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Abstract

The position that the petroleum industry occupies today in the
Fconomy of the various producing and consuming countries, and the inter-
relations of these countries based or derived from the oil business hos
given this industry an international cheracter, The petroleum industry,
however, was subjected to certain changes by the transference of its centre
of gravity from the Western Hemisphere to the Fastern, with the emergence of
the latter as the major source of oil exports, The United 3St.tes by
itself had exerted a powerful influerce ovor the i1nteran.ticnal oll
industry, perticularly over ovrices snd over the :ricing system used while it
was a net exporter of oil, th t is, up to 1948, %“he influcnce on prices
man~ged to persist, however, up to the mid-fiftirs due to the various
internstional events th-t followed: the Korcan war (1950), the nctionaliza-
tion of the Iranian oil industry (1951), =nd the Suez crisis (1956-1957).

It is only after the United States established voluntary controls in 1957 and
later in 1959 mandatory quotas, when merket forces began to play a dominant
part in the internctional industry,

There is logically a parallel line of thought with respect to the
Venezuelan oil industry. It hed aelso been under the influence of the
American industry until 1959, and since then Venezuela has also been
receiving the impact of market forces. However, this country has been

susceptible to the strongest impact having the highest production cost



aus, under the prevalling

Qs

amongst the major exporting countrics, .o

competitive siturtion, his becn lesing mositiion ia worl? w rizets with

4]

respect to Middle Eastern and fricrn sources, Ilovever, Tenezuela

believes th t wth the creztion of 0.7.7.0. competition among sources
cen be ovrevented, and thet with a coordin ‘ed policy among 0,P.I,C.
members, they c:n becoms insul. ted from the effects of competition smong
oil compznies, I believe th:ot the weakness of this theory lies in the
first assumption,

“ith the present work I hope to elarify in some degree the situx:ion
of the petroleum industry in Venczuela, and its position within the
international scene. WNeedless to say, this will involve meny political rnd

sociel considerations, but beceouse they are so entagled with the

economics of the petroleum industry, they will be unavoideble,
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CHAFTER ONE
Chief Economie Characteristics of the International 0il Industry:
Vertical Integration, Oligopecly, High Capital Investments, Economics of Scale,
Lerge Ynitial Investments. Stages of the Petroleum Industry. The Changing

Pettern of Demznd and Supply.

I Chief Hoomomic Characteristics of the Intermational O0il Industry.

A,  Vertical Integration

The oil industry is composed of five different stages: oxploration,
production, transport, refining and wmarketing. Hoviever, the major oil
companies seem to2 have favoured vertical integration os a way of coordincting
these and of making the nrocess of "production”, using the term in the widest
sense, i.e. from well to consuner, ¢uite efficient. Tithout implying that
these stages could not have been, or could not be developed by seperate comp-
anies or concerns, using "Long-term contracts’ (1) to assure the availsbility
of the nccessary inputs of each stege and the outlets for the intcrmediate and
final product, the present situation 1s that characterized by vertical inte%%%%t

It was through vertical integration that some componies nonaged to exert
their suprenacy in the oil business by restraining competition from the
smaller companies thot had no ascess either to crude oil or to markets.(Q)

But we must recoznise, however, that it was also o way of securing an outlct
for the vast resources of crude oil for those in the producing stoge, and

of securing an even flow of input in the refineries and of supplying a market
with Tinished products rather officiently for those in the refining stage.

Vertical integration seems to be defended by the oml industry on the grounds

(1) Penrocses, E.; "tionopoly and Competltlon in the International Petroleum
Industry", “he Year Book of vorld AFfairs, 196k - ‘page 157.
(2) Hartshorn, Jack; "0il qupanlgs and Governments”, 1962, page 109.
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that efficient operationgyrequirc o continuous and secure flow of supplies,
and big firms with lerge and far-flung markets and heavy investments cannot
afford to be entirely devendent on others. One major oil company alleges
that since the cepital investment required at each stage of the oil industry
is large "it is inevitable....thot operators should seek.... an arrengement
wherely their investment in cach stnge of the industry cen be properly
co-oruinated with thet at other stages so as to ensure optimum employment of
capital overall, thoereby kceping costs as low as possible.  The pursuit of
these very natural aims in a capital-intensive industry has led to o large
measure of verticel integration". (3)  Ac-ording to this seme source,
approximetley 70% of the industr+ is completely integrated vertically, and
"there is & continuing tendency for more rcecuntly established companies to

seek partial or complete integrotion®, (4)

B, Oligopoly
On the whole, the activities of the international oil industry have been
largely in the hands of eight fully integrated companies generally referred
to as "Majors" that wancged to acquire & liigh degree of control of the industry
These compenies five American and three European, arc as follows:
1) Standard 011 of New Jersey.
2)  Mobil 0il Compeny
3)  Standard 0il Company of California
4)  The Texas 0il Compeny
5)  Gulf 0il Compaﬁy

6)  Royal Dutch/Shell

(3) Shell International Petroleum Company, London; "Current International
0il Pricing Problems", August, 1963, page 3.
(4) Ibid, page 3.
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7)  British Petroleum
8)  Compagnic Frangals des Petroles.
Jdoint operations are common between these companies and their affiliates
in most parts of the world. Only emong the first seven they hold (5)
approximately 73" of the world production (6), 637 of refining (7), and
meriet some 64% of the oil sold to consumers, (8)  Purthermore, they are
also "often closely associated through joint ownership of subsidiaries and
through long term supply or maketing agreements". (9)  The associetion
through joint owncrship also seems to be a way by which the oil companies have
chosen to undertake certain investments. There have been agrcements betwecn
companies whereby a surplus of any kind held by one concern in a particuloer
area could be "sold to the competitor in exchange for supplics of an equivalent
value" in another erea where the former might be short, that result in saving
of cabitai expenditure "to the advantage of both companies concerned". (10)
£lthough the oligopolistic nature still holds for the oil industry we must,
however, make the obscrvation that it has lost its characteristic of being a
tight oligopoly with the entry of the independents, and today it is better to
refer to it 28 an "oligopoly with o fringe®. (11)

Co High Capital Investuents

As another characteristic of the o0il industry we heve that it is onc of
high capital investments. At the end of 1964 there had been §7155,625 million

(gross figurc) invested in fixed assets outside of the Sino-Soviet bloc

Outside of Nobth America and the Soviet Bloc (1965).
Petroleum Press Service, Noverber 1966, page 415,

Penrose, &, "idddle East 0il: The International Distribution of Profits

and Income Taxes", Economiwa, August 1960, page 20L.

g Odell, P; "in Bconomic Geography of 0il" London 1963, page 113,

Term used by David Owens. See "Crude 0il Prices: The Next Pive Yesrs in
Competégive Aspects of 0il Operations'", Institutc of Petroleum, Londcn 1958
ij-'ﬂg@ 1{ »
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(see table T - 1). OFf this amount, approximatley 50% had been allocotcd in
the Ualted States, and 705 were in the ¥ostorn Hemisphere alone. Venezucla
participated in the global figure with 57 and the Middle Fast with 4%, It
would also seem interesting to point out ‘estern Burope's participation of
11% i1 this figure since it rcflects the importance andthe development of the
refining and marketing steges in the area.

“fith respect to the different stages of the oil industry, we find that
nearly 50% of these gross investments are allocated in the production stzge,
followed by 17% in refining, 167 in Transport and 15% in merkcting. This is
a breakdown of the totel figure which also reflects rather accurately the
situation of the different producing areas. For this rcason, and as wc can
see in table I - 1, this is not the case of Western Burope and thec Far East
(highly influenccd by Japan) since these two regions are not characterized as
producers but rather as heavy consumers and consequently have their petroleum
industry based on refining and marketing.

Tith respect to the participation of American investment in the petroleum
industry outside of the United States, we find that at the end of 1964 it had
reached & figure of ¥23,325 willion which was equivalent to 36% of the
international oil industry outside of the American border. Canada was the
country thot had had major attraction for Americen Cepital (¥ 14,250 million)
although Venezuela, that came close behind (¥ 4,100 million), had the industry
with “he highest participstion of American interests (6L55). (see table I - 2)

Another facc’ of the oil industry's investment pattern is given by the
allocrotion of net investments.  Analysing the situation from this point of
view, we continuc giving thc Testern Hemisphere preponderance over the
Fastern, but we find thewt Venezuele falls below the Middle East and Africa

with rcespect to the amount of investment. (sce table I ~ 3)  The global
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Area

United States
Canada
VENEZUELL

Other Western
Henisphere

-m .w..wme.”.D mmnﬁwmﬁﬁod@

e

Yestern Europe
Africa

Middle East
Far East

Eestern Hemisphere

Unalloecated

World Total (1)

Toable T -1

T —

(1) Excluding &ino-Sovioct Blon.

Gross Investucnts in Pixed Asscts — December 31, mer
(nillion dollers)
Chemiecal

Froduction Pipe Limes HMarine Refineries Planbs HMarketing Othor Combined
42,725 1,960 1,090 9,100 3,475 15775 1,975 71,100
55525 625 .30 1,135 - 190 1,250 120 6,875
4,865 510 20 715 0 175 90 6,375
3,540 525 25 1,850 195 15425 190 7,750
51,655 6,620 1,175 12,800 3,860 10,625 2,375 92,100
1,025 510 40 6,075 1,540 5,650 435 15,275
1,930 575 10 1,30 10 1,060 110 4,125
2,575 935 40 855 20 390 L60 5,075
1,135 235 30 2,600 375 2,200 50 6,625
6.465 2,255 120 9,960 1,9L5 9,300 1,055 31,100
0 0 12,42 0 0 0 & 12,425
61,120 3,875 13,710 22,760 5,805 19,925 3,430 135,625

Source: Chase Hanhattan Bank; “Capital Investments of the Vorld Petroleum Industry, 1964%, page k.
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Toble I - 2.

e

Aaerican Investment in thc Petroleum
Industry Outside the United States (1)
(Decomber 31, 196&)

Million Percentage of
Dollars Domestic Industry
Canada 1,250 61.8
VENEZUELA 4,100 6L 3
Other Western Hemisphere 2,125 274t
Western Europe 3,950 25.9
Africa 1,075 26.1
Middle East 2,475 4.8
Far Eost 2,075 31.3
Foreign Flag Tankers 5,275 26 o4
Total 23,525 36.1

(1) Gross Investument in Tixed Asscts.

1

Source: Chagsc Manhattan Bank; "Capitel Investments of the World Pcotroleum
Industry", 1964, poge 6.
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Table I - 3

Net Investments in Fixed Assots - December 31, 1964
(nillion dollars)

Chemical

o hren Production Fipe Lines Herine Refincries Plants larketing Other Combined
United Statcs 20,725 2,775 550 23,675 1,950 Pmmmm 1,150 35,650
Canada 2,485 430 15 565 130 810 S0 L,525
VENEZUEL:A 1,865 230 10 260 0 120 65 24550
Other Yestern ~

Hemispherc 1,820 310 15 1,125 175 875 155 L4775
“estern Hemisphere 26,895 3,745 590 5,625 2,25 6,630 1,460 47,200
Western Europe 550 150 25 3,650 1,200 3,400 350 9,625
Africa 1,350 L75 5 275 10 6L5 65 2,825
Fiddle East 1,475 375 25 330 15 230 150 2,600
Far East 555 165 20 1,550 275 1,325 35 3,925
Bastern Hemisphere 3,930 1,465 75 5,805 1,500 5,600 €00 18,975
Unalliocated 0 0 7,300 0 0 0 0 7,300
Torld Total (1) 30,825 5,210 7,965 11,430 %,755 12,220 2,060 73,475

(1) Exculding Sino-Soviet Bloc.

Source: Chase Manhattan Bank; "Capital Investments of the "orld Petroleum Industry, 1964", page 5.
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figure of net invustments for the ond of 1964 is of ¥ 73,475 wtillicn of which
6L% wrs allocated in the Western Hemisphere, and 265 in the Bostern. (12)
Veneziela particinated in this figure with 3%,

e

D. Eionomis,s of lcale

ZJconomies of seole are also presant in the petroleoum industry since the
deeres se in unit costs which results as the scale of operations increcases,
const tutes a steding incentive to cmploy big units. (13)

n crudc oil snraduction, large-scale operations makes it possible for a
company to “"assums risks th2t would be beyond the capacity and resources of a
small firm", and to apply more advanced technological methods and research to
exploration and development. (14) Tn this scnse we can understend that the
larger the area is under exploration in & field that holds oil deposits, the
higher will be the probability of success, and this success, if achieved, is
what ©inally pays off thc expense undertaken until that moment. In productior
great cconomies are also gained, but we must cloirfy, that whet cheoracterixes
the p.oduction stmge is an "economy of high~level output". (15) Unce the
0il b zins to flow, the higher the output the lower total average cost per
unit t will be uwitil marginal cost comes to coincide with average cost;

(sec diegren I No, 1). In other words, economiles can be rcached in the
only

producing stage ol thce industry, but/ﬁp to the limit given by the warginal

cost :unction sintc the siwe of any reservoir, no aatter how large it may

be, hos been "limited by nature” and heyond this 1imit it can not *. further

© e -1 E

ElZg The remaining Uorcent age 1s unallocated.

13) Thompson and Peters; "Thc Structure of the 0il Industry”, page 57,
Inst. of Petroleua, London 1953,

(14) C. Issawi and M, Yeganeh, "The RBconomics of Middle Eastern 0il™; New
York, T'.A. Praeger, 1962, page 8i.

(15) ;delmﬂn, M.; "The VWorld 0il Outlock in Marion Clawson (editor)

“Matural Regourccs and InLcrnatlonal Development”, Baltimore, The

Johns Hopkins Fress, 196k, page k.
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expanded. (154)
In refining, investment per unit of capacity "falls sharply" with increase

in scale up to a considerable level,(16) Issawi and Yeganeh found that in the |

United States it had been estimated that investment per barrel of capacity fell

from #1,300 for a refinery with 10,000 B/D capacity, to $833 for one of 33,000

B./D capacity, #610 for one of 100,000 B/D, and #545 for one of 200,000 B/D

due to the drop in unit fixed costs and of labour recuirements. (17) In fact,

an oil refinery seems to have the minimum capacity requirement of 15,000

barrels daily of throughput below which it would be "hardly ecomomic" to

build. (18)

Tankers and pipelines also allow large economies of scale., With respect
to tankers it has bpeen estimated that compared with a 16,600 ton tanker (average
size during the war), the saving in transport cost per ton is about 40~ Ffor
a 45,000 tonner, 50% for an 85,000 tonner, and 60% for one of over 100,000 tons
d.w. (19) This is so because building costs per ton decrease with size, and
power requirements and fuel consumption increase less than proportionately
with size. (20) According to the specialized press, building costs in 1964k
were £60 to £55 per ton for a 19,570 tonner, £40 for a 40,000 tonrer and £32
for the largest size vessels. (21) Pipelines also are capable of economies of
scale with an increase in their diameter since such an increase results in a
much larger proportionate increase in volume and thus gives forth a cousequent

fall in unit costs. In this respect it has been nalculated that a 24 inch

(15A) Adelmen, M; "The Supply and Price of Natural Gas", Oxford: Blackwell,
1962, page 15.

(16) C. Issawi and M., Yeganeh, Op Cit, page Sk.

(17) Inid. —

§18; Hartshorn, J; Op Cit, page 68,

19 Petroleum Press Service, November 1960, page 405

20) Newton, W.L.; The Long Term Development of the Tanker Freight Market!
Journal of the Institute of Petroleum, September 1964, page 2lir.

(21) Petroleum Press Service, May 1964, page 172, —
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pipeline can carry thirty times as much oil as a 6 inch line. (22)

E. Large Initial Investments

The oil industry is also characterized by being one that requires large
investments before output can begin in commercial quantities. It is a common
belief thaet in general the cost of entry for a newcomer is verv high (23},
although it seems that it is not altogether inaccesible either. In this sense
Professor Adelman seems to ilmply that this entry fee is not as large as it is
made to believe and cites the case of the Japanese Arabian 0il Company that
entered the business in 1958 by raising the "rather small sun' of ZVIO aillion,
(2@) This indeed was a fortunate case but because it was characterized b
such good fortune andbeing "the relation between investment ond basic new
capacity unpredictable™ (25), T doubt that it could be teken as the general
yardstick.

To secure concessions in many of the countries with oll poss-bilities onr
to establish a marketing concern in any of the oil sonsuming regions of the
world "very large initial investments are generally required". (26)  With
respect to the concessions that were grented in Venezuela during 1956~1957
(the period when new comers were =1l anxiozs to get into the business),
fhe specialized :tress specifically states that payments in bonuses were =code
totalling 682 million dollars for 56 concessions of which "only 3 concessions
can be labdled stand out successes, and 3 more barely susccessful’. (27)

Besides these high expenditures which have to be undertalien before output

(22) The Statist, 4pril 22, 1950 (0il supplement).
523 Hartshorn, J; Op Cit, page 103.

24 ) Adelinan, M, -"2@8 Jorld 0il Outlook", page 91.
(25) Adelman, M.; “Thc e V}d 011 Ouulook » bage 59.
Cit, page 10°.

(26) Hartshorn, d., OD Cit
(27) Petroleum Press Service, October L, 1965, page 5.
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can be obtained there are also heavy social overhead costs which are nesessary
in order to develop infrastrusture and comunity facilities in underdeveloped
countries. Jany rords have to be -ade, housing programues developed,
sanitary and health prerequisites seen to, and the establishment of hospitsal,
school, and amenities before a petroleuna settlement can begin to function, I
became aware of the greet investnent teken under this heading daring a visit
to Cardon in Western Venezuela, but 1iwe in Cardon, this is comnon to the rest
of the producing sites in Latin Awcrica and elso of Africe and the iiddls Eost,
Not only the first stages of the oil industry require & large entrance
flec, but also transportation, refining and orketing requires lerge sums to
initiate operations. (28) Furthermore, in refining it has been alleged that
the cost has even increased due to the introduction of more complex nethods of
procossing. (29) Ve must c¢onclude then, that in spite of the difference of
opinions with respect to the o0il industry's cntrance fee, we can accept without

much hesitation that it is high.

(28) Tssawi and Yeganeh, Up Cit, page 86.
(29) Ipia
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AL Stagesof the Petroleun Industry

ey, Bxploration

Ixplor ation is the initinl stage in the petroleua industry and it oonxistg
in the searching for oil in an ares which geologically secms favourable to tiwe
fornation and accumulation of hydrocarbons. This steze is carried out through
a series of methods ronging from the simplest and most econnmical, like thoe
first gencrel appraisal nade by the geologsist, to the most sonplisated ond
expensive techniques. '"he results obtained by tie former wethods will inrduce
or restrain, whatever the casc may be, the use of the lattor. Generally
spealzing, the methods used in this stage of the industry are divided into
geological, goephysical and geochemical, (30) The preliminory reconnaissance
b the geologist usually takes o full yeor and only then it is followed hy
surface geological mapping and air photography. Geophysical techniques
- measure fractional differences in the carth's gravitotional or masnetic fields
and the use of seismic mcthods capable of echosounding exe also of noraal usc,
The geochemical procedure resorts to the chemical onalysis of surface sauwplcs
from the more favourable sites in ordcr to verify their cowmposition and then
determine if there is any prosence of hydrocorbons, A1l thes. methods however,
can only assess the vrobibility that oil may be found in a 2ertoin aren, so
once a probable area bns been determined, the only way to verify the prescnce
of oil is to drill,

However, faovourable geological conditions are not sufficiont to induce
a significant cxploratory programme. Folitical considerations wuust bhe takeon

into account as well as the supply and demand pottern of the industry.

. Tz e e e o

(30) ¥othergill, C.i.; "0il Txplorotion Methods'in "Fandhook ~f the Petroaleun

Industry’; Bd.: G. Sell and H.i. Dossett; London, pege 21.

-
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Exploration has been o way by which the petroleun industry hos cttenmted to
ensurc itself of adequate supplics for futuic development (31), to find better
located reserves wit! respect to the consuming countriecs, to find ‘ower cost
oil that would be more sconomical to produce even with the =dditional
expense of cwixploration and dcvelopemnt, and to obtzin o zre.ter degree of
diversification in ader to obtein o stronger bargsining position with respect
to the producing countriecs and to sccure the avaeilability of the oil in casce of
the closure of any particular source.
At Reserves

Reserves can be considered &s the industry’s stock room and the inventory
may vary with the results of exploration znd by the methods used to estiantc

the oil in situ. In this way we find that reserves could inorcuse os

o

result of exploration, particularly when new techniques are applied, and 2lso
s & result of a different method of estimating the amount of r- sources in o
perticular reservoir. However, a noew or better method of cstincting reserves,
or a revision of past estimates, could also lead to & reduction. Broadly
speaking, there ore two types of reserves: 1) proved reserves, and 2) probable
rescrves. (32)

Proved rcserves are the amount of oil found os a rosult of drilling which
can be producea economicailyunder-present technology. Probehle reserves, on
the otier hand is a much wider conzept since it is an estimote of the total
petroleu.. rccoverable, both from current proved reserves and fron rescrves thet

will be economically exploitable in the future considering prohable technological

(3L) The degree of this motivation will of course very for the different
participants in the industry cccording to their respcctive stocks.
(32) Adelman, M.; "The World 0il Outlook", page 66.

e
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progress and future discoverics.

Reserves are quentificed by an amount of barrels or tons in situ ot o

o

scertein period, but one of the most iwmcortant vordstics used by the industry

o

is the reserve-production r.otio whien cnables us to ealeulnte the theoretical
duration of the reservos expresced in yoors at the current rate of production.
Uhis ratio voariecs sdbstantially with respcet to the verious rrodusing sountrics
but we shall see this later.
B. Froduction

Although the tors "Production” is sonetimes uscd in o move sencral woy
including activitics prior to the cotusl vroccess of extractingthe cil from the
ground (i.e. exploration and development), we will use it here to rofer to t e
stoge of extroetion orly.

Considering the life coycle of an oll well, we can divide the procoss of
o1l production into two distinet phascs: é) primery rocovery, and B) scaondary
reeovery. (33) The first corrcsponds to the initisl period of extiaction and
is chrracterized by the natural drive of the oll flowing to the surface
basieally on iteg own accord., This is due to the prcssure of the rescrvior
formed by the prescunce of natural gas which usuelly accowpanies the oil,

the oil

Thus when th. pressure in the oil reservior is high/"™will gush to the suriace
at o very high rate”. (34) The sceond phase or scecondary vecovery, cnaracter-
izes the production stage when the well's natural drive or pressurc has been
cxnausted, and thercforce "complex techniques" such as £luid Injection with zzs
or water ~rc used in order to bring the oil up to the surf-oe. (35) The use
of these techniques is rofcrred to g "artificisl 1ift", however, wher they arc

applicd eerly in a well's producing life, it is regerded as "pressurc

(33) Bartshorn, J.; Op Cit, pago
(34) Tartshorn, J.; Op Cit, page
(35) Ibid. o

[Ke RN}

\J1n
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maintenance™. (36)

The first phaose, i.e, whern the oll flows on natural drive,is obviously
the period of alower cost of production. This cost, howcver, will risc as
nore elaborate forus of secondary rccovery arc used. Therefore, .8 pressure
is gradually lest, the rate ol oil production will olso tcend to fall. But
this is true not only of the {irst phnese, but also of the s cond. Every
tine pressure-technigques ~re applicd, the roete of output will rise but only
to graduclly Tall again. This dintroduccs us to one of the basic character-
istics of oil production which is the production doclince surve. (37)

During the first phose of production when the oil is obteined by the
natural drive of the well, there is an "ultro short" period during which
the more borrels ovroduced,; the lover the cost per unit’ it will rendoer. (5L)
(In dingram I- No 1, vage 17, this ultre~short period would be OR on X axis).
However, in the rwanining life of the field vhen the production deelinc
curve is cheracterizing the situntion (froa ™Y omerds) " arginel cost is o
rising funection of output'. In other words, "the grester is the output the
higher is the cost of additional output®. (39)

This line of thought os preseuted by Professor adclman, scomc to qualify

the oil industry as one of inercasing costs in cpposition to the not s

uwnusual belief of the contrary, (40)

-5 The orld Oil OQutlook, poge 4l.
49_

(40) Dr. Paul TFrankel in his "Essentials of Petroleum" (Chapren nnd Hell,
London 194%, pase 17) had charactoriscd tho oil 1adu°try ~2 being a
astural nonopoly.  Being = sapnitel intensive industry "it is iaperative®
he said, "that the oporstor extracts the waximun fros o producing well
beeavse his cost per barrel decrerses ranidly s output inecreascs"
Therefore, not heing a self-adjusting industry, and because of the poor
crice elasticity of crudce, "asgrecments botween producers have always
been thought to be neocessary” in order to s~void a situation of "gluth.
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It docs seem obvious hovever, th -t "if the exnenscs per unit of time
are fixed (ond a fortiori if they are incrcosing as in fact they are), ond
if production or unit of tiie decrenses, thon the prod-ction cost per
additioncl wait inercascs the greator is the total vrodustion’. (41)

G Transportation

Trensportation in the potroleum industry can be cleossified into thiree
distinet rhases as oil moves to the fincl concuacrs. (42) Mrst, nd most
imoortant with respect to volwiw cnd distonce, is the tronsportotion of crude
odll from the source of production to the refinerics. ezt e have the
iovement off products from the rofineries to the vnrkeling arcn, ond third,
the distribution to the vorious retoilers. ‘e van perecdélve the iicortance
of the transport stoge when v realize tiict over 507 of the volume of inter-
national scaborne trade is made up of petrolews.(L3)

As we shall seec loter with more fetnil, thore arce two main routes that
may be dotected in the intcornational sovement of petroleun. The wmost important
isltho one that originntcs in the M,ddle Bast and is bound to “estern Europe,
and the other from Venezueln to North fAmerien., WNext to thesc there are other
imoortant movements of oil: from the “dddlc *nst to the I:r Tt and to North
smeric?, ond from Venczucels ~nd Northern Aforics to Western Burope.,

The tronsport roouircrients of the petrolcu: industry ~re fulfillced
nainly by tankers and pipolines although the prime function of the lotter is
"to take t e oil to thu ncarcst conveniont loadin: point for ocesn transport-
ation” and frow the import terainals of ths asin consuaing wrcas to the
refincrics. () The cost of oceor transvort hns been reduccd considoerably

(41)" idelman, M. "the ~orld 0il Outlook", pege 3.

