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I. Introduction

Bolivia is one of the poorest and most underdewedogountries in Latin America. In the past years,
it has undertaken considerable decentralizatioormes and adopted free market economy precepts,
registering some economic improvement. Howeverepgy social exclusion and unequal income
distribution remain Bolivia’s main stumbling blocksn achieving sustained growth and
development, and above all, poverty eradicatiore dduntry’s future prospects will greatly depend
on political and social stability, which in turnlisbe determined by political decisions of economic
nature. This will require a clear and coherent bhaction by the government, identifying priorgie
when managing the country’s (energy and environatemesources, in order to maximize its

opportunities stemming from international trade.

The present paper focuses on Bolivia’'s trade, gnangl environment spheres. It looks at each of
the three core sectors as well as at the positidereegative interactions between the three core
sectors of Bolivia’'s economy and offers policyiops for the current situation and future prospects
in each of the three sectors (figure 1 below).. the purpose, the country’s strengths, weaknesses,
opportunities and threats are laid out in a sintple-by-two matrix portraying a “SWOT” analysis.
Subsequently, recommendations for addressing thmnoety’'s weaknesses and threats are
formulated, taking due consideration of the streagind opportunities at hand.

Figure 1 : Scope of Paper
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The study finalizes with the proposal of a threggked plan of action on a global, regional and local
level. This will provide Bolivia with an alternagvand enabling strategy to benefit from greater

development and growth through economically, sbcad environmentally sustainable actions.



[I. The Trade Sphere

Bolivia, a developing country and member of the Wodkrade Organization (WTO) since 1995,
recently submitted itself to an assessment ofaidet policy regime in 2005, under the “Trade Policy
Review Mechanism” (TPRM).The present section focuses on the content andtgesf the latest
Trade Policy Review (TPR) of this small developampnomy, the poorest of the South American

region.

1. Reviewing Bolivia’s Trade Policy and Performance othe Past Five Years

Bolivia’s first TPR took place in 1989four years after the country had joined the WT®e report

issued then recognized the country’s efforts inugng transparency of its trade regime, whilst
drawing attention to the administrative weaknesghs, uneven application of law, and the
dimensions of the informal economy, these beingsicemed the main problems. Further, it
recommended the government to address these issaesecond round of reforms, to consolidate

the country’s efforts toward a more predictableléraegime’

Macroeconomic stabilization and relative trade diifecation and growth in Bolivia in the 1990s,

were mostly attributable to economic policy basedre precepts of a free market model initiated in
1985. Since then, the country has experienced itaporeforms, thanks to decentralization and the
enactment of legislation. These changes have lgrda impact on the society and institutions, in

particular, on the international trade sphere.

The following text analyses the progress of thentqutrade performance of the past 5 years. A
“SWOT” analysis (i.e. an analysis of strengths, kvesses, opportunities and threats) is conducted,
drawing attention to the country’s particular sg#rs, weaknesses, opportunities and threats for

trade, as summarized in Table 1 and thoroughlyudsed in the following subsections.

! Following the establishment of the WTO with theoption of the Uruguay Round Agreements in 1995 namber

countries committed themselves to an ongoing reyevcess of their trade regimes under the TPRM, witiiew to

enhance transparency of their trade policies. TRBNI establishes procedures for a systemic assessiarcountry’s

trade performance, evaluating the progress in cgimglwith liberalization commitments for trade ioags, services
and intellectual property. See WTO (1995).

2 A TPR for Bolivia from 1993 also exists, under thevious provisional review mechanism before theation of

WTO. This interim TPR only focused on the countityade policies and practices in relation to trexgoods.

3 WTO (1999).



TABLE 1: SWOT MATRIX ANALYSING BOLIVIA'S EXPOSURE T O INTERNATIONAL TRADE
STRENGTHS WEAKNESSES
Stability and progress of reforms initiated in 1985 = Landlocked condition and poor development limit
and continued during the 1990s competitiveness and access to international markets
Deeper trade liberalization and more “openness’lirm  Poor export diversification (gas, oil, oily seed
comparison to the rest of the Andean region products and zinc, silver and tin)
Cautious “sequenced” liberalization in servicegl¢ra = Considerable import dependency of raw materials,
Considerable natural resource assets (gas & oil, inputs and capital goods for the domestic industry
minerals, rainforests) - Minute share of world and regional trade, despite
After a record of deficits, the country is regigtgra being an net exporter
trade surplus thanks to natural gas exports and FDI= Few export destinies (mostly Brazil, US, Venezuela,
Some achievements in reducing supply side Peru and Argentina)
constraints due to customs reforms =  High dependency in external financing (loans,
donations and IMF programmes finance an
important share of public investment)
=  Vulnerability to fluctuations in international eiggr
and mineral markets
OPPORTUNITIES THREATS
Increasing diversification of production, procegsin =  Preference erosion in RTAs and in the general
and export destinies of non-traditional exports systems of preference of the EU and US
Reducing external and fiscal vulnerability stemming=  Increased trade deviation in RTAs which burdens
from volatile international energy markets through consumers and lowers competition
sustainable management of resources - Uncertainty of legal protection of investment may,
Despite animosities towards Chile, Bolivia could provoke capital outflows
learn from Chile’s export orientation strategiesin| =  Greater dependency of gas export revenues may
regional and world markets choke the development of non-traditional sectors
Maintenance and use of trade preferences to access  Unequal bearing of adjustment costs and distrilnutio
markets with new and more diversified products of trade revenues may foster greater inequality
Strengthening of alliances in different forae, sash| =  Cartelization of tourism operators and of other
the G-20, Cairns, RTAs to obtain more tariff and potential niche sectors by foreign owned interests
guota free access for its agricultural products
Attracting greater FDI with an investor friendly
environment and transparent legal framework
Active participation in services negotiations tonga
access to services markets and providers of interes
Participation in defining energy services
classification and liberalization modalities,
reflecting development and sustainability interests
Development potential of niche products
(ecotourism, health products, tropical timber
products, forest management and Kyoto)

1.1Bolivia’s Strengths in International Trade

Bolivia has shown a long-lasting commitment to amward oriented economic model since 1985,
setting the scene for economic stability and ciiétibn the government as a macroeconomic policy
setting. This “openness” toward trade is consideme@sset or strength, as depicted in Table 1. The
country has been consistent, continuing on the deank, despite the political instability and sdcia
turmoil partly escalating because of unpopular mae This high degree of compromise and



continuity, as compared to other countries in #gan, has allowed Bolivia to gain prestige among
the international donor community, becoming a weleorecipient of international and bilateral

assistance programmes.

A second strength of Bolivia in conjunction withetbhountry’s economic reform process is its trade
liberalization performance. The country has madeoirtant commitments, revealing willingness to
pursue progressive liberalization in trade. Oncairggthe country stands out when compared to
Latin American neighbors, which in addition to numes and complex safeguards, countervailing
duties and anti-dumping measuiesften apply non-trade barriers such as lengthgtatus
procedures, unclear and changing, import licensdscamplex rules of origin, among othérSee
Table 1)

It should be noted however, that the country hanleying to protect the more vulnerable sectors
from opening up to trade, and continues to pursuo®ee cautious liberalization in sectors such as
services. Indeed, the escalation of conflict dugrteatization of some services such as supply of
water has proven to be a deterring experiénaed, perhaps because of the wide gap prevailing
between proponents and opponents, the current gmest has been rather careful in formulating

further liberalization commitments in services.

Despite these difficulties, the authors consideigs cautious approach as positive, showing due

regard to orderly “sequencing” of deregulationyatization (coordinated r with decentralization )

4 Bolivia has not undertaken anti-dumping, countéing or safeguard measures, during its reviewdnistSee WTO
(2005a), para. 67-73, pp. 45-46.

® For a discussion on the different trade barrietisdtin America see Paez (2004).

® The privatization of public supply of water in thity of Cochabamba in 1999 was made effectiveupinoa 40-year
lease contract to a British company, the Bechtetp@@tion. Following privatization, the company entbok
considerable price hikes, doubling or tripling tlates of water for over half a million people, tigy affecting the
livelihood of many poor. Cochabamba citizens orgadia general strike and several street marcheslting in an
escalation of conflict and violent riots and kiliy when over 1000 policemen and sources trie@it® ghe city with
violence. See Shultz (2004) for a compilation dicks on the topic. Similar experiences have éisen registered in
the cities of El Alto and Chuquisaca, among others.

" Opposition to the past two governments has beea lledian minorities, leftist and environmental gps, amongst
others. Their critique concentrates on the slovwgmss in economic development and the absencenefitseattributed
to trade liberalization, as well as their unequatribution among the different economic sectorssotiety. It
underscores that the “neoliberal” model adoptetthéncountry has not improved poverty, and thatg éxacerbated the
rampant exclusion and marginalization of indigengusups instead. Economic policy is viewed as “arse of all
evils”, where participation in political decisionaking and the right of benefiting from the returos resource
exploitation — such as those resulting from the sl gas — is only a privilege of an economic elii¢h a strong
lobbying clout in the government. Till recently, &Morales — a former coca farmer leading many efrthts resulting
in the destitution of his predecessor, Presidenicl8éz de Lozada - voiced this anti neoliberal quig, and has
continued to do so after being recently electedigent.



and ultimately liberalization of services. Undesequenced approach, an economy undergoes
gradual reform process leadinge towards marketingewhilst mitigating the costs of adjustméht.

The objective is to avoiding shocks stemming froforiak transition, which can be harmful to the
stakeholders involved negatively impacting the enaulnerable sectors of society. Such a
sequenced approach is hence expected to cusledratisitory effects resulting from the adaptation
process of the economy moving towards a more lilzech new status quo. Thus, transition from
publicly operated services is smoothed, whilst negative effect on the poor is avoided or
minimized. Finally, if such transition fosters coatiion (due to the presence of a variety of servic

providers), it will have a positive impact on efincy and reduce costs. (See Table 1)

Services represent and important sector of Bobviaconomy, accounting for 54% of GDP (1999-
2004) and for over 40% of employménfthough Bolivia’'s economy is rather small, services
represent an attractive market for foreign provgdéior instance, publicly run services and financia
services, which include real estate and businessces, contribute an important share to the
GDPZ° Further, the continuous deficit in services traiiee 2000 reveals a dependency on foreign
services:! This relative attractiveness of Bolivia’s serviestor for foreign service provider should

provide Bolivia some bargaining power which it abulse as a bargaining chip during the ongoing

services negotiations at the WTO. as will be dised in a subsequent sectton.

A fourth and very promising strength is Bolivia’'sog/ing gas export revenues. The country has
registered continuous trade deficits in the pastrgjerevealing a considerable import dependency,
especially in services trade. However, thanks tmoam of gas and oil developments since the

“capitalization™®

of the hydrocarbons sector in the late 1990s, ihkance of payments has
registered some modest recovery during the 1999-p@@iod. Both the current and capital account

show positive balances, of US$285 and US$ 8 milliespectively in 2004 (See Table 1)

8 See Mattoo (2002) for a discussion on servicesdilization.

® WTO (2005a), para. 99, p. 101.

WTO (2005a), Table 1.1, p. 2.

1 WTO (2005a), Table 1.5, p. 9.

2 See section 1.3 titled “Bolivia’s Opportunitieslitternational Trade”.

13 The capitalization of hydrocarbons is discusse@lin Il, sections 1.2 titled “Weaknesses of thergpeSector” and
2.3 titled “Local Considerations”, respectively.

M WTO (2005a), Table 1.5 and para. 26-29, pp. 9-10.



A final important strength of the Bolivia is thecsessful customs reforms and modernization,
which has contributed to the reduction of its sypgptle constraints. Being a land-locked country,
international trade and market access to foreiggtinkgions are rather limited. Thus, lengthy and
cloudy custom procedures would pose an additionaddn on the economy’s trade perspectives.
Thanks to reforms in the sector, the country hamaged to facilitate trade through modern

automated mechanisms such as a single exportsralgmiaand the elimination of pre-shipment

inspections, among othe'rs.

In conclusion, Bolivia’s trade situation consisfs some promising and positive strengths, which
may provide the country with important opporturstier development and growth. However, they
must be outweighed to the inherent weaknesseslofi&o

1.2Bolivia’'s Weaknesses in International Trade

Bolivia’'s weaknessesare many, not only given its relative size andestit development. As a
developing country with over 62.7% of the populatioving below the national poverty line and
registering low levels of human developrm&nwith hardly any economic diversification and
modest growth, it is dependent on the external Igupipinputs, of goods and services and capital.
Adding to the picture are overt inequalities betwé®e different social groups. The richest 10% of
the population earns 90 times as much as the pobd8s. Inequalities are also apparent in land
ownership, education and ethnical background, awe lbeen worsening in the past years. Indeed,
88% of the indigenous population — that is, theamsj of Bolivians — is poor.

The country main sources of economic activity haeen agriculture; duties, imports and taxes;
manufactures; government services; transport, exadial services. Each of these sectors account
for slightly above 10% of the GDP and together ribate with over two thirds of national outplt.

This concentration in a handful of sectors hasltedun poor economic and export diversification,

15 See WTO (2005a), para.13-22, p. 28-31, for cugioonedures.

18 According to theHuman Development Repat the United Nations Development Programme (UNDIR “Human
Development Index” ranks Bolivia as number 113 @fua total of 177 countries worldwide. Regionaltyis one of the
worst performing countries, followed by Hondurasja@®mala and Haiti, according to the ranking of fhiee Human
Development Index is a composite measure of a cgardevelopment achievements in terms of the gyafilife (i.e.
life expectancy at birth), knowledge (i.e. literaauyd education levels) and living (i.e. income Ig)eFor details and
data see UNDP (2005).

' WTO (2005a), Table 1.1, p. 2.
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where 70% of total exports consist of gas, oily @eed products and zinc, silver and tin.
Hydrocarbons and minerals alone account for 409%l tekport revenues, revealing a great

dependency on exports of non-renewable resources.

This dependency is greatly exacerbated by thetsteiof imports in the country. Bolivia has a
considerable import dependency on raw mateiigbsits and capital goods needed for for domestic
industrial production. Indirectly the rules of dngunder the different Regional Trade Agreements
(RTAs) the country is member of may generate furtheentives to perpetuate the relative low
degree of industrialization in the country. If undas RTA the simple assembly or processing of
foreign inputs incorporates sufficient value addedconsidered a good as a product of local
production (and this exempt of tariffs applical@drhports), then the rules of origin under the give
RTA will naturally only prolong import dependency foreign inputs, unfinished and capital

goods'®

The resulting outward position of the country reyeres a minute share of world trade. Despite
being a net exporter, Bolivia’s share of world estpas a mere 0.02%, which only contributes 0.4%
of trade in the Latin American region. Poor expdiktersification partly explain this small share
since. 68% of exports are destined for Brazil, U&pezuela, Peru and Argentina. Of these top five
export destinations, four are regional trading med under two RTAs, namely the Andean
Community of Nations (ACN) and the Common Market tbé South (Mercosur). It remains
unclearwhether member countries of RTAs are natwaaling partners (and hence more trade is
enabled under the arrangement of an RTA, a phenmamknown as “trade creation”), or whether
trade is being “diverted” from global to regionedde partners due to the presence of trade barriers

with distorting price effect’’

For the particular case of Bolivia, recent evidepots to trade diversion due to RTAs. Bolivia's
membership in ACN and associated membership wighcbsur has fostered regional trade at the
expense of the country’s exports to the US and fiiin the past years. Mercosur alone, accounts

for a trade diversion of 20% of total exports amaly destined to European and US markets.

8 For a description of the rules of origin across different RTAs where Bolivia participates, see004).

19 «“Trade diversion”, as opposed to trade creatioihésundesired outcome of preferential trade in RTRTA barriers
such as tariffs will raise in prices on competitingorts of products and services, and as a resililthe substituted by
RTA goods which have preferential access and ateébualened by tariffs. Hence, diversion is the aepment of
originally cheaper non-RTA imports by relatively mmoexpensive imports from RTA members due to ttiecefof
tariffs on prices imposed on non RTA trading pasn&ee WTI/SECO (2004), p. 29.

11



Membership to RTAs has also provoked a shift indbmposition of Bolivian exports and some
diversification, from traditional mineral produdts manufactures (i.e. food, beverages and tobacco),
metals and agricultural goods (i.e. animal and tage fats and soya). Despite these changes,
regional integration does not seem to have hadvarab positive effect on poverty reduction, since
the negative effects linked to imports under RTistérms of reduction of market share by local
produers resulting in job losses and increased plogment) have been greater than the positive
effects of Bolivian exports (in terms of gain of mket share in third countries resulting in
mployment generation in Bolivia). Overall, the insphas been rather small since the working poor

are largely concentrated in the non-tradable sectdrin agriculturé®

Although there has been some export diversificatimportant sectors of the economy such as the
production of capital goods remain underdevelopédch constrains growth. This also exacerbates
the supply side constraints posed by Bolivia’s laokked situation, and contributes to maintaining

the status quo of dependency of foreign capitatgdb

Bolivia is highly dependent on external financiigone in 2004 OECD members provided US$
767 million Official Development Assistance (ODAyhich represents 8% of Bolivia's GZPIn
particular, the country participated in the Heavigebted Poor Countries (HIPC) Initiative, a debt-
pardoning programme of the International Monetaupd-(IMF) to reduce a country’s foreign debt
to sustainable levels subsequent to the fulfillnara set of condition$’ Despite its debt relieve, a
country’s debt levels are substantially higher tihefore the HIPG? This contributes to a very
inflated public debt, which represents 77% of ttfeuntry’'s GDP® and fosters a continuous

dollarization of the econon®.

