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The energy transition strategies of international oil companies have come under increased
scrutiny from investors and the media as countries across the globe grapple with targets to
reduce greenhouse gas emissions.' It is unclear if national oil companies (NOCs) are going to
feel the same pressure given their government-majority ownership and, if so, how they will
adjust their business models.

This commentary explores recent moves by Colombian national oil company Ecopetrol to
adapt to the energy transition, especially its bid to acquire a majority stake in Interconexion
Eléctrica SA (ISA), an electricity transmission company, for 14.2 trillion Colombian pesos
(equal to about $3.6 billion).?

The proposed acquisition was met with mixed reactions, with some critics suggesting it
was an opportunistic move on the part of the Colombian government (which has a majority
interest in both companies) to book some revenues and reduce the ballooning fiscal deficit.
But rather than analyzing its fiscal merits, this piece analyzes the potential transaction from
the viewpoint of Ecopetrol and whether there are lessons from the deal for other NOCs
navigating the energy transition.

This commentary begins with a brief background on both companies and the potential benefits
for Ecopetrol in pursuing a path that is different relative to what some other oil companies

are doing in order to adjust their business models. Ecopetrol faces specific as well as regional
challenges that make transition strategies used by the European oil companies less attractive.

The piece then discusses how, if part of the goal of the acquisition is to accelerate Ecopetrol’s
energy transition and to add shareholder value, a number of complementary actions should
be taken to help with the governance aspect of this acquisition while at the same time
strengthening Ecopetrol’s pledge to become net zero by 2050. For example, in arranging
financing, Ecopetrol could explore issuing an environmental, social, and governance (ESG)
bond where the proceeds are earmarked for the purchase of ISA, which is already a net-

zero company. In addition, the coupon rate could be linked to specific emissions reductions
on Ecopetrol’s oil and gas activities. Tying these targets to the coupon rate could be seen

as a credible mechanism to ensure that the company will comply with its ambitious climate
goals. In addition, we propose that Ecopetrol maintain ISA’s current governance structure
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unmodified and preserve its operational independence. This would allow ISA to benefit
from its investment grade status (which Ecopetrol does not enjoy) and continue to deploy
its capital expenditures (CapEx) plan geared toward investing in Latin America’s electricity
sector without interference.

To conclude, this transaction by itself does not guarantee a successful energy transition

for Ecopetrol’s core business. If Ecopetrol’s goal is to diversify its portfolio of activities and
reduce its carbon footprint, then it should ensure the sum of the two companies results in
synergies that reduce emissions beyond what each one of them can achieve individually. This
is not a guaranteed outcome but one that will depend on how ISA performs under Ecopetrol’s
ownership, the extent to which this transaction brings new opportunities in the renewable
energy space, and how the revenues derived from this acquisition help to finance the
decarbonization of Ecopetrol.

Background

Ecopetrol is a publicly traded national oil company and the largest company in Colombia by
market capitalization.®> While the Colombian government is the majority stockholder, Ecopetrol
has been a publicly listed company in the Colombian Stock Exchange since 2007 and in the
New York Stock Exchange since 2008. Currently 11.5 percent of its stock is held by private
investors both locally and abroad.

Ecopetrol reported an aggregate oil and gas production of about 700,000 barrels of oil
equivalent per day in 2020.4 The company accounts for around 60 percent of Colombia’s
760,000 barrels per day (b/d) oil production and 70 percent of the country’s gas production
of about 2 billion cubic feet per day.® Ecopetrol is an integrated oil and gas national company
with presence both in midstream and downstream, which includes two refineries with a
combined refining capacity of about 400,000 b/d, about 9,000 kilometers (km) of oil and gas
pipelines, storage, and ports from which it exported around 430,000 b/d in both crude and
products in 2020.° Its operations also include petrochemicals, a biofuel plant, and 53 electric
self-generation centers with 1,300 MW in generation capacity.”

Ecopetrol announced in February 2021 a nonbinding bid to acquire the 51.4 percent stake
held by the Colombian government in Interconexién Eléctrica SA, Colombia’s power grid
operator and the largest power transmission company in Latin America. On August 2,
Ecopetrol announced that it was moving to a binding agreement for the majority acquisition
of ISA’s stock.® ISA owns and operates high transmission networks in six countries, including
Colombia, Peru, Brazil, and Chile.®

