves
offer a perfect investment incentive. The government has already indicated its strong interest in
encouraging private investment in the oil and gas sectors and the initial response from companies
has been positive. In the long run, however—and beyond the current administration—Argentina
needs to address the historic sources of political and economic instability if an efficient, modern,
sustainable, and well-managed hydrocarbons industry is to flourish. The current scenario of low
international oil prices will most likely postpone any sizeable new investment in the hydrocarbons
sector. This delay could provide a grace period during which Argentina could consider long-standing
governance and rule of law issues with an eye to improving if not resolving them once and for all.
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Annex 1
Argentina’s Hydrocarbons Basins and Shale Formations
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