20 Nina and Andersen (2004).

21 Capital formation has been continuously decreasiogn 19.1 in 1999 to 12.6% in 2004. See WTO (200pp. 3-4.
2 Henkel (20064a).

2 Originally, estimated total relief under the HIR@s established at US$ 2,060 million and the outifs future
sustainable debt management was assessed to hiwepmsthe IMF. See IMF (2001), Appendix V, p..63

24 1n the latest IMF country report, it is arguedtttiee failure of achieving sustainable debt managerin Bolivia was
not attributable to the amount of the debt waivethe HIPC, rather, the country’s decision to acguurther non
concessional debt and poor fiscal management veere & the main underlying reasons. See IMF (2pp5)1.9-22.

S WTO (2005a), p. vii, 6.

6 Rennhack and Nozaki (2006) find that dollarizacked up in many Latin American economies dutimg 1990s,
partly due to the lack of credibility and stabilibf monetary policy and inflationary patterns. B@i has shown
particularly high levels of dollarization of up 8% in 2004, measured in terms of foreign curredeyosits as a share
of total deposits. For a discussion on the causdsliarization in Bolivia, see IMF (2005)

12



An overt dependency on foreign funds delays theodppities for Bolivia to develop its own
alternative financial sources, and more importardistach itself from the conditionalities tied to
financial assistance by the IMF. The present sanatf high indebtness and dependency on foreign
funds may generate further undesired effects, agdhflationary sequels due to the poor absorption
capacity of foreign capital flows in the econofyFurther, conditionalities of financial aid bind
Bolivia to a streamlined process of policy recomdsions which may not take due regard to the

country’s specific situation and neéds.

However, in order to be more financially sound atable, Bolivia requires a sound framework
based on macroeconomic stability and credibihtyts policies and institutions, in order to esistl

its own financial market. Since the debt crisestlod 1980s, which had a devastating effect
throughout Latin Americ&’ Bolivia has not issued bonds or any other typgasernment backed
instrument in international financial markéfdssuing such bonds is one of the main instruments
for a country to finance its short-term budgetampstraints without generating inflationary sequels.
Since Bolivia does not use this alternative, iexremely dependent on foreign aid, and remains

subject to its conditionalities.

1.3Bolivia’s Opportunities in International Trade

Opportunities for Bolivia are determined by how the country wvaksume the challenges that lie
ahead in its international trade relations. Gragpie opportunities will greatly depend on the way

in which the country maximizes the use of its natuesources by applying its “strengths”.

A first major opportunity of Bolivia’s traditionaxport resides in the increased gas export revenues
There are several ways in which such use of thesadant but non-renewable resources can be
maximized. The energy export potential is subggnand provides an additional income the

country could save during the current boom of imaéional energy prices. An interesting example is

of how this opportunity can be grasped and maxichigegrovided by Norway, which created an olil

" Heller and Gupta (2002) provide empirical evideorethe negative effects of foreign aid. In reaipieountries
inflationary sequels and increasing dollarizatiesult from poor absorption capacity of foreign fhaavs.

8 See Saner and Paez (2006), for a discussion ditmmalities tied to financial assistance. Mourmamiand Rangazas
(2006) provide further evidence on the how someeéfi) policy choices in the “reform packages” tiedhe aid do not
have a positive effect on the economy, an yettiténsposed on the recipient country.

29 For a brief discussion of the debt crisis in SoAtherica, see P&ez (2003), Ch. 1.

%0 Henkel (20064a).
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fund to save the extra revenue stemming from itpmduction®® The size of such an oil fund
depends on a country’s decision of either consgrthie revenue in the present or over successive
periods. It is a wealth management tool operatedhey government, on the basis of rational
consumption decisions and maximization of retusch a fund’'s revenues are treated like a
financial asset, which reinvested in the economysuigcessive periods, on the basis of profit
generating criterid> However, under the absence of transparent andiataisle management, the
benefits of such a fund are considerably reducezhetheless, a fund operating under similar
conditions to Norway's oil fund could reduce thepededency on external financing., which, as

discussed in the previous sections, is one of Bo#ivcentral weaknesses.

A second opportunity for maximizing Bolivia’s oppanities as an international player is
developing its non-traditional export sector. Ar@danterest have already been discussed in the
context of the “Bolivia Production and SolidarityaR”, a medium term plan for social and
economic development issued in May 2005, they “éoeestry, agriculture, livestock breeding and
fisheries, timber and non-timber industry, food aguo-industry, clothing, leather, and high quality
jewelry”.®® These sectors are more labour intensive than therah or gas sector and could offer
employment for an important part of the poor withv education levels, and thus improve the
living perspectives of an important share of theudation. By generating new and additional
income sources through the development of an arisator geared toward export markets, trade in

such non-traditional exports could contributegssening the degree and incidence of poverty.

A third opportunity lies in the way in which Bolaimight profile itself as a country which has
unilateral liberalized its economy. In this serisepuld take the Chilean example, a unilateral an
proactively liberalizing country that has managedtidge its regional interests without sacrificing
its outward relations with the European and US misK Though significant advances may have
been made, Bolivia’s political situation may dheadetermine results. Bolivia still needs to
develop more aggressive strategies to conquer expwort markets. For this purpose, it needs to
study the markets and be willing to adapt its psses and products to their needs. Chile is an

example, showing willingness to comply with the hilgvel of requirements to enter the world

31 See Da Costa and Juan-Ramén (2006), pp. 17-28dbnical details of Norway’s oil fund.

%2 Despite the considerable success of Norway'sumitlf the same cannot be affirmed judging from otfilgproducing
countries, according to Davis, Ossowski and Fede{i2003). See discussion in Ch. lll, section 2tRdi “Local
Considerations and Response”.

3 WTO (2005b), p. 8.

34 For a briefing on Chile’s strategy, see Paez (2008, 64-65.
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consumer markets with its fruit, vegetables andewexports. This however will require the
elimination of important supply side constrains #stablishment of standards and quality control
mechanaisms. Trade facilitation programmes, botteuthe UN and the WTO are helpful tools for
Bolivia to master the necessary technical experéind know how to facilitate trade in the
agricultural sector.

A fourth opportunity lies in the development of ttertiary sector. In particular, services have
become increasingly important, generating 54% ofPGIhd 46% of employment, second only to
agriculture which engages the biggest share optpellation® Given its growth potential and being

labour intensive, this sector could generate camalile job opportunities. Services have the
potential of lifting an important part of the poptibn out of poverty. However, most poor do not
have the necessary level of education to engagedrvice activities. This makes the shift to a
services based economy a challenge, and will requrioritization in terms of activities which can

benefit a larger share of the population withdittuman capital investment and training.

Finally, though evidence on trade diversion untierRTAs exist€® this does not mean the country
has to sacrifice its regional strategy. Ratheshiuld seek new partnerships in global and regional
fora that complement each other through skillfujat@tions and that trade creation poteritiarhis

will require the interplay and balancing of Boli\galifferent interests and priorities. Indeed, segk
new trade relations with other trading partnersadoster competition and result in a deepening of
Bolivia’'s export base, bearing the potential foade creation which is not the case under its
existing RTAs.

1.4Bolivia’s Threats in International Trade
Thethreats lying ahead for Bolivia are manifold. These cartenalize if its vulnerabilities are not

strengthened and if potential conflicts to be désed in this section are further exacerbated rather

than solved or at best mitigated.

% WTO (2005a), p. 82.

% See previous discussion on trade diversion iri@edt?2 titled “Bolivia’s Weaknesses in Internatibirade”.

37 Trade creation occurs when high cost domestic g@od replaced by cheaper imports in a RTA, resyiti lower
prices on consumers and increased consumptionarsdimer surplus. See WTI/SECO (2004), p. 29.
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A first threat is the country’s dependency on i&s gevenues. Because these revenues are
determined by external market prices, drastic flatbns in international energy markets are bound
to affect the economy. The recent years have showigher degree of fluctuations, making any
predictions on probable revenues virtually impdssiBurther, though current international prices
may be soaring, energy markets are known to expmriéboom” and “bust” cycles. Sufficient
evidence is offered by the oil crises during 1943ahd 2000, materializing after periods of

flourishing perspectives.

Furthermore, the current geopolitical situatiorenérgy markets is resulting in price instabilfegr
instance, as the Middle East Peace process imgtakupply of energy from one of the richedt oi
and gas reserves region remains uncertain. Set@qgs production capacity is staggering under
the continued political instability exacerbatedthg continuous terrorist bombings. Third, Russia’s
gas delivery to Europe is depend on Russia’ wwlatiwith the Ukraine because of their joint
pipeline, posing a threat to secure delivery. Fgusther important like Venezuela and Nigeria are

affected due to the ongoing political instabilit}’s

The same degree of vulnerability holds for anotimgportant traditional export sector, namely
mining. Bolivia is an important producer of mineraduch as such as zinc, silver, gold and tin;
almost all that is extraction of these minerals ae&clusively intended for export. The sector
however, has been showing signs of stagnation siecend of the 1990s due to several factors. On
the one hand, the sector is affected by fluctuaitmernational mineral prices. Second, it has lost
relative importance in trade, since RTA partnerMefcosur and ACN also export minerals, and are
competitors in international marketsThis has resulted in an increase of unemploynient
thissecto?’, which is particularly worrisome given the alreaugh level of unemployment and the
concomitant trend of unemployed miners migratmgjie forest areas and the proliferation of illicit

mining, as will be further discussed beld.

Another threat is the erosion of trade preferenté& most important preferences for Bolivia are
those offered by the US under the Andean Trade &iomand Drug Eradication Act (ATPDEA),

which account for US$ 240 million worth of expontspresenting around 55% of total exports to the

%8 See Meier (2006). A thorough discussion on thegnmarkets is offered in Ch. Il titled “The Engr§phere”.

%9 Nina and Andersen (2004).

4% Mining accounted for 1.4% employment in 1998 agltitd 1.2% by 2004. See WTO (2005a), p. 89.

! Chapter IIl and IV address the problem of illigitning from an environmental and social sustairigtylersperctive.
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US. However, these are tied to stringent perforraaequirements in combating the production of
coca, the main component of cocaine. However, @®@so an important source of income for
many farmers in Bolivia, give its medicinal attrtba in combating altitude sickness, hunger and
other maladies. Further, it is part of the cultunaritage of the country, deeply rooted in the

everyday life of the indigenous population sinceestral time$?

The remaining 45% share of exports to the US is wsff free (and does not require ATPDEA
preferences to access US markets) Yet the US systpneferences is subject to change. According
to the number of participating countries, the ctinds for preference allocation under the ATPDEA
can also vary, raising the uncertainty for Bolilnaerms of preferential market access of over half
of its US export$?

In addition, the ATPDEA programme is being affectgdmore offensive US trade initiaves with
Latin American countries since the stalling of tR@AA negotiations in 2004 As a consequence,
bilateral negotiations with the rest of the Andeauntries, with the exception of Venezuela and
Bolivia have resulted in Free Trade Agreements WithUS, prior to the expiration of the fast track
mechanism issued to President Bush by CongressviBdilas foregone the same opportunities,
since in the run-up to presidential elections, Bdorales threatened suspension of the bilateral
programme, arguing the US used it for imperialisiims.. The future of the US preferences under
the ATPDEA is uncertain. In case Bolivia decidesmthdraw, it most likely will loose the trade
preferences and most probably will have to factliegory measures, entailing a considerable loss

of export revenue.

In the case of the European Union (EU), Boliviarekahe same limited trade benefits as other
Andean countries that benefit from preferential ketiaccess under a special generalized system of
preferences (GSP) tied to combating of illicit drpgpduction and trafficking. In other words,

Bolivia has to cooperate combating narcotic agésitand fulfill stringent procedures of the EU in

42 Steinich (2006).

3 prior the Andean Trade Promotion and Drug Eraitinact (2002), the Andean Trade Preference ActRAY had

been operational since 1991. ATPA offered duty ieeeduced duty access to the US markets for éxpdrBolivia,

Colombia, Ecuador and Peru for a 10-year periodbjéctive was to promote alternative economicvécts geared
towards export, and thereby minimize the productibnoca and illicit drug trafficking. The ATPDEA@vides market
access to 6545 products under the categories aofichks, base metals, machinery, optical, photogcaphd medical
instruments, textiles and wood.

44 See Paez (2004) for a discussion on the FTAA.
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order to benefit from an export quota for its tteial exports to Europe. Bolivia obtains around
US$ 140 million worth of exports through the EU G8mich roughly accounts for 90% of its total
exports to the region (mostly agricultural gooffs)flhe EU’s system of preference has been
criticized for offering rather limited market aceeto developing countries, for discriminating
amonst developing counries and for conditioningdér to European protectionist objectives
fostering preference erosion through the impositéreonditions and discriminatory exclusith.
Further, in a recent dispute against the EC tami#fferences initiated by India, a WTO Panel
established that the EU GSP system is based om&eau set of criteria for beneficiaries, and is
inconsistent with WTO regulatiod.Hend3e, the little benefits offered by the EU prefice scheme

is under jeopardy.

With regards to the Latin American Association ofegration (LAIA), the preferences are being
permeated through the newer so-called “Economic p€adion Agreements” (ECAs). This
diminishes Bolivia’s benefits from protected marketess, resulting in possible job losses due to
greater competition. Though such preference erosimay foster a more diversified and pro
competitive export composition in the long run, #ugustment costs in the short term are unbearable
by the population of a poverty-stricken country amdiesirable from a welfare perspective. Unless
the preference erosion leads to higher levelsaafety employment and income to offset adjustment
costs, the remaining of trade barriers under i ECAs will still result in higher prices on

products borne by (Bolivian) consumers than thassent in competitive international markéts.

An example of such erosion threatening Bolivia'p@x markets is the recent agreement between
Colombia and the US. The US opening the Columbiarket to highly subsidized US soya exports.
— . The estimated losses account for US$ 170amilvorth of soya and soya products and the
elimination of over 100.000 jobs in the sector.sThould have been partly avoided, had Bolivia
reacted promptly by requesting Colombia to respecting CAN regulation. Decision 598 of the

“SWTO (2005a), p. 64, 86.

¢ See Brenton (2003) for empirical evidence on pesfee erosion in the EU GSP.

47 See WTO (2004a).

“8 The tariffs imposed on non-RTA products may dtivied competitors out if the resulting prices aighler than those
of RTA products. Thus, even though a third couptrgduct may originally be cheaper, RTA tariffs gasult in more
expensive products than those produced regionAlly.a result, trade with foreign competitors willrisik since
consumers will prefer the cheaper regional produd@isis phenomenon is known as “trade diversion”d as
undesirable, since the price increases are borneohgumers, and the gains from the liberalizatiothe RTA are
captured by firms based in the regional market.[@eeous discussion on trade diversion in secli@titled “Bolivia’s
Weaknesses in International Trade”.
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ACN establishes a legal base for respecting alremdfyuired tariff preferences between ACN
members, when negotiating with third countries. §hoy invoking Decision 598, Bolivia could
have maintained its preferential access to the b\ snarket, without being affected by the
arrangements between the US and Colorfibia.having access to the same market as Bolivi, th
US soya producers are able to outcompete the iBolisoya producers given their geographical
proximity and lower production costs. In additiom the present business concern of the RTA
preference erosion, agricultural giants such as@tiga, or Brazil also threaten the country’s soya
market®

This may be a genuine reason for Bolivia to neg®tea bilateral agreement with the US, despite
Morales’ repeated rejections of such an itfedlowever, the recent retreat of the Venezuelan
government from the ACN on the grounds of “treasdnthe other ACN partners (Colombia,
Ecuador and Peru) who signed bilateral agreemeittsthe US, this may not occur in the near
future, given the political ties between Boliviada¥enezuela. Indeed, Morales recently endorsed
the Venezuelan retreat, by cataloguing the ACN ‘aead” RTA. Retreating from the ACN would
imply a loss of 17% of Bolivia’s total export matkeorth US$ 444 million, as voiced by a notably

concerned export sector representatives after Msratatement>

A final threat is posed by how trade negotiatiamghe ACN and Mercosur might affect Bolivia’s
agricultural sectors. Advances in the regional dgeon the liberalization of agricultural products
have been affected by clashing political interestd lack of consensus. Progress in the regional
agenda will depend on the content of the commoit@atural policy and the setting of a common
external tariff (CET).Given Bolivia's low tariffs compared with its negal partners, these will
probably advocate for setting a higher CET to totieeir products from third country competitors.
Thus, a new CET may foster greater trade diverdiearing a harmful effect on end consumers in
terms of higher prices. Bolivia’s challenge liesidentifying a negotiating strategy which leaves it
enough space to live up to the expectations afdtgptiating partners, without suffering reductidn o
its share of regional trade and without resultindiigher consumer prices if trade diversion takes

place, as will be discussed in the following settio

“%1BCE (2006) and Alvarado (2006).