(42) 0dell, P.; Op Cit, page 145,

) United Nations; '"Statistical Yeorbook - 19447, pagce 401,
J e e L euativh St £z -]

e

(44) 0dell, .; Op Cit, page 16@.

[ SEPESY
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by the incrcasing size of tenkers (see page 18 ). Before the senond world
war o 12,000 ton vessel wos of a standard size, and in 1945 o 24,000 ton ship
was considered a supe; tanker. (45) Todey thev are over 100,000 tons, and &
200,000 tonker scems to have been forecasted. (46)

The expansion of tanker capaeity after the Suez crdisis also grve way to
lover freight rates and thereby contributed to a2 lower C.I.F. price of oill
for the variocus inmporting countries. 48 we shall zlso sce, this reduced the
compctitive adventageof oll rroducing regions thet hod been en’oying freight
advantage over others with respect to such consuming centers cs “estern Furope
and the United States and increased competition within the industry.

D. Refining

The refining stoge can be defined as the process by which crude oil
is bransformed into a "wide range" of end produets which become suitnoble for
use, However, this process has been highly suscoptible to very speciclized
technology that has permitted to utilize most of the ecrude fed to the refinery,
thus reducing weste to o nepgligible amount, and to make the refincry pattern
more flexible according to the demend of o prrticular narket arca, (L47)

In the refining procéss, the simplest tecknicue is thot known as “disti-
lation", which is the "boiling off the different froactions of t.e erude oil',
but it also utilizes more sophisticoted nethods such as thermal cracking which
is "the treatment of surplus separcted products undcr high tcmporaturce and
pressure "in order to "convert" thesc into other products of which there -re

not enough to satisfy the market. (48) FHowewver, the ratio of cracking

(L5) Harris, 9..; "Distribution of Potroleum and its Iroducts”, Handbook of
the Petroleum Industry, page 0b6.
(46) 0dell, P.; Op Cit, poge 156.
473 Hortshorn, J.; Op Cit, pege 69.
48) Ibid, page 67,
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and refornmin: capccity to total refining copocity ds usually higher in refan-
eries wiere thers is an output pottern that feovours o ilight-mreduct yield
(such &s those of the Tnited Stotes), stnee this technime is particularly

t
suitable to ontsin the lighter type products such as gasoline.(49)

Une of the -ost i_jportant ccononic characteristics of the refining stoge,
is that it produces 2 wide range of different wroducts undsr 2 syste:xr oi Joint
costs. In other words 'one cannot have any of the fincl produzts without
the whole c¢ost” nor have ome pr-dust {(although one con obunin a larger pro-
portion of it) and eliminate the rest. (5@) Due tc this characteristic and
to the various de;rees of price elasticity o thwe different vproducts, o very
varticular nrice schedule for these was generalized which does not particularly
fevour some countries. “fe shall return to this point in a following chapter.

£, Yarketing

stV

Juce the previous stoges of the oil industry have provided o range of
products suitable for use, the tasik nov is to get t:ese vhere there ore

CONSWIETS (actual 206 potenti&l) in the ~uantities thnt these ore prepared to

buy. Since the najor nartets are so far from the produzine arec, even in one
country such as the 'nited Stotes,~ lighly orgonised oreting system had to

be developcd in order to satisfy derond elficiently ~ud sesurs the outlet Tor
the oil.

~his funetion heas been gererallv in the “ands of 1he »rivote oll companies
but the participation in this stoge hos 2lso been the cublitinn of the producing
countries, o role which they intend to fulfil tirough tl.cir ovm wotionsl oild

-

counpanies once they have grined cxperievce cnd part eipetion in the previous

- aria

(49) IS°"T1 and YLgmheh, Op Cit, page 13.
(50) crishorn, J; Jp Cit, voge 69.
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I ]

stages of the ind:stry. The porticipetion in the l=tter stoges of the oil
industry has been = wnjor preoscuvation of the producing countriss "partly...
a8 a way of taking incressing responsability for the developrent of the
countries: national resources, but larcely... .8 one of the pocsibilities of
increasing the governaents' share in the proceds of oil". (51) Thus we

sec how the netional o0il compony of Veneszuel:, the "Corporseish Venezolena de
Petroleo” (C.V.P.), cager to begin its paitizipation in this stoge, was
granted by decree o 337 share of the internel narket for petroleum produsts.
(52) Although = higher financial varticipetion operating in the Intter
stages of the industry in the internationsl sphere could be doubtrul (53),

an entrance to the arketing stege in their own domestic wnerhcets would
probagly pernit thesc countries to gain rore lmovledge of the whole

business and thus act with be'ter judgement according te the different

situations they would vant to face or would have to face in the Tuture,.

FUATOTIASE®  CET FTORTI I W YOI

(51) Hertshorn, J.; Op Cit, page 304
(52) Republin of Venezuels, Beeree Mo 167, Noveuber 1964,
(53) Hartshorn, 7.; Op Cit, page 304.
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IIT The Chanping Pattern of Juwpl - nd Dew.nd

L AR I A, - B T W A

Zver since the United St o oldsnel ioo02D 1o Lo o3y 1860's

,:
&
P

-1
£

as the -orld's mejordl produc:r, tho West o H~is»a . o boe oo the
chief sourcae of petroleum from - dgn ~ v Fe 200 cogue” the erld were
served for nesrly o certury, (54) It Lss only “een in the past fifteen

years that the centre of gr.vit, of the oil indu bearn to shift from

the J/estern Eemispherc to the Lastern, and teday o find th-t the
unco’ ort ble situation of the industry resulting frow the encountier of

opposing . ressures, i.c. w.rket forces and producers interests, is nothing

more than the B stern Hemisphere cleiming hor supremacy in the international

With respcet to proven reserves of crude oil, ve find th t in 1940
734 were located in the Testern Hemisphere and 27ﬁ in th Fastern. The
Unitocd States alone counted ith 6&3 at tiis time. However, oy 1965 the
proportions had chmnred cownsider:-bly., Irn the ostern Hemisphewve these
imaces ned fillen te just over 180 n7 these of the United Strtes to 9.
The Iastern Hewisphere wed incrcased its p rticro tios to L <nd the
siddle nast, which only & 3% of oo vove s ot sovves of 1940, ticer me
the most preolific -rea fith 2% of 1o oritts rossvves, (o0 tible T -4)
Production has slso had ~ ¢ dar Tiit freo: Yo oot on Y the Bastorn
Zemisphera, In 1938 the estern “oml ™ o -eacue et Cor 77. of the wrorld's
petroleum output, but by 1965 this wroporticon hr-? beern reduced 1o Lib,..
Furthormore, in 1964 pioduction from the Widdle st surpessed ti.t of the

United Sttos for the firs time, and since then hecn the torld's

e aE Sata e WA, ¢ AT

(54) American Petroleum Institute; "Facts and Figurcs", 1959, pspe 432,
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Table ¥ - L

L ok IR e,

Troven Orude 01l Reserves
S ERVER VIRAE ML AE5EIS
/\nv

_aren ,

R e IRE T TP W ) P L e L L R R )

e

United Stotes £3,3 27.5 1.9
VENZZURLA 10.0 9.2 6.5 L5
Other Western Hemispliere - L7 5.6 ol

Total "estern Hemisphere 73453 LY 4 22.0 17.7

iiiddle Bast 3.3 50.4 61.3 62 .4
Africse - 0.2 3.2 6.3
Jther Heastern mmBMmGWmemug 2l .0 13,5 13,6
Total Pastern Hemisphere 26.7 53 .6 75.0 B2.7%

) Bt e T o s erra

World Total 100.0 100,0 100.0 10C.9

(1) Tneluding Soviet Bloe.

. \.‘, . . — - .
Source:  VenezuelmMinistry of ‘ines and Hydrocerbons = Petrbleo v Otros Detos Estedisticos' 1966,

pages 147 and 149. e e e i >
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major producing area, contributing in 1965 with approximately 28% of world
production, (see Table I ~ 5)

There has also been 2 major change with the location of refining
capacity during tle last fif'teen years, However, the shift thet character-
ized the refining st-ge was from the oil producing countries to the major
consuming regions,(see Teble I - 6), In the covresconding t:ble we have
divided the cress by such a differentiatios but separ ting the United States
in the annlysis being both 2 majior producer :nd consumer, In this way
we find thet in 1940 the major proluciny cresg had a prester proportion
of the world's refining capacity, even if =c¢ cxclude the United Stotes
which at this time had more than half of it, However, by 1965 the change
had teken plsce and we find that the major consuming srcas (also excluding
the United States), i.,e. Western Europe ~nd Japen, hed acquired a 3(f%
participation of the world's refining capacity.

There ure voriousreasons for this change of which the most important
probably are the following six: (55)

1) Many of the markets for refined products had expanded enough to allow

a refinery in that particulsr srea with the minimum required throughput.
2) There was a need for a rapld expansion in refining capacity after the

war and many European countries had small refineries that could be

expanded to cover the increasing demand for products in thet area,
3) The dollar shortagre in Burope of ter the wur mede the respective

Governments aware of the burden of oil iwuports on the balance of

payments and therefore made them earhirsise a dewsgtic refining

industry. In this respect, a firurce of L160 willion has been quoted as

(55) Hartshorn, J; Op, Cit.; nage 71
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Teble I - 5

g~ e s

Crude 0il Udo@cawdos

L e B

h_

e ATOE 1938 1950 1960 1965
United States 61.1 51.9 33.6 25.9
VINEZUBLA 9.4 1L.h 13.6 11.5
Other “estern Hemisphere 6.1 5.2 6. ﬂ 6.
Total Yestern Hemisphere 76.6 71.5 53. m L3.6
Middle Bast £.1 16.9 25.1 27.6
Indonesia 2.9 1.3 2.0 1.6
Africa 0.1 O.4 1.4 Te3
Other Eastern Femisphere()  14.3 9.9 17.6 1.7
Total Tastern Hemisphere 23.4 28.5 L6.1 56.2

(1) Including Soviet Bloc

it

source: Venezuelan inistry of "ines and Hydrncarbons, " Petroleo y Otros Detos Istadisticos™ 1966,

page 154.




33

|

-6

.

‘abl
=0

.« AT e m—

|

[%

-

!

Torld Refining Capacity

B R PR ﬂ,.l.l.iﬁuu.m\‘qv.‘
;e

;1=ag:sh&wmmmzasnﬂaa:qsu .5mmw wmwm
Hajor Petroleum
Exporting Arcas

T s

VENBEZUZLA (1) 7.3 7.6
Jiddle East 5.3 7.9
Sub-total 12.6 15.5

Major Petroleun
Importing iress

e e ¢

Viestern Europe 6.2 8.9
Japan C.7 0.4
Sub-total 6.9 9.%
United States 58 .1 56.6
Other (2) 22 )y 18.6
orld Totsl 100.0 100.0

(1) Includes the refineries of iruba and Curazao
(2) Tncludes 3oviet Bloe.

Source: Dogolver and :ac Naughton, * Twentieth Century Petroleum

-

Venezuela, ¥inistry of Hines and Hydrocarbons.

1960

4l.5
254

.

100,0

1965

5.7
5.2

12.9

R

N
o
L ]

N

31.0

27.9

=

100.0
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being the amount of savings of foreign exchange incurred by the

0.E.E.C, countries of Western Furope from 1949 to 1955 as a result of

the gradusl change from product to crude oil imports.(56)

4) fany independents secking to secure markets in the FBuropeen area found
that the price of entry was the building of a local refinery.

5) Independent concerns in countries likc Japan and Ttaly found thot it
was more economical to import crude, that began to carry heavy dis-
counts, nd refine it 2t home, than to import products.

6) The advances in refining technology reduced waste to - great extent
making it more economical to tr-nsport crude ticn to ship the verious
products to different dest.unations frew o wejor mroducing arers
considering th-t the movement of crv.c ofTer.d larser wcencmies in
comparison witi the movemont of nroducts due to *lvw lover costs thet
involved the shipping of dirty c-reos.(57)

We could also add ~ strotegic reason for the location of refineries
in the consuming countrics, and this is thet there seems to be a point of
viev that oil companies prefer to have the refining crea sevar-ted from
the producing region so as to ensure th t in the event of "international
tension™ the supply of products would not be interrupted presuming that the
diversification of crude oil sources in the world permits a better chance of
finding an alternative supply, and not so in the case of products,(58)

The various changes accounted for were rapidly reflected within the
petroleum trade, In this respect we find thnt while in 1938 695 of the

net exports of petroleum had originsted from the Unted States and Veuezuela,

(56) 0dell, P.; 0p.Cit, pege 118
(57) Ibid, pege 112
(58) 0dell 0p,Cit., pege 1iL
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in 1965 ‘- practicslly this same proportion (68%4) corresponded to
gources of the Bastcrn Hemisphere, (see Table I - 7). Also, ond as o
consequence of the gradual change in the location of the refineries, oil
movements which werc predominantly of refined products in 1938 (approxi-
mately TQ%), are now made up of crude by approximately the same percentage. (59,
A major change in the demand pattern of the oil consuming countrics has
also been that concerning the demand for products. In the early stoges of
the oll industry the product that had the grestest demand was kerosene
which was then used mainly as lighting oil; later, with the crrival of the
automobile, gasoline Yook the lead, but now in many of the large consuming
areas, such ns Japan and Western rurope, fuel oll has been the mrin product
demanded due to industrial requirewments. For cxomple, while fuel oil only
participated in the demand pattora of the United Kingdom (the 1r rger consumer
of oil products in Western Burong) in wprroxim tely 20w in 1950, its
particination had increased to Ll by 1940, In ‘estern Germany the proportion
was also doubled, from 124 to 2. durins the same period.(60)
A1l these changes that we have anclysed, p-rticularly those referring to
supply, hove had a strong influence on the international oil industry, and
especially on the system which had been used to price the oil, In the

following chaptor we thus turn to analyse some of 1ts implications,

(59) Gripaios, H.; "International 0il Prices"; Iecture delivercd to the
"British Association for the Advancement of Seience", Published by
"Shell 0il Company", September 10, 196k4; page 9: Major world Oil
Mevements.

(60) 0dell, P.; Op,cit, page 118
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Net ¥xports of retrolews from

~Tes

T

United States
VENEZUTLA

Indonesia
Fiddle Hast
Africa

Source: Bureau of tines, Torld Petroleum Statistics, International Petroleum "uarterly.

o

Table T - 7

B e e

0
iito)

Jor Exporting ireas

(%
1948

5345

ez e

53.5

40.6

40,6

1998

35,

35.9

3.9
5.2

5

s ST

59.1
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CHLFTER TWO

L omman eamn

Brief account of the evolution of the pricing syste:s used by the inter-
national oil companies: £) The Gulf of ilexico Basing Foint; B) The
Venezuelan Besing Point; €) The Persian Guli Rasing Foint. The Relative
¥all of iddle Eastern ¥.0.B. Prices.

Lntroduction

Before any attempt is made to analyse certain aspects of the pricing
system which characterized tie oll industry, we must first clarify the
situation or fraozework in which it developed. Ls we sew in our preceding
chapter, the oil industry has been (and is) characterized by being one of
oligopolistic naturs and by the predominence of vertical integration. It is
important to be aware of these two characteristics as we proceed in our
analysis in order to have a clearer picture of the various situations relating
to "prices”.

Crude oil is only & raw material which must be refined before it can be

of any use, and therefore needs to reach refineries to undergo such e process

before & final product is offered to a consumer. However, »rude oil is seldcia
"pbought" since mnost of the crude refined is vproduced by the parent couparnies or
affiliates of the refiners. .5 one source words it, “most of the ciude pro%gg
in the world is never sold at 211%. (1) _pproximetely 70 to 80% of internet-
ional oil movements go through integrated channels (2, and of the oil that is
sold to independert rofiners, only about 1/3 is actually tradcd ot arm's-length

deals since the r-st is supplied under long-term contracts with major integrated

companies or envolves commitments to refine For the major. (3)

(1) Hartshorn, .5 01l Coupenies ond Governemnts" (1967), pege 133,
(2} Ibig.
(3) Ibid, prge 135.




38

/
It 1s “moeisoly «Utc 10 hhe £%jtb t1*t Mott ox f e C:vic :cvos through

intej-atGdt cluiinols, that *|/*ny of tho tins that vo »e.-r aC "prices" refex'ii 3
to Crude oil, they axe rot such; since to \e .r, ectu. 1 iMU&et pxi-.e of to
have any economic significance®* there hes to 00 ¢ -mnrket with a true buy.r
ardLa tr 0 seller. And as we saw5 this is oxter not the ccse. In our next
chapter we shall try to clarify the moaning of the "prices" ox crude.

Another point that rust ho xoutioneG is th, t aXthough the pricing
system, of which we are about to analyse some aspectss was £police to both
crude oil ox- products, we .ust recall thet tile lain internetioru I movements
ox oil were in tho fern of pxoducts until ap xroizi r tely the mid fifti.s, arc!
it was fro.. this period onwar s that cruco oil has been tho major form of
petroleun being transported due to the growth of refiling- capacity in
consuming countries (see chapter one oage 31)e Ve thus fine that it was
mostly chic to the enquiries made by some cur.to lere in relation to the prices
tnoy lux to pay for so .e pro ucts, that initic 1 changes were irtrouceo to the
pricing system; and that as crude began to increase its >roportion in the
volume ox' oil movements 5 other parties became concerned as well about the
pricing system usee by ...ajor suppliers.
A. The Gulf of j%exico "Basirig"® ?oint

U til 1S43 o1l co panies followed a iricing system which had the effect
of eliminating price (*iffere: cos among themselves at any destination while
avoiding price co petition as far as ocsxible. (4) Under this system the

.elivexed xice for any consumerlwas exactly the same regv.x 1*ss of v. ether

he mace mis purchasessfrOn a low cost' or high cost - source,

or from a nearby or distant supply area. In other

(/) Fra k. .Ici.iut; "Crude Oil ?rices in the Riddle JEaet A htud.y in
Clig ooolistic .Price Behavior" ?raefer - 1j J>S >age 5*



worces, tie #.C.3. price wouldl vary with resoect to the destirv.ticn of #
an. the C.I.I'¢ or lelive.ed drice would alweys be exactly the saile in any
narket no matter vhere the oll origirctel frox,

To be able o arrive ot any Harticuler wmorket with ecurl ¢nlivered Hrics
for cruce oil or prurolewn products under this sretea, the (iffevert suoroliers
observel tic followirg nroceiuve:

The arice of oil F.0.B. thae (ulf of | enico was taken as the "Jage Price’.

The next svep was 1o aa bo the basr drice a star dard Lrei;ht cost from the

base »oint to eac: of Tie various desbivations. Tus we arrvive at a Jelivered
price wilch dis The soe To motier wiere the susdlies owici-atel from.

As g brief marentiesis, it will be converient at this point o consiier
wnat is anovwn as "Phantom Frei hit" and "Frei Lt Absorption to enable us fo
co tinue with the .melysis of the Brsing Point Systen
oioly stavel wo roy say that dhavton freijht is a Tictitious cost
chorget as frelghrt, for o certain nuuber of miles waich hove not beol. ircurzead
in the trensiortesion of petroleuwn from the sunily craa to its Jestivetion;
avsorprion, on e otier hand, would be the alount of f{reighit cost
wiich has to wo reristered os o cost for tne supolying coupany, because it
could not be included in the C.IL.P. or Celivere’ moHiice,

It ig this wio that surplicrs wao are locater necre

I_'
o
O

the tasing point, ore able to cusrge viaaedv ve have devoainateld '"Mhszvtom freight®

D)

biose vho arc further ziay have to absord freirnt.(see Gicgrem II -11).

LW

Trocitionally the Zasing Point vas the Guli of Mexico and tiue base Hrico

1y . . . - N ! " . . - . -
ves the Anrevicarn ©.C.n. Gulf nzice. (5) Mis nrdce is obtained from

)

ey ny ”el'%”' Jo5 MOrude (il
Qlizoaolisyic Price Deugvio

...............

.-
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o

gneciclized journal (Platt's Cilgram Price Service) that publishes oil arices
daily for internal ag well as exbernal bouud mariets. The justificatior of
this Basi:g¢ Point and Base Price was that the Gulf area had to supply neriiets
all around vhe world, anc tht the price alvays had to he set at the level of

the merginal or highest cost suonlies required to satisfy decands (7 ) Tt seocns

systan vas used by the coapanies for

(o

clear tien, thot o single bosing solm
sevaral decades oreswaably because "it rusranteel the participants (reater

wwofits than otuer pricing methods could have provided', (T)

In ovler to wmeintein the single basinrg point system, turee basic rulcs
hod to be respectel by all suppliers. (8)
1. The recocrition of the Gulf of texwico as the only Dase Point, and the
American F.0.B. quotation, ajrenying in Plati's Cilgrois for this particular
ghot, as tie Base Price.
2. Thaeo use of sta:dard acjustuosuts for differences in quality.
5e e commion use of stancerd torier rotes.

Thus ever since setrolewn Lecame an iter of internctional trade, oil
prices generally wore calculated as if the oll had origirated fron tie Cull

.

of HMexico,. In other words, suppliers located at Cifferent noints of

a

ofte
globe gquoted ¥.0.D. drices shich torded to result in icdentical delivered
prices at any given point, resoless of the different production or transpori-~

ation costs actually incurred.

Consscuently, shipments made to Cestinetions to whilch tronsportetion

aY

cogsve frol an eastern supply point were lowver than from tae Guli of Mexico
(5) Do Chezeaw, M. and Kahn, A.; "Ioterration and CQ@QQElulOJ in the

otroWeuLm_uuustﬁi Xﬂle Uplvor51t Press 1990' nage 213,
Frank, Helmut J.; QU"QEQ, page S

Ibld ,_ c.a.&"; 10.

= enoa

I~
()
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ha¢ freight advsntepe or "phantom freight', and for destinntions to which the
supplier paic morc freight than the Gulf supplier he incurred a freight
clsaaventace or "absorbed!" freight.

O0il exports from Venezuela adjusted themselves initially quite well to
the Basing Point systen, since the lmerican ewst coast vas (and is) Venczuela's
principle merket, and the distonce between these two points is approximately
the same as theb bebween the Gulf and the Anerican eastern sceoboord (hishest
consuming erco of the Urited States). However, with the cmeryence of Venezuels
as the principle source of exports of the ¥estern Hemisphere, certain iodifica-
tions vere made to the systom. (9)

Of the fov oxceptions to the Gulf Plus system, (10) one in porticulir
should be acntiorned, It ves the establishient of o bosc price F.0.72,
Constantse (Rumenia) at the berinming d the 1630's, (11)  This vas ¢ue to

the fact that Rumenic hed o exportable surplus of cruce which wis not

D]

controlled by the internotionsl oil componies, but by o lar;e number o loccl

NN

Profucers. In spite of this, it scoms bt Rumenic's exports ¢id¢ not affcct

)

the inteinational meskel aid¢ vwers not completely independent of the Gulfl orice
because of her perticipetion in verious oil ofreements vwith the oll conjeonies.
(12)

Just before tae Scecond World Vier, the Gulf Plus system was threctend

by the new (iscoveries of THddle Wosterr oil, Tovever, tho fact thot the

1

interests bchind the newly (iscovered fields were «lso the s2uae ones thei vore

dclivering Vestern Harisphere supolies to Mostern Newispherc destinatvions

(o) " These will be anolysed in the following paces.

/10% The exceptions were Ruannis, CGalicie and Russio.

zll Lovy, W.d. "The Past, Present ané Likely Future Price Scructurg,gqg>§;_
Inboxnutlonul Oll Trode", Third Petroleun C‘onrress5 ?¢000801ﬂg , 9cC. A
19)1 nDafe 115,

(12YTHid pnea 115,
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actod o8 a buffer for the price structure, mininlzing the impoet it vould other-
vigse hove receive. from the nev (iscoveries. (13)

Consequently, pctroleum continucd to be sriced until the outbreak of
World VWer IT as if it came from the Gulf arec, wiith £13 price couwpetition
elininabed in olmost every merket, (14)  Thus buyers in the Jiddle Tast thot
purcnasca cither crwics ot orm's-length or products, paic for the oil rcs if it
came froa Venezucle or the United Stotes. In other vorcs, it ias thooreticolly
possivle to buy ¢ . lc Bastern oil which quoted lover J.C.T. orices Rns Torura
in tne United States or in Burovne, tiumn in Xuw it ox Ssudi Avcbia.

Following the oubbreeck of hostilities ir 193¢, military oserctions in the

ditervan.con wade the Midile Bast o very sirateric rogion becouse ol its

location ond prolific oil resources, The fact however, that thes price o
Midéle Bostern oll iucluded o lovrge cnount of phentom freignt, led British
cuthorities to question the valisity of the "Gulf Plus" pricing systen os
epolimd to oil from this source. In thelr investigntions the British nocrme
nost concerre. with thc problaa of pacntom freight cicrgred for buiker fuel for
varchases oot ot ports in the Irndian Oceen cnd the Midle Bost. The rcsult
of this dnvestigortion woe the guoting of o P.C.B, nrice for bunker fuel ot the
Porsion Gulf w.ich wos vo bring obout later on, in 1845, the establisham t of an
authzntic nov bosing voint for crwie oil ~né Hroducts. (15)
B. .. Thae Venczuclen Eosing Polnt

Venezuela corcrfet 28 o "btuln baging point® to the Gulf d Licrico bofore

) ¥roaokel, Dol "gacricon Cil in o Cannping world”, The Cil Forum,liovember
1650, roge 445,

1) Frenk, Helmut; Op CGit, pare 9

) Prenkel, P T.°"Amellc i 01l in o Chonping ¥orla", The Oil Forum, Voveanber

1850, ‘)LbC LA 5
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Vorld War 1T, approximately earound 1938, as she became the major source of
exports. (16) Prices in the Caribbean were linked to those of the Gulf of
Mexico, but were lower than these by the auwount of American import tax which
permitted Venezuelan crudes to be delivered to the eastern coast of the United
States at prices comparable to those of American supplies., However, since
Venezuelan producers granted this same dutv allowance to arm's-length buyers in
other areas, the price of Venezuelan crude became lower than the price of
American oil by this same amount. (17) Furthermore, the delivered cost of
Venezuelan oil became even wore favourable for producers that delivered supplies
to Western Turope due to the fact that shipments from the Caribbean enjoyed 2
transport advantage over those from the Gulf of Mexico of approximately fifteen
cents a barrel. (18)

As mentioned atove, Venezuela started to fulfil its role of "twin baesing
point™ with the area of the Gulf of ‘exico approximately in 1938, when supplies
from the Western Hemisphere began to be predominantly from this source (see
table T - 7). However, as wc shall see in following pages, the lower prices
at which Venezuelan oil could be placed in the ITuropean market in relation to
supplies from the Gulf of lMexico (due partly to the freight advantage mentioned)
and the increasing participation of Venezuelan crude in the exports of the vest-
ern Hemisphere, later led to some questioning about the validity of the Gulf
of Mexico as the point of reference in the formula used to price ifiddle Eastern
crude. 48 a result, Venezuela became in 1948 the exclusive basing noint of the

lestern Hemisphere as the United States became & net importer.

