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ABSTRACT

A strategic evaluation was carried out of a large scale coal mining joint

venture that was undertaken by the Govermment of Colombia and Exxon Corpora-
tion in December 1976. The evaluation combined the case study method with Po
lltical, economic, organizational and behavioral analyses. Five important
problem areas were addressed:

1,

26
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How were the partners' objectives set, how these objectives were then re-
conclled into one feasible project, and how they may change in the future.

How were those objectives operationalized in an association contract, and
how the latter distributes the project's benefits, costs and risks.

How the application of the contract may affect the partners' shares of be
nefits, and how the socio-political and economic environments may influen
ce partners' behavior in applying the contract.

What organizaticnal structures have resulted from the association, what
thelr implications are, and how they may evolve in the future.

How the above considerations influence the partners, project managers and
operating personnel in their degree of autonomy, control, cooperation and
participation in the project.

Several important elements for the successful implementation of this project
were ldentified, and some crucial factors were discussed at length.

1.

2.

3.

b,

The major results derived from this study were:

The ohjectives of the Colombian Government and 6f Exxon are consistent in
the short run. Long run objectives, however, may diverge in a way detrimen
tal to the project's chances for successful completion.

The assoclation type of contract is no longer appropriate to the country's
natural resource development needs and is no longer politically acceptable.
Future contracts should be Operating or Management contracts.

The 1976 association contract is in full legal force now for a 30-year pe-
riod. The project's success depends on how the partners apply the contract,
on the degree of support that will be achieved from all relevant stakehol-
ders, and on the organizations' adaptive capacity.

The project should not be stopped because of its timeliness and potential
benefits. Instead, the problems mentioned above should be addressed in or-
der to gain long-term general support. Cooperation and commitment should be
increased through participation and through a high degree of involvement.

This case study illustrates the challenges facing large scale project managers
in today's rapidly changing world.

Thesls supervisor: Mel Horwitch, Asslistant Professor of Management..
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1.
CHAPTER I

. INTRODUCTION

Riohacha, September 5, 1980, Press release:

THE NORTHERN CERREJON COAL PROJECT IS INITTATED

Carbones de Colombia S.A. -CARBOCOL, a commercial and industrial State en-
terprise, and International Colombia Resources Corporation -INTERCOR, a pri-
vate concern, are pleased to announce to the public that the National Gov-
ernment has approved the commercial feasibility of E1l Cerrejdn's coal proj-
ect, Northern zone, in La Guajira. Today, the President of the Republic of-
ficially announced the initiation of the project, which will bring great
economic and social benefits to the Country and to this Department, through
generation of foreign exchange and employment, among other positive accom-
plishments.....

The net foreign exchange flows generated by this project from the end
of this decade on, will contribute significantly to the Country's energy
balance. This aspect alone justifies the prompt implementation of this proj-
ect. It also heralds the initiation of (Colombia's) large scale coal mining
and, given its magnitude, it will promote the initiation of a new national
era of thinking BIG. Taxes collected on the private partner's profits will
total some 24,000 million pesos, once full production is attained.

The investments required for its construction, and the costs incurred
in its operafion,during the life of the association contract, will be shared
by CARBOCOL and INTERCOR in equal parts, CARBOCOL will be entitled to one
half of the production, plus a royalty of 15%, at the mine mouth, on the
other half of the production which will accrue to INTERCOR. The contract

also stipulates that INTERCOR will pay to CARBOCOL, as a complement to the
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royalties, an additional participation on the incomes that may accrue to
INTERCOR, according to an established formula, which is in fact equivalent
to a tax on the private partner's excess profits, in the event that this
"“excess™ should appear....
A COMMITMENT FOR ALL

As may be appreciated from the above information, one of the most im-
portant accomplishments for the Country's future is being undertaken. It is
therefore imperative to count on the decisive collaboration of the authori-
ties and of the Region's, and the Country's, public forces to make this

project, of the highest regional and national interest, a reality.

Carbones de Colombia S.A. International Colombia Resources Corporation
CARBOCOL INTERCOR

EL ESPECTADOR, Monday, September 8, 1980. Article by Clemente Forero Pineda

A COUN'[RY OF WONDERS: COAL MINERS' BLIND FAITH

Carbocol's professional staff, who was in.charge of evaluating the economic
characteristics of the contract and the coal project of El Cerrejdn, re-
signed last Thursday (September 4) in protest against the Government's de-
clsion to accept the “declaration of commercial feasibility" of the project
in the conditions proposed by Intercor.

El Cerrejdn's coal will be exploited through an "association" contract
between Carbocol, a Colombian State enterprise, and Intercor, a subsidiary
of the transnational company Exxon. Cecilia de Sierra, Liliana Jaramillo
Velosa and Roberto Forero Baez, in thelr assignment as technical advisors
to the project, had warned Carbocol's director, and through him, the govern-

ment, before this decisicn was made, that "the general considerations pres-
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ented By Intercor in its declaration of commercial feasiblllity have negative
impacts very important for Carbocol and for the Country*. The Government's
declaration implies, among other thingsacceptance of questionable condiltions
imposed by Intercor, the granting of ownership rights on the coal to the for-
elgr. subsidiary, and the initiation of construction under Intercor's control
as the project's operator, but with the Colombian State paying half of the
costs reported by Intercor.

In its decision to declare the exploitation commercially feaslble,
the present Government acted against the recommendations made by Carbocol's
economists, opposed the advice of the Natlonal Planning Department's staff,
disregarded the comments of costly international consultants, and forgot
the warnings made in January 26, 1976 by the then general manager of Cerre-
carbdn, Guillermo Gaviria Echeverri, regarding the undesirability of this
kind of contracts for the Country and the 'monstrosity' of guaranteeing to
the foreign partner the ownership of 50% of the coal.

The Minister of Development, Andrés Restrepo Londofio, who considered
‘ Intercor's contract injurious at the time he was Carbocol's director and
who knew the professionals' and the consultants' objections to the declara-
tion of commercial feasibility, had no objection in supporting the decision

of CONPES (Consejo Naclonal de Politica Econémica y Social)....

Tt had taken almost ten years to get El Cerrejdn‘'s coal project going,
and 1t took three days to convert 1t into the most controversial 1ssue in
Colomblia today. How could thls happen ? What is the present status of the
project ? What ére the most important issues that may affect its future ?

It 1s the alm of this study to propose some answers to these questlons.
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The key starting concepts for thls evaluatlon were implied in the ti-

tle of thls research topic:

1. El Cerrejdn Coal Project has all the characteristics of a large scale en-
terprise: Total investments required during the project's 30 year legal
life are of the order of US$ 7 billion. Total expected revenues are near
US$ 87 billion, and total operating costs are estimated at US$ 25 billion.
The venture's high stakes indicate that many interest groups stand to be
affected by its outcomes, that a competitive environment is rapidly being
created for the control of the necessary resources and for the use of the
benefits produced, and that project managers need to face a complex set

of interrelated environments, economic, political, social and legal.

2. El Cerrejdn Coal Project is a multisector undertaking, where public and
private entities need to coordinate their efforts in the pursult of simi-
lar, but never identical, objectives. As a result, it is not sufficient
to analyze the economics of the project. The interorganizational setting
in which it will be implemented determines to a certain extent its out-
comes, and project managers have to face a multipiicity of legal and

institutional constraints that are somet 1es difficult to overcome.

3. El Cerrejdn Coal Project 1s finally a transnational venture, in which the
govermment of Colombia and the multinational oill company Exxon will share
investments, costs and benefits. Peclitical and soclal issues are bound to
appear, given the historical development of such large natural resource

joint ventures in Latin America.

The approach used in this evaluatlon takes into account both the
OWNERS' points of view in sgtting and reconciling objectives and in creating

viable arrangements for the venture, and the PROJECT MANAGERS'S polnt of
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view in making the project a reality and a success, To thls end, the follow-

ing key 1ssues will be considered:

1.

2.

How do the social, political and economic environments in which the part-
ners operate shape thelr objectives ? Key questions are:

- Who are the participants ? What are their objectives ?

- How was the project initiated ? Who chaﬁpioned it ?

- How does the project contribute to the attainment of partners' objecti-
ves ? Can those objectives change 7

Once these objectives are defined, how do the partners' contractual a-

greements address these in a way that common objectives are included,

opposing objectives are neutralized, and differing objectives are recon-

ciled ? Key questions are:

-~ What type of contract is used ?
- How 1s the contract structured ?
- Does it suit the partners' objectives ? Sometimes ? At all times ?

-~ Is 1t congruent with the partners' cultures and environments ?

The contract now determines a "project environment" by providing the
rules for the game and the "code of conduct" for the partners. These are
fixed in the sense that they are legally enforceable, Pressures for
changing these rules could be a sign of strong opposition to the project

objectives.

How does the project environment affect the application of the contract
and the partners' decision making relatlonships ? A smooth policy making
pfocess at the owners' level determines to some extent the project's suc-
cess. Key questions are:

- How does the contract distribute responsibilities ?

-~ How does 1t distribute benefits and costs ?

- How does 1t distribute risks ? Do these change over time ?

- What are the resulting 1ncent1ves'on the partners' behavior ?
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The application of the contract discussed above defines variable opera-
ting policies, in which the owners have some degree of decision making

freedom, but on which they must agree by concensus.

k. Within the rules set by the owners, and to operationalize their policies,
the project managers need to create the organizatlons required to imple-~
ment the project successfully. Institutioﬁal and interorganizational fac-
tors are critical in this area. Key questions are:

- Are the organizations congruent with their institutional environments ?
- Are the organizations congruent with each other ? Are they flexible ?

- Can they adapt to present and future conditions ?

~ What are the legal constraints faced ?

5. Out of experience with the on-going project must emerge cooperation pro-
cédures, decision makling processes and management styles that are the
resu;t of the above structuring of the enterprise. At this level, how
the people 1nvolved adapt to the project's enviromment and operating pol-
icles 1s a final important aspect to be considered in determining the

project's chances for success. Key questions are:

- Do the organizational structures and operating policies create a health
¥ working climate for the personnel involved ?

- Does the contract or its application tie the hands of the individuals
who participate in the implementation ?

- Is the resulting working climate conducive to participation, trust and
cooperation between the partners, or to withdrawal, mistrust and rival-
ries ?

~ Are the resulting behavioral pressures on the individuals involved con-
gruent with their sccial and cultural enviromment ?

The framework shown in Fxhibit I-1 was created for purposes of analysis.
It presents the relationships between the five key 1ssues to be studied,

and the effects of the different project environments upon them.
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Exhibit I-1 MAJOR PROBLEM AREAS AND ENVIRONMENTS
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Research methodology

This research is essentlally a case study to which the basic frame-
work presented in this 1introduction was applied. The approach used included:

- An in-depth study of El Cerrejdn's history from 1967 to the end of 1980.

A series f interviews with the major actors involved in the project, in
particular in Carbocol, Intercor, the government, the private sector and

the academic community.

An intensive study and economic analysis of the assoclatlon contract sig-

ned in December 1976.

An exhaustive analysis of the 1975-1976 events, and of the July 1, 1980

declaration of commercial feasibility.

A close consideration of some of the critical factors affecting the pro-

Jject's future chances for success.

El Cerrejdn's history

Three major periods were considered in the study of El Cerrejdén's his
torys The first period, from 1967 to 1974, deals with the early thinking
and decislons for Colombian coal development, especially in relation to the
international energy situation. The second period, from 1975 to 1979, spans
the birth and initial development of the Carbocol-Intercor assoclation con-
tract. The third period, the year 1980, deals with the termination of the
project's exploration phase, the declaration of commerclal feasibility, and
the resulting congressional debates of September and October 1980.

In this study, the project's main actors and major issues were iden-
tified, and two key perlods were selected for further study, because of
thelr cruclal importance for the venture'é futur;s One was the 1975-1976

period (which culminated in the signature of the Carbocol-Intercor contract).
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The other was the January-September, 1980 period (whlch encompassed the de-
claration of commercial feasibility.)

Information was collected from many sources, including press releases,
magazine articles and papers written on the subject, economic studles made
by entities involved in the project, congressional documents, annual reports
and personal 1nterviews conducted over a two;week perlod in Bogotd, in Ja-
nuary 198l. The public controversy surrounding the project in 1980 was use-
ful to this research becuase of the wealth of information avallable, but
the controversy also had one important drawback: the different accounts gl-
ven of the story were often biased towards extreme positions, one defending
the project and one opposing it. As a result, the several available accounts
had to be cross-checked and compared to one another, and some inferences had
to be madg regarding critical issues and events. Maintaining a balanced and
objectlve approach to each issue was therefore very difficult. Where an in-
ference is made, I try to make clear my reasons for doing it, and whenever
an extreme opinion surfaces, I try to present 1t with the corresponding op-

posed opinion.

Chapter II presents a composite historlcal account of the project,
with special emphasis on presenting all possible different points of view,

and on minimizing undocumented inferences.

Interviews with the major actors

The major actors interviewed included managers and staff peréonnel of
both CGarbocol and Intercor, public and private parties defending or opposing

the project, and indirectly involved persons in the academic and governmen-
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tal communities. (I should mention that several important interviews could
not be conducted, in particular with Jaime Garcia Parra; former Minister of
Mines and Energy and Minister of the Treasury; Andrés Restrepo Londoiio, a
former director of Carbocol and Minister of Development; Guillermo Gaviria
Echeverri, former director of Cerrecarbdn and presently a member of the Re-
public's Senate; Luis Carlos Galdn, another member of the Republic's Senate.
Fortunately, their points of view were abundantly illustrated in their own

writings on this subject).

hnélysis of the 1975-1976 events and the 1980 declaration

Chapters IIT and V present an analysis of the key forces during the
1975-1976 and 1980 periods. These chapters alsc identify the relevant poli-
tical, social, economic, organizational and legal environments of each pe-
riod, using the framework proposed in this introduction (see Exhibit I-1).
The birth of the project and each actor's objectives are analyzed in detaill
in chapter III. Chapter V explores the issues surrounding the 1980 declara-
tion of commerclial feaslibility and the congressional debates of October 1980
which had their origins in the three-year (19?7-19?9) exploration phase of

the project.

Economlic analysis of the project

The 1976 association contract between Carbocol and Intercor is analy-
zed in detail in chapter IV, and a computerized modelAis developed to simu-
late the distribution of the partners' shares in the project (investments,
costs and revenues). Chapter VI énalyzes the effects of the 1980 declara-
tion on those shares. (The basic data used for analysis purposes included
Intercor's end of 1979 projections and Intercor's July 1980 data supporting

its declaration. It must be emphasized that this informafioh was provided
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to me by Roberto Forero Bdez, one of Carbocol's econcmists who resigned in

September 1980, and who is actively involved in the opposition to the pro-

ject. IN NO CASE WAS ANY ECONOMIC OR FINANCIAL INFORMATION PROVIDED BY CAR-

BOCOL, INTERCOR OR OTHER GOVERNMENT ENTITIES. ALL THE RESULTS REPORTED IN

THIS STUDY ARE MY OWN ESTIMATES OF THE PROJECT'S COSTS AND BENEFITS. In any

case, although thesé estimates are rough estimates of the true flgures,

most of them correspond closely to publicly available figures, in particu-
lar those recently reported in: "El Cer~ejdn -Zona Norte-: Un proyecto para

pensar en grande™, Lampara 80, Vol XVIII,)

The results of this analysis include:

- Determination of the basic variables affecting the partners' shares in
the project.

- A computation of the main project value indlcators, including revenues,
costs, depreciation, royalties, basic income, participation incomes, tax,
cash flows and internal rates of return.

- A sensitivity analysis to determine the effects of variations of those
variables on the pro  2t's economic returns.

- An incentive analysis to determine possible behavioral effects of changes
in the varlables involved on the partner controlling them and on the part
ner bearing the risk of those changes.

-~ Determination of the pressures likely to exist on the partners and pro-

Ject managers regarding the critical varlables.

Majer results of this study

In my conclusion (chapter VII) I present some overall findings, recom
mendations, and a general discussion of the meaning of El Cerrejdn. Fourvmg

- Jjor conclusions are rendered; two are pessimistic; two are optimistic:
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Although the project is clearly attractive for both partners in the short
run, their objectives stand to change in the long run in a manner detri-
mental to the project's successful completion. This is mainly due to the
fact that future coal prices may become independent from oil prices, ma-
king the Colombian govermment's strategy of "swapping® (or exchanging)
coal for oil uneconcmic, and therefore, very expensive to maintain the
country's energy balance. Should this occur in the future, the project
would lose the government's support, and, because the contract is too rl

gid, Colombia's sovereignty would be on the balance.

Although association types of contracts may have served Colombla well
for the last twenty years for oil exploration, this kind of contract is
no longer adapted to the country's present political and economic condi--
tions. It is even less adapted to the development of the country's coal
industry for the followlng reasons:

- The contract does not provide a falr distribution of the project's ex-
ploration, implementation, operation, and commercial RISKS, although
i1t seems to distribute benefits, under ideal conditions, in a way a-
greeable to both partners.

- The contract is structured in such a way that the partners’' incentives
for action and control are bound to find themselves in direct conflict
and opposition, in particular regarding invesiments and production le-
vels. For example, it 1s in Exxon's interest to maximize investments
in infrastructure and production capacity (subject to financling cons-
traints), while it is in Carbocol's interest to minimize investments
(subject to minimum long term capaclty requirements). Also; it is in
Exxon's interest to maximize production levels (subject to market codé

traints), while it is in Carbocol's interest to minimize production,
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(subject to balance of payments' requirements and to the cost of swap).
The Cerrejdn project should be highly successful, given the current grow
ing world export market for steam coal, El Cerrejdn stands to be the’
first large addition of production capacity to serve those markets. Fur-
thermore, coal prices are expected to continue to increase for some time,
and the swapping strategy that Colombian policy makers have chosen will
be economically and politically feasible in the short run (hopefully in
the long run also, through substitution). As a result, and if the mine
becomes operational in 1986 as expected, both Colombia and Exxon stand
to gain a maximum advantage for the commercialization and sale of the mi
neral, especlally to Burcpean countries. It is my opinlon that the pro-
Ject should not be stopped at this point. An effort should be made ins-

tead, between now and 1986, to solve the issues raised in this thesis.

The possibility exists for resoclutlon of the negative aspects of the pro
Ject through the application of the assoclation contract. Critical for
success is the restructuring of both Carbocol and Intercor into flexlble
and adaptive organizaticns.

Carbocol should aim to improve its long term capabilities as the coun-
try's coal policy executive arm. To achieve this objective, Carbocol's
structure must respond to the multiple goals assigned to it by the Coldﬁ
blan govermment and must accomodate the multiple levels of decision ma-
king imposed by institutional constraints, in order to achleve two goaléz
Carbocol must have both maximum involvement in the operator's activitles

to enhance control, and maximum rate of technological tranéfer from In-

tercor to enhance its capabilities for project management.

. Intercor's structure must respond to a duality of objectives and assign-

ments as owner and operator of the project. To do thié} 1t must decouple
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the responsibilities and activities associated with ownership and opera-
torship and facllitate technology transfers to Carbocol (especially
in project management), in order to minimize informational breakdowns of
the July 1980 type and maximize cooperation and participation on Carbo-

col's side in all aspects of the project.

The situation has changed radically since the Carbocol-Intercor asso-
clation contract was signed in December 1976. The public 1s alerted to the
project's characteristics and will closely follow the project's future deve-~
lopments. Political opposition to the govermment will keep the government on
its toes and will monltor the project closely. Project managefs will be un-
der public scrutiny because of the stakes involved 1n the project. Conse-
quently, the managers will need better control over important project areas.
Carbocol and Intercor are now, in the eyes of the public, accountable for
specific results in monetary terms: No more foreign exchange should be nee-
ded to buy oll ! Flaws in the type of contract used and in its application
have been fouhd: The contract will be examined, criticized, scrutinized.

However, the contract is a reality, and it is now legally enforceable.
The application of the contract must offset the flaws that exist or that may
appear later in the project. What can be done ?
The public must be enlisted with the project's cause by ensuring that the
swap of oil for coal 1s, and will stay, economically feasible; by showing
the degree of national control over the prdject; by making the projedt envi-
ronmentally clean, and by creating regional support for the project in the
Atlantic coast and in the Guajira. Political oppositlon must be appeased;
The project must involve the government's bureaucracy which is increasing 1ts
‘political influence. Hew.suﬁfort nust be built within the government before

electlons or party reshufflings remove the present project champions.
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The main lesson applicable to the study of large scale, transnational,
public/private projects similar to the one analyzed in this thesis is that
“economic evaluations™, "social evaluations™ and “political assessments" of
such projects cannot be considered separately. A complete evaluation is made
possible only by the joint consideration of all, and especially by making

explicit their interrelatedness.

El Cerrejdn project has a magnificent potential, but its future depends
on gulite subtle political, economic, institutional and organizational factors.

Perhaps this is what large scale project management i1s all about.....
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CHAPTER TII

HISTORY OF EL CERREJON COAL PROJECT

El Cerrejdn coal project is the largest undertaking ever attempted
in Colombia. By the end of the century coal from El Cerrején should surpass
coffee as the country's main export (coffee being today the source of about
45 percent of the country's foreign exchange). From an economic development
point of view, this project implies the creation of an infrastructure for
the whole northerm part of the country (the Guajira Pepinsula),which is a
seml-arid, sparsely populated region whose few (but important) contributions
to the national economy include natural gas, crafts and marijuana. This
infrastructure will include roads, airports, the largest ocean port of the
country, and 150 Kms. of railroads, which are to be built from scratch.
Ffom the point of view of energy resources, although La Guajira is just a-
cross from the border of Venezuela's oil-rich lake Maracaibo, no oil has
been discovered in La Gu;jira, and Colombia is no longer self-sufficient in
oil. On the other hand, some natural gas fields have been exploited since
1978, and La Guajira coal is considered extremely good both in quality and
in access. The Guajira Peninsula is now considered the most likely alter-
nate new energy-producing region for Colombia.

La Guajira, moreover, has long been the source of territoriality dis-
putes between Colombia and Venezuela. So, to a certain extent, national
securlty considerations are at stake, given the extremely rapid develop -
ment of Colombia's petrodollar-rich neighbor.

The story of El Cerrejdn is also thé story of a long struggle between

governmental bureaucracies to achieve control over Colombia's most signifi-
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cant development project in years. Thils 1s the story of the developaent of
the natlon's energy institutions. No coal has ever been exploited in the
country in such large quantities as 1s contemplated in La Guajira, and there
is no machinery (public or private) commanding the resources needed for the
large scale development of coal mining. El Cerrejdn is then at least partly
the result of Colombian government's past experiences in developing its oll
industry. Today, this oil industry is controlled by the state-owned company
Ecopetrol. When gas was discovered in La Guajira, Ecopetrol was the organ-
ization best suited to control its exploitation, but when Ecopetrol recog-
nized the imminence of an energy shortage in 1975 and turned to alternate
Sources, another state organization, the national institute for the pro-
motion of industrial grpwth, IFI, had taken the lead in exploring the feasi
bility of large scale coal mining.

The story of El Cerrejdn is finally closely linked to the entry of
Exxon Corporation into the coal industry. BExxon's association with Colom-
bilan energy development started with its acquisition of The Tropical 011
Company in 1920. Since then, Exxon has provided almost all of the country's
energy-related infrastructure, including refineries, pipelines and port fa-
cilities. Ecopetrol itself is the direct outgrowth of The Tropical Oil or-
ganization, which was transferred to govermment ownership in 1951. Collabo-
ration between Exxon and Ecopetrol has thus been always close and Exxon
itself still largely controls Colombia's downstream gasoline market. But
in relation to the coal in La Guajira, Exxon's bidding efforts started some
what late. Peabody Coal Co. (at the time a subsidiary of Kennecott Copper
Corporation) was the first, in collaboration with YFI since 1972, to ex-~
plore E1l Cerrején coal deposits. El Cerrejdén then is also a story about the

struggle of two big foreign names in energy, Exxon and Peabody, tc win in



the "Colombian coal rush."

This chapter will explore the key issues, the resources at stake and

the roles the different actors played from 1970 to 1980 in relation to Co-

lombla's current commitment to large-scale coal exploitation.

1.

2.

Three distinct periods are identified:
Background of energy developments in Colombia until 1974, when the world
energy crisis directly affected the country under the administration of
Presldent Alfonso Ldpez Michelsen.
The period from 1974 to 1977 when the government struggled to adopt a
clear energy policy and to establish the institutions necessary for na-
tional energy management. This period also marked Exxon's worldwide ex-
pansibn into coal mining, which led in 1976 to the association contract

for development of El Cerrejdn coal deposits.

- From 1977 to the present: the exploration of El Cerrejdn deposits was

undertaken, culminating in the declaration of commercial feasibility in
September 1980. In the aftermath of this event, a scandal exploded with
the resignation of the economic staff of Exxon's partner in the joint
venture, the state-owmed Carbocol (Carbones de Colombia S.A.), which
precipitated the congressional hearings of October 1980. But the project
was not stopped, and implementation began in March 1981, with the se-

lection of the main contractor, Morrison-Knudsen.
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IT.1. Setting the stage for Colombian coal develcopment: 1969-1974

National (and international) interest in El Cerrején's coal deposits
is not new. The first studies in the area were reported in the 1940s, when
BExxon's subsidiary, Tropical 0il Company, conducted exploratory drillings
in search for o0il in the Guajira region, the northernmmost tip of South A-
merica (see maps). During the following two decades, several other studies
were made, each of them reporting larger findings, until Colombia's coal
reserves were proved to be the largest in the South American continent.

From 1966 on, during the administration of President Carlos Lleras
Restrepo, a series of coal mining regulations were introduced. Coal exploi-
tation wés also extensively discussed in the First National Mining Congress
of 1969. The Lleras administration's interest in coal resulted in the cre-
ation of Cerrejdn Carboneras, a state enterprise organized under IFI, which
in turn reported to the Ministry of Development. Cerrejdn Carboneras (Cerrg
carbdn) was given the task of exploring the area, which it did with the
help of other national institutes (Ingeominas) and several foreign compa-
nles. In 1972, Peabody Coal Company, then a subsidiary of Kennecott Copper
Co., signed a contract with IFI to invest US$ 2.5 million in the explora-
tion and possible exploitation of El Cerrejdn's central area. In the mean-
time, and independently from these developments, Exxon's top management was
also thinking about coal. Balaji Chakravarthy from Harvard Business School
reported:

"Exxon had recognized in the early 1960s that the projected

domestic (U.S.) production of oil and gas would peak in the

iz?g;é;:.Exxon began to acquire coal reserves on private

lands through the Coal and 0il Shale department of Exxon

Company U.S.A. Later, Exxon's domestic coal, shale oll and

synthetic fuel interests were assigned to an affiliate,the
Carter 0il Company. Carter Oll entered a stagnating coal in
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dustry. The average price of coal 1n 1965 was nearly the

same as in 1945, at $ 4.44 per ton. Though Carter 0il had

aspirations to sell steam coal, given the adverse industry

conditions in 1965 its management decided to focus on the

synthetic business and keep its steam coal business aspi-

rations in temporary abeyance.” (1)

The Manterey Coal Company, a subsidiary of the Carter Oil Company,
was created in 1969. However, when Carte recutives realized that
the commercial development of synthetic 1els uould take longer than what
was initially predicted, Monterey was given the task of mining and selling
coal as a boiler fuel. Its first mine was opened in 1970 in Illinois, and
Carter 0il started accumulating the operating experience necessary to e-
ventually support the produciion of synthefics out of.coal. Unfortunately
for Monterey, by 1970 the Federal Health and Mine Safety Act had been pas~
sed, further constraining the Company's activities. Carter 0il then turned
its attentien to the American West. |

In South America, Exxon's Colombian subsidiary, Intercol, was also
concerned about the country's oil supply situation, as a result of a Colom
bilan government decision to regulate oil prices. This decision was in part
the result of a drive of Enrique Pardo Parra, the Minister of Mines and Pe
troleum, against "excessive profits" of petroleum companies. (Minister Par
do Parra was to participate later, as a senator, in ilhe national debate
staged in congress in relation to El1 Cerrejdn project.) In the oplnion of
Intercol’s top managers, price controls greatly decreased oill companies'
incentives to explore:

"The result of this was that the oll Colombia enjoyed dur-

ing the first half of the 1970s was the one found in the

1930s. Bxxon warned the govermment, but they did not be-

lieve us: °Terrorism' they said ! Exxon foresaw that Colom

bian ofl demand would surpass oil supply 1in the mld-seven-

ties.” (2)

This is not the only interpretation regarding the oll shortage.An-



other commonplace imterpretation was given in Alternativa:

"Colombia has had an oil policy forcea by multinational oil
monopolies. The fact that petroleum fields are located at
considerable distances from sea ports, and that the same en
terprises have also extracted Venezuela's oil which is near
the sea, has determined that we have been earmarked as a
glgantic oil reserve.” (3)

The oil crisis

BExxon's fears became a reality in 1973, a reality much more critical
than anyone had probably expected. Prompted by the Arab oll embargo, the
administration of President Misael Pastrana Borrero (1970-1974) introduced
new legislation regarding coal deposits. Miqister of Mines and Petroleum
Gerardo Silva Valderrama declared as "speclal reserves" a series of zones
with potential coal reserves in the Atlantic coast, including E1 Cerrejdn.
A newly created National Energy Commission studied the country's energy bal
ance and declared that the situation would not become critical if develop-
ment of new energy sources was hastened. The administration's energy policy
making center of gravity then turned away from the Ministry of Development
and IFI and toward the Ministry of Mines and Petroleum and its oil company
Ecopetrol because the latter institutions controlled the country's oil re-
sources and were most experienced 1n energy resource development.

Needless to say, the oll embargo also changed the situation for U.S.
coal companies, including Exxon. Spot prices of coal trebled in 1973. In
1974, Carter 0il created a new coal subsidiary, the Carter Mining Company,
to develop newly acquired western coal reserves. However, the weakness of
the U.S. coal market and the envirommentalist movement again hindered
BExxon's efforts in the West and increased the level of uncertainty regarding
the feasibility of domestlc, open pit coal mining. Exxon's Colombian subsid

iary, Intercol, was in 1974 in the middle of important negotiations for the

7
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nationalization of the Cartagena oil refinery. The possibility for joint ex
ploration of coal deposits was discussed with the Minister of Mines and Pe-
troleum, Gerardo Silva Valderraﬁa and Ecopetrol's officials. Exxon geolo-
glsts reported encouraging coal findings in El Cerrején's northern area.
Following these conversations, Exxon presented a proposal to Ecopetrol and
the Ministry of Mines and Petroleum which was reportedly "almost formalized"
in a joint-development contract under the Presidency of Pastrana. However,
there was a problem: in the meantime, Peabody had almost completed the ex-
ploration of central Cerrejdn and was negotiating its own contract with the
Ministry of Development and IFI's coal company Cerrecarbdn ! The interests
of Exxon and the Ministry of Mines and Petroleum on one side, and of Peabod
y Co. and the Ministry of Development on the other side, were clearly at
odds. The stage was set for a bureaucratic power struggle that went practi-
cally unnoticed at the time because of the political climate that surrounded

the coming presidential elections of 1974.

The National Front experiment

In fact, during those last few months of Pastrana's administration,
all attention (public and private, within the govermment or outside of it)
was focused on the end of Colombia's National Front. 1974 marked the end of
16 years of this quite unsual political experiment by all Latin American
standards. After almost a century of continuing political strife between
Colombia's two traditional political parties,conservative and liberal, Co-
lombians staged an open civil war from 1948 to the early 1950's. This war
ended with the military dictatorship of General Gustavo Rojas Pinilla. In
1957, however, a general uprising led to the downfall of this regime, and
the traditional parties returned to power. This time they joined forces and

agreed to share the Presidency and important governmment posts for 12 years
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(later extended to 16). This experiment brought a relatively calm political
era to the country, when the presidency alternated between Conservative and
Liberal leaders, until the 1974 elections.

The political climate in 1974, was thus one of great uncertainty con-
cerning the outcome of this election, as the parties tried to regain the
political momentum and support that they had not needed for a long time.
Within all govermment institutions, the relative security of shared posts
was coming to an end. Many important economic and political decisions were
poétponed until the struggle for power between the two parties was over. If
coming elections were won by a Conservative Leader, the present Pastrana
administration would probably not have changed greatly. But if a Liberal
candldate was elected, many key government officials would probably have
been replaced by Liberal candidates.

Foreign companies were also anxious about the results of the elec-
tions: the Liberal candidate promised far-reaching social reforms while the
Conservatives generally took a much more pro-business stance. Multination-
als, then, were also holding off committments until the new administration
took office. Commented one of Intercol's officials:

"Exxon's proposal was almost formalized with Pastrana's ad-

ministration, but we preferred to wait and sign the contract
with the next administration. The government approved..."(4)
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II.2. The Carbocol-Exxon Assoclation Contract: 1975-1976

After the largest electoral turnover in a long time, Alfonso Ldpez
Michelsen, the Liberal candidate, was elected to office for the period 1974
to 1978. However, it became clear that the "liberal takeover" threat to
governmental bureaucracies would not materlalize. Ldpez took a low profile
approach to the problem of shared power between parties, allowing the con-
servatives to keep several posts in the administration. His administration,
however, immediately suffered the shock wave of the oil crisis and the as-
socilated downturn of national oil production (as Exxon had reportedly fore-
seen), Domestic oil prices were already far below the international price,
and Lopez faced the troubling prospect of accelerating inflation imported
from abroad and additional jinflation created by letting domestic oil prices
increase. In these circumstances, a great deal of pressure was created for
initiating the development of alternative energy sources and in particular
of EL Cerrejdn's coal mines.(5)

As we have seen before, what Ldpez inherited in coal prospects was a
potential strife between the Ministries of Mines and Petroleum and of De-
velopment, and the two associated offers from large foreign companies. This
state of affairs is shown in Exhibit II-1l. At the same time, related strat-
egles began to take shape at Exxon. On July 23, 1974 in Delaware, INTERCOR
(International Colombia Resources Corporation) was created as its wholly
owned subsidlary, and three weeks later, in Coral Gables, a declslon was
made to establish Intercor's branch office ih Colombia, which was done in
February 1975 (6). BExxon's coal organization was then as shown in Exhibit
II-2. The decision to dive;sify into foreign sources of coal may have been

hastened by the fact that the environmentalist movement in the U;S.A. was



Exhibit IT-1 ORGANIZATIONAL CHART OF MAJOR ACTCRS INVOLVED
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Exhibit II-2 EXXON'S 1978 PARTIAL ORGANIZATION STRUCTURE

‘ Ebxon Corp::)

Mining and
Synthetic fuels | 1965
Department

Esso
Inter-Amer.