%0 Ammann (2006b).

1 Ammann (2006c).

2 E| Universal (2006) and La Raz6n (2006).
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2. Outlining a Strategic Position for Bolivia in International Trade

The previous section focused on Bolivia's outwar@ntation perspectives and present conditions
in international trade. Although the country hagistered important achievements since the past
TPR in 1999, there is considerable room for furtilmprovement. The present section discusses
possible strategies which could enable the coumtrygrasp the opportunities at hand. Due
consideration is given to the strengths, threats \@eaknesses, to add plausibility to the strategy

formulation.
TABLE 2: SETTING BOLIVIA'S INTERNATIONAL TRADE STRA TEGY
Level of Action Strategies Bodies, entities and ietest groups
involved
Global Trade Facilitation to alleviate supply side consiisa WTO, UNCTAD, ITC, WB

Linking environmental assets and agriculture tongaCoalition building in agriculture with
market access for environmentally sustaingbd@milar-minded countries (e.g. Japan,
agricultural niche production Norway, Switzerland). Partnership wi
import promotion bodies of OECD
countries

>

Advocacy in favor of development concerns, flexipil
and longer time frames for implementing liberalizat| Coalition building  with  other
(reforms) landlocked and small, developing
countries and LDCs
Proactive participation in GATS in sectors wherdiBa
requires foreign human capital expertise, and |for
modalities for energy services that reflect
concerns/interests of gas sector development.

Cautious liberalization of financial services, witview
to facilitate channels for remittances and micredas
geared to alleviate capital constraints faced kypitor

Cautious liberalization in tourism sector, to pobtéhe
development of local tourism industry

Regional Negotiation of trade preferences, longer time framed
leeway for development concerns

Participating in energy transportation system Landlocked and insular countries in the
context of the FTAA
Waterway developments and regional economic

development along waterway to alleviate infrastitey Amazon Treaty, ACN
and supply side constraints

Local Use existing relations and liaison mechanisms &f |tivil society representing all groups
government (internal and external) to foster pgoditory | Social pact between representatives| of
process by building a continuous dialogue in tnaglécy | the private government and civil society
with grass roots organizations and local integestips. | sectors

Development of awareness and responsibility in |t®vernance groups with focus on
population, with special attention on the use ameé [daccountable and transparent electoral
respect of democratic mechanisms as alternativesptocesses (e.q. transparercy
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social turmoil to voice concerns. international) to design guidelines for
assessing the political performance
Long term policies geared to active microfinancfog
export oriented SMESs, training and capacity buidin
export related sectors, investing in social capital
conducive to community organization, accountability
and acknowledgement
The Netherlands, Switzerland, ITC
Developing services industry and potential to dyizam
the economy by generating jobs and income With
investment in human and social capital (e.g. tooyis

Alleviation of supply side constraints through Ibc¢a
development projects, such as those offered umdde t
promotion agencies and donor partners

2.1Global

Bolivia has been invited by the WTO membership eosolidate its commitment to the adopted
liberal trade policy and practices. For instandes tountry has been asked to narrow the gap
between bound and actual tariffs. In services, re¢@ectors which the country has not yet bound in

its schedule of commitments under the GATS agregmes also pending liberalization.

Bolivia will have to assess its general prepareslredsoffering offer more market access to its
sectors of national interest for its European a&lttdding partners in return for market access for
its export products, such as soya, minerals andTgas assessment must consider how exposure to
foreign presence will affect Bolivia’s economy. n$® local industries will not survive and die out.
These are the “looser” sectors, which are unablee&p up with the lower price and higher quality
products of foreign competitors. Other industries. the “winners”), will flourish thanks to greate
market access in foreign countries. The governmsbotld strive for measures to minimize the
undesired effects from trade liberalization, sushj@b losses. On the one hand, redistributive
measures should seek to smooth out the allocafidheogains stemming from greater trade, and
thus avoid social conflicts stemming from greaterquality. On the other, because some sectors
will loose due to further trade liberalizationethmeallocation of unemployed workers must be
anticipated and alternative employment opportusitieed to be created. . Here, investment in
human capital makes sense, for instance in theingabdf workers so that they can successfully shift

to the “winner” sectors.
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In conclusion, trade liberalization will determipeoduction patters and provoke changes in the
availability of factors of production. Under a dae“sequencing”, the country may prepare to
welcome foreign service (investment) providers ingradual manner, mitigating the possible
negative effects. Further, a process of graduatdilization could contribute to the development and
reactivation of productive sectors with export i, and thus generate economic incentives for

greater diversification and bridge the gap of sygade constraints.

A third area requiring strategic action is the #tref increasing terms of trade deterioration of
traditional exports. In essence, there are twostdolcombat deteriorating trade relationship and
creeping sectoral vulnerabilities. First, it re@sir seeking to incorporate more value added
components into the export of raw materials to mtdeam more competitive in export markets
generating higher profits . Second, it requiresatgne diversification of Bolivia’'s export base to
reduce dependency and minimize vulnerabilitiesnfreevenue fluctuations due to commodity

market price volatility.

Diversifying the rather narrow export base of Baliwill require considerable investments in the
sectors which show potential, Ideally, activitieBigh are labour intensive (and hence can engage a
bigger share of unemployed or underemployed woylgdrsuld be preferred. Tourism is a field with
numerous opportunities for low qualified workersierth can contribute to diversifying beyond the
country’s traditional exports. Further, if part tfe tourism attractions can be marketed under
ecotourism, it can be easily be combined with tbgeaives of further developing other labour
intensive activities (i.e. agriculture, forestriyestock, fisheries, clothing, leather, and higlalgy

jewelry) >

Seeking less dependency of external capital magve®@ more challenging than reducing import
dependency. Bolivia needs to develop and deepdmaiscial sector, requiring important structural
of its finance sector. Though having a good traatord with bilateral and multilateral donors is of
advantage for a poverty-stricken country in needxternal financing, it should not substitute a
country’s ability to raise capital. Furthermore,fi@&l development aid (ODA) demands

considerably more from a soliciting country in terof conditionalities than the mere servicing and

repayment of a loart.

%3 Section 1.3 titled “Bolivia’s Opportunities in Brnational Trade”.
** See Saner and Paez (2006) for a critique on donélities of financial assistance.
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Therefore, developing the financial services seaftiralso require action on a global front. Bohvi
must push for development friendly considerationbberalizing financial services. One of its main
interest lies in facilitating the transfer of retaiices from migrant workers abroad, which alone in
2004 registered US$ 422. It is estimated that &GB6 of the remittances is transferred through the
financial system Most recipients (and migrant woskelo not own a bbank account or have access
to transfer services. In addition, transaction €@t very high, currently estimated at 7% of the
transferred money. Bolivia can contribute to facilitating the transfef remittances from Bolivian
workers abroad by pushing for development frientiberalization which promotes financial
democracy through accessible financial serviceadtttion, supporting calls for a more aggressive
liberalization of migratory workers (i.e. movemestt persons under the General Agreement on
Trade in Services at WTO), could also improve cbods of Bolivian workers abroad, and hence
facilitate their access to basic financial servi@gsl thus reduce transaction costs resulting frem

transfer of remittance¥.

2.2Regional

On repeated occasions, presidentMorales has erdrestsong support for the anti-imperialistic and

leftist regimes of Presidents Chavez (Venezuela @astro (Cuba), and has signed with both

countries diverse cooperation agreements in thie fo# energy, education and health. Their

ideological proximity could endanger stability iatin America>’ Great concern has been voiced by

the US and Europe, and relations with the cousitrgain trade and financial assistance partners
have been tense and conflictual . This situatiariccoause substantial difficulties for Bolivia, s

it may distance itself from its most important fragl partners and block alliances and coalition

opportunities for market access for the countryjsagts and services negotiations in the WTO.

In this sense, rather than opting for exclusiveeoldgical relations with Cuba and Venezuela ,
Bolivia should focus on joint projects generatingodity with all of its neighbors. The development
of a gas pipeline could be a possibility, as wsllj@nt waterway development consisting of both

port and storage facilities, as well as the devalemt of economic activities such as value added

%5 IMF and IADB (2005).
* For a discussion on policies for improving renmittas, see Solimano (2003).
*" This destabilization is considered a major thtedhe outcome of FTAA negotiations. See MartinQ@0
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processing plants along the riverways can both rggmemployment and income opportunities and

reduce conflict from the different stakeholdersrsitathe same living space.

Finally, forestry resources and TK also offer egoimincentives and cooperation opportunities For
instance, the maintenance of a joint database ploigable resources and TK of indigenous groups
can be a meaningful tool to ease conflict both ketw neighboring countries and individual
stakeholder groups (e.g. indigenous groups and npweutical companies). Together with
monitoring of the exercise of property rights amwehership of such intangible assets, it can ensure

the equitable distribution of grains from tradehwitese natural resourc®s.

2.3Local
- Breaking with political tradition and strengthenipagrticipatory process

One of the main characteristics in Bolivia’s recgmlitical history is the so-called “pacted
democracy”. It alludes to the entrenchment of lHrge political parties in occupying executive
power through the successive election of theireesype presidential candidates. Under this system,
election scenarios were often pre-determined thropige-elections agreements (pacts) between
parties to alternate their candidates in the pesdidl chair baised on negotiated support in

parliamentary elections.

To some extent, Evo Morales has broken with thigtipal tradition, being a newcomer without
traditional party support and being of indigenbaskgrouné’. However, the transformation of the
political system in Bolivia has its roots in thed¥80’s, when new political leaders supported by the
poorer sectors of society, such as Carlos PaleaaeMax Fernandez, advocated the ethnic
heterogeneity and cultural legacy, and opposedediitest” and “antidemocratic” ways of traditional
parties® In addition, regulatory reforms of the participgtprocesses provided social groups with
electoral leverage and the development of a palit@multure. The result has been increasing
participatory and electoral awareness matched reghlar elections, the end of military coups, and
the strengthening of representative democracy girgoolitical party representation and social

activism.

%8 This discussion is also taken up in Ch. IV, titt@tie Environment Sphere”.

%9 Auroi (2005).

%0 The majority of past presidents in Bolivia belodde the minority of European based immigrants.
®1 villavicencio de Wallart (2005).
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Despite these positive changes, there is still fi@edeform. Vertical political management vestad i
individuals (i.e. political leaders) still prevailas well as lack of transparency, prevalence of
clientelismand interest groups with lobbying powand lack of continuity in the management of
government. The political tradition has done lititefoster economic development, and excessive
burocratization and centralization in the pastfaasred vested economic interest groups instead of

entrepreneurial competitivene¥s.

All of these events in Bolivia’s recent politicaistory point to the increasing awareness of the
population (and of traditional leaders and polis) of the importance of legitimate democratic
processes. Without electoral legitimacy, thereadimk between the leadership and the population,

and political projects will tumble through violgmtotest and public resistance, as history shows.

Lack of credibility and legitimacy has been the meause behind many of the violent protest. This
general dissatisfaction with political elitesis sthby the population requires mending on several
fronts at local level. First, political processegsnbe legitimate. The majority of Bolivians mbst
convinced that his participation has an effect tuad the , electoral processes be transparentsand f
which deserve to be respected. Second, businasgiestwith considerable impact in the economy
must be viewed as an opportunity for all neighbprmoemmunities, not only for priviledged few. .
Unfortunately, the latter has been the case in seommomic enterprises, such as hydrocarbon
development projects and water distribution systeamspreviously discussed. Third, opportunities
to guarantee dignified subsistence must be availablthe poor, in order to ensure a minimal degree
of social stability, and thus avoid the perceptdmpolitical reform and new economic developments

being a direct threat to survival of the poor.

The country must strengthen its democratic andigyaatory mechanisms. Access to the most
distant regions must be assured to avoid exclusiod should foster transparency and due
observance of processes. The presence of intemadifiactive organizations in the field, such as th

Organizations of American States (OAS), Transpardnternational or the Carter Centre in such

processes are vital to guarantee credibility aadiksty.

%2 De la Fuente (2005).
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Materializing strategies to position Bolivia as amernational player will greatly depend on
developments in the political field. Bolivia's newklected president, Evo Morales, has a track
record of opposing globalization and rejecting tiefes with representatives of imperialistic
hegemony, such as the US considered to be a hegemyerial power intent to subjugate Lantin
American counties. . Having been sworn into presigian January 2006 he has urged urged the
citizens to actively engage in participatory deracg and overview his political performance It
remains to be seen whether he is able to undenmeing reforms and seize economic
development opportunities that place Bolivia in thiernational setting with the necessary support

and without civil unrest.
- Building opportunities for effective backward lirdes

Economic opportunities stemming from trade will damnore meaningful effect if they foster
backward linkages. In other words, commercializatarctivities requiring the engagement and
development of complementary and local value adpextls and services, result in the engagement
of more workers, greater income and economic difieaiion in the long run, and can have very

positive effects for the excluded and poorer ssabbisociety.

However, direct access to international marketscugarly difficult, due to Bolivia's bad
infrastructure conditions, lack of minimum expoajpdal and knowledge of trade procedures which
constitute barriers that impede many Boliviangrireeizing trade and economic opportunities

abroad. Trade facilitation is an important fagtobuilding opportunities for international trade.

Valuable initiatives are the (import) promotionisittes undertaken by government or government-
supported agencies of developed countries, asopaievelopment cooperation. Though limited in
the scope of outreach, these initiatives effecyitalget constraints and offer business orientated
solutions, which can be put in practice with relatiow costs. Furthermore, they generally target th
smaller producers and microenterprises which aenalisadvantaged when facing the myriad of
bureaucratic paperwork to access credit or evereftectively participate in government run

programmes in support of export produce.

An example of such initiatives is the “Swiss Impé&tomotion Programme” (SIPPO). SIPPO

pursues the objective of eliminating market acaessstraints for SMEs in transition economies of
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Eastern Europe and developing countries in eads aftivities and projects. In order to achiewe it
objective, SIPPO offers market-specific informatifor exporters addressing their needs in an
exporter-friendly manner. For instance, generabrmiation on specific markets is offered in
different languages, which is detailed enough tedesidered a market study, often inaccessible in
the first place because of its costs, ability toess recent and reliable information of the whole
sector and level of technical expertise it requikedditionally, valuable information is given on
how to penetrate the market through image and atdnsetting advice offering a platform for
business-to-business matchmaking and networkimgug client meet activities such as trade fairs,

the keeping of contacts with producers and tradéds and associatiorfs.

A second way of fostering effective backward linkagand alleviating possible supply side
constraints relates to public administrative refer Decentralization can allow communities to
initiate self-driven processes on the basis of lloealities and needs. Bolivia has undergone a
process known as “participatory descentralizationhere state instances have become locally
accessible to the people, promoting civil activisince 1994* Participatory decentralization

provides the State with the necessary foundatiorestablish a dialogue with the local citizenship
and economic actors in order to identify opportiesitto engage in international trade, as well as

concern, and thus include the different stakehslden participatory and legitimate process.

The process of popular participation at municigatel is considered a vital process and has shown
initial positive outcomes. Today, the adoption efulation and policies without such participation
unthinkable. Indeed, recent studies of municipéivag in Bolivia have found that the efficiency
and performance of effective public managememoisso much a question of size or capacity of
the local government, rather it is a question @blaement and popular participation in municipal
activities. Lack of coordination and conflicts |&agito lower efficiency tend to arise where thege i

no link between the local government and the conityiim question.

The international community can contribute to tipriovement of these processes by fostering the
development of local government capacities andopadnce. In the past, foreign assistance has
financed capacity deficiencies of local governmeotgleveloped joint projects with localities, even

though priority setting of the agencies renderiogperation and that of the communities might have

* Wehrli (2006).
%4 Guevara Avila (2005).

27



varied considerably. Under such initiatives, gredicus on the social and cultural capital
embedded in communities should be made, and, ydealbre use should be made of the
organizational traditions and cultural heritagartaximize outcomes of decentralized processes in

eradicating poverty.