(16) Frank, Helmut; Op Cit, page 31,
(17) Ibia.
(18) Ibid.
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C. _The Persian Gulf Basing Point

As mentioned before, "Gulf Plus" came to an erd as the exclusive pricing
system for the industry in 1945, when the Persian Gulf was able to establish
its own F.0.B. quotations for all refined products and crude oil.  Although
we really can not consider the 'ersian Gulf as a basing point until this
period, it was during the war that the first changes were brought about with
the quotations made for bunker fuel oil. This was a considerable change in
the pricing policy of the companies, but it was the result of a force externaz
to the industry. It was due to the insistence of the British Government that
the #iddle Eastern Companies receive a lower net back sales with the eliminstion
of phantom freight when the new quotations were made in the Persian Gulf.

The U.S. Gulf Plus system was quite favourable for the industry but "the
British Auditor stepped in and from 1943 or 1944 onwards the accepted
procedure was to consider the F.0.B. Persian Gulf price as being the Platt's
quotation...". (19) The British were very ~soncerned with the phantom freight
which they had to pay for their purchases of bunker fuel at the Persian Gulf,
and realizing that considerable sales were made before the war from this
supply area to the United Kingdom and North 7Yestern Burope in which because

of freight absorption the net back to the Persian Gulf was lower, they began to
investigate the prices which they had to pay for their oil. (20) Since this
amount of freight absorption "was all but eliminated during the late war it is
not surprising that it was then that the (British) authorities began

to query the propriety of the price structure". (21) e could

no longer accept this origin differential automatically as & proper

(19) Frankel, P.H.; "imeriacn 0il in a Changing “Jorld", The 0il Forum,
November 1950, page 4L47.
(20) Ibig.

(21) Ibid.




cleiicnt in bunker prices in overseas 20rts..."

General. (22)
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(223 Tie Petroleus Times; Moy 13, 1944, pace 298,
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crriving at prodiuction costs and in the knowlodre thot F.0.B »orices in the

EN L

Gulf of lMexico were controlled by thie United St:tes Govermaent ot levels
ciming o foir return...m. (24) .

I'o matter hov conitroversicl this ocedect moy be, one thing remncins unde-
betable ond this is thot it woe duce to the inguirics cnd the insistence of the
Britisn Govermment thot this anjor change in oil pricing was brought to poass.
The ncow basing point was o ¢rect advortore for the consuners within the sphere
of the Persion Gulf sipco, o8 alroncy uentioncd, it tock iuvto comsideirtion the
Midile Bast as on inwortart sunily cred.

The cstoblisuent of ¢ basing Hoint in the Poisicn Gulf with o set of

".0.B. prices cguivelent to the Anoricon guotations gove vy to o now

thooreticel velationship by which supslics fwom the !Middle East would mout
those from the Vestorn Fomisphere in the Mediterrancan as for wost s Itely

with an identicel Celivered cost. In other vords Itely become the limit wheore
Gelivered costs became ecual for both exporii..p ciecs, and vaich if surjossed
would give risc to freight cbsorption. The I'.0.B. price ot both arcas for
crude oil that permitted such an encounter vies & 1.05 o borrel and vith this
quototion the new basing point bheocome established at the end of 1945. (25)

It is importont to reclize, however, th.t asert fron hot the theovuviesl

. (a)
L

implications might have been, nost of the crude oil th.t wos oved from source

(15}

L1C

to wmarket wos donu throush indegrite chomels, crnd sin e the suoly from

Mide le East was of lover cost, it orofuced o higher intcrrated roturn for the
componies thon if the saiments vero lnde frow other higfher cost sources.
"Me coaprnies supolied eoch aarket throughout the vorld from the source tvhat

(24 Te Petroloun | Tlnos, . &y 13, 1944, vere 295,
(25) Fronk, Helmut; Op Cit, page 27.

..-g- WAN e R s etw mEe o LUk etk
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gove them the best net return". (25) Thus the wvestword moveaent & petrolewsn
ves o moatter of gooc cconomius for the oll comonies even in the cose of

Ufreigiat absorption®.

(237 Hortsuorn, Jde3 Op Git, (1957), poge 1444
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AL Ihe Relative Fall of Middle Hastern F.0.B. Prices
The decade whicl. followed the war was characterized by the cconomic
rehebilitotion of countries that were affected, and wes o period in which many

areas throughout the worid went througl: considerable economic development.
These were years of great ind.:strzel expension in which the petroleum industry
unavoidaovly played @ ~ajor role., ¥With oil prices going up in thie United
States, the " iddle Eastern guotations were also influenced in the same direction.
By 1948, end after various price increases in both the Gulf of liexico and
Persian Gulf ereas, the delivered price wes equalized in the United Kingdom
end thus & westard cove:ent of the frontier or "market ronge from Italy to
Great Britain beca.ns evident. The equalization of the delivered price of
crude o0il in the United Kingdom resulted in a & 2.22 F.0.B. &badan prics by
arch 1948, (27) This quotation was reached with whet heas been known as the
"net back formuld; adding to the American price F.0.B. Gulf of *'exico the
freight cost from this .oint to the nited Kingdom; and then subtracting the
freight from this latter point to Abadan, (28)

Giving this phonoaenon some closer attention we will notice that the
shifting of the market range towards the west would have aeant a relative
reduction in the Middle Tastern price. There being no absolute reduction
can be ecxplained by the fact that the movement of the market range was the
g;fect of a lesser price increase for ' iddle Eastern oil than for the supplies

e
of/* estern heuisphere. Instead of raising its price o full ¥ 1.L0 per ~arrel
28 in the Gulf of ‘exico, the ¥.0.B, Abadan price rose g 1.17 by Harch 1948,

when it rcached its highest mark and thereafter began a series of red:ictions.

(533'&§§£5£:“§2i?§f; Op Cit, page 37.
(28) Frank, Helmut; Op Cit, vage 32.



50

Now the core of the situation is twofold. In the first place, why did
the Middle Eastern guotation begin to rise with the Awmerican price?  And second,
why did it begin to fall after ¥arch 19437

Having 2t that tiwme = large control over oil resources, tite major oil
companies simply did not have any reason wl:itsoever to make ony direct reduction

the

or adiustnent on the price of its oil from the i-iddle East, sinca/link to the
Lmerican price amcde the whole system quite profitable. A lower price for
tiiddle Fastern crude would have only wmeant to offer the raw material to indepen-—
dent refiners which would eventually compete with them in the market. Iven for
the few indeperndents ~there was... no particular incentive to underquote such
laiddown Americen prices if the quantities... could be nerketed at the smerican
parity’. (29) Furthermore, the fact that most of the oil moved through
integrated channels and that there was very little oil in the hands of independ-
ents eliminated any cowpetitive pressure on the oil price. "The emergence of
non-smerican oil as & market factor was & gredual one', so for the independents
it 2ust have also been profitable to quote the Major's price. (37)

However conwenient this situstion must heve been for the oil companies,
we notice that the Fastorn price followed the American cquotation only until
Harch 1942, and soon after it began to fell creating a growing wargin between
the two. There are some opinions on t is matter which w¢ turn to analyse below,

In the first place there s a point of view {rom the authors of the "F.T.C.
Keport - which does not give much importance to t e esteblishment of a lower
prise (with reswect to the american quotation) in the Fersian Bulf alleging

that "the Persian Gulf ¥F.0.B. price did not actually result in & price rcduction

(29)  Yrankel, P.H.; "smerican 0il in a Changing “orld", The 0il Forum,

R e g

November 1950, page 440,
(30) Ibid.

Saey
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«s.because its effect was more than offset by the rising level of United Efazes
hat
Gulf prices, to which the Fersian Gulf price was linked". (31) They state the
equalization of the delivered price at Great Britain in 1948 represented only
a "theoretical downward adjustment" (32) and that it actually raised the Hiddle
Bastern price to a higher level than before. In reality they are right, but
it seoms that their exposition lacks (voluntarily or involuntarily) tie recog-
nition of the significance which such & breakdown of price unity had. The
equalization point in the United Kingdom in their opinion was due to “"the need
for finding Western Buropean end United States markets for Middle East crude....'
and. in order not to be "faced with the prospect of having to absorb freight and
take & lower net price ...".(33) To say only this, is not to have been fully
aware of the already stoted fact that most of the crude travelled through
integrated zhannels and thet if companies were delivering oil to Western Furope
and to American mnarkets it was because they were actually supplying their
affiliates or parent companies with a lower cost crude in spite of their
"freight absorption®,

Professor ‘"ayne Leeman, on the other hand, does recognize the significannc
of this "degree of independence" from the Westerl Hemisphere price but while
doing so he attributes the lower guotation to a competitive situation in vhich
there is "a struggle for customers in the vicinity of the watershed...". (34)

He states that bhe decline of i‘iddle Fastern prices relative to those in the

United States is an "essentially competitive development®. (35)

(31) E.T.C. Report, vege 362
(33) F.T.C. Report, page 361.

(34; Leeman, W.; "The Price of Middle East 0il", Ithaca, N.Y. 1962, page 96.
Thid.
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Lecording to rrofessor Adelman, after i"iddle Fastern producers extended
their (theoretical) merket range as far west as the United Ningdom, they would
have preferred to maintain this F.0.B. price instead of reducing it and reaching
out farther west since this would have incressed their profits in the Furopean
market. (36) This way be so in the case of products, but in the casc of crude
this could not have made "wuch difference since -~s mentioned before, orude oil
was generally susplied to integrated refiners, and therefore a lower or higher
"transfer price’ for crude would herdly afiect the total integrated profit of
the company. ‘e thus see that while the price for “.iddle Tastern crude hegan
to #all in 194E the list prices for products in Europe did reiain approxinately
in line with Caribhean parity until about the mid-fifties, and even discounts
off list prices were hardly granted. (37) Frof'essor Adelman however, does
consider that “coipanies (Were) resolved not to cut the price (presumably of
crude) until somebody Fforced them to"., (38)

This is the explanction thet does seem most likely. It seems quite
feasible that the westward movecent of the "watershed” or "aarket range®
could have been due to an external force, the United States Government.

Guoting Dr. Paul Frankel "it wons the advent of an extra-industry authority
vhich once more brought about a change; +this time the impulse came f{roa
ashington from the agency formed to advinister the Harshell Plan®, (39)
It seemns too much of a coincidence thet when not long after the "Furopean
Co-operation sdministration’ (E.C.i.) began to operate in April 1948, the

major oil companies began to lower their prices for Iiddle Bastern crude.

=T - e e

(36) Adelmen, .4, "ihe Torld 0il Outlook™ in "Naturael Resources and Inter-
netlonﬁl Devclopment“ Fdited by i'arion Clawson, page 81,

(37) Hartshorn, J.; Op Cit (1967), poge 151,

(38; Adelman, “.-.; Op Clt, page 85h.

(39) Frankel, P.H.; "Amerloan 0il in a Chenging 'prid", The 0il ¥orum,
November 1950, peage 47 .
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It was just o month bhefore the E.C.A. programne was initiated thet the Majors
had reached the # 2.22 1.0.B. Abodan price (Varch), and only two months leter
(June) when they all began to decline. It is also quite possible that the
'iddle Eastern price did not follow the American guotation all the way because
"the companies involved acted in intelligent anticipation of possible Government;
pressure and behaved Yas if there was orthodox competition". (LO) Since by
this time most of the ecrude frou Testern Hemisphere sources originated from
Venezucla, and Venezuelan crude had & tiansport advantege over the oil from the
Gulf of Yexico witi respect to the FRuropean market of approximately 15 cents
a barrel, and furthcermore had a lower price by 10.5 cents considering - he
adjustment for the smerican laport tex, the delivered price of Venezuelan
crude in north-western Furope was epproximately 25 cents a barrel below thet
of supplies from the Gulf of Mexico, and consequently it was also below
the delivered price of "iddle Eastern crude at Western Buropean markets by that
sane acount. "Such & situetion" as Helmut Frank says, "could not be
expested to continue for wvery .long under the watchful eye of Government
officials™., (41)

Thus the downward movement of the ¥iddle Eastern price hegan. By mid-
June 1948 a 19 cents reduction took place establishing a ¥.2.03 price for
#liddle Ezstern orude taking into consideration the lower Venezuelan price and
the lower freight cost from this country to the United Kingdom, and also the
change of loading ports from #fbadan to Ros Tanura and a quelity differential
between Venezuelon and Arabian orudes. (42) It is at this iroment when

Venezuela becones the exclusive hasing point of the Western Hemisphere.

fﬁd) Frankel, P.H.; Op Cit, page 448,
%41; Frank, H,; Op Cit, page 33.
42) Ibid, page 32.
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Due to the expanding production of the Middle East, which was essential
in order to take full advantage of its lower costs, “curtailment™ was applied
to the higher cost production of other countries. (43) " The net cost of this
(Middle @astern) oil... was potentially very low providing output could be
stepped up®. (44) “"ith about one miilion barrels of production shut in, the
United States imported during the last few months of 1945 and the beginning
of 1949 approximately 4 million barreis of crude oil per -onth. (45) However,
the fact that can be considered nost revealing of the cost-price relationship
of the oil industry in the i7iddle Zast is that these shipments were mcde at
lower reclized prices than the ones made to Europe. "The najors delivered the
Middle East oil as four as it paid then well beyond the watershed...absorbing
freight on a significant scale, (delivering) fordher west than their Fiddle
East quotations plus freights would in theory have pernittea". (46)

The lower price of these shipments to the fmerican merket led to a series
of public debates among all perties concerned and brgﬁghi.the whole petroleum
situation out into the open. The &mericen Government becaie dircetly
involved in the matter due to the financial aid given to Furope under the
Mershall Plen., The geographical price discrimination shown by the oil
compaznies wes forthis reason a serious metter to which the "European Co-operation

admininistration™ was showing its dis.pprovel and dissatisfaction. However,

it must have been very difficult for the E.C.:4. to handle the situation due
to the fact that "only few of thesales were arm's-length transactions and wost

of the: were transa:tions between associated companies®, (47) Jver 94L°- of

R e e

.T:C. Report", page 36k,

e >

(244) Hertshorn, J.; Op Cit (1967), page 147.

(45) "L.T.C. Reporty pege 56k.

(46) Hartshorn, J.; Op Cit, page 148,

(47)_Trankel, P.H.; “Americen 0il in a Changing Torld", The 0il Forum, November
1950, page L48. - o
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the oil shipments financed by 7.5, . in 194% - 16,9 erc made by the iajors
and most of them were shipments to their o:mn offiliztes.(48)

Since Burope's rehabilitstion required » high »roportion of fuel
expenditure, this ngency was deeply concerned th t the prices charged were
to be as low as the market would permit and that the "aid dollars" spent on
this line were no more tlon required, Under the E.C.%A, appropriations act”
no purchases of commodities in bulk may be made with the funds appropriated,
ot prices higher than the market price preveiling in the United States at the
time of the purchase, adjusted for differences in cost of transport. tion to
destin:tion, quality, and terms of payment". (49)  Since price equalization
in the United Kingdom had been based upon the theory that the supply of
Middle Boastern oil was insufficient for Furopesn needs and therefore imports
of Western Hemisphere crude were needed,(50) it must h:ve created a very
embarrassing situstion for the oil comp .nies when oil ber.n to move in
substantial volume to the c-stern co. st of toe United Strtes. The Majors,
trying to give reason for this ~dw rd situstion, alluged tho t these
shipments were only "transitory" aad of "snorsdic chusr cter™,(51)

However, it seems evident thot "supnly »ressures",(%2) and the concern
of the American Government for a "merket price”, induced the oil companies

to make further reductions on the price of Middle Tastern oil.

(48) "F.T.C. Report page 365

(49) 0il and Gas Journal, sugust 12, 1948, page 57
(50) Frenk, H.; 0p.Cit. page 42
(51) Quoted by "F.T.C., Report"
(52) Frank H.; Op.Cit, page 45

page 366

b
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It also seems probable that in order to improve tus «ndusiry's "public
relations" (53) the comprniss 4ad no cthor ~lternstivs but to elimin-te
the discrimin tory situ-tion of t.o diffevent rerliscd nprices th.t actually
persisted for lMiddle Bastern oil --it" the shivants to the United States.
In conclusion, by July 1949 the F.0.B, Frrsisn Gulf price had been reduced
to 41.75 which equalized the delivered price of Kiddle Bastern oil with
supplies from the Gulf of Mexico ~nd Venezuela ot the eastern cosst of the
United States,(54)

we have thus arrived to a situation where i#iddle Bastern prices gained
somc independence from the Americcn quot+tions, elthough basically they vwere
still linked to these. Because of this, the price increases of the vestern
Hemisphere during 1953 and 1957 were still reflected in the Middle kast,
although the second was already not reflected in its full force.(55) It is
only after the reopening of the Suez Canal th-t "the full unleashing of the
competitive forces" in the oill industry becsme evident,(56) and finally,
with the imposition of import restrictions in the United States in 1959,

thot this link becname completely severed,(57)

(53) ®.T.C. Report, page 367
(54) Frank, H.; O0p.Cit. poge 53

(55) Frank, H,; Op,Cit. page 86, “e omit on =nslysis of these price
increases since it would be beyond the scope of this discussion.

(56) Ivid. page 92

(57) Tobid, pwge 120. Ve shall give this new situction further cnsideration
when we analyse the cevents tiat led to the creation of 0,FP.E.C. in
Chapter 6,




57

CHAPT™ THI

Y e T

Significance of Posted Prices, Perlised Prices ~nd Trx Reference
Prices, Taxnation on the 0il Industry in 0,.P.".C, Countries.

I, Significance of Fosted Prices, Realised Prices and Tux Reference Prices,

In relation to the oil industry there =re three main interests involved
in oil prices: those of producing countries, those of oil companies, and thos
of coneuming countries, Producing countries have an intercst in high prices,
particdarly for crude, but 2lso for products in the case of haying an
important refining industry as Venezuela, since their oil revenwe is deter-
mined by quotations th .t ultim:tely depend on the market price in the sense
that any guotation used 1#ill be under its pressure., 011 companies are also
naturally interested in high prices for prod cts in order to increase their
own nrofits and %o be able to finance prrt of the capital required by the
industry for further development;(1) #nd in some c2scs it seems thal the
me jor oll companies would also be dnteorested in quoting high "prices" for
crude, due to certrin t-z adv nt. cs gr stoew te tac: by their home-countries;

(2) and becouse this would nermit tac. "Lhirhir profits on oil scld to outside

users, (keep) the rrw materi:1 costs of ccrmeting » fincrs hifh, ond swe-
eten.... politicel relations .4th th: vroducing countrics "(3) Consuming

countrics, on the other hand, which rre importers of petroleum and thot

sam i

(1) "Current International 0il Pricing Problems™, pege L, tugust 1963;
She 1 011 Compaty, R . .

(2) This is particulirly so of American companies which receive "vory
favourable tax treatment" from the United States Government with
respect to depletion sllowances and reliefs for foreign tax,
(Hartshorn, J.; "0il Compunies and Governments" (1967) page 195

(3) Penrose, ¥.; "Middle East 0il: The International Distribution of
Profits and Income Taxes" "Beonomica", iugust 1960, page 209
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lacka domestic fuel industry, usually favour low prices for products (and
also for crude in the case of h ving s domcstic refinin; industry) in order
to save foreign exchange and to encble their 1ndustrics to obisin cheon
encrgey, In other coses hojevoi, consumin: co .ntrics mi;at (1so be inclined
to favour high prices for petrolsum (hoti crude oil wnld products) in order
to protect s domestic oil indstrv an® (o) cth.r domcstic fucl industries
tht may exist (e.g. United Stetes, "nelsnd, -nd .estern Cermany); or
because the Govermment han an equity participstion in the oil busincss and
profits may outweigh'.the cost of imports (e g. United Kingdom -nd France
with "British Petroleum" and "Comprgnie Frln?aise des Pétroles™ respectively),
or because they are thelome countries of oil compnnies th t contribute
towards a favourable balance of payments with their remittance of profits,

In the oil industry we frequently hear of different types of "prices"
being mentioned in relation to sales, taxes and royalties, and because of this
there cnn be some misunderstanding wvith respect to their real sigrificance
unless we are able to differentiate what these "prices" really are and what
their function is, The three types of "prices" th-t we usurlly come acruss
are posted prices, realised prices, and tax reference prices, but ns we
shall see below, only one of these can be ccupted s hoving economic
meaning.

Posted Prices

Posted prices ~re thoso gquot tions 1i-ted by the oil comp.nies and
published in vsrious oil publications wiich initirlly ».vresnted a foirly
"realistic price structure” for both crude oil rnd products,

and nov serve mninly the purpdse “of tax reference
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prioes.(BA) Thus we hear of a2 vosted nrice for crude st the well-head, or
F.0.B. at the port of export; or a posted ex-rcfinery price for the
various products,

Crude oil prices began to be posted in the United States from the very
beginnings of the industry by the demend side.(4) This was due to the
particular situation of that country in which land~owncrs, having the
right to any mineral wealth underneath, offered the oil to refining
companies that "posted" the wrices at which they were willing to buy.(5)

In a history of the Standard 011 Company,(6) we find that this company

as well as mary others "procured its crude oil by spot purchase and by long-
term contracts .... which were erranged at posted prices by the major
purchesing companies in the various fields,"

Prices were first posted in the Hiddle cest for crude oil towards the
end of 1950 (7) by Socony-Vacuum Ol Company, nnd later, in 1952, in
Venezuela by Creole, a subsidirry of St anderd Cil of Neci Jersey (8). It
seems however, that in the Middlc st posted »rices -ieve introduced by the
companies as a way of velulng the crude in order to setisfyv the aspirstions
of the Middle Enstern countries for = profit shrring system more or less
nlong the lines of the Venezuel n.(9) The system finclly adopted voried
from the Venezuelan presumably due to company strategy, as we shall see

in following pages, but basically, it was similar to it. +ith these new

(34) Hartshorn, J. 0p,Cit (1967) page 137

(&) Gibb end Knowlton, "History of Standard 0il Company (New Jersgy),
The Resurgent Years 1911-192/" page 4O

2 Thid, pages 48-50

563 Th pages

7 "Platt's 0il Price Handbook" ~ 1950. poge 307
?8 Ibid, 1952, page 335

(9) TFrank, H,; Op. Cit, page 170
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profit sharing agreement=, instead of receiving a payment based on a flat
royalty per unit produced, the Governments shaied with the companies the
profits from producing operations through tax payments and = royalty, and
thus they came to acquire an interest in crude oil prices,

In Venezuela, on the other hand, the establishment oﬂ/;osted price
had nothing t¢ do with the tax payments that had to be paid to the
Government as in the case of the Middle Fast (as we shall see, the income tax
that was paid in Venezuela, was based on the realised price and not on a
posted quotation)., And since it seems the! Venezuelan nosted prices
initiklly "were prices . t which a sizeable volume of ~rm's-length trading
was probably done",(10), this t-kes us %o cousider th.t the posting of
prices in Venezuela for the first lime in 1952 could h.ve been due more to
oll-company policy seeking to est blish 2 uniform vricing system for the
ma jor exporting areas, Furthermore, sirce the United Stnies wes (and is)
the principle merket for Venezuel:n oil »nd incressing volumes of crude were
also being imported from the Middle Fast, where prices were being posted
for the reason st-'ted above, listed quotrtions would have now seemed
imperative for all the major sources of exports to allow any interested
party in the United States to make soms sppraisal of the price structure of
the oil that was being imported. It might have seemed necessary to make
all prices 2t which oil was moving publicly available in view of the
increasing disturbance of domestic producers in reliction to the large quan-
tities of lmports, and unless a satisfactory relationship between prices
from all areas could be substantinted for these domestic producers and

their representatives in Congress, therc could “sve been a denger of an

(10) Hartshorn, J.; Op,.Cit. (1967), prge 140
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enactment of import restrictions in the Unitcd States of which by this
time (1952) thorc was a "real threat", (11) A posted price was on the
other hand, publicly know and therefore it did not "need to be documented
each time it wns in question,"(12)

Realised Prices

Realised prices re the actual sale prices of petroleum which result
from the -osted price minus any discount th:t might be given to make an
arm's~length t ansaction, It seems thot the diversevc. ¢ reslised prices

from actuel postings became uite frequent .ad evideant by 1957,(13) nd

)

since then, these have been the ~uotaticns tiv t h ve beon closcr to a market
price of oil,(14) ‘lthough the zmount of crude weine irracd in the market
at these arm's-length deals reoroscnts only shout 7,0 of international oil
movements; ccording to ~n authoritative source (15) these sales arc the
only oncs that can rctually be considered s reprcsent. tive of the m-rket,
Realised prices diverged from actual postings as & result of increasing
competitive pressures which werc only reflecting a situation of oversupply
for the existing level of posted prices, and countries which had their oil
revenues based on realisations, such as Irdoncsia, Iibya, and Venezuela, were

thus affected,

2113 Fronk, H.; O0p,Cit. page 161

Ibid, page 174

(13) Ibid, peges 102 and {ollowings

(14) Transfcr prices of oil moving through integrsted channels (which inci-
dentally have nlso been moving down; Hartshorn, J.; Op.Cit. (1967)
page 141) sre olso regarded as "realised prices”, ~lthough it is clear tha
in this case they bear no connection with a wm riet price either,

(1%5) Hartshorn, J,; Op.Cit, (1967) page 135
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Tax Refersnce Price