ISA derived 85.6 percent of its EBITDA (earnings before interest, taxes, depreciation, and
amortization) from its electricity transmission business in Latin America with 65,612 km and
114,017 megavolt amperes (MVA) of transmission infrastructure (with a further 6.529 km and
15.603 MVA of transmission infrastructure under construction) as of 2020.° ISA also operates
roads and telecom in the region as part of a revenue diversification strategy to mitigate risk in
a highly regulated sector. The company’s revenue structure is also regionally diversified with
77 percent of its EBITDA generated outside of Colombia in 2020."
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ISA holds around 70 percent of Colombia’s and Peru’s transmission sector, 33 percent of
Brazil’s,”” and 12 percent of Chile’s with concessions averaging 25 years and in perpetuity

in Chile and Colombia.® ISA is the largest transmission company in Brazil with a presence

in 17 different states, supplying about 95 percent of power transmission in the state of S&o
Paulo, the industrial heartland of the country.* The company also has experience with cross
border interconnections (Colombia-Ecuador and Ecuador-Peru) and has been proposing the
Colombia-Panama electricity interconnection for years without success.”® These experiences
will be key to the future of energy transition in Latin America, which will benefit from greater
energy integration.

Local analysts and the markets viewed Ecopetrol’s potential acquisition of the 51.4
percent of ISA owned by the Colombian government as driven by the Colombian finance
ministry’s need to expeditiously raise cash to cover some of the expenses associated with
the Covid-19 debacle.’® Selling a state-owned enterprise (SOE) to another SOE through an
interadministrative agreement is seen by some as a shortcut to avoid a more open (and
complex) bidding process required by law for privatizations.”

The final details of the transaction were released on August 12, 2021 and indicate that
Ecopetrol is to buy the government’s controlling share in ISA for 14.2 trillion Colombian pesos
($3.6 billion).™®

Concerns about the relationship between the state of Colombia’s fiscal situation and the
Ecopetrol deal are understandable. The government’s deficit is expected to be 10 percent of
gross domestic product (GDP) in 2021, which will increase public debt to 67 percent of GDP
in 2021 from 50 percent of GDP in 2019. To generate some additional revenue and reduce
this year’s deficit to 8.6 percent of GDP (instead of 10 percent of GDP), the government has
promoted ISA’s acquisition by Ecopetrol. From a fiscal accounting perspective, SOEs are
not part of the national government, so this is a way of transferring cash from Ecopetrol to
the national government, helping it to reduce its very large deficit. However, despite this
announcement, both Standard and Poor’s and Fitch downgraded the Colombia’s sovereign
bonds to a BB+ rating, below investment-grade status, in the first half of 2021 on deteriorating
fiscal metrics.”®

Still, regardless of its fiscal implications, the transaction has some potential for change for
Ecopetrol, especially given that the ISA deal would diversify Ecopetrol’s revenues into non-
carbon emitting activities as it pledges to become net zero by 2050.2°

Ecopetrol’s potential acquisition of ISA could be seen as a bet on the need for significant
investments in infrastructure centered on power transmission and storage resulting from the
energy transition. While uncertain at this point, the scenario portrayed by the International
Energy Agency in its recent Net Zero by 2050 report foresees a surge in the expansion and
modernization of electricity networks with “annual investment rising from US$260 billion on
average in recent years to around US$800 billion annually by 2030 and remaining at that
level throughout 2050.”7?" Expanding and improving the grid is essential for the deployment
of green energy projects and to increase the reliability of energy systems.?> Not only is the
increase in electricity demand expected to require further expansions in power transmission,?
but the increase in the share of renewables in the energy matrix—which relies on projects that
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are more dispersed geographically and smaller in scale than the existing large dams—is likely
to require significant expansion of the grid.>*

In a future of potential stranded oil assets and a growing share of renewables in the energy
matrix, investing in power transmission infrastructure could be an interesting energy transition
strategy that might be adapted to the realities of Ecopetrol’s environment: it leverages
Colombia’s potential as an energy-rich (but not oil-rich) country through a sector that will
dominate how the energy of the future will be delivered. At 7.1 years of production in 2020,
Colombia has one of the lowest oil reserves to production ratios of the major oil producing
countries in the Western Hemisphere, according to BP’s Statistical Review of World Energy.?>
From the viewpoint of Ecopetrol’s minority shareholders, the transaction can hedge the
expected decline in oil and gas production resulting from the very low levels of reserves.

Although investors in the region have to cope with political risk,?6 ISA is present in countries
with favorable track records in the implementation of electricity reforms. These countries
have put into place institutional and regulatory frameworks conducive to significant increases
in private investments in the sector and have undertaken a growing number of clean energy
auctions since 2015.7

The key to the success of this acquisition for Ecopetrol might rely on keeping ISA—which

is already net zero—as an independent and autonomous company.?® ISA has a better credit
rating than Ecopetrol due to the diversity of its operations in investment grade countries like
Chile and Peru. It also has enough cash generation capacity to fund a solid business plan.?®
The risk is that Ecopetrol—under pressure due to the decline in its oil and gas production—
uses that cash to prioritize investments in fossil fuels. The potential acquisition of ISA should
not necessarily be seen as an opportunity for Ecopetrol to fund its core business. On the
contrary, by providing a safe and resilient hedge into the electrification side of the energy
transition, the deal could allow Ecopetrol to accelerate its own decarbonization. Given
Ecopetrol’s leadership position in the oil and gas sector in Colombia, such a decarbonization
plan could create spillover effects into the whole of the hydrocarbon market in the country,
creating decarbonization opportunities beyond Ecopetrol and ISA.