Furthermore, even though local communities mayyemore discretion thanks to decentralization,
the lack of government funding renders their neberiies ineffective. More importantly, the
efficiency of poverty reduction strategies lies ancessible funding directly addressing poverty
constraints identified by the communities themsglMdowever, sustainable funding is an area
showing meek progress and questionable results vessessing recent Bolivian experiences.
Concretely, the decentralization process undeN#wgonal Dialogue (2000-01) established poverty
reduction priorities identified at local level, lmlved by the adoption of a social agreement, which
established a direct transfer of 70% of the HIP€ueces to local communitiésin the first years,
this should have corresponded to US$ 70 milliopresenting about a third of the government
transfers to the localities. With these funds, tbeal communities would promote economic

activities to reduce poverty, such as small-scaiming, craftsmanship and micro enterpri¥es.

Despite these meaningful efforts, an IMF retrogpectassessment of the HIPC in Bolivia
recognizes the shortcomings of the initiative. ifgtance, though fiscal decentralization through th
National Dialogue improved the local public finascef the municipalities on the basis of local
poverty levels, it also generated imbalances incdrgral government since it had comparably less
revenues to ensure its expenditures. Efforts l@viate poverty have been partially neutralized
through the stagnation of average per capita incgroeith, registering less than 1.5% per year.
Indeed poverty has not been significantly redu@atording to the reports. The IMF report also
underscores the need for governance and instifltreforms, but also recognizes that their success
requires social and political consen§(ghus, a redistribution of HIPC resources (or aagnf

financial assistance) to reduce inequalities amdlicoimpeding reforms is highly desirabi2.

% Bolivia reached the completion point under theiol HIPC initiative in 1998. A second round ob&sance under
the “Enhanced HIPC” was approved and implement&Di1. See (IMF, 2005).

%8 Thévoz (2005).

7 IMF (2005).

N proposal for the redistribution of HIPC resouréaesusing on the minimization of inequalities forpest of a
dialogue strategy of the International Labour Orgation (ILO). See ILO (2005), Table e.
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A similar recommendation is made by the United &izi Development Programrfiewhich

stresses that social dialogue efforts cannot stiteeovert inequalities that prevail, nor reduce
conflict when economic policies that determine $hbsistence of many Bolivians are applied. This
has been the case when decisions on the distnbai@l management of natural resources, the

privatization of public services and the eradiaatd coca have lead to civil unrest.

Therefore, participatory decentralization shoultkta the deficiencies that lead to inequality a@lo
level, and generate backward linkages that adgneddems such as unemployment. The activation
of small and medium sized enterprises (SME) devety is viewed as one of the most effective
alternatives to lift the poor out of their miséfn particular, programmes geared to the creatfon o
SME that focus on the development of capacitieshéglly desirable. A greater human capital
componenwill not only have positive effects on competitiess, it will also enable the poor to

increase their income through the greater value@ddthe production of goods and services.

Such efforts may be additionally accompanied byabelability of financing, for instance through
the creation of cooperative banks, financed witht paf the transfers made to the local
municipalities. Trade negotiations in the conteixthe WTO can also play an important role in this
field. As mentioned previously, in liberalizing &incial services, Bolivia can use the schedule of
commitments as an effective tool to promote thesgmee of foreign banks which offer accessible
credit or financing opportuniti€s. For instance, in offering countrywide market ascts foreign

banks, it can set require easier facilitation acdedit allocation share for the start up of SMEs.

3. Preliminary Conclusions on the Trade Sphere

In conclusion, the country still needs to condwdistantial regulatory reforms in order to ensure an
enabling environment for greater trade and investrflews and thus integrate itself successfully
into the global economy and use some of the revefoen exported energy products to develop
new products with high value added potential (reglth and agriculture products and eco-tourism)
thereby generating badly needed jobs for the mastigerqualified poor. Decentralization has

positively affected participation local level, atide future challenge lies in strengthening the

9 UNDP (2005), Box 5.5, p. 166.
0|LO (2001).
"l See section 2.1 titled “Global”.
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participatory processes. This will enable the idation of meaningful economic activities that
allow the poor and traditionally excluded sectorsaciety to capture opportunities resulting from
trade liberalization, whilst at the same time, @®the destabilizing factors which interfere with
reforms. Greater governance and transparency irsideanaking may help strip away vested

interests and render results which contribute nglasting development and growth.
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[ll.  The Energy Sphere

Bolivia has recently made several internationadiiees with regards to its hydrocarbons sector.
These news items have often been linked with cinrkest uncertainty for foreign firms operating in

the gas and oil industry. Bolivia requires consadbde technical, human and capital resources in
order to fully reap the profits and benefits ofatsergy assets. More importantly, it needs to agvel

the industrial capacity which will enable the caynto maximize revenues stemming from the
energy sector. However, this cannot be achieveti@nabsence of enabling conditions. Without a
transparent and predictable legal framework, malitand social stability, and strong and reliable

institutions, a profitable and sustainable expt@taof these resources will not be possible.

The present section analyses the country’s enestgnpal by means of a SWOT analysis. Taking
due regard of the global, regional and local dgwalents in the energy field, it offers strategies to

enhance Bolivia’s strengths and opportunities, mimdmize the weaknesses and threats.

TABLE 3: SWOT MATRIX: BOLIVIA’'S ENERGY CONDITIONS

STRENGTHS WEAKNESSES
=  Considerable proven gas and oil reserves - Gas prices are greatly determined by the major
] Uncertain (political) situation due to competirggsg consumer (and producer) — the U.S., which sets
suppliers, such as Russia prices according to internal political interests

= Attractive foreign energy markets seeking greatef =  Lack of local expertise in the energy industry
diversification of suppliers and sources of energy| =  High production costs raise price of Bolivian gas
=  Greater demand for gas, as an energy source of the international markets

future - Inefficiencies and lack of clarity in gas revenue

] Projections of increasing global energy collection, in the management of the state-ownéd oi
consumption, especially in industrialized and industry and participation of foreign companies
emerging markets - Need for external financing, technology and know-

how for the exploitation of gas resources

OPPORTUNITIES THREATS
=  The enactment of new legislation establishinga | =  Poor investment protection and threats of
clear and coherent energy policy which enjoys nationalization may trigger capital outflows
legitimacy considering all stakeholders - Irresponsible use of gas resources, leading to
(communities, government and firms). depletion, and environmental degradation
] Increasing funds and participation of foreign - Existing competitors and their drives toward market
corporations in social and environmental dominance.
responsibility projects to minimize conflicts with =  Escalation of social conflict due to lack of unaitjm
affected communities on the use and distribution of returns/profits a$ g
] Regional opportunities for solving Bolivia's - Environmental and social impact of the gas
landlocked situation, smoothing conflicts with development projects
neighbors, greater regional stability = Increased dependency on gas revenues, greater
= Greater integration and coalition building through vulnerability to fluctuations in international eggr
energy cooperation in RTAs prices and fiscal imbalances
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1. Bolivia’s Energy Assets, Interests and Challenges
1.1 Strengths: Bolivia’s Hydrocarbon resources

Bolivia is blessed with an incredible amount ofdigcarbon resources, topped only by a few
countries worldwide. According to government est@sabeginning 2005, (proven, probable and
possible) reserves amount to 1,111 million baroélsrude oil and 48.7 trillion cubic feet natural
gas’? Bolivia holds the second largest hydrocarbon tasater Venezuela, one of Bolivia's
regional competitors. It is estimated that the ¢ouoould supply the whole of South America for

over the next ten years with it hydrocarbons resesir

Bolivia extracts around 35 million cubic metersgafs on a daily basis, of which 70% are directly
produced by Brazil's “Petrobras”, the major foreigih company operating in the country, which
holds 890 billion cubic meters of estimated gasueses” Daily oil output is estimated at 38,192

barrels and 952 million cubic feet of natural gasulting in 6.7% contribution to the GBP.

Leaving numbers aside, several international amgomal factors make Bolivia's hydrocarbons
particularly attractive. There is a high degreaiotertainty linked to internationally competing gas

suppliers. (See Table 3)

For example, Russia’'s Gazprom company cut off gigsply to pipelines running across the
Ukraine in early 2006, arguing the neighboring doprhad been appropriating gas originally
destined for European markets, without paying fofubsequent to this, Russia stopped delivery of
gas to Ukraine thereby cutting off Europe’s maup@y of gas in the deepest winter months in
2005-2006. Such unilateral action showed the degfeeulnerability of Western Europe with
regards to security of energy supply. Further, Ruisas expressed interest in diversifying its ekpor
destinations, and now seeks to position itseH asjor energy supplier to Asian markets and to the

US, which translates into decreasing availabilitg@s for Western Europé.

2\WTO (2005a), p. 98.

3 Henkel (2006b).

" WTO (2005a), p. 95.

> See Hil. (2006a, 2006b).
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Second, this uncertainty with regards to traditiareergy suppliers has increased Western Europe’s
resolve to diversify the sources and types of gnaupply so as to mitigate the risk of future
shortcuts due to political or other factors. Ashsutiscussions have been underway to promote the
development of alternative sources, such as nyctedar, wind or thermal energy, but also to tap

alternative suppliers which do not deliver Europeearkets’’

A third important reason for an increase in thatreé attractiveness of gas as an energy source is
based on the theory of “Peak Qil”. This theory tells the end of the oil era in the short term, wehe
after the peak in oil production is reached, prdidacwill start to shrink rapidly since the profit-
making share of oil will have already been extrdci®hat is left for exploitation after reaching the
peak becomes increasingly expensive. An importssguraption of the theory is that oll
consumption occurs at a faster rate than the ifilsation of new reserves, meaning oil will
eventually dry out. This will raise oil prices asoguction costs and demand increase, whilst

positively affecting the price of alternative scescsuch as gas, making these more attraCtive.

Fourth, gas has been cataloged as one of the emsengges of the future even though gas
exploitation requires considerable investment agchriological development. It is less polluting
than oil, given the lower CQOemissions, and can substitute oil consumptionotmes extent. In
particular, “liquefied natural gas” (LNG) is an expensive procedure requiring technicabeige

and equipment. However, its advantages lie in #sgee transportation of LNG, and the lessening of
dependency, costs and risks stemming from the eraance and vulnerabilities of pipeline systems.
Further, LGN allows for other forms of transporbati less prone to be used as pressure mechanism
in conflicts between countries sharing pipelinssseen between Russia and the Ukraine, and is less

subject to boycotts and terrorist activities theat provoke the collapse a whole supply cHain.

Fifth, consumption patterns of the two biggest ggpersers — the U.S. and China — show increasing
import dependency in the future. The US has detrgams reserves and China accounts for 1,200
million people with increasing energy demands, givis economic and industrial development.

Together, the increased consumption of these ratiwey lead to higher oil and gas prices, given

8 Meier (2006).

" GHO. (2006), “Wenn der Gipfel nicht das Ziel Bie “Peak Oil",NZZ p. 27.

"8 Liquefying gas is a chemical and physical proaekih transforms natural gas from its gaseous s$tatea liquid
known as liquefied natural gas (LNG).

9 Gho. (2006), “Das Erdgas, das aus der Kalte komR#Z, p. 22.
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the dimension of both economies and its effect anldvprices.Indeed, the International Energy
Agency (IEA) has projected gas consumption to iaseefrom a current 21% to 26% of the total
world energy demand by 2056.

At regional level, energy demand has also incretaBeazil for instance, an industrial hub of South
America, covers 40% of its gas consumption withiBah gas. This represents 7% of its total
energy demand, currently covered by the supplytiinca US$ 2 billion pipeline connecting the two
countries. Brazil is expected to triple its gassuomption by the end of the present dec&dehilst
Chile and Argentina are also increasing their respe energy demands. These two countries are
keen on securing alternative sources of supply. éd@w conflicts between both countries continue
to rise due to Argentina’s limitations in supplgiboth the local and Chilean growing gas markets.
Bolivia is not supplying Chile with gas due to ttegritorial disputes going back to a war lost by
Bolivia against Chile.

1.2Weaknesses of the Energy Sector

Because the US is both the biggest producer anduooer worldwide, it has a considerable
influence on gas prices. It determines prices atiogrto its internal and international political
interests. Thus, prices are no set merely accordmgmarket conditions or profitability

considerations, thereby making fiscal planning dndigeting on the basis of gas revenue

projections rather difficult.for countries like Bah

A second factor which also influences Bolivia’'s gaices is the payment arrangements with Brazil
and Argentina.. These conditions result in a cditipe disadvantage for Bolivia as costs of

production and ultimately prices are already higle do the lack of a direct sea exit for gas
shipments exports. Concretely, the cost of gagtierthined by specific contracts between Bolivia's
state-owned hydrocarbons company — Yacimientooffetos Fiscales Bolivieros (YPFB) — and

the foreign companies operating in the countryhsas Petrobras which controls the distribution of
Bolivia’'s gas exported abroad. This bargainingdadivantage vis-a-vis foreign energy firms came

about after the regulatory reforms accompanyinggfization.

8 Gho. (2006b).
81 Henkel (2006b).
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Prior to privatization, foreign companies operatioig a contractual basis with the YPFB were
allowed to operate in the upstream sector for e&0-period, under the previous Hydrocarbons
regime of 199%. Participation was based on profit sharing agreespavhere profits were equally
allocated between the companies and the YPFB. Wmership, exploration and exploitation of the
gas resources remained in the hands of the staitstwthe development of upstream settavas
tied to a defined investment and work programmegceted by the foreign firms. Further,
downstream activities remained under the exclusnfithe state, such as the commercialization and

transport of ga&?

After privatization, this clear delimitation of fations and ownership were dropped .. Under the
new hydrocarbons regifffe the State with no longer owned of production eahmercialization of
gas. This left the state the only benefit of taxeraues, as opposed to its participation and coofrol
value added and production chain processes underfdhmer regulatory regime. Second,
downstream activities were also opened or privatimaFollowing these privatizations, enactment,
companies invested in the energy sector and itfiech&xploration, given the favorable conditions
at hand. Both proven gas and oil reserves rosdapearly, from 5.69 to 52.29 trillion feet in the

case of gas, whilst oil increased from 200 to 92&en million barrels since 1997.

Foreign companies can now conclude risk-sharingeagents with YPFB and have access to the
downstream activiti€§ being placed on a level playing field with YPF& YPFB did not have
the institutional strength nor the management dépacto function efficiently under such a
liberalized regime, it was constrained to exengsa secondary role as mere supplier of energy

sources.

The privatizations of the Bolivian gas industryshrasulted in multiple conflicts. Some domestic
critiques argue that the a new energy policy isded to overcome the negative impact resulting

from privatization of the national oil industrgince the YPFB was sold off under President

82 Hydrocarbons Law No. 1194, 1 de noviembre de 1990.

8 Upstream activities of the sector refer to thelepgtion and exploitation of hydrocarbons.

8 villegas Quiroga (2004).

8 Hydrocarbons Law No. 1.689 of 30 April 1996.

8 villegas Quiroga (2004).

87 Downstream activities of the hydrocarbon secter those occurring down the production chain, suchefining,
industrialization, transports and storage.
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Sanchez de Lozada well below market price estimaggdUS$ 843.9 million (when estimated
proven reserves had a value of US$ 13,000 millianyl later through president Banzer, who sold
off the refinery and commercialization networks foere US$ 122 millions, these being the more
lucrative downstream activities of the national ustly® It therefore is not surprising that a
majority of Bolivians link foreign oil companiesitiw an opportunity foregone due to political
irresponsibility and abuse of the executive’s dion in opening and privatizing the hydrocarbons
industry.

Since the hydrocarbons sector was privatized ,umamimous agreement could be reached on the
distribution of the profits and the conditions fimreign participation. The former two presidents
(Lozada and Mesa) were forced to resign after @opwhrest and violent uprising mostly linkied to
ta perception of both presidents hving “sold outféoreign oil and gas companies. Following a
national referendum in May 2005, a majority of B@ns approved a new hydrocarbons law which
raised taxes and royalties on oil and gas produdtimm 18% to 50%6°

However, the new hydrocarbon law does not incladeevision of the existing contracts with
foreign energy firms operating in the country, dnerefore cannot address the underlying structural
disadvantages discussed before. Though a revididhe concessions is necessary, as recently
announced by Moralé8,due process of law has to be ensured to avoidutiw of foreign capital
and attract further investment in the future. Tagl, foreign oil companies have recourse to abitr
procedures in the event a dispute, under the Atimim and Conciliation Law, and have already

protested against the tax raise and threateneduwditial measures.

Adding to the cost inefficiencies is the complesusture of taxes and royalties of the hydrocarbons
legal framework. In essence, the regulatory fram&Wosets a new tributary system based on the
classification of hydrocarbon resources on the sasieither “existing” or “new” hydrocarbons.
These new definitions give room for tax evasionpthar reason for inefficiencies in the
management of the resource. This system envisagtifiefent types of taxes, namely: (i) a Value

Added Tax (13%); (ii) a tax on transactions (3%)) & tax of 25% on net utilities; (iv) a tax on

8 CEJIS (2004), Editorial.

8 Hydrocarbons Law No. 3.058 of 17 May 2005.

%0 Henkel (2006b).