A8 1ts name indicates, this is a figure or quotation -hosen to
calculate o1l income which either will pass directly to the Govermment
concerned, or that will eventually be taxed, Venezuela is o good exomple
of © country th.t uses refevence prices in the calcul:2tion of both royclties
and income taxes. {4s in the case of posted prices, these quotations also
do noth~ve any economic meening os prices, but scrve only the purpose of
o "reference" for the calculstion of taxes., Reference prices or reference
Pigures cun be eithe = posted price, as in the case of the Texan price
used to calculrte Venczuelan roynlties, or -n originsl figurce calcul-ted
to meet certain rcquirements, =5 in the c-se of the recunt fipures
snnounced by the Venezuelan Govermd..:t to ¢ leul. te iaccar 1. xes, e

shell sce more in relrtion to this moint Helow,
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IT Taxation on the 0il Industry in O,P,E.C, Countries

1
s SRS

Background to the Present Situction,

Under most of the earlier concession agreements, payments to the
host governments wewe generally a"lump sum at the time the concession we
granted, a dead rent during exploration, and 2 flat royalty per ton of oil
produced".(lll) Hoviever, Venezuela set the "precedent™ in 1943 with the
esteblishmant of a progressive income t-x schedule to which the oil compenics
became subject to, end :rith the gret exp .nsion of production after world
War II, host Governments genec:1ly be en to exert prossare Tor revisions of

1
their concession agreements, (12 )

Contrary however, to ir, Frank's ©oli-f thal "the 2 e 1" of the
50-50 sharing principle in Venezuels was what mode the ¥iddle I-stern

. . : . : . . 1
countries persuade "their mnjor concessionaires to submit to 1t”(13 )

I am of the opinion th t it could have been the comn-nies th:t "persuaded"
the #iddle B stern countries to "submit" to the 50-50, The follo.ing re.sons
secm Yo incline me to this belief,

1) First of all there has never been a 50-50 profit sharing principle
in Venezuela. What was incorporsted in 1948, as we shall sce in greater
detail in our next chapter, was an "additisnal tax" clause in the incoue
tax law which was applied to all extractive‘operations, i.e, mining
and hydrocerbons, and not only the petroleum industry, 1ith this clause

the Venezuelan Government ensurcd, as lir, Frank correctly stetes, that the

(11})Frank, H.; Op,cit,, page 170. Iran urs the principle exception, "where
the original apgreement provided for .. payment to the Government of
16% of net profits, This w's chaewsed in 1933 for . Fixed royelty ~nd
e percentrge of dividends «beve o st.oted £loort.(Ibid)

élQigEﬁig, page 170

137)Ibid, page 170
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Qovernmenﬁs sh- re of profits would not be in any cese less than 5075, But
it did not state thot it would be 5Ge, The sdditionsl tax clause
specifically stated th t:
T... in the cases of net income cf t:x pavers obl.ining ezrnings
derived from the minin: or hvdroc rbon intustry, including royalties
and other particip tions of the sfme oriein, LT oft v the ceduler
and complementsary texz 1 ve hecn doducted the remnining exceeds the
agegregste of the trxes crused by renscn of the sctivities of the
industry during the tixrble ye r, such excess shall be subject to
an additional tax of fifty peroent.”(lal)
In other words, only in the case when the companies' share of profits
was greater than theG-overnmon%s, would this clause coime into effect to
the
divide /excess equally, But as the income tox law withn its normal ftox
schedule and the royalty usuelly provided for a slightly higher share of
profits, this clause seldom vas applied.(lB%) This clause was a simple
guerantee but not the principle of profit shering in Venezuela, This,
I believe, has been a gener=lized misconception of the Venezuelan 50-50
clause,
2) 1In 1943 with the new petroleun law, Venezuel: rcised her royalties
substantially to 16%/5% of production. .lso tue income % 3 lew begen to

heve effect in that year which fove tho country nuiacr w. jor source of

(141) Republic of Venezuela, "OfTicirl Cazette” 216, November 12, 1948,
(151) From 1943 to 1948 the nroportions of wrofits sheared vwere approxims tely
54% - L46% to the Government!'s Ffevour (Petroleum Press Service,
July, 1949, page 158); In 1947, ye~r before the additional tox
clsuse was incorporated to the law, the government's sh re was of
52, (Ministry of Hines and Hydrocerbons "Memoria 1965" page I - 199)
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petroleun income. Royalties, however, could not be credited against

the companies' tax obligations in the United States as could be done with
the payments of income taxes to the host govermments., After the experience
of the legisl:tive procedure in Venezuela, it would not be surprising if
the major oil commanies found it advissble to mske formal sgreements with
the governments of the Middle E-st, which were snxious for better terms, to
establish a profit sharing besis =hich w.uld be tocept 2le teo both parties
before they too began to legisiots s 1n the cuse of Venczucla, In any

case we see th~t in the H0 - 50 wofitl sihiri

-

oo sreenents of the Middle East,

a lower roy-~lty, wihich could not %e¢ erediteud to i toxr obli- tion of the

-

home country, was established (12,5:); =2 = Yimit to firther poyme ts, .nich
would be treated as income trxes, vios imrosed, i,e, the difference to make

up for the 50% share, Venezuela on the other hand wrs free to raise her
income t:x, as in fact she has done in not o few occasions, and usually
surpassed the 50% level,(16)

3) Another reason for believing that the 50-50 agreements based on
posted prices werec introduced into the Middle Fast by the companies is that
the Venezuelan system of taxation was already giving the companies hard
times, Since 1945 companics in Venezuela were already being threatensd with
an "excess profit tax" becnause "sonme companics had made exceptionally high
profits",(17) During that yenr the Govermment headed by r, Rémulo Batan-

court and in which Dr. Peres Alfonzo ncted as Minister of Development (18)

(16) We will sec the Venczuelan procedure of increasing her oil revenue in
greater detoil in our next chupter.

(17) Balestrini, C.; ﬂéﬁaﬁq@u iria  Fetrolers wn Vendsuels!
Ministry of Mines snd 4V6“oo\"nohs 1965 nere, 35

(18) The Ministry of Development =t it time . 1lso fulfili.d the role of the
Ministry of Mines nnd Hydroc-rhons,
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began to talk about making modifications to the income tax law because the
tox reform of 1943 "had not completely satisfied the notional interest".(19)
Since oil companies in Venezuela were beginning to feel the increasing
intervention of the Government in relation to what were fair profits, they
could have tried to avoid as far ns possible the development of such =~
siturtion in the Hiddle Eost, and thus offered a profit shsoring system to
these countries exploiting =n "equ.-l sh.rc - 7. dbusiiwess" slog-n in which
furthermore, because it wsas bascd on postod prices, v..v ¢id not have
"to open their books continuouslv to iusyuction by k. host ;[overnments”
and. thus risk further prying into their dusivess,(20) 1. comprnies "no
doubt felt that ., ., the 50-50 :rith its inhevent ring of f-irness ... could
give them on entirely new imrge which would reduce their concessionsry
problems, ensurec stability, -nd safeguard the validity of their contracts" (21
For these three reasons I am inclined to believe thet the 50-50 profit
sharing principle was actually introduced to the Middle East by the companies
in the same woy =s we now sce the HMajors offer better terms to Governments
in order to consolidate their position and to weaken that of their in-
dependent competitors, (22)

Present System of Taxation

At present there is o common system of taxation in crude oil production
in all of 0.P. .C. countries, This system hovever, has certoin veri~tions

in some countrics which are quite important in practice but which nevertheless

(19) Balestrini, C.; Op.cit. p. ge 34

(20) Frank, H. Op,Cit, prme 17k

Ibid, page 173 )

2?2, Fcr this kxind of oil sompony strotugy in
gence Weckly", fpril 19,1965 p.,6; :ad in
cation for February 28, 1966, pirc i,

ibyes sec "Letroleum Intelli-
cnczuels sec some publi-

-
s
o
¥
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do not alter its fundamental principles. Such differcnces msy consist of

defining gross income on the besis of 2 posted price, & reclized price or
o refercnce figure, or the granting of certain allowances such s percentage
depletion, or execmption from a vericty of indirect texes. However, as f~r -s
the mejor oil exporting countries are concorned, the present taxation system
consists meinly of -~ roysliy and ond income trx.(23) e must however, mike
the observation here 2nd now that in its true ussence royalty is not » tax,
and th 't income tax is normally not ~ tsx on real income, but since they
are generally regerded as such, we shrll anelyse these under those headings.
Royalty

Conceptually, roy~lty is & form of - .yment th t wc hove inherited
from the days before the intvodaction of irncoms txes ul wis origin is to

L

be found in the times when tho Cromqm cl:ila.d @ldl wincrel we Ith, In return
for the concession to extract the minir~l, < conccssion:ire vould pry the
Crowm a certrin percentsge of th: product, Xnen s ~ rvoyslty, This system
was loter adopted in the United Stetes with the 1l-ndowner, who in th t countis;
owns sub-surfrce mincral weszlth, t-king the pl ce of thc Crown. Royolty
then, is gener:lly considered ns = compens-tion to the owner of the minsrnl
resource for the minerl itself, and as such it is distinct from any boxes
wiich may be chorged, In all of the major exporting countries, subsurface
mineral rights are owned by the nation and the royalty is thcrefore poy.ble

to the Government.(Z@)

(23) 0.P.E.C.; "Tsxation Economics in Crude Production"; page 8, Paper

BTN

prescnted to the Fifth Arab Petroleun Congress ; quro, Merch 1965
(24) Ibid. page 9




Income Trxes

In addition to the roy:lty p-id to 1h: Covernmen®, income tex is
charged by the major exporting countrics, usuw:llvy -t the rote of 505 of
theoretical net eernings, This tox is usv 17y a flat tax on these esrnings,
regardless of size, but in some countries, like Venczuela, it is progressive
up to a certain point, depending on the totsl size of the income, and o
flat rote above thnt point,(25) In most of the mejor concessions in the
Middle East ond Libya, the tox is Jevied on the theoretical net income
calculsted on the basis of posted prices, In Venezuela, it is lcvied on
en income oalcul.ted on the basis of r-ference prices, and in Indonesia, i?
is chirgeable on actusl ssles prices.

In many of the major exporting countries, though not in ~11, again
as in Veneguela, concessionaire comprnies rre exempt from toxes, other thas
royalty snd income taxes. This exemption applics notsably to import duties

on ecquipment to be used in the development of oil resources, but is also

epplicable to several other indirect t.xus, the ustuoe of .2ich veories rrc

o
t

country to country,(26) In ddition to tie ooy 1 vyaees ovtlined ebove,
which by f:r srec the most impowtint, there .x¢ ..lsc bonuses - hich cre
usually paynble at the time the concessiorn is prarvted - nd ethor minor toxec

such as surfree -nd explor tion t-x,

ifiddle East

In the Middle E~st, rgalty in the major concession agreements is

cquel to 12,54 of production valued 2t the posted prioe,(E?) and from 107

(25) Ipid.
(26) 0.P,,C., Op, Cit, page 9
(27) Ibid. puge 8
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onwards it has been expensed nnd chorged as ~ cos® against income tax in
some of the countries,(28) Previously, royalty wss gener~lly included in
the 50% of the profits shored by the Govermment but, .5 we sihall see in o

following chonter, this led to scrious criticisus frow G.F.u.C since the

°y
Middle Bestern countries undor *..T systex wo cither not obl-ining & full
share of income t xes on o 50. basis, hdekh =s elzined to ro : normal

tax for the level of profits obtuined by the industry, or thc oll companies
erc evading payment of roy-lties,(29) the comp-nies ngreed to pay roynlties
in addition to the texes on income, in return for whet wns in effect a
reduction in posted prices for tax purposcs for a period. In the ~ssessment
of taxnble dncome the companies would be given an allownnce off the posted
price for threce consecutive years, =2nd for the fourth, 1967, this allowance
would be subject to consideration,(}O) It scems however, thot O,P,E.C,

now finds thet it should be climinated for 1967.(31) The agreement has been
effective in Iran, Szudi srabia, and Qatar since 1964, but it did not apply
in Irsq nor Kuwait bocause these countries considered thet it went agsinst

"principles of st-te soveroignity",(32)

e e

(28) Petroleum Intclligence  ‘eekly, J-nu ry 18, 1965, poge 6,

(29) 0,P.%5.C.,"Explan-tory Memorand on the 0,17 ,C. Acsolutions IV 32,
an Jopnge .
V.35, rnd IV SL." poge 1h

(30) Petroloum Press Servico, febru .y, 1966, pusc 42,

31) Petroleum Intelligence cekly, October 3, 1966, wirc 3
T zvomae P LT va A 3 e Py -~

J A b - 3

(32) Petroleum Intelligence ‘eckly, :"rch 29, 1965, n.pu 6
Hore in relation to this «wilY »¢ sven in the ¢h nter vel ted to
c.P.1.C,




70

With respect to income t-xes, the first count v to follo. Venezueln
cnd obtain a similar payment vies Zoudi rebia in Dececmber 1950, and then
Kuweit in the following yenr, through the establishment of the 50-50
principle, Immediately afterwards this type of sgreement becemeggneralized
throughout the Middle Bast (33). The main difference however was thaot, as
ve sar before the Middle Fast calculated profits on the basis of posted
prices, while Venezuela did it on the basis of reclised prices, This type
of agreement wes first dbroken in 1957 with a nevw partnership arrangement
betveen the National Iranian 011 Company (N.I.O.C,), and the Azienda Generale
Ttoliana Petroli (A.G.I,P.), a subsidi~ y of B,N.I, (Ente Wazionrle
Tdrocarburi) thoe Ttalian State company, by which the host government would
receive more than 50,6 of the profits, The agreement provided th-t from net
profits half shall be p:rid to the Irsni-n Government os t-x, »nd the cother
half shrll be divided equully botueen H,1,0.0. wd ..i.T.b. (34)

although leg-1ly the 50~50 troo wprecoient stilY prov ils in the Middle
East, new associntions of the kind s.cn wbove, the cxpensive of roy -1ties in
some cases, and the deterior:tion of s:.lc mriccs, hve rosulted in an
incrensing particip tion of the i"1d1le Yestern countries in the profits
of the industry, In this way we find th .t tw sheve of actual profits of
countries in the Bestern Hemisphere has actually riscn from 50% to 655 during

the past nine years,(35)

(33) Fronk, H. Qp,cit., page 171
(34) Petroleum Press Service, October 1957, page 359

(35) Petroleum Intelligence Yeekly, November 7, 1966, page 1
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With the petroleum law of 1965 Libya adopted = taxing system paraliel
to thatprevailing in the Ifiddle RBast., There is 4 12,5 roy..1lty which ¢ n
be pold in cnsh or in kind to the Governmsnt :rng ta 1 1o treoted zsa cost for
tax purposes, and an income t-x which is olso erloulated .t » Oat rate of
50 of profits determined by wested ~vices, (36)

It seems however, th:t it w~s the w joroil commcnies vho rctually
proposed to moke these payments to the Tibyrn Government offering the same
terms they had apreed to give the Middle Lastecrn governments on condition
thot these would also be applied to all the companies oper~ting in ILibya,
(57) It is obvious that the HMajors were trying to make the situation more
difficult for the independents th:t had monaged to break into markets by
granting heavy discounts on their oil, since these allowances we.e possible
"legely because the profit sharing agreement with the Governmcnt was based
on realised prices..."(38)

Indonesia

Indonesia has the most unique system of taxntion emong the major
exporting countries, In her cese neither royalties nor posted priees sre
N _
relevant. l'oreign compenies may opersate only ss contractors to one of the

state agencies which have now been reduced to t.o:rert.min :nd Fermina,

Contractors work on 2 production sia.ring dasis, -~dvancing the c pital for
explorotion ~nd development oper-tions -nd veying t.c-selves s.ith a shore
of the crude, ususlky 4Ok, Hounver, in most coses the foreien contractor

handles 2ll exports and hends over to the Indenesinn suthorities 60n eof the

oz v

(36) See official text of Tibya's 0il Law in Fetroleum Intelligence %eekly;

December 6,1965 (Special Supplement) page 9
(37) Petroleum Intelligence weekly, spril 19, 1965 page 6
(38) Petroleum Press Service, sugust 1966, page 28k

At e et
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proceeds which are calculated at realised prices.(39)

The previous Indonesian Law, which dated back to 1954, had provided
for a 504 share of profits as the general rule, but it became inoperative
with the Presidential Decree 476 of August 28, 1961 that specified the
present profit sharing basis, (40)

Venezuela

Venezuela's previous oil minister, Pr. lercz Guerrav, dcscribed 1966
as "e vear of transition" feor the Venezuelen oil 1aﬂ“gtr\,(aOA) He was
actually emphasising with his st.tement tne clirires thet vere veing intro-
duced to the taxing system and thr? ould be -~prnlied to t' o oll industry
in 1967. Since this new method of tex~tion is the one which affects the
Venezuelan oil industry at the time of writing, T find it convenient tc
introduce its major choracteristics at this point although it actually
corresponds to a pericd beyond the one chosen for this study. e shall
analyse in any case, the evolution of the taxing system in relation to the
oil industry of this country in our next chapter,

Basically the new tax system is the same as before: there is a
royalty of 16%/5% that can be paid in cash or in kind, and if it is accepted
in cash, its value is determined by using the posted price (F.0.B. Gulf of
Mexico) of similar Texan crudes with certain adjustments for gravity and
deducting the American import tax, The aver:ge of such "royalty reference

prices", as they ere called, will obviously v-ry from one year to another

(39) Petroleum Press Service, September 1961 pege 354, Lor « model of the
new b pe “of agreemeﬁt Botio;n oitl cumponics s coentractors and the
Indoncsian Government, seca thoe contrict betuean Fen Jiwricen end
Pertamin: "Petroleum Intellirence . bggli” augast 20, 1962, - age 9

10) Petroleum Press Service, Coto nr 1967 pagc 379
LOA)Petroleum Press berv1ce Movenber 1947 voge 403
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according to the particular output pattern of crudes for the year.(41)
The major change occured in income tax. First there was a rise at the top
of the schedule to 52 against 47.5% which had prevailed preViously,(42)
and second and most important, the whele basis for calcul. ting the industry's
profits was changed. Before, profits had been calculated on the basis of
realised prices, but now a whole new schedule ef "reference prices" has been
determined by the Venezuelan Ministry of Mines and Hydrocarbons that will
substitute the reeliged price for each type of product and crude in the
calculation., These prices are still not awvdlable for all the products and
crude exported, but the following table gives us the refercncc prices for
some of the more important types of crude ta.t ealor S aerkets, (seetable
The most interesting fact zbout thess new nrices is tihit they could
actually be considered as nevw "postiugs”, this time ho -ever, wmade by a
Government., But even more important, t:: these ne - cuotrtions have
introduced a set of listed prices “hich re lower th:n the correspending
posted prices that have not been allowed to ch/nge since 1960, This of
course ung done to raise the tox besis from a lower reslised price but it als
implies o formal and official recognition by a producing government of the
inadeguacy ~nd insignificance of the present structure of pested prices,
As mentioned above, reference prieces for refined prodhcts will be
set separately by considerations which are still not available. For crude
oil, the formula to determine the reference price will be tied to the

gravity differential of the various crudes. Traditionally companies

T AT ST T X AT S ST T T TR YT T e GRS

(41) Balestrini, C; Cp, Cit. pege 174
(L2) Republic of Veneguela, "Officisl Gazette"

2

H

Desember 23, 1966, page 9
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Table III -1

Feference rrices of Venezuelan Jil
(5.3, #per barrel )

APT Fosted "Reference & Below =
Crude Gravity Price . Friee Posted Frice
Boscan 10 ¥ 1.57 7 1.40L0 10.6
Lagunilles 15.5 2.07 1.6042 22,5
Bachaguero 16 1.85 1.622.4 12.3
Tia Juana {(heavy) 18 1.90 1.6952 10.8
Tia Juara (wedium) 26.5 2.30 2.0046 12.8
Guanipa 30.5 2.53 2.1502 , 15.0
Tia Juana (light)  31.5 2.55 £.1866 14,53
Oficina 35.5 2.80 2.5322 16.7
Lagocinco 36.5 2.76 2.3686 14,2
Cumarebo L7.5 330 2.7690 17.1

seurce: Petroleum Intelligence ‘eekly, January 23, 1967, page 3.
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establishing a posted price for a crude allow thot price to move up or down
by 2 cents for esch one degree of -ravit¥ above or below th-t ~t which the

price is posted.(43) Under the Venezuelan formula, a theoretical crude

’
oil of zero gravity is priced at 1,04 per barrel, Then for each degree

of gravity this price is raised by 3,64 cents.(44) Venezuela has generally
followed this procedure in pricing her oil, although in certain cases quality
factors have also been taken into consideration.(45) It also seems thet
these base prices set for 1967 will be "slightly"raised from 1968 to 1971
according to the agreement with the major companies.(46) Thus the Government
has not merely arrested the downward trend of the guotation to be used in the

calculation of profits (sec table III- 2), but has actually reversed it,

’
Furthermore, if a company sells oil ot a highor price, then this sale price
will be used in the determinstion of profits., With a further 5 cents per
barrel which seems will be added to Venczuela's revenue, the profit ;
sharing relation will now ch.nge to 72+ - Z8o to the grostoer fevour of the
Government, (47)

We have thus seen that Venczucle's incoms tax is no lonser a percentage
of profits, but o number of fixed cents por havrel as in tle Middle East
and Africe, It also seems th t, with this ne t-xingsystem Venezuela's

per barrel revenuc will exceed the rest of the exporting countries "even

evershadowing” Libya whers as o result of her -1265 oil law, she managed

(AB) Petroleum Intelligence .Jeekly, Janusry 23, 1967, page 3.
(4h) Petroleum Intelligence <eskly, Janucry 23, 1967, page 3
(45) Ipid.

(46) Petroleum Press Service, November 1966, page 403,

(47) Petroleum Intelligerice Weekly, October 17, 1966, page 1.
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Table 1T - 2

-

Average Royalty, ~osted and Realised “rice of Venezuelan Crude
(U.s. @ per barrel’
Averege - .
Royalty Zverage Sverage ¢, Below
heference Posted' Realised Posted
rice (1) Prige (2)  Frice (3) Price
1961 2.71 2.31 2.12 8.2
1962 2.67 2,51 2.06 10.8
1963 2.66 2,31 2.03 12.1
1961, 2,60 2,29 (k) 1.91 16.6
1965 2.58 2.27 (L) 1.36 18.1

(1) The average royalty reference price was obtained by dividing royalty
payments by the volume of royalty oil,

(2) The average posted price has been weighted considering the proportions of
the different typnes of crude produzed in that vear,

(3) The aversge realised price was obtained by dividing total earnings derived
from the sales of crude by the volume of crude exported.

(4) The lower average of the posted price for 1964 end 1965 is the result of
& higher proportion of heavy crude in the production parttern of crude oil..

Source: Banco Central de Venevuelr, “Informe Foonomico 1965%, pages 27¢ and

279, “inistry of Tines and lyydroo rbons, ”Petroleo Y. Utros_Detos
Estadisticos 1955%, puge 169.
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to raise her revenues substantially. (48) (see Table III - 3)

Lis can be seen from Table IIT - 5, payments to the Governments of the
principle cil exporting countries have been increasing year by year, Higher
rates of production, reduction in operating costs, and in some cases, new
agreements such as royalty expensing are responsible,(49)

In the Middle Bast, the 1960 cut in posted prices was vertislly
offset by the production of larger volumes oi’ oil -.iii by rcductions in
operating costs. In Tdbya "i-aer caports, ano taw 195 potroleum law
raised oll revenue substanti-=11v in t..1t :o: to FUL? wmillion which is
more than double th-t of the »ravicus verr., (sce T-ble IIT - 3) The two
ma jor changes introduced by tue netroleua la - were: the spplication of
the royelty agreement, and second the changeover to a posted price barcis
for tax nayments, Tt seems th.t only the applicetion of the royalty agree-
ment increased Libya's revenues in 1965 by aporoxim- tely #134 million, /=
In Venezuela we also see an increase in total reveue but we also notice
lower per barrel payments, The return per barrel in Venezuela depended
partly on the gravity of the oll expcrted, and partly on the price it
obtained in the mapket i,e. the realised price. Both these reasons accoun-
ted for the lower per barrel revenue of Venezuela. In this repect we saw
in Table ITI - 2 how the average posted price of crude oil declined due tc
the grecter particip-tion of heavy crudes in the export p-ttern of the oil,
and ~1so how the rerlized price, which w's the besis of income tax, h-d

been f=lling, Per barrel pryments in Venezuel:s wro still higher

wrmEmm LS L

(48) Petroleum Intelligence eekly, Cctober 17, 1965, w ¢ 1

b
(4.9) Petroleum Press Service, Sentemver 19 ¢, = .o A26,

(50) Petroleum Press Service, S3eastomber 1060, wmars 306,




Vil Revenwe of the ain Fxporting Countries

?ﬁpi?,;llw;né

L) Total Government 0il :
(in f million)
Seudi
Huweit(l) Arobia(l)
1356 310 300
1957 338 323
1958 L25 310
1959 405 315
1960 465 355
1961 L6, 396
1962 526 L6
1963 555 489
1964, an 552
1965 636 639
§\_ Government Receipts Per Barrel
(TS,
1956 76.5 82.9
1957 79.6 58,2
1958 81.7 81.7
1959 77.8 75.8
1960 76.1 75.0
1961 Thol Th o6
1962 4.0 75.8
1963 ThaO 76.7
1964 748 80.7
1965 Tho3 80.5

cents P ‘B ol exports)

evenues

Iren Irag

153
213
247
263
285
301
331,
398
L7k
532

[ T T

8h.3
86.8

(1) Including helf Feutral Zone,
"atar, sbu Dhabi and Bahrain.

(2)

Lource:

193
137
22l
243
266
266
267
308
353
368

OO OO N D\N\D
N Huor~lu OV O W

Co O~y ~I~1~J 0 WO

~etroleum Fress Servhbce, September,

Others(2)

&7
57
72
69
70
70
75
83
95
120

Totel
Middle
East

e e

1,003
1,068
1,278
1,294
1,442
1,497

,048
1,833
2,099
2,295

32,3
85.7
84,8
79.8
7.7
75.6
7547
76.5
776
117

78

Libye Venezuela

738
968
993
926
877
3 938
39 1,071
109 1,106
197 1,122
422 1,128
87.2
105.0
111.6
98.4
9.2
62.7 2.9
6h..7 97.2
65.0 98.6
62.9 95.4
95.2 95.0

1966, page 326,
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than in the i#iiddle Bast, but the differcncc has been norvowing in recent
years, dropping from 22,1 cents in 1963 tc 17.8 cents in 1964 and 17.3

cents in 1965, %iith respect to Libye, Venezuela fell short in her per
barrel reveue by 0.2 cents for the reasons stated above, but =s we also
mentioned, it seems that with the new Venezuelan taxing system she will sur-

pass Iiby~ again,(51)

(51) T shell leave for leter the discussion of the possible effects of
Venezuela's new tox measures on total revenue,
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CHAPTER _TFOUR

The Beginniwgs of the 0il Industry in Venezuela. Characteristics of
the'Venezueian 0il Industry and its Position in the International
Industry: Exploration, Reserves, Production, Refining, and Investments.
Significance of the 0il Industry to the Venezuelan Economy., Venezuela's
Petroleum Policy, The "Corporacion Venezelana del Petroleo" (C,V,Pl).