INTERCOL
(Colombia)

INTERCOR
(Colombia)

Exxon Co. ‘Imperial oil’ ‘Esso Eastern’
USA )

THE CARTER ESS0
OIL COMPANY AUSTRALIA
Ltd.

1975

—@ter Mini@ 1974
——@z?ey- Coal’ 1969

Source: Balah Srinivasan Ghakravarfhy

“Adapting to changes in the coal industry: A managerial prospective"
1978, Harvard Business School, DBA Thesis.
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galning in importance. The Sierra dlub, according to Chakravarthy,obtained
a court order in 1975 restraining the Secretary of the Interlior from issulng
any mining permits in the west, until a revised envirommental impact state-
ment was filed by the u.s. Geological survey (7). Colombian coal deposits
were clearly an interesting aliernative for Exxon resource base diversifi-
cation drive. The importance of El Cerrejdén éoal was probably heightened,
gilven the environmental constraints existing in the U.S. West, by a compar-

ison of coal qualities and quantitles:

Carter Mining Sites: Nature of mining: Surface
Avg. Btu/lb.: 8,000
Avg.% sulphur: Less than 0.5
Peak production: 24 M Tons/yr.

El Cerrejdén Deposits: Nature of mining: Surface
Avg. Btu/1b.: 12,000
Avg.% sulphur: Less than 0.6
Peak Production: 15 M Tons/yr.

Source for Carter Mining: B.S.Chakravarthy, Op. Cit.

Source for E1 Cerrején: Andrés Restrepo, E1l Carbdn en Colombia,
Carbocol SA., 19790

Exxon and Peabody: the contract impasse

President Ldpez brought in new Ministers. The new Minister of Mines
and Petroleum believed that Ecopetrol should not have control over Colom-
bila's coal development, and, according to Intercor's officlals, announced
that Exxon should deal with the Ministry of Development and IFI. But Exxon
kept on dealing with Ecopetrol,'as they had already reached an agreement on
the terms of an association contract similar to the ones both Ecopetrol and
Intercol (Exxon's oil subsidiary) had used for oil explorationand extraction,

On the side of the Ministry of Development, Guillermo Gaviria was appointed
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by Presicent Ldpez to head IFI's Cerrscarbdn. Gaviria's stakes were high, as
Cerrecarbdn did not rahke any practical sense as an organization unless the
nev coal contract was glven to Peabody under Cerrecarbdn's supervision.
Peabody's exploration contract with IFI expired in 1975. 300 M tons of high
quality steam coal were identified in the central area mineable through
open pits 1n the proximity of ocean ports. Péabody proposed to go ahead with
the contract signed in 1972 involving an investment of US$ 350 million to
extract 3 to 5 million tons of coal per year. However, this coal was now
very attractive in international markets, and E1 Cerrejdn's northern area
became more attractive for export, while the central area, explored by Pea-
body became more sulted to domestic use. But Gaviria did not seem satisfied
with_the type of contract proposed by Peabody. While opposing Exxon's pro-
posal as presented to the Pastrana administration on the grounds of their
similarity with the more risky oil contracts, he also encountered difficul-

ties in settling for Peabody's offer. Business Week (February 1976 issue)

explained the problem in the following terms: "Since coal was less attractive
when the (IFI-Peabody) project was launched, the U.S. company wrote a re-
negotlation clause into the contract that is now working against it. Under
the original agreement, Peabody would have had equal ownership with IFI,
plus up to hO% of the joint profits. Now the Colombians are invoking the re
opener and trying to impose much stiffer terms, including majority control.
Says Byron E. Grant, chairman of Peabody: 'Negotiations are going on, but
1t just may be that we do not fit.'=(8)

_ A technical Ilmpasse was reached, thus, on the terms of the contract,
which clearly ﬁad its origins in the inter-ministry rivalry. Three different
contracts seemed to be involved: the oil-type contract Exxon was offering

to Ecopetrol, the old Peabody contract the terms of which were no longer
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consldered acceptable in vliew of the changed world energy conditions, and
the new, mixed-enterprise contract that Gaviria was now trying to negotiate.
Intercol's officials explained the differences in the following way:

“In the (new) mixed-enterprise type of contract, the govern-
ment bas a majority of the shares (51%). This is designed so
that, officially, the government controls the enterprise.

This does not make much sense, but it looks good in the eyes
of politicians....The problem for the foreign investor here

1s that, according to the Colombian commercial laws, the
government also has the right to buy the shares of the foreign
partner at any time. If, in addition, agreement is not reached
regarding share price; then the government can expropriate the
concern at book value. Clearly, no foreign firm is going to
accept those terms. To solve the impasse, the government's so-
lution was to allow the foreign firm to own 50% of the shares,
in which case the Code of Commerce would not be applied. As a
result, the association contract is the same as the mixed-en-
terprise contract with the exception of the expropriation
clause. The other difference is that the association contract
glves the foreign firm the operation of the business: politi-
cians therefore have no hiring power in the enterprise, The
mixed-enterprise contract is indeed great source of political
power through control of hiring policies, but very incon-...-
venlent in terms of productivity....” (9)

Political solution to a technical impasse

The events of the last few months of 1975 were confusing. The stakes
were also high. The thenMinister of Mines and Petroleum (the third since
the beginning of this story) resigned, and Juan José Turbay was appointed
in hié place. Turbay transferred the northern part of El Cerrejdn's coal de
pqsits. where the best exportable deposits are located, to Ecopetrol through
Resolution 2118 of October 6, 1975. He lef+t, however, the on-going negoti-
ations with Peabody to IFI and Cerrecarbdn for the central part of the de-
pésits.

Ecopetrol immediately opened an internationail bidding competition and
requested bids from 17 different foreign companies for the exploitation of
those reserves. This happened on October 9, 1975 and proposals were due on
February 9, 1976. Between these two dates, the Minister of Mines was re-
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placed again and Jaime Garcia Parra (who would be Minister of the Treasury
at the time of the 1980 congressional debates) took over control of the
Ministry of Mines and of Ecopetrol. Gaviria of Cerrecarbdn was understanda
bly furious about these moves. Minister Garcla Parra suggested, however,
that Peabody's offer for central Cerrején be maintained and be compared to
the winning bidder's proposal for northern derrejdn. This was a proposal
that Gaviria could not refuse, but which basically gave him, and Peabody,
a clear disadvantage in the competition. Peabody's proposal had been put
together four years earlier, before the escalation of world oil prices !
It is my contention that Peabody Co. did not glve much attention to this
negotiation, further complicating Gaviria's position,because of the diffi-
culties the company was encountering in the U.S..,Kennecott Copper was at

the time selling Peabody ! Business Week (issue of November 1, 1976) re-

poxrted:

"Like 200 other companies, Newmont in mid-1974 received a
letter from Kennecott, inviting bids on Peabody Coal. De-
splte numerous appeals, Kennecott has been unable to upset
a Federal Trade Commission order to divest Peabody, which
it acquired in 1968...

Altogether, there have been seven bidders for Peabody. In
late 1975, the Newmont group got a go-ahead from Kennecott
to do its (organizational) studies. For three months in
late 1975 and early 1976, a team of some two dozen con-
sultants, engineers, accountants and attorneys poked into
Peabody's operations.” (10)

How could Peabody devote time to El Cerrejdn in the middle of this exami-
nation ! This unfortunate bad timing surely contributed to Cerrecarbdn's
position becoming untenable.

Finally, on February 9, 1976 (the same day in which proposals for
Northern Cerrejdn were due to Ecopetrol), Guillermo Gaviria resigned from
Cerrecarbdn after making public a memorandum to President Ldpez in which

he attacked the association type of contract that Ecopetrol wanted to use.
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His battle, however, (and Peabody's) was lost: Resignation was capitulation
and Peabody lost its principal .supporter within the government. Mr. Gavirla
would not forgive either Garcia Parra or Exxon, and he would be in 1980 at
the forefront of the congressional debates regarding the commercial feasi-

bility of the project.

Minister Jaime Garcia Parra was finally free to move ahead in the se-
lection process. The Ministry was reorganlized under the name of Ministry of
Mines and Energy to unify all energy-related administration in one insti-
tution (11). Ecopetrol initiated the study of the five proposals that were
presented, but Exxon had now the advantage provided by its long association
with Ecopetrol. On March 1, Minister Garcla Parra announced:

The past administration had initiated negotiations with

Peabody Company, when coal prices were low in interna-

tional markets. Because circumstances have changed, the

present Administration has decided to change the terms

of the negotiation, and as a consequence, has accepted

proposals from foreign companies to choose the firm

which is going to work in El Cerrejdn..." (12).

During the rest of 1976, the pace was hectic in the Ministry of Min=s
and Energy. On March 5, President Alfonso Ldpez, Minister Garcla Parra, the
Minister of Development Jorge Ramirez Ocampo, the General Manager of IFI
Jorge Mendez Munevar and the President of Ecopetrol Juan Francisco Villa-
real crezted CARBOCOL (Carbones de Colombia S.A.) with an initial capital
of Col $ 100 million. The coordination for Carbocol's initial activities
was entrusted to Herndn Garcds Gonzalez, an engineer from Antloquia (13).

Carbocol was to be the government's new instrument for making the
Cerrejdn Coal Project a reality. During those months, three proposals were
glven further consideration by several institutions (in particular the Na-

tional Planning Department). Although those evaluations were kept confi-
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dentlal, agreement was reached that Intercor's (Exxon's) offer was the

best. It is not known, however, if Peadody's proposal for central Cerrejdn
was also considered. In July, finally, CONPES, the main economic policy
making body of the government, selected the propesal made by Intercor. The
National Planning Department also recommended at this time to cancel the
contract between IFI and Peabody, to give central Cerrejdn area (area C)

to Carbocol for further studies, to asslgn the northern Cerrejdén area

(area B) to Intercor, and to keepAthe southern Cerrejon area (area A) as a
national reserve (14). Exhibit II-3 shows the basic project characteristics,

as proposed by Intercor, at the time of the award.

Exhibit II-3: Intercor Proposal, July 1976

A. Contract phases and investment costs

1. Exploration 3 years Us$ 4 M.
2. Construction L years Us$ 350 M.
Including: Electric utility 35M.
Railroad 50M.
Port facilities 55M.

Other infrastructure 20M,

3. Exploitation 25 years Us$ 145 M.
B. Production schedule (in metric tons)

1984 1 M, tons
1985 2,5 M. tons
1986 5 M. tons (and the remaining 20 years)

C. Estimated Coal price 1984: US$ 71/Ton FOB

D. Royalties 15% on Intercor's 50% of production payable in coal or in
cash, plus a participation income dependent upon coal prices
in international markets.

Sources Luils C. Galdn:"Los Carbones de El1 Cerreadn."Nueva Frontera, 9,22, '80.

e e e p—— m———



Signature of the Carbocol-Exxon Association contrect

As we saw before, the decision to create Carbocol filnally resolved
the confrontation between IFI and Ecopetrol. On November 16, 1976, Carbocol
was oficially created with an initial capital base distributed as follows:
L4L9% Ecopetrol, 38% IFI, 11% Ingeominas, and 1% Cerrecarbdn. The board of
directors included the Minister of Mines and Energy, two representatives
of the President, the new general manager of Cerrecarbdn and one representa
tive from Ecopetrol and Ingeominas. Thls effectively gave Ecopetrol deci-
slve power over Carbocol, and eliminated the inter-ministerial rivalries
that had Iasted for so long (15) A month later, on December 17, 1976,
Herndn Garcéds of Carbocol and Guillermo Pardo, legal representative of In-
tercor, signed the contract for the exploration and exploitation of area B
of El Cerrejdn. On that same date, CONPES approved a new foreign exchange
regime applicable to foreign enterprises in the sector of coal mining,and
simultaneously made this treatment applicable to Intercor in relation to
the contract. Jamary 1, 1977 was to be the effective date of the contract,
in which the first three years would be dedicated to the detailed explora-
tion of EL Cerrejdn. After that first phase was to come the final declsion
on project implementation originally scheduled for 1979, but which was

later extended until July 1980.
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Exhibit IT-4 : Basic contract structure (December 17,1976)

CHAPTER I  GENERAL

An equal shares Assoclation between Carbocol and Intercor 1s defined. The
two companies will share work on exploration, construction and exploitation
in the contracted area. They willl share the costs and risks of the venture
and will be owners of the installations and of the coal produced in the
proportions stipulated in the contract. Intercor will be both owner and

operator in the project.

CHAPTER II EXPLORATION

Intercor will assume exploration risks and will present a preliminary fea-
sibility study and mining plan. Exploration wiil stop when Intercor presents
a commercial feasibility declaration, but can withdraw from the project at
the end of at most four years of exploration.

CHAPTER III CONSTRUCTICHN
The operator will build the mine and port installations, the transportation

network and will present the final feasibility analysis. This phase will

end on the day of the first coal shipment. Production levels will be set

depending upon sales contracts available. Royalties will be 15% of Inter-
cor's share of production.

Royalties = Sales revenues (port'FOB) - mine/port transport fee agreed upon
by the partners. (If royalties are paid in cash: Carbocol may
choose coal)

Participation income: Corresponds to an excess profit tax

= Intercor's total income- Basic income.

Baslc income = Royalties + operating costs + dollar depreciation + 35% re-

turn on cumulative investmenrt for Intercor.

Participation income will be shared between the partners in the proportions

shown in a2 tax table ( page 17 of the contract).

Tax clause: If Colombian tax regulations vary, the participation shares will

be changed so that Intercor's effective tax will not be larger than 52%.

CHAPTER IV THE EXECUTIVE COMMITTEE

. The committee will be composed of one representative of each partner and

will meet four times per year to approve the extraction program and the
budget. Each representative will vote fer 50% of the total interests in the
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project. Procedures are set for the resolution of tles (Arbitration).

CHAPTER V COMMON ACCOUNT

Procedures are defined for the.operation's accounting system in detail. All
costs and investments will be charged in equal parts to the partners, and
all revenues, royalties and participation incomes will be credited to those
accounts. Speclal procedures are defined for manipulating Peso and Dollar

accounts,

CHAPTER VI CONTRACT DURATION

Maximum contract duration depends upon the actual length of the exploration
- and construction phases. Provisions for non-normal termination of the con-
tract are provided.

CHAPTER VII VARIOUS DISPOSITIONS

This chapter includes a varlety of clauses referring to legal and environ-

mental aspects, labour relations, taxation, patents and repatriation of

profits.

ANNEXES

-Map of the contracted area.

-Accounting procedures.

-Explanation of the calculations relative to participation income.
-Patents.

LETTERS AND OFFICIAL DECREES
- August 12, 1976
-September 22, 1976
-December 17, 1976
~Februaryl4, 1977

Source: Carbocol S.A. Intercor (International Colombia Resources Corp. )
Assoclation contract for El Cerrejdn, Block B  December 17, 1976
Coal Project.
Contract signed by Herndn Garcds Gonzales (Carbocol)
Guillermo Pardo Venegas (Intercor)

Witnesses Jaime Garcla Parra, Miguel Urrutia M.,
William J. Nutt, John Naranjo D.
Bernardo Taborda, Nicolds Beltrdn.
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II.3. Declaration of commercial feasibility, and congressionalldebates:

1977-1980

The three following years (1977 to 1979) were relatively quiet and
1little information on the project was made publicly available. One signifi
cant event took place on June 8, 1977. The Ministry of Mines and Energy
published resolution 1870 authorizing Ecope£rol to cede in favor of Carbo-
col all property rights relating to the northern Cerrejdn area (Aporte No.
389). It appeared that, in the original participation agreement, legal
ownershilp of the area was overlooked and Ecopetrnl was forced to correct
the problem after the contract had been signed. This would become in 1980
a major argument for the opposition to the project.

In 1978, the liberal leader Julio Cesar Turbay Ayala was elected new
President of Colombia. His administration would deal with the 1980 decla-
ration of commercial feasibillty of the project.

Also in 1978, Exxon contracted with Morrison-Knudsen for planning El
Cerrejdn's infrastructure and developing a complete mine plan. (It is not
surprising that the same firm would be awarded, in February 1981, the

prime contract for the implementation phase). Business Week (June 20, 1977)

commented:

“The western (US) coal properties are mined by the openpit
method, which requires the same earth-moving and engineer-
ing erpertise that Morrison-Knudser uses on its heavy con-
struction projects (dams, bridges, roads, etc).... The
company is also moving into....railroad repair and oper-

- ations, and power generator fabrication....
Morrison-Knudsen has moved from its reliance on govern-
ment work, coordinated its engineering and c...struction
talents to compete for big turnkey projects....” (16)

Morrison-Knudsen did, then,much of the necessary planning work need-
ed for the preparation of the Design Basls Memorandum (DBM) that Intercor

would present to Carbocol with its declaration of commercial feaéibility
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in July 1980.

In Septemter 1978, The University of The Andes conducted for Intercor
a soclo-economic study of the project. But the results of this stud& were
kept confidential.

In March 1979, Andrds Restrepo Londoflo, the curreni managex of Carbo-
col, presented to The University of The Andes' seminar on energy the paper
®Coal in Colombia™ which gave new information on the project. As can be
seen from the differences in proposed investments, (shown in Exhibits II-4,
II-5, and II-6) expectations were rapidly increasing about El Cerrején coal

‘potential.

Exhibit II-5: El Cerrején Project at the end of 1979

Proven Coal reserves: 1,000 millior tons down to 100 meters deep. 80%
mineable through open pits. .

Extraction Plan: 15 million tons per year.

Investments US$ 1,000 million, distributed as follows:

Mine 240 M.
Railway 170 M.
Port 270 M.
Living quarters 160 M.

Pre-operational expenses 160 M.
Includes Excavations 100 M.
Yorking Capital 60 M.

“These investments would be those required by the project during the imple-
mentation vears, and during the fi: .t year of production, That is, they re-
present the amount of money which will have to be invested before the proj-
ect starts financing itself; they are expressed in constant 1978 dollars."”

Source: Restrepo, Londofio Andrd=:"E1l Carbdn en Colombla." Qééﬁbﬁbi} Bogec <y
1979 (paper presented in The Andes Uni-
verslty Energy Seminar in March 1979).
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In May 1979, Parsons-Brickenhof Consultants was contracted by the
government using United Nations funds to oversee the devélopment of the ex-
ploration phase and to advise Carbocol accordingly. This contract, according
to Luis Carlos Galdn, was arranged with the World Bank as a condltinn for
the obtention of US$ 370 to 500 million in credit lines by Colombia.

On August 28, 1979, Carbocol's statutes were changed and an IFI repre
sentative replaced the one from Cerrecarbdn on Carbocol's board of directors
Thus the Ministry of Mines and Energy consolidated its power over the enter
prise. Autharized capital was also increased to Col $ 370 million (17)
signalling that Carbccol's scope of activities was being expanded.

In the meantime, Exxon's 1979 annual report stated that for the first
time the cempany's US coal business was profitable, even if " it did not
nffset casts of its coal activities abroad."” Exxon's coal production in
1979 was 8.6 million tons, all of it in the U.S.A, Also in 1979, Carbocol

authorized Intercor to continue exploration for one additional year. It was

not until July 1, 1980, therefore, that Intercor sent a letter to Carbocol é?
declaring the project to be commercially feasible and proposing to initlate

the construction phase. The scope of Intercor's 1980 proposal was indeed

enormous, as can be seen in Exhibit II-6.
According to the 1976 contract, Carboccol then had 60 days in which

to decide about this proposal. If the answer was positive, the project

B
e

1

would enter its second phase with both partners sharing equally all costs

arising fram the project. When Intercor presented the declaration of com-

mercial feasibility, Humberto Avila Mora, new Minister of Mines and Energy,

had been in office for only three weeks, and Carbocol's general manager

3 ERER KM%

Fernando Copete Saldarriaga, less than a week.

=
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Exhibit IT-6: Intercor's July 1, 1980 Déclaration of Commercial Feasibility

Reserves: 1,600 million tons down to 200 meters deep.
Minimum Production: 15 million tons/year.

Export Market: Estimated to duplicate in the next five years, reaching
105 M tons/year in 1985, and 400 M tons/ year in 2000,

"Total investment required until the project attalns the said production
will be US$ 1,935 M %in constant 1979 dollars) or US$ 2,928 M in current

dollars, distributed as follows: Current dollars

Mine 619 M.
Railway 405 M .
Port 410 M.
Living quarters 203 M.
Management 61 M.
Pre-operating costs 650 M.
Other 150 M.

Sources Andrade,Enrique: President, International Colombia Resources Co.
"Declaration of Commercial Feasibility.", July 1, 1980

The going gets rough

At thls point, several government entities, or ratﬁer thelr corre-
sponding technical departments, began raising questions about the project
and the contract. The National Planning Department complained that some of
the costs mentioned by Intercor could not be proved reasonable, and that
the commercial feasibility should be-accepted only after the project was
proved to be socially desirable (18).

The Ministry of Mines and Energy's planning department stated in a
July 23 letter to the (new) Minister Humberto Avila Mora, that a complete
analyslis of the proposal would require more time for evaluation than was
avallable, It further criticlzed Intercor;s costs calculations, transport
fees setting procedures, and the mining program. The contract itself was

also criticized, as the following excerpts show: "Regarding ‘required in-
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vestments' US$ 408 million are said to be needed for pre-operation activ-
ities. A detalled explanation of these should be provided before approval.
o o s « Transport, energy and infrastructure fees should be declded upcn before
going ahead with the project.... The proposal does not include the minlng
program which is indispensable for evaluating the project. This Ministry
should anzlyze it....Should Intercor be the'only operator in this project ?
Associatlon contracts normally include operator rotation to insure an ade-
quate level of technological transfer...."” The report concluded by stating
that "It is imperative to clarify these issues before accepting the com-
merclal feasibility....as a complement, it is important to make use of the
government's present negotiating position to correct the disadvantages
built into the contract, like royalty payment procedures and operation and
management of the project...." (19)

Even the consulting firm Parsons-Brickenhof, in its August 15 report
to Carbocol, made the following statements: ...The coverage of Intercor's
activities is incomplete and uncertain because, since January, Intercor has
not furnished progress reports to Carbocol,....a limited and insufficient
financial analysis was furnished with the letter of declaration. Elements
of a complete feasibility study not covered are economic, environmental and
soclal....O0f particular concern are huge increases in the estimated capital
inveétment over those last reported as of October 1979. The then estimated
investment to full production at current prices, including a 20% contin-
gency, was US$ 1,700 million. It has now risen, without a change in proj-
ect scope, to US$ 2,835 million, an increase of US$ 1,135 million or 67%.
Elsewhere the total is US$ 2;928 million., The estimated total capital in~
vestment over the length of the contract is about US$ 6;818 million.,.."(20)

To complete the picture, Carbocol's economic and financial staff pre-



53.

pared in August 27 a long report for Fernando Copete ‘Saldarrlaga (Car-
bocol's manager since June 1980), and sent 2 copy of it to Minister of
Mines Avila Mora. In this report, Roberto Forero, Liliana Jaramillo, and
Cecilia de Sierra strongly criticized the contract;and recomnended that
Carbocol refused to accept Exxon's proposal. All this happened five days
before the September 1, deadline ! The report's final lines were as follows:
“Declaring the project commercially feasible with the idea that, if the
project 1s good for Exxon, then it will be good for Carbocol and for the
country implies ignoring the fact that the fundamental is to safeguard
Carbocol's and the country's rights on participation income, royalties,
fees and investment costs that correspond to them as partner and initial
owner of the natural resource...."(21)

In spite of this opposition, a decision was made by CONPES (The Na-
tional economlc policy board) and President Turbay to accept the declara-
tion of commerciality, and on September 1, 1980, Mr. Copete Saldarriaga
Aresponded to Intercor's proposal as follows: "Carbocol, based on the circum
stances and facts put forth in your letter of July 1, accepts the commer-
clal viabllity declaration and agrees to initiate the constructlon phase
following the terms established in the association contract....This our
answer implies only, as it is obvious, the acceptance of the commercial
viabllity and the ratification 6f the obligations incurred by us in ac-

cordance with the contract clauses.” (22)

The explosion

Four days later, the project was publicly announced by President
Turbay in Riohacha (Guajira), and Intercor issued a press release (23).

This announcement precipitated the September 5 collective resignation of
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Carbocol's economic and financlal unit , and this was in the news on Sep-
tember 8 (24). The stage was set, not only for the implementation of the
project, but also for the natlonal debate that would take place in the fol-.
lowing months.

Starting September 15, former President Carlos Lleras Restrepo pub-

1lished a series of articles in his magazine Nueva Frontera, in whlch Senator

Luis Carlos Galadn discussed and criticized the project and the terms of the
contract (25). The press filled up with references to the project.

In congress, Senators Luis Carlos Galdn, Guillermo Gaviria (former
manager of Cerrecarbdn) and Enrique Pardo Parra, former Minister of Mines,
staged a 14 hour debate in which the now Minister of Treasury Jaime Garcila
Parra (former Minister of Mines and Energy), the Minister of Development
Andréé Restrepo Londono ( a former manager of Carbocol ) and the Minister
of Mines and Energy Humberto Avila Mora were called to testify., On November
17, at the end of the debate, two opposing resolutions were presented: one
recommended that the government reexamine the contract to solve the issues
ralsed in the debate. The other, made by conservative Senator Alvaro Gdmez
Hurtado and liberal Senator Alberto Santofimio Botero, stated that "The
Senate 1is satisfied with all the explanations given by the Ministers.”

The debates were not conclusive because, "quorum was not met in the
following sessions"”, acc&rding to Luls Carlos Caldn. Clearly, the debates
were strongly politically motivated, as shown by the presence of Guillermo -
Gaviria. But several important criticlisms to the contract were ignored.
These criticisms had been raised by the government's technical personnel who
saw thelr reports and their comments continually overruled by political
decision making at the top of government bureaucracies;

" The opposition was again silenced}'and the project was glven a green
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1light: Morrison-Knudsen, who had been consultants to Intercor since 1978,
were awarded, in February 1981, the prime contract for implementation (26);
However, the debates in Congress increased enormously public discussion
about the project. From now on, the project willli be subjected to public
scrutiny, and Intercor will have to deal with political opposltion and pub
lic suspiclon. In these conditions, what are the project's chances of suc-
cess ? The future will tell; and 1n the next chapters I shall try to ex-

plore the critical issues upon which the future of this project depends.
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CHAPTER III

AN EXPLANATION OF THE 1975-1976 EVENTS

Three major facts arise from the study'of El Cerrejdén project history.
First is its very lohg gestatlon perlod: Decades have elapsed since the
first studies were done in La Guajira ﬁy the Tropical 011 Company and other
institutions. Only in November 1980 was the project approved, and this in
the middle of considerable controversy. On September 23, 1980, issue of
El Espectador, an editorial expressed this as follows:

"Our correspondent in Riohacha, Hllario Ariza, recalls that

" the pretense of exploiting El Cerrejdn's coal deposits is

one hundred years old. 'One hundred years of indecision’' is

the title that should be given to a monograph bearing upon

this aspect of the economy and state policy in Colombia." (1)
Second, 1s the fact that both the motivation for this project and its out-
comes were not only economic in nature. Political issues, both domestic
and international in character, appeared repeatedly during the whole gesta-
tion period, sometimes hinderiﬁg its course, sometimes helping it. Even
though the final go-ahead was given by the government in September 1980,
the controversy is still raging, and opposition to the project has not sub-
sided. Politiclans and économists are still discussing, via the national
press, the advantages and disadvantages of this association contract (2),
(3). This is an indication of the difficulty ehcountefed in any large-scale,
public/private project to reconcile the partner's objectives, and to
smooth out conflicts of interest between the partiles involved.

Third is the fact that transnational projects produce further problems

in addition to those already mentioned, due to the differences 1in preblem-
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solving approaches of the different cultures involved.
This chapter will analyze in .etail how the project came to life, and
what were the main issues involved in the initial implementation of the

project, during 1975 and 1976.
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IIT.1. The birth of a large scale, public/private, traasnational venture

A long gestatlion period

Both domestic and external factors contributed to the late inception
of this project. On the international side, phe post-war development of a
global economy based on oil, with prices maintained at controlled levels,
was responsible for having displaced coal as an important source of energy,
making the developrent of Colombia's coal resources unecu.omic (/+). The
October 1973 events changed considerablv the situation, and the industri-
alized world is now leading the way into other sourceslof energy, and coal
in particular, with the participation of multinational oil companies. Today,
El Cerrejdn's coal is clearly economically viable, and its future in both
the country's economy and in international markets looks bright in compar-
ison with alternative sources of energy. On the domestic side, Colombian
policy makers seem to have taken too long to react to the 1973 events, as
was the case for most of the world's policy makers. Says former Minister
of Mines and Energy, Alberto Vazquez Restrepo:

"..sAfter having been self-sufficient in oil for the first
75 years of the present century, Colombia lost its self suf
ficlency, and since then the country has shown a tendency
towards ever greater dependency on external sources of oil.
This 1s because, as happened with most other countries, the
country created a pattern of energy consumptions based on
oll, given our reserves and its low international price...
As a result local exploration for oil was hindered, no steps
were taken toward coal exploitation, and our immense hydro-
electric potential was not tapped adequately. The above
facts show that the energy difficultles which this country
1s experiencing correspond to a specific conjucture, direct
consequences of a delay in decision making, because para-
doxically, Colombia possesses the energy resources (renew-
able and non renewable) to satisfy present and future needs."

(5)

By 1975, Colombia had to start importing crude oil, as Table III-1 shows:
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Table III-1
IMPORTS AND EXPORTS OF OIL
COLOMBIA
(Barrels per day)
" CRUDE OIL GASOLINE FUEL OIL
YEAR  pYpORTS IMPORTS IMPORTS a/ EXPORTS IMPORTS
1970 85,605 - - 2,875 -
1971 69,605 - 2,228 2,578 159
1972 40,888 - 600 6,656 -
1973 25,751 - 374 2,981 -
1974 1,000 b/ - 567 3,134 -
1975 - - 4,825 - -
1976 - 18,427 7,169 - 110
1977 - 25,750 9,458 - 577
1978 - 24,197 21,988 - 211
1979 - 30,000 b/ 25,000 b/ - 500 b/

a/ No exports

' 9/ CEDE approximations

Source: Torres,J.E., Viera,D., Beltrdn,R. "Bases para un modeloc de planea-
cidn energdtica -el caso Colombiano-." In: "Colombia y la Crisis
Energética", Otero,D.,Reveiz, E. Editors, Coleccidn debates CEDE

No. 2 University of The Andes, Bogotd, 1981.

The above researchers explain:

"A common explanation has been that this has occured because
of the low internal prices maintained during the last 15 to
20 years which did not stimulate exploration activities of
foreign companies owning oil concessions. However, vigorous
exploration activities have never characterized this country:
between 1908 and 1978, only 951 exploratory wells have been
drilled, most of those after 1956. In that sense the state
may be responsible for not having stimulated national organi-
zations 1ike ECOPETROL to increase their exploratory activi-
tles instead of waiting for the multinational companies to
do it at their own pace." (6) ‘

Whatever the reasoms for this poor performance, the situatlon is rapidly
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deteriorating. Comments former Minister Vazquez Restrepo:

"The country has...sufficient conventional energy resources
to accomodate demand with the exception of oil, of which we
presently import some 30% of own consumption. This repre-
sents an expense of 12% to 15% of our foreign exchange gener
ation capacity; this expense shows a growth which could be-
come equivalent, in a few years, to 25% of the total value
of our exports, if the exploration and substitution efforts
we are making...do not accrue in satisfactory results." (7)

Table III-2 shows the value of Colombian oil imports during the last few
years, which are indicative of this dangerous trend about which the govern-

ment finally began taking corrective measures.

Table III-2
CRUDE OIL AND GASOLINE
IMPORTS AND PRICES
COLOMBIA
CRUDE OIL IMPORTS GASOLINE IMPORTS

Millions of Average Millions Millions of US$/BL Millions
YEAR barrels Us$/BL of dollars barrels of dollars
1975 = - = 1| 8 12'95 2393
1976 o7 12,47 83,5 2,6 14,17 36,8
1977 9,4 13,88 130,4 3.4 14,81 50,3
1978 8,8 13,63 119,9 8,0 15,49 123,9
1979* 8,9 23,12 207,3 9:2 33,70 310,0

*#Based on data until September 30, 1979

Source: National Planning Department, Republic of Colombia."Plan de Inte-
gracldn Nacional 1979-1982." Vol.II, Industria Continental grdfica
ltda. & Cia. S.C.A., Bogotd.

Something had to be done to redress the country's energy balance, and the

alternative was there for all to see: COAL.

Private or Public ?

Although Colombia has the largest coal deposits in South America,large
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scale coal exploitation was never undertaken for the reasons specified a-
bove. Tofal production has never exceeded 5 million tons per year. It is
a small scale industry, distributed in some 630 mines, and using traditional
methods of mining. According to the Natilonal Planning Department, 86% of
those mines produce less than 500 metric tons per month, and only 6% of them
produce more than 1,000 metric tons per month (8).

Table ITI-3 shows the production, consumpticn and exports of Colombian

coal from 1970 to 1978.