%1 Capitalization Law No. 1554 of 21 March 1994, khahrbons Law No. 1689 of 30 April 1996 and Law 1843 of
20 May 1986, (amended by Supreme Decree No. 26007B February 2001) established the taxing regimehe
hydrocarbons sector.
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utility remittances (3%), and (v) a 25% surtax oweptional profits. These taxes applied to the
downstream and upstream sector, where specifigi@®si were subject to a given combination of
the 5 taxes, making the overall system rather canfuand the effective tax collection rather
complex®? Topping it all is a special tax on hydrocarbond tireir by-products (“lmpuesto Especial
a los Hidrocarburos Derivados” (IEHD), an indiréak on the profits from downstream activities

(mostly commercialization) to the State, with a gden calculation methodology of its own.

Further, royalties consist of 11% being allocatedite producing department (i.e. a department
royalty), 6% to the Bolivian treasury, 1% natior@mpensatory royalty to the state and the
Hydrocarbon Superintendency, respectively, and dditianal 13% national complementary
royalty>* Though the new regime of royalties may have sotmfaster a more equal distribution of
the profits at departmental level, with the decai#ation reforms, both the transparency and

certainty of such transfers have been reddced.

Privatization under Lozada fostered poor profitribsition. First, it generated suboptimal returas t
the national oil industry, since the extractedsaiht to the refineries was sold at internationelesr
and not at cost price. This raised the productmstiand ultimately the final price of oil derivegs.
Second, the new regulation set deregulated gasspnichich favored the Argentinean export market
since the neighbor’s gas prices remained regulaethe expense of Bolivian gas exports. Third,
operating companies could avoid the payment ofjhaéri (50%) tax if they reported that their output
stemmed from “new” instead of “existing” hydrocarnbdields. By registering their output
accordingly, they could pay a lower tax of 18%.dad, it is estimated that the tax evasion during
the period the Loyzada law amounted to US$ 3,40lom Fourth, the impact of the industry on
the environment was considerable due to irrespmsiersight and management of the networks.
For instance, an oil spill of over 40,000 barrets1999 caused severe damages to the River
Desaguadero. The government did not take immedietien to penalize the responsible parties,

despite the significant environmental imp¥ct.

2 villegas Quiroga, (2004).

% Law No. 1.606 of 22 December 1994 introduced IE#¢D. Currently, Supreme Decree No. 27.422 of 7ilAp004
sets the methodology calculations of the IEHD fydrocarbon derivatives. See WTO (2005a), p. 98.

% villegas Quiroga, (2004).

% See WTO (2005a), p. 97.

% Mariaca Bilbao (2004).
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In conclusion, underlying all of these weaknessdbe uncertainty of the present regulatory regime
and the absence of due process of law, undersbgrée institutional and political instability dfi¢
past years. Though the regulatory reforms followtimg law of 1990s were conducive to an opening
up of the sector and welcomed foreign investmdmb(tigh the enactment of laws and international
investment treaties). The privatization processhess perceived as a failure, where the natiothal oi
company handed over a substantial part of the aloatrd ownership of the industry to foreign oil
companies. With this transfer, the YPFB becameessingly inefficient in the management of the
resource, by giving up profit generating activiteesd solely concentrating on rent seeking (i.e. tax

and royalty collection).
1.3 Opportunities in the Hydrocarbons Sector

The gas sector reveals opportunities for energgldpment which could provide Bolivia with an
alternative to reduce its focus on traditionati@dture, manufactures and mining, and instead
concentrate on more promising returns, economierdification and employment opportunities.
Many agree that the greatest benefits of exploigag for Bolivia lie in developing an industrial
infrastructure that could generate value addednecon gas exports, thereby | ultimately increasing
export revenues. Such an alternative strategy wooNeever require three important inputs, namely

investment, diversification of applications and ersers, and the access to new export markets.

As formerly mentioned, in addition to the alreadyiséng export markets for Bolivian gas (i.e.
Brazil, Chile, Argentina, US, China and SE Asiaomrmamies), a second front of opportunities are
countries seeking new energy sources and suppierspe for instance, for both security of supply
reasons and environmental concerns could be anriamonew export market®. especially if
Bolivia opts for joint development of technologidalfrastructure with capital investment from

foreign partners.

LNG represents around a fourth of total gas traskeshows great potential for expansion. Countries
such as China and other SE Asian hubs have groln@ demands (i.e. Japan, Taiwan, South

Korea). These importers, together with the US widpresent a yearly increase of 3.5% of gas

97 CEJIS (2004), Editorial.
% For a previous discussion, see section 1.1 tiengths: Bolivia's Hydrocarbon resources”.
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demand till 2020. According to the IEA, LNG will & a double digit growth rate for the same

period.

Currently, there are around 50 facilities whichukfy gas on a worldwide basis. The biggest LNG
producers worldwide (i.e. Qatar Petroleum, Pertanaind Royal Dutch Shell, among others) have
shown interest in the development of downstreanviies (such as refining, industrialization,
transport and storage) in other regions. In thé, plasre have been problems with the investment of
LNG plants, associated with uncalculated risks tedharsh conditions of the different locatidhs,
which in turn may raise the attractiveness of akéve locations, such as Bolivia.

Traditionally, foreign participation has limitedsélf to core upstream activities of exploration and
extraction. However, under the new capitalizatiegime, more joint opportunities and foreign
capital became available, For instance, the Freoafpany Total and the state-owned oil company
Yacimientos Petroliferos Fiscales Bolivieros (YPRBEently agreed to develop new gas fields,
despite the increase of oil taxes. Second, Bohas also recently granted a license for the oparati
of the first petrochemical plant to a US compamgwkn as The Austin Power Co. In opening up the
downstream sector, the country is allowing for alewi based industrialization through foreign
capital flows destined to diversify activities, tby moving away from the traditional upstream
sector. A third example is the MOU of YPFB witretlshaw Group, an American oil servicing
company. This shows further willingness to notyodevelop downstream, but also to provide

foreign companies with the possibility to outsouseevices in the energy field.

Since the election of Morales as president of Balivalready foreseen projects have been
reactivated. Discussions with the leaders of AngentBrazil and Venezuela for the construction of
a 5000-mile regional pipeline (connecting CaracaBuenos Aires through the Amazon rainforest
and branching out to Uruguay and Paraguay in a $iége) have advanced considerably. The cost
of such a pipeline is estimated to be around th& W& 20 billion, and has been assessed as being
highly improbable. This project is set in a broapelitical context of greater regional integratimon

a counterweight the hegemonic power of the US énwWrestern hemisphet& In undertaking such

an endeavor, Bolivia would be trying the developtmehits gas sector to its natural regional

competitors supplying gas, namely Argentina ancziBra

% Gho. (2006), “Das Erdgas, das aus der Kalte komR#Z, p. 22.
100 5ee Reel (2006).
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= Joint opportunities of solving Bolivia’s landlockeduation, smoothing conflicts with neighbors, tduting to
greater regional stability and cooperation

= Increasing integration through energy cooperatioRTAs and coalition building internationally aregronally

A final interesting opportunity relates to alteimatenergy in the context of the recent dialogue
between Bolivia and Chile to sell thermoelectriergy. Though Bolivia has linked the discussion
with the request to obtain direct access to thefiPa®dcean, and informal negotiations are still
underway, the project is part of the new energyn ptd Bolivia. The project envisages the
construction of two pipelines crossing the counaiyan investment of US$1300 million. One of
these pipelines would be linked to the future theelactric plant$® However, such cross-border
projects are highly uncertain due to the lingeramgl unfinished territorial conflicts between both
countries going back to the period when Boliastlits access to the Pacific Ocean in the “Nitrate
War” (1879-83) . Though relations seem to be imprguthrough diplomatic channels (Lagos, the
former Chilean president was one of the guestseaptesidential ceremony of Morales), it remains
to be seen whether cooperation with Chile couldshbstantially improved to ensure viable

commercial cooperation between both countries.

1.41Inherent Threats to the Exploitation and Developmehof Gas
=  Existing competitors and their drives

The Presidents of Brazil, Argentina and Venezubk&ginning this year, originally outlined their
plans of constructing a continental pipeline inlye&006. They also considered the inclusion of
Chile, Peru and Bolivia at a later stage. The caoibn of a 7,000 km long pipeline could last 10
years and require US$ 20 billion investment, aad been catalogued as a highly improbable
project, given the technical, geographical and remvnental difficulties and risks. Further, the
countries involved have divergent interests. Fetance, though currently Brazil is a net impoiiter,

is heavily investing in the development of its ogas sector and could become a natural competitor

of Bolivia and Venezuela in the upcoming yefsThus, Bolivia's clients of today may themselves

101 Bl Mercurio (2006).
102 Henkel (2006c).
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become considerable competitors in the near futurd,the pipeline could then become a source of
conflict. The country hence must assess to whianéxhe joint business opportunities really favor

its development and ensure security of supply énftiture, not only in the short term.

Other neighboring countries are also looking fderalative opportunities. Peru, for instance is
conducting explorations of probable gas fields e tAndes, with the objective of exporting
liquefied gas by 2007. Once again, if both coustneere to share a pipeline, it would be a
competitive quest. Finally, though Argentina mayilerested in a pipeline, it is considering the
expansion of its own current supply of gas to cdlierlocal demand. However, this demand may be
subject to change in the future, a scenario oneinazarrying the potential of direct competition

over the use of a joint pipeline.

] Environmental and social impact of the gas devekqrprojects

One of the greatest challenges linked to the invest in the gas sector is undoubtedly its
potentially negative environmental impact. Manytlod gas development projects envisaged would
require crossing one of the most fragile ecosystefithe world: the Amazon rainforests. Bolivia

shares these natural resources with its neighBaiding to the present threats of deforestation and
degradation through timber exploitation, mining gadning, gas developments (i.e. exploration,
exploitation and pipelines) would certainly increakte severity of the environmental impact on

endangered animal and plant species, as well #sdndigenous groups living in the rainforests.

Past records of oil companies’ activity point Bvere infringement of environmental protection,
exacerbating the conflict between the foreign firemsd local indigenous groups. For instance,
ENRON and SHELL, two oil multinationals, were aked licenses for the construction and
operation of a gas pipeline system during 1999 2001, known as the Bolivia-Brazil Lateral
Cuiaba Pipeline. Once built, the pipeline crosseel Chiquitano swamps and dry forests, two
protected and very fragile ecosystems. They arabitéd by various indigenous groups which live
off the region’s biodiversity resources whilst resfing the fragile balance of their habitat. Witle t
construction and operation of the pipeline, thesmigs were severely affected. The environmental
impact posed a direct threat to their subsistenygeoliuting their drinking water, animals and crops
Further, an undesired spillover effect of the pipelwas the increased presence of illegal timber

exploitation, hunters and miners, which had eaamress to the Chiquitano forests through the
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clearing of numerous access routes to the pipelihis. underscored the environmental degradation
already taking place and increased the violenceaggdession towards the indigenous groups by the

illegal exploration by foreign energy companies.

In 2000, following inquiries on the impact of theli@ba Pipeline, the government established that
only 7 indigenous communities had been affecteasedd of an ENRON report on the impact of its
activities. Subsequently, several indigenous groupsated legal procedures under the ILO
Convention 169, claiming severe violations of theghts by ENRON and SHELL. A public
consultation process was established where theff88ted communities voiced their accusations
and demanded compensation. The foreign companiessued a US$ 2.2 million, destined to fund
the “Plan de Desarrollo Indigena” (PDI), a plan floe mitigation of the social and environmental

impact of the pipeline.

Despite having acknowledged their responsibilityl @yreed to issue compensation, the foreign
companies did not disburse the established firdating the consultation agreement. Instead, they
created a “Plan de Conservacion del Bosque ChimpiitlPCBC), an alternative forest conservation
plan to the existing PDI, without the involvemerit the communities. This contributed to an
escalation of conflict, where the different comnties initiated several resistance actions, such as
the taking of camps and machinery, and blockingro#fds, thereby obstructing the companies’
business operations. In addition, the affected camties elaborated a report on the severity of the
impact caused by the presence of ENRON and SHEUdLsapported by the former government of
Sanchez de Lozada. The serious allegations of giiwry the misuse of financial resource and the
severe irregularities linked to the constructiorthd pipeline and the questionable conditions ef th
PCBC, placed both the government and the foreigmpemies in a very disfavoring position,

drawing considerable national and internationaiqure and rejection’
= Poor investment protection and nationalization utadken by the State may trigger capital outflows

During his electoral campaign and recently aftesuasng the presidency, Evo Morales announced
that he would nationalize the gas industry. Irligiakstraining himself from actually seizing the

assets of the bigger companies present in the gouwnich as those of Petrobras, British Gas BG

103 Cortés and Tito (2004).
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Group PLC and Total, Repsol YPF and Vintage Patro®¥* he first called for a revision of the
existing gas production contracts. Further, he alsowed interest in reacquiring two Petrobras

refineries worth US$ 150 million.

Following such proclamations, negotiations withrBleb Brasileiro SA (Petrobras) for further
investments worth US$ 5 billion stalled, given &@K of uncertainty on the status of the contracts
and investor protection. Brazil is the most impottéoreign partner of Bolivia’s hydrocarbon
industry. Since privatization in 1996, it has inessaround US$ 1.5 billion, almost half of theatot
investments in the sector by foreign companies.oBes exports amount to US$ 700 million, and

the company has disbursed US$400 million wortrerés and royalties in the past ye&rs.

Though Morales assured Petrobas that it wouldbaatationalized, he has stated that the company
has to work in closer cooperation with the YPFBeithough the concept of “nationalization” may
range from an increase in royalties and taxes déoctimplete physical and managerial takeover of
facilities and operations, considering the mostenécdevelopments, nationalization is taking

place!®

A milder form of nationalization, such as that adiry forced into tighter cooperation through
revised joint-venture (JV) contracts would not iy the situation. Instead, it would shy away
further foreign investment, since the inefficiersc@ the YPFB would probably obstruct the normal
conduct of business operations, raising transaatmsts of gas exploitation. This would reduce

Bolivia’s chance to industrialize the sector antt@ase its gas revenues.

Petrobras alone has estimated output incremergghrgreater investments, from 35 to 100 million
cubic meters of gas by 2010, an opportunity thahosv foregone under the current wave of
nationalizations. Brazil's pipeline system of 3188 is worth US$ 2000 million dollars and exports
30 billion cubic meters on a daily basis. The comypdransportadora Brasilefia del Gasoducto
(TGB) also operates the 557 km of the pipelinetlanl Bolivian ground. Brazil managed to obtain

certain exclusivity rights to which other partidijmg foreign companies did not have access during

104 These are companies from Brazil, Great Britaian€e, Spain and the U.S. respectively, with investsiworth US$
3.5 billion in Bolivia.

105 Henkel (2006b).

106 On May 1st, Evo Morales officially decreed theimaalization of all the foreign assets in the gaduistry, followed
by a military taking and the announcement of no cwepensation to the affected companies. See Amifzdd6a).
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the privatization phase under the presidency ofzBarf1997-2002). These rights pertain to the
development and exercise of downstream facilitred &ctivities, and in particular, the building of
transport networks and the commercialization of. gszil was not obliged to sign joint profit
sharing agreements under the privatization lawd®61 Instead, it had exclusivity arrangements for
the direct control and operation of upstream ai¢isi’’ The tributes deemed to be paid by TGB
were passed on to the producing departments, thepedmpting it from a direct supervision of the
central government through the YPES.

Reacting to the uncertainty in the region, oil camps made cuts in the bookings they had
registered with the US Securities and Exchange Gesiom. Repsol for instance, announced a total
cut of 1.25 billion barrel of reserves, of whichO6@illion correspond to the production in Bolivia,

whilst 580 million pertain to production in VenetaieThese have not been the only company
undertakings. Before the presidency of Moraleseifpr oil companies conducted talks with the
government of Mesa, the precessesor of Moralegratest about the raise in oil taxes in mid 2005
(32% raise of tax on the already existing 18% rigmlon production). These objections voiced
against such a raise and threatened with legatatibn procedures claiming a violation of their 30

year concession contracts.

Following the tax raise, an arrest warrant for e executives of the Spanish Repsol was issued,
based on of charges of having smuggled 230,00@lbasf oil out of the country worth US $9.2
million and evading taxes. Though the order of irgdRepsol’'s offices in March this year came
from the judiciary and not the Executive, it is @ed that there is no real separation between
Executive and Judicial power, nor respect of pavatoperty. The former Hydrocarbons minister
rejected accusations of lack of transparency atepiity of such procedures, arguing that these
accusations came from the senior ministers, thajudiciary wishes to please the recently elected

government and since Repsol has willingly paid fine, fearing the loss of is investments in

197 The preliminary export contract to supply Brazésvsigned under the supervision of the IMF, whietiuired the
privatization of Boliva's hydrocarbons industry time context of its Enhanced Structural Adjustmestilty (ESAF)
programme during 1998-2001. The ESAF tied finan@akistance of the IMF to strict observance of gyoli
conditionalities by the recipient country. The agigrg contract signed with Brazil gave excessivecesgsions, beyond
the property rights of the new legislation. Thusa#8l, like no other foreign operating partner imayed ownership
rights of the pipeline constructed on Bolivian gnduSee Mariaca Bilbao (2004).