The Petrochemical Industry in Venezuela,

I, The Beginnings of the 0il Industry in Venezuela

L

From a commercisl point of view we cun go » cl .5 far as September 3,
1878 to set the begienings of the oil industry in Venezuel:, On this
dete the "Compania Petrolia ds1 Tachira" war founded By
Mr, Manuel Pulido to expoloit te black oils wiich were filtrating from
the ground and refine them in an ordinary still in order to supply the
neighbourhood with kerosene (1), This first commercial venture took
place in what is now the State of Tachira in western Venezuela covering
an area of 100 hectares over which Mr, Pulido obtained exclusive
exploitation rights, In 1880 an oil derrick was imported from the
United States in order to drill for the oil as it was dene in the
American industry (2), and by 1912 this company was registering a daily

production of 60 barrels of crude oil. (3) At this early period, hewever,

(1) Baptista, Federico; "Historia de la Industria Petrolera en Venezuels"
Creole Petroleum Corporatlon Cerucas page 2.

(2) Baptista, Federico, Op. cit., page 2

(3) Betancourt, Romulo; "Vengzuela Foliticc y Petroleo™, Fondo de
Cultura Economice, -~ Mexico 195o page 1.
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no official interest was given to the incipiecnt indusiry, and all
government attention was directed towards sgriculture and cattle
breeding which at that time were the main economic activities of the
country (L),

It seems to be that the first concession granted to a foreign
intecrest dates back to 1883 when an American named Horacio Hamilton
obtained a concession to exploit asphalt from the lake of Guanoco in
the Btate of Sucre in the eastern part of Venezuela, and which later
passed to the "New York and Bermudez Company" a subsidiary of "Generszl
Asphalt Company of Philadelphia", (5) In 1909 there was another
important concession to a foreign interest, this time to the Briton
John Allen Tregelles who represented "The Venezuelen Development
Company Itd." (6) This eoncession covered sn aren of 26 million
hectares in 12 states and a Feder:l Territor;, but .fter iour yesars
without having drilled any wells, the Government considered that the
Company had not fulfilled its commitments nd crncelleld the concession.(7)
Other concessions were also gr nted to the vsarious n=tionsls that were
favoured by the prevailing Governments, but these concessions were held
by these people only while they were able to pass them to foreign
companies in arrangements between these private interests and the

newcomer, (8)

(&) Betancourt, R.-ulo; Op, cit. page 13.

(5) Balestrini, Cesar; "La Industria Petrolera en Venezuela"
Ministry of Mines and Hydrocarbons, - Venezuela; page 7.

(6) Betancourt, Romulo; Op,Cit. page 25

(7) 1Ibia

R P ey

(8) Ibid
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It is on September 14, 1922, however, th.t the cvent vhich is
considered to be the most significant in the history of the Veneguelan
oil industry tock place. (9) On this dnte, the "Barrosos 2" well
of the "Venezuela 0il Concessions {subsidiary of the Reyal Dutch-Shell
group) (10) struck oil and gave forth 100,000 barrels of oil per day
for nine consecutive days. This event in the history of the Venezuelan
oil industry which in my opinion is comp rable to Drake's success in the
United Staies in 1859, acted as a stimulus for oil men and atracted
many more companies to the country which now proved to have great potential
oil wealth. Intensive expleratory programmes tock place, and by 1929
seventy three companies were searching for oll en Venezuelan territory,
obtaining major success those which today are subsidiaries of the
Reysl Dutch-Shell group, Jersey standard, and Gulf 01l Company, which
until this day = e the major producers., (11)

Of the three major producing companies, the Royal Dutch-Shell was
the first to srrive on Venezuelan soil in 1912 through its affiliates
"Shell Caribbean Petroleum Company™,"Shell Venezuel:n 0il Concessions®,
and the "Colon 0il Company”.(12) In 1917 1t built in v:n Lorenzo the
first refinery of the country and :lso tha first pipeline -hich wes
between San Lorenzo and the ‘lene Gr.nde oil field, (13) Next to

enter the country was Jersey Stand.vrd in 1921 rith its affiliate

(9) Baptista, Federico; Op. Cit,,page 6
(10) Batancourt, Romulo; Op,Cit.,page 29
(11)Baptista, Federico; 0p.Cit,,page 6
(12) Balestrini, Cesar; Op, Cit,, page 73

(13 Ibid
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"Standard 0il Company of Venezuela®, which in 1943 merged with the
"Lago Petroleum Company" and formed the "Creole Petroleum Corporation",
In 1923 the "Venezuelan Gulf 0il Company"” entered as a subsidiary of
Gulf 01l which todsy operates in Venezuela as the "Mene Greonde 0il
Company™ ., (14)

It might be of intemst to point out nos it vus tie xeysl Dutch-Shell
group who entered Venezuela ne-rly 10 ye rs before Stondurd Cil, due
probably to the different strategy the' governed these coup.~ies, since
while Standard 0il was busy conselid-ting its position in thc United
States, the inglo-Dutch vere out trying to secure its oil from foreign

sources due to the fact that it did not count with domestic supplies.(15)

(14) Baptista, Federico; 0p,Cit.,pa c 7

(15) Frankel, P.H,; '"Essentials of Petroleum: A ¥ev to 0il Fconomics™,
London, 1946, page 89,
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IT Characteristics of the Venezuelan Oil Tndustry and its Position in

the International Tndustry.

The oll industry in Venezuela is formed by approximately fifty
companies of which about 10 are fully integrated. (16) Three of these,
Cumpaftia Shell de Venezuela (subsidiary of Royal Dutch-Shell), Creole
Petroleum Corporation (subsidiary of Jersey Standard), and Mene Grande 0il
Company (subsidiary of Gulf 0il) account for 77 of domestic production, (I7)
80 of refining,(18) and held approximately 655 of the area in concessions
at the end of 1965, (19) Besides the private companies there is a
National Cil Company, the "Corporscion Venezolana del Tetroleo" (C.V.P.)
which also operates in all steges of the industry 2ai eaich is supported
by favourable legisl: tion,(20) Howsver, ~lthough this compsny does not
participete at this moment in anv ¢f the operctions in a considerable
proportion, it may eventually gein control over its competitors since it
alone is suthorized to sign service countr-cts with the private oil
companies, The more important firms in Venezuel: then, generslly belong
to parent companies with headquarters in the United States, United
Kingdom, Holland and, in minor cases, Spain, Canada, Switzerland and

France. (21) Decisions of importance and especially the capital budget

(16) Information obtained from the Central Barnk of Venezuela,

(17) Table IV-8

(18) Ministry of Mines and Hydrocarbons - Veneczuela; "Memoria - 1965"
page IV -38,

’

(19) Ibid page IV - 9. (also table IV ~ L)
(20) We shall see this point in following pages,
&

(21) Parra & Pocaterra; "The Petroleum Industry in Venezuela" page 3.
(Paper presented by the Venezuelon Delegstion ot tine Third Areb
Petroleum Congress, &lexandria, Getober 1961)

H
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]

of each operat ng comprny must be approved by the parent organisatien
although th:e sever:l executive boards of companies in ihe country have
varying = degrees of autonomy., (22) Loc:1 cipiiol vrofremues in any
case are approved by the Venezuelan Ministry of Mines wrd Hycrocerbons,

A) Exploration.

4s can be seen in table VI - 1, larsge sums of money cre directed
towards exploration in verious psrts of the world. In 1965,$1f180 million
were spent by the international oil industry in exploration and lease
rentals and another,$5,785 in the development of new areas in production
capital expenditurss, Venezuela had usually occupied an important position
in these expenditures but, as we can see in our table, in 1965 less than
3% of the total was allocated to this country. During that jear the
areas that were mostly favoured by exploration and development, apart from
the United Staies, were Canada, the Middle Bast, and Africa (table IV - 1),
The various reasons for exploration have been analysed in a previous
chapter. Reasons for the fall in exploratory activities in Venezuela
however, are debatable,

As mentioned above, expleration in Venezuel~ had usually been
maintained at a considerasblc level up to 160 .uen thesc activities started
to decline sharply (table IV - 2). The pe:k yeors of 1956, 1957, and
1958 can be attributed to the necw concessions granted ot thet time
(table TV - 3), but soon after tho decline was to reduce exploration to
levels far below those before the 1956-583 period, There are some quite

opposing views in explaining this situation, Mr. aAnibal Mertinez, =

(22) Ibid, page Ak
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Tebl:. IV - 2

TR AL TS e TS

"Exploration and Exploratory Drilling in Venezuela'

e T W T S AT AR AT

151 l®e 156 1o 193 1959 10 196
Exploration:
(Thousands of Hectares)
Aeriel Geology 4,578 L, 572 3,599 326 L, 06k 6,469 837 -
Lerial Mapping w“mmP 2,469 8,942 4,563 6,487 2,289 550 -
Surface Geology 2,23k 2,02y 1,472 5,002 5,38 5,395 2,371 271
Grovimeter 120 973 2,028 2,227 1,925 788 - -
Sedsmograph 1,353 b, L62 L,272 7,527 2,77k 1,056 114 541
Structural Drilling 130 1z 23 1565 3l 7 5 2
Total 11,709 14,513 20,336 20,410 20,668 16,00 3,877 81k
Aowmﬁ\goBdWmv (1)
Surfeace Geology 171,60 127, 120,59 107,92 103,43 81..0 32.80 13,45
Gravimeter 25,65 34,10 29,40 Ly 56 51,99 25.00 - -
Sei.smograph 166,40 191,80 148,39 260,87 207,26  £6,30 9,2 2,47
Structural Drilling 35,21 15,70 3k,60 41,30 46,30 L7,60 Lk ,00 716
Bxploratory Drilline: (2)
Completed “:ells 103 171 138 136 168 103 62 6l
Produc ing 0il Wells 3k 70 61 68 83 L1 28 28

(1) Summetory of monthly averages
(2) For the ubjective =t the beginning of drilling

-

Source: suswmﬁwﬁ of Mines and Hydrocarbons - Venesuela. "Memoria" ~ 1965, page I - 154

T =
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Table IV - 3
"Area in Conessions in Venezuela™
(hectares)
Area in Concession Lrea in Concessiun
at tie beginning lLew Concesgions delinguished . at the end
of e year =~ Granted _  _ _Area _ ____ of the year __
1945 8,641;864 5,148,474 265,664 11,524,674
1946 11,524,674 - 361,356 11,163,318
1947 11,163,718 - 439,615 10,723,703
1948 12,723,703 - 2,422,451 8,301,252
1949 8,301,252 - 990,551 7,310,701
1950 7,310,701 - 815,546 6,495,355
1951 64,495,355 - 202,478 6,292,877
1952 6,292,877 - 25,779 6/267,098
1553 61267‘098 - 61,263 67205i835
1954 6,2057835 - 179,167 6,026,668
1955 63026,668 - 155,384 5,871,284
1656 5,871,284 301,714 1,013 6,171,385
1957 6,171,985 519,377 - 6,691,362
1958 6,691,362 - 339/530 6,351,832
1859 6,3511832 - 597,381 5,754,451
1960 5,754,451 - 1,036,007 4,118,444
1961 4,718,444 - 297,593 4,120,851
1962 4,120,851 - 343,653 3,777,198
1963 3,777,193 - 218,829 5,558, 569
1964 5,558,369 ~ 314,639 54243,730
1965 5,243,730 -~ 247,707 2,996,023

Source: lhinistry of Mines and Hydrocarobs - Venezuela; "Memori."-1965,
pere I - 151.




Table IV ~ 4

"Area of Concessions in Venezuela Held by the Main 0il Compenics

at the end of 19657

(hectares)

Mene Grande 0il Compeny 7644879 25.5
Creole Petroleum Corp. 720,509 24.0
Cia. Shell de Veneguels 453%,928 15.2
Mobil 0il Co. of Venezuela 181,711 6.1
Sicclair Venegzuslen 0il Co. 171,647 5.7
Others (20 comprnies) 703,349 _23.5

Total 2,996,023 1C0.0

Source: lidnistry of lines cad Lydrocarbons, Ve.iezuela. "Hemori-" - 1965,

= veme e m——

psge I - 152
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- -

Venezuelanuéeﬁlogist, (255 is of Lﬁe ovinion tn.t tais réﬂuction is a
very natural phenomenon since “tae extenszion o the Venszuel.n sedimentory
basins being finite, there ha? to come - time <hen the variouvs methods
for oil exploration would tot-lly coveor the wiole country®, (24)
According to Mr. Mortinez nearly 9L of 2ll the ares of the Venezuelan
sediment~ry basins bas been "adequately" explored, and the reduction
in exploration since 1958 is ascribed "only to a true physical situation
and to normal development stages", (25) He thus believes that it is
Tabsolutely normal' thot from 1960 onwards the number of geological
field crews in Venezuela would have "drastically diminished". (26)
Other points of view play with the idea that the reduction of exploratory
activities in Venezuela is only but part of a global reaction of the
oll companies against the "aggresive" petroleum policy prevailing since
1959, since it tends to affectthe nntional revenue which derives from
such activities, the labour force, nnd alsothe expenditures ot this
stage.(Z?)

One thing, however, does seem obvious, 'nd this is th:t since the
policy of "No more Concessions™ 8 proclaimed, the comp.nies hove

reduced substantially their explor-tory activities,(2?) Ixplor:tion

(23) Mr. Martinez is Chief of the Tnforcement Department of the
Organisation of the Petroleum exporting Countries, and Delegate of
Venezuela in the Permanent Council of the World Petroleum Congress,

(24) Martinez, Anibal; "OQur Gift, Our 0il", p.ge Lk,

(25) Ibid, page b

(26) Ibig.

(27) Casado, Ezequiel M.; "Beonomit, Politica y Legislacion de

P s

Hidrocarburos™ Caracas - 1962, page 62.

(28) We shall see the Petroleum Policv at the and af +hic ahnmiae
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had gradually reached 20,668 thousand hectares by 1958, and soon after
began to be reduced lesving only 81k thousand by the end of 1965
(see Table IV - 2). As a result of this, there wrs only a trivial
increase (1%) of proven reserves in 1965, most of <hich .2 due to
revisions,(29) and the industry's exj;ected operating periol nrs been
reduced from a theoretical durstion of 1! vesrs in 1958 to 14 years.
Venezuela's petroleum policy coes not go ag-inst exnlor-tion, as
one could think, but only against handing out more ceoncessions to thé oil
companies which vould delay the time in shich the industry would pass to
the entire domain of the state oil company, "Corporacion Venezolana del
Petroleo" (C.V.P,). The former oil Minister, Dr J,P. Perez-Alfonzo has
stressed the need for more exploration on different occasions,(30)
and the same can be said with respect to Dr, M, Perez~Guerrero who held
the same position until recently., (31) However, they insist that
exploration should be done on the existing concessions alleging thet
they have not been adequately explored.(}Z) The attitude of the
Venezuelan Government is that as long as idle areas, granted for
development, still exist, there is no justification for more ooneessiong?B)
lr, Martinez considers "adequete exploration” to be the "verificstion"

of the presence, or absence of petroleum in the favoursble traps found

T PR wea

(29) See Table IV - 6

(30) Perez-Alfonzo, J,.P.; “Petroleun Folicy", inistry of Iines and
Hydrocarbons - Venezuel”; ce 2.
(31) Perez-Guerrero, M; "Hechos y Considernciones” Vinistwey of Mines

and Hydrocarbons - Venezuels: peres 20-21,
(32) Petroleum Press Service, November 1965, puge L31,

(33) Perez-ilfonzo, J.P.; Op.Cit, pege 24,
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and delineated by the various exploration metheds, (3L4) Lccording
to tiais geologist, wildcat drilling is the only tool known in this
respect, and as the end of 1964 only 42% of the Venezuelan basins
(explored in 945) hrd undergone oll testing through what is known as
explortory drilling,(35) Hovever, it seems logical that the oil
companies would h:ive verified the better prospects of these fields
leaving the more doubtful beh nd snd, having + time limit imposed with
the expiring of the concession contrzcts in the relatively necr future
(most concessions will bepin to expire in 1983),(}6) 1.ese¢ concessiCuzires
could feel thrt there wrs not time enourh te recoup the investments which
would be necessery to develop these aigher cost ficlls, “losts ore
considered over the remaining life of the field (for the crncessionaire
the life of the field is also limited to the time the concession expires),
+++ and decisions on investments and production ~re mede on thnt
basis",(37)
B) Reserves

World crude oil reserves for 1965 were estimated to be of the order
of 564’961 million of barrels of which a breakdown is presented in
Table IV - 5, The greater proportion of these (62%) are located in
the Middle East and at present, Venezuela occupies the seventh place
among the major countries with reseves after Kuwait, Saudi Arobic, Iran,
United States, Russina and Trag, with approximetely 55 of the total figure,

Present reserves seem to be more than adequate to cover expected demand

(34) Martinez, Anibol; Op.Cit, pare 45
s 3o XRavLh,
(35) Ivid.

(36) Casado, Ezequiel M,; Op.Cit, pisc 36.

(37) Adelmnn, M,A,;"The orld 0il Outloc:" in "Naturs1l Resources and
International DEVETEpHeTt, "5 & N2




Table TV - 5

"Proved Cr.de 0il Reserves of Main Producing Regions"

e

(¥illions of barrcls at the end of year)

1940 1945 1950 1955 1960 1965 e

R ] e mTs

United States 19,025 19,942 26,218 29,561 31,613 31,352 8.6
VENEZUELA 2,589 7,038 8,724 12,429 17,402 17,367 L.
Middle East . L,449 18,500 48,000 132,927 162,8,0 227,777 62.
Kuwait [ - 4,000 15,000 50,125 61,450 75,000 20
Saudi Arabia - 3,000 10,000 40,125 52,450 68,707 18,8
Iran - 6,000 13,000 26,000 22,000 40,000 11.0
Irag - L, 750 8,700 15,000 24,000 30,000 8.2
Other ¥, Zast - 750 1,300 1,677 2,90 14,070 3.8
Soviet sphere 3,081 8,719 5,994 10,000 25,299 37,268 10.2
Africa - 75 183 269 8,374 22,978 6.3
Rest of World _L.107 3 753 6,089 _11,80L 19,856 27,720 7.7
Total 30,251 58,027 95,208 196,990 265,684 364,962  100.0

Source: World 0il (July or August issues for each year),

U T T T P
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up to the end of the century, ani there are at present "no indic~tions
of ~n emerging trend towards long-term shortage".(38) Furthermore,
according to O,P.T.C., the reserve position "will be further strengthened
by improvement of metnods in secondzry recovery".(39)

Professor M.A, Adelman also seems to find current world reserves at o
"comfortable" level even accepting a world demand (excluding the Soviet
sphere) of 15 billion barrels per annum by 1975.(40) Professor Adelman
does not venture into giving an opinion of fthe situation after 1975

for considering it only a "guess", but in sny case he does seem to agree
that there will be plenty for as £ r as one can foresee.

"011l Resources" is o term used by the icdustry .aic:: includes three
different veriants of the oil -reilin of « country: «) tas cumuletive
production up to = given moment, b) the volume of vroved reserves at the
same instant, and ¢) the estim-te of vrohable reserves: i,e. of future
discoveries which will be cconomica)ly exnl-it-ble, (41) Such n
estimate of Venezuelan oll resources wes made by .nibal Martinez in

1961,(42) but his sork wos recently brought up to date by

(38) 0,P.F.C, "The Development of Petroleum Resources under the

D e et

Concession System in Non—Industrlcllzed Cruntrlos page 15.

(39) 1Ivid

)

(40) Adelmen, M.A.: Op,Cit, page 98

(41) Martinez, Anibal, "Nuestro Petroleo, Deflensa de un Recurso
Agotable®, Geneva - 1963, page 71.

(42) Ibid, page 62
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Dr, Perez-Alfonzo,(43) They conclude th-t oil resources in Verezuela
~re of the order of 80’500 million bzrrels of oil which might
"eventually" even resch the glcbal figure of 100,000 million. ()

To arrive at such a figure of 80;500 million barrels, the cumulstive
production for 1965 was set ot 20,500 million barrels; the volume of
proved reserves were estimated at SO’OOO million barrels,(45) and a
further BO;OOO million barrels were considered as the "conserviotive!
measure for probable reserves,

Due to the reduction of exploration in Venezuela (Table IV - 2)
proved reserves have shown very little expansion since 1959-1960, -=nd
even registered & net reduction during 1961 and 1962 ~s can be seen in
Table IV - 6, As we sav in a previous chspter, the increacse in proved

by an

reserves c¢n be obtained by revisions of previous estiu.ies,

extension of knom reserves wirlca is accomplisacd Ly intensifying exnlora-

tion in known deposits, and thirdlv, by the discoveries of new fields,

During 1965, 7h..%0 of the incre:se in reserves wins aue to revisions,

(43) "Vertice", July-August, 1966, page 1h.

(44) Mertinez, Anibal; "Nuestro Petroleo, _Defensa de un Recurso
Fgotﬂbkg", page 62,

(45) According to Dr, Perez-alfonzo, reserves in-situ in Venezuela are
estimated to be approx1mutely 90 000 million barrels., To this
figure the oil companies apply a recovery fector of 200 and thus
they arrive to a figure of published or proved reserves of
18,000 million barrels (17,367 million, see Table IV - &),
However, the Ministry considers that a recovery factor of 20
is extremely lowr considering experlences of other countries,
and thus applies a factor of 33x% which brings proven reserves
up to 30,000 million barrels. (”Eggﬁice", 0p,Cit, page 13)
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Table IV - 6

WD+ e TIREZTWT Ee A we T AT

"Venezuelan Reserves of Crude 0il"

(million barnds)

New Reserves

oo Estimated Proved 7 Crude 0il Thoore tical

Reservesat the Change  Production Dur-tion of

Discov. Ext,  Rev,  Iotal  end of the yeor — Resorves (1)
(years)
1945 - - - 687 7,038 - 323 21.8
1950 - - - 1,038 8,72 - 547 15.9
1951 - ~ - 962 9,06L 3.9 622 1.6
1952 » - - 817 9,221 1.7 660 13.9
1953 - - - 1.575 - 10,152 10.1 6Ll 15.8
1954 136 617 519 1,472 10,932 747 692 15.8
1955 320 1,151 813 2,28l 12,429 13.7 787 15.8
1956 371 813 1,281 2,465 13,995 12.¢ 899 15.6
1957 818 940 853 2,611 15,592 11.4 1,014 15,4
1958 857 1.244 39 2,140 16,78 7.6 951 17.7
1959 342 695 194 1,233 17,003 1.3 1,011 16.8
1960 585 59 262 1,441 17,402 2.3 1,042 16.7
1961 106 365 72 5L.3 16,879 - 3.0 1,066 15.8
1962 148 Uiy 802 1,09L 16,805 - 0.4 1,168 gy
1963 69 298 1,025 1,392 17,011 1.2 1,186 1 b
106l IG 268 1,084 1,426 17,195 1.1 1,242 13.9
1965 77 293 1,070 1440 17,367 1.0 1.268 13.7

AHV This is an estimate of what reserves would last at the current rate of wroduction.

Source: Ministry of Mines and lydrocarbons, - Venezuela. "Petroleco y Otros Datos Estadisticos”
1965, pages 53 and 55
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20.3% to intensive exploration in known deposits, and only 5,4% to new
discoveries (Tnable IV - 6), Taking > longer period we find that from
1963 to 1965 750 of the Icrease vas o result of revisions. Considering
then, what the oll companies' estimate of Venezuelan reserves is, the
country hus oil to last another fourteen years at the present rate of
production,
C) Production

Production in 1965 aversged a little over 30 million barrels daily
(Table IV - 7), uhich represents an increase of approximately 7% with
respect tc the previous yerr, In frct, such hrs bheen the -verasge
annual increase over the last decade ~nd it seems t1 t it is «lso the
generol prediction up to 1970 (L&), fine Uaited Stotes wee the main
producer wvith 265 of the tot=l, follo ad by kussic .n’ Verczuele with

166 and 12/ respectively,  The Hiddle

it

25 8 dhols Lo .sver, sur-
passed the United States by producing 27: of the -orld tot -1,

In Venezuels, most of the crude (Qoﬁ) is vroduced in the western
region of the country in the Maracaibo, Plcon, ond Apure basins,

and the rest from the e stern p:rt, knom »s the Orient 1 basin. (47)

The crude exploited in 1965 .as of ~n 2verage grovity of 2L, 8° APLTIL,(48),

which f211s in the medium range of crudes, formed by 30% heavy crudes

.

(46) 0. P,E.C., "Elasticity of Demand for Crude 0il; TIts Implic:tions

for Exporting Countrlcs", puge 313 “and The DevelqpmenL of
Petroleum Resources Undcr the Conce551on System in Non-

Industrlallued Countries” | page 12.

(&7) Ministry of Mines and Hydrocarbens - Venezuela, "Memorin -~ 1965",
page IV ~ 31,

(48) Classific~tion of crude according to the "Americen Petroleum
Institute" which divides crude oil considcring its grevity,
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United States
VENZZIBELA
Middle Dast

Kuwait

Seudi Arabia

Iran

HWD@

ther M. East

Russia

ifrica
Rest of “orld

-4

Tota

-

Source: ‘orld

2

1938

—a T

3,327,000
515,178
328,241

i

1,356
214,718
89,433
22,73k

571,992
I, 1,06
799,851

5,446,665

Table IV ~ 7

- tain Produci

ng _Areas

=t =

(berrels daily)

1950

e e 3

5,407,052
1,497,983
1,755,490
3y, Ly
516,703
654,315
136,236
63,792

748,453
15,760
9%l 381

P A

10,419,164

1255

6,806,652
2,157,216
3,243,253
1,103,882
977,162
325,863
688,236
145,110

1,438,356
57,902
1,775,358

e e

15,458,737

Jil"  (various July or August issues).