Table III-3
CONSUMPTION OF COLOMBIAN
COAL FROM 1970 to 1978
(Millions of metric tons)
PRODUCTION INTERNAL CONSUMPTION EXPORTS‘
YEAR TOTALL ELECTRICITY CEMENT SIDERURGY OTHER
1970 3,317 3,308 358 451 732 1,767 9
1971 2,800 2,788 348 472 772 1,196 12
1972 2,900 2,863 337 512 567 1,047 37
1973 3,360 3,325 429 507 630 1,759 35
1974 3,600 3,545 3k2 525 630 2,048 55
1975 3,800 3,757 259 Lu7 661 2,390 43
1976 4,000 3,947 520 496 661 2,270 53
1977 4,200 L,041 631 538 787 2,085 159
1978 4,930 4,570 629 577 883 2,481 360

Sources: National Planning Department, Republic of Colombia. "Plan de Inte-
gracidn Nacional 1979-1982." Vol.II, Industria Continental grafica
ltda. & Cia. S.C.A. Bogotd.

Domestic producers clearly lack the technology and experience in large scale
coal mining of the sort needed for a 15 million tons per year operation as

the one contemplated in E1 Cerrejdn.
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The Colombian private sector did not seem interested in undertaking
such a project. This may be because of the great capital investment re-
quired, which the private sector was not 1n capacity to provide. The geo-
graphical location of El Cerrejdn and itsisolatlionalso contributed to this
lack of interest: private industries which could use coal as a factor of
production, like cement, were far from the Guajlra region and had preferred
so far other sources of energy, the transportation of which did not depend
upon the ailing and extremely unreliable national railroads. Says one
Colombian industrialists |

"Private industrialists, especially in Antioquia, have been

saying for years‘'we are going to develop coal resources' but

this has never become a reality. May be they are right after

all. What would you do with this coal ? At the national lev-

el, no transportation facilities exist. The national railway

system is in the path to extintion, and nobody would want to

rely on it. Sell it in the international markets ? I don't

think anybody in Colombia has the organization and the mar-

keting know-how to do it.

Besides, this is a big business ! Large scale coal develop-

ment requires technical personnel which we don't have, and

machinery which we have never used..." (9)

The factors above indicate that only the government had the resources and
the incentives to undertake a project of this nature, as had been the case
for all of Colombia's natural resources in the past. It was also the gov-
ernment which, in the eyes of the public, was held responsible for develop-
ments in the area of energy. Politicians had something to lose if the bal-
ance of energy deteriorated and forced encrgy price rises, as was clearly
demonstrated by the 1978-1979 decilsions of the Ldpez Michelsen admlnistra-
tion to double gasoline prices. Soclal instability increases dramatically
with such moves, precipitating great swings 1n the politlcal preferences
of the voters. As always, multinational companies received, with the govern

ment, the flack from the press and the public:

*A11 the above facts, plus the very much commented assoclation
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contracts, with which are left in the hands of the multi-

nationals the exploration and exploitation of our natural

resources, are clear indicators of the chaotic policies

of the national government, the effects of which we are

experiencing now, and the cost of which is finally assumed

by Colombian consumers..."(10)

As the balance of payment figures indicate, however, the government
was since 1975 hard pressed to boost oil priqes at an increasing rate, if
new sources of energy were not quickly developed. The effects of oil price
rises unfortunately combined with a decreasing rate of domestic oil dis-
covery to give this problem the proportions of a crisis. The government was
forced to take on the responsibility for finding new energy sources and
making them available, and the sooner this was done, tﬁe less negative would
be the political impacts of new price hikes and rationing measures. On the
other hand, at least in the short term, the effort needed to promote a
domestic shift from oil towaxrd alternative sources of energy would be great
indeed. Especially in the case of coal, this would imply an immense program
to revamp the national railroads, which still today seems more than a dif-
Ticult proposition. “he solution, for good or for bad, appeared quickly:
export coal and use the proceeds to import oil ! The Guajira coal was sud-
denly viewed in its international dimension. Moreover who could the govern-
ment start such an enterprise with, except the multinational companies ?
The private sector, as we have seen, was unwilling to commit to coal. Well,

the multinationals would of course! They were all waiting at the door,

according to Business Week (February 16, 1976):

*An international coal rush is developing in Colombia, which
has two-thirds of the Latin America's known coal reserves.
Companies from the U.S. Japan, Europe, Brazil and even the
East bloc are trylng to get a foothold, offering capital and
expertise for a share of the deposits. Competition is keen
not only because of the renaissance that coal is enjoying in
the wake of the oil crisis but also because Colombla's coal
~is low in sulphur and high in Btus." (11)
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Quite apart from top government officials and planners, the public
bureaucracies were bound to get interested: the opportunity to create a
whole new bureaucracy to control the nation's coal resources and to partic-.
ipate 1n a new area of policy making was clearly appealing to several minis
tries. Cerrecarbdn, that timid organization created in 1969 to promote
private industrial investment in coal was, in the 1975 juncture, bound to
encounter stiff competition from other government bureaucracies ! (it should
be remembered that Cerrecarbdn was created under the aegis of IFI, the na-
tional institute for the promotion of industry, an organization oriented
toward the financing of new, private, industrial investments). It is under-
standable, then, that official institutes entered the competition to get
the responsibility for such a project, especially when no bureaucracy was
already set up to do it, and official responsibilities for the management
of different energy sectors were scattered throughout the governmental ins-
titutions. Even today this institutional problem is still felt:

"Formal mechanisms exist in Cclombia for coordinating the

energy sectoresscsssessess However, the sector is divided

into several entities, partially or completely autonomous,

which have responsibility over specific sources of energy,

from wood to nuclear energy...

Unfortunately, the outside observer soon realizes the lack

of integrated programs and strategies, the lack of a con-

sistent data base, and the scarce attention paid to altern

atives to supply basic energy needs...

Only very recently an effort has been made to correct these

deficlencies which are administrative and institutional in

nature. We are still a long way from a desirable state of

affailrs.” (12)

Thus, a problem generated in the lack of concerted policies regarding

the energy sector had organizational repercussions in the government bureau
cracles, in the form of unclear guldelines on who should do what, with the

resulting inevitable competitive environment.
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Exxon ? Peabody ? or...?

Exxon Corporation was finally selected by the government's highest
policy making body, CONPES, as the foreign partner in a venture which be-
came transnational for the reasons explained before. The selectlon process,
as we saw in chapter II, was controversial but the controversy died when
Cerrecarbdn’s manager, Guillermo Gaviria, re;igned from his post in February
1976. During the rest of 1976 and until the signature of Carbocol's associ-
ation contract with Exxon in December 1976, nobody to my knowledge raised
questions about the selection process related to Ecopetrol's October 1975
bidding competition. The story of this episode points fo several factors
which contributed to Exxon winning the bid and which were not only economic
in nature.

Organizational factors, as we shall presently see, were crucial in
deciding the outcome of this process. On one hand, Peabody had actually
signed a contract with Cerrecarbdn and IFI in 1972 for the exploration of
the central Cerrejdn deposits, and for the possible exploitatlcn of those

deposits SUBJECT TO A RENEGOTIATION CLAUSE. According to Business Week (13)

this contract involved "equal ownership with IFI, plus up to 40% of the
Jjoint profits."
I have been unable to get this contract, and it appears that it was

never made public. But, if we are to believe the Business Week report, this

renegotiation clause was used by "the government" (in my view, by Guillermo
Gaviria himself, and possibly with the best of intentions) to try to ex-
tract better terms from the deal. According to this article:

"With coal now a premium fuel, Colombia feels it can afford
to call the shots any way it wants. 'For once, we are in a
position to establish economic, technological and ecological
guidelines far the exploitation of an important natural re-
source’, a Colombian engineer says with satisfaction." (14)
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Unfortunately for Peabody, the timing of this negotiatlion was very
poor, because, while Peabody conducted explorations, Exxon had perfected an
association contract with Ecopetrol, based on oil exploration and extraction
contracts already practiced by the state oil company. It is my contention
that Mr. Gaviria tried to impose on Peabody stiffer terms than the company
was willing to accept: "negotiations are going on, but it just may be fﬁat
we do not fit."(15)

In addition to this, the problems Peabody was encountering at home
(see chapter II) must have been important enough to distract their attention
from this deal and to create a gloomy atmosphere within their own organiza-
t+ion. On the other hand, it was clearly in the interest of Gaviria and his
organization that Peabody be selected as a partner. Their basic survival as
a government bureaucracy depend upon this. Unfortunately, it was alsc in
the political interest of Ecopetrol, Exxon, and the Ministry of Mines and
Petroleum to have this contract awarded through a bidding competition organ
ized by Ecopetrol. What was really at stake here was CONTROL over the proj-
ect, and CONTROL over the creation of the new governmental coal enterprise,
which was proposed by all the actors, including Gaviria. It is clear that
whichever entity, Cerrecarbdn or Ecopetrol, was given ownership of the de-
posits would gain control over a) the deposits, b) the selection process,
c) the creation of the new CARBOCOL and through this, d) the policy-making
process in the area of coal.

Agaln, the odds were against Gaviria and Cerrecarbdn regarding owner-
ship of the coal deposits. Even though Cerrecarbdn was still the owner of
the central Cerrejdn, it was the Ministry of Mines which owned the northern
and southern deposits. As an owner, it had complete discretion over who to

transfer this ownership to. In this competitlve environment, and given the
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fact that Ecopetrol had an attractive proposal from Exxon, it was in the
interest of the Ministry of Mines to transfer ownership of northern Cerre-
Jjon to 1ts own enterprise, Ecopetrol. This is precisely what Juan Josd
Turbay did on October 6, 1975 (resolution 2118), within the limits of the
law, and without touching Cerrecarbdn's ownership of Central Cerrejdn. As
a result, the competition was now in the open, and Ecopetrol immediately
proceeded to ask for bids from foreign companies, even if it already had a
firm proposal from Exxon. This happened on October 9, 1975 and, as we saw,
proposals were due on February 9, 1976. This was also a hard thing to swal-
low for Gaviria, Peabody and Cerrecarbdn. Let us remember again that Pea-
body's contract was signed four years before, when the international coal
market was still relatively depressed, and coal prices were low. Exxon thus
had now a clear advantage over Peabody, paradoxically due to their late
arrival on the scene. Exxon had another clear advantage over new potential
competitors: when the bidding competition was opened, Exxon already had a
good knowledge of the geology of El Cerrején (due to their old oil explor-
ations) and an attractive proposal perfected with Ecopetrol (which was done
during the former administration of President Misael Pastrana). Although
they possibly had to redraw their proposal to make it more competitive with
the ones due on February 9, 1976, they had a distinct advantage over the
newconmers (BP, Shell, etc) because the latter had only four months available
to put together their proposal. It is not surprising that Exxon's proposal
was the best, and was finally chosen in 1976 by CONPES.

In conclusion, Exxon chose the right supporter, Ecopetrol. Having
been 1n Colambia for 60 years, company officials in Bogotd (most of them
Colombian) knew the environment, and knew how to deal with it. Exxon took

advantage of the Cartagena refinery negotiations to win support of the
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powerful Ecopetrol. They came into the bidding contest with a crucial ad-
vantage over prospective competitors, and an association proposal which met
the current needs of the government., Inaddition, they found a champion in
Jaime Garcls Parra, who had just been appointed Minister of Mines and Pe-

troleun,

Legal aspects of the selection process

With the opening, by Ecopetrol, of an international bidding competi-
tion, the situation became critical for Gaviria and Cerrecarbdn. From Octo
ber 1975 to February 1976, Guillermo Gaviria openly criticized Ecopetrol
for forcing the introduction of an association contract in the area of coal
mining. He had good legal reasons to do so (as we shall see below),as well
as political reasons to react against Ecopetrol's intrusion in the selec-
tion process.

Colombian legislation regarding coal has its roots in the Spanish
Novissima Recopilacidn (Circa 1789), and its evolution has followed an
erratic pattern during the Gonfederacidn Granadina (1858) and the United
States of Colombia (1863). Legislation was, at the time Carlos Lleras took
office in 1966, a loose compilation of superimposed decrees and regulations.
Carlos Lleras introduced in 1967 and 1969 the so called “Estatuto Minero"
which basically simplified coal legislation to conform to the norms apply-
ing in general to all other non-metallic minerals (16).

In a paper presented to fhe first internatlonal seminar on the inte-
grated utilization of coal (Bogotd, March 1974), Wilds W. Olive, from the
US Geologlcal Survey,foresaw the problems of this leglslation for the large
scale exploitation of coal}

"Regulation pertaining to coal mining in Colombia poses -
little if any problem to the numerous small mines current-
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"1y operating in Colombia; however, some of the legislation
appears to impose restrictions that could prevent or deter
investment of private capital in large scale mining oper-

~ations...

According to the mining code...a licence to explore for coal
can be obtained...on application to the Ministerio de Minas

Y Petroleos...

A permit which authorizes further exploration work, develop-
ment and exploitation is also obtainable from the Ministerio.
A permit is available to foreign entities, (if) an operation
base in Colombia is established... '

Presumably, larger areas (larger than 1,000 hectares) could
be mined under provisions of law 20 of 1969, Articles 12 and
13, which state that the government can declare as a nation-
al reserve any area containing hydrocarbons and assign such
areas to ECOPETROL to explore, exploit and administer direct-
ly or in association with public or private capital, nation-
al or foreign. Both these regulations pose problems to large-
scale mining of coal...

A harmonious and productive relationship between government
and business will require a clear understanding by both sides
of many issues such as majority control, disposition of work-
ing capital and profits, salaries, appointment of officials

- and key personnel, and authority for policy-making decisions
and general operation." (17)

This prediction,made two years before the events of our interest, seems

like it was extracted directly from a Delphi oracle. This statement also

Points to a possible explanation for the CERRECARBON-ECOPETROI. confrontation:

1. The "“contract" signed betw?en Peabody and IFI corresponded to an explo-
ration permit like the one‘described by Mr. Olive, and it was precisely

. at the end of 1975 that Cerrecarbdn and Peabody initiated negotiations
for a follow-up project, with a little hitch: any further permit had to
be obtained from the Ministry of Mines and Petroleum !

2. In the meantime, President Pastrana had declared “special reserve* El
Cerrejdn deposits, which meant that any such areas had to be transferre.l
to Ecopetrol for further exploration ! The central Cerrejdn area, how-
ever, having been already transferred to Cerrecarbdn, could not be sub-
Jected to this clause of Law 20 of 1969.

Another 1ssue needs to be explained: What were the possible forms
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which a development and explcitation contract could take at that moment 7?
Opinlons here are as varled as the particlpants in the 1675-76 events.
Carlos Lleras Restrepo, author of the law 20 of 1969, explained on hls Sep-

tember 15, 1980 editorial of Nﬁéva Frontera:

"The mining statute considers three forms of exploitatlon of

mineral deposits: the PERMIT, the CONCESSION and the CONTRI-

BUTION (Aporte). According to Article 163, the contributions

will be made to the COLOMBIAN MINING ENTERPRISE or to other

state, industrial or commercial,enterprises....Article 31 of

this same mining statute regulated the form of exploitation

for "the mines which are declared special national reserves",

and says that it will be done directly by the natlon or

through concesslons or contributions, by commercial or indus-

trial state enterprises, or by MIXED ECONOMY enterprises which

should have a MINIMUM OFFICIAL PARTICIPATION OF 51% IN THEIR

CAPITAL. " (18)

This points to the possibility, already mentioned in chapter II, of
there being in reality three contracts involved in this controversy:

1. A PERMIT awarded to Peabody in 1972,

2. A CONTRIBUTION with the creation of a MIXED ECONOMY ENTERPRISE (official
participation of 51%), proposed by Guillermo Gaviria to Peabody.

3. A CONTRIBUTION with a corresponding ASSOCIATION contract proposed by
Exxon to Ecopetrol, and supported by the new Minlster of Mines and Petro
leum, Jaime Garcia Parra.

It is my contention that Peabody lost to Exxon because they were re-
luctant to go ahead with Gaviria's proposal of a MIXED ECONOMY enterprise.
Exxon's officlals themselves gave the reason why no forelgn company would
want to go ahead with the mixed economy enterprise. Such an enterprise would
be subject, according to Colombian commercial laws, to.national majority
control and to the possibility of expropriation at book value ! In a book
entitled "Colombian Coals™ published by the Ministry of Mines and Petroleum

in 1974, Ernesto Beltrdn Cortés also described the CONTRIBUTION system:

- =

M m o m— e om om— o=



73,

*"Coal can also be explored for, and exploited, through the
system of contribution awarded to industrial and commercial
enterprises of the state, and which will be able to associ-
ate themselves with private parties...

According to law 60 of 1969 and the decrees 3161 of 1968,

the government can award areas for geological-mining studies,
if these are done directly through decentralized entities and
with specilal contracts to private parties. These areas can be,
after study, the object of contributions or concessions."(19)

This paragraph also points to the possibility proposed above, but does not
help in finding out whether association contracts were allowed in the min-
ing statute or not. Andrés Restrepo, former manager of Carbocol, provided
some additional evidence in his paper "Coal in Colombia" presented to

Los Andes University's seminar on energy (March 1979):

"*Mineral coal is part of the natiors reserves, and as such
1ts exploration and exploitation is awarded to official en
titles or to private parties through exploration licences,

- exploitation permits, concession contracts and contribu-
tions. This last form is exceptionazl and used only for cer-
tain very important deposits, as will be seen later....
Contributions are made to decentralized entities which have
as principal or secondary objectives the exploration or ex-
Ploitation of coal. Because the goal is to take advantage
of a speclal reserve, a contribution can also be made to
MIXED ECONOMY enterprises with official, state, majority
capltal...The exploratory and extraction activities of the
entity entitled to such contributions may be done direct-
ly or in association with third parties withir a variety
of legal relationships like ASSOCIATION, operating contract,
service contract, assistance contract, etc..." (20)

It becomes clear, looking at the above interpretations, that the type of con
tract to be used in the case of contributions was simply not defined by the
law, and that several types could be applied, including:

1. The MIXED ECONOMY type of contract propounded by Guillermo Gaviria, which
would give more control over the project to the government, but would
probably not be accepted by foreign companies at that time,

2. The CONCESSION type of contract which Peabody probably hoped for, but
wWas no longer acceptable-to the government, and

3. The ASSOCIATION type of contract which was sought by Exxon and favored .
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by Ecopetrol and the Ministry of Mines and Petroleunm.

The situation becomes clear now. Ecopetrol was the only state enter-
prise wlth long experience in association contracts, Peabody would not ac-
cept the mixed economy type of contract offered by Gaviria, and the govern-
ment and CONPES would finally go ahead with the BEST FROPOSAL AT HAND; The
rest is history. Ecopetrol's bidding competition was based on the associ-
atlon type of model.Exxon had its proposal ready, three bids were accepted
for further study upon receipt of the proposals.on February 9,1976. Guiller-
mo Gaviria resigned from Cerrecarbdn, and Peabody did not make any proposal
to Ecopetrol, therefore losing its chance to get the contract. Exxon had had
two years to perfect its own proposal and in July 1976 became the clear
winmner of the bidding contest. One thing may have helped Exxon, in addition
to having a competitive proposal: the participation income clause, equiva-
lent to an EXCESS PROFIT TAX clause (according to Intercor's officials),which
was proposed for the first time in Colombia. This clause will be discussed
in detail in chapter IV.

Another thing becomes clear: once Ecopetrol determined that associ-
ation would be the model for all proposals, Peabody's proposal (be it for
a concession or a permit) became disadvantageous for the country in enmpari
son. Guillermo Gavirla must be given credit, in my opinion, for having tried
to get better terms for Colombla through a mixed enterprise, although 1t is

not yet clear whether such contract would be better than association.

- Competition between government bureaucracies deprived the govermment of most

of 1ts negotlating leverage. Ecopetrol, the older and most powerful of those

bureaucracies, gained that control and prevailed over Cerrecarbdn.
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IIT1.2. The central actors and their objectives

The next few pages will be devoted to review the main (and secondary)
actors in this project after the 1975-76 events. The intrinsic value of this
project would not by itself make it happen, after all. It is people, by then
selves or within organizations, who can make'this project a reality, or
change the rules of the game, or even bring it to a halt. The objectives of
these actors, and the pressures exerted upon them by the political, social
and economic environments, will to some extent determine their behavior, and
will change or maintain their subjective appreciation of the value of the
project. The personal or organizational evolution of those actors will in-
fluence their objectives, and these in turn will influence their behavior
with respect to the project. How those actors and their objectives may

change over time will be explored in chapter VII.

Exxon Corporation

Exxon Corporation became in 1976, through its subsidiary Intercor, the
foreign, private partner in El Cerrejdn coal project. Exxon's objectives
are considered to be multiple: a) diversify their sources of energy 1s the
main strategic objective b) assure a diversified source of coal to serve as
inputs for the new coal transformation process and to guarantee direct sup-
ply to their costumers, c) overcome the infrastructure and transportation
bottlenecks to international marketing of coal, d) take advantage of proprie
tary new advanced coal technology and of its support by the U;S;.government
to become a leader in the field, e) achieve some degree of control over the
rapidly growing international coal market (market share), and f) invest in

a new,'promising business, the excess cash the corporation has been accumu-
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lating due to OPEC's oll price increases.

El Cerrején project clearly makes business seunse in the context of

these broad objectives, as we shall presently see.

1, Diversification of energy sources: Exxon's 1979 annual report states, in
the letter to the shareholders:

*A decade ago, Exxon's investments were almost entirely con-
centrated in traditional oil and gas and related petro-chem~
ical businesses. Today it is well on the way to becoming a
broadly based energy company. It has substancial reserves of
coal, oil shale and uranium, and important investments in oil
sands operations and synthetic fuel programs. It has a stake
in solar energy and 1s pursuing research on other renewable
energy forms...However, Exxon is, and will remain primarily
an energy company with an emphasis on advanced technologies.
Investments in coal, oil sands, 0il shale and synthetic fu-
els are expected to represent much larger proportions of
Exxon's capital base than they do today. " (21)

2. Diversificatior of coal resources: three elements seem to be involved
here., One is the fact that the U.S.A. will obviously become a major user
and supplier of coal to the world. Exports of coal from the U.S.A. may
then become constrained for capacity reasons, and international coal
trade will have to rely more on non-US sources of coal. According to
Exxon's 1979 report "World Energy Outlook":

"Production capacity for export markets will increase in
Latin America (meaning Colombia and perhaps Mexico), Af-
rica, the Far East and the United States, and major in-
creases are anticipated in the amount of coal entering
international trade." (22)
Second 1s the continuing environmental problems related to open pit coal
mining, which is more profitable than underground mining, but carries
~with it the burden of land reclamation (23). Exxon recognizes:
"The greatest constraints on use of coal arise from envi-
ronmental problems and the cost of overcomlng them. Some
accomodation with envirommental concerns, elther through
technologlical change or revised regulations, will be re-

quired to achieve the demand levels shown on the world
coal demand chart.”™ (24)
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Implied is the fact that if this accomodation fails to happen, diversify-
ing geographically becomes both an imperative and a competitive asset,
Third comes the question of the soclal aspects of coal mining: According
to the Energy Project's report from the Harvard Business School:

*The great 1977-78 coal strike underscored another significant
problem with coal: People.... .

To understand the coal work force, one must remember the dec-
ades of mutual distrust between labor and management, the his-
toric stark poverty of the Eastern coal fields, the dangerous
and humanly exhausting nature of the work itself and the miners'
feelings of long term exploitation. Coping successfully with the
enduring posture of confrontation of the coal work force is cri-
tical for stable, growing coal production." (25)

5)

the U.S.A., Exxon has not been exempted from such problems. According
to Exxon's 1978 annual report:

“Exxon produced 5.2 million tons of coal from four mines in
I11inois and Wyoming. This production was achieved even
though a United Mine Workers' strike shut down both Illinois
mines in the first quarter of the year, with a production
loss of 900,000 tons...

Construction continues on an underground mine in Wayne Coun-
ty, West Virginia, but mine opening has been delayed into
1979 by strikes involving UMW construction personnel.”

These pressures contribute to make geographic diversification of coal re-
sources a key aspect of Exxon's strategy.

3. Overcoming infrastructural and transportation bottlenecks to the flow of
coal from its sources to its markets is also an important element. Mel
Horwitch, a participant to the Energy Project, comments:

"Geographic distribution of coal profoundly affects another
systemic barrier, the transportation network that links the
production and consumption of coal... The increasing depen-
dence on the rallrozd will be especially great in the West,
which is estimated to be the major growth area in coal pro-
duction (Western coal mines being also the most productive

and profitable). Can the railroads deliver ?...

More uncertain is the abillity of the railroads to carry the
expected growth of coal traffic in the West." (26)

This points to the fact that coal from open pit mines not dependent upon

rallroad transportation will have a competitive advantage over coal from
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the western U.S.A., especially in the Buropean markets.
Exxon has achieved a leading position in coal conversion technologies,
which will need additional inputs and which may be sold to other produ- .
cing countries in the future. Exxon's 1978 Annual Report states:

"A synthetlc fuels industry may emerge toward the end of the
decade, primarily in North America... An investment base can
be laid for significant production of these fuels in the 90s
and beyond.'

This prospect, combined with the help received by the US government, does
make it attractive for Exxon to stay a leader in the field and to assure
coal supplies for its conversion plants:

"Construction began in Baytown, Texas, on a 250 ton-a-day
pllot plant to continue the development of the Exxon Donor
Solvent (EDS) process for making liquid fuel from coal...
This US$ 240 million R&D project is funded jointly by the
- Department of Energy and industry participants including
Exxon, which has a 23.3% share and manages the program. ..
Exxon was awarded a Department of Energy contract for
US$ 16.8 million to develop the company's catalytic gas-
ification process for converting coal to pipeline~quality
natural gas." (27)

An oil company rush on coal resources has developed in the last few years
and Exxon is belng probably pressured by the competition to establish a
respectable market share in the emerging international coal market. Mel
Horwitch explains:

“To understand the long term importance of the newcomers
(to the coal industry), it is necessary to review briefly
the dramatlc changes that have taken place in the coal in-
dustry since 1960. Until then, the coal industry consisted
primarily of coal mining companies and a few steel firms
and utilities... By 1974, at least 17 of the 25 largest
petroleum companies had entered the coal tmsiness in some
fashion, and it was clear that a new group of firms with
strong managements and massive financial and technologi-
cal resources had a large stake in coal.” (28)

The extremely good coal market prospects have not gone undetected by any
of those 25 companies, iﬁcluding Exxon, Its 1978 Annual Report states:

“Coal and nuclear power, the only readily available alter-



?90

natives to oil and gas, will therefore have to meet the tulk
of the growth in the world's energy needs during the 1980s.”

6. Finally, what makes it possible for Exxon (as for other large oll compa-
nies) to enter the coal business "en masse” is its excess cash position.
Exxon's total estimated capital investment in El Cerrejdén project is ap-
proximately equal to one year's worth of corporate net income (us$ 3B in
1978, US$ 4 billion in 1979) to be distributed over the next 20 years.
Definitely not an extremely large outlay of funds, considering other pro-
Jects 1t has on the making, as opposed to Colombla's "never heard of"
financlal effort.

In reviewlng each of these objectives, we find that El Cerrejdn will
contribute significantly to their attainment. El Cerrejdn's reserves will
add a potential 1,760 million short tons to Exxon's 1979 recoverable reser-
ves of 9,500 million short tons. El Cerrejdn's production will increase its
production capacity by a minimum of 8.25 million short tons per year (it was
8.6 million in 1979). Significant coal resources that Exxon would protably
have committed for export from the U.S.A. wlll probably be diverted back to
the domestic market, especially given El Cerrejdn's logistic competitive ad-
vantage in the EBuropean markets. El Cerrején's coal could also turn out to
be competitive in the United States' Southeast, where utilities can be ex-
pected tu increase their demand for thermal coal, because of its geographic
proximity and ease of access via maritlme routes. With respect to soclial and
environmental problems, it also appears that E1 Cerrejdn project could avoid
some of the characteristics of the US coal industry environment. Being the
flrst large scale coal mine in Colombla, no labor organization exists that
would have to be dealt with, at least during part of the exploitation period.
Furthermore, because El Cerrejdn is located in a relatively remote; and

sparcely populated, area, environmental effects willl be less evident than
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in heavily populated areas of the United States, A strong envirommental mo-
vement does not exist in Colombia, and the government's regulations stand
to be less obstrusive than in other countries for the foreseeable future.
Finally, there is potentlal for selling coal gasification technology to Co-
lombia in the future (as was indicated in the 1976 contract), and this would
be a logical spin-off from this large scale project. All of the above advan-
tages come In addition to the excellent quality of El Cerrején's coal, which
gives 1t from the start a distinct competitive advantage over other interna-

tionally traded coals.

International Colombia Resources Corporation (INTERCOR)

Intercor is the Colombian subsidiary of Exxon in charge of developing
the Cerrejdn project. Being initially only one of the operating units in
Exxon's Colomblan organization, Intercor is expected to grow manyfold in the
next few years. Being the project's operator, many resources will be shifted
to Intercor for the foreseeable future. Its Colombian personnel will not be
sufficient for the task ahead, and a very large recrulting drive 1is being
promoted presently. It 1s worth mentioning Intercor as a separate actor, I
think, because of the wldespread enthousiasm I have found to exist in Inter-
cor for the project. In a sense, Intercor may have an independent moving
force of its own: El Cerrejdn is expected to mobilize, during the next ten
years, about 30% of all Exxon's capital investment in Latin America. "It is
time to go BIG™ seems to be the motto in Intercor, and with some reason} The
organization stands to become very influential within Exxon; and powerful

among lts Latin American subsidiaries.
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The Colomblan govermment and Carbocol.

Several of the Colombian government's objectives were explored in the
first section of this chapter, but they should be emphasized again. The go-
vernment’s principal concern today lies in the deteriorating energy balance
of the Country, due tc the increasingly costly oil imports, and to the in-
creasingly weak domestic production. Especialiy problematic is the great in-
flatlonary effects of disequilibriums on the economy. Some reasons were pre-—
sented before as to the decision to sell coal abroad and use the foreign cur-
rency proceeds to import oil. Many criticlisms have been directed at thls po-
licy, and here 1s the government's answer, in the words of Eduardo Wiesner
Durdn, current director of the National Planning Department:

"Let us take the area of balance of payments, which has been

so important in our country's history of inflation. How can

we neutralize the inflationary impact originated in the ever

costlier import of energy resocurces ? The answer is simple

and aobvious: Let us export energy at international prices.

But, if energy is exported, why import it ? Because it does

not seem reasonable to aspire to autarchy in each and all

of the country's energy supply sources. What appears to be

more Iogical is to use our comparative advantage in the pro

duction of metallurgical coal, for example, to export it

and generate the necessary foreign currency needed to pay

for oil imports or other special energy needs." (29)

The necessary condition for this strategy to work is, according to Mr. Wies-
ner Durdn, that domestic prices and fees for energy use be increased to rea-
sonable levels (that is, to international levels). This 1s because low ener-
gy prices do not stimulate production from other (substitutable) sources.
However, 1t appears that this objective of exporting coal to import oil is
only part of the long run answer. According to Minister of Mines and Energy
Alberto Vazquez:

*The coal deposits... will contribute significantly to
- alleviate our energy problems in two different ways: By

substituting, starting in 1982, considerable volumes of

natural gas and fuel oll, and by generating during the
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1980s an amount of foreign currency between US$ 8,100 and

Us$ 10,000 million, which would compensate for much of our

foreign currency expenses in that sector. Moreover, the

technological developments....related to coal liquefaction

and gasification should allow us, in the course of the

next decade, to substitute coal for increasing amounts of

gasoline and other epergy sources.” (30)
We have seen that the Colombian industry (1like industries everywhere else),
1s pessimistic about the prospects of using coal directly (except possibly
the cement industry and the coast's electric utilities), so the government
ray again be driven into undertaking large scale coal conversion projects,
especlally if future market conditions determine coal prices lower than are
presently expected. Also, if this happens, the government would become re-
luctant to export El Cerrején's coal, for once the gasification technology
is in place, it may become more attrastive to process the coal domestically.

As a conclusion, it can be said that the objectives of the Colombian
government and of Exxon are relatively congruent in the short term, but may
become opposed in the long term. The important issues on which this depends
are: How soon will conversion technologies be available at affordable prices,
and how rapidly can Colombia expect to see its industries turning towards
coal usage ? How will future prices of coal behave ? If those prices turn
out to be lower than expected, the govermment's strategy may change. Also,
part of the answer lies in Exxon's hands, and the contract itself considers
the free tramsfer of Exxon's gasification technologies to Carbocol. To the
extent that Carbocol itself is organized for the absorption of those techno-
logles, then the joint venture will be productive in the long run, and con-
venient forAboth'partners.

Other, more general, objectives appear to be involved in the govern-
ment's decislon to proceed with the development of E1 Cerrejdn. The economic

developrent of a relativeiy btackward region is important; as President Tui-
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bay stressed during his inaugural trip to Riohacha (Guajira) on September 5,

1980. This also corresponds to the government's general strategy of economic

decentralization amd regional autonomy. The said objectives are clearly de-

fined in the 1979-1982 national integration plan (Plan de Integracidn Nacio-

nal -PIN) published by the National Planning Department‘in 1979. (31)

Carbocol's objectives were clearly spelled out by its general manager

Fernando Copete Saldarriaga, in a January 1981 interview. In accordance with

the basic policies embodied in the National Integration Plan, and following

CONPES' directives, Carbocol's main short term objective is to implement the

project in the shortest possible time, to address the balance of payments’

threat. This may help explaining the apparent precipitation with which the

1976 and 1980 decisions were made. In any event, this is certainly consis-

tent with the govermment's sense of urgency about the deteriorating energy

balance. In the long run, however, Carbocol's objectives are greater in
scope. Law 61 of 1979 establishes clear long range guidelines with respect
to the control and management of the Country's coal resources:

1. Establish directions for local investments in coal.

2., Control foreign investments in this area.

3. Manage other coal projects within the national territory. For example,
the Central Cerrejdn area will be developed through an operating contract
(as oppecsed to association contract) to cover the Country's expected do-
mestic needs for energy, especially on the Atlantic coast.