Models for Oil Companies in the Energy Transition

There is not a one-size-fits-all model in the strategies for oil companies to adjust to the
energy transition, and each company faces different pressures based on a number of factors,
including their production mixes, reserve outlooks, and regions where they operate. Some
commentators have been skeptical about Ecopetrol’s acquisition of ISA on the grounds that
this is not how other international oil companies have been crafting their energy transition
plans, some of which are betting on renewables in electricity generation.3°

Ecopetrol might have more incentives than other national oil companies to transform itself
into a more diversified energy company. Almost all of Ecopetrol’s revenues come from
domestic oil and gas production. However, its oil and gas reserves levels are low,* and there is
uncertainty around the political viability of large-scale development of shale resources in the
country, which remains a contested issue.3?

4| ENERGYPOLICY.COLUMBIA.EDU | AUGUST 2021



NATIONAL OIL COMPANIES AND THE ENERGY TRANSITION: ECOPETROL'S ACQUISITION OF AN ELECTRIC TRANSMISSION COMPANY

Other companies appear to be in better condition to adapt to the energy transition,
however. Some independent European oil companies are diversifying away from an oil-
based business model by significantly increasing the share of renewable generation in
their own CapEx at a global scale.?® The crossover of expertise from offshore oil and gas
production into offshore wind generation3* has resulted in some European companies like
Equinor focusing on the latter.3®

ISA brings diversification to Ecopetrol, not only in terms of energy segments, but also in
terms of markets. While Ecopetrol has some experience in renewable generation at home, it
is mainly for its own operations. Absent a fully integrated Latin American electricity market,
Ecopetrol might find it challenging to significantly diversify (let alone substitute) its revenue
base organically with electricity generation within the Colombian market. According to
Colombia’s national accounts, the dollar value of the Colombian electricity sector’s GDP in
2020 was around $6 billion when Ecopetrol’s revenues have averaged around $20 billion per
year in the 2015-2020 period, with 50 percent coming from oil exports.

Also, Latin America is already highly dependent on renewables: 45 percent of the electricity
comes from hydro sources and 15 percent from non-hydro renewables.*® The expansion

into clean generation might offer fewer opportunities relative to the reduction of emissions
in transport, agriculture, and manufacturing. It is in this sense that a power transmission
company brings an interesting business proposition into the energy transition in Latin
America. While solar and wind have seen rapid growth,*” their future expansion hinges on
electricity connectivity. This is where ISA can play a key role as it would be necessary to
expand and build a more resilient grid that will be required to accommodate the needs of a
growing number of geographically dispersed power generation projects and the increased
demand for electricity.3®

Other Potential Benefits for Ecopetrol: The Financial Angle

With a potential ISA acquisition, Ecopetrol would be gaining stability of cash flow. ISA saw a
25.7 percent increase in net income in 2020 (see Figure 1) during one of the worst economic
crises the region had seen in decades due to the pandemic. Ecopetrol’s net income remained
positive in 2020 but fell by more than 80 percent. While Ecopetrol fared better than many
international oil companies (Figure 2), revenues in this industry are very dependent on the
price of oil, which is volatile.

As an electricity transmission company, ISA’s revenues do not depend on the amount of
energy transported. ISA’s revenues are regulated and are based on the availability of the
transmission lines in each country where it operates.*®
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Figure 1: Ecopetrol and ISA net income
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Source: Authors’ estimates based on financial reports from Ecopetrol and ISA and Colombian peso
conversion rates from Bloomberg LP; see note 40 for more information.

Figure 2: Net income (USD per barrel)
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Note: NOCs LatAm include Petrobras, YPF, and PEMEX; NOCs ex. LatAm include Aramco, Rosneft,
Equinor, Petrochina, and PTTEP; International oil companies include ConocoPhillips, Repsol, Hess, Eni,
British Petroleum, Chevron, EXXON, Shell, and Total.

Source: Authors’ estimates based on company information and currency conversion
rates from Bloomberg LP and reporting from Pemex, see note 41 for more information.
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Another potential benefit for Ecopetrol coming out of the ISA transaction could be opening
the door for the national oil company to venture into a new source of financing. This is
particularly relevant now, given the recent decision by S&P and Fitch to downgrade Ecopetrol
to junk status (BB+) in line with Colombia’s sovereign rating while leaving ISA as investment
grade given its regional diversification.*?