1960 1965
7,035,335 7,80k,148
2,86 107 3,472, 882
5,250,460 8,330,005
1,691,785 2,350,033
1,315,210 2,205,304
1,052,478 1,885,513

968,830 1,315,157

222,153 573,992
2,951,913 4,857 36k

232,810 2,208,091
2,553,482 3,512,226

20,920,107 30,165,816

e

k)

°

N = N

0N b 0N d ~d ~] 2\
N O D i\ D OO

°

-t

|

100.0
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> AP.I.), 35% medium crudes (between 20.0° and 29.9° A.P.I.),

(less then 19.6°
end 35% 1i.ht crudes (more thin 30.0O A.P.I.). (49) 1In the last few years,
however, the oil companies h- ve raised the proportion of the heavier crudes
(medium z2ud heavy) in Venezuel.'s oroduction pattorn because of the favoursble
accept:nce of these in b.th the Buronean =nd American merkets due to
indugtrial recuirements. (50) Vesesuel: hes realised th t slthough tiis
deprives her of higher royslties siuce they are regarded as oif lower quality
aid as such are accordingly nriced, it permits her to maintain markets

witich csnnot be satisfied with the lighter crudes from oiher sources. (51)

As mentioned earlier, production is mainly in the hands of three
companies. However, in Table IV - 8 we see how these Companies hzve heen
losing control of the productive stage due mostly to the entry of independent
firms. In Table IV - 9 we can also follow the country's yearly output since
1520, which - reaches a million barrels per day in 1946, two million barrelg
dr:ily in. 1955, and 8l10:.t arvives at 3.5 millions of barrels per day in 1965.

In fhe series we notice four years in which there was a reduction in
production: 1942, 1949, 1953 and 1958. The reduction in 1942 was due to
the preserice of German submarines in the Caribbean during the war wiich
made traasportation of crule oil more difficult.(52) In 1949 cud 1953

production was affected by the recessionsg in industrial activity in the

United St.tes, and in ,1958 it is alleged thaet it was the result orf world

(49) Banco Central de Venewmuela, "Informe Bcoiomico ~ 1965¢, page 247

(50) Ibid
(51) This will be snalysed further in a following chapter.

(52) Banco Central de Venezuela;"Revista Trimestral " April-June 1965, page 46
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Table IV - 8

"wercent Prodnction of Crude in Venezuela by lMajor Compenies!

1945 1950 1955 1960 1965
Creolu Petroleum Corp.  54.5 45.8 45.5 38.4 3.4
(Jersey Standard)
Cia. Shell de Veiepuela 25.2 30.8 28.2 26.5 7.7
(Roy21 Dutch-Shell)
Mene Grende 03l Co. 15.4 1.5 4.7 141 0 11.8
(Gulf 0il Company)
Others 4.5 5.5 _11.6 21,0  23.1
Tot..1 10¢.0 1600 1¢C.0  100.0  100.0

source: ministry oif Mines sod Hydrocarbons - Venegzmuela.
"emoria® - 1965, pase I -172.

Samn e e et e




1920
1930
1940
1641
1942
1943
1544
1945
1946
1947
1943
1949
1950
1951
1952
1953
1954
1955
1556

957
1953
1959
1960
1961
1962
1963
1964
1965

Table IV = 9

Production in Venezuela

B/

1,261
370,533
502,270
621,319
4053904
491,463
702,288
386,039
1,064,326
1.191,482
1,338,726
1,321,372
1.497,983
1,704,648
1,803,915
1,764,994
1,895,309
2,157,216
2,456,785
2,775,245
2,604,840
2,771,012
2,846,107
2,919,831
3,189,771
IRy 1 976
3,392,843
3472382

%_change

-

i

I\J-F:AH@!\JF\JO\C)‘.\)I\NKN—\"POW‘:}JEAH

e

Tl o
- - &
ORI GRS B SN

.

°

DUV OO O

-

105

Source: "lemoris™ - 1465, Linistry of Mines and Hydrocorbons; page I - 169
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wide adjustmerts in the supply vattern after thi. Suez crisis. (53)

D) Refining

World refini.ar capacity stood at 34,833 thous nd berrels deily by the
end oi 1G65 oif which 31,. was located in the Americ.n industry, 25. in Western
mrone and aporoxim-tely 6,5 in Jopsn. Venezuels's refining canacity (the
hizghest of the major exporting countries) at the end of 1965 was 1.2 million
barrels daily vhich represents aporroximetely 3.6% of the world's capacity
However it is sometimcs useful to include the capacity or tie Dutch islanus
of aruba and Curacao which are right off the coast or Venezuela and refine
Veneguelan oil; in order to give a more representative figure of the
refining capacity of the area. Including then the refining capacity of
the Dutch islends, vhich is of 740,000 v/D, we arrive at a global figure
o1 avproxim:tely 1.9 million b/D tor the area, or 6. of world capacity
(Table IV -~ 10).

The refining stage in Veneguela beg 1 to gain importsnce after the
introduction of the "Refining Clause" in the Petroleum Law of 1943.(54)
Since then, a growing vroportion oi crude has been refined in the country
reaching by 1965 34% of production. (Table IV - 11) At the end of 1965
tilere were 15 refineries in Venezuela oi :n:ich the major ones are Amuay

refinery (435,000 /D capacity) owned by the Crcole Petrolewn Corporation

(53) Parra and Poc terr-, Op,Cit, prge 15.

(54) We shell see tiis with more detail in following vpages.
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United States
estern Europe
Japan
VENEZUELA
Netherland 7est Indies
Fiddle East

Africa

Soviet Sphere

Rest of orld

orld Total

)

LS0Urce

I3

s T AT

1950
b-um_.mu.-u.
475.2
52.6
5Ll
505.0
409.5
18.3
901.5
1,197.0

e G

75674.6

Toble

EO R wEp

sl s g & S

(ti.ousands of

IV - 10

R

v, i e,

barrels daily)

1950 1960
6,540.3 10,40C.,0
1,027.3 L,557.9

L7.5 633.7

258.5 1,003.5

6243 680.0

D22 W Hu.r.ﬂ\s.\o.m

L1.,C 122.5

946.5 2,965.2

1,i41.9 3,282.5
11,549.8 5,040.1

Degolyer and ac Naughton, "Twentieth Centu

“Jorld Refinine Capacity by lajor ireas®

M e R P b

1965 Z
10,800.0 %1.0
8,603.7 2L..0
1,993.0 5.7
1,199.9 3.6
740.0 2.1
1,792.2 5.2
613.3 1.8
},212.2 12.1
4,528.3 14.0
3,082 .6 100.0

L T R s LI

ry Petroleum Statisties” 1966, page 85.

——




108

Table IV - 11

o e oes - ¥ DEFON

“"Petroleun Refined in Venezuela®

TORTESENCT A GSTEEA CLOE 4 M e T e DR Y RS T e S TR TN T

(thousand barrels)

1340 1945 1250 1955 1960 1965 i
Crude Runs +to Stills 26,711 32,640 91,181 195,866 322,915 129,026 -
% of Crude Production 14.5 10.0 16.7 24,9 31.0 33.8 -
Refining Cepacity 100.0 89.4 96.9 100.0 7.9 97.8 -
Qutput:
Tuel il 18,904 22,870 51,622 103,731 187,470 256,946 59,9
Gasoline and Naphtha 2,140 3,028 14,688 25,939 38,540 52,%08 12.3
Diesel-Gas 0il i 58l 5,426 17,700 L2 ,625 57,097 73,655 17.2
lerosene 2LL 495 2,159 7,548 9,382 9,582 2.2
Asphalt L& 181 661 989 6s25h 5,520 1.3
GFas - - u.uwmm 2,037 4,552 4,539 1.0
Lubricents - - 157 1,011 1,473 1,930 1.1
Others 362 548 2,799 11,803 18,016 21,292 5.0
Total 26,526 32,548 91,152 195,643 323,114, 428,771 100.0

Source: linistry of Mines and Hydrocarbons - Venezuela, “Fetrolec v Otros Detos Estadisti

e S R Ty

cos” 1965, pages 57,73,

I T, P LT L A AT MY T TR U e

Banco Central de Venezuela, "la Zconomi® Venezolans en los Vitimos Veinticingo Ahds¥ pagze 5¢.

I R LI o i B e e S R e -

P - T e eTS
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{Jerssy Stand. d), -nd the Cardon Refiuery (le,OOO b/D capacity) o.med

by the Shell grous. (55) Thes . two comd . mies alone hold 72 of the
couniry's cepacity, .nd ir we include the refinery of Pusrto va Cruz owned
by Lene Groce (Gulf 0il Comorny), .5e of capacity is held by just three
comp nies (Tonle Iv - 12). It m.y olso be interestiag to point out, that
in 1565 98, of the country's capacity wvas used, wiich is undoubtedly =z high
nroportion, giving forth a refti.ery yileld made un tiainly of fuel oil (6Qp),
Diesel-Gas 6il (17:), cud Gasoline and vaphth: (12:). (See Pable IV - il)
E)Investments

We h ve alresc: secn the investient p~ttern of the petroleuwn inaustry
in a prcvious chiopter. However, it seems necessary st this point to teke
z looix at tuae otbern of capitsl expeaditures of the interns.ional oil
industry for 1665, analysing Tabee IV - 135 we rind th-t almost hlf of
this expenditurve (48.) vert to the Avericon industry, an. another hesvy
aroportion (16%) to Hesteran murone.  These two main .recs, favoured by new
expenditure, were followed by the For gast G, Cansda G, Micdle Bast 5.,
Africa 5,., Westeri Hemisohere (excluding the Jnited Staetes, Canada snd
Venezuela) 5,., «nd Venezuela 2.

Capital expenditure in tne Venesuelsn petroleunm industry duriiz 1965
totalled 200 million dollars, a reduced figure if we were to compmare it with
previous yesrs especi.lly nrior to 1960. In this ressect we c.u see the
resiults of such lower new expenditure in T-ble IV -~ 14. At first glarce we

find th.t the gross velue of fixed assets h g heen increasiug to the current

s e 2 - iy e

(55) winistry of Nines and Hydrocsrbons - Vesezuela, "Petroleo y O%108 Datos
Estadisticos™ 1965, vage 71

v
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Creole Petroleum Corp.
Shell de Venezuela
Venezulan Gulf

}Mobil 0il Company
Chevron 0il Co.
Sinclair 0il Ref.
Texas Petrolsum Co.
Phillips Petroleum
C.V.P.

Total

Source: Ministry of lines and Hydrocarbons - Venezuela;

Refinery CLapacity in Venezuela by Companies”

Table IV - 12

T AT e T

1951
103,000
79,600
30,000
270

35,000
10,000

—

e T Am—

257,870

1955

e ea

205,000
209,600
59,000
130
55,000
10,000
2,100

520,830

Data ~ 1965, April 1966, page 11.

(barrels per day)

1960
413,500
329,600
121,200

55,200

33,000

55,000

10,000

3,500
2,500

D s T )

1,003,500

1965
509,200
351,600
159,000

80,500
455500
38,000
10,000
3,800
2,300

P T

1,199,900

[R5

=
&

O O OWAN O\WNN\D
L] » *
NN 0 N GO ~J\N\N I

*

100.0

"Venezuelan Petroleum Industry Statistical
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Table IV -~ 13

B R e ™

"Capital Zxpenditures of the International 0il Industry in 19657

I AT AT RN D RS TE WER E A AP RN T S S Wt 4% AT e o e i an T BT T e L oA e v et ra e e

{nillions of dollar

Total
Fipe Chemical Capital
Production lines horine Hefineries Flents lorketing Others Expenditure &

United Statcs 3,760 225 LO 500 525 1,000 225 6,375
Canada 550 30 0 35 25 100 10 750
VENBZUELA 175 5 C 10 G 10 0 200
Other . Tlemisphere 255 25 0 125 100 75 20 600
Yestern Furope 175 75 5 710 175 250 60 2,050
£Lfrica 340 100 0 85 0 75 0 600

0

5

5

=

Jot

O ONE O e 00
L]

O R~ oo v~

L

Middle East 405 85 50 15 20 50 625
Far Fast 125 5
Unallocated 0 01,1

G 35 300 30 500
o o o o Huwﬂm

L4

L]

o e D e - e - €t euriy B ] - Feae e e Cervmca e rmom

Torld Total (1) 5,785 550 1,225 1,865 925 2,430 395 13,175 100.0

(1) Excluding Sinc-Soviet Bloe.

source:  Chase - anhattan Bank; “Capital Investments of the Forld Petroleum Industry ~ 1965", page 16-17.
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1947
1550
1951
1952
17553
1954
1955
1956
1957
19585
19549
1960
1961
1962
1963
1664
1865

Source:

T T Bt 2 M Mt i F Y

"Valve of Fixed Asscts of the Venezuelan 0il Industry"
(millions of boliv. rs)

srogy Value

5,320
3,027
8,526
Y312
9,87%
10,212
l&;937
15,058
15,628
17,213
183, 303
18,437
19,155
19,253
19,353
19,872
20,057

Beserves

2,015
3,000
3,384
5.855
44413
4,678
5,283
5,C15
6,826
7,566
By 428
9,216
10,015
10,748
11, 267
12,094
12,596

det Value

35305
5,021
5,142
55457
3460
5,534
5,649
1,023
9,002
4,652
10, 375
9,711
9,140
6,505
8,086
7,778
7,461
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level (for 1965) of 20,057 wmillion bolivars. However, toking a closer look

at the series, we notice thot the «cet value of tiese assets, i.e. uet
investment in fixed assets, re:ched its highest leovel in 1959 and from then
beg- 1t to £211 constantly.  Since tint rerr tnere has been o reduction in the
smount of new canitel expenditure aimed to exprnd the industr;, and consideri. g
that deosreci: tion »::d amortizetion follov t.eir normal cowse, we thus find

that a veriod of disinvestnocot bes Loen chwivscterizin, t.¢ oll indusiry siuce
1560. (Teble IV - 14).

The situ.tion seems to imoly tie t L. 0idl comscnics do not iind at
nrese: ¥ oan, stinulus for further expricion in Vewezuel:, and thus heve
conceatr-ted thelir opera.ions in other aress of tiae world. There . re tvio
main ressons for this which will be analysed loter, but at this point we mey

Just mention ther. costs and tie petroleum policy oi' the host governmeat.




1

III Significance of the 0il Tndustry to the Venezuelan Economy.

It is difficult to exagzerate the importance of petroleum in
Venezuela's economy. Petroleum wealth has financed the country's
gconomic growth and has made Venezuela one of the richest countries
in iatin America. It was the petroleum industry that gave the economy
the basic stimulus &s a source of [iscal revenue, savings, and of foreign
exchange and enabled other sectors of the economy to develop. Using
revenues derived largely from royalties and income taxes paid by the
oil companies, Governments have been able to encourage industrial
exnansion and diversification and at the same time, devote increasing
attention to the education, housing and health of its people. Below
then, we analyse some of the more important contributions of the petroleum
sector to the Venezuelan economy in order to have a more aczsurate basis
to judge the significance of this industry to the country.

As we can see from table JV - 17, oil has had a predominaht share
of the Gross Domestic Product all throughout our series. In 1965 it
participated with approximately 27% of the G.D.P. which is the largest
contribution made by any particular sector of the econoay (see table IV -~
16). However, we aight have noticed that the petroleum industry's
contribution to G.D.P. has been losing some weight. This is due partly
to the development of the rest of the economy which is fortunately making
the country less dependent on one major source of income, but also due to
the weakning of Venezuela's position im the international oil industry
coupled with the fall in oil prices. In any case, oil is still the
major contributor to Venezuela's G.D.P. which, as a point of further

interest, we may mention that its growth outpaces.the country's population
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DIAGRAM V-1
Growth of G.D.P Outpaces Population Increase

Index 320
1950 =100
300
il
G- D. P
160
240
110
200
180
160
140
& *"‘ PDPULATIDNI
lﬂﬂ/ _ 1
o, 1950 1955 1960 1965
Jable [V~13 POPULATION GD.P  GDP PER CAPITA
Index 1950 100 100 100
1050=100 . 1955 199 151 124
1960 146 217 148
1965 173 309 186

SOURCE - Ministry of Mines and Hydrocarbons - Venezuela. ' Petroleo y_Orros Datos
Estadisticos™ 1965, page 2
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Table IV - 16

Composition of Venezuela's G.D.P, £l96))
(millions of bolivars adjusted to 1957 prices)

B3 E
Agriculture 2,395 7.1
Mining L02 1.2
Petroleum 8.98L 26.6
Total Primary Sector ) "1, 781 3.9
Manufacture L.921 1.6
Construction 1,527 4.5
Inergy mngé 2l
Total Secondary Sector 7150 21.2
Commerce L4y 730 5,0
Transport 1,358 14..0
Services _8.746 25.9
Total Third Sector 14,830 43,9
Total G.D.P, 33,765 100.0
Source: Central Rank of Venezuela: "Informe Tconorico® 1965,

page 129.
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Table IV - 17

__.Gross Domestic Froduct N
(willions of bolivars adiusted to 1957 prices)

G D.F. Petroleun 7
1950 12,728 34797 29.8,
1951 14,212 4323 3044
1952 15,248 Ly 59 30.1
1953 16,190 L4500 27.8
1954 17,749 L, eL2 273
1955 19,325 5,514 28.5
1956 21,366 6,300 29.5
1957 23,848 75135 29.9
1958 2l 164 6,708 27.8
1959 26,065 7154 27 L
1960 26,433 7 4384 27.9
1961 26,081 74554 28.1
1962 28,585 8,279 29.0
1963 29,765 8,403 28.2
1964 32,135 8,807 27 .4
1965 33,765 8,984 26.6
Source: Banco Central de Venezuela: "La Fconomia Venezolana en los
Ultinos Veinticinco Anos". vpages 22 and 2L4. Tnfqrme

Eggnqg&gg 1965, page 129
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Table IV - 18

Bational Ingome

National Mational
Income Incone
(millions Population per capita
_of BS) (thousands:  _(BS
1950 8,607 5,035 1,709
1955 13,057 6,150 2,123
1956 14,712 6,393 2,301
1957 16,782 6,636 24529
1958 18,279 6,879 2,657
1959 19,742 7,122 24772
1960 19,294 7 + 364 2,620
1961 19,638 7,612 2,580
1962 20,646 7.872 2,623
1963 224364 8,14 2,746
1964 27,326 8,427 3e245
1965 29,238 8,722 3,552
Source:  lilnistry of Yines and Hydrocarbons -~ Venezuela;  "Petroleo

y. Otros Datos Zestadisticos' 1965, page 2.
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increase (table IV - 15).

“ith respect to foreign investments petroleum holds practically the
total figure (table IV - 19). For 1964 (which at the moment of writing
is the most recent figure available), total foreign investments reached
25,453 million bolivars of which approximatesly 88%'was allosated in the
petroleun industry. The same can be saild concerning exports.

Petroleum exports represented 93% of the total value of Venezuelan exporin
in 1965 (table IV - 20).

The most revealing yardstick of the oil industry's significance to
the Venezuela:n economy however, may be its participation in the country's
balance of pavments (table IV - 21). By analysing the balance of
peyments, one thing becomes clear, and that is how the country lives on
oil. 0il exports have permitted to finance the high level of imports to
satisfy internal demand of both consumer and capital goods which still
are not produced locally. e may also notice that in spite of the heavy
deficit in the balance of paywments in 1960 and minor ones in 1961, 1962
and 1965, the five year period has produced a global surplus of over
100 million dollars due ixainly to the proceeds of the oil sector. This
becomes quite significant considering the capital flight which has been
characterizing the oil indnstry in Venezuela which furthermore was
aggravated during the beginning of this decade with that of the rest of
the economy due to political uncertainty.

Venezuela's international reserves are also mainly the result of her
petroleum wealth. In 1940Q2yeam'd%erV%nezuela became the world's major
0il exporter, a position which she still holds), her international reservic.

reached only 31 million dollars (table IV - 22). Ten years later they
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1951
1952
1953
1954
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1956
1957
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1959
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1964,

Source:

Table IV - 19

Iorelgn Investument in V
21i113ons of boliv

enezuela
Ll-l %)

Total oreign Petroleun

,Anvestment CAndustry
8,893 <4245
94369 8959
10,209 9+095
11,230 9,693
12,437 10,702
13,328 11,329
15,753 13,1953
18,922 15,554
20, 247 16,984
20,621 17 459
21,137 18,506
21,488 18,708
21,142 18,105
20,747 18,020
254453 20,512

Banco Central de Venezuela:

Otros Datos Estadisticos”
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"la Economia Venezolana en los
dltimos Veintizineco nnos“ pages 275 and 2?7
Ulnlstrv ‘of Mines and Pydrocarbon% - Venezuela:

1965, page 1L
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1940
1950
1951
1952
1953
1854
1955
1956
1957
1958
1959
1960
1961
1962
1963
1961,
1965

Table IV - 20

Txgprtb

p i ey

( i11ions af&y

e

2,16l
2,480
2'1}-36

Petroleum

Source: Banco Central de Venezuela:
181 and 1<¢5.
Veinticinco Anos page 260,

”La Economia Venezolana en los ultlmos

262
1,124
1,297
1,384
1¢h28
1,564
1,791

L0686
2,570
2,299
2,128
2,175
2,276
2,370
2,300
2.319
2,260

o
s

9.2
973
a7
5.7
95‘3
94..9

9L.7 .

9h.3
93.4
93.0
91.5
91,2
92.8
93.2
93.3
93.5
92,8
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“Informe Lconomico' 1965, pages
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Table IV - 21

L N Tl e

“Venezuela's Balance of Ia kSmbwa;

R e P or e ww ros e rmacex e Mol cee e

(=illions of dollars.

12 1940 1961 1942 196 196L. 1965
652 Sestor 57l 161 19% 1963 196 196
0il Exports 2,570 24175 mﬁmﬂﬂ mdwwo 2,300 2,319 2,260
Jil Company imports -396 ~92 =58 -105 -9% -67 -6
vrofits transfers -887 ~-409 ~L77 ~556 545 -592 626
ther Expenditures lmwm -33 -58 -69 ~50 =108 -71
ew Capital 03 .. =87 i 235 ot M5 A k3
Vet Reseipts 1,274 1,55k 1,607 1,405 1.485  1.495 1,456
zon 0il Sector
Bxports 181 209 177 174 164 162 17%
General Imports ~-1,379 -1,053 ~-996 -1,057 ~SL0 1,117 lpammn
Services ~L55 ~400 -389 =374 ~352 ~597 -L 3
Capital inflow =479 .16 e ke . =306 .23 - 1
et Maperditures “1,475  -1,250 1,528  ~1,56%  -1.361  -1.313  -1,415
Errors and Ouissions 102 ~L02 ~98 156 32 e -5l
Changes in %old end
woreign Assets 501 ~108 -19 -2 156 96 ~13

ety S Sl iy gt

Source: Banco Central de Venezuela, “Inforae Tizonomico” 1965, page 185.
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Source:

Table IV - 22

P ]

Venezuela's . ntc:pgulonal Reserves
(mlllmons of dollars

1940
1950
1955
1955
1957 1,
1958
1959
1960
1961
1962
1963
196l
1965

Banco Central de Vene7uela,

Ultinos Veinticingo Anos™ 1966, page 208.

e

19"5: page 2)4

31
326
525
209
3E1
9%3
703
53
571
576
740
825
835
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were ten tines as much.  They passed the tillion dollar mark in 1957
and although they were affected o8 debts of the recent dictatorship

began to be paid, the stood well over £00 willion dollars at the end of

1965 which is about a cuder of the total international reserves of Latin

Eperica. {56)

The 0il industry also supplies the country with .iost of its foreign
exchange (table IV - 23). During 1965, 1,599 million doilars entered
Venezuela of wiich 727 were provided by the petrolews industry. “uoting
the Central Bank of Venezuela, "it has been dve fundamcntally to the high
vroportion of foreign exchange as~ruing from the oil iandnustry...wailch
has enabled the country to nmaintain azple convertibility of its monetary
anit®. (57) In 1act, the Venezuelan bolivar seems to be considered as
one of the world's hardest currexcies and it has been anticipated that
the International ~‘onetary Tund aight regard it as one of the currencies
recosnized for use in international settlements. (58)

#ith respect to the exchange rate, we aight ention ot this point
that Venszuela is sharacterized by a system of multiple rates, d:pending

on the origin of the foreilgn currensy, i.e. vetrolewn, nining, agriculture

(&3]

nd general publis, From 1940 to 1963 the petrolewn doller was purchased
by the Central Zank ot a rate of 3.09 bolivars. Sinse 1964, however,
this rate was raised to 4.40 bolivars. The Central Bank thus buys
petroleun dollars at 4.40 bolivars and provides thew to the Commercial

Banks at 4.485 which in turn sells them to the public at 4.50 bolivars,(59)

(56) International : “onetary Fund s “snnual Report -~ 19667, page 60.

(5/3 Ranco Central de Venezueja "la VﬂonO“la Veneaolana en los Ultimos
Veinticinco ‘nos’ 1966, page 193,

(53) First National CltY Bank, '"Venezuela, An Tconomic Study" June 19€6,
page 17 S S

(59) Banco Central de Venezuela, "la Fconoimia Venezolana en los Ultimos
Veinticingo Afios™ 1966, page 2ik.




195¢
1959
1960
1961
1962
1963
1964
1985

Source:

Table IV - 23

i

e Horeign Mxchange |

(million U.S. doliars "

From i'etroleun

Total ~odndustry
1,291 916
1,530 1,048
2,094 1,391
1,971 1,340
2,167 1,611
2,521 1,406
1,7h1, 1,350
1,60% 1,255
1,669 1,351
1,850 1,398
1,899 1,371

o
71.0
66.3
86 4
8.0
The3
55.8
7.5

Ge3
80,9
75.6
72.2

tinistry of lidnes end hivdrocarbons - Venezuela.

hml

Y. Jtros Datos Estedisticos™ 1965, page 11.
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Considering the aount of' petroleum dollars which enter the Gentral Bank,
we cen sec that the profit margin of 0.085 bolivar per dollar also
provides the Governient with another not too neglipible sourcse of income.
Ac-ording to the Central Bank, the profits made on such transactions
anounted to 176 aillion bolivars in 1965, (60)

Fiscal receipts fro. the petroleun industry alsc provide the
Governizent with the greatsr propo: tion of the total. In 1965 of the

7,200 willion wolivers sntering the national treasury as ordinary

o

fiscal receipts, 4,030 bolivars, or 66.57, wore derived from the oil
industry (table IV - 214).