198 villegas Quiroga (2004).
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Bolivia, despite the dubious and unjust arrest @doces™’®, the accusations were not taken

seriously.

®=  |ncreased dependency on gas revenues, greaterahilitg to fluctuations in international energyiges and

fiscal imbalances

The presence of vast proven gas reserves and ¢hedible profits linked to their exploitation,

constitute opportunities that are incomparablehwitose of any other economic activity in the
country. Bolivia faces the threat of becoming hBadependent on its gas resources. This
dependency may lead to important fiscal imbalaneb®gre the external sector could outweigh and
choke other sectors of the economy. Gas revengesudiject to unpredictable fluctuations due to
the volatile prices of international energy markdisus, the more the fiscal income is determined

by gas revenues the greater are the chances afifisisalances due to external price volatility.

Such circumstances lower the scope of predictghalitd sustainable management of gas revenue
inflows. During gas price “booms” this may leaddrcessive fiscal spending, generating greater
import dependency and economic overheating as ¢beoey is unable to absorb all the excess
reserves at once. Likewise, in “bust” periods whgas prices fall, the government is forced to
severely minimize fiscal spending, leading to daotghe financing of important investment projects

and economic recession.
= Irresponsible and overt use of gas resources,ngadidepletion and environmental degradation

In addition to volatile gas prices and their effentrevenues, a second source of unpredictabdity f
Bolivia relates to the non-renewable property &f ggsources. These resources are limited, and their
abuse can lead to a premature depletion. Futurergigons will be unable to benefit from their
exploitation if this is the case. Thus, sustainati@hagement and use of gas resources, would
instead focus on long term planning to ensureoeeraquitable and sustained distribution of profits

among several generations.

Traditionally, oil funds (either in the form of ‘@bilization” or “savings” funds) have been used to

address the problems of volatility and unprediditypoof revenues in many oil-producing countries.

109\Weitzman (2006).
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The idea behind an oil stabilization fund is toesaart of the revenues for future generationshdf t
energy markets experience a rise in price, theesxrevenue can be placed in the fund. When
prices fall, the fiscal gap caused by the shrinkiegenues could be financed by fund allocations.
Thus, the objective of such a fund is to stabilibeidgetary expenditures. However, the way in
which such funds have been operated has not rdsultehe desired results. It is argued that since
prices are the root of instability, by linking tbedget to prices, market fluctuations are affegtin

fiscal balance directly and stabilization is tHere impossible to achiev&™

2. Outlining Bolivia's Strategy for a Sustainable Useof Energy Resources

There are several important opportunities for Balio develop its hydrocarbon sector, as discussed
in the previous subsections. Indeed, gas is vieagdhe most important strategic asset of the
country in present times, and is the launching felat for Bolivia’s industrialization and
participation in international world markets. Expectations on the sector’s industrialization are
based on the design and implementation of a hydsoodegal and policy regime. Since the choice
of a regime will have a decisive influence on tliceremic development of the country, the trade
offs and risks linked to the different regulatonmydapolicy alternatives must be factored in. Social
and environmental considerations should therefér@ part of the decisions about allocation of
resources to ensure the success of any choseagstrathe following section discusses possible

strategies, their advantages, justifications amdtsbmings.

TABLE 4: SETTING BOLIVIA'S ENERGY SECTOR STRATEGY

Level of Action Strategies Bodies, entities and ietest
groups involved
Global =  Seeking export markets with a view to long-termpyp Europe, U.S., China, Asia
relations

=  Energy cooperation with other producers to fosteovi- | Middle East, Canada,
how, joint development and coalition building

] Developing uniform strategies across different éorawTO, UNCTAD, MEAs, Kyoto
which coherently link trade, environment, energy Protocol, etc.

Europe, U.S., China, Asia,

119 5ee Davis, Ossowski, Daniel and Barnett (200130/Alkee supra, discussion in previous chapter daorais.
11 CEJIS (2004), Editorial.
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Seeking foreign partners for the development
downstream activities (i.e. transport networks,rafram
pipelines), and consolidate upstream partnerships

Middle East

Regional Consolidating regional supply relations vested nargy | Mercosur and CAN
cooperation and network development systems
Cautious participation in regional energy transaioh | Neighbors and regional partne
system, seeking alternatives to pipeline

Amazon Treaty, ECAs, locg

Regional economic development along waterwayg dgovernments & communities
alleviate infrastructure and supply side constgint

Local Devising transparent and sustainable fiscal pdiicyan | Government (Congress, fisc

efficient distribution and management of gas reesnu

Macroeconomic & monetary policy consistency to dv|
the transmission of fiscal imbalances from gasmaes

Strengthening institutional  capacity, improvi
mechanisms to facilitate investment, revenue ctitieg
and profit distribution to smooth out inequalities

Use of existing institutional and legal mechanistog Central &
foster participatory and inclusive processes toaiobt civil society, governance group

legitimate support of global and regional stratsgie

Generating participatory awareness and respongibilCentral &

sharing, drawing attention to the intergeneratipeatial
and environmental trade offs linked to gas explmita

Encouraging foreign firm participation, geared tosv
generating social and human capital at communitglle

Building opportunities for more equity in the dibtrtion

of gas revenues which promote effective backwatdmmunities, firms, banks

linkages

authority, Central Bank, YPFB
local governments)
oi

ng

local government

local
civil  society,
firms

government
communities

aCentral & local
communities, firms

government

Central & local government

2.1Global Considerations

(7]

A central question to the maximization of gas psofor Bolivia will necessarily relate to the end

use of exploited gas resources. Whether these neesoare destined for local consumption or for

export, will determine the extent of profit gaimerh the sale of gas. Currently, Bolivians cover 25%

of their energy needs with gas, whilst basicallly adl their oil production is destined for local

demand-*?

H2\WTO (2005), p. 95.
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The local gas consumption in the country can berjmeted as foregone export reventfédt is
more efficient to sell gas to the best paying camsu in this case, the foreign consumers which
would pay in foreign currency, allowing Bolivia &tock up on reserves. Subsidization can be
inequitable, since not everyone will benefit fromsgonsumption the same way. Further, keeping
track of subsidized fuel is extremely difficult, wh can foster undesirable rent seeking activities
such as oil smuggling. Further, subsidies of oihstonption is generally not recorded as
expenditures of fiscal budget, which in turn maysgoa burden on the accountability and

transparency of fiscal managemétit.

However, it is understandable that a share of gpk#ation should be destined to supply the local
market. Though it may be socially desirable, theegoment should seek to avoid assuming part of
the costs of local consumption through a subsidherd are more effective ways to enhance social
welfare that may benefit the poor more directlyr ifgtance, instead of directly subsidizing nationa
gas consumption, a more efficient way of lettindidans benefit from gas exploitation would be
by converting the fiscal income generated by gg®es to financial assets. This would create more
value added, since the transformation of gas reena financial capital has a multiplier effect,
through leveraging and arbitraging in financial kets. The profit gains could in turn be made
available in the form of microcredits or soft ctedio sectors excluded from Bolivia's current
financial sector. This in turn would increase thaikbility of credit and financing for capital gds,
with dynamic effects in the economy by fosteringdderm investment, employment generation and

diversifying the supply of goods and services.

Despite these benefits, the chances of this ocgurare minimal under the populist regime of
Morales. Further, given that the population is nyogbor, direct subsidization of gas is most likely
to be considered an attractive political measumaamtain high levels of popularity and support for
further discretionary actions such as the natiaatibn of the gas industry in May 2006. This will
not necessarily improve ther living and working ditions of the poor, and without the necessary
oversight, mismanagement and abuse of gas resofaogsevenues) could foster more corruption

and fiscal fraudulence, under the present situation

113 Da Silva (2006) argues in economies where thd mmasumption of the (oil) export is subsidiescéikinefficiencies
arise. It can be interpreted as a foregone oppityttongenerate more income.
114 Gupta, Clements et al. (2003).
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Furthermore, if the infrastructure and equipmentbé recently nationalized gas industry are not
maintained by the government, the sector couldhaiuffer from decreasing productivity, leading

to the closure of plants and loss of many jobs.

In conclusion, it may therefore be more realistcseek the efficiency of gas export revenues
through a sustainable fiscal management for theepteand future generations. Important policy

choice alternatives for fiscal management are diset below?!®

=  Joint ventures and FDI for development of upstreativities (exploration & exploitation) in the ditdustries,

transport networks, apart from pipelines

Concretely, seeking investment for petrochemicahtd which liquefy gas (i.e. converting gas into
LNG) is highly desirable. This would enable transipg the resources per tanker or lorries, more
flexible forms of transport as opposed to pipelindswever, this would require the sufficient
transparent of legal framework, the respect of precess of law (through the existence of a
transparent independent judicial system. Only aithinvestor friendly framework, will the country
be able to attract the capital needed to build slahts and industrialize its gas sector. Furtimer,
having flexible transport alternatives, Bolivia vidunot solely rely on the political stability under
regional cooperation agreements with neighboringinttes. Finally, investing in good
infrastructure development (such as roads and riveeys) will be necessary, and will generate
positive externalities for the rest of the econoragd society, in the form of greater

interconnectedness among the country’s region.

=  Energy cooperation and coalition building with atlemergy producing countries in different forae,fdster
know-how, exchange of expertise and evaluate pesiind uniform strategies in the different foraedg,

environment, energy)

2.2Regional Considerations

115 See section 2.3 titled “Local Considerations aedponse”.
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In choosing among the different energy developnmmojects, Bolivia must also consider the
regional dimension. In particular, how it may bésnefit from regional energy development
projects, will require a detailed evaluation of jpat feasibility, emphasizing the environmental and
social risks and costs. Many of such projects aexlp ambitious, requiring considerable financial
resources, but also political will, strong institumal capacity and public support. This is the cafse
projects such as a regional interconnected pipslyggem, as the pipeline experience in Bolivia has

shown.

A regional pipeline would mean the sharing of jdnsinsport facilities among competitors, such as
Bolivia, Brazil and Venezuela. Under such condisioany conflicts arising or rekindling between

the countries could considerably obstruct busingssations and lead to a waste of gas profits for
Bolivia. It is doubtful whether the region countsttwthe necessary institutional strengths, if we
consider the gradual permeation of the CAN andctir@inuous disagreement among neighboring

countries.

Bolivia should seek diplomatic channels to explgoent opportunities based on balanced
concessions, where negotiating parties have marentives to remain in the country than to
abandon the process. Such processes must be detemmepersonal aspirations and political grand
standing could underscore the benefits at couetrgl. An example of prior diplomatic efforts
under the Minister of Foreign Affairs of Lozada'svgrnment — Carlos Saavedra Bruno — was the
joint development of an ECA (Economic ComplementatAgreement with the Chilean Foreign
Service!'® However, negotiations have stalled and to dateconcrete agreement has been

achieved.on a sovereign access to the sea

2.3Local Considerations and Response

=  The enactment of new legislation establishing arcéed coherent energy policy which enjoys legitiynand
considers all stakeholders involved (communitiesegnment and firms).

In order to account for part of the inefficienciesadily fostered under the previous privatization
legislation, the State must develop institutionersgths on several fronts. First, it must build
fiscalization capacities, with particular emphasisthe supervision and management of collection

and allocation of tributes stemming from the gass$aand royalties paid by foreign companies. A

118 Mariaca Bilbao (2004).
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second relevant measure must be the clarificatiotelons such as “proven”, “probable” and
“possible” reserves, to avoid tax evasion and fudent reporting practices. A third element for
improving transparency and accountability of foreigarticipation would be the disclosure of
financial company information, such as the pubfighof financial statements and external audits.
This would enable the government to monitor prafgtins and effective tax collection on a

continuous basi-’

A fourth aspect for regulating foreign participatim the energy markets relates to price calculatio
and other operative aspects established in thedéssicontacts. As previously discussed, there are
different export contracts with operators in thetogam sector such as those with firms representing
Brazilian or Argentinean interests. The participatof the Bolivian State in these type of upstream
activities is necessary to avoid the escalatiosocfal conflict and gain legitimacy among Bolivians
Even if State participation is in the form a mirstrareholder stake of 10 to 20% of publicly trade
companies;® this would eliminate the disconnect of the couriitoyn gas development activities. It
would widen the scope of YPFB’s former rent-seekiolg under the previous privatization regime

by demanding a more active involvement in the dgwelent of downstream activities.

=  Seek fiscal policy efficient outcomes for the dmftion and management of the profits stemming froas
exploitation

The main challenge for Bolivia resides in whatade considered as sustainable exploitation of its
energy resource. Since resources are limited, Bols obliged to administer them in the most
efficient and profit maximizing way. However, besauit is a poor country, there is the incentive to
overexploit the resources to quickly. obtain peofiowever, if abused, the resources will expire
quickly and Bolivia could end up perpetuating itegent poverty conditions in the future. Thus,
there is an intergenerational trade off that mestdnsidered to establish a sustainable consumption
rate. Because of the fiscal instability of resoutependent economies, as will be discussed below, i
is actually in Bolivia’s best interest to be causoand not repeat the same mistakes which could

render lower levels of development and poverty\agenced in some oil producing countriés.

17 villegas Quiroga (2004).
18 yjillegas Quiroga (2004).
19 Davis, Ossowski and Fedelino (2003).
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Given that the oil and gas resources are exhaestibtl subject to volatile prices, so are their
revenues. Bolivia's opportunities reside in optimigz these revenues in the present to continue
providing benefits in the future. Fiscal imbalanoa® be minimized and avoided if the non-gas
sector is given priority in fiscal design. In otheords, given the strains that the non-oil sector
suffers from the dominance of the gas sector iretteomy, fiscal policy should be geared to ease
these strains. Two fiscal tools are at hand: fissgccumulate as much revenue as possible (instead
of letting these seep into the economy and genénéittionary sequels) and secondly, to avoid

procyclical fiscal policy responses that refleet tholatility of international gas pricé&

The first tool focuses on the decision whetherdnstime a limited resource now or in the future. By
opting for consumption in the future, Bolivia woulb® able to accumulate considerable capital
which in turn could be used as a wealth managernoaht By considering the gas revenue as a

financial option rather than an immediate consuampgood, fiscal instability can be minimized.

Following the discussion on oil stabilization ovisays funds in the previous sectiéh this is easier
said than done. However, despite the failed expeeg of oil funds such as those implemented in
countries such as Venezuela or Nigeria, Norwayrsféestark and positive contrast. The country’s
State Petroleum Fund (SPF) finances the budgédtewnrie hand, and avoids imbalances caused by
oil shocks, and on the other. It is consideredragféective tool, since it decouples fiscal income
from price fluctuations in international oil marketand helps avoid the inflationary and Dutch
disease effect on the economy as the fiscal saxdargeld abroad (thus are not factored in as an
integral part of the fiscal budget and are heldiseparate account controlled by the Ministry of

Finance):?

In addition to keeping a sound macroeconomic aschfiperformance, Norway’s success may also
be a consequence of the relative small share ahoidme of total government revenues. Indeed,
empirical evidence suggests that greater dependamcyoil revenues together with poor

macroeconomic management results in low oil furmfopmance'*

120 Barnett and Ossowski (2002).

121 See supra, section 1.4 titled “Threats”.

122 Eor a technical discussion of the Norwegian SBE,Ba Costa and Juan-Ramén (2006).

123 See Davis, Ossowski, Daniel and Barnett (200130/Alkee supra, discussion in previous chapter dorais.
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In addition to the economic efficiency considerasip socially desirable outcomes must also be part
of sustainable fiscal management. In other woedlen if wealth management options may have a
greater rate of return rather than immediate copsiam through capital investment, if the social

utility of investing in infrastructure contributés social welfare, then it may be more desirable to
allocate a share of the revenue to the consumpfialurable goods. Thus, even though returns for
capital investment may not be as profit maximizasgthose stemming from wealth management of

gas revenues, it may be socially desirdbfe.

Current spending (in the form of increased predienal expenditure) must be distinguished from

capital spending. Capital expenditure in the forningestment is desirable, as opposed to current
expenditure. If the Bolivian government focusespooductive investments and dedicates a share of
gas revenues to capital expenditure, unproductiveeot spending could be avoided. The decision

of whether to invest or save, however, must bertdikethe government on a profit seeking baSis.