4. Ensure the transfer of technology to the country's public and private
enterprises, related to coal extraction, transformation and use.

According to Mr. Copete, some of these objectives can be temporary in
natureelFor~example, the time wlll come when Carbocol should be capable of

handling alone the large scale production of coal. In this sense, 1t 1s safe
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to argue that congruence of objectives between Carbocol and Intercor has 1ts

limits, provided that the transfer of technology actually takes place at an

acceptable rate. However, the poliiical objectives of the government do not.
seem to have time limitz, For example, naticnal economic activity in La Gua-

Jira 1s a timeless objective. As long aé the mine is functioning, the objec-

tive of national economic integration and reglonal development will be met.

As long as the project provides employment opportunities, the national poli-

cy of increasing employment levels will be served.

As a conclusion, it appears that several levels of governmental objec-
tlves exist, which Carbocol is expected to meet in the short, medium, and
long term with the association contract, as it grows into a powerful bureau-
cracy:

i. Thé short term objective of implementing as quickly as possible this pro-
Ject to address the balance of payments' threat, and to provide the mini-
mum level of infrastructure necessary to allow future coal developments;

2. The nedium term objective of preparing Carbocol for the future (autono-
mous) management of the country's coal resources; and

3. The long term national objectives related to regional economic develop-
ment of La Guajira, national integration and national sovereignty.

This multiplicity of objectives will become critical to understand Carbocol’s

organizaticnal developmenti needs to be studied ir Chapter VII.

Carbocol itself can be mentioned, as was Intercor, for having an inde-~
pendent will to prombte this project?.The resources involved are great, and
Carbocol stands to become powerful among government bureaucracies. Political
appolntments in Carbocol can be expected to be coveted, and competition will
develop to get control of this organization. This will happen independently

of 1ts size in terms of personnel, and management turmover will be a problem
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Political opposition to the project.

Political opposition to the project cristallized from three different
types of actors; First, politicians opposed to the government's energy poli-
cles, and in particular to the theory of *swapping™ coal for oil through the
internatlonal marketplace. Second, politiclians opposed to Ecopetrol's asso-
ciation contracts, and in particular to their being transferred to other en-
ergy resources, and who want to see a shift towards operatling or management
contracts. Finally, the three economists who resigned from Carbocol have be-
come heroes of the 1980 events in the eyes of the public, and continue to be
active in the protests and discussions going on in the national press. These
persons receive the tacit support of professionals in all governmental bu-
reaucracies, and are leading what we could call a "technocratic movement".

The main short term objective of this opposition has been to attract
the public's attention on the project, which they have successfully achieved
until now, taking advantage of their nationalist sentiments and of their na-
tural mistrust of multinational o0il companies. They also have kept the con-
troversy alive after the closing of the congressional debates, and they will
undoubtedly continue their activities. The next important occasion to raise
those lssues will come, in my view, as the project's implementation comes to
an end and extraction begins in 1986. Will iher- be a strong organized oppo-
sition at that time 7?7 It i# very difficult tc say, but the possibillity cun
not be overlooked. Comments one of Intercor's executivesé "The best demons-
tration of the project's desirability will be made when the mine becomes ope-
rational in 1986, Its positive effects on the balance of payments will then
become apparent.™ |

In the meantime, this opposition willl exert enough pressure for the

government to shelve all forthcoming association contracts in coal mining.
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The government's professional and technical staffs

This group I1ncludes professionals from different governmental insti-
tutions 1ike the National Planning Department, Carbocol and the several
Ministries, who resent being excluded from decision-making regarding the
viability of this (and other) project. They seek more involvement in deci-
slon-making, and because their professional advice is not always taken into
account, have sided with the political opposition to the project. Except in
the case of the three economists who resigned from Carbocol in Seftember
1980, and publicly joined the opposition, technocratic opposition to the
project is subdued and does not surface. But it does influence public opin

ion.

The Colombian private sector

Its involvement in the project has been very low. For example, the
private sector did not present any proposals for the exploration or the ex-
ploitation of the Cerrejdn mines. Luis Carlos Galdn mentioned, in his arti-

cle in Nueva Frontera, an offer reportedly made by a group of industrialists

to'"associate with Carbocol and provide the opportunity to exploit the mines
with Colomblan capital, in the terms of the contract proposed to foreign
enterprises™. = It appears, however, that no further efforts were made to
explore the posslbility of private participation in the project.

The private sector naturally distrusts the capacity of governmental
institutions like Carbocol to implement such a project by themselves. Es-
pecially in the area of natural resources; the private sector does not
want to get involved with the public entities which are seen as instruments
of political powers

"Such an enterprise cannot operate properly. In ten years,
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we shall find that Intercor's operation in northern Cerrején

will be run efficlently and successfully, but Carbocol's

operation in central Cexrején will be a disaster!™
As a result of thils, the private sector believes more in letting multination
al companies initiate the project. and then pressuring the government to
acquire a going concern. Ecopetrol's example is frequently cited to support
thls view:

"The state acquired Ecopetrol as a golng concern after the

concession of Mares. Ecopetrol later acquired the Cartagena

refinery once it was operating successfully. Both enter-

Prises function more or less properly precisely because they

were transfered to state ownership as going concerns. In the

case of coal, we should do the same thing, and we won't have

to wait for twenty years this time: Marbocol will probably

be ready to take over the operation sooner, and Colombia is

in a better position now to assert its national sovereignty."”
Private sector interest in the project is therefore restricted, for the time
belng, to subcontracting opportunities, especially in the case of engineer-
ing companies, and to the project's impact on the country‘'s foreign ex-

change situation and energy balance.

This chapter has described the 1975-76 events that led to the cele-
bration of the Carbocol-Intercor contract. Important differences of opinion
were found to exist among the major actors as to the desirability of an
assoclation contract. Furthermore, a strong inter-governmental competition
was detected, which decreased Colombia's negotiating power at a time when
clear policy guidelines and a coherent organizational structure were need-
ed fo distribute responsibllities properly among the ministries and state
organizations involved in coal exploration and exploitation. Chapter IV
will describe in detail how the assoclation contiact works; and will ex-
plore its long run economic conseéuences for the partners involved in the

project.
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CHAPTER IV

ECONOMIC ANALYSIS: HOW THE ASSOCIATION CONTRACT WORKS

As we saw in chapter II, the 1976 Association contract was criticized
slnce its inception as being unfair in coal investments (as opposed to the
much riskier oil investments). Also, the 1980 events showed that Intercor's
Proposed changes were not accepted by Carbocol's staff as fair, and many
questions were raised by several government bureaucracies as to the esti-
mates used for the declaration of commercial feasibility. The congressionzal
debates, however, did not solve any of those issues, because their motiv-
ation was political, and no detailed economic analysis of the contract was
made. As the controversy has not died down, it is worth analyzing in detail
the economic consequences of the contract. This chapter will make this a-
nalysls based on Intercor's end of 1979 estimates of investments, costs and
revenues, and will explore how the contract itself can affect the partner’'s
behavior during the project's life. Chapter VI will analyze the economic
consequences of the 1980 declaration of commercial feasidility for the
distribution of project benefits and costs over time.

Several extremely important results appear from the contract analysis.
Contrary to the opinions shared by opponents to the contract, the distri-
bution of revenues is indeed approximately 86% for Colombla and 14% for
Intercor. But the risk assoclated with those benefits is very different for
both partnerss: all of Carbocol's revenues depend on uncertain future prices
of coal in international markets. Intercor's revenues, however, are mostly
independent of international coal prices, because they are a function of

Intercor's INVESTMENTS in the project. Intercor's return on investment is a
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CERTAIN 35%, and. if coal prices turn out to be high, an additional return
is assured through participation incomes. Intercor's risk 1s then very small
while Carbocol's risk is very high.

A second important result relates to the distribution of participation
incomes during the 1ife of the project. Carboce” ‘wecipation income is
not regressive, as opponents to the project argued (especially Carbocol's
economists who resigned in September 1980). However, the "tax table" used in
the contract is such that, if coal prices are not very high, most of the
participation income will accrue to Intercor (as can be expected to happen
duringkthe first years of operation). It is only in the last years of oper-
ation that participation income accrues to Carbocol, and only if coal prices
are very high (which is by itself an uncertain proposition). Also, greater
production levels do not assure for Carbocol a greater portion (percentage-
wise) of any participation income. As a result of this, participation in-
come is in itself very uncertain, and only in the extremely remote case of
astronomic coal prices will more than 50% of it accrue to Carbocol. More-~
over, much of the controversy appeared because ot the difficulty to inter-
pret the conmtract's clauses related to the distribution of participation
incomes.

A third important result is that Carbocol's interests will be at odds
wlth Intercor's regarding the level of investments and costs, transportation
and handling fees, and production levels to be agreed on by the partners.

As a sensitivity analysis shows, it is in Intercor's interest to increase
both production and investment levels 1ndefinitely, while it is in Carbo-
col's interest to minimize investments and production subject to extermal
constraints e.g. forelgn exchange needs. Partner's interests are also in

conflict in the case of transportation and handling fees, as their negoti-
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atlon is strictly a zero sum game. To complicate matters, it seems clear
that Carbocol has 1ittle control over investments and costs, because Inter-
cor is the operator of the mine and infrastructure, and because Carbocol has
1little or no experience in coal mining while Intercor is backed by all of
Exxon's mining expertise.

The behavioral implications of these results are clear: several pos-
sible sources of conflict exist between Carbocol and Intercor, which could
surface and hinder the project in the future (as they already did in 1980).
These conflicts must be resolved by the "Executive Committee", and the con-
sequences of such decisions will be different depending on the partner's
negotiating positions. Many external influences will appear over those de-
cisions (for example international coal prices or the country's balance of

prayments' position) and their consequences will be explored in Chapter VII.

My aim in this Chapter is to examine in detail the elements of this
assoclation contract. I have used a computerized project evaluation model
(IFPS-Interactive Financial Planning System), which allows the simulation
of the distribution of the project benefits between the partners, and fea-
tures powerful instruments for -analysis like changing values of variables
or dolng sensitivity analysis. IFPS was also chosen because of its ease of
use and because of its report and graph making capabilities. With IFPS, the
project as a whole was evaluated, and then the distribution of investments,
costs and revenues between the partners (Carbocol and Intercor) was sim-
ulated according to the December 1976 contract. The important variables
affecting these flows were establlshed, and a sensitivity analysis was per-
formed to determine which of those variables are critical in terms of their

effect on the'partners' shares.,
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IV.1. Modelling the contract: purpose, structure and.assumptions

The data used for modelling purposes were extracted from preliminary
economic projections presented by Intercor to Carbdcol at the beginning of
1980. The projections themselves were elaborated toward the end of 1979.
Source data include: '

1. Investment estimates of exploration, mining, transportation and infra-
structure, and nondepreciable investment, on a year by year basis.

2. Revenue estimates, with annual figures for FOB coal prices and projected
production levels (presently 15 million metric tormes per year).

3. Operating cost estimates, including yearly unit mining costs and yearly
unit transportation and handling costs. |

Two models were used for analysis purposes: The first model describes
the project itself, and computes total revenues and costs over the 32-year
life of the project (including the four exploratory years). Gross margin,
net cash flow, net present value, benefit cost ratio and internal rate of
return are also computed (using 10% as the base rate). Accumulated values
are computed in addition to yearly values. The results obtained with this
model were checked against Intefcor's available projected results, and the
model appears to give satisfactory degree of accuracy. |

The second model is based on the December 1976 contract itself, and
is designéd to evaluate the projected shares accruing to each partner. The
followlng projections are computed:

1. Total investment and depreciation flgures for each partner.

2. Revenues and operating costs accruing to each partner,

3. Royalties accruing to Carbocol as a function of the agreed-upon trans-
portation and handling fee.
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4, Baslc profits accruing to Intercor as a function of investment levels.

5. Basic income as a function of operating costs, depreciation, royalties,
and basic profits.

6. Participation income as a function of revenues and basic income, and its
distribution between the two partners according to the contract's tax
tables.

7. Total costs (including operations, depreciation, royaliies and Carbocol’s
participation), gross margin, net taxes, net margin,and net cash flow
for Intercor. Net present value, benefit cost ratio, and internal rate
of return were also computed (again using 10% discount rate as base).

8. Total revenues and costs for Carbocol (including own revenues, royalties
and participation, and operating costs, depreciation). Gross margin, net
cash flow, net present value, benefit cost ratios and internal rate of
return were also calculated.

9. Finally, total taxes accruing to Colombia, and the country's net cash
flows were computed (met cash flows including Carbocol's and total tax

revenues).

As for the first model, the results of this last model were checked against
Intercor's end of 1979 estimates provided by Roberto Forero. Although abso-
lute model results differed somewhat from those initlal projections, results
appeared to be also satisfactory from a sensltivity analysis point of view.
Before presenting the results of this analysls, the basic assumptlons used
in both models will be presented.,

Modelling assumptions

Listed below are the important modelling assumptions used in the

studys
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The project was evaluated from an operatlonal point of view exclusively.
Financial issues were not considered at all due to the lack of inform-
atlon. It also appears that Carbocol is still evaluating possible fi-
nancing sources (including the World Bank), btut has not yet reached a de
cision in this respect (as of January 1981.)
Exchange rate issues were not considered for this evaluation. All proj-
ections were made in current dollars, based on 1979 estimates. Although
part of the operating costs will be in Colombian pesos, all data were
manipulated in dollars as was done in Intercor's 1979 preliminary stud~
les. This was also due to the lack of information on currency issuss.
Base production levels considered are the ones agreed upon by the part-
ners in September 1980 (gradual increases starting in 1986 up to a peak
production of 15 million metric tonnes per year.)
Mining and transportation costs are considered in a per-ton basis. No
economies of scale were considered on analyzing sensitivities to produc-
tion levels. Intercor's implied estimates of cost-related learning curves
were included in the analysis, however. Costs are also a function of in-
vestment levels.
Depreciation is defined in the 1976 contract as follows: double declin-
ing balance for the first five years of equipment life, and straight line
dspreciationvthereafter; depreciation for the year 2008 should include
all remaining depreciable investments for Intercor. This method is to be
used in determining basic income, basic profits and participation income.
It 1s also specified in the contract that the usual Colombian tax rules
for depreciation will be used to compute Intercor's taxes.
For the purposes of this model, and having found that the variation in

“bottom line" figures is small with respect to changes in depreciation
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rules, double declining balance depreciation was used throughout, with a
swltch to stralght line depreciaticn at the point in time where remaining
depreclable investment using the latter method becomes higher than the
coxresponding value computed with the first method. A welighed average
nseful life of 14 years was used, computed from Intercor's 1979 invest--
nent projections. This approximatlon has béen Judged to be acceptable by
comparing model depreciation figures with Intercor's year by year esti-
nates.

Sensitivity to production levels was computed assuming that all mining
and infrastructure investments and costs vary in proportion to projected
producticn variations. Therefore, no investment economies (or disecono-
mies) of scale were considered.

In modelling the shares accruing to the partners, the 1976 contract spe-
cified that royalties would paid on the basis of FOB coal prices less a
transportation and handling fee to be agreed upon by the partners. In its
1980 declaration of commercial feasibility, Intercor proposed that this
fee be computed in the same way basic profits were to be computed. This
fee would be set so that transportation and handling of coal should have
a 35% return on all infrastructural investment. As the partners have not

yet agreed on a basis for calculation, Intercor‘s proposal was used to

provide the base case, and then the effects of changes in that base fee

were analyzed.
Participation income shares were computed in strict accordance with the
rules specified in the contract (formulas and "tax table".)

Taxes on both baslc profits and participation profits were assumed to be

52% net in the 1976 contract..A clause 1s also included whereby Carbocol's
Y

participations would be increased or decreased according to changes in

i
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Colomblan tax regulations 1n such a way that Intercor‘’s total after tax
profits would not vaxy with ;espect to expected rasults if the 52% tax
rate was malntained. 52% was then used throughout the modelling process,
and no seﬁsitivities to tax rates were computed, as Intercor 1s effec-
tively immune to varlations in tax rules.

10. Finally, and most importantly, the contrac*t does not explicitly deter-
mine what happens when costs are greater than revenues: are royalties
pald ? Do basic profits accrue ? Can participation income be negative?
The matter was brought to the attention of Intercor's managers, and the
seemingly agreed-on procedure is: royalties are considered part of In-
tercor's costs and paid regardless of the revenues. Basic profits do not
accrue until Intercor's revenues surpass operating costs plus depreci-
ation plus royalties. Intercor's 35% return on investment 1s then an

upper limlt to its basic profits.

The 1976 contract: sharing of project benefits

As was mentioned before, E1l Cerrejdn "Zone B" contract is an associ-
ation contract, and its structure is basically the same as the one used for
oil exploration and exploitation contracts that Ecopetrol has been using
for some time now. In these contracts, the OPERATOR has everyday management
control over the project, but the partners have more direct control over
important project issues than if they were members of a board of directors.
In this case, both Carbocol and Intercor are owners of 50% of the operation,
but Intercor 1s also the operator, in addition to being owner. In reality
then, no distinction can be made between the two roles Intercor will play
in the project. Operator rotation, even if it could have been considered in

this type of contract, was not included as a possibility, except as stated
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in clauses 26 and 10.6: Interczor will have the right to cede its rights and
obligations with Carbocol's consent. Also, Intercor (the operator) will
have the right to renounce the role of operator,and both partners will then
Jointly choose the new operator. This Chapter will deal specifically with
the 1976 contract's Chapter III, which defines the procedures to be follow-
ed during the 1mp1ement#tion of the project. Exhibit IV-1 reproduces (with
some additions) the distribution of project incomes that appears in Annex 1
of the contract. To this 1llustration were added Carbocol's revenues from
coal sales on its share (50%). Total revenues then refer to revenues from
the sale of total productlion, irrespective of its ownership. One important
assumption has been made here; namely that the price Carbocol will be able
to get for its share of production will be the same as the one Exxon can
command in international markets. This assumption has several components to
it. First, it is clear that, at least for a few years after the start of
extraction,Carbocol will depend upon Exxon's marketing and selling organ-
ization for providing an output for its coal. This is so because Carbocol
has no expertise in those areas. But the contract in its clause No. 15
allows for the possibility of each partner being free to sell its share of
production as it sees fit., Each partner, however, has the obligation to
offer a 50% participation in the sales contracts it will get to the other
partner, who will be free to take it IN THE SAME TERMS AS ARE SPECIFIED IN
THOSE SALES CONTRACTS, or leave it. The possibility of transfer pricing in
relation to this clause was raised by critics to the project, and this will
be analyzed elsewhere. Finally, Carbocol could also choose to market its
vcoal'within the country, in which case coal prices could turn out to be
different than those in international markets. However, this eventuality

can be discounted for the time being, as was made clear by Carbocol's offi-
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Exhiblt IV-1 DISTRIBUTION OF THE PROJECT'S INCOMES AND COSTS
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clals durlng the interviews, especlally because another area of FEl Cerrejdn
deposits (area C) will be developed for this purpose.

Let us turn now to the definition of each of the elements in Exhibit
Iv-1,

Total Revenues : These are defined as quantity of coal sold times its sale

price. The whole production of Wl Cerrejdn is assumed to be sellable and
actually sold in an lnternational market which 1s admittedly hungry for new
sources of the mineral. These revenues are shared between the owners in
equal partss 50% correspond to Carbocol and 50% to Intercor.

Carbocol's revenues: These are the 50% of sales revenues plus royalties and

participation income (if these arise),'which are deduced from Intercor's
sales revenues, Carbocol's costs are one half of thé total opera£ing costs
including depreciation. Carbocol's gross margin is then total revenues minus
total costs. It should be mentioned that Carbocol's administrative costs
and costs due to other activities were not considered here, as no informa-

tion is presently available for this purpose.

REVENUES CARBOCOL = % TOTAL SALES REVENUES+ROYALTIES+PARIICIPATION CARBOCOL
TOTAL COSTS CARBOCOL = 3 TOTAL OPERATING COSTS + %+ TOTAL DEPRECIATION

GROSS MARGIN CARBOCOL = REVENUES CARBOCOL - TOTAL COSTS CGARBOCOL

Intercor's revenues: The composition of these is more complex, as they do

not depend exclusively on the revenues from ccal sales. They have two com-
ponents: basic pr fits, which are fixed at 35% of Intercor's accumulated
investment in the project, and participation income, which will arise if
coal prices are sufficiently high. Intercor's total costs include one half
- of total operating costs, one half of total depreciation, royalties paid to

Carbocol, and participation income paid to Carbecol (if it arises.)
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REVENUES INTERCOR = % TOTAL SALES REVENUES

TOTAL COSTS INTERCOR = % TOTAL OPERATING COSTS + 3 TOTAL DEPRECIATION +
ROYALTIES CARBOCOL + PARTICIPATION CARBOCOL

GROSS MARGIN INTERCOR = REVENUES INTERCOR -~ TOTAL COSTS INTERCOR
NET MARGIN AFTER TAX INTERCOR = GROSS MARGIN INTERCOR - TOTAL TAXES

TOTAL TAXES = BASIC PROFIT TAX (52%) + PARTICIPATION INCOME TAX (52%)

Royalties= 15% of Intercor's share of coal valued at FOB price less a

transportation and handling FEE,

FEE = 35% of Intercor's accumulated investment in infrastructure (direct or
indirect) after dperating costs and depreciation. Again, this fee has
yet to be agreed on, but in the absence of such agreement, this basis
for calculation (proposed vy Intercor in July 1980) is used.

BASIC PROFITS = 35% of Intercor's accumulated investment in the project.

These investments include personnel training,; exploration, implementation,
exploitation, transportation, infrastructure, and mean annual inventories.

Participation income: As we have seen, all of Carbocol's revenues depend on

coal price levels, except for royalties which are paid by Intercor regard-
less of revenues generated by the projeét. On the other hand, most of In-

tercor's revenues are fixed by contract (so that R.0.I. = 35%), except for
participation.

PARTICIPATION INCOME = 3 TOTAL SALES REVENUES - BASIG INCOME

BASIC INCOME = 4 TOTAL OPERATING COSTS + 4 TOTAL DEPRECIATION + ROYALTIES +
BASIC PROFITS INTERCOR

Participation income will then arise if sales revenues are gfeater than
basic income. The problem is that basic profit is computed independently
of Intercor's revenues, so it does not depend on coal prices or percentage

of sales over production. As mentioned before, however, Intercor's managers
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have confirmed that royalty is paid as a cost for Intercor. If sales re-
venues are less or equal than (Op.Costs+Depr.*Royalty), then basic profits
and participation income are zero. If revenues are greater than (Op.Costs +
Depr. + Royalties), then basic profits are positive, with an upper limit of
35% on accumulated investment. For levels above the 35% upper limit, part-
lcipation income will accrue. Participation income is to be distributed be-
tween the partners according to the tables and formulas appearing on page
17 of the contract., If Intercor's share of production is less than 2.5
million tons in that year, only the tables are used as shown in Exhibit IV-
2. IT it is greater than 2.5 million tons in that Yyear, the procedure is

the following:

PARTICIPATION INCOME = % TOTAL SALES REVENUES - BASIC INCOME

EFFECTIVE PARTICIPATION INCOME (IPE) = PARTICIPATION INCOME times (2.5 =
PRODUCTICN INTERCOR)

CARBOCOL 'S EFFECTIVE PARTICIPATION = Found through the table in Exhibit IV-
2, using IPE instead of PARTTCIPATION
INCOME .

Carbocol's participation is then converted back to the previous units by

using the following formula:

PARTICIPATION CARBOCOL = CARBOCOL'S EFFECTIVE PARTICIPATION times (PRODUC-
TION INTERCOR = 2.5)

These formulas are very important, as their interpretation caused a great
deal of misunderstandings during the last few months of 1980. Basically,

as total participation income increases with time due to expected price in-
creases, Carbocol's share of participation income becomes progressively
larger, and Intercor's share decreases accordingly. The progression, how-
ever, is very slow; and Intercor can be expected to get most of it during
the first years of operation, and in no case less than 50% of those, unless

coal prices jump to truly astronomical levels. In the following sections we
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shall analyze variatlions in those participation income shares due to changes

in coal prices.

Cash flows: The computation of the partners' cash flows is straightforward:’

NET CASH FLOW INTERCOR = NET MARGIN AFTER TAX INTERCOR + %+ TOTAL DEPRECI-
, ATION - 4 TOTAL INVESTMENTS

GROSS MARGIN CARBOCOL + % TOTAL DEPRECIATION ~

4 TOTAL INVESTMENTS

NET CASH FLOW CARBOCOL

We assume here that no taxes are levied on Carbocol by the govermment. If
taxes are actually levied, the results for the country are the same as this
implies only a transfer of funds between governmental entities. Intercor's

taxes, however, constitute revenues for the government,

Total revenues for Colombia: As can be seen above, it was assumed that no

taxes are levied on Carbocol's total income. Tax revenues for Colombia are

the basic income tax and the participation tax.
COLOMBIA NET CASH FLOW = NET CASH FLOW CARBOCOL + TOTAL TAXES

It should be remermbered that this net cash flow does NOT include other cash
flows due to, for example, infrastructure, which may accrue to the govern-

ment independently from the Carbocol-Intercor contract.
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Exhlbit IV-2: DISTRIBUTION OF PARTICIPATICN INCOMES

EFFECTIVE PARTICIPATION EFFECTIVE PARTICIPATION INCOME
INCOME (IPe) FOR CARBOCOL (IPCe)
GREATER LESS OR EQUAL US$M + % of ( IPe - Quantity )

THAN US$M THAN US$M

0.02 ¥ (IPe - 0)

0 25 0.00 +
25 50 0.50 + 0.09 * (IPe - 25)
50 60 2.75 + 0,16 * (Ipe - 50)
60 70 4.35 + 0,24 * (IPe - 60)
70 80 6.75 + 0.32 * (IPe - 70)
80 90 9.95 + 0.40 * (IPe - 80)
90 100 13.95 + 0.50 ¥ (IPe - 90)
100 150 18.95 + 0.60 * (IPe - 100)
150 200 48,95 + 0.70 * (IPe - 150)
200 250 83.95 + 0.80 * (IPe - 200)
250 ) 123.95 + 0.90 * (IPe - 250)

If Intercor's share of production is greater than 2.5 million tons per year,

the following formulas are used:

IPe = Total participation income * (2.5 / Intercor production)

Then, IPCe is computed according to the table above, and finallys:
PARTICIPATION CARBOCOL = IPCe * (Intercor production / 2.5)

Source: December 1976 Association contract for Zone B of El Cerrejdn
page 17. '
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IV.2. Analysis of the project per se: Is the venture worth the effort?

The fiist model was used to evaluate the project as a whole, without
consideration to the sharing of revenues apd costs. Figures IV-1, IV-2 and
IV-3 plot, on a year by year basls, revenues, operating costs and total
costs (Figure IV-1), projected net cash flow'(Figure IV-2) and internal ra-
te of return (Figure IV-3).

Gross Margin: On a year by year basls, gross margin is negative until
year 1986 (start of operations), and then grows steadily until the end of
the project's life. On a cumulative basis, gross margin becomes positive in
1989, at the end of four years of extraction.

Net Cash Flow: On a year by year basis, net cash flow is negative untll the
end of 1987. On a cumulative basis, net cash flow becomes positive at the
end of 1989, that is, four years after the first coal shipment.

Net Present Value: using a 10% discount rate, the project's net present val
ue becomes positive at the end of 1992, and reaches 3.3 billion US$ at the
end of the project (2008). Internal rate of return growth follows an S-curve,
reaching a plateau around year 2000, It is 24% at the end of the project's

life.

Sensitivity to coal prices

Increases (or decreases) in project gross margin and net cash flow
wlll be more than proportional, on a pércentage basis, to increases (or
dnéreases) in coal prices. Intermal rate of return, on the other hand, will
be less than proportionally sensitive to changes in coal prices., For exam-
" ple, if prices in every year of the project were to be 15% lower than ex-

pected, total gross margin would decrease by 20%, net cash flow by 20% and
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internal rate of return would decrease by 11%.

Sensitivity to Operating Costs

The sensitivity of the project returns to transportation costs are
much lower than sensitiﬁities to mining costs, although the absolute magni-
tudes can be relatively large. For example, an increase of 10% in annual
transportation costs would decrease gross margin by US$ 161 million (0.4%).
Internal rate of return decreases due to that same transportation cost in-
crease would be 0.28%. In comparison, an increase of 10% in yearly mining
costs would decrease gross margin by US$ 946 million (2.4%). Internal rate

of return in this case would decrease by 1.67%.

Sensitivity to total investment (without changes in production)

Project returns will vary less than proportionately to investment
varlations. Again, however, absolute magnitudes can be large. If produc. on
does not vary, an increase of 15% in total investment (on an annual basis)
would decrease project gross margin by US$ 386 million and net cash flow
by Us$ 427 million (1.1%). Internal rate of return in this case would de-
crease by 6.5%. We assume here that operating costs do not vary in response
to investment levels, so these figures give us the floor (minimum) sensiti-
vities. Actual effects will combine sensitivities to investment and costs
together. Project sensitivitles are shown in Table IV-1l. In the next para-
graphs will be analyzed Carbocol's and Intercor's returns sensitivities
separately.
| Let us repeat again‘that the absolute dollar values have changed
during 1980, so those should be taken to be rough estimates of the magni-

tudes involved.
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Presented as % changes from
the base case (current. US$)

Sensitivity to Coal Prices -30% | ~15% 32?5 - 15% 30%
Revenues -30 | -15 | 52,858 1 30
Gross Margin -40,22|-20.11| 39,428 | 20.11 | 40,22
Net Cash Flow -140.79|-20.4 | 38,872 | 20.4 |40.79
Net Present Value @ 10% -51.6 |-25.8 3,377 | 25.8 | 51.6
Internal Raie of Return -23.57|-10.8 24% | 9.44 |17.86
BASE
Sensitivity to Mining Cost -20% | -10% Us$M 10% 20%
Total Costs -14,12|.-7.06 | 13,430 | 7.06 | 14.12
Gross Margin 4.81| 2.4 39,428 | -2.4 -4,81
Net Cash Flow 4.87| 2.43|38,872 |-2.43 | -4.87
Net Present Value @ 10% 7.02| 3.51] 3,377 |-3.51 | -7.02
Internal Rate of Return " 3.28] 1.65 247 |-1.67 | -3.37
BASE
Sensitivity to Transport Cost -29% ' -10% US$M 10% 20%
Total Costs 2,44 | -1.22 13,430 | 1.22 | 2.4
Gross Margin .83 U1 [ 39,428 | -.41 -.83
Net Cash Flow 85| .u2]38,872 | a2 | -.84
Net Present Value @ 10% 1.22| .61 3,777 | -.61 | -1.22
Internal Rate of Return 57| .28 2um | -.28 | -.57
| BasE
(without changes. 1o preguetions T30%| -L5%| UstM | 1s% | 30%
Total Costs ~5.79 | -2.89 |13,430 | 2.89 | 5.79
Gross Margin 1.97 .98 139,428 | -.98 |-1.97
Net Cash Flow . 2.2 | 1.1 {38,872 [-1.10 |-2.2
INet Present Value @ 10% | 9.23| 4.61| 3,377 {-4.61 [-9.23
Internal Rate of Return 17.73 | 7.88 | 2u% |-6.52 [-12.06

Source: Intercor's end of 1979 preliminary economic projections provided
by Roberto Forero. Calculations performed using IFPS (Prime 400).
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IV.3. Analysis of the sharing characteristics of the contract

What are the implicationé of the complex sharing arrangements provided
by the 1976 contract? As a first step, general cumulative results for the
base case (based upon the 1979 estimates used in model one) are discussed.,
Second, a longitudinal (year by year) asessment of the project is made,
which results in the determination of two quite different periods (1977-1995
and 1996-2008), showlng important differences in the shares available to
each partner. Finally, a sensitivity analysis is performed, and the com-

bined implications of all analyses are explored.

General analysis

Exhibit IV-3 shows the results of the second model. The bar graph is
helpful in comparing the partners' shares in the project. The percentages
appearing beside each bar give the corresponding bar value as a percentage
of total project revenues from sales of coal. The"bottom lines" are such
that Intercor's net cash flow after taxes is 10.6% of total project reve-
nues, and Colombia's net cash flow (which includes Carbocol's net cash flows
and total taxes levied on Intercor) is 63% of total revenues.

Intercor's gross margin is 23.4%, while Carbocol's gross margin is
51% of total project revenues.

The differences in total costs between Carbocol and Intercor appear
because Carbocol's costs include only operating costs and depreciation,
while Intercor's costs include in addition royalties and Carbocol's part-
icipation income,

Basic income, which includes Intercor's operating costs, depreciation,

L4

royalties and baslc profits, amounts to 34.7% of total project revenues.
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Intercor's basic profits (dependent, as we saw; on investment levels) are
15.2% of total project revenues, almost half of baslc income. Royalties paild
to Carbocol amount to 6.7% of total project revenues (again assuming Inter-
cor's ™transportation and handling fee" basls for calculation is accepted. )
Royalties amount to 19% of basic 1lncome.

Regarding participation incomes, their total value for the entire
1ife of the project is 15.6% of total project revenues, Carbocol's part-
icipation is 45.5% of total participation, while Intercor gets 54.5% of it.
In terms of internal rates of return, Intercor shows an IRR of 15%, and
Carbocol shows an IRR of 26% (without considering tax -revenues. )

As a preliminary conclusion, both partners get a positlve rate of
return, and the 100% revenues accruing from the project are distributed
roughly as follows:

TOTAL REVENUES 100% (US$ 52 Billion)

Carbocol* 50.,7% of total revenues
Taxes¥* 12.3% " " "
Intercor®** 10.6% ™ " "
Total Costs**** 26 4% " " "
*Includes sales revenues, royalties and participation.
**¥Includes basic income taxes and participation taxes.
#¥Includes basic profits plus participation income, less total taxes.

*4%%¥Tncludes investments and total costs.