Due to the extraordinary amount of fiscal receipts, which as we
specified ave provided mostly from the oll sector, the Venezuelan
roverment has besn cevable of dirccting “sabstantial® allowances
towards the creation of the necessary infrastructure for econcuic
developnent. (61) Thus approximately 545 of the Fovermrent's expend-
iture, which reached 8,250 million bolivars in 1965, (62) generally goes
to cducation, health, public works, communications, industrial development
and agriculture. (63)

Ag we see, the oil industry's influence reaches all secctors of the
econory.  Even heing & Capital intensive industry it has influence on
the general wage level of the country. Many of the prerogatives gained
by the oil syndicate for its members are soon sought by other labour

R e B - S Goracre

(60) Banco Central ge Venezucla. "Informe Economico - 19657, page 160.
(61)Banco fentral dc Venezuela, ngEggQggig;ﬂgpgggléha en los Ultiuos
VeinticinCo inos' 1966, page 2¢1. S -
(62) Banco Central dc Venezucla, "Informc Economico - 1965%, page 150.
(63) Banco Central de Veneszuela, “4¢;;m ononic Venezolang
Veinticinco ifiog’ 1966, page 271,
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Table 1V - 2L
e TE52J_Recoldpts
(1willion of bolivars

Fisoal Receipts

Total rformal derived from

Piscal Regeipts 0il Industry _ o
1940 330 98 29,7
1950 1,917 901 L7.0
1955 2,970 1,714 57.7
1956 3,598 2,062 60.7
1957 263 2,630 62,9
1956 4,705 2,712 57.6
1959 5slll 3,224 59.3
1960 by 963 3,001 G0.L
1961 5,792 3,236 55.9
1962 5,910 3,226 5L.6
1963 6,596 3,597 54.5
1961, 75133 L.,766 66.8
1965 7,264 4,30 66.5

Source: Ninistry of l'ines and Fydrocarbons - Venezuela. '"Petroleo
v Otros Datos Bstadisticos", pages 1 and 6.
Banco Central de Venezuela, "Informe Economico” 196%, page 158,
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unions resulting in wage incicases in the various sestors of the esonomy.
(64 As onec source puts it, ‘wages in the highly efficient petroleum
industry have tended to pull up those in other less productive industries?
(65) In this way labour costs have been affected to such an extent that
they have reached levels velatively higher than thoss of other Latin
American countries maling goods nanufactured in Venezuela (especially
those of labour intcensive industriss such ag textiles, leather products,
and 1ura1tufo\ difficult to coupete even in her neighboring countries. (éu)
In table IV-25 we find some relationshipsin connection with this
point which might be of interest. First of all we nutice the low
participation of the Petroleum Industry's labour force in the total figure
for the economy (1.3% in 1964). However, we also noticze that this 1. 3%
of the labour force accounted for 7.5% of the total earnings, i.e. wages
and salaries, registered in that year. Secondly we find that the
earnings per capita in the petroleum industry are gquite above the national
average, although we recognize that this average bears fanlts due to the
very unequal distribution of income that characterizes Venezuela, (67)
In anv case, it can give us an idea of the higher standard of the peltroleum
wori'er in relation to those of other sectors. Thirily, we notice how the
per capite earnings rise much faster in the petroleum scator than in the
cconomy on a whole leading the way so as to say, as we mentioned above.

Taldng 1950 as the hase year, we thus obtain for 1964 a 262 index for the

(6@) The recent Labour Contract between the 0il Commanies and the 0il
Syndicate is published in “Petroleo y | Fineria de Veneguela®” August
1966, page 3.

565) First i'ational City Banl, Op. Cit. page 19.

66) Yedecamaras — Venezuela, 'Tedeoaneras _inte la Alalo ,» page 6.
(67) This average is not ”elghted due to the lack of statistical data.
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Source:

Table IV - 2

£ e e e .

"0i1 Industry's Participation in the Iaboir force”

ooy Wployment ... .Fages and Selaries -
TTH TR T e T . DT T T ey Capita TndeéX For CEpita Ihdex
Total Petroleum B/4 Total Petroleun  D/C Total 1950 Petroleum 1950
Zeongny  Industry & Feopomy  Industry Y Eeonoay =100 _ Industry =100
(thousands) (millions of bolivars (38.) (zs.)

1,600

1,924

2,619

Colunn A:

Column B

Column C:

Ly 2.5 5,147 53 1C.9 3,217 100

L3 2.2 7,280 737 10.8 17,302 143

33 1.3 14,863 1,108 7.5 5,675 176 33,576 262

Banco Central de Venezuela, "la TFconomit Venezolana en tos 'ltimos VeintieincO

—_ Lt il TRPrr P hapatyppiy e e i 4w i e et e, Y

:nos® 1966, page LIV.

and D: lHinistry of Mines and Hydrocsrbons - Venezuela.

Estadisticos” 1965, page 124,

o —— P ey

Banco Central de Venezucla, Op Cit, page 21.

P P

"Petroleo y Otros Datos

s e re A el o -




130

petroleus woriter and a 176 index Tor the genevral economy.
“Te must conciude recognizing then, that it has heen due to the

petrolceust industry that Venezuela enjoys a higher standard of living

in relation to othex less forbtunate countries. In this way, a growing

niddle class has been emerging which has been capable of enjoying many of

the benefits that other countries enjoy but after long periods of

development.
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IV Venezuele's Petroleun Folicy

Veneczuela's present petroleunm policy was first formulated during
1945 - 1948 when Dr. J.F. Perez-A1fonzo was -inister of Devclopment and all
petroleus matters werc under this ministry. (63) However, for political
reasons, this policy was not applied until ten vears later (1953) when
the same party took office once again and Dr. Perez-Alfonzo becane minister,
tiis time of i'ines and Hydrocarbons.

Since it is a fact that Venezuela dspends heavily on her petrolenm

should

resources, it is not surprising her petroleun policy/erphasize sonscrvation.
L5 the recernt oil .ninister said, this does not mean that we are going to
halt nroduction and pressrve it for the future in dotriment of the present
generstion. “hat it does mean is that we intend to avoid waste as much as
possible for the benefit of botl prescnt and future gener-tions' . (69)

The Venczuelan petroleum policy can be summerized in the following

principles: (70)

1. The maxianization of the country's oil income
2. The defence of petroleum prices since the oil income shared depends

ultinately on these as well as on the volume of exports. The agency

established to pursue this objective I8 the "Co-ordinating Commission

for the Consevvation and Commerce of Hydrocarbons” created in 1959.
3. The principle of "Wo More Consessions” which reflcnts the Government's

intention of gaining a greater control of the country's oil wealth once

present consessions cxpire.

(68) Retencourt, Romulo; Op Cit, page 235.
(69) rerez—Guerrer®, kanuel; Op Cit, page 29
(70) Cordiplan - Venezuela; “Programa_de Hidrosarburos y Minas'October 1965,
page 50.
Banco Ceutral de Veneszucla; “.'emoria 19£1 -, pase 25.
s

e v

Bectancourt, Rowulo; Jp Cit, page 235,



L, The substitution of concessions for “service contracts" which would
be awarded to avpliczants by the nationsl oil sompeny “Corporacion
Venezolana del Fetroleco' (4.V.P.)

5e “he increasing porticipation of the Govermment in the activities of

the petroleum industry through the nationel oil coapany G.V.FP.

-3

'he srestion of o common oil poliey among the different petroleum

6-
exporting countrics through the international orranization known as
J.F.E.C; and

7 4 closer collaboration among the diffecrent netional oil cospanies

of Latin Amcrica through the organization of "ARPEL" (2grupacion

kegional Petroleras Estetales latinoamericanas) which includes ¥Mexico,

Colorbia, Feru, Bolivia, Chile, Argentina, Brazil, Uruguey and

Venezucla,

Below we analyse then, some aspects of this polisy although we shall
leave for later the analysis of its implications.

Share in 9il Income

As we stated briefly in our previous chapter. Venezucla has usually
neen able to increase her sh.re in oil income through legislation by
increasing her incoue tex rates on different occasions.

In analysing the natzon's o0il revenue and its relation to the industry's
net profits {table IV 26) we cau see how it Las veriucd according to the
modifications of the law. “or instance we notice hovw from 1948 to 1957
there was an =vercge relation of 55/4L5 in favour of the gcountry whish was
made possible with the introduction of ai: income tax law in 1943 as we

shall see below. Also, after the amendment of this law in 1958, (71)

——emee

-

(71) Casado, Ezequiel i, ; Op Cit, page 48
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1956
1957
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1965

Source:

Table IV - 26

e o

Fayments to_ the Governrent from the 011 Andustry
“in ERRE! ons of bolivars

Ty e S e ke s ez Y

Incowe Jther Government
fex — Rovalty Yexes [Totel —  thare ©

R e o e ]
= He—)

L79 640 171 1,290 55
272 Go7 156 1,055 604,
39), 519 108 1,021 51" |
52 727 196 1,448 555% ‘
59 71 199 1,544 55
507 786 229 1,502 5hil
585 a74 117 1,576 53
712 1,003 126 1,841 5o
931 1,188 162 2,281 50¢.
1,199 1,550 Zh1 2,990 52
1,4€5 1,415 107 3,067 655
1,260 1ahd 156 z,860 6587
1,070 1,503 138 2,711 ac
1,216 1,552 131 2,899 (6A
1,462 1,703 143 3,308 66"
1,54, 1,731 142 3 417 670-
2,251 <3557 129 4,937 67"
2,282 2,551 129 . ,962 66"

1,060
104
270

1,201

1,262

1,%51

1,412

1,710

“ 115

2,77k

1,416

1,735

1,282

1,477

1,683

1,676

2;’4—55

2,596

133

3)
ﬂh
5&
3)

34T

“emoria 1965, Ministerio de 'inas e Hidrocerburos, page I - 199.




154

we notice how this relation rose to £5/75 to Venezusla's benefit. This
relationship was approximately the same for 196~(6&/7) , but as we saw in
the previous chapter, the new income tax lew for 1967 which raised the
top tax rate to 527 idght now, along with other mecasures, inc:etse Venezucla'sg
participation to 7/ (?23 In fast the history of the Venczucla oil
industry could be divided into four veriods taking into consideration ccrtain
chenges in legislation or govern.ont molicy which have given the nation o
greater shere in profiits:
1. ¢ could begin in 1878, veor which we have chosen as the starting
point of the o1l industry in Venczuela (se: page 83, =nd extond it up
to 1920 whnen the first lew of hvdrocarbons was tromulgated. (73)
During this initial period there was no spesial lcgislation or consid-
eration for hydrosarbons in Venezuelan law and all petroleun matters
were included in the wining code. (74.)
2, The second inteirval nsovers the weriod frou 1920 to 1943 when two
significant laws too: effect. The first law was th: first Venezuelan
incone tar law, (?5) and the second, ccually i portant, was the ncw

hydrocarbons law which brought redicel -anges in the industry. (76
g e} ,Y

3 The third stagce cove:s veors of in-rewsing netional petroleum incoae,
and regins with the set of laws scntioned above, and cxtonds to 1958
when the Fereg-Jirencz govermment came to an end.

bo Lhe fourth period covers th:. present moment of the Venezuclan

industry and itischarecterizced by a very nationalistic petroleun policy

B SR XY O e mrEs e e

E 2\ Pbthlelh Intelliccnee <eekly October 17, 1966, page 1.

TS e e e,

73) Republic of Venezucla, "Coceta Oficial" July 29, 1920.

— = e

(71{-) Ct., u»ldO) tz% Ulb : . 3 OP Clt’ pCth 2G
(75) Republic of Venezuela, Gaceta Ifizial’ July 17, 1942.

T

(76) Republic of Venezuela, "Taccta Oficial" March 13, 1943,
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which besidcs wanting to increasc its share an profits is striving for

an active role in all stages of the industry.

The period hefore 192C was one in which exploration was very scattered
and the Government did not have a very clear picture of the potential oil
sealth of the country. (77) Because of this, the state did not give
Hydrocarbons any particulsr legal consideration, and all petroleum matters
were subicet to the provisions of the Mining Code. The law of 1920 was

of
therefore/ transcendental importance since it made & clear scparation for
the first time between minerals and hydrocarbons with the issuing of two
different legal toxts:
a. A ncw aining code
b, L hydrocarbons law

Following the law of 1920 there was a scrics of scven laws of :iinor
importance considering the changes they introduced in Petroleum Policy.
Thus we arrive to the Petroleum Teform of 1943 which brought & new
hydrocarbons law that serves until this day as the basis of the country's
petroleum legislation. The Petroleum Reform of 1943 was the culmination
of' a long political,social and legal process throusgh which the state was
able to obtain @& larger sharc of the profits made by the oil industry.

The oil companics, on their part, acrepted this reform agrecing to ignore
previous concession agrcoments, which in comparison to wwhat was being
proposcd werc quite favourable, because the Government offercd to renew
all concessions for f o rty years starting in 1943. (78) In this way

higher revenues were achived through the unification of the tax obligations

e

(77) Betancourt Romulo, Op Cit, page 1lk.
(78) rnasado, Ezeguiel M., QEMQ&E, page 35.
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for the different concessions, since previously each concessionaire paid the

taxes that were stipulated in their respective contra~ts which vearied from

one to another. The higher share was also achieved by a general rise of

petroleun taxes: (793

A, The rovalty was raised frou 7.5 and 1& (varying hetween these two

figures in the different contracts) to 16 /% of production. (80)

B. The Initial Exploitation Tax which is paid before production begins
P .

war set at eight bdlivars per hectare.

C. The Exploration tax which was four bolivars per hestare in the law

1938, was ralsed to six bolivars per hectare.

D. Surface Tax wes set at five bolivars per hestare wer vear during

first ten years of the conzession. After this period, the tax would

rise five bolivars and would hrve similar raises every five years

until the raximum of thirty bolivers was reached, amount which would

then be maid per hectare per year until the end of the sonuesa’on.

+ith the 194% refor., the companies also hegar to pey general taxss
such as import duties, since by former legislation they were exempted fro:

this obliration. And now, with the newly proclaimed income tax law, which

fell into this catepory, the Government increased substaontielly its oil

reveaue., Other benefits frorn the 1943 hydrocarbons law were the “specisal

of’

the

advantages" for the Government. {21) some of these neruitted the Government

to claim lrrger payuments than those stipulated by law, if it found cirecum-—

stances that would justify such a claim. (82) Among the “special

adventeges™ the most imvortont one was the clause which referred to refining

under which it was made oblisatory for the -oipanies +to refine at least

Ccsado, Ezequlel Ty Op Sit, page 39.

9
O It was stluuldued that Fyalties could be paid in cesh or kind.
1)Casado, Ezequiel ., Op Cit, page 42.

)

{
(8 .G
(8

Ibid.

s

105




of domestic production in the country. This clause gave a great impulse
to refining in Venezuela and today approximately 347 of production is refined

in the country. (table IV - 11)

oil industry was the rovalty, but since then, income tax has had a major
role and gradually has become almost as important. It has been throagh
income tax laws that the Government hes lately been able t: increase its
share of the profits from the industrv. Since its establishment, the most

inmportant modification has been:

1.

157

Before 1945 the most important Government revenue accruing frou the

The Additional Tax (known as 50/50) by which the Govermnment assured
itself of at least 50T of the industry's profits. is e saw in
another opportunity, this tox would only have wfiect if the company's
net profit surpassed the Government's revenue from the industry.

If this case would ocsur, then the larger provortion in the hands of the
0il comrany would be divided equally with the Government. This clause
was introduced in the income tax law in 1943. (83)

The raising of the progressive income tax schedule in 1958 which

nearly doubled the mazxiwum tax rate {rom 265 to L7.5%. (84)  This
new income tax schedule made the 50/50 clause completely obsolete since
the Government's participation became usually over 65%.
The "PAY 485 YOU GO" system, established on February 15, 1961,
Before this date, income tax was collected in the year following its

agecrual, but thereafter it began to be paid every three months during

(8 83) Re ?epubllc of Venezuela, "Gaceta Ofigial 216", November 12, 1948 ( for

the official text seec chapter LLL page ).

(84) Parre £lirio, " La Industria Petrolera y Sus Obligaciones Fiscales”

in : "Aspestos de la In ustria Petrolera en Venezuela, pege 79k,
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the first fifteen davs after the end of the period. (85)

L, The introdvetiom of & new income t2x law for 1967 which has raised

the top tax rate fro. 47.5% to 52%, (86)

Although we :ave seen hov the Venezwlan Government h s nanaged to
increase its share in profits and how up to 1965 total revenue had increased
to 4,962 willion bolivars (table IV - 26), it might seem of interest to take
2 look at the per barrel income obtained.

In table IV -~ 27 we notice that the per barrel revenue of the Govern-
ment reached its highest level in 1958 (¥ 1.00) due to the =2lmost twofold
increase in the income tax rote seen above, which coincided with the period
in which »rices were still influenced by the recent Suez crisis. Since
then the Government's per barrel revenue has fallen, but still it is greater
than what it received before the Suez crisis. In other words, not only
has total notional petroleum revenue reached a higher level (table IV- 26)
but the nation has been receiving a better "price” for each barrel of oil
that has left the country.

It is hard to say if this trend will continue after the recent tax
neasures since; although the per barrel payment wight be protected by them,
total revenue wuight fall as other sources become nore competitive. (e
shall analyse this in a following chapter),

Bexrvige Contracts

¥ith respect to Service Contracts, Venezuelan congressional approval

seems to be the only thing holding up their signature. (87) Concerning

their avproval, the previous oil linister has made it clear that he considers

(85) Ibid, page 798.
(8¢) Ropublic of Venezuela, "Gaceta Oficial™ 1,069, December, 196€.
(87) Potroleum Intclligense “eckly, October, 24, 1966, page 8.




1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1967
1964
1965

Source:

Table IV - 27

Per Barrel Share of 0il TIncome

e ez

HZLOUQ A?per barrel p;oduoed)

Governunent
. Revenue

0.63
0.68
0.68
0.70
0.72
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the following conditions basic to distinguish Service Contraczts frox

Concessions: (38)

Ll. The oil that mey be found in areas assigned by C.V.P. to private
companies aust be considered as the property of Venezuele. Its
omership is not to be transferred in ary form until it becomes a
conmodity subject to mercantile transactions at "fair prices”.

2. The nation's financial share in the business must be gresater, insofar
ag possible, than the one now derived frow the concession system.,

D The Government must be assured an active participation in operations
through C.V.P,

L, To securc g Service Contract, present concession holders must sub=it
o, program:.e of exploreation, prodiction and development of their existing

now
concessions since the Government feels that exploration of arcas/under
concession 1s far from complete.

At present there seem to be two types of contracts under study which
wixl involve either the formation of mixed companies with C.V.P. as a partner,
or dirsct scervice contrasts with & company but with an option for C.V.F,
participetion. (89) In both cases all initiel investment prior to the
commercial production stage will be undertaken at the expense of the
contrestor. Under the first type of contract, i.e. mixed company contiacts,
state Cinancial participation is obligator:, though the exact share is
subject to agrecoment between the contracting parties.

Mixed company contrasts miay be divided into two types. In one, the
foreign compeny will operate jointly with C.V.P. while the development stage

is recached, at which point C.V.P. will hand over an agreed share of crude oil

ESB% Petroleo Interamecricano, July, 1966, page 27.
389) Petroleum Press Service, December, 1966, page 470




141

output to the contiracting company and each pertner will iaake its own profit

independently. Under the second type, an integroted partnership will be

formed betwecn C.V.F., and the foreign compony, which will be entitled to the
L]

oil produced and to its sale in the internctional narket, The partnership

will pay tax and the participents will then share net profits on an agreed

Y

basis, C.V.F. may also have the right to mariet an agreed proportion of the

e

oil roduced if it wished,

Direct Service Contracts provide for exploration, development and
narketing of crude oil by the foreign company on behelf of C.V.P., the latter
sharing in the profits on the agreed basis, Those contracts will provide
for optional capital participation by C.V.F. up to an agreed amount after
cormercial production has begun. As in the case of mixed company contracts,
C.V.P. will resevve to itself the right to morket a spesified share of the
orude producead under the contraszt.

&11 contracts will have to be oppioved by the Venezuelan Hinistry of
YNines and Hydrocarbons before signature, and C.V.F. will be able to sign
contracts not only with private companies but also with other state conpanies
as well provided these con guarantec outlets for Venezuelan oil.

Contra-zts will normally be valid for 15 ~ 20 years which will begin to
count from the stort of coamercial production as long as this nroduction had
begun not later than five ycars after the contrast had been signed. 4t the
end of the contractual period, all fixed assets of the contracting company
will become the property of C.V.P. without payment of compensation,

The contracting company will be obliged to sell not only its own share
of crude oll and products, but also that part of C.V.F.'s share which the
State company may have been unable to place. Such sales for C.V.P. would

hove to be made at priceg agreed with C.V.P., and for this service the
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contracting company would be paid an agreed commission. (90)

The "Corporacion Venezolana del Petroleo”

The Venezuelsan national oil company "Corporacion Venezolana del

Petroleo’ (CQV;Po) w8 established on April 19, 1960, considering: (91)

1.

-

(e

Al

That the experience and know-how &acquired during the long period of
netivity of the petroleum industry in Venezuela, and the fact that the
oil will continue to be the basis of Venezuelan economv for meny rears,
Justify the croation of a notional oil company.

That in arcas close to producing fields hydrocarbons nigrate by
nature, and so create drainsge problems which can only be conclusively
solved if those arcas are developed.

That es the national oil company develops the cdjacent areas, a nore
efficient exnloitsotion of the reservoirs will be achieved and it will
be »ossible to undertake joint projests of secondary recovery.

That it is not Jjustified to let privete investors develop proven
arces, that is, wheice no economnic risks exist.

That the policy of the National Government being not to grant wmore
soncessions, it is still convenilent to promote the incresse of the
proved reserves of the country, notwithstanding the extensive areas
that, under dcvelopment by vrivate cowmpanics, permit the normel increase
of these rcserves,

That the faw gives to the Bxecutive the rig't exelusively to explore,
exploit, refine and transport hydrocarbons and,

That the creation of a state oil compeny is o légitimote aspiration

(99) A11 informotion concerning Service Contracts wes obtoined from "Petroleum

Press Service December, 1946, page 470

(91) Republic of Venezuela, "Official Gamette, 2€,2%4 April 22, 1960.
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of the Venezuelans.

In accordance then, with its policy, the Government established C.V.P.
as the agency through which petroleum sactivities could continue developing once
present concessions expire. As we saw before, it is through C.V.P. that Service
Contracts will be granted and, in this respect, the Government has declared its
preference for those offers which provide for a degree of C.V.P. participation
in tlie negotiations of sales in the international market. (92)

C.V.P. instecd of receivinrg concessions operates on what have been called
assignments., These had reached by the end of 1965 approximately 373,000
hectares. (93) Production averaged only 9,000 barrels daily in 1965, although
at present C.V.P.'s potential producing capacity is around 30,000 bvarrels daily.
(94) C.V.P.'s refinery at Horon is also only of a 2,300 barrels daily capacity
(teble IV - 12) but there are plans to increase it to 16,300 B/D, and to build
another refinery of 50,000 B/D in the western part of Venezuela. (95)

Up to the present moment, C.V.P. has not entered the international
market with either crude of products, and major operations have been directed

towards gaining a greater share in domestic sales with the suport of

favourable legisletion. (96)  Thus by decree, C.V.P. is to have by 1968 33%
of the domestic market. (97) According to a resolution of the Ministry of
Hlines and Hydrocarbons in 1965, (98) private companies had to relinguish
their rights over to C.V.P. of a sufficient number of service stations to

repressnt 105 of the gasoline market of the previous year, to help C.V.P.

(92) Petroleum Press Service, December 1966, page 470,

(93) C.V.P. "Informe rfmual®, 1965, page 8.

(94) Petroleum Fress Service, Tebruary 1967, page 69.

(95) Ibid.

§96% Republlc of Venezuela, "Decree MNo. 187", November 196l.
Banco Central de Venezuela, "Informe Economigo", 1964, page 226.

(98) Ministry of Mines and Hydrocarbons, Resolution No. 264, March 1965,
"Hemorie - 1965", page I - 45.




Ty

meet its goal. However, in 1965 C.V.P.'s participation in domestic sales,

inspite of these measures, reached only 5.7%. (99) In the sphere of natural
gas C,V.P. is also concentrating its main efforts. Sales in 1965 amounted

to an estimatec of 1,008 million cubic metres. (100) It is also expanding its
gas pipeline network, and among the important projects fo be undertaeken, is
a 225 kms. gasline wit. a daily capacity of over 11 million cu. metres from
Anaco, (90 kms. south of Puerto La Cruz) to Puerto Ordez, in tiie industrial

area of Guayana in eastern Venezuela. (101)

The Petrochemical Industry in Venezuela
The petrochemical industry in Venezuela was founded in 1953 considering:
(102)
1. That there were favourable conditions in the country for the establish-~
ment of such an industry having a domestic petroleum industry which could

supply the basic raw materials, and having a growing market for its

products.
2. That it was necessary to diversify, the economy as far as possible.
3. That there was a need of great quantities of fertilizers to cultivate

agriculture intensively if imports of this sort were to be substituted;
and

That it would produce & greater outlet for ninerals which could be
further exploited.
The petrochewnical industry is a branch of the chesnical industry that
uses natural gas and petroleum as its main basic materials. However,

it seeams that it requires very heavy investments in order to operate, and to

(99) C.V.P.,"0p Cit", page 25.

(100) Ibid, pags 20.

glolg Petroleum Press Service, February 1967, page 69.
102) Balestrini, Cesar,"Op Cit", page 42.
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operate at a high capacity in order to be economical. (103) Approximately
1 billion bolivars have been invested in the petrochemical industry of
Venezﬁela, and although a potential market was thought to exist, it is
producing at a "substantial loss...due to the low capacity at which it operate
(104) Venezuelan petrochemical production consists mainly of fertilizers,
aclids, liquid chlorine, caustic soda, amonia, sodium hypochlorite and
explosives., (105) There are also some plans for future production of
synthetic rubber, plastics and detergents, if outlets are found for these

products presumably in the Latin Americen market. (106)

e

(103) Balestrini, Cesar; Op Cit, page 42.