Concretely, the second measure means that thergoeet should not increase expenditure during
gas booms and instead undertake severe cuts cherrmayls of low gas prices. This type of response
is procyclical, and increases Bolivia’'s externallnenability and relative dependency on
international markets. Further, since it transraitgl replicates the volatility of the external maske

on the local economy, it chokes the non-gas secitiis in turn fosters greater foreign currency and
import dependency, which can lead to heavy dabdion of the economy. In addition, Bolivia’s
government must seek to align its fiscal policy @scussed above) to it macroeconomic
management goals, with the objective of seekingtdkan macroeconomic stability, and minimize
the presence of transmission mechani§thsiere, the design and sustainable management of a
foreign exchange rate is key, to avoid the currevatility, capital flight, misalignments in the

balance of payments and other forms of financisiugitions-*’

124 Barnett and Ossowski (2002).

125 Barnett and Ossowski (2002).

126 A typical transmission mechanism in oil producioguntries is the current account of the BOP. ltemt$ the

financial balance of export revenues stemming ficade and serves as a source for short term fingrafi government
expenditure. For instance, if there is a sudddrirfajas prices, the current account will receikiérking revenues from
gas exports and, if government spending (fed fraohgesources) continues at a high rate, an eVedé¢pdetion may

occur. If in addition, there are insufficient regs to maintain the foreign exchange rate parity will increase the
expectations for devaluation, and may lead to ehflight and ultimately to a currency crisis.

127 This type of heavy bias towards the external sest&nown as the “Dutch disease”, which implieattthe export

competitiveness of the non-oil export sector ifau#ted by the effect of the gas revenues on teeins of trade. See
“Russian Crisis” for further discussion.
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Especial attention should be given to the policyi@® issued by the Bretton Woods institutions.
The experience of Eastern European “CIS” countf@smmonwealth of Independent Staté%)
following the IMF and World Bank’s policy advice ding 1993-2003 points to the lack of
substantial contribution of such reform policies gorrecting fiscal and financial imbalances
stemming from the energy sector or in fosteringageefficiency. Policy recipes for CIS countries
envisaged: (i) the selling of assets to investisthe establishment of predictable and transpeye
regulations; (iii) a tariff rise to cover cost-re@oy levels; (iv) the expansion of metering andiogt
off nonpaying customers, and (v) introducing contjmet in the generation, transmission and
distribution networks$?® Though some of these policies may be desirabl®étivia, they must be

assessed in light of the country’s vulnerabiligesl priorities.

] Use existing relations and liaison mechanisms batwbe government (intra and extra) to foster piadiory
process and attain the necessary legitimacy anoreghent of global and regional strategies

It is argued that the former project of the Hydmboes law weighed too heavily on gas
exploitation, whilst largely ignoring environmentahd social impact considerations. Indigenous
communities living close to hydrocarbon resourceseanot involved in the decision and design
processes of pipeline projects. Furthermore, deshi existence of mechanisms for consultations

amongst the different stakeholders involved, tivesee largely ignored under former presidencies.

Concretely, a technical proposal for indigenous mamities to initiate consultation procedures has
been formulated on the basis of the ILO Convenfi68% It contains concrete mechanisms for
consultation, participation and agreement that lbanactivated every time an administrative or
legislative measure affecting indigenous groupss Huyislative proposal requires a previous impact
analysis on indigenous communities when projects thrget exploration and exploitation and
transport of non renewable resources across indigeland are being considered, as well as public
works, development and research, and propertysighich affect the land ownership or other legal

dispositions of indigenous group?.

128 Armenia, Azerbaijan, Georgia, Kyrgyz Republic, Mbdh, Tajikistan, Ukraine and Uzbekistan.
129 saavalainen, and ten Berge (2006), p. 11.

130 Eyll name of Convention.

131 Betancur (2004).
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The proposal has been jointly developed with indayes groups which already have undergone
consultation procedures in the context of energyeliment projects® The agreements reached in
consultations are binding, as established in tlopgsal in Article 38, which effectively allows
groups to protect themselves and their habitatthEur it enables communities to undertake legal
procedures when no agreement can be reached @rtIr8 addition, the enactment of laws and

orders at municipal level are also subject to mutdibate prior to approval (Art. 42).

In conclusion, the legislative project fosters anessible form of participatory process, incorpesat
greater transparency in political decision-makiagd acknowledges the rights of indigenous
minorities by building on legal and institutionapacities through its ad hoc instrumentation. This
strengthens community awareness and greater antimifocal processes of conflict resolutitii.

- Resisting foreign participation: the social andiestvmental impact of hydrocarbon
development
Although Bolivia may share ideological considerai@and proximity with regional partners such as
Venezuela or Argentina it may drive projects sushaaSouth American pipeline and the region’s
history and recent relations underscore very desbpositions, which may continue rekindling

political and social tensions, as evidenced inpds.

Indeed, the former gas industrialization projecown as “Pacific NLG” was abandoned since it
meant the sharing of a pipeline with Chile, whemiBan gas would be liquefied prior heading for
US markets across the Pacific Ocean. The projetketh legitimate support due the border
delimitation conflict with Chile since the Nitrat&/ar and the US involvement, as discussed

previously***

Further, sharing a pipeline with natural compestar a risky business which may set pressures on
Bolivia when tensions with the neighboring courdrescalate. A recent example of such pressure
was felt by the Ukraine, when Russia accused itghber of diverting part of the gas running

through the main shared pipeline for its own use cénflict escalated, Russia cut the supply of gas

132 The proposal is titled: “Proyecto de Reglament&dasulta, Participacién y Concertacién”.

133 The alternative of applying the same legislatiothie development and exploitation of other resemisuch as timber
is discussed in the following Chapter IV titled ‘@Environment Sphere”.

134 Seesupra section titled “weaknesses”
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destined for Western Europe, and almost provokeérargy crisis in the depths of an extreme

winter.

Though interest from the Chilean side may stillspsr it is doubtful whether the country would be
willing to venture into a joint partnership withe government, given the recent nationalization
wave and the legal uncertainty of investment ptatac Part of the resistance and mistrust toward
seeking foreign partnerships was curbed underviioeférmer presidencies. First, president Carlos
Mesa refused to increase taxes on foreign oil comega and, by taking their side, ignited street
protests with thousands demanding the nationabzaif the oil industry. Second, President Lozada
privatized the hydrocarbons sector, without invgkan public consultation process, nor including
representatives of the different stakeholders gsalyring the process of reforms. Once again, this
lead to an early abandoning of his presidentialadagaunder civil riots, as was the case with Mesa.
The presidential decisions then showed complacéoasard foreign firms, and did not reflect
genuine national priorities.

=  Generate joint participatory awareness and respibibgiin the foreign corporations and populatiavith special
attention to the intergenerational and limited tese (depletion) trade offs, the social and envitental impact.

- Corporate governance (ENRON and SHELL):

A prior example of a development project withous tiecessary public endorsement of Bolivians
can fail, was the Pacific NLG project, developed Rgpsol-YPF, British Gas and Panamerican
Energy (representing Argentinean, British and Awwaariinterests, respectively). It envisaged the
construction of a pipeline from Bolivian gas fielidsa port of exit in Chile; a liquefaction plamtdca
fleet of cargo ships for the transport of LNG tox¥an port close to the US; a gasification plant in
Mexico, and a gas pipeline network between Mexicd the US. Originally, the investment was
estimated at US$ 5,500 — 7,000 millitA.

The project was heavily opposed by the public uridergovernment Lozada, be considered as a
project representing foreign economic interestsisltargued that Bolivia could have used the
opportunity to demand a sovereign exit to the Radlicean through direct negotiations with
Chile!*® Further, the lack of transparency and informatiarthe government negotiations with the

companies involved increased the notion of theathad foreign intromission. Ultimately, this

13% Mariaca Bilbao (2004).
136 Mariaca Bilbao (2004).
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contributed to the general support to nationalizihng hydrocarbon sector and rejecting foreign

participation in the development of g&s.

On a local level, the example of the gas pipelih€oiaba discussed in a previous section also
provides important lessons about the critical atspet energy development in Bolivia. It showed
how marginalized communities threatened by thegmes of foreign firms, undertook both legal
and physical action, leading to clashes and vi@éffcBut how can the escalation of conflict
between the “intruding firm” and local communities avoided? There are several ways in which
conflict can be curbed, for instance through dgwelent cooperation mechanisms which tie in the

different stakeholders.

An important example is found in the midst of deyghent cooperation of the Dutch government.
The Netherlands offers development assistanceréaletpromotion, industry and environmental
projects under its “Oret/Miliev Programm®&® This programme supports the developing countries
with tied-aid grants. Projects can be submittedych enterprises, in coordination and with prior
approval of the country in question, and once ayguipthese projects are provide with funds for
capital goods, services and works. Eligible prgeate those which are economically feasible,
(financially, institutionally and technically) whicare sustainable, do not harm the environment and
generate employment. The programme fosters soesdonsibility and corporate accountability,
since only projects which have been jointly devetbpvith local institutions and which respect the
due process of law of the host country are accefteruly behavior of the foreign firm is subject to
penalization, if for instance corrupt practices ased to obtain contracts. Further, the programme
also fosters the generation of backward linkagesehyiring that the project positively affects and
generates economic relations in its formulation.this way, foreign companies develop social
capital and partnerships with local communitiegrélby converting tensions stemming form the

perception of intrusiveness into a constructiverifaice.

= Build opportunities for more equity in the distrimn of gas revenues through effective backwarkiliges

An interesting proposal for the distribution of ti@s revenues, would be to allocate a given ta& bas

on the basis of production the sub national govents) in addition to a fixed revenue transfer. In

137 CEDIB (2003).
138 Seesupra,section 1.4 titled “Inherent threats .
139 Ministry of Foreign Affairs (2000).
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previous legislation and legislative proposals &oHydrocarbons law, different royalty sharing
formulas have been applied and discusé&Being a better alternative than the subsidizatibgas
consumption, this would directly include the comities in the allocation of gas reventfé.
Special attention should be given to equalizati@cmanism to account for the regional disparities
of oil revenue income. Only some regions in thentoy are effectively involved in the production
of gas**? Local priorities and needs of public services $tiaiso determine the allocation share.
The country has also experienced difficulties with management and allocation of revenue at local
level, as discussed in previous sectiishere is a need for the building of institutiosapacity,
and greater transparency and accountability onlbehécal and regional authorities in order for

such a model to function effectively.

= Development of human capital and expertise in fardrarbons industry through industrialization o sector

By acquiring technologies that incorporate valudeatlinto the gas extraction processes, Bolivia
would benefit from the increasing market for gad gas products. Such technologies go beyond the
mere liquefaction of gas, and require physical emeimical processes to derive products as diverse

as diesel, gasoline, urea, special oils and pkagtien methane, the main gas component.

The backward linkages of these industrializatioocpsses would come in terms of fostering
technological development and human capital in @od$he existence of petrochemical plants
would generate greater employment and knowledgesfiea Further, value added processes of
diversified gas products would foster the developma auxiliary industries, such as the metal
mechanic, iron, transport and related servicesieas sources of employment and the development

of an industrial base.

3. Preliminary Conclusions on the Energy Field

Bolivia is facing several challenges in the develept of its energy sector. These are tightly linked

to the recent experiences of past hydrocarbon egitheir shortcomings, inefficiencies and failure

10 Eor an array of proposal on the hydrocarbons regiee CEJIS (2004), Chapter 2, pp. 77-188.
141 Ahmad and Mottu (2003).

142 Brosio (2003).

143 See section 1.2 titled “ Weaknesses of the EnSagyor”.
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bridge tensions arising from the interplay with etltsectoral interests. There have been heated
discussions about the design of a new hydrocarlvegame. The choice of a regime must
contemplate correcting the shortcomings and inefliges which proliferated in the past, and also
remove the sources of tensions to ensure contimumy sustainability in the development of

Bolivia's energy assets.

Transparency and accountability must be an integeat of a hydrocarbon legal and policy
framework. A more efficient and manageable taxemibn and allocation system will not leave
room for a wasteful use of revenue, nor corruptoriax evasion, but requires strong institutional
development and human capital investment. Fisclitypplays also a crucial role in this context,
since it will determine the distribution of revelsustemming from the hydrocarbon exploitation.
Depending on national priorities, resources will destined to current and capital spending, and
savings. Revenue allocation will necessarily réfeetrade off between socially desirable outcomes
(i.e. income distribution) and profit maximizatiobjectives (i.e. wealth management). The resulting
distribution will determine the present and futwfeall Bolivians and has the potential to foster

economic development, greater equity and povedyaion.

Bolivia needs to be less vulnerable to regionaitigal developments and respond more flexibly to
the needs of energy markets. This requires impbrforms on a legal level, to shift from a gas
rent-seeking to a value added producing State lanaecessary investments for the development of
its own petrochemical industrial ba¥é.Legal security and due process of law are a puisiég to
attract investment, if the country seeks to attthetnecessary capital. Substantive rules on iavest
protection and access to an impartial, transpaardtefficient judicial system must be part of any

regulatory framework in the hydrocarbons sector.

The legal framework and resulting contract law wiheign company should also be conducive to
increase competitiveness in the sector. Firstctists of gas production must be reduced, in oaler t
lower export prices of Bolivian gas and gain atikemness in potential export markets. Second, the
national industry should seek to move away fronrét#t-seeking role. Instead of concentrating on

tax collection, participating in value-added praess through the development of downstream

144 According to some estimates, a petrochemical @borte would require an investment of US$ 1,57%ioni] with a
production capacity of 800.000 tons yearly outpgupalyethylene and polypropylene. A diesel planthadn output of
100.000 barrels per day would require US$ 2427ionill See Fundacién para la Industria EnergéticaeggRardo
Ecoldgico de Bolivia (2004).
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activities with foreign partners and simplifyingetitax and royalty system, the YPFB could

eliminate considerable inefficiencies and costs.

Environmental sustainability must also be addressethe definition of an energy regulation.
Substantive obligations on environmental and caltheritage protection must also be operational at
all levels, through accompanying policies and rulasfunctioning legal framework will offer
conflict resolution when economic and social orisnmental interests clash. Further, in shaping
consonant policies for the protection of the enwinent and the indigenous communities, oil
companies must be made accountable for their emwiemtal impact. The screening of
environmental security by the local authorities aheéir active interface between firms and
neighboring communities will reduce existing temsio Active involvement of the firms in
developing social capital and foster backward Igésa in the economy will allow for the

establishment of a continuous dialogue over thaswble management of energy resources.
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IV. The Environment Sphere

Bolivia has one of the world’s richest environnamesources in the form of vast tropical forests
rich in biodiversity. However, decisions on the lexation, profit allocation and end uses of these
resources often result in a conflict of interesedween the government, private companies and
communities involved. Furthermore, these decisiofien weigh in favor of either government
and/or private interests, in detriment of the emwment (and the local communities). To maintain
this valuable natural heritage, Bolivia must ex&ca sustainable management of environmental
resources that eliminates conflicts and avoidsathese and degradation of its biodiversity. Thegool
and possibilities at hand are manifold. It is agjioe of identifying priorities, and designing and

implementing effective strategies at a global,agi and local level which complement each other.

The present section discusses two of the natusalrees which are exploited in Bolivia. The first —
tropical timber — counts with a long-dated explidaa tradition and has deep rooted implications
and impact on the environment. The second — toawditi knowledge — has become increasingly
attractive to the pharmaceutical and chemical itréssin recent years. However, it does not lack
polemics given the considerable profits that regatn intellectual property rights and the exisienc
of a heritage of traditional knowledge. The sectioaws parallels to the previous chapter on energy
in Bolivia, given the inherent environmental impacbnsiderations tied to hydrocarbons

exploitation™*

TABLE 5: SWOT MATRIX: BOLIVIA’'S CONDITIONEXPOSURE IN TERMS OF ENVIRONMENTAL
STRENGTHS WEAKNESSES
] Rich biodiversity resources, forestry and animal | = Relative little effort in linking environment to
plant material ADPIC and Agriculture Agreements
] Member of the Amazon Pact and other international
agreements
OPPORTUNITIES THREATS
=  TKlinked to the use of plants and animals - Irresponsible use of gas resources
=  CDM/ Kyoto Protocol =  Environmental and social impact of the energy
=  Social responsibility and corporate governance o development
firms in the energy/environmental security field -
=  Exploitation of genetic (plant & animal) materiak f
the pharmaceutical and chemical industries

1. Bolivia’s Environmental Assets, Interests and Cha#nges

145 Seesupra Chapter I1I, titled “The Energy Sphere”.
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1.1Strengths
1.1.1 Forestry resources

Bolivia is known for its rich biodiversity, consisg of numerous endangered animal and plant
species. Vast tropical rainforests extending ousroat half of the country, totaling 22 million
hectares, which represent 10% of the Amazon basface. The country shares these assets with its
neighboring countries, namely Ecuador, ColombiaazBr Peru and Venezuela), which together

span a total 8 million kfnsurface of tropical rainforest of the Amazon regitf

According to the Forestry Superintendency, Bolivilamests cover 53.4 million hectares, with
production capacity of 20 million Hannually. Thus, slightly less than half of thessets are

considered commercial timber, which means theyeammomically exploitable resources. Forestry
IS an important economic activity, which, togeteth agriculture and livestock, engages 42% of

the population and accounts for 14% of the GHP.