Longltudinal analysils

A closer look at year by year results provides new insight into the
project's sharing characteristics. Figures IV-4 to IV-9 show the baslc pa-
rameters plotted against time.

| Flgure IV-4 shows Intercor's revenues (which are one half of total

project revenues) and its main components; basic income and particlpation
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income. Clearly, basic income is equal to revenues until 1992 (and until
2000 on a cumulative basis). This happens because Intercor's basic profits
are ccmputed according to INVESTMENT LEVELS instead of revenues. The con-
tract does not specify what should be done during that time, but Intercor's
officials suggested that the following procedures would be used:

1. No basic profits accrue to Intercor until sales revenues cover Intercor's
costs (operating costs, royalties and depreciation.)

2. Royaltles are paid to Carbocol starting in 1986, and Intercor bears those
as a cost, even if revenues do not cover them,

3. When revenues are greater than operating costs plus depreciation plus
royalties, Intercor's basic income will be the difference, up to a maxi-
mum of 35% on Intercor's accumulated investment.

4, P;rticipation income starts éccruing when revenues are greater than

basic income.

Figure IV-5 depicts in yearly detail the composition of basic income.
Basic profits start accruing to Intercor in 1987, and royalties start ac-
cruing to Carbocol in the first year of production (1986).

Figure IV-6 shows the composition of participation income. As explain
ed earlier, participation income is zero until 1992, and then increases
steadily through the project life. Carbocol's Participation is zero or very
small until 19%7. From 1997 to 2004, it grovs faster than Intercor's, and
after 2004 it becomes greater than Intercor's, growing very rapidly for the
rest of the life of the project. Intercor's participation 1s accordingly
zero until 1992, then greater than Carbocol's participation until 2004, and
finglly stable for the last few years of the project.

Figure IV-7 shows the partners' gross margins, which include for both

all revenues and costs, and for Intercor, net margin after taxes. Carbocol's



115.

SHOINI NOILPHIOT Luvd

£

JWOINI JISvy - 2
( senusasx 3osfoxd Te30% JO %04 S3INNINIY - T

800C 9002 H00Z GCO0Z O00Z B66T 94661 ©66T Té66T 06461 8861 86T 86T ZB6T 0861 :
PO fommmm e e PR fomm e Fmmfo— e P f = m =R A== P ==K ==X O
£ ¢ %
€ £ ¢ X
£ £ %
................. S R SO S - 00S - -
g T Z X X
g z 2z z z 1 1
£ zZ 2 T S
...... £ e o B o e e e e e e e e e 000 -
£ Z z < 1 -
£ 2 ¢ T 1
A 1 -
||||||||| e P e e - —_— —— 00ST
1
.ﬂ . . B Y
————— S S —— ——————— ————— ——m—————— e - 0002 -
3
—————————————— ————————— e s e e e e e o e - 00SZ
.
——————————— ————————————— —————— ———————e - - - 000€
(UOTTTTH $SN) SIIYWILST 66T v-A1 IUNOIA



116.

SiI50d¥d4 JISya -
NOT LY IIIHNA4TT -
S1500 ONIivM3Id&0 -
ALTIVADY -

JWOONI JIsvd -

o NM <

8002 900& v00& <200Z O000C B6ET 66T VAT CHAT 0461 8BL6T 98B6T ¥B6T <CBET 0861

LA i e ittt R e e R ittty
v ¥ ¥ ¥ v ¢ ¢ ¥ ¥

¢ <

c ¢ ¢ ¢ £

|||||||||||| E s e et St . e e

lllll Lt pate b Sl Eatd St St Lot Sl ¢
X X b X X X X .

m* n ﬁ

m

Mo

£ £ € 6§ &€ & 6§ §

M «
"p]
n
n

lﬁ (2}
I
w
1
i
n
|
|
"y
t
i
g
1
!
|
i
|
1
{
1
§
|
]
i
i
|
t
i
t
i
i
|
1
i
|
i
i
!
|
|
i
i
t
t
|
1
l
!
I
i
|
)
|
-4
1
|
|
l
|
|
§
i
{
1
I
|
1
|
i
|
|
|
{
|
|
t
i
|
!
!
|

L S

S e m e [ [ e - —————

I 3

¥

5% e 2 e o 0 10 e o o o e e e o ] e e 5 S5 e G e G e ) e e e S 0 e S e O S S8 e e -

T

3

S - — o o3 e ﬁ'l'tlIl‘lllllnl-llllllllll".l-ll'll'llllll'l"lllll'l‘lllllll'-ll-llll!‘l!ll'"'ll‘Il-ll-'l'nl-lllll'l‘llll

(UOTTTIH $50) g3LYWILSI 6461 S-AI 3NNOIA

o



117.

HOJMILINI NOILYAIDILINYd - £
030443 NOILVYALIJILYYLd - < -
FHOINI NOILYAIDILYYYS - X

8002 9002 #00Z <CO00Z 000Z B&ET 9F66T VAT CT66T 066T B8B4T 986T ¢¥B6T <ZBET 0861

e e $om—— pmmmmm pmmmm pommmm P ot TS T TN B BN TS SRR St TN Sh 3!
z ¢ ¢ X
z % % . -
Z £ X -
.............. s T L T m—mm————— 0SE
z £ £ £ 1 . S
£ £ Z I -
nnnnn B e e e ——————————— — - 00S - -
T
2 1
uuuuuuuuuuuuu e e e e e e e e - 0S¢
4 1
. o B
——————————- e ——————— e ——m——————= 000T
.H -
| e P e e L ————————————e- -- 052t
—————————ee e e ———————— ————— 00ST

(VOTTTTIH $Sn) SILYWILST &£46T  9-nI JNNOIS



HOJUIANI XVl ¥3L14Y NRIDHAVW L3N - £
HOJHIINI NIOSYHUW SS0M8 - 2
T030dM9] NIGHUK SSO0MN9 - 1

118,

8002 9002 ¥00Z <CO0C 000Z B866T 9661 V66T C686T OCA6T BB6T 986T v¥B6T ZB6T 0861

R e $mm——- $o——- N N Fm—m e e tmm——- £—~K——R——K——K-—K——h——K—=K O
£ £ £ £ £ € X X o
£ £ £ £ £ £ £ £ ¢ T z z x 1
£ £ £ £ 2 2 2 T 1 1
g ¢z 2z z ¢ T T
c ¢ z T ¢ ¢ | T T . . SR
T ——————————— e L e e e e e 000 -
1
T .
1
.H . . P,
. St e —————- 0002 -
i
1
uuuuuuuuuuuuuu e ——— 000§
¥
e = 00O

(UOTTTTH $Sn) SILYWILSI 646T  L-AI 3NNDIA -

o —m—

S



119.

H03J83UINI MOTI4
MOTd HSYI L3N

Im¢0hm2lm
VIAW0OT0D - 1T

8008 9002 #00Z <Z00Z 000 BAAT FEET VLT T66T 08661 BBOT 9B6T VBET <CBET 08671

X
..... e S B S Caarr TR, S T SR
g z & g Tz 1
g.z ¢ g ¢ ¢ 1
T T
T 1
llllllllllllllllllllllllll ol e e e e
T T
T
T T
1
————— ﬁ lllllllllllllllllllllllllllll e o s e o - s e e e e e o o G+ B
1

(UOTTTTH $SN) SILYWILESI 6261

8-N1 IIN9IS



120.

HOONIINI MYI - &
10309490 ¥¥I - 1

800C 9002 #0028 J00C O000C BAET Q64T 66T C66T 0661 BBLT 986T ¥B6T 2B6T 0861

R fmm—mn e et fommm fo—m el EEE R $-=C==Z——K-—h——K ==K ~=K ==K ==K ~— K=Kk 00’
z . : .
Z
|||||||||||||||||||||||||||||||||| o e e o . > e S . - S . T S . - T S D G - - — ) € —— S S S S - S — — — Y D - S G - mo. -
Z T ,
z
nnnnnnnnnnnnnnnnnnnnnnnnnnnnnnnnn T e T |} £
z T
z z

g z ¢ ¢ .

A A e e O ———— gT°
T
T
|||||||||||||||||||||||||||||||||||||||||| PS40 e e S Y AU v WP S S S A SH S Sy S W e S I S U SUPS S AP Sy PP P G IV G G G Sy GEY SED SN G W °N0
T 1
1
T

———————————— R Bl el St SRR ————- e T et RN -
T 1 11
||||||||||||||||||||| e e e et e ¢ e e . G oo P g o O S S e W S0t S S (v . S - S A S e S L S S S S A S e € S S S e D S P S > S D S S S S e s S ono

SILYRILST 6467 6-NI ANOI S



121,
gross margin grows at a rate similar to Intercor's , and only after 1995
starts increasing at a much higher rate, while Intercor's gross margin grows
relatively little, in steps.

Figures IV-8 and IV-9 show the partners' cash flows and internal rates
of return. Both Colombia's and Intercor's cash flows become positive in 1988,
Cumulative cash flows for the whole project are around Us$ 5,5 billion for
Intercor and US$ 33 billion for Colombia. Carbocol's IRR shows positive
values starting in 1990, being 26% at the end of the project's life, while
Intercor's IRR shows positive values starting in 1992, attaining 15% at the
end of the project.

To complete this longitudinal analysis, project life was divided into
two time periods: the first period covers a time span of 19 years, from
1977 to 1995, and the second period covers 13 years, from 1996 to the end
.of the project. This analysis was done when it was recognized that results
vary significantly for the partners between the two time periods. Exhibit
IV-4 and IV-5 present the accumulated values, for each of these two time
periods, of the same variables used in Exhibit IV-3., As can be seen from
these Exhi. .ts, interesting patterns emerge: during the first period (1977
to 1995), basic income makes up 48% of total revenues for that period, and
Intercor's participation amounts to 96% of total participation income until
1995. Basic profits for Intercor make up 21.7% of total revenues for the
pericd.

Carbocol's revenues for that same period are 56% of total 1977-1995
revenues, and taxes are 13% of total revenues., Clearly, the shares of the
project until 1995 accrue as follows} 14% to Intercor and 86% to Colombila.
The rest (47%) includes investments and total costs.

During the second period, 1996 to ?008, this picture changes consider
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ably. Here, basic income makes up 31.3% of the much larger total project re-
venues for the period (due to the steep growth in expected coal prices), and
Intercor's participation is 10%, larger than Carbocol's 9% of total 1996~
2008 revenues. Baslic profits accruing to Intercor during the said period
account for only 13.6% of total 1996-2008 revenues (as opposed to 21.7%
during the first period.)

Carbocol's revenues, on the other hand, are much larger now, account-
ing for 65.8% of the much larger total 1996-2008 revenues (as opposed to
56% of a much smaller 1977-1995 revenue). Taxes are now 12.2% of total 1996
2008 revenues. Clearly, Carhbocol gets most of its revenues during the late
years of the project, while Intercor gets them in the early years, percent-
agewise, and depending upon coal price behavior. If we accept in addition
the fact that sales revenues during the late years of the project are much
more uncertain than sales revenues during the early years (especially in
view of the projected '"temporary role" of coal in the world's energy bal-
ance-coal, a bridge to the future-) then undoubtedly Carbocol's returns
are more uncertain than Intercor's.

To compare again the two periods against total project results, the

100% total project revenues are distributed roughly as follows:

PERIOD 1 Carbocol¥* 32.4 % of 1977-1995 revenues
19?7-1995 Taxeg** 12.9 % 3 " " "

Intercor*** 7.4% " oo "

Total Costs*¥t¥ 47,3 % oo L

100.% (20% of “otal project revenues)

PERIOD 2 Carbocol* 55,2.% of 1996-2008 revenues
1996-2008 o 4y 2.2 v m -

Intercor*** 11,32+« " "

Total Costs**#* 21,3%
100.0% (80% of total project revenues)
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TOTAL PROJECT Carbocol* 50,7% of total project revenues
1977-2008 Taxes¥* 12.3% " w " -
Intercor*** 10.6% ** " " "
Total Costs¥®*** 26,4 ' " ~ "
100.0%

*Carbocol's revenues include sales revenues, royalties and participation.
¥*Taxes include Basic Income Taxes and Participation taxes.

#**Intercor’'s revenues include Basic Profits plus participation income less
total taxes.

*¥**¥Includes total investments and operating costs.

As a conclusion it can thus be said that Intercor's returns are in
fact a certainty equivalent of whatever share of returns was assigned to it
in the 1976 contract, while Carbocol's returns are in fact an uncertain
equivaleﬁt of whatever share of returns was assigned to it in the contract.
In other words, the contract flaws do not have to do with the absolute
shares of the project's returns assigned to each partner, as was highly
publicized by opponents to the deal in the late 1980 scandal, but with the
relative levels of uncertainty that surround those shares. The Colombian
share of project returns is an UNCERTAIN 86% while Intercor's share is a
CERTAIN 14%. How uncertain Carbocol's returns are depends upon the varla-
bllity of future international coal prices, which in turn will depend on
the worldwide competition and production levels. If coal prices do grow
at the expected rate, that 86% share is real. If coal prices decrease, Cax
bocol's 86% share will be greatly decreased.

On the other hand, Intercor's 14% share is certain insofar as the
proposed investments are actually made, and only a small part of 1t is
uncertain (the one that corresponds to participation income). If coal prices
grow as expected, the full 14% share would be realized. If coal prices de-

crease and investment is maintained, the part of Intercor's share corre-
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sponding to basic profits will still be realized, and that portion corre-
sponding to participation will decrease, However, a 35% return on invest-
ment will be maintained during the wheole life of the project, independently
of coal prices. To provide more insight into the sensitivities of the part-
ners' shares to variations in project results, a sensitivity analysis is

now conducted.

Sensitivity analysis

Tables IV-2, IV-3 and IV-4 show the results of the sensitivity analy-
sis performed with the help of the model. The sensitivities considered were:
Total investment, Coal prices, mining costs, transportation costs, trans-
portation fee and production level. Each of these will be discussed sepa-

rately.

1. SENSITIVITY TO INVESTMENT LEVELS: (see Table IV-2)

This sensitivity is considered without any changes in production
or costs: it can then be considered as a minimum sensitivity to invest-
ment. As could be expected from the study of the 1976 contract structure,
Intercor results' sensitivity with respect to total investment is posi-
tive: the larger the investment is, the better will Intercor's results
be. Let us see how this happens. If total investment increases, say, by
10%, Intercor's basic pr§fits will also show an 8% increase. Intercor's
participation income decreases by 7.2%, but this decrease 1s smaller in
absolute value, than the increase in basic profits. As a result then,
gross margin increases by 2.4% (or US$ 305 million for the whole project).
Taxes will also increase, but nevertheless Intercor's net margin will
still increase by 2.3% (or US$ 133 million). If attendant cost increases
are considered, these sensitivities become much greater. Carbocol's

s
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results are in the opposite direction: if tctal investment increases,
Carbocol's results decline, For example, if lnvestment increases by
10%, Carbocol's participation income decreases by 11.58% ( the differ-
ence being taken up by basic profits). Carbocol's gross margin, then,
decreases by 2.1% (or US$ 565 million). Although total taxes increase
by 2.64%, Colombia's cash flow decreases by 1.22% (or US$ 406 million),
while Intercor's net cash flow actually increases by 2.15%. Again, the
attendant cost variations would in addition affect these sensitivities.

Clearly, the pertnars' interests regarding investment levels are
at odds, and this may explain the Parsons-Brickenhof Consultants'
worried commerts when investment estimates were revised upwards by 138%
by Intercor during the first months of 1980. If we also consider that
-Intercor has control over project investments (being the operator and
having the backing of Exxon's mining expertise), and that the differ-
ence between investments and costs in coal mining is not altogether
clear (many of the costs incurred being at the same time capital re-
placement investments e.g. machinery), then we can foresee the exist-
ence of a potential source of conflict between the partners regarding
investment levels., Intercor's analysis presented ﬁith the July 1, 1980
declaration of commercial feasibility discreetly confirms this fact,

so the project's managers must clearly be aware of this problem.

SENSITIVITY TO COAL PRICES (Table IV-2) .

As could be asessed from the longitudinal anaiysis pexrformed be-
fore, ﬁroject results are very sensitive to changes in coai prices.
Although sensitivity is in the same direction for both partners,
Carbocol suffers much more than Intercor from unexpected price falls

or lesser growth rates. This happens because all of Carbocol's revenues
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are exposed to price variatioms, while only participation income for
Tntercor is totally exposed. As an example, let us consider a price lev-
el 15% lower than the expected (base case) level, Intercor's gross mar-
gin decreases by 12.3% (or US$ 1.5 billion), while Carbocol's gross mar
gin decreases by 23.6% (or US$ 6.4 billion). This great difference in
sensitivities arises because all of Carbocol's revenues are heavily ex-
posed (sales revenues decrease by 15%, royalties by 16% and participa-
tion income by 49% !), while Intercor's participation income decreasas
only by 25% and Intercor's basic profits decrease by Ly 5%,

Clearly also, if coal prices turn out to be higher thén expected,
then Carbocol will receive most of the benefits, as can be seen in Ta-
hle IV-2. However, the source of potencial conflict is there, as Carbo-
col is actually bearing the risks of any price variatiéns. It should
also be mentioned at this point that the criticisms have already been
leveled at the project with regard to transfer pricing: because each
partner can sell its coal share "as it sees fit"™, there can be an incen
tive for Intercor to undersell its coal to other Exxon subsidiaries or
affiliates. This is because Intercor's basic profits do not depend on
coal prices. In addition, the less participation income, the more wi;l
Intercor receive of it (relatively). This incentive will be even greater
if Carbocol enters into Exxon's sales contracts. Carbocol carries most
of the burden of low prices, and it can then be expected to be extre-
mely sensitive to this issue, especially due to its lack of marketing
expertise which will force it to rely upon Intercor's sales organizatlon

for the first few years of the operation.

3. SENSITIVITY TO MINING AND TRANSPORTATION COSTS (Table IV-3)
Both partners' results are sensitive to operating costs 1n the same

s
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direction. Again, however, Intercor's results are less sensitive than
Carbocol's. Cost variationslclearly affect participation for Carbocol,
in addition to its share of total costs that shows up in its gross mar-
gin, Cost variations,on the other hand, do not affect Intercor's basic
profits. They only affect its share of participation income. Cost sen-
sitivities, moreover, add up to investment sensitivities, because more
investment in this capital intensive project produces higher operating
costs. If investment does not vary, a 15% increase in transportation
costs will decrease Intercor's gross margin by 0.45% (US$ 55 million)
and Carbocol's gross margin by 0.7% (US$ 189 million). Taxes will also
decrease. A 15% mining cost increase will decrease Intercor's gross mar-
gin by 2.63% (US$ 325 million) and Carbocol's gross margin by 4.04%
(Us$ 1.09 billion). Again, absolute magnitudes are very large, so we
can expect Carbocol's executives to be very sensitive to Operator re-
ports of cost overrides, especially since it will be very difficult for
Carbocol personnel to maintain a detailed control over all costs in-
curred by Intercor (the operator) and its subcontractors.

SENSITIVITY TO TRANSPORT FEES (Table IV-4)
Carbocol's royalties are clearly sensitive to transportation fees.

A 50% decrease in fees will produce a 5.4% increase in royalties (as

opponents to the project contend). But participation income for Carbo-

col would also decreasz by 2%. The combined effect hpon gross margin
would be a 0.42% increase (or US$ 113 million). Intercor's results vary
in the opposite direction, and the absolute effect will be‘comparable
(working only through participation income). A SO%lincrease in fees
will thus produce a 0.92% increase in Intercor's gross margin (or Us$

113 million). Although variations are small, the setting of a commonly
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agreed on basis for transportation fees' calculations will thus be a delica-

te matter of negotiation between the partners, the more so because the issue

has been widely publicized.

5. SENSITIVITY TO PRODUCTION LEVELS (Table TV-4)

An assumption was made here that investments need to be increased in
proportion to production increases, should production be higher than the
agreed on 15 million metric tons per year (design capacity). Operating cost
is proportional to production, that is, no economies of scale are assumed
for this analysis. Under these conditions, sensitivities work equally for
both partners, and in the same direction, if PRODUCTION IS INCREASED. For
example, if production 1s' increased to 20 Mtons/year, Intercor's gross
margin would increase by 33%, as would Carbocol's. Both Intercor's and Co-~
lombia's cash flows would also increase by 33%. Internal rates of return
would not vary significantly for either partner.

If however, production is decreased (maintaining a 15 Mton capacity),
then Carbocol's results are hit harder than Intercor's, because the initial
investment (on which Intercor gets a 35% return) does not change. As a re-
sult, Carbocol has the incentive to maximize production for any given le-
vel of investment, but to minimize invéstment for any given level of desi-
red capacity. For example, if production is decreased to 10 Mtons/year, dé
lombia's net cash flow would decrease by 38%, while Intercor's cash flow
would decrease by 28%. A consequence of this is that Carbocol will not want
to increase production unless revenues from coal sales were badly needed
(for example in a foreign exchange crunch), and in that case it is unlike-
ly that the governmen: would be in a position to invest in increased c:pa-
city. On the other hand; Intercor will want to maximlze capacity; and to

increase investment as required to attend to Exxon's contracts.



TABLE 1IV-2

SENSITIVITY ANALYSIS
CARBOCOL & INTERCOR

131.

Presented as % changes from
the base case (current US$M)

Sensltivity to Total Investment BASE
without changes in production or costs| -20% | -10% US$M 10% 20%
Royalty Carbocol ¢ g 3,578 ¢ g
Basic Profits (before tax) Intercor|-17.69|[--8.64| 8,049 8.19| 15.97
Participation Carbocol 25.491 12.3 3,766]1-11.58{-22.38
Participation (before tax) Intercor| 15.20| 7.6 L,499 |~ 7.28]-14.41
Gross Margin Intercor ~5.66( -2,69| 12,374 2.47) 4.7
Net Margin after tax Intercor -5.39]| ~2,56| 5,849 2.28] 4.3
Net Cash Flow Intercor -5.19| -2.45| 5,571 2.15| u4.05
Internal rate of return Intercor 11.07) 5.15 15% | -4.68] -8.91
Gross Margin Carbocol* 4,50 2.19| 27,063} -2.09| -4.07
Net Cash Flow Carbocol* L,65] 2.26| 26,785]| -2,16| -4.21
Internal rate of return Carbocol 10.85] 5.04 26% | -4.b4| -8.41
Total Taxes ~-5.89( -2.81] 6,525| 2.64| 5.07
Colombla Net Cash Flow* 2.581 1.26] 33,310| -1.22| -2.39
BASE
Sensitivity to Coal Prices -30% | -15% US$M 15% 30%
Royalty Carbocol -33.23 |-16.62 3,578 | 16.62| 33.23
Basic Profits (before tax) Intercor |-12.34| -4.53| 8,049| 2.73| 4.28
Participation Carbocol -83.49 |-49.06| 3,766] 58.08|122.3
Participation (before tax) Intercor |-56.44 [-25.35| 4,499 21.40| 39.79
Gross Margin Intercor -29.06 |-12.30 | 12,374 9.55] 17.25
Net Margin aTter tax Intercor -30.07 |-12.64 ) 5,849| 9.70| 17.52
Net Cash Flow Inteicor -31.57|-13.27! 5,571} 10.19{ 18.39
Internal rate of return Intercor -25.63 |-11.02 15% 8.73| 16.06
Gruss Margin Carbocol* -45,31 |-23.67 ] 27,063 | 24.93| 50.71
Net Cash ¥low Carbocol* -45,78 |-23.92 | 26,785 25.19| 51.23
Internal rate of return Carbocol -23.35 [-10.82 26% | 9.59] 18.30
Total Taxes -28.15 [-12.00| 6,525 9.42 17.01
-42.33]-21.58| 33,310} 22.10| 44.53

Colombla Net Cash Flow*

“Does not include Carbocol's administrative costss

Source: Intercor's 1979 preliminary economic projections provided by
Roberto Forero. Calculations performed using IFPS (Prime 400).
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SENSITIVITY ANALYSIS
CARBOCOL & INTERCOR

132.

Presented as % changes from
thebase case (current US$M)

BASE

Sensitivity to Mining Costs -30% | -15% | Us$m 15% 30%

Royalties Carbocol g g 3,578 | # g
Basic Profits (before tax) Intercor | 2.,15| 1.16| 8,049 | -1.16 | -2.56
Participation Carbocol 21.43110.51} 3,766 -10.20 +19.99
Participation Intercor 9.78 | 4.92| 4,499 | -5.01 | -9.91
Gross Margin Intercor 4,96 | 2.54 112,374 | -2.63 | -5.39
Net Margin after tax Intercor 5.03| 2.58} 5,849 -2.74| ~-5.62
Net Cash Flow Intercor 5.29 | 2.71| 5,571 | -2.87 | -5.90
Internal rate of return Intercor 5341 2.71 15% | -2.96 | -6.05
Gross Margin Carbocol* 8.23| 4,08} 27,063 | -4,04 | -8,03
Net Cash Flow Carbocol* 8.32 | 4.13)26,785|-4.08 | -8.11
Internal rate of return Carbocol 4,38 2.20 26% | -2.23 | -4.50
Total Taxes 4.89| 2.50| 6,525 |-2.54 | -5.19
Colombia Net Cash Flow* ‘ 7.65 3.81 133,310 | -3.78 | -7.54
Sensitivity to Transport Costs -30% | -15% | BASE 15% 30%

Us$M

Royalties Carbocol 3,578 | ¢ g
Basic Profits (before tax) Intercor | 0.42 | 0.21 | 8,049 | -0.21 | -0.39
Participation Carbocol 3.61| 1.80| 3,766 | -1.79 | -3.56
| Participation Intercor 1.71 | 0.85| 4,499 | -0.86 | ~1.75
Gross Margin Intercor 0.89 | v.44 112,374 | -0.45 | -0.91
Net Margin after tax Intercor 0.90 | 0.45| 5,849 | -0.46 | -0.94
Net Cash Flow Intercor 0.95 | 0.47 | 5,571 | -0.48 | -0.98
Internal rate of return Intercor 0.94 | 0.47 15% |-0.47 |-1.00
Gross Margin Carbocol* 1.41 | 0.70 | 27,063 |-0.70 | -1.41
Net Cash Flow Carbocol* 1.42 | 0.72 |26,785 |-0.71 | -1.42
Internal rate of return Carbocol 0.77 | 0,38 26% '|-0.38 | -0.77
TOta.l Taxes v 0088 O.Lll'" 6,525 "OQM -o. 88
Colombia Net Cash Flow* 1.32 | 0.66 {33,310 |-0.66 |-1.31

#Does not include Carbocol's administrative costs.

Source: Intercor's 1979 preliminary economic projections provided by
Roberto Forero. Calculations performed with IFPS (Prime 400).




TABLE IV-4

SENSITIVITY ANALYSIS
CARBOCOL & INTERCOR

133.

Presented as % changes from
the base values (current US{M)

Sensitivity to Transportation fees |-100% | -50% 3g§ﬁ 50% | 100%
Royalties Carbocol 10.78 5.39 3,578 -5.39{-10.78
Basic Profits (before tax) Intercor| -1.06| ~0.54; 8,049 0.61 1.19
Participation Carbocol -4,08| -2.05] 3,7661 2.09| 4.19
Participation Intercor -2.95] -1.46| 4,499] 1.43| 2.94
Gross Margin Intercor -1.87| -0.93] 12,374 0.92] 1.84
Net Margin after tax Intercor -2.03| -1.00| 5,849| 0.93] 1.87
Net Cash Flow Intercor -2.,13| -1.05| 5,571 0.98! 1.96
Internal rate of return Intercor -2.79| -1.37 15% 1.21| 2.42
Gross Margin Carbocol* 0.86] 0.42] 27,063| -0.42| -0.84
Net Cash Flow Carbocol* 0.86] 0.43] 26,785| -0.43| -0.85
Internal rate of return Carbocol 1.75] 0.87 26% | -0.87] ~1.74
Total Taxes -1.74] -0.87 6,525 0.9; 1.82
Colombia Net Cash Flow 0.35 0.18] 33,310 -0.16] -0.32

. 5 10 BASE 20 25
¢

Sensitivity to Production MT/&r MT/yr 15MT/yr MT/yr MT/yr
Royalties Carbocol -74.221-37.6 3,578 33.0 | 66,0
Basic Profits (before tax) Intercor|-38.00| -8.26| 8,049| 32.7 { 65.5
Participation Carbocol -99.8 |-66.8 3,766 32.9 | 65.8
Farticipation Intercor -99.8 [~56.7 L,499| 32.7 | 65.4
Gross Margin Intercor -61.14(-26.1 | 12,374| 32.6 | 65.3
Net Margin after tax Intercor -62.6 |-26.6 5,849 32.5 | 65.0
Net Cash Flow Intercor -65.71|-28.0 5,571 33.4 | 66.7
Internal rate of return Intercor 7.5% | 12% 15% | 15.1%)15.14%
Gross Margin Carbocol* sy |-40.5 | 27,063| 32.8 | 65.6 |
Net Cash Flow Carbocol* -76.2 {-40.,9 | 26,785 33.0 | 66.0
Internal rate of return Carbocol 13.8% | 21% 26% | 26.2%|26.21%
Total Taxes -60,0 |-25.6 6,525| 32.7 | 65.5
Colombia Net Cash Flow™ -73.0 |-38.0 | 33,310f 32.9 65.9

*Does not include Carbocol's administrative costs.

*Costs are proportional to production levels., Investments are increased

in proportion to production when production is greater than 15M tons/yr
Source: Intercor's 1979 preliminary economic projections provided by
Roberto Forero. Calculations performed with IFPS (Prime 400).
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IV.4. Conclusions: revenue sharing, cost sharing, risk sharing

This project analysis has uncovered several important characteristics
of El Cerrejdn project. On the one hand, it has shown the économic desira-
bility of the project per se. On the other hand, it has shown how important
differences of oplnion between the partners can appear. These differences
come from two main aspects of the 1976 contract: its RISK sharing aspects
as a function of time, and its RISK sharing aspects as a function of sen-
sltivities of partner's returns to variatlons in basic variables llke coal
prices, investment levels, operating costs, and transportation fees. Invest
ment levels are of utmost importance for their effects upon costs and total
shares because they impact the partners in opposite directions and with
great force. The 1980 events become clearer with the study of the project's
economic characteristics. Although many of the criticisms directed at the
project were exaggerated in importance and very little dccumented, some of
them were true and will be questioned time and again in the future. The
main reason is that several of these issues have become very vislble, and
will be monitored by the government and commented upon by the public.

Independently from the visibility issué, these project characterig}ics
will have clear behavioral implications for the main participating actors.
Potential sources of conflict exist, and the likelihood of their resolution
by peaceful negotiation and bargaining depends on many factors, economic,

political and cultural which will be explored in the following chapters.



135,
CHAPTER V

AN EXPLANATION OF THE 1980 EVENTS

Chapter IV presented an analysls of the economic characteristics of
the association type of jolnt-venture. Revenue sharing, cost sharing, and
risk sharing characteristics were explored. Some of these, like sensitivi-
ties to prices, investment levels, costs and infrastructural fees, were
found to be a potentlal cause for disagreement and tension between the part
ners, Carbocol and Intercor. Other characteristics, like the sharing of com
merclal risks, were found to be important elements in determining partners'
perceptions of the project benefits over time.

According to our story in Chapter II, the 1980 events accelerated when
different technical staffs started raising questions about the ECONOMICS of
the project, following the seemingly very large increase in investments,
costs, and prices estimated by Intercor in their July 1, 1980 declaration
of commercial feasibility. During the two months of July and August, what
initially were economic considerations regarding the proposal turned into
global criticisms regarding the association type of contract, the govern-
ment's objectives in implementing the project, and the choice of Exxon as
the sole partner in the joint-venture. Following Carbocol's own declaration
of commercial feasibility in September 1, 1980, it took only a few days for
the resignation of Carbocol's economic staff to become a public matter with
the proportions of a scandal, and the project was almost brought tc a halt.

Were these events precipitated only by the criticisms levelled at the
project on economic or legal grounds ? Did the inherent characteristics of

the assoclation contract have any bearing on those events ? What other ele-
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" ‘ments were involved ? This is what we are now to discuss,

In the sections that follow, we propose that the following elements

played a role in the 1980 events:

1.

2.

k.

Thé inherent characteristics of the assoclation contract did matter:
Association, as we shall see, 1s a type of contract that is not regulated
by Colombian law, so it is open to differences of interpretation which
can only be resolved by negotlation. Also, the fact that Intercor is the
operator made it difficult for Carbocol's small staff to get acquainted
with Intercor's four years of exploration studies and feasibillty analy-
ses.

The organizational characteristics of the enterprises involved Aid matter:
on Intercor's side, the organization was not really ﬂew, being composed
mostly of already existing Exxon personnel, but most of the technical
work was done outside the country, becoming as such totally alien to
Carbocol's personnel. On Carbocol's side, top management did not act from
the start to provide an adequate organization for the support of the re-
quired controlling and decision making activities. When the time came to
act, surprise was great and panic developed.

Again on the side of Carbocol, a duality of objectives and of decision-
making points became apparent, which alienated at a critical point
Carbocol's technical staff and converted them into critlcs of top manage
ment itself. Furthermore, Intercor's relatively secretive approach did
not help this state of affalrs, alienating further the technical staff
and gonsultants to Carbocol.

Finally, when the resignation eplisode became public, three other elements
contributed to the September eventéi the naticnalist press, traditional

political opposition to President Turbay, and long-standing animosities
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between the different actors in El1 Cerrejdn project.
But, what about the project's economic characteristics? They did play
a role, but it was only a very secondary one indeed, the economic impli-

cations of which will be discussed in detail in Chapter VI,
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V.l. Ehd of the exploration phase and preparation of the Design Basis

Memorandum (DBM)

Although the project seemed to be developing quletly before Intercor's
declaration of commercial feasibility,signs could be found that} a) the
project was taking proportions that were not expected (or accounted for) in
the 1976 contract, and b) Carbocol was starting to have trouble belng both
an equity partner and a controller, espécially during the last year of the
exploration phase.