ISA has been integrating ESG principles into its business model for some time. Given the
growing appetite in the financial sector for sustainable investments, ISA might provide
additional incentives for Ecopetrol not only to accelerate its energy transition goals, but also
to begin to tap into these growing sources of funding as ESG-linked bonds could potentially
represent a lower cost of financing.*®

Funds that invest in ESG companies have been growing rapidly, rising to $2.3 trillion in the
second quarter of 2021, according to Morningstar.“4 While most of these funds have gone toward
companies in advanced economies, emerging markets are also attracting investor interest.

ISA has been capitalizing on the ESG financing trend. In 2020, it became the first non-financial
corporation in Colombia and Peru, the first power company in Brazil, and the first transmission
company in Latin America to issue green bonds.*®

Recent news reports have suggested that Ecopetrol could complete the ISA transaction with a
bond issuance of $1.4 billion in combination with its own cash flow generation.*®

Ecopetrol might have an interesting opportunity if it manages to tap into the ESG bond
market and open the space for other NOCs to do the same.*” Combining the features of a
traditional green bond, where proceeds from the bond are earmarked for the purchase of ISA,
with those of a sustainability-linked bond or the newer concept of a transition bond—with a
variable coupon rate contingent on the company meeting a specific emissions performance
target—could result in a lower yield relative to a conventional bond.

As discussed earlier, Ecopetrol has committed to a net-zero emissions target by 2050. It
unveiled a plan to reduce its scope 1 and 2 emissions by 25 percent by 2030 and to meet a
zero-flaring target agreed upon under the World Bank’s zero flare initiative.® These targets
could be part of the performance indicators in a transitional bond.*®

There are some models for Ecopetrol. The first sustainability-linked bond by an emerging
market corporation was issued by Brazilian pulp producer Suzano.®° It will have a 10-year
maturity and embed a 25-basis points coupon step if the company fails to reduce gas
emission intensity by 10.9 percent from a 2015 baseline by 2025. This key performance
indicator will be reviewed by an independent third party, which could potentially give greater
confidence to investors.

ENERGYPOLICY.COLUMBIA.EDU | AUGUST 2021 | 7



NATIONAL OIL COMPANIES AND THE ENERGY TRANSITION: ECOPETROL'S ACQUISITION OF AN ELECTRIC TRANSMISSION COMPANY

Figure 3: ESG debt issuance
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Keeping ISA’s Independence

With the issuance of an ESG bond, Ecopetrol could implicitly commit to an ESG stewardship
to benefit its governance strategy vis-a-vis ISA. Fitch has argued that Ecopetrol’s potential
acquisition of ISA’s shares owned by the Colombian government could be neutral to negative
for ISA. This outlook could materialize if ISA’s corporate governance, business, or financial
strategy comes under pressure from Ecopetrol’s majority ownership, “particularly in the event
of an increase in dividends.”

While such risk perception is valid, it could be contained if the current ownership structure
remains intact and this is not a merger.>? In other words, it is critical that the current governance
provided by ISA’s capital structure, with a well-diversified minority investor base, is preserved.

Also, the commitments provided within ESG or transition bonds could create strong incentives
for Ecopetrol to use the dividends provided by ISA to finance its decarbonization commitments.

Conclusion

ISA’s acquisition offers Ecopetrol a number of benefits, including diversification into the
electricity market through a non-carbon emitter with a stable revenue source. In addition, ISA
has a number of unexploited growth opportunities as the energy transition in Latin America

81 ENERGYPOLICY.COLUMBIA.EDU | AUGUST 2021



NATIONAL OIL COMPANIES AND THE ENERGY TRANSITION: ECOPETROL'S ACQUISITION OF AN ELECTRIC TRANSMISSION COMPANY

requires expansion and modernization of the grid. ISA has the potential not only to continue
to be a profitable business for its majority shareholder, but also to become a growing business
segment for Ecopetrol.

If the transaction is to accelerate its transformation into a clean energy company, Ecopetrol
would need to ensure that there are some technological spillovers—including in terms of its own
energy consumption and the operation of pipelines and other logistic infrastructure. But more
fundamentally, Ecopetrol could use this opportunity to introduce new financing models that are
more reliant on the use of capital markets to credibly commit to a reduction in emissions.

Ecopetrol’s acquisition of ISA could provide lessons for other NOCs attempting to navigate
the energy transition. Acquiring a company that aligns with net-zero goals and that already
has a presence in the growing ESG bond market could suggest a path for some NOCs.
However, for this type of deal to effectively reduce carbon emissions, there should be clear
and tangible positive spillovers for the NOC in terms of technology, innovation, and discipline
with climate targets. Ecopetrol’s acquisition of a power transmission company like ISA has
that potential and could result in a reduction in carbon emissions. If those benefits materialize,
this transaction could provide a new alternative for other NOCs that that are yet to make
decisions on how to proceed.
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