1.1.2 Genetic Plant Material
....which is passed on from generation to generation.

1.1.2 Traditional Knowledge

Bolivia is considered to be very rich in terms atural resources. The country counts with over 40
different types of ecosystems, 1.300 bird, 18.0BMtpand varieties, respectively. Inhabiting these
ecosystems are 319 mammals and 155 amphibiansalireyean exceptional biodiversit{?

Furthermore, the country’s cultural diversity oetmultiple indigenous groups and ethnicities is

intrinsically linked to the rich in biodiversity.

Part of the cultural heritage of these groups stémsy the experience and familiarity in the
medicinal applications and end uses of differefnahand plant varieties. This acquired experience
often builds on ancient traditions, passed on fgeneration to generation and can be defined as
“traditional knowledge” (TK). For example, knowlesign the form of technical know-how, or

traditional ecological, scientific and medicinalowiedge are forms of TK, which does not solely

146 Hufty and Bottazzi (2005).
147 See WTO (2005a), pp. 83-89.
148 Hufty and Bottazzi (2005).
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envisage the processes and methods, but also desoé and content of the knowledge which is
passed on to younger generatiéfian this sense, the TK based on the use of bickbgisources
such as plant materials, found in the natural habit the indigenous groups and local communities,

adds to a greater value of the exploitable biodiaein the country.

1.2Weaknesses

1.2.1 Forestry resources

Due to Bolivia’s landlocked situation, one of thaimhinges of the forestry sector is the export cos
of timber. In addition, the sector suffers undev kechnological capacities and the legal unceraint
of ownership and proprietary rights. As is the cagh some agricultural export products (e.g. soya)
neighboring countries have a more competitive athgenthan Bolivia in exploiting their timber

resources, such as Brazil.

Woodlands under concession amount to 7,900,00@utescand are never fully exploited, according
to the Forestry Superintendency. However, despiterégulatory framewotf protecting forests,
the institutional framework lacks the necessaryacdjes™ This shortcoming leads to the illicit
exploitation (and smuggling) of the very valualiepical wood varieties which also threaten the

fragile ecosystem through aggressive deforestatiactices.

1.2.2 Traditional Knowledge

One of the main weaknesses of preserving the Tkoadl indigenous groups and communities
relates to the insufficient protection of their peoty rights. TK of indigenous groups and local
communities has an economic attractiveness foemdifft interests, such as the pharmaceutical
industries, which can be exploited and render aé the owners of such TK. However, when the
latter seek to profit from the industrializationdanoommercialization of TK (i.e. by developing a

pharmaceutical product on the basis of the heaglhogerties of a plant variety known and widely

MIWIPO (2004).

150 The regulatory framework of forestry resourceshis Forestry Law (1996), the Environment Law (1988d the
Law on the National Agrarian Reform Service INRA986).

LWTO (2005), p.88-89.
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used by an indigenous group), this may imply ansabof property rights of the holders of TK,

especially if their ownership is not recognized anthpensatetf?

It is argued that legal enforcement can only remffe=ctive protection if it considers the customary

practices and social systems. However, it is afiificult to bridge the gap

1.3Opportunities
1.3.1 Forest Resources

Several considerations underlie sustainable manageof tropical resources. First, sustainable
management of natural resources must consideretipeee of inclusiveness of an economic activity.
The greater the scope of involving local communaitie the exploitation of natural resources, the
lower the severity of the environmental impactgcsithe local population has a personal interest of

preserving their natural habitat and will reacatty severe degradation in a timely manner.

The exclusion from the exploitation and profits raftural resources can generate conflicts since
firms operating in the surroundings of local indigas groups directly compete over the use of non-
renewable resources, or undertake activities wihlichinish the livelihoods of such groups (i.e.
pollution and deforestation). Thus, they are offmrceived as a direct threat. Further, since
exercising ownership control over environmentaktssuch as timber or TK is extremely difficult,

these resources tend to be misappropriated anéxpleited.

This presupposes a difficult balancing act of djueg interests over the end use and profits of
natural resource exploitatidf® An alternative for bridging the gap between diueggnterests (and
thus avoid conflict) is by developing joint econanaictivities. If exploitation rights and profitsear
shared, interests are more readily aligned andsaalaion of conflict will render sub optimal

outcomes for both parties.

Given the high costs in the export supply chaitiraber, waterway development could allow for a

more sustainable and profitable joint exploitatadrforest resources. Further, backward linkages to

152\WIPO (2004).
153 Hufty and Bottazzi (2005).
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the economy could be developed, such as transget¢ms, port and landing services, but also
timber processing units along the riverways.

At international level, Bolivia has also signed rerous international agreements, such as the
Convention on Biological Diversity (CDB), the Clitea Change Convention and the Kyoto
Protocol, CITES, and the International Tropical Ban Agreements (1983, 1994), among others.
The result of Bolivia’s regulatory efforts both aational and international level has been the
protection of 66 areas of forest conservation, biclv 21 are considered to have national character.
Despite these efforts, the sustainable managenidorestry assets is greatly determined by the
numerous administrative hurdles amd lack of cdjgscand resources. These shortcomings trump
the effective implementation of regulation, andagise diminish the governance of sound resource
management.

1.3.2 Traditional Knowledge

The protection of biodiversity is tightly linked @rhas a direct effect on the conservation of TK.
Bolivia has promoted the protection of TK througkgulations and membership to relevant
intellectual property agreements. For instance,Ithernational Convention for the Protection of
New Varieties of Plants (UPOV Convention), the intgional Plant Protection Convention (IPPC)
and the Agreement on Trade-Related Aspects ofléctell Property Rights (TRIPS) directly

address TK concerns and offer protectich.

At regional level, Bolivia counts with two instrumis which have the potential to protect and foster
the economic profits of TK. These are the Amazoct BE1978 and the ACN regulation comprising
Decisions 345 and 368> The former is an international cooperation agregnte protect and
jointly benefit from the resources of countfssharing the Amazon basin through sustainable
practices, whilst the latter two decisions ledislaver account the property rights and economic

exploitation of intellectual proterty vested in plavarieties. In particular, Decision 345 offers

14\WTO (2005a) p. 77

155 Decision 345,Common provisions on the protection of the rightsbeeders of new plant varietie$993 and
Decission 366Modification of the Third Transitory Provision ofelbision 3451994,

156 Together with Brazil, Colombia, Ecuador, Guyanari®m and Venezuela, Bolivia is one of the AmaRatt
Nations.
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protection for an extension of 20 to 25 years, fioit is rather limited since it only protects new

plant varietes, which can still be used by thirdipa with non-commercial purposes.

1.4Threats
1.4.1 Forest Resources

Given the diversity and rich ecosystems in Bolittzgre are multiple economic opportunities of
exploiting the different ecosystems. However, safiie opportunities threaten or may lie in direct
competition with each other. For instance, timiseaiprimary and vital resource that can generate
income and employment opportunities for the psach as local small-scale farmers, indigenous
groups and communities, and (local and migratorykers in the tropical woodlands. However, the
forest surface is also viewed as potential landafgniculture. In indigenous groups living off the
tropical rainforest are threatened by forestryleikgtion. Because of these potential conflicts,
economic actors may seek to exclude competitoreelyeeliciting conflicts leading to rather

unsustainable environmental and socially exclusiveomes.

In particular, two economic activities can poseyveevere negative environmental impact. These
are industrial (large-scale forestry) of tropicamhlier and hydrocarbon development. They pose
more potential threats than other activities beeaafghe magnitude of the potential profits and the
leverage of economic interest groups who kow how etdract exploitation contracts.from

government for Because these practices are envaotaily unsustainable, they are also socially
incongruent with poverty alleviation objectives Bolivia. In the past, such economic interests
severely damaged the environment, for instancaencase of the Chiquitano forests, as previously

discussed®’

Different laws govern the protection and explogatof environmental resources. For example, the
Forestry Law of 1998° establishes strict certification requirements tontml the timber

exploitation on publicly owned land. It dictate® thpplication of an ad valorem tax on the amount
of exploited timber, as well as the payment of dditonal royalty on the basis of the extension of

land concessions. Ann export certificate for certands of tropical wood and a certificate of onigi

157 See Ch. IlI, section 1.4 titled “Inherent Threi@tshe Exploitation and Development of Gas”.
158 aw No. 1.700 of 12 July 1996.
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on non-cultivated timber products are some of gwirements>® Land concessions are limited to
40 years and renewable every 5 years. Thus, thesesions diminish he possibility of illegal of
timber smuggling and control the degree or ratelefbrestation. Since the enactment of the law,

exploited land shrunk from 20 to 5 million hectares

Another threat to the forestry resources is thelpcton of coca. There is considerable civil strife
linked to the production of coca. The numerousenbkencounters between the coca farmers and the
government underscores and worsens the situatisnfoanerly allowed production is now
considered illicit activity in some regions. Thigtarally raises the incentive to produce coca in
hidden spots of land, contributing to greater deftation. The government’s campaign against coca
production came abvout as a consequence of diressures from the U€° In January 2002,
under Lozada’s government, specific measures tdlmoommercialization of coca in the region of
Cochabamba were made effective, leading to theudosf the market. Subsequently, violent
protests by the coca farmers (“cocaleros”) folloywgiden that their only form of subsistence was
threatened. Clashes between the cocaleros ancedolices left considerable death tolls on both
sides. Back then, Evo Morales was one of theirdesacHis representation as leader of the cocaleros
was withdrawn by the government who accused himvafg fostered public violence. It remains to
be seen how the present government will deal witbitiproduction of coca, but banning or
allowing the farming of coca will require accompargyprotection measures to ensure sustainability

of forest resources.
1.4.2 Traditional Knowledge

The “traditional knowledge” (TK) embedded in thephpation and use of biological resources such

as plant materials is affected by the same thraat$orestry resources. These are deforestation
through excessive timber exploitation, agricultumening and hydrocarbon developments. These
activities threaten plant and animal species thatanly survive in protected forest environments,

and once extinct, the TK linked to the use of sspécies is lost. Since indigenous groups living off

their natural habitat require these species far gubsistence, their livelihood is also endangérned

the different intrusive economic activities.

19\WTO (2005a), p. 56.
169} avaud (2005).
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Forests are not only viewed as agricultural landcfops such as rice, citric fruits, sugar cane and
maize. They are increasingly becoming an alterediv industrialized soya production and cattle
raising, especially if located close to roads aalbmized areas™ Further, privatization of mining
activities may also lead to greater deforestatiam €ndangerment of species) since unemployed
workers in the highland regions relocate to theit@ woodlands in the search for subsistence
opportunities. The resulting migration would meareager population density in very fragile

ecosystems, and could provoke a faster rate ofobgant materials, and hence TK.

2. Outlining a strategy for a sustainable exploitationof environmental assets in Bolivia:
2.1Global Context
2.1.1 Forestry

The most important exercise lies in identifying wen@otential conflict and incentives that foster
unsustainable environmental practices lie. A goalication is generally present in the effectiveness
of exercising property rights. If a good (such asber) can be easily accessible to others for its
benefit, there is a tendency to overexploitatiod ahuse. This leads to a rapid consumption of the
good, where the benefits to the original ownerran@imized and shared against his will. This will
naturally raise the scope for conflict between ¢ghesercising ownership rights and those benefiting

illegitimately from the good.

In identifying the sources of conflict, Bolivia caorrect the negative externalities leading to bver
deforestation. First, deforestation is a resulirfridicit mining activities and farming undertakéry

migratory workers. Second, it is a result of timbgploitation and hydrocarbon development, these
two are allowed activities under concession cotdralcowever, there is also a tendency toward

overexploitation in the former, and to understatimg environmental impact in the later.

The government can correct the negative extereslily generating incentives and subsistence
opportunities for the poor migratory workers andligenous people in several ways. First,
alternative employment for migratory workers detidato illicit mining activities, and greater
control on the trafficking of precious stones anitherals. Second, stricter certification procedures
for non-renewable timber resources, and greateanéiml and infrastructure facilities for the

development of renewable timber resources.

181 Hufty and Bottazzi (2005), p. 160.
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2.1.2 Traditional Knowledge

High incentives exist for converting natural resms into agricultural land . This threatens to
destroy important biodiversity assets, and withnthealuable TK. Part of the trade off in favor of
agricultural development rather than preservingrigbwl plant materials lie in the immediacy of
profit gains, and the accessibility to farming gag raising cattle. In contrast, exploiting TK is
rather exclusive, since it requires know how, ssiitated technology, supply chains to the
pharmaceutical and chemical industries, and welmasket access. In addition, only effective
ownership control will allow capturing the benfifsom such activities.

2.2Regional Context

Bolivia should also make use of the regionally exgalliances under the Amazon pact, the Andean
Regulation and the TRIPS agreement, in organizatsuth as the UPOV to launch an aggressive
and proactive position in the field of intellectyadoperty. This framework ccould later help the
country develop further coalitions in the WTO antthey international trade forae. Ideally the
country should not wait for proposals, but rathevalop a modality itself which best reflects its
needs of TK protection. Such a document, if swghtly flexible, will allow other countries with
similar concerns regarding a database of TK tgnalemselves with the Bolivian initiative, with a

view to seeking a development and sustainably trieaxploitation of such resources.

A first step has already been taken in the righedlion, through joint contributions on the
clarification between the relationship between TRIPS agreements and the Convention on
Biological Diversity which seeks to promote a sirsthle approach to the protection of traditional
knowledge*®?

Perhaps through a similar channel, sufficient lagercould be attained to achieve an international
compromise with regards to the exploitation of thea plant. Important is how the registry of end
uses of TK and is adapted to incorporate coca,ay which protects the deeply rooted traditions, as

previously discussetf?> By pushing for greater distinction in the type T embedded in coca

162 5ee WTO (2004b, ¢, d) and WTO (2005c).
163 See Chapter , section titled “".
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plant, for instance and by advocating for the redogn of “traditional medicinal knowledge”,
Bolivia could foster the protection of patentabledeuses at international and regional level.
Perhaps, another solution might lie in the usecofa in food products rather than for
pharmaceutical products, reducing in this way thetroversy caused by the discredit the plant has

received due to the illicit cocaine industfy.

2.3 Local Context

Crucial for the success of any international arglomal efforts to recognize the TK component —
and hence allocate the benefits resulting froncatmmercialization to the proprietors — is the local
regime protecting TK and plant materials. It mustessarily contemplate mechanisms for the
patenting of TK and hold the necessary enforcernais in the event of biopiracy. The patenting
process must be user friendly, accessible to imdige groups on a local level, and contain
examination procedures which avoid the misallocatib patent rights to parties which may not be

legitimate stakeholders.

Such procedures could contemplate the provisiorewaflence on the benefit sharing by the
communities requesting a patent, in addition toudoenting and describing the processes which
lead to TK and genetic plant material, and a stedafprior informed consent” (PIC), which
certifies the applicant for a patent has receivexngssion to use TK and biological resources (i.e.
plant materials). A PIC would not only avoid thelderation of biopiracy, since a certificate would
contain source of origin and imply compliance withtional law. If cleverly linked to benefit
sharing arrangements between the holder and therogfnTK (e.g. an indigenous community), a
PIC could also be used as a mechanism to ensurere equitable distribution of TK profits, by

requiring the payment of royalties or the allocatad a profit share.

These considerations are not new, and have alrfeaely formulated in the joint submissions with
other countries with rich biodiversity. Patentinfgomlogical resources which have a TK component
has already been successfully achieved in caséstsuneric, neem tree hoodia and ayahuasca, just
to name some of the most renown cad§&vith time, a complete database with the existitig T

resources that have been registered and patentedllav for a better screening. It will enable

164 Steinich (2006).
165 See WTO (2004b, c).
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Bolivia to fight more effectively against the migappriation of it biodiversity assets, not only

locally, but also worldwide.
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V. Conclusions

1. Reviewing the possible strategies in each sphere

The previous sections offered a thorough discussibrthe context of the trade, energy and
environment spheres, whilst considering the oppities and threats at hand to formulate a
strategic positioning for Bolivia at global, regadrand local level. Some of the strategies disalisse
prove to be more readily achievable whilst othexsns rather challenging and unrealistic. Much
however will depend on the internal and externatdies and developments which determine the
present situation.

Invariably, the three spheres of trade, energyeandronment are linked, as can be appreciated in
the analysis of the previous sections. The challdigg in a concerted approach which balances the
priorities of each sphere, without sacrificing @rming the remaining sectors. Furthermore, the
social and political fragility of the country mudetermine and depend on the approach that will be
taken, and have to be woven into the strategy @erofor it to be successful. Otherwise, as it was
sufficiently and sadly evidenced, the outcome Wwél continued havoc, turmoil and riots with as
built in destabilizers, no matter how good-willdx tpropositions from the outset might be.

The following subsection offers a review of thefeliént strategies for the trade, energy and
environmental sphere, this time present in a syistand coherent strategy for Bolivia.

Trade:

2. Setting the Trade-Energy-Environment Axis for Bolivia: Policy Recommendations
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