During 1977 and 1978, while Intercor proceeded with the exploration
of'northern Cerrején in La Guajira, Carbocol was basically a very small
staff organization of geologists and engineers (1l professionals according
to Roberto Forero)(1l), who devoted most of thelr time to take over the ex-
ploration of El Cerrejdén's central area that Peabody had not completed.
Until 1978, there was little contact between Carbocol and Intercor, and no
attempt was seemingly made by Carbocol's manager Herndn Garcés (a mining
engineer himself) to prepare Carbocol for the implementation phase of the
Carbocol-Exxon project. In the meantime, Intercor had finished (in November
1977) the "conceptual study" (orders of magnitude) and was starting to send
to Carbocol technical data relating to the exploration and to the "Class V
prefeasibility study™ scheduled for completion in September 1978. Carbocol's
staff, however, (being composed of exclusively technical people) was proba-
bly not very interested in the economic aspects of those reports, and they
also may have been too busy in their own work anyway to pay much attention
to this, as no comments were made public (to my knowledge) regarding those
reports. Relafions between the two enterprises were kept only at a high
level (general management), and probably were restricted to technical ex-

ploration issues and programs.
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In December 1978, however, Carbocol hired its first economist, Rober
to Forero (who would later resign after the declaration of commercial fea-
sibility). This fact is a clear sign that Herndn Garcés and his technicians
were starting to recelve economic information about Intercor's activities,
and needed help to deal with it. Clearly, though, Carbocol did not take
serlously its role as partner and overseer during those initial years, and
although it may have done a great exploratory job, it found itself complete
ly unprepared to evaluate the greatly expanded mission Intercor was start-
ing to propose. As if to confirm these facts, in January 1979, and perhaps
only due to the recent election of President Turbay, Herndn Garcés (the
engineer) resigned and was replaced by Andrés Restrepo (an economist) as
Carbocol's general manager. According to Roberto Forero:

"With the new general manager, an effort is initiated to

restructure Carbocol's administration. An administrative

manager is hired, as is an engineering manager and two

two more engineers (probably with the approaching infra-

structural work in mind). A Canadian consulting firm is

contracted to proceed with the exploration of central

Cerrején (an implication that all personnel was now need

ed for the Exxon deal)." (2)

Carbocol clearly started to become aware of Intercor's activities
with the arrival of Andrds Restrepo.

In March 1979, a seminar on energy was held at Los And:s University,
and Andrés Restrepo presented for the first time the greatly changed char-
acterlstics of the Cerrején-Block B project, in his paper "Coal in Colom-
bla."Two very interesting facts emerged from this document:

1. In a lengthy discussion on the legal aspects of coal mining in Colombia,
Andréds Restrepo described the assoclation contract as follows:

“To explore and exploit minerals, when these activities are

shared between private concerns and official entities, a

speclal type of contract has been conceived, the charac-

teristics of which are not defined in Colombian law but
have been negotiated in each particular case. They have
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recelved the generic name of Association and Operation con
tracts....We can cite as examples of this sui generis legal
procedure several contracts performed by Ecopetrol (the
state o1l enterprise) regarding hydrocarbons, first within
the old concession of Mares, and later in other parts of
the country. Regarding coal, the first contract of this
class to be in use is the one performed by Carbocol and In
tercor....The characteristics of these contracts can be mod
ifled in the future because, as noted above, there do not
exist any strict norms that regulate them...." (3)

2) In the chapter that discussed the Cerrején project and the contract be-
tween Carbocol and Intercor, the following things were mentioned:

*According to periodical reports about the different as-

pects of this project, it can be estimated that the re-

quired investment for the exploitation of the northern

Cerrejon is of the order of US$ 1,000 million, of which

Carbocol will invest 50%....

The vclumes projected during the later phases of the proj

ect are of the order of 20 million tons of coal per year."

This was quite an uncertain position (or was it secretive ?) for Carbo-
col's general manager, at that stage of the game, it seems to me.

"The investments menticned above are those required by the

project during the implenientation phase. In other words,

they represent the quantity of money required until the

project's revenues start financing the rest of the proj-

ect's investment requirements. They are expressed in con

stant 1978 dollars...." (3)

It can be deduced from this information that the contract itself is
an exceptional form of legal document (the first one in the case of coal),
" and that total investments required were not known to Carbocol at the time
with any degree of preclsion. This was, in part, because Exxon's final DBM
study was still on the making, but clearly Andrés Restrepo should have
been inpossession of a complete (if not precise) prefeasibility study.
Communication channels between Carbocol and Intercor seem, in the light of
these facts, quite uneffective, at a time when the most difficult part of
"the feaslbllity study was being dealt with. It is also interesting to note

the generally critical position taken by Andrés Restrepo regarding the
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assoclation contract in this paper.

In May, Carbocol contracted with the consulting firm Parsons-Bricken-
hof, the main objective being,in the words of Roberto Forero,”to provide
consulting services in the planning and design phases of Zone B of Cerrején?

During the following months, and while Intercor proceeded with the
feasibility study (DBM), the consultants started reviewing all project in-
formation. Roberto Forero explains:

"“The consultants initiated an exhaustive revision of the

contract and of existing information. Soon it was evident

that the information was incomplete. Carbocol demanded it,

but it started to come in a less than satisfactory way....

Mr. Andrés Restrepo followed very closely the consultants'

work, and initiated a discussion with Intercor of some as-

pects of great importance for the country like the trans-

portation and handling fees. The calculations that Intercor

provided regarding those fees were considered too high and

against the interests of the nation. Also, disagreements

and doubts appeared regarding participation income calcu-

lations...." (&)

Clearly, after three years of extensive studies by Intercor, Carbo-
col's managers were having trouble comprehending the greatly expanded
scope of the project and digesting the tremendous amount of information
that Exxon had produced (but very little of which had been made available
to Carbocol in earlier phases). Carbocol's staff members were also starting
to realize the magnitude of the resources involved, and the lmportance of
*detalls" Iike the fees when their effect is upon billions of dollars of
revenues. This was, I think, one of the most important elements of the
rising tensions.

In January 1981, I saw the complete DBM feasibility study which occu
piled eight volumes and was approximately three feet deep ! And this was a
condensed (although detailed) synthesis of the thousand studies I also saw,
stacked up seven feet high by three feet wide by 15 feet long in large

cabinets in Intercor's Bogotd headquarters: studles produced by Intercor,

-



142,
Exxon, Exxon engineering subsidiary, Intercol, Morrison-Knudsen (hired by
Exxon as consultants for the Cerrején project in 1978). Studies made in
Colombia, in Coral Gables, in New York, by Carter 0il Company and many
others, always in non conventional formats specific to Exxon's purposes and
presentation criteria. The difficulty for a small and recently hired staff
in Carbocol to start reviewing and to comprehend three years' worth of
alien information must have teen quite near to unsurmountable. It is also
quite understandable 1f questlions were raised about just everything in that
DBM, given that what they were receiving at the time were short overall
(non detailed) presentations cf work done in the past by Intercor. Start-
ing with the association contract itself, Carbocol's economists were bound
to question EVERYTHING that came to their hands: that was their job, Andrés
Restrepo seemed supportive of that attitude (as he demonstrated in his
paper) and Intercor's overall reports helped create an atmosphere of "We've
got to get to the heart of all these assumptions and calculations and es-
timates..." Parsons-Brickenhof also took an active role in setting the
questioning pace in Carbocol by their insistence on receiving detailed in-
formation from Intercor.

This problem could have been solved,but Intercor did nect help this
state of affairs: their reponrts continued to be scarce (maybe with some
reason; most of them were not even theirs !) and Intercor's own staff must
have been quite busy preparing the DBM, not so much for Carbocol, but for
Exxon's headquarters in New York ! Commented one of Intercor's officials:
""We had enough trouble convincing our superiors in New York to go ahead
with this project..." Intercor was supposed to have finished the explora-
tion phase at the end of 1979, per the contract, but this phase.was in-

creased by one year, of which Intercor only needed six months, it turned
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out. Clearly, the DBM (Design Basis Memorandum) was not ready yet. Perhaps
the declaration ofbcommercial feasibility was postponed because of explora
tion problems, but I do not think so} more plausible 1s that Intercor had .
not finished the feasibility study, authoriza'l:,ion had not been released
from New York's headquarters, and dealing with Carbocol and Parsons-
Brickenhof was becoming more and more time consuming. In any case, Intercor
had little time to take care of Carbocol's demands for information, and
this fact was resented by Carbocol's staff and consultants.

The report estimating total required investments and costs for the
project that I used in Chapter IV (and that was used by the critics of the
project extensively in September 1980) was prepared toward the end of 1979.
It may well have been sent to Carbocol, on demand, because of the consult-
ants' pressure for information, before the completion of the DBM. In that
sense, it was also the only working document Carbocol's economists had to
evaluate the project prior to the July declaration. As noted above, this
Tour page documen* set forth, on a year by year basis, the following proj-
ect characteristics:

PAGE 1: Investment estimates (mining and transportation
infrastructure), depreciation schedule.

PAGE 2: Price estimates, production levels, operating
costs (mining and transportation) and legal de-
preciatlon.

PAGE 3: Royalty and Tax estimates, transportatlon fees,
coal price at the minemouth.

PAGE 4: Determination of participation income, basic
income, basic profits, participatlion income and
Carbocol's participation (5)
This constitutes, again, the only document known publicly regarding

the project's economic characteristics prior to the declaration of commer-

cial feaéibility. A1l the other documents, to my knowledge, were directly
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related to the mine plan (physical characteristics). It was in these condi-
tions then, that Carbocol's staff and consultants had to work on the evalu-
ation ofvthe project during the few short months before July 1980. It is
understandable, in my view, that tensions rose quickly, and that those times
were extremely stressful for all the participants. Intercor was finishing
its DBM six months behind schedule (and one éhapter of it was still missing
in July), and Intercor's staff probably had little time to coach Carbocol's
staff through the maze of reports in their evaluation work: no wonder the
economists complained about the poor quality of information received from
Intercor ! No wonder Parsons-Brickenhof stated that no progress reports had
been sent by Intercor during the first six months of 1980 !

Carbocol, on the other hand, was at the time trying to interpfet
Intercor's non-standard, fragmentary reports and economic and technical es-
timates. It was also trying to track down the components of the global in-
vestment and cost estimates back to their source, which was probably not in
Colombia (EL Cerrejdn being the very first large scale coal mine in the
country)..it was trying, in other words, to replicate Exxon's three years
worth of work, having only a few months and a handful of inexperienced people
to do it. No wonder questions arcse about every aspect of the project ! No
wonder Carbocol's staff found this situation very frustrating and stressfull
Clearly, no technology transfer was taking place at all ﬁetween the two
enterprises. No wonder that there does not exist a complete evaluation of
the project, by Carbocol or Parsons-Brickenhof, prior to July 1980 !

The declaration of cbmmercial feasibility of Intercor took place in
the middle of this scramble for information, with the consultants still
analizing particular aspects of the project, and Carbocol's staff still try

ing to find out what was the operating cost of a "170 short ton unitized
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body coal truck" (a monster never seen before at those latitudes)...

The next couple cf months were to be a complete nightmare for many
people, I gather, and the contest for the billions was about to begin. The .
fact that Intercor was to be the operator was taken too lightly by every-
bodf: that is, Carbocol did not take an active role (and Intercor did not
pressure for it) until it was too late, and Exxon was already committed to
a program of a specific size before Carbocol was even aware of what this
program represented. The association contract made this possible, and the
organizational characteristics of the enterprises involved reinforced this
state of éffairs. The declaration of commercial feasibility took Carbocol
by surprise, and it was unprepared to do a timely and complete evaluation.
Carbocol was far from committed to the project, it was only starting to

question it !!!
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V.2. Declaration of commercial feasibility: July-September 1980

To complicate still more the situation created by the events de-
scribed above, in May 1980 Andrés Restrepo was appointed new Minister of
Development, two months before the declaration of commerclal feasibility.
The effect of this must have been quitedevéstating.Roberto Forero comments:
“Carbocol finds itself acephalous, only two months before Intercor sent in
its declaration of commercial feasibility proposing the implementation of
the largest project ever in the history of the country." (6) During the
month of June, Carbocol's staff had to work without clear directives, until
Fernando Copete was appointed, a couple of weeks before the declaration.
Fernando Copete commented,in a January 1981 interview: "Before, I worked
| with the Banco de la Repiblica (Central Bank). On arrival to Carbocol, I
had no knowledge whatsoever about coal or about Carbocol's organization.

I was directly appointed by President Turbay." What Copete must have found
in Carbocol, I think, was a complete "state of emergency”, because of the
expectations about a new management team, because of the tremendous stress
created by the difficulties in making a technical and economic evaluation
of the project, because of the lack of people td do it, and because of
Intercor's final preparation of the declaration of commercial feasibility.
Fernaédo Copete, on the other side, came in with clear instructions. In
his words: "Politically (as a matter of policy) decisions seemed relatively
easy to take, quite apart from the technical evaluations involved...The
government has objectives that Exxon does not have, and these objectives
are not quantifiable} Can you quantify the country's benefits coming from
the creation of a pole of development in the Guajira?" Implied in this

response was the idea that Carbocol's technicians should stick to thelr
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role of technical consultants, and leave the policy decislons to the policy
makers. This attitude, however, may have been disastrous for the morale of
Carbocol's staff. If they were already alienated from the project itself
by their difficulty in obtaining information and help from Intercor, this
blow to their self respect surely completed the alienation process.

On July 3, 1980, Carbocol received Inftercor's declaration of commer-
cial feasibility. From one day to the next, Carbocol's staff found that
proposed investments had been revised upwards by 138%, operating costs by
121% and expected coal prices by 65% (over the estimates they had been
struggling with before). In addition, the three feet thick DBM was sudden-
ly in their hands for review, and a decision needed to be reached within
60 days (according to the contract). Suddenly, the staggering magnitude
(by all Colombian standards) of the project blew up in the face of Carbo-
col's staff. To perform the marathon evaluation of this DBM, 6 (six!)
professionals from Carbocol were assigned to the task, with the help of the
consultants. Roberto Forero describes his participaticn as follows: "During
those two months, the whole team and the consultants tried to find an ex-
planation for the surprising increases in investment and operating costs
in the final study, relative to the information presented by Intercor it-
self in October 1979 (the same information used in Chapter Iv), referring
to the same project and in comparable dollar bases.... All the questlons
raised during that time were written in memoranda to (Carbocol's) top
management... The contact between the technical staff and top management
was minimal, and we never received instructions (from top management) on
how to conduct negotiations with our foreign partner..." (7)

Given the project analysis in Chapter IV, they clearly had good rea-

sons to worry. Sensitivities are such that a 138% increase in investment
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levels decreases Carbocol's net cash flow by 22% while increasing
Intercor's net cash flow by 11f4%. This small percentage difference meant
USs$ 4.6 billion in revenues lost for the country ! Moreover, the increases
were never justified by Intercor; and may be with good reason tooﬁ remem-
ber that the estimates presented to Carbocol were gross estimates prepared
before completiocn of the DBM. In that sense, they may have been very un-
precise,

The increase in project costs also worried Carbocol's economists.
Again, an increase of 121% in project costs, apart from being quite phe-
nomenal by itself also affected Carbocol more than it affected Intercor.
Carbocol's gross margin (in absolute terms) would decrease by 33% while
Intercor's would decrease by 44%. The possibility of transfer pricing could
also be raised, as there was no way of determining the "goodness" of those
estimates. Yes, Intercor could overcharge Carbocol for its services and
those of other organizations within Exxon ! What about exploration costs ?
The original estimate was US$ 4 million (in 1976). Cost reports now pre-
sented by Intercor stated that US$ 54 million had been spent on exploration!
Those suspiclons were never confirmed. How could they be ? Moreover, In-
‘tercor's only answer was: "Exxon has been operating in Colombia for 60
years and it has a clean bill of health. Exxon has never been accused
(much less indicted) for manipulations of this kind."‘ Could Intercor ~
*prove" that those amounts were actually spent? It was very difflicult to
prove, and Carbocol would have to accept fhose figures "with faith in their
partner's honesty." |

To cbmplete the picture, Intercor had ralsed coal price estimates
by 65%. Clearly, 1979 price estimates for the first few'years qf opération

were too low: US$ 44 dollars per ton of coal FOB in 1986, when coal is
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selling in Rotterdam for US$ 70 dollars per ton CIF,and FOB estimates for
US coal in Virginia ports are US$ 66 per ton (Sept. 1, 1980). However,
especially during the later years of the project, there was 1ittle ground
to increase any price estimates (20 years from now). As we saw, most of
Carbocol's revenues due to participation income would start accruing around
year 2000. Yes, Carbocol's staff had reasons to worry about those estimates.

Carbocol's top management, however, saw things very differently. Ac~-
cording to Fernando Ccpete, with respect to the government's objectives,
the desirability of the project was already clear enough: "The political
(and he stressed the word POLICY in English as opposed to POLITICS, as the
former word does not exist in Spanish) benefits deriving from the project
are immense for Colombia, even if non-quantifiable. These benefits appear
as side effects (his word) of the project, quite apart from other (economic)
more apparent benefits deriving from it." (8) It is clear, however, that
this point of view was never communicated to the technical staff. In the
mean time the DBM had to be reviewed not only by Carbocol, but also by the
Ministry of Mines' and the National Planning Department's technical staffs,
as a legal prerequisite to the final governmental decision, You can imagine
their troubles, if Carbocol itself was simply lost in the maze of the DBM,
in trying to analyze documents regarding a project they were seeing for the
first time ! No wonder that memoranda started to pour out of those offices,
questioning the same aspects, wondering how on earth could they accept on
faith all this alien information ! Are any proofs needed for this state-

ment ?

Ministry of Mines' Plannihg Department, Auguét 4} Memo 2

“0bviously, a complete analysis of this document would re-
quired more evaluation time than was stipulated in the con
tract, however this office presents the following general
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considerations... In analyzing the components of the re-
quired investments, it is important to observe that....
Us$ 408 millions are earmarked for 'pre-operational ex-
penses and other' , and this will have to be explained
and disaggregated carefully to measure in its real mag-
nitude its Jjusiification and proper approval..... This
information received does not include the mining program
(in a report sent to the Ministry of Mines !) an in-
dispensable element to know and evaluate in a technical
way the values of extraction, and the derree to which
the deposits will be used efficiently Jesirable,
given the characteristics, dimensior &« . Hortance of
the project, not only at regional lc¢ .1 but also at na-
tional level, to evaluate the social and economic im-
pacts of it, to quantify its significance and desira~
bility for the national economy....It should be said,
finally, that all these gquestions should be resolved
before the project is declared commercially feasible..."

Parsons-Brickenhof Consultants, August 13, Memo:

“Last night John Callaghan and I made an estimate of
participation revenues which would accrue to the govern-
ment under the contract of association if the basis in
the contract corresponding to full production of 5 mil-
lion tonnes per year, contemplated when the contract was
made, were logically adjusted to 15 million tonnes, the
base case estimated by Intercor in their declaration.
Intercor's estimate is based on costs investments , re-
venues and calculations which WE CANNOT verify....We

did not have time to make a corresponding estimate for
full production of 25 million, the full production pro-
posed or expected by Intercor.

We are not in a position now to run the full financial
model, to show the effects of the adjustment on after
tax profits to the parties and income taxes...The ef-
fects are particularly meaningful in the early years.."

Parsons~Brickenhof Consultants, August 15 Progress report:

*The coverage of Intercor's actlivitles is incomplete
and uncertain because since January, Intercor has not
furnished project progress reports to Carbocol....

The first DBM volume has not yet been furnished...One
volume entitled financial/economic is neither. It
contains cost estimate summaries and project schedules.
The DBM contalns only troad cost estimate summaries

ir a proprietary Exxon and unconventional format....
Of particular concern are huge increases in the esti-
mated capital investment over those last reported.

]
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During the reporting period, on June 13, the consultant

presented an interim report on economic analysis methods.

Coples were furnished to Intercor, to the National Planning

Office, and to the World Bank with a request for comment.

The National Planning Office, while recognizing certain

shortcomings of the method, considers that such an analy-

sis is essentlal.... Intercor considers that such an a-

nalysis is not needed or inappropriate for a private in-

dustrial investment. The World Bank has not commented.

HMeanwhile, until additional data requested from Intercor

have been received, the analyses proposed cannot be made.

It is not expected that the consultant can make an “over-

all project analysis" of the project in a single report

before Carbocol will make its Declaration of Commerciality

before the end of August...."
One after the other, the technical staffs were in reality declining any re-
sponsibility for the coming decision. The project itself was never attacked
directly, and for good reasons: How could anybody prove anything under those
clrcumstances of complete lack of information ? What all staffs in the gov-
ernment were vying for was information, not vetoing the project ! On August
27, Carbocol's economists sent their famous memorandum to top management,
and overriding clear lines of authority, to Fernando Copete's superior, the
Minister of Mines and Energy.It was also sent informally to Minister of De-
velopment Andrés Restrepo Londono, in a desperate attempt to get support
from their prevlous manager. In the face of the total impossibility to
evaluate the project the three economists presented a general criticism to
the association comtract form, and came back to the 1975-76 problem of eval-
uating the proposed contracts (by Intercor, Peabody, Arco-French etc.). They
did have grounds for doing this, if we remember the issues raised by former
Cerrecarbdn’s manager, Guillermo Gaviria and the facts explained by Andrds
‘Restrepo regarding the legal basis of the association contract. In a sense,
it was a compendiumof all the informational doubts raised by all the orga-
nizations involved. The general impression one can get from the document is

a plea to top management to hold off any decisions until they found a way of
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really (tectmically) evaluate the proposal, and to get their questions
answered. Some excerpts follow:

"eesoWe want to express our profound concern...about the
perspective of Carbocol declaring in a few days the com-
mercial feasibility of the project, and through it;, con-
firming and accepting before Intercor that the implemen-
tation phase of the project has started, with the reper-
cussions and consequences to which we shall refer later..
The information and explanations given by Intercor to the
out of proportion increase of costs...prices...and basic
production levels...have not been at all suitable, clear
or convincing, and we have the impression that with the
declaration of commercial feasibility, Carbocol would ac-
cept this state of affairs...Apart from the repercussions
derived from the above considerations, the general evi-
dence shown by Intercor in their declaration has negative
implications for Carbocol and the country...."

As a conclusion to their report, the following things were mentioned:

"The declaration drafted by Carbocol in response to In-
tercor's declaration does not condition the commercial
feasibility to previous agreements between the partners
over the different interpretations that exist today of
the contract and of the fundamental elements that have
an effect upon the distribution of benefits, such as par-
ticipation income, royalties, transportation fees, etc...
The danger exists then, that Intercor will interpret

such declaration in the sense that Carbocol accepts the
parameters upon which its declaration was based...

The grave fact is that there is no guarantee that any of
Carbocol's conditions or demands will be resolved to our
satisfaction by an Executive Committee in the future,
once Intercor acquires its interest in the operation and
its right to ownership of coal...

We believe Carbocol should not declare this project to be
commercially feasible until the problems described in this
memorandum are solved to Carbocol's satisfaction...”

Cl=urly, the economists!principal worries were related to: a) diffilculties
in interpreting the contract clauses, ‘b)‘ the realization that there was no
way Carbocol's technical staff could effectively audit all of Intercor's
estimates ¢) fear that Carbocol's acceptance would tie up its hands in the
 negotlatlons needed to settle differences of opinion d) a clear distrust

of the capacity of the executive committe (1.e. Carbocol's general manager
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himself) to negotiate all those facets with Intercor in a satisfactory way
after the declaration e) finally, the specter of Intercor becoming owner
of its share of coal before even the economic benefits of the project be- -
came known.

How would you have felt, if you were Carbocol's top manager, upon
reading this document, and when you found oﬁt that it was also sent to your
immediate superior (the Minister of Mines himself) ? I propose the follow-
ing interpretation:

1, These guys were not able to evaluate the proposal at all.

2. They are questioning MY capacity to conduct successful negntiations with
our foreign partner.

3. ?hey are proposing to stop the project, not because they can prove it is
bad for the country but because they have not understood how the con-
tract works (after four years !).

4, They tell me all this only a few days before the answer is due, when
basically nothing can be done about it, and the government is already
committed to it.

Conflict between top management and staff was inevitable. However, the econ

omists' criticisms were not disregarded, as we shall see. During this time,

the government was not exactly waiting for the technical staff's evaluation.

Fernando Copete was quite busy with the President and the Cabinet, evaluat-

ing the‘proposal at a very different level, the policy lével. In his words:

“The policy declsion is a macro decision} to go ahead or not with the proj-

ect. No ecoromist had any doubts about the project's importance for the

country: Commerciality, like all other iﬁportant decisions, was a declsion

of the Cabinet itself, Carbocol camnot make this kind of decisions at a

technical level only...". Asked about Carbocol's main objectives re-
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garding the declaration of commercial feasibility, Mr. Copete was also
categorical: "The baslic objective today is to make this project a reality
NOW. Get the most out of our negotlating position is important also, but
the contract provides the channels to do this as the project develops...

At that moment, policy decisions were clearly more important than technical
considerations. We shall take care of technical objectives (transfer of
technology) as time goes by. As long as the legal aspects of the contract
are respected, the project is not to be stopped...."

On August 29, CONPES (the cabinet) approved the commercial feasibili-
ty. The President and his Ministers were later accused of "refusing to ac-
cept the advice of all the government's technical staffs, including the
consultants.™ In reality this is not true. Carbocol's declaration letter
clearly indicates that the CONPES understood the problems raised by the
economists and prepared a legal document which took these criticisms into
account. As the following excerpt shows, the declaration was a "Legal go
ahead." On the basis of a) the estimated size of coal deposits b) the neces
sary infrastructure c) coal demand and supply perspectives and d) estimated
investment levels of US$ 1,935 million (constant 1979), Carbocol:

"..seaccepts the proposed commercial feasibility and con-

venes the initiation of the implementation phase in the

terms established in the association contract....

In the communication to which we made reference, a series

of additional considerations are mentioned, some genersl,

some specific, all of them relating to factors, circum-

stances, perspectlves, decisions and measures that are

expected to occur during the development of the project;

some criteria and calculation mechanisms are also pro-

posed that formed the basis for the proposed declaration.

Carbocol understands the necessity to reach agreements,

make declsions and further discussions regarding all those

aspects and facts....in strict accordance to the contract

and through the organisms of direction and execution that

i1t provides for the phase following the declaration of

commercial feagibility....Consequently, this our answer

only implies, as it 1s obvious, the acceptance of com-
merclality and the ratification of the obligations that
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we acquire in conformity with the clauses of the contract."(9)

In other words, the real meaning of this letter was} we want to go
ahead with the contract, but reserve the right to questlon just about everi
thing in your declaration of commercial fesibility...

This may not have seemed meaningful to Carbocol ‘s staff, tut it 1s
definitive for any lawyer around. In this way, then, the technlcal Iimpasse
reached was surmounted (legally) and the complete evaluation of the proj-
ect was postponed. The contract itself (clause 9.3.f) stipulated that the
final preparation of the complete feasibility analysis was to be performed
AFTER the declaration of commercial feasibility. As a consequence, the DBM
was to be considered only as a preliminary feasibility analysis. This fact
escaped, perhaps, Carbocol's staff attention, who genuinely thought of Sep
tember 1, as the ultimate deadline for project acceptation.

Nevertheless, Carbocol's entire economic ani financial departments
resigned on September 4 "in protest‘against the declaration of commercial
feasibility."

As a'conclusion. it can be said that Carbocol's economists must be
gliven credit for raising important considerations concerning future deci-
sions {committment to specific levels of investment, production, fees).
However, they tried to force the government to actually make those deci-
sions before glving a green light to the project implementation. The govern
ment cannot bte accused of “disregarding their staffs' advice" but Carbocol's
top management clearly did not make an effort to solve the internal crlsis
to the staff's satisfaction, therefore losing good human and technical
capabllities (which as we saw, are already scarce in Carbocol).

The consequences of fhese events will be exposed in the next chaptler.
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V.3. The congressional debates

Several elements were important in precipitating the congressional
debates which took place in September and October 1980. The resignation of
Carbocol's economists was only the detonator for the series of events that
succeeded each other after the September 1 déclaration of commerclal fea-
sibility. We shall discuss three basic ingredients: press intervention,
“traditional™ opposition to President Turbay's economic policies and po-
litical drive against association contracts in general, as cpposed to mana-

‘gement or operating contracts.

Press intervention

Scarcely four days after the economists' resignation, and three days
after the official announcement by President Turbay of the commerciality,
Clemente Forero Pineda (an economic editor for El Espectador daily news-
paper -the second in size in the country) published a long article entitled
"La fé& de carboneros” (Blind faith).  In this article and those that
followed, Clemente Forero did the following, in addition to presenting all
the criticisms raised by Roberto Forero and his fellow economists:

1, He trought back into the scene the 1975-76 events, and in particular
Guillermo Gaviria's (former manager of Cerrecarbdn) opinions about the
nature and undesirability of association contracts,

2. He directly attacked Andrds Restrepo (former head of Carbocol and now
Minister of Development), by implying that, if while in Carbocol he had
been critical of assoclation contracts, he was now part of the high le-
vel Cabinet which authorized the project agéinst his own previous opin-

- lons, |

'3. Through Gaviria's declarations, he directly attacked Jaime Garcla Parra
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(Minister of Mines at the time the contract was signed, and presently
Minister of Treasury) as "having fired Gaviria to be able to sign the
contract with Intercor.”

L4, He directly attacked the government's general pollicy approach in the
area of natural resources, and in particular of coal, and made the
present government responsible for accepfing "undesirable associatlon
contracts with foreign companies.”

5. ﬁe involved the professional and civic associations of the Guajira re-
gion in the story by revealing the existence of that pressure group
against the "negative character of the association with Intercor for

the country's interests."

This announcement constituted eésentially a rallying voice, for all critics
of one or the other aspect of the government's economic policies, technl~
cians, politicians and civic organizations. It also put on the line the
very respectability of the high government officials most closely involved
with the project since 1ts inception, in a way that could not escape public
comment. As could be expected, the announcement precipitated a storm of

press releases and public comments.,

Political opposition to the government natural resources policies

Carlos ILleras Restrepo (former President of the Republic in 1969,
when Peabody coal started conversations with Cerrecarbdn, and who had been
defeated in later elections by the present government fractions) called for
*public scrutiny of the Cerrején project™ (10) in an article published

through hls own magazine Nueva Frontera. In this article, Carlos Lleras

said:

“There were times when large and small projects related



to the country'’s natural resources and thelr exploitation
. were object »f detailed public scrutiny... Today, the large
public contracts of the government arise little interest on
the part of the public at large, and this is precisely what
has happened with the exploration and develommeat of area B
of E1 Cerrejdn’s coal deposits.Strange indifference, indeed
because this is by far the most important negoiilation in
the Republic's history...*

He also gave Luis Carlos Galdn, a brilliant and fast rising politician who
was supportive of the technocratic movement within the central government,
the opportunity to publish a long series of articles in which a) he pre-
sented the whole story of El Cerrejdn and Exxon's contract since 1ts incep-
tion b) he described in detail the contract, although he did not attempt to
make a detailed evaluation of the project itself c) he detailed the criti-
cisms made by all of govermment's technical staff, obviously with much
help from Roberto Forero (they used exactly the same supporting documents),
in particular:

1. Excessive complexity of the association contract.

2. Intercor's right to ownership of coal once the declaration of commercial
feaslbility was accepted.

3. Unjustified increases in investment levels and estimated costs.

L, Unnecessary increase in production levels with the associated depletion
of Colombian reserves.

5. Government responsibility for not renegotiating too low royalty levels
and regressive participation incomes.,

6. Unexplainable precipitation in declaring the project feasible.

7. Illegal actions of government in assigning responsibility and ownership
of the coal fields.

d) he attacked Minister Jaime Garcla Parra for his unrestricted support of
the contract and of Exxon's proposals e) he intervened in the defense of
the technlcal advisors to the government and criticized the latter for its
fallure to take into account their technical reports in decislon making

f) he finally took sides with Guillermo Gaviria (former manager of Cerre-

carbdn and presently a Senator in Congress) regarding the issue of
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assoclation versus management contracts. Although Luis Carlos Galdn was
never lnvolved directly in E1 Cerrejdn's deallngs, his interest in energy
and natural resources may come from the fact that hils father, Mario Galdn
Gémez, was for a whole decade (until_the 1974 appointment of Mr. Villareal)
President of Ecopetrol. Mario Galdn 1s consldered to have been the creator
of the powerful State 01l Organization. In any case, Luls Carlos Galdn has
maintained a strongly nationalist stance against the government's energy
and natural resource policies. One person lnterviewed sald in January 1981,
taking about Luis Carlos Galdn: '"He opposes Turbay's policies on principle:

he sees him as a red banner.*

Coordination of the political opposition

Luis Carlos Galdn rallied sympathetic senators in Congress (being a
Senator himself) and, with the help of Guillermo Gaviria and Enrique Pardo
Parra (former Minister of Mines and supporter of the drive against "exces-
sive profits" of 0il companies operating in Colombia), promoted the public
congressional hearings to be held on October 8, with the participation of
Jaime Garcla Parra, Humberto Avila Mora and Andrés Restrepo Londone.

Gulllermo Gaviria, as was noted before, was a staunch enemy of asso-
clation contracts and did not sympathize with Exxon and Jaime Garcla Parra,
as a result of the 1975-76 events. Moreover, he was essentially driven to
tzke again the banner agalnst association contracts because of Clemente Fo-

rero's declarations in the press.

Results of the Congressional Debates

The debate was terminated wlth mixed results, and for good reasons:

1. - The whole “publiq scrutiny and evaluation” proposed by Carlos Lleras had
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quickly transformed 1tself into a display of political forces for and
against the government.

2. Two opposing camps were cleérly defined from the start. On one side, the
government in power, with tacit support of the private sector and the
conservatlve press. On the other side, "traditlonal"™ opposition to the
government, with the open support of governmental technocracies and for-
mer participants in the Cerrejdn projects. Filnally, as a not so silent
observer, the generally natlonalist oriented; and raturally sﬁspicious
of the multinationals, public opinion.

3. In all this process, no attempt was seriously made to EVALUATE the proj-
ect itself and to find out the reasonableness of the basic criticisms

made to the contract.

Eduvardo Gaitdn Durdn, in an article published in Estrategia (November,1980)
gave an interesting description of the process:

"This debate, which was convenient for the country per se,
has been very important for the future approach fto nation-
al policy problems, because it proved that consensus and
detailed information are absolutely necessary for an ade-
quate conduct of projects of such magnitude as E1 Cerrejdn.
However, the debate was superficial because from the start,
national and international political actions surfaced, as
did the frustration of some of the actors of this already
very long process. As a secondary factor, there was the de-
sire, on the part of the general public, to learn something
about this enormous but unknown project. The fundamental
orientation of this debate was political... From a national
point of view, enmities and personal jealousies influenced
the press, and with them, the controversy itself was ob-
scured.

Also with the anthropophagy characteristic of the Colomhbian
ruling class, many attacks were directed towards the functlon
arles who participated in the initial decisions on the proj-
ect, for the sole reason that thls gave them prestige and a
reputation of capacity and efficiency.

The other point of view, is that of international politics.
We cannot ignore that the multinational companies Ppossess an
immense capacity for action which can be mistaken for the
political interests of capitalist countries....”
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Concluslions

Several important lessoné can be derived from the study of the 1980
events: on one hand, Exxon's business culture and operating mode alienated
Igovernment professionals who wanted a piece of the action. On the other
hand, Carbocol's organization was not adapted in time for the activities
that needed to be performed at the end of the exploration phase, and thus
trought about the July-August confusion and frustration regarding the com-
mercial feasibility declaration. Also, the "alllance" between Exxon, Ecope-
trol and high ranking govermment officials alienated other political con-
stituencies who wanted a piece of the pie, in the form of CONTROL over the
project’'s future. This caused the cristallization of political opposition
to the project. Finally, those two forces combined and made use of the pub
lic's widespread nationalist sentiments to attack the project, and through
it, the political power holders. Wide support for this project was lacking
at a critical point, and the process could have been stopped dead, had it

not been for the decisive intervention of the President himself.

In the next Chapter, we shall study the economic effects of Intercor's
July 1980 proposal on the distribution of project benefits and costs. The
September governmental decision to go ahead with the implementation will

then be reviewed in its economic consequences.
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CHAPTER VI

ECONOMIC ANALYSIS OF THE 1980 DECLARATION COF COMMERCIAL FEASTBILITY

We now turn to the problems which were simply overlooked during the SQE
tember-October debates} Are the critics to the project reasonable in their
charges ? How did the partnexrs' shares change with the declaratlon of commeg
cial feasibility ? What is the correct interpretation of the July 1980 pro-
posal ? To do this, let us review the mcst important criticisms in the light
of the project's economic characteristics explored in chapter IV. Using the
sensitivity analysis performed there, we can see the effects on the partners'
shares,of the changes proposed in Intercor's declaraticn of commercial feasi
bility. We shall use now the new estimates presented by Intercor on July 1,
1980. We should remember, however, that those "new" estimates are not final
for two reasons: First, the government made it clear in its answer that it
reserved the right to question any of those estimates or calculations. Second,
the final project feasibility analysis is still on the making, and final fi-
gures will be budgeted after the prime contractor (Morrison-Knudsen was cho-
sen in February 1981) presents its proposal. Intercor's July 1980 proposal
_basically boosted estimated investments by 138%, operatiﬁg costs by 121% and

price estimates by 65% with respect to the 1979 estimates used in chapter iV.

Table VI-1 Investment, cost and price lncreases ( Us$ million)

1979 estimates 1980 estimates Percentage change
Total investments 2,859 6,817 138.4 %
Total revenues 52,858 87,566 65.6 %
Operating costs 11,127 24,622 121.3 %

Sources: 1979, Intercor's preliminary economic projections provided by Rober-
to Forero.

1980: Intercor's declaration of commercial feasibility; July 1, 1980
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VI-1 Intercor's 1980 proposal.

In chapter IV, project sensitivities to the different baslc parameters
(prices, costs, lnvestments, fees and production) were explored. All these
parameters are interrelated, and in that seuse move together; For example,
to increase production, both investment and cost estimates must be revised
upwards. If investment levels increase, depréciation and infrastructural
fees also increase. In all these cases, participations and royalties change
and, therefore, bottom line results change for both partners in the project.
During this discussion, we shall vary one parameter after the other to see
what the cumulative effects are on the project's bottoﬁ lines. We shall pro
ceed as follows:

1) The effects of a 138% increase in investment levels will be explored.

2) On top of these effects, the additional effects of a 121% increase in ope
rating costs will be explored. These two aspects of the project will be
accepted or renegotiated by the partners, but they have to be committed
to at some point.

3) The third factor, coal prices, neither partner can cqntrol (if we rule
out the possibility of transfer pricing or monopoly power). So only price
estimates can be agreed upon for purposes of planning and analysis. The
best approach is then to provide an analysis of partners' shares' sensiﬂi
vities to coal prices. Two extremes are considered: On one end, a revised
price estimate 65% higher than the 1979 estimate was used in July 1980.
On the other end; a pessimistic estimate according to which prices would
stay at their 1979 estimated levels was consldered. The possiblility of ig
wer price levels is considered to be remote, especially during the first
decade of the project's operation, but it cannot be ruled out with 100%

confidence in later years; as world coal production is expected to increa
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se considerably toward the end of this century, with the concomitant  com-

.petitiveuariVe in international markets. In this respect, the 1980 WOCOL
study repori'.q- .- -
“_0

*-T'In contrast .to world oil supply, which is becoming increa-
‘. ~singly constrained, the coal supply has wide scope for ex-
- Pansion. Given sufficient lead time, it should be possible

* =Lt 1incicase supply to mret incremental demand at competiti-

‘##:v€ Drices. Morepver, the growing number of international
* *ﬂ'-" voal - cuppliers, each with different interests, from all the

-'"x-'m"fl s “egions including OECD, CPE and the developing coun

CeaT tries, .dk: 45 bne sormation of an international coal cartel
?‘Hlktll - S

- Ce - ST - .

S éftl_,___q_m nts dnproans i by 138%

.

T Tatlwvi=2 shows the effects, on several important project indicators,

E -=-=.. Tk Ancieases '«;;;,"r'<oposed by Intercor. The numbers in column (2) present the

- a’ = . : .
.(rm s.,.rg e :I‘.'-?a.sré,s (or decreases) of those indicators over their 1979 va-

33 ."'—'u

‘ # lues dirg 20 _.J_ S 1ncrease in investment levels. As was predicted in chap-

<~ ter. F X ;;:-«..r;é;.:,:;f this nature works against the country's interests: Car-

Se = T ik e

l--rmoco'l S gro:= mirgin decreases by 21%, and, although total taxes increase,

R é% conntry's _net cash flow in the project decreases by 13.8% (or approxima-

S LT

L

.-
=

--t,t-:_e.'l.y Us$ 4.5 .blllion). By contrast, Intercor's results improve. Its net mar-

- _g».;,gil after taxes 1ncreases by 14% and its net cash flow increases by 11.4%

. -

<

(approximateiy US$ 639 million). The question is: Is this increase in invest

ments justifiable ? This is what Carbocol's economists could not find out,

;. -And:=an answer vould necessitate a study so detailed that it is out of the

= '~"-sé"cpe of the present report. Normally, the only feasible way to ensure the

—

“rersocablengsz_of such estimates 1s to do a bidding competitlon, and choose
. lop:efs’%;ébiﬁt-;(-su'bject to certain conditions). But this is impossible to do

+in dhis .trﬂf&cause the only bidder is also half owner in the project,’ and

.= 1ts préf;ht;s depend precisely on the level of those investments ! Figures

-VI—1"——;t£:_‘T.I-6 show new project results for a 138% increase in investments.

-

C - -

S
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. 1979 Values below arc
Ei{ects of the 1?80 ﬁeclar— Esti % Changes over| % changes over
atlon on project s shares. mates [1979 estimates|?2. & 3. results
1.investment increases by 138% TOTAL | INVEST
2.Cost increases by 121% PROJECT %EyT COSTs| PRICE | PRICE

: RESULTS A o o
3.Price increases by 0, 32.5%, 65% USM 138% 1219 32. 57 651
Royalty Carbocol 3,578 | -14.9 | -14.9 h2.32| 84.64
Basic Profits before tax Intercor 8,049 73,32] 13.39 | 57.33 | 85.07
Participation Carbocol 3,766 | -91.04| @* 607.5% | 3,241%
Participation before tax Intercor | 4,499 | -79.06| g% |1,239% | 3,219%
Gross Margin Intercor 12,374 17.51(-34.25 | 82.27 |139.60
Net Margin after tax Intercor 5,849 14,05(-42.04 | 98.19 | 166.70
Net Cash Flow Intercor 5,571 11.471-47.42 | 113.6 192.9
Internal rate of return Intercor 15% 9.2%, 5% 8,79 | 11.2%
Gross Margin Carbocol 27,063 | -21.28|-47.43 | 73.71 | 161.7
Net Cash Flo'; Carbocol 26,785 -22,18]-48,61 76,18 | 167.1
Internal rate of return Carbocol 26% 16% 12% 16.8% | 20.4%
Total taxes for Colombia 6,525 20.6 |-27.26 | 70.91{120.3
Colombia Net Cash Flow (Carbocol +| 33,310 | -13.80|-44.43 | 74.83 | 155.1
tax)

ln 2- 3. 1‘“. 5-

1.
estimates.

2.
vestments,

3.

Results obtained with Chapter IV

model, using Intercor's end-of-1979

ments and a 121% increase in operating costs.

Percentage change over 1979 estimates due *o a 138% increase in total in-

Percentage change over 1979 estimat~s due to a 138% increase in invest-

4,5, Percentage changes over 2. and 3. due to different increases (or de-
creases) in prices over those estimated in 1979,

* Real values for participations given, as the % increase is, infinite.
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173.
Costs increased by 121%

In relation to the 121% cost increase estimated in July 1980, Table
VI-2 (column (3)) shows its effects on the partners' shares. These are nega-
tive for both partners, and the combined effects of higher investment and
cost estimates impacts Carbocol's results more negatively than Intercor's.
Carbocol's gross margin is reduced by 47% from the 1979 estimates, while In-
tercor's is reduced by 34%. However, if taxes are considered, the combined
effect is essentially the same for both partners (percentagewise). Colombia's
net cash flow decreases by U44% (approximately by US$ 14.8 billion), while
Intercor's net after tax cash flow decreases by 47% (approximately US$ 2.6
billion). As we can see, a large part of these cost increases (in absolute
value) are borne by Carbocol. These effects are very large, and both partner
have the incentive to minimize operating costs (assuming no transfer pricing
is practiced for outside services). As was the case with investmeat levels,
Carbocol's results are more sensitive to changes in costs, and Carbocol can
be expected to be more suspicious of large cost overruns. Again, cost audi-
ting will be extremely difficult to perform for Carbocol, especially if we
consider their high rate of personnel turnover (including top management), a
fact dramatically illustrated by the resignation of the entire economic and
financial departments. Figures VI-7 to VI-11 show the project's results when
investments are increased by 138% and costc by 121%. It should be menticned
that, even with these quite extreme changes in project costs, results for
both partners are still positive (Carbocol's internal rate of return is stil
12% and Intercor's 5%), if price estimates turn out to be accurate during th
whole life of the project. Exhibit VI-1 shows the distribution of revenues
and costs for the case assumed above, in terms of percentages of totzl pro-

Ject revenues, as was done in chapter IV.
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Sensitivity to coal prices.

Table VI-2 finally shows (columns (4) and (5)), the sensitivities of
the project's new results with respect to price variations:
Should coal prices maintain the levels estimated in 1979, the discussion gi-
ven before would apply without restrictions. However, coal prices are alrea-
dy above those estimated in 1979 for 1986; aé table VI-3 shows in the case
of north american coal exported to Rotterdam. Should revenues increase by
65% (as Intercor's 1980 estimates imply), the results presented above would
change completely for both partners and Carbocol would this time take a lar-
ge part of the gains. This is because, as we saw in chapter IV, Carbocol is
bearing the risks of price variations. In this case, Carbocol's participation
income would decrease by 13.9% (taking into account the investment and cost
increases) under the 1979 estimate, and Intercor's participation income would
decrease by 28.4% . Bottom line results would also be reestablished: Colom-
bia's net cash flow would increase by 42% (an amazing US$ 14 billion), and
Intercor's net after tax cash flow would increase by 54.6% (approximately
3 billion) over the 1979 estinates. Exhibit VI-2 shows the new distribution
of revenues and costs between the partners, as implied by the 1980 proposal,
and Figures VI-12 to VI-17 show the distribution of project revenues and costs
over time., If we compare these before and after the declaration of commercial

feasibility, the results are as follows (on 2 net cash flow basis):

1979 estimates 1980 estimates
Carbocol* 50.7 % Lh2.3 %
Taxes** 12.3 % 12.0 %
Intercor*** 10.6 % 9.8 %
Total costs**** 26.4 % 35.9 %

Total revenues 100.0 % (Us$ 52.8 B.) 100.0 % (US$ 87.5 B.)
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These results are clearly subject to the revised estimates of July 1980.
Should coal prices stay at the levels estimated in 1979, the results would

be as follows:

Carbocol* 26,0 %
1980 estimates Taxes** 9.0 %
(except for 1979 Intercor*** 5.6 %

price estimates) Total costs*** 5.1 %

Total revenues 100.0 % (US$ 52.8 B)
Notes:
* Includes sales revenues, royalties and participation income.
*%  TIncludes basic profit tax and participation tax of 52%.
#%% Tncludes basic profits and participation income, net of taxes.

*%%% Tncludes total investments and total operating costs.

In conclusion, the results of the 1980 declaration of commercial feasil
bility are not clear cut: Both partners ar: better off now than with the
1979 estimates: Carbocol's net cash flow was ircreased by L2% because of the
higher price estimates, and Intercor's net cash flow increased by 56% becau-
se of the higher investments. Carbocol's relative increase is smaller than
Intercor's, because price increases were not matched by investment increa-
ses., In absolute terms, Carbocol's cash flow increased more than Intercor's,
but Carbocol's RISK in the project is also much larger now, because, again,
Intercor's returns are assured through investment levels, while Carbocol
will bear the risk of price variations. The following other considerations
also apply to this discussion;

1) The possibility and the incentive do exist for Intercor to practice traﬁé
fer pricing through subcontracts with other Exxon's subsidiaries for e-
quipment purchases, management contracts, service contracts, etc. Clear-

ly also, the opposition to the rroject has not proved that such practices
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have actually been used by Exxon regarding El Cerrejdn contract. In this
respect, Exxon still has a “clean bill of health™. Project opponents will
also have a hard time trying to discover instances of transfer pricing, the
more so if Carbocol itself finds it difficult to andit those estimates. For
the time being, and until Carbocol learns more about the coal business, it

11 have to accept “on faith™ Intercor's (énd Morrison-Knudsen's) estimates.
2) Intercor's price estimates clearly needed to be revised upwards, as was
done in the 1980 declaration, because international coal prices are today
higher than the estimates made in 1979 for 1986 FOB prices (see Table VI-3).
Howerer, the question can still be asked regarding those new estimates: Did
they have to be increased across the board (for every year into the future)
as was done by Intercor, or are prices only approaching their maximum level ?

Chapter VII will explore the possible outcomes of future price variations.
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VI-2 Participation income: Progressive or regressive ?

As we saw in chapters II and V, opponents to the project have charged
that the participation income calculation provided in the 1976 contract is’
regressive. According to Roberto Forero (in a January 1981 interview):

*"The table which defines, in the contract, the level of

participation income was created with a production level

of five million tons per year in mind, but becomes unfair

when production levels are increased. This calculation pro

cedure should be changed in view of the present agreedi on

level of production.™
Project managers, however, see it very differently. In the words of one of
Intercor's executives:

*The contract formulation provides for the eventuality of

excess profits if the international prices of coal increa

se over our expectations, in which case some of those pro

fits would automatically go to the govermment. Basically,

an excess profit tax is included in the contract for the

first time in Colombia in relation to natural resource

projects."

One thing is certain, however: The '"tax table" appearing in the 1976 con-
tract (page 17) is very difficult to interpret, and the use of the two for-
mulas is not precisely defined. This may have been after all the main cause
of the controversy that appeared during the 1980 events. Let us then find
out how it works, and how the participation incomes behave in relation to
the project's endogenous and exogenous variables.

This table was created for five million tons per year as a UNIT OF
PRODUCTION. If a larger production level is agreed on by the partners, then
the formulas are used to transform the tax table's figures for higher levels
of production. This formulation of participation incomes may have been pro-
posed by Intercor, in my view, because of the recent attacks on several oil

companies in the U.S.A. for their excessive profits due to very high oil

prices. Exxon may have wanted to guard itself} through this procedure, a-
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gainst possible attacks on the project as a result of unexpected lncreases

in coal prices (as happened with oil in 1973 -see chapter II).

Participation income depends basically on CAPACITY LEVELS (which af-

fect investments), on COAL PRICES (which determine revenues), and on PRODUC-

TION LEVELS (Which affect operating costs). Using Intercor's 1980 estimates,

the behavior of participation incomes was simulated for different production

CAPACITY levels. The basic assumptions are as follows:

1.

2.

Intercor's 1980 declaration presented two sets of estimates, one for a
production of 15 million tons per year, and another for 25 million tons
per year. A comparison of these two sets permitted-the identification of
implied economies of scale, with the result that no significant economies
of scale were found for operating costs (operating costs are proportional
to production levels). In the case of investment levels, however, signi-
ficant economies of scale were found (i.e. investment levels are less
than proportional to production CAPACITY). Table VI-4 shows the results

of this analysis.

Table VI-4 Implied economies of scale.

Index of economies of scale
15 Mtons/year 25 Mtons/year

Production* 100 166.60
Operating costs* 100 166.18
Investment levels¥** 100 156,00

Source: Intercor's 1980 declaration of commercial feasibility.

* Related to actual production levels.
** Related to production capacity levels.

A simulation was made for 5, 10, 15, 20, and 25 million tons per year
of production capacity, assuming in each case that full actual production

would be achieved over the life of the project (i.e; the mine would in
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each case operate at full capacity).

3. All other estimates used were the established by Intercor in 1980.

The results of this simulation are shown on Exhibit VI-3, which inclu-
des for comparison Carbocol's and Intercor's participation incomes (Lower
part), Intercor's net cash flow (middle part), and Colombia's net cash flow
(Carbocol's net cash flow plus total taxes, in the upper part). Clearly, Car
bocol's participation is not regressive under these conditions.

Let us now assume a fixed level of production capacity, and see what
happens as production is varied. As an example, let us suppose that the part
ners agree on investing for a 25 million tons per year capacity level.
Exhibit VI-4 shows how the partners' participation incomes and net cash flows
vary with different levels of production. The results are very similar to
those on Exhibit VI-3. Again, Carbocol's participation is not regressive. It
is clear, however, that Carbocol's share of participation is smaller than In
tercor's until production approaches capacity. Also, chapter IV showed that
Carbocol's participation decreases more rapidly than Intercor's in the event
of decreasing coal prices, but in this case, BOTH participation incomes will
be regressive.

This goes to show that clear and simply structured contracts can go a
long way in facilitating both partners' jobs and in avoiding mishaps such as

the September 1980 resignations.
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Exhibit VI-3: PROJECT BENEFITS AS A FUNCTION OF PRODUCTION CAPACITY

(Production at capacity, 1980 price estimates)

US$ Billions *
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Exhibit VI-4: PROJECT BENEFITS AS A FUNCTION OF PRODUCTION LEVELS, WITH

FIXED CAPACITY OF 25 Mtons/yr.

Us$ Billion

COLOMBIA NET CASH FLOW

NET CASH FLOW INTERCOR

PARTICIPATION INCOMES

80

70 |
60 |

50
40

L R Y, . N e
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VI-3 Depletion cost: What is the value of the resource ?

Is Colombia selling its coal for a very small price given the level of
royalties and the transportation fees to be agreed upon ? The answer, again,
is not clear, but the following simple exercise can shed some light on this
issue. Let us consider only one half of the total project, Intercor's half,
which is almost like a straight concession, but which includes, in addition
to royalties, the payment of a participation income to Carbocol. The follow-
ing assumptions are used:

1. July 1980 estimates are used throughout. Investment levels and operating
costs do not change due to the smaller size of the ﬁroject (i.e. no econo
mies of scale are considered).

2. Royalties are maintained at 15% of Intercor's production of 7.5 million
tons per year.

3. Participation incomes (windfall taxes) are computed as per the contract.
Transportation fees are levied on royalties as proposed by Intercor in
July 1980 (35% on accumulated transportation investments).

4, Price estimates are the 1980 estimates. Taxes stay the same,

Given these assumptions, we can compute the average price per ton of
coal exported by Intercor that would be paid to the country over the 23 yeaxr
productive life of the project, and compare this average with the average

market price or coal estimated in 1980:

Total royalties paid (1986-2008) Us$ 5,645 million
Participation income paid Us$ 3,309 million

Total taxes paid US$ 10,492 million

Total amount paid (1986-2008) US$ 19,446 million (a)
Amount of coal expotted by Intercor 163.75 million tons (b)

Note: Based on July 1980 estimates,
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Aver:iye price per ton implied (a/b) Us$ 119 per ton
Avernge i ket price (Revenues/prod.)  US$ 267 per ‘ton

pi . wonier o hhese results, Colombia would be selling its coal at an average

- -

5‘¢'f€é;‘.. .ver internntional coal prices. In return, Colombia would get an
ORI ... 18§ 84 millisn per year in foreign exchange, the infrastructure
and v oOmE L yi‘:r?‘&nu ~f +the project's life, and the technology, in addi-
tTrn_iw.'ﬂf'-ne{;1§e.eCuLumic repercussions due to regional development, per
sonr  lx LG ';ﬁy;cf(' However, we must remember that the country ie bearing
T }irx .. ..ic veilations, and its participation income could turn out to

be lowexr ..r:lisappear). Also, participation income would accrue to Colombia

Only jé'1H:CV‘jGAFR'ﬂf the project's life. During the first few years of ope

s

T, Carfﬂea? vaﬂid-receive very little for the coal it would give away:

Peciod . ¢ 1 | 1986-1995 1996-2008

Tote foyaliim l»bLa ' us$ 912 M Us$ 4,733 M
Participation inhcome paid Us$ 0OM Us$ 3,309 M
Total taxes—aii Us$ 1,712 M Us$ 8,780 M
Total pwsd .. Us$ 2,624 M us$ 16,822 M
Amount. ¢, ~(nl. exported 66.25 M tons 97.5 M tons
Average:priee rcr ton implied US$ 39.60 per ton US$ 172.5 per ton
Average market price US$131.70 per ton US$ 359.4 per ton

Note: Pasea on July 1980 estimates

&ooolﬂing'tdntbe above calculations, Colombia would be selling its coal

at an chrdge /O% @iscount for the first ten years of mining operations, and

at an’ a\c j%\ 92% diocount thereafter. Figures VI-18 and VI-19 show the year

>

- by jE}I-VdIU’S fo theee implied and market prices, and the year by year ais

.- . N
_,.:

soun’t xswc Jnuterms cf the ratio "implied price/market price"™.
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Are the economic and "political" benefits accruing to the country worth this
discount ? We already know the government's answer to this question. As Mr.
Copete said: "“This project's political return on investment is very large for
Colombia, even if non-quantifiable.... These benefits come as side effects to
the project, quite apart from the large and more visible foreign exchange be-
nefits."” Figure VI-20 shows the value of thé discount, which is the value
the government has implicitly assigned to those "intangible" benefits. The
accumulated value of this discount over the life of the project amounts to
US$ 24 billion. Is this value acceptable from the point of view of the coun-
try ? This is a question that cannot be answered without a complete socio-
economic evaluation of the project, which has not yet been performed by the
government, as opponents to the project argued. It is clearly urgent to do so,
as the amounts involved are truly impressive.

What is the price the government can afford to pay to see its broader
policy objectives realized ? Clearly, only Colombia can answer, at the risk

of losing its foreign partner in this venture......
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VI-4 Production versus capacity levels.

There seems to have been great confusion, during the whole 1980 contfg
versy, about what the intended production of El Cerrején will be. Nobody has
made it clear, until now, that there exist two related but different aspects
of production: One is the DESIGN CAPACITY, and the other is ANNUAL PRODUCTION.
On Intercor's side, the higher the production capacity is, the better, becau-
se its profits are directly dependent on investment levels, and because high-
er costs due to higher production would only affect (if price expectations
are realized) Intercor's participation income. Also, Intercor is mostly shiel
ded from decreases in coal prices (down to the peint where revenues do not
cover operating costs, depreciation and royalties), and it is getting a hand-
some discount over expected international prices. If coal prices are higher
than expected, Intercor will greatly benefit from participation incomes. With
respect to coal prices, we can expect that Intercor has the incentive to use
the highest possible estimates, because this will make the project appear
more attractive to Carbocol in terms of benefit sharing.

On Carbocol's side, it is clear that therz will be pressure to minimize
investment levels for any given level of production capacity. The optimal
capacity level for the country depends on long term policies regarding the
balance of payments and the possibilities to substitute coal for 0il in do-
mestic markets. The optimal level of production, on the other side, depends
on factors external to the projecf:
1.vThe country's short term balance of payments' outlook, which is a function

of coffee prices, oil prices and drug trade in large part.
2. The short term domestic needs for coal (especially in the Atlantic coast)
which will probably be covered by the production of Area C of El1 Cerrejdn

that Carbocol is presently undertaking.
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3. The contractual arrangements made for the sale of coal in international

markets (i.e. long-term contracts versus spot sales).

Given these facts, the most reasonable proposition is that Carbocol will pfg
bably want to have enough production capacity to cover its possible long term
needs, but will control production levels closely on a year by year basis.
Basically, if coffee prices maintain their pfesent levels, Carbocol should
only extract the coal needed to maintain the country's energy balance of »nay-
ments. This tactic may be detrimental to both partners, however, because coal
customers would probably prefer to sign long term contracts to ensure a stea-
dy stream of the resource. On the other hand, both Carbocol and Intercor may
want to wait to sign those contracts, as coal prices are still increasing,
until some plateau is reached (even though the contract establishes that sa-
les should have been secured before starting the implementation phase).
In the future, however, coal prices may decréase, given the world's produc-
tion potential and the present levels of investment in coal mining, and the
country would then be better off by using its coal domestically, through con
version or substitution.

In any case, Carbocol can be expected to monitor very closely world
coal prices and make its production decisions accordingly. Chapter VII will

examine the consequences of these differing needs for the project's future.
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CHAPTER VII

EL CERREJON PROJECT: RECOMMENDATIONS AND GENERAL IMPLICATIONS

Based on the issues and findings identified in the previous chapters,
we are now in a position to offer some recommendations and discuss the gen-
eral meaning of El Cerrejdn for the conduct of similar large scale, trans-
national, multisector undertakings.

From a strategic point of view, it appears that the project, as it is
structured now, fulfills Exxon's objectives at all times. The project also
fulfills the Colombian short term objective of exchanging oil for coal, and
the goyernment will probably want to make relatively large investments up
front to provide the country with an ample CAPACITY for producing coal. In
the longer run, however, the government may want to 1limit production levels
and/or exports of coal if the swapping policy becomes uneconomical, and if
it becomes more advantageous to process or utilize cozl for domestic pur-
poses, in which case the partners' interests would find themselves in com-
plete opposition. Section VII-1 discusses this issue in more detail.

From a contractual point of view, the project is a creature of the
country's history of natural resource development contracts. Association
contracts were still politically feasible in 1976, and Guillermo Gaviria's
efforts to change this state of affairs were stalled. These efforts,however,
reflected the changing conditions, and heralded the shift towards operating
and management contracts. Today, mixed enterprises and operating contracts
are feaslible, and association contracts are bound to disappear. As the
country's project management capabilities increase, the government will

exert increasing pressure to assume complete control over natural resource
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exploitations, and will be in a position to bear their risks and keep their
potential benefits.Section VIIfZ discusses this 1ssue at length.

From a tactical point of view, the question is then: Can project man-
agers maintain partners' support for the rest of the project's life? This
depends on their ability to apply the contract in a way agreeable to both
partners. An important issue related to the contract's application is dis-
cussed in Section VII-3.

From an organizatiocnal point of view, building and maintaining support
for the project within the organizations involved is a key element for
Intercor to consider. Securing the means to achieve control over the proj-
ect's implementation is the key element for Carbocol. Participation and
ccoperation are fundamental factors in achieving both ends. This issue is
considered in Section VII—&.

Finally, Section VII-5 proposes a general framework for the study of
similar large scale, transnational, multisector joint ventures. In this
framework, five basic problem areas are identified, and four interrelated
environments which affect problem areas in different ways are isolated.
Crucial success factors relate environmental changes with a project's
chances for success. I believe that such a framework can be useful in the
analysis of other such ventures, by making explicit the crucial interre-

lationships between the project and its environment.
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VII.1. Stability of the partners' objectives over time

Chapter III analyzed the objectives held by both the Colombian govern

ment and Exxon in relation to the project. On the Colombian side, the basic

objectives are:

1.

In the short term, fast implementation of the project to address the bal
ance of payments' problems faced by the country due to the rapidly in-
creasing oil imports, and the construction of a minimum level of infra-
structure necessary to support further development of the country's
coal resources.

In the medium term, secure through Carbocol the necessary human and
technological resources to manage the country's coal reserves, and less
en, through substitution of coal for oil, the country's dependence on
foreign oil.,

In the long term, work towards the national objectives of regional eco-
nomic development, national integration, and affirmation of national

sovereignty over La Guajira region.

On Exxon's side, the basic objectives are:

1, In the short term, secure new sources of coal, and overcome the trans-

2,

portation and infrastructural bottlenecks that have appeared in the USA

and in other countries, that hinder the development of an internationally

diversified coal market.,

In the medium texm, diversify into new sources of energy like coal to
lessen its dependence on OPEC's oil, and achieve a high relative
market share in the emerging international coal market.

In the longer term, take advantage of their leading position in coal

conversion technologies, and ensure a steady supply of thermal coal for
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their worldwide customers at the lowest possible extraction cost.

We can see by comparison of these two sets of cbjectives, that the
Colombian govermnment's objectives may change over time in a manner detri-
mental to the project as it is . tructured. In the short run, both part-
ners have the incentives to proceed rapidly with the project's implement-
ation phase. Exxon's presence is presently véry important for Carbocol, for
it will provide the technology and the know-how that the state enterprise
does not yet have. In addition, the government may prefer to leave the
implementation phase to a foreign private partner to minimize domestic po-
litical interferences which may greatly increase the project's implement-
ation times. In the medium term, however, the Colombian government's ob-
Jjectives may change, probably when Exxén will be reaping the benefits of
the project, if one or more of the following contingencies happen:

1. A balance of payments' crunch may never appear in Colombia,for example,if
coffee prices maintain their upward trend, and/or new oil is discovered
in the country. Therefore, the pressure to export coal to redress the
balance of payments' problems may decrease considerably, and the govern-
ment may then prefer to keep its coal reserves in the ground, even if the
infrastructure is there to extract it, or to extract amounts just suf-
ficient to keep the operation going, therefore avoiding a prompt deple-
tion of those reserves.

2. To the extent that Carbocol grows and acquires coal mining technology
and operating know-how, time can only lessen the government's need to
share the operation with a foreign partner, especially in view of the
voters' generally nationalist attitudes. This is quite significant be-
cause the technology involved in open pit coal mining is not very com-

Plicated, shortening the time needed for a complete technology transfer
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to takf plac . Furthorme e, the country will be acquiring completely up
tofﬂatc chhpnlcgy whic'. can be expected to be relatively long lived.
Anﬁiher important fact i< that, contrary to o0il exploration and exirac-
S +=» production is ' risk-free operation, once the necessary in-

v - 1s in place and the reserves have been determined with pre-

{::i”l“ﬂlﬁ o Tn-h cqmpellﬁng reason why Carbocol may change its policies
L L-; nu,uwu L: Lﬂﬁ'commercial risk that coal prices may not be linked
- ff- D gr;.*.. 1. -ch is what the industrialized nations are looking
i;;-l':hr-ﬂf 1§.-~d .21r own dependence‘on oil, Since the 1973 o0il embargo,
- ;”J ;0w Do increased in the wake of OPEC's prices, and as long as

© U2 and, the country may find it acceptable to swap coal for oil

1¥_+:~wwiplni;-Lmn -cuergy bilance., But the very high investment levels that

-exieth be-lny in To1l consumer and producer countries in the area of coal

i w_'ﬁu;fmﬁ}u‘iimy LG world coal supply to the extent of decreasing the

~pric;; ol ;Qal in relation to oil. Whenever this happens, the swapping
~woli 7 wh b Colombia is implementing will become disadvantageous, and
it will = come better to keep the coal home and convert it to domestic
Wni:g, Jlgure VII-1 illustrates the possible trends in coal demand and
suppij;-uud their effects on the country's cost of the swap.
4. The Colombian gevernment's long term objectives can be achieved as long

as E1 Cerredn mine is in operation, which also means with or without

Fovelg: .v-.licr, unless other compelling reasons exist for their pres-

ence, 1iké‘Lran3portation and marketing capabilities not available to

Cartzi:c" . N.rc of these seems to exist, however: Carbocol has already

weier: Teom several countries to buy coal on long term con-

[T B
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~Lra§£d;—without;any external help; once the port infrastructure is in
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Figure VII-1 POSSIBLE TRENDS IN COAL DEMAND, SUPPLY AND PRICES
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place, coal can be sold FOB in Bahla Portete to anyone who cares to

tring its ships in.

What do the different actors think today about these propositions?
In relation to the country's balance of payments' position, there seems to
be a consensus that it can only grow weaker in the future, and that the
country will never have enough foreign exchange for its development needs.
According to one National Planning Department official, the project's ob-
Jjectives agree with the general energy policies set by the National Inte-
gration Plan (PIN), and it can only be positive for the balance of payments
in the future. He also disagrees strongly with the oppositicn's view that
the country will be wasting its coal reserves at low prices,He maintains
that time is ripe to extract coal and sell it, rather than wait and run the
risk of never exploiting it commercially due to the advent of new energy
sources in the not so distant future. According to Exxon's officials, the
probability that new oil will be discovered in Colombia is extremely small,
and they dismiss the theory that "Multinationals know where the oil is but
keep it secret™ as pure nonsense.

*If the country is full of oil reserves, they say, why
doesn't the government exploit them?" (1)

Intercor's officials also find it unlikely that the government will -
limit E1 Cerrejdn's production in the future:

“Colombia's coal reserves are much greater than its oil re-

serves, The country will use its coal, there is no doubt.

Besides, once the investments are made, the government will

want to recover them, because El Cerrején should not com-

pete with other domestic development projects for the use

of scarce financial resources." (2)

Private interest groups also see the threat on the balance of payments
as very real. A leading Colombian economist described the problem in blunt

terms:
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"Look: during the next few years, Colombia will have to im-
port some US$ 1,500 million worth of oil. What is the com-
position of our balance of paymenus? Coffee makes up some
US$ 1,500 million, and drugs another US$ 1,000 million per
year. People think our balance of payments is great because
we have lots of foreign exchange, but the truth is, it is
very weak !

Why does it look good? Because people are bringing foreign
financial assets to the country, to lend at a 30% or 40%
interest rate., But now that the US interest rates may well
reach 25%, our financial bonanza is over ! Should monetary
problems arise, our balance of payments will blow up in the
air. Let's face it: Colombia still lives on Brazilian frozen
coffee crops ! (3)

Support for a large scale project seems assured in all eventualities.
This does not mean, however, that the project's success is assured, as the
distribution of its benefits depends on future (uncertain) prices of coal
in international markets. If things go wrong, the transnational nature of
the project will be questioned.

As Carbocol acquires the required technology, moreover, the public/pri
vate quality of the project may become unnecessary. These are the critical

strategic issues which project managers will need to face in the future.
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VII.2. Contractual Arrangements

The degree to which the association contract achieves a clear focus on
the partners' objectives is an important success factor in the project's
future. The important questions are} Is the Associatlion contract the best
type of contract to use in large scale coal mining? Is the Association con-
tract fair in terms of how it distributes project revenues, costs and risks?
Section VII-1 implies that the project is congruent with the partners' ob-
Jectives, at least in the short run. The operationalization of those ob-

Jectives in a legally binding contract is another matter, however.

- Is association the right type of contract?

Chapter ITII basically proposed that the government's choice of an
association contract was made almost by default (because Peabody's proposal
was not competitive, and because Cerrecarbdn did not find clients for its
proposed mixed enterprise). Let us remember, however, that this happened in
1975. Things have greatly changed since then, and there is now a widespread
consensus (excepting, of course, Ecopetrol and the oil companies) that as-
soclation contracts are on their way to extinction. Several important rea-
sons exist for this:

1. Association contracts are becoming politically infeasible: the public
has lost confidence in their possible virtues, the press has been attack
ing them with increasing frequency during the last years, and voters
preferences will eventually scare away politicians who still believe in

~ thelr soundness.

2. Other types of contracts like mixed enterprises,and operating and ma-

nagement contracts are now feasible: the Cerromatoso Nickel project
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is an example of the former, and Carbocol's bidding competition for cen-
tral Cerrejdn is an example of the latter.

3. Many government bureaucrats, especially at the professional (staff) lev-.
el, resenl one basic tenet of the association contract} that CONTROL is
in the hands of the foreign partner during all of the project's phases
(exploration, feasibility studies, impleméntation and exploitation). This
fact was illustrated in Chapter V and the point needs no further elabo-
ration.

L, Finally, there exists a worldwide evolutionary tendency in large scale,
natural resource projects towards the management type of contracts which
imply a sort of open market treatment of technological transfer and ac-
quisition of know-how. In particular, the 1976 nationalization of the
Venezuelan oill industry is a starkly clear example of a manageﬁent con-

tractual arrangement, and it is too close an event for Colombian policy

makers to overlook.
Evolution of natural resource exploitation contracts: The history of natural

resource contracts is related to the degree of control of the state over
those projects: before the creation of Ecopetrol, for example, concession
was Colombia's approach to itsoil industry development. From an economic
point of view, a concession was basically equivalent to selling the country's
reserves up front, without regard to how theywere exploited or what was done
with them, in exchange for a (fixed) stream of revenues which included
royalty payments and taxes. Clearly, only the foreign exchange was of
concern to the government here, and control over the project was left in
private hands. The crea?ion of Ecopetrol and the introduction of association
contracts are inseparable, and correspond to the government's drive toward

assuming more control over the development of those resources. In the case
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of oil exploration, association contracts made sense because of the high

level of risk involved: Iarge investments were needed for exploration. Find-

ing viable oil deposits was like a poker game in which it was imperative,
for countries with limited financial resources, to share the risks of
drilling many "dry holes", and to share the benefits of the few positive
discoveriés, even without contractual arrangements like participation in-
comes.

The idea of a mixed enterprise begins to make sense when the govern-
nent has the institutions necessary for the management of large scale proj-
ects and wants to participate fully in the project's implementation. The
presence of the private partner is then acceptable if the state is not
willing to assume the project's technological and commercial risks by it-
self,

The final step in this evolution comes when the governmment is willing
to assume all the risks involved in the venture, be it because those risks
are low or because the country is in a position to bear them fiﬁéﬁéially.
Operating and management contracts then become viable because they involve
the following procedures:

1. The state enterprise assumes all exploration, implementation, and com-
mercial risks, and should therefore receive all the potential benefits
accruing from the project (for example those due to higher prices).

2. The project's phases are kept under full control of the state enter-
prise and each phase may be contracted with a private operator when it
is not in the state's interest to build the operating organizations re-
quired (take,for example, hiring Morrison-Knudsen directly to build the
necessary infrastructure.)

3. Management contracts (or hiring of external consultants) may be used if
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the state does not have the required managexrial cadres or if it needs
expert advice on particular aspects of the project (e.g. international
marketing. )

L. Operating and management contracts could be awarded under a variety of
contractual arrangements like fixed fees, cost-plus contracts, percentage
of revenues and others, which are widely used in industrialized countries

for all types of large scale, multisector projects.

Viewed under this light, El1 Cerrejdn association contract has the
operational characteristics of a concession; but it is in its risk sharing
aspects more akin to an operating contract. But there is one additional,
though crucial,difference: the association contract spans all of the proj-
ect's phases from start to finish, not one particular phase. Association
contracts have been used by Ecopetrol for twenty years, but this does not
mean they are applicable to coal exploitation today. When the contract was

“signed in 1976, Colombia did not possess the technology or the management
capabilities required; but it is now in a position to acquire those capa-
bilities. Carbocol only has to become acquainted with the technology which
is not in itself very complex.

An association contract would not be feasible today. But since the
Carbocol-Intercor contract is already in force, the question is: will it be
manageable until 20087 This depends now on the ability of its managers to

V4
apply it, and maintain support for the contract.

Is the association contract fair in its risk sharing characteristics?

Chapter IV studied the economic aspects of the Carbocol-Intercor as-
sociation contract. It was found that the opposition was wrong in arguing

that the distribution of benefits would be 80% for Exxon and 20% for Carbocol,
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The real distribution will probably be the opposite, if Exxon's coal price
estimates are correct. The real problem with this contract lies in the dis-
tribution of the project's risks: Colombia is in fact assuming all the com-,
mercial risks of the project (related to coal price variations) because
Exxon receives a guaranteed 35 percent return on its investiment, in return
for a guaranteed level of royalties which only decrease the available part-
icipation income. Intercor will share with Carbocol the operational risks
of the project (embodied in operating cost variations) but gets in return
full control over the implementation and extraction phases of the project.
Moreover, any non-extreme variations in costs will not reduce Intercor's
profits, but only the participation income available for distribution. In-

tercor bore the exploration risks of this project, but the corresponding

inveétment will also give an accumulated 35% return to Intercor. The dis-

tribution of participation incomes is defined in such a way that Intercor

will get a very large proportion of them, and sooner than Carbocol, within
the probable price range of international coal prices. Only if coal prices
fall down to ridiculous levels will Intercor be deprived of its guaranteed
35% ROI. Furthermore, the contract includes clauses that allow Intercor to
withdraw at any time from the project, while Carbocol cannot do this short
of straightfomard nationalization(with all the legal and diplomatic pro-

blems that this would entail.)

The association contract is in fact a cost-plus operating contract
with a large plus (35% ROI) and the right to participate in the benefits
accruing from any vpositive variations in international coal prices in a
preferencial way over Carbocol., Operationally, the association contract has
most of the characteristics of a straightfoward concession because the proj-

ect's management and control are fully in the hands of Intercor. The execu-
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cutive committee (made up of one representative of each company) is the only
elcment characteristic of a mixed—enterprise.

It is my view that the country would be much better off with a straight-
forward operating contract (cost-plus or fixed fee) in a business which has
relatively little technological or operating risk, and assuming all commer-
cial risks, while keeping all of the project's potential benefits. I should
mention that this problem of risk sharing is not unique to developing coun-
tries or natural resource development projects. The US government encounters
the same difficulties and faces the same choices, in high technology ven-
tures (for example in the area of Defense) or in new energy projects (for
examﬁle in the area of synthetic fuels). - * Future development con-
tracts will, I think, be awarded in the form of operating contracts, or
structured around mixed enterprises, depending on the degree of technology,
exploration, operation and commercialization risks involved. This also means
that the state enterprises should move to develop adequate PROJECT MANAGE-
MENT know-how, and that multinational o0il companies should move towards of-
fering straightforward operating capabilities, selling technology and manage

ment know-how in what should amount to future open market transactions.
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VII.3 Application of the contract

Chapter V analyzed the problems involved in applying the "rules of
conduct" set by the association contract to actual decision making in two
independent organizations which respond to very different environments. Chap
ters IV and VI showed how the economics of the contract give different, and
at times opposing, incentives to the two partners, further complicating the
decision making process. Section 2 of this Chapter explained my reasons to
think that association is no longer appropriate for this kind of project.
The Colombian government, however, has decided to go ahead with the contract,
in view of the urgency of the project. The problems faced now lie in the
great difficulty to interpret some of its clauses. This increases the pos-
sibilities for misunderstandings and disagreements to appear between the
partners. An important element for success related to the application of the

contract is the degree of flexibility provided by the contract to ensure a

coordinated and mutually beneficial decision making process.

"Legalistic" versus "Spirit of the contract"approaches

Intercor's managers raised the issue of contract application during
the January 1981 interviews in relation to the poor performance achieved in
smoothing the decision making process between the two organizations.Their
opinion is that the contract is complicated due to legal problems involved
in government contracts. This probably happens in many countries and with
many multisector projects.They further assert that the INTENTION of the
contract is more important than its LETTEﬁ:

"The contract will be effective as long as it rests at the
bottom of the partners' drawers.™ (4)

In reality, however, the Colombian legal and political systems impose
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upon Carbocol the necessity to “stick to the letter of the contract." This
is exactly what happened with Carbocol's September 1980 declaration of com-
mercial feasibility, and this is probably the way Carbocol's performance is
going to be judged by govermment auditors all the way. Intercor's managers
see this problem as a very important barrier to the project's future suc-
cess, and they find it critical for El Cerrején's success that Carbocol a-
chieve some degree of decision making autonomy vis 3 vis the rest of the gov
ernment. They expect this to happen with time as Carbocol grows into a full-
fledged, stable organization, especially in response to its plans for the
development of El Cerrejdn's central area:

“Carbocol.will thus be fortified; the joint decision making

process should then become smoother, as happened with Eco-

petrol twenty years ago."(5)

Carbocol's managers hold somewhat different opinions on this subject.
Present plans contemplate the duplication of Carbocol's personnel in the
short run but the main objective seems to be to avoid the growth of a com-
plete bureaucracy like Ecopetrol. In relation to the high-level relation-
ships between the partners, Carbocol's managers agree with the necessity of
"“having confidence in the partners' intentions", but are quick to add "as
long as decisions are made in strict accordance with the contract." The
fact that the contract is not clear and precise may give Intercor more am-
plitude for negotiation, but it makes Carbocol's job more difficult, as was
shown in Chapter V:

“Some adaptation will be necessary, because some clauses

are very restrictive and inhibit the proper functicning

of the association. The contract provides some sort of an

envelope, and our (Carbocol's) job is to maximize our de-

cision making effectiveness within the envelope."(6)

This will have to be done through the Executlve Committee created by

the contract to make all important decisions regarding the project, which
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includes one representative of each partner (probably their top managers).
Both organizations expect to avoid the use of the arbitration procedures
stipulated in fhe contract in case of a disagreement, but this may become
difficult, given the inherent contradictory economic incentives of the con-
tract. Both partners already expect serious problems in decisions regarding:
1. The setting of production levels.

2. The setting of transpertation fees, which will affect not only the royal
ties paid but also the use of the project's infrastructure by third par-
ties (in this case, Carbocol itself with its central area developments. )

However, Carbocol's managers feel confident that arbitration will never be

needed:

"Carbocol cannot be so exacting as to lose its private part-
ner by making it operate at a loss. But Carbocol will keep
absolute control over things like production levels. Exxon
has too many interests in Colombia, and the possibility of
expropriation should keep them in check. It is of utmost
importance for them to maintain very good working relation-
ships within the executive committe and they will behave
accordingly.”™ (7)

They further respond to the criticisms made about letting Carbocol's
hands be tied through the declaration of commercial feasibility as follows:

"The August 1980 decision to go ahead with the project was
not, and should not in any case be,taken by an autonomous
Carbocol: it was made by CONPES. Furthermore, Carbocol's
board of directors is the government: Treasury, Mines and
Energy, Ecopetrol, IFI, and the Banco de la Repiblica all
have seats in it. Do not be so naive as to think that the
government does not know what it is doing. You have to
understand this: Carbocol is only the entity which EXECUTES
the government's policies with respect to coal: TRUE:
CONPES decides on Carbocol's cbjectives. FALSE: Carbocol
forces decison making within the government,™ (8)

Another key problem is, in my view, the discontinuity of top manage-
ment, characteristic of the Colombian political system. Although project

»,

managefs with different capabilities may be needed for different stages of

rl

TR
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the project, the timing of those changes is certainly unrelated to the
country's political and electoral cycles. The appointment of a new top man-
ager for Carbocol only weeks before a turning point such as the declaration:
of commercial feasibility, shows how disastrous this lack of continuity may
be, regardless of the abilities of the new incumbent. This is critical not
only because an enterprise such as Carbocol éannot perform its assignments
effectively, but also because any néw management will always have to go
back to the LETTER of the contract before it can proceed with decision ma-
king. This may be a good way to ensure that the contract is performed as
“established", but the danger will always exist that it be interpreted dif-

ferently by new managements because of its complicated legal language.
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VII.4. Organizational striuctures and project management

The adaptive capacity of the organizations involved in this project
is a key element of its future success. Chapter V showed that Carbocol's
organization did not change significantly from the time when the contract
was signed in 1976 until the 1980 declaratioﬁ of commercial feasibility. It
was then totally unprepared to deal with the economics of the project as
they were presented in Intercor's Design Basis Memorandum (DBM). The atten-
tion of most of its staff was devoted to the exploration cf Central Cerrején.
Parsons-Brickenhof was hired too late to be useful in evaluating Intercor's
proposal, and Carbocol was forced tc return to the letter of the contract in
answering the proposal.

Intercor's organization, on the other hand, had grown rapidly, but not
enough to handle both the responsibilities of operator and half-owner, and
also its role as a source of technology and know-how for Carbocol. This was
the cause of the alienation felt by Carbocol's staff towards the project's
implementation, precipitating the resignations which will undoubtedly affect
the project's future in important ways. In relation to exploratory work and
to preparation of the mining and infrastructural plan, Intercor relied heavi
ly on Exxon's expertise and on outside consultants (for example Morrison-
Knudsen), but was mainly geared toward thc oreparation and presentation of
the July 1980 declaration. Intercor failed to detect the effects of its
lack of '"coaching'™ Carbocol through the preparation of the Design Basis
Memorandum. The importance of maintaining close working relationships with
Carbocol was repeatedly mentioned by both partners in the January 1981 in-

terviews.
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Carbocols multiple objectives and decision making levels

Carbocol's executives feel that part of the solution lies in the

separation of responsibilities, and they are proposing to reorganize the

state enterprise into two basic areas, one to control Intercor's activities
in northern Cerrejdn, and another to take care of all other activities (tor
example the development of central Cerre’én). This proposed structure is

shown in Exhibit VII-1. It can only be hoped that this separation of respon

sibilities will provide Carbocol with the means for achieving an acceptable

degree of communication with Intercor, which is a basic prerequisite for

control. This will become ever more difficult because project management is

being further removed from Carbocol's direct supervision: before, Carbocol
was supposed to supervise Intercor. Now, Carbocol must supervise Morrison-

Knudsen through Intercor. Management discontinuity only increases the prob-

lems which could only be solved by making Carbocol a "politics proof" de-

cision making apparatus. This is what Intercor seems to be counting on, but
is unworkable in my view. The solution to this problem would be achieved if

Carbocol's organization takes into account the multiple objectives which it

must achieve, and their corresponding levels of decision making:

1, Policy objectives: from this point of view Carbocol must be geared toward
the RAPID IMPLEMENTATION of the project. To this end, it needs a rela-
tively small professional staff ready to help in short term policy de-
cisions like those involved in the declaration of commercial feasibility,
This staff should be very familiur with the basic economic character—
istics of the contracf (at the very least those explored in Chapfers v
and‘VI),and very familiar with the National Integration Plan (PIN). Most

importantly, they should be ready tc represent Carbocol's negotiating

position vis 3 vis Intercor. For example, future production levels do



Exhibit VII-1 CARBOCOL'S NEW PROPOSED ORGANIZATION
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not need to be decided upon immediately especially if sales contracts can
be signed in the future with better prices, but a final and clear decision
should have been made already regarding PRODUCTION CAPACITY, which will
irrevocably affect the levels of investment needed initially (and there-
fore the partner's shares in the project.)

2. Long run objectives: Carbocol must evolve into an organization capable
of handling projects very similar to the present venture with one basic
difference: it must be geared toward operating contracts or mixed enter-
prise ventures, if it is assumed that association contracts will not be
feasible in the future. As a consequence, Carbocol should learn to do
what Intercor is doing right now. Carbocol's answer to this proposition
could be: “This is what we are doing in Central Cerrején!" I believe it
ié too soon for Carbocol to embark on another large project right now,
until it has the experience and the human/technological resources to do
so. I think it is a mistake to believe that Carbocol will be able to se-
cure those resources, especially when it would have to compete with In-
tercor to do it (Intercor alone has enough trcuble hiring the required
personnel). Moreover, the Northern Cerrejdn's deposits are ample enough
to assure supplies for all possible medium term needs of the country
(Carbocol's initial share of production will surpass the country's total

present supply. )

I believe that Carbocol's present management should concentrate on
ensuring an adequate transfer of technology from the foreign partner through

increased participation of its staff in all of Intercor's (and Morrison-

Knudsen's) activities, at least until conal extraction becomes a reality and
the mine 's operations stabilize into a predictable routine. Transfer of tech-

nology is the key issue here, and this needs to be done through the sharing
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of information and through close cooperation between the two organizations.
An interesting idea was mentioned by Carbocol's managers during the January
1981 interviews: A subcommittee mechanism which would ensure a CroSS—COni—
pany team approach to all the activities that Intercor has been performing
on its own,presenting only short, final progress reports to Carbocol :
"The mechanism of subcommittees is expeéted to help in the
control of the joint venture's activities: Carbocol's em-
ployee would participate from start to finish in any ac-
tivity performed by Intercor; for example, from the open-
ing of a bidding competition to the final signature of a
subcontract. In this way, Carbocol will know all the de-
tails of each activity before its results are taken to the
executive committeee for final approval. Carbocol's top ma-
nagement will then be adequately advised on all decisions,
and will know that Carbocol's staff STANDS BEHIND THOSE
DECISIONS." (9)
This approach should also ensure, as the comments above imply, that the 1980
events will not be repeated in the future, and that Carbocol will hopefully
be ready to make decisions concerning the project with more and better in-

formation. In the long run, Carbocol's personnel should also be more pre-

pared to deal with its assigned functions of control and auditing,

Intercor: a duval-purpose organization

One could possibly think that the recommendations above would be det-

rimental to Intercor, if they were implemented, but I do not think this is
the case. The January 1981 interviews point to several common areas for
concern, and suggest similar solutions. Intercor will have toc deal with one
important characteristic of the contract: that Intercor is supposed to be
both an owner and the operator in this project.

As an owner, Intercor should represent Exxon's NEGOTIATING POSITION
vis 3 vis Carbocol, particularly in itévdealings with the executive commit-

tee. In these conditions, an "open doors" policy cannot be expected from
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Intercor's top management when negotiating important decisions like pro-

duction ievels (which affect, through investment, the partners’' shafes in

the project). As an operator, However, Intercor must submit to the executive
committee's decisions, and must implement them promptly and faithfully,

According to the contract, the operator is in obligation to supply Carbocol

with complete information on its activities at every point in time. This

situation creates a contradiction which is not easy to resolve: the respon-
sibilities for the project's execution are in the same hands as the negoti-
ating responsibilities. Intercor's managers are well aware of this problem,
and many of their comments were directed to this issue:

"From a legal point of view, owner and operator are the same

entity, although the contract specifies the contrary. In prac-

tice, we are trying to achieve a clear differentiation between

the two, because otherwise severe problems could develop that may

hinder the association. From the operator's point of view,

Carbocol must be kept permanently informed about what is being

done in Intercor, to avoid things like having to study the

DBM's eight volumes in sixty days (as happened in July 1980)."(10)

The 1980 events made clear that good communication between top mana-
gers of the two organizations (through the executive committee) is not
enough to ensure a smooth functioning of the association. The challenge lies
in ensuriﬁg a good inter-organizational coordination of activities at all
levels. A strategy for achieving this coordination was discussed during the

1981 interviews, and it involves the following points;

1. Maintaining good relationships with Carhocol at the executive commitiee
levelf it will be very important to ensure consensus, and to avoid the
use of the arbitration procedures provided by the contract. Those re-
lationships have been good until now, and the managers from both compa-
nies see no reason why this staée of affairs should change, One thing

which could work against this is the fact that Carbocol's administrators

‘are being continually changed:
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"Political interferences in state enterprises have always
been problematic, but Exxon's long experience in Colombia
shows that we can deal with this problem successfully." (11)

2. Increasing Carbocol's staff participation in the operator's activities:

although the idea of subcommittees was not mentioned, Intercor's mana-
gers envision Carbocol's future organization as similar, or parallel, to
Intercor's. We saw that this may not be the best solution for Carbocol,
but some degree of parallelism will have to exist if coordination is to
be achieved.
Increasing cooperation and avoiding competition between the two companies:
to this end, an "open doors™ policy should be maintained during the proj
ect's implementation, and project-related information should be shared
without restrictions. Carbocol's managers also seem confident that this
operating mode can be achieved:

"Before, Carbocol and Intercor were totally separate organ-

izations, and the only contact took place between the top

managers. In the future, there will be close contact between

the two. The problem is that Intercor has an operating dis-

cretion that Carbocol cannot have, the former being a pri-

vate concern while the latter is a government owned enter-

prise. Legal controls are a reality that Intercor will have

to accept, even if it is not used to this state of affairs.

In return, we shall have to achieve an acceptable level of

effectiveness within the limits imposed upoin us by the po-
litical and legal environment." (12)

In conclusion, it appears that a greater organizational similarity

must exist beiween Carbocol and Intercor in order for the inter-company de-

cision making processes to be fruitful. Intercor must implement an "open

doors" policy in its dealings with Carbocol. This should facilitate cooper-

ation, avoid competition and misunderstandings, and allow an acceptable rate

of technology transfer between the partners. Carbocol's increased know-how

should, in turn, further facilitate communications between the two entities,

increasing considerably the project's chances for success, Building support
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for the project from within is the key underlying concept here, for In-

tercor. Participation is the way to coopt Carbocol's staff, and increase

their support for the project. Finding the means to achieve control over the

project's implementation is the key concept for Carbocol. Participation in
the operator's activities is again the way to increase the staff's capabili-
ties in project management, to improve management's information about every
facet of the project, and to allow well informed decisions relative to criti
cal aspects of the project. If participation is not increased, Carbocol's
control over the project investments and costs will be very thin, with the

resulting stress on the relationships between the partners.
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VII.5. Key elements for the success of E1l Cerrejdn project

Exhibit VII-2 shows the factors which in my view will be critical in
successfully addressing the problem areas on which the study has focused.
These success elements can be classified into five categories according
to the degrees of freedom that the partners ﬁave in using them:

1. DEFINITION OF OBJECTIVES: The project is a response to different long-
term strategies set by the Colcmbian government on the one hand and Exxon
on the other. The objectives of the partners, however, are not fixed in
nature, and they can change with time, under pressures created by the

soclopolitical and economic environments. Therefore, the degree of sta-

bility of the partners' objectives over time is an important success
variable. If the partners' objectives are fairly stable over time (e.s.
if no severe economic or political disruptions occur during the life of
the project), then the contractual arrangements should provide a stable
project environment in which the partners can resolve differences of op-
inion through the procedures set by the contract for its applicaticn. If
severe changes in circumstances occur (as was the case with the 1973 oil
embargo), then the project environment tends to become hostile or detri-
mental to one of the partners (as occurred with Peabody Company's 1972
contract with Cerrecarbdn and IFI). In the latter case, project support
is bound to disappear, regardless of the skill of its managers or the
power of its supporters.

2. CONTRACTUAL ARRANGEMENTS: These refer to the operationalization of the
partners' objectives, and have one important characteristic; they are
fixed in legal terms, and cannot be changed in response to changes in

objectives, unless this is done through extraordinary measures (such as
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withdrawal or nationalization). Therefore, the degree of focus achieved

by the contract in addressing the partners' objectives and in reconciling
divergences of interest is a key variable.This focusing relates to the

desirability of an association contract as opposed to other possible le-

gal arrangements. For example, we saw in Chapter IIT that a concession
contract could have been signed by Carbocol in 1976, or a mixed enter-
prise could have been created for the development of EL Cerrejon's coal

deposits. This focusing element also relates to the inherent fairness of

the contract in terms of the distribution of project revenues, costs and
risks, independently from the legal procedues used to create the Joint
venture. For example, Chapter IV analyzed the characteristics of the 1976
Carbocol-Intercor contract in those terms, finding several important
sources of potential conflict.

APPLICATION OF THE CONTRACT: The two problem areas above pertain to what
may be called the pre-project feasibility analysis that should be perfor-
med before the signature of any development contract. In the case of El
Cerrején, they corresponded to the exploration phase of the project for
both Peabody's and Intercor's contracts. There was,however, one great
difference between the two contracts: Peabody's contract included a“re-
negotiation clause" that could be used at the end of the exploration
phase, while Intercor's contract only included a "declaration of commer-
cial feasibility" clause to be called upon at the end of that initial
phase. It is probable that the project would be very different today if
Intercor's contract included a renegotiation clause. Be that as it may,
the partners' objectives and the contractual arrangements are two long
term, relatively stable characteristics of the projec:. They create a

new “project environment™ in the form of rules for the conduct of the
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joint v..- o ce. Witni this environment, some degree of freedom can be
exerciséi py the yafiners in making decisions regarding project develop-
Lzl o aluavs subject 1o the basic rules spelled out in the contract.

<ot important success factor here is the degree of contractual

fl. - . il:, 1o accoiodate possible changes in the partners' long term
'3 sioLi Sy ouéétives. Flexibility refers here to each partner's

“ vy Y man pro ject-related decisions that address its own objec-

-

et O e, Jesm Intercor unilaterally decide to increase coal

i otw responot Lo improved market conditions ? Or can Carbocol

saucdntlt ley decide to decrease coal exports in response to an "over-

Caleanodt ance of payments' position ? Flexibility also refers here to

Whe oxe QJ;dh.gfbvided for the resolution of conflicts of interest re-

ramAis 1w manngement of the project. The solution of a conflict like

che Gi: o ¥ vied aiove would be an example of this flexibility, and con-

.- tiels wSUitas these may appear at all times during the life of the proj-

eCt.
ORGAN. . [i(.:4, STRUCTURES: The organizations involved in a large scale

projr t such as El Cerrejdn are bound to change as the project moves

s

irom oo prastc to the next, Therefore, an important success factor is the

degiee gi'Qdapgive capacity on the part of the enterprises involved in

"+ the joir* . nture, to the project's environment and operational charact-

eristics ’daptation refers here to the capacity and effectiveness of the

~‘rgnnijﬁﬁfﬂn:,involved to change their structure and develop their human

ani techrylogical resources in response to the partners' changing ob-

N

'jeFLIW£§iFJEA“r continually charging project environment, and to the

=

-

Opermtiszml ¢ alleages encountered during the project's implementation,

'is-wﬂiusn$ple of .. adaptive capacity for structural change, Chapter V
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partly explained the 1980 events in terms of Carbocol's inability to
adapt, during the exploratory phase of the project, to the coming decla-
ration of commercial feasibility, and to the implementation phase of the
project.

PROJECT MANAGEMENT AND IMPLEMENTATION: A final important success ingre-

dient deals with the project's day to—day'operations: the degree of con-

trol that the partners can exert over those day-to-day operations in-
dicates their capacity to ensure that their objectives are met in the
long run, and that the contract is respected in the short run. Degree of

control refers here to the control procedures defined by the cortract, to

the inherent controllability of the project's main operational aspects,

and to each partner's effective control capacity (which is in part a

function of its organizational capabilities). An example of control
procedures would be the accounting rules established for the mai:itenance
of the partners' participation accounts in the project. An example of a
controllable aspect of the project is the production level agreed upon
for a specific year (as opposed to international coal price, which is
essentlially a non-controllable aspect). For example, Intercor, as the
operator, can be expected to exert more control over the project's oper-
ating costs, although the two owners (Carboccl and Intercor) have equal

nominal control over them through the executive committee

Exhibit VII-3 shows the complete framework proposed: it includes the

problem areas identified, and the different environments that may in-

fluence the project's course. What has been done is to identify the proj-

ect's critical successelementsin terms of their RELATTIONSHIPS with the proJj

ect's environments and problem areas. The arrows in Exhibit VII?B indicate
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PRECEDENCE or CAUSALITY between the different elements.

This framework can be applied to the evaluation of large scale,tirans-
national, public/private joint ventures, especially in cases where long
term natural resource development contracts are performed. The framework
addresses the transnational quality of such projects by making explicit how
. different political and economic environments can affect partners' objecti-
ves, and through them, the desirability of the project. The framework also
addresses the multisector characteristics of such projects by making expli-
cit how different legal and organizational environments can affect their
conduct. The framework finally addresses the large scale nature of such pro
Jjects by identifying the major problem areas to be considered, and by recog
nizing their basic interrelatedness, and the relationships between them and
their environments.

The inherent economic value of such projects is a necessary but not
sufficient condition for success. There should exist no such independent
things as "economic evaluation', "social evaluation", and "political assess
ment" of a large scale project. A correct evaluation must include all of
the above, and most importantly, take into account their fundamental rela-

tionships.



236,

A1ToedEO TOI%
U0D BATIO8FFH

QOHvMPQmEMHQEH SONTLLAS
¢ pmwwwowmmz /~ 308foxd 3o TYNOILVZINYDHO
j \£3 TTTQRTTOX3UOY
SaInpacoid
LoD 1UsUdOToASD
b bagleSEN
SaIn3onI3s
TEBUOT}BZTURSI) mwcmao LNHRNCHT ANH
X TBINGONILS TVodT
10BI3UO0D \\A\wimc0ﬂwﬂooﬁ ut
oy3 JO \_ Kwouoiny
uor3EoTTddy UoT3N10Say
A:::::l:::::::;AMH» FOTTIUOD
LNIKNOHTANE
;\\\\\\\1\\\\\!!AMH=mmmcnﬂma= OIWONODE
37UsWeBURITY 39'I3U0D
LEN3OBIIHOD UOT3eL00Sse H
1 F3eT
SoAT100(q0 JO Jo £31T19RITSS .

_— UOT3BTTTOUOO3Y INHWNOYTANE
mm>ﬁﬁmmnpo - A\l\ll\l\\\ S8AT3091Q0 TVOILITOd OIDOS
JUSUUISAOY) wmmﬂwwmwwo Jo £3TTTQ®3S

[}
IETALOTOD 1x.ddng qo8fo0xg
1 SLNHNNOYT ANH

SVANY WAIEOMd ANV ‘SHOIOVA SSEDONS TVOILLIHD ‘SINTANOMIANE NEAMIEH SJIHSNOILVIHY fC-IIA FTATUXH




(1)
(2)
(3)
(%)
(5)
(6)
(7)
(8)
(9)

January
January
January
January
January
January
January
Ibid.

January

(10) January

(11) Ivid.

(12) January

1981
1981
1981
1981
1981
1981

1981

1981
1981

1981

REFERENCES: CHAPTER VII

inlerview:

interview:

interview:

interview:

interview:

interview:

interview:

interview:

interview:

interview:

Ramdn de LaTorre, Intercol, Bogotd.
Roberto Posada, Intercor, Bogotd.
Herndn Echavarrla 0., Bogotd.
Roberto Posada, Intercor, Bogotd.
Roberto Posada , Intercor, Bogotd.
Ricardo Cucaldn, Carbocol, Bogotd.

Fernando Copete S., Carbocol, Bogotd.

Ricardo Cucaldn, Carbocol, Bogotd.

Roberto Posada, Intercor, Bogotd.

Ricardo Cucaldn, Carbocol, Bogota.