(100) Ibid, page 49

(105) Ministry of liines and Hydrocarbons - Venezuela, "Petroleo y Otros
Datos Estadisticos™, 1965, page 183 -

(106) Balestrini, Caser; Op Cit, page 49.
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CHAPTER FIVE
Venezuela's Tuternational ierkots
Introduction, The Deterior tion of Vencmela's Josition s the sorld's
Major Bxporter of Petroleum: &) Domesiic cosons, ) _xlorn.l Reasons,
The Pattern of Venezuela's Fetroleum "xnorts: Uipceisl Referiice to Fuel
O0il,

I. Introduction

Venezuela's oll exports reached 1,187,187 thousand barrels in 1965
of which approxim-tely 725 were of orude oil and the rest of products, (1)
Exports increased steadily up to 1965 except for 1953 and 1958 (Table V - 1)
when they fell due to the recession of industrial activity in the United
States (Venezuela's most important market) in the first case, and to a
readjustment of the supply pattern after the Suez crisis in the second,(2)
Lately, however, Venezuela has been facing a very particular situation with
the slackening of the growth of petrolewn exports (only 1% incrcase was
registered in 1965 which is the smallest in our series), and according
to an unofficicl estimate, even registering an absolute reduction of 3%
in 1966 (3), This situstion we intend to analyse in followving pages, but
it is first necessgry to take a generel look ..t the more important markets
for Venezuelan 0il,

Venezuelsn exports include exports fron Jrubo »nd Surezso, which

are the two Dutch islaends of € tho const of Vernezcels th-1 refine about

(1) Only 65 million barels of refined products werc consumed in the
country in 1965 which is approximstely 15 of domestic refinery outoput;
(Banco Central de Venezuela, “Informe Lecondmico" 1965, page 250)

(2) Parra and Pocaterra, 0p,Cit., page 15

PSRV )

(3) Petroleum Intelligence Weckly, January 9, 1967; p.1.




1945
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
196k

1965

Table V - 1

Exports of Petroleum from Venezucla (1)

Crude

ErEmesswte

291,393
452,437
)02 865
5jO 891
L83, 862
)28 63l
590, 816
675 270
758,775

65735725
719,855
720,962

743,711
810,485

818,325
-860 361

851,093

Source:

% of

Total

[RENRESrE Y

91.7
87.1
85.4
8l 8
80.6
80.7
80,0
79.8
80.7
77.3
76,5
7h.
73.7
73.6
72.9
73.2
71.7

S e e

(l) Exwort pottorn as 1t leoves Venczuelan territory,

(thousands of barrels)

—— ——

Products

B e

26,508
67,221
85 616
9, 391
117 618
12C 2wO
Llr77
170,951
181,556
201,355
221’055
251, 747
26r 7
291, 474
305,537
315,421
336,094
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317,701
519,658
582,511
625,732
GOC hJO
\)h j”
738,627
846,%21
9.0 , A11
299, 550
940,868
972,709

1,009,011
1,101,759
1,121,862
1,175,782
1,187,187

Venezuelan Ministry of Mines and Hydrocarbons.
"Petroleo y Otros Datoskistadisticos™ 1965, pages 93,94,97.
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BQ% of the crude that ltawes this country. This is due to stetistical
reasons since Venezuclan sources usually present the global figure as
of Venezuelan origin since Venczuelan crude refined in these islends was

taxed by the Gevernuent in accordence -rmith wh t ies lnown :s the
"iruba Formula" by which t:rxzes depended on the compruics net cernings

derived from the sale of products obt wmwd fron this oil (4.

Heving this in mind, we begia by rnalwesine v destinction of
Venezuelan exports, which we find in t ble V-2 fcx Tt "ost twenty years,

It becomes awpaent how the United Steotes has Leen by far her most
important market, This country is then folloved by Canada and the United
Kingdom, North America 2nd Burope are the tiro major areas to which
Venezucla exports her netroleum, In 1965, approximately 136 of total ex-
ports “ient to thc United States, 1La to Canada, and 9% to the United
Kingdou, North America alone accounted for 54% and Europe for 23 (Table
V -~ 3). Roughly half of totol exports for 1965 wae refined products,
of sihich about 66% was fucl oil., (For a percentage breakdown of exports
in erude and products by major destinations see Table V - L)

Besides the three major countrics mentioned above, other important
Venezuclan markets are Brazil, FPanasma, Holland, Sweden and France.
Trinidad and Tobago are ulso importrnt due te their refining industry,

and in our tables are included in "Central  mcrica",

(4) Petroleum Intellipence weckly, October 10, 1966, page 6,
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1945
1950
1955
1960
1961
1962
1963
1964
1965

United
States

- s

90,010
222,816
229,157
Lek,152
420,243
452,500
449,606
478,559
196,288

"Destination of Venezuelan

e e ad ]

" "T%housands of berrels)

Canads

r—————— T

6,878
38,322
82,578
9k ,991

101,221
106,872
111,316
132,571
128,497

Table V - 2

AT e e

Total
Forth
smerica

(1)

96,838
261,138
381,769
520,008
523,983
mmuummo
561,702
612,621
625,752

Central
srerica

P e e

R T

25,821
Ll , 372
55,521
103,217
93,276
101,018
128,116
149,158
162,587

(1) Inciudes other areas not specified.

Source:

0il, 1945-1965"

South
America

Pty oufiampihesiied

R L

15,045
58,709
97,261
101,103
89,757
€0,343
6Ly, 79€
73,482
68,997

Ministry of Hines and Hydrocarbons, Venezuelsn,

1945: Lasi, Carmen; "Un Cuarto de S

P Lt o= DRy

iz

United
Kingdon

ex wrner - o

20,384,
31,3L6
51,526
91,85"
©8,765
100,954
107,710
103,411
106,A41

o

Total
Burope

—r

7

35,368
109,652
157,358
190,995
230,755
275,663
296,283
270,823
261,296

e R

Total

et

(1)
2 mume
494,150
747,694
950,419
976,705
1,067,049
1,089,750
1,146,421
1,157,071

Memoria , 1965, poge I - 192.
z10 de Actividad Petrolers en Venezuela”, page 5k.
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Table V - 3
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Exports_of Venezuelan Jil by ’‘ajor rreas of Destination - 1965

R Prm e T e s e ealea e e e 6T

(million of barrels

Total T Tael

Crude " Products A J0il 7

United Gtates 168,76k 29.3 327.55 56.2 271,02 70.8
Cansda EL.57 1h.7 43.93 7.6 C25.22 6.6
Total North Zuerica 253.30 L3.9 372 .05 61,2 296,27 777
Central £ ericze 116.15 20.1 4643 8.0 23%.69 6.2
South fmerica 48.99 .5 20.00 3.4 7.72 2.0
United - indgom 63%.80 11.1 L42.8L 7ok 24,51 6.h
Total Europe 155.07 26.9 106.22 18.3 LE.LS 12.7
Total (1) 576,74 100.0 580.34 100.0 381.22 100.0

(1) Including other sreas not specified.

1004, 161.

e e e b e o AT e

L S i s T

Total

e ——

496.29
128.50
625.75
162,59

69.00
106.64
261.30

1,157.07

istrv of :“ines and Hydrocarbons, Venezuela; "Petroleo wu Otros Datos BEstadisticos” 1965,
s



Table V- 4

s

United States
Canadn
Total North America
Central America
South America
United Kingdom
Total Burope

Total

Sourcg: Table V - 3,

151

(%) ,
Fuel 0il of'u*
Crude Products Total Totnl Products

34,0 66,0 100.0 82.7
65.8 4.2 100.0 57.4
L0.5 59.5 100,0 79.5
71.h 28.6 100,0 51.0
71,0 29.0 100.0 38.6
59.8 40,2 100.0 57.3
59.53 40,7 100.0 45.7
49,8 50.2 100,0 65,7
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IT The Deterioration of Venezuela's Fosition r~s tha orld's i~ jor

1o Ao dL bep . RKhow R eadoes 4. e

Exporter of Petroleum: i) Domestic Rersons, B) Xxtern~l Reasons,

a sk ssa

Although Venczuele still occupies the first position among the

major oil exporting countries (= position wiich she hns held since 1938(5))
it has been under scevere stroin and has deteriorated with the gradual loss
of merkcets in both hemisphercs, This situation manifested itself
particularly after the Suez crisis when the petroleum indusitry began to
feel the pressurcs of oversupply, and majors cnd independents found it
nore convenient to draw supplies from other sources, However,
Venczuelan exports have been affected by a combination of both external
and domestic factors, particularly since 1960, and for this reason our
anclysis tends to concontrate more om 1960~1965,

During this period Venezuelan exports to the United Stotes fell in
1961 and 1963; thosc to the Burope~n a-rket increr~sed progressively less
erch year until absclute reductions oo Jso roglstored in 196l ond
1965 (Table V - 5), Conseausst’'y we fio. wet onl - Ut Vencgucla's
total petroleun exports have “ecn slackening to 1e wrient iiwl 1965 berely
presented on incrense in relation to the nreviius yo-r, but &lso that the
estimates for 1966 have alrendy announced an ¢ solute reduction of %% in
her exports,(6)

Comparing Vencrucla's petroleum exports with those of the rest of
the world, we find that Venezueln has not ltept pace with other exporting
countries in supplying wvorld markets, and thercfore has been losing ground

in this trade (Teble V - 6). Venezuela's share of the international

(5) Ministry of Mines and Hudrocarbons - Venezuela "Memorie" -~ 1965,
poge I - 112,

(6) Petroleum Intelligence eckly, January 9, 1967; page 1,
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Table V - &

R et —

i etroleun Fiports from Venezuela - 1960-1965

T T AL N ORI M e e i e am Bl e T pt mpe AL e aTE T . e r . ooy

(thousand of barells)

United & Forth & Jnited & T RGO

States  Change fmerica  Thange  Kingdom Change  Yurope “hange Total Change
1960 424,152 - 520,002 - 91,38 - 190,993 -~ 950,419 -
1961 420,243 -0.9 52%,983% 0.3 88,765 ~% ey 230,753 20.8 976,705 2.8
19632 452,500 7.7 561,280 7.1 120,95 13.7 275,663 1S,5 1,067,049 9.2
1963 119,606 -0.% 561,702 0.1 107,710 6.7 296,287 7.5 1,089,750 2.1
1964 L78,559 6.4 612,621 9.1 103,411 =L.0 270,823 -8.5 1,146,421 5.2
1965 496,288 3.7 625,752 2.1 106,641 3.1 261,296 -3.5 1,157,071 0.9

(1) Including other areas not snercified.

Source: inistry of “ines and Hydrocarbons, Venezuelz; “Petroleo v Jtros Detos Estedisticos™ 1965, page 54.
page bl.,

L e Al Sttt o e mprbon il mhngyiasttiadng iy e N
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1960
1961
1962
1963
1964
1965

Soruce:

Total
orld

3,650
9,430
10,555
11,75
13,2L6
1L,566

Anistry of |

“orld Petroleun ﬂmﬁ-
"thousand bor

Trom

Venezuela

2,605

M bl ﬂm.ﬁ

5,019
3,073
3,211
3,232

7ines and Hydrocarbons, Venezuela; '

...Ll-

From
Otner

Countries

5,965
6,666
.\um _m

,681

1965, page I
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market fell to 22% in 1965 which comparcs to 31 just five years back, and
36% in 1958 (table V - 7). In the United Statos, which s o have
mentioned before is Venczuela's wmost import .at morhot, othoer sources have
gradually been increasing thelr sh vo isciotn” dmroests by this country,
at Venezuela's expense, Whilc in 194C Jererucl.. supnlied 46,5 of the
crude imported by the United St tos

, in 1965 she only supnlied 54.95’ a

4

loss of wmore then 10% of the Amcrican import aocrket in just five years
(Tavle V - 8). The Hiddle Fast nnd frice together increased their shore
from 30.% to 32,4% in this sane period, and Canade from 11,13 to 23,80
likewisc, The same can be seid in relotion to the Europeon market,
Venezuela supplied in 1959 10,2% of its requirencnts of crudc and in 1965
this sherc had fallen to just 7%, On the other hand, Middle Dast and
African sourccs together increased their particip-tion in thc semc period
from 82,55 to 88,30 (Table V - 9), Bven in Venezuela's most important
South Amcricen mariet, Brazil shc hnas lost ground to other sources,

Tn 1960 Venezucls supplicd 66,3, of the crudc imported by this country,
and in 1965 this share had grodually f£r1len to u2,2i»(Tﬂble v - 10). The
Middle Bast ond Russin nove been thoe me jor wrecs penctr-tine iwnto this
market, reising thelr sh-re from 27,7, in 1960 to 54.3. is. 1965, Russia
alone, increased her shrre during his period from 1.5. tu ZP.M%,

Estimates for 1966 show that Vencszuel: fell o §th nlace

T , fter having
the Lth and 5th in 1964 rnd 1965 resvectivelw, in supplylng her most
important Buropcan market, the United Kingdom, ofter Kuweil, Ireq,

Iibye, Nigeria and Saudi Arabia,(7)

(7) Petroleum Intelligence Weckly, March 6, 1967; page 6.
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Table V -~ 7

“Share of Venezuela and the Middle Iast in world Petroleum Exports

(%)

VENEZUELA Middle Bast Others
1938 5k 3 31.3 NP
1948 53.5 40,6 5.9
1958 35.9 55.2 8.9
1960 31,0 55.6 13.4
1961 29.5 55.1 15,6
1962 28,6 Sk, 1 17.5
1963 26,2 53.3 20.5
1964 2,2 5.4 23 .4
1965 22,3 51.9 25.8

Source: Ministry of Mines ond Hydrocarbons, Venczueln, "Memoria"™ 1965,

pnge I - 112,




Table V - 8

P A YRy PE TR

"Source of United States Crude 0il Tmports”

1960
Middle Bast  30.5
Af'rica 0.4
Sub Total 30,9
Canada 11.1
VENEZURTA L6.5
Source:

(%)
1961 1962 1963
31,2 26,5 25,0
0.5 2. 2.2
31,7 28,9 27.2
17.5 20,7 21.9
40,8 k1.1 k2.3

U.3. Department of the Interior,

1964 1965
2.8 27.0

L.0 5.4
28.8 32,0
23,2 23.8
39.7 k.9

Burcar of Mines
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Middle East

Af'rica

Sub Total

VENEZUE LA

ITable V. - 9

ey

Source of Buropesn Crude Oil Tmports

2959 1960
82,5 79.2

- l*" . 8
82.5 84,0
10.2 8.1

1961 1962 1963 196k
72,8 67 o4 65.5  63.4
8.9 13.5 20,8 24,5
81.7 80.9 86.3 87.9
8.9 9.4 8.6 7.5

1965

eirazifon

60.2

28,6

88.8
7.0

Source: Petrolcum Press Service, April issues for the various years,




Table V - 10

"Source of Crude 01l Tuports %y Drizil!

Middle Fast 26,2

Russia 1,5
Sub Total 27,7

VENBZUELA 66.3

1961

(:2)

1962
38,6

C et adealiea

1263

37‘6

1984
3504

16,9

S5l.4

L, 3

159

Source: Ministry of IMines and Hydrocarbons, Venezuela, "Memoria™ 1965
3 Poipai ity v ]

page I - 123,
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There is no doubt ti~t Verezuol-'s nositio: 1w .ajor m-rike®s has
been deterierating, However, “lic +dility of Venczuel- to couwpcte with
other sources in the internstional wiftet 1s ~1 »resent limited by both
internal and external factors. .smong the {irst is the petreleum policy
of the various Governuments in Venezuels since 1958 thich hes reduced the
advantage for the companics to maket Venezuelan oil, rnd nmong the external
factors are:

1) The wreakening of Venezuela's geopraphicel advantage over other

sources with respect to major murkets due to o fall in ocean

freights,
2) Competition from other sources particularly due to lower costs,
3) The development of domestic industries in countries which once

depended henvily on Venezuela for petroleum supplies; and
4) Tmport restrictions of the United States,
In follecwing poges we anslyse then, how those frctors hrve been

affecting Venezuela in rascent years,
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A)»wigﬁernal Factors: Domestic Fetroleum Folicy

FIODE SRSt

T

Venezuela's petroleunm policy is clecr, If one o

i
i

the main

targets of this policy is to maximize oil revenue,(B) the Government

will neturally try to squeeze as much revenuc as possible out of the

0ll companies for each barrel of oil th-t leaves the country while they
operate under the concession system,(9) since, as we suaw earlier, this
systen will be substituted by scrvice contracts in which, according to the
previous oil minister, the nation's financial shore in the business

must even be greater, (10) This argument could cven have more force if
we recall that according to Venezuelan geologiststhe country's petroleum
resources arc diminishing, (11)

Je saw in previous chapters how fiscal obligations for the oil
companies were higher in Venezuela than in other oxporting countries thus
giving hcr higher receipts ver barrel of exports (o proximstely 17 cents
per barrel higher th-on the over.ge for tic iHddle se.st Juwring 1965),(12)

Ve crn imagine th-t this diferenc: c. u pot to Lo wuite considereshle for the
0il companies if e realize th t cests . ro 2lso rigt v i Vosceruela (we shall

see this point in following mages), 1L ithe mor: i, ~ccovding to

estimates, the new tax measures in Venezuelr reiscs her per~barrel
revenue a further five cents. (13) The oil companies huve strted on

various occasions thrt Venesuelan oil has hed great difficulty in

(8) Chapter k4, page 131.

(9) Concessions begin to cxpire in 1983; chapter 4, pege 135,

(10) Perez-Guerrero, ¥; "Petroleo Interamericano” July 1966, page 27
(11) Chapter L, page 93.

(12) Chapter 3, page 78.

(13) Chapter 3, poage 75.
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competing in world markets due Ute acr wore ‘“oucrous terms' onc th t

nov with taxes an average five cents v D rreld hicaer, Vernczuele will

3
be even "less competitive".(14h) Creole (Jers y Standrrd), for instance,
has clearly stated that -mong other reasons it as been duc to higher

taxes in rclation to other areas why Venezuelan producers suffer a

merket disadvantege, (15) I realize thet such statemonts are naturs

from oil companies, but the present situation scems to refloct that they
hold some truth,

The uncertianty of future terms in new Government-Company relations
which, as mentioned above, must raise Venezula's financial shace in ‘the
business (a goal which has been repeatedly expressed since 1959), has also
made the oil companics, in ny opinion, use all their bargaining powers
from drastic type propaganda concerning the future of the Venezuelan
industry to a reduction of the country's output, to prove to the
Venczuelan Government that it cannot or should not go sezking very much
rmore than vhet it wes already getting., It is hurd to prove this last
point, but it secms to we that it is too ave’. of . coiuncidence thet while

the recent nogotistions betweon the Venczuelow Sovorameat o0 the oil

—

companies were teking pl ce, vroducticn el 3,0 ¢ven “efore ony settlement
had been reached. And now, once evervthing s signed =2pd nccepted on
both parts, (16) production strrted to risc rgrin during the first few
months of 1967 in relotion to the same period the vesr before. (17) This
again is only natural, O0il companies do not went to lose Venczuela, and

if they have come to accept the reality of thc "No More Concession™

(14) Petroleum Intelligence Weekly, October 10, 1966; page 6
(15) Petroleum Intelligence Weekly, September 19, 1966; page 6
(16) Petroleum Intelligence Veekly, Februa.y 20, 1967, pzge 8
(17) Petroleum Intelligence Weekly, March 27, 1967, page 8.
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a0licy, tiney will try to rmike sur. th t the new terms do not get to bhe any
more onerous thawn whot results efter they heve done their .est to prevent
themw.

Venezuel: hzs been under a str.in due to the encounter of two forces:
Government and 0il Cowmpanics. The fact th T concesgiong will soon crpire
hag determiiicd a crucicl nmoment for the country. witiwer the samce ty
of' errengemenNts were acirted aguin, moe oo less olosy, she same lincs, or a
vhole new system took their pleoce. 48 ve _ave seei,; the Governme.t hag chosen
the lotter, and this is why the reviovs oil Minister h.e described the
present peiivd as one of transition for the oil inaustry.(18) I would think
that it is esveci 1lly during trese neriows thri Jressures Lotween Goverime.its
and oll comd:nies become grecter :nd I oelieve thet this hoas Leen one of the

myin factors that heve contributed to the situation confronting venczuela.

(18) Petroleum Press Service, novenber 1966, hage 46%.
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B) Hxternal Factors

1) Diminishing Freight Adventage

Veneruela's orivileged geogranhic.l posilion with respect to main
consuming arcas (i.e. North Amirica aad Western furope) over other major
sourcas of oil (i.e. the iiddle bast) has veen gradwily deterior:ting with
the downwerd trend ol firight rates due to lower costs ner Vo rrel of oil
transported.(1.)  We sev in Chepter I how the buildiug of larger tankers
has permitted a considcerable reduction in freight costs duc to lower unit
costs or congtruction and of fuel, 2.0 also because of hicher ooeed. (20)
Creole (Jersey Stucdard's affili:ste in Venezuela) sco.s to have quoted
industry fisurces which indic te thet t nkers operating in 1954 averased
15,000 deadweight tons, while in 1964 the average siue was 25,300 d.w.t. and
the averasc size ol vessels under coastruction was 53,300 d.w.t. In the
super-tavker cotegory (over 100,000 d.w.t.), 5 were operating worldwide in
Decenber 1964, while a year 1 ter 16 werc in oncration with 51 more under
construction. (21) With 10 to 30,000 d.v.t. vesocls, the overatine costs
oi shivping & b-rrel ox 350 gravity crude from Persi-sn Gulf to dew York
renged from $1.01 to £1.06. But with 30 to 50,000 tommers couts droppod
to 78 cents from 84 cents. furthcermore, with taniters of over 50,000 tons

treasport costs fall to only 67 cents vper barrel.(22)

(19) Pctrolevs: Intelligence Weekly, Septembor 13, 1966, pag
(20) Chepter Onc, nege 18,
(21)

)

(22

Petroleum Intelligence Weekly, Scptember 19, 13665 nage 6
Petroleun Intelligence Weekly, September 19, 19665 page 6




165

It is obvious th:t since Venezuela iz closew to mrket:s in the United
States end Western ¥urooc then is tle iddle Basl, high freight rates erc to
her edventage. However, this freigit advant: ¢ hos been diminishing
constently since 1957, In Table V - 11 we sec how this freight advantage
vhich vas spproxim tely £1.42 wor b vrel in 1957 at the U.5. easters ssaboard
was reduced to f0.67 by 1965. Although the figurcs of our table correspond
to posted F.0.5. nrices and average freizht rates without telking note of
discounts, which would give us a more realistic oituntion, it en.bles us to
follov the erfect of lower frei ht r.tes on the delivercd price oi both
Venezuelan and Middle Bastern crudes. (23)

The diminishing freisht advantage for Venczuelan oll ig cvident. However,

it is nceessary to he awar

@

thit as the differ-acce in delivered cost narrows,
Venezuelan oil will be less attractive for oil comprnics which h-ve lower
cost sources clsswierc, snd will grodually lose m vkebsas oil from other
sources advances (see di.grsn V -1). This will reflect itself in the
aomestic sceuns by the gradvel elimination of' the hicher marginal cost fields,
and the companics operating only wvhere . the margical cost plus freight

(marginal delivered cost) will allow the oil to mect suvplics from other
sources in international markets.

Only to give -n idca of how Venezuclan oil can be dis»l cod from
interuationsi markets by the narrowing of her freight advantage we prescat
diagram V - 1. Assuming th ¥ 211 other conditions remain equel, in a merkcet
(zuch s the U.S. m ket for example ) supplicd by Venezuel.n crude =i

Middle Sastern crude, we find thet it the oil wog to ¢ supslied to this

(23) Using current freight rates. Creole stites thot tu- delivered cost
from the Middle fast is lcss than from Venezuela by $0.38 to Argentina,
£0.35 to Rotterdsaw, and $0.07 to kew York. (Petroleum Intelligence
Weekly, September 19, 1966; page 6)
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Table V - 11

Deoreh31ng_Advvn ze of Venezuelan urudo°
So,ﬂ er barr )
15577 71889 19%1 1965 1965(a)

FOB RS TANURA (1) 2,05 1,92 1.80 1,80 1.80
LVIRAGE FREIGHT 1.90  1.54 L. 12 1.04 8.90
CIE U8, ATLIANTIC COAST 3.95 3.26 2,92 2, 8L 2.70
FOB 4MUAY (2) 2.5 2,34 2.3%0 2.30 2.30
AVERAGE FREIGHT 0.48 0.36 0.30 0,28 0,23
CiF U,5, STLANTIC COAST 3,02 2,70 2,60 2,58 2.53
DIFFER f\ch 0. 93 0.56 0.32 0.26 o 17

P e L i

A e eatra

,E\R_ IC}j{t m“_)VAN” TAGE 1.42  0.98 0.82 0.76 0.67

(1) Saudi Arabn (34-34.9°)

(2) Venezuela (26-26.9°)

(a) Estimated

(* ) Crude Petroleum prices when I'.0.B., are those posted by major oil
compenies, when C.L,F. they are computed by adding to posted prices

an estimate of freight based on average rstes compiled by the London
Tankers Brokers!'! Panel,

Source: U,N, Monthly Bulletin of Statistics; December 1965 page 151
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market by consideragbions o comparative costs, the proportions oi the market

supoplicd by Thesc two sources wounld be determined at ti.. point of intcersection
of their respectire delivered meirgin-l cost curves. Thus if initially we find
7,

—_— L. . .
th:t the two curves (VEn™ -nd i) intersect ot a point such as "BE", this

poiut of intcrsection deterri. ¢s thet o quantity suci. as 0L be supplicd by

T

Voneszuel:, 2ud a quantity such an ha by tic Lidddle Bast., Assumiig now an

equal nercoutage redinction in freight retle =1l over the world, this would
afiect the two major sources or importcd oll to the United 3totes. Recause

of the greater distance of the Middle East from the United Stotes, the maorginsl
delivercd cost per unit of Middle dastern oil will reduce wo i« sharply than
that for Venegzuclan oil. althouzh both of these two curves will shif't

downw rds, thce one for thce Middle East will shift more thin that for
Venezuela, onc the point of intorscetion oi these two curves (Vﬂﬂz nd MEE)
will move to tue Left to poimt "D". With both curves intersecting at "D, we
fine thet the reduction in tronsport cost hes tius esabloed Middle Sastern

oil to gain a greater ~roportion of the m.rkit, since now it cau supply a

rarmam

quantity such as A C at a lowcr mirgiusl delivered cost than Venczuela.

2) Competition from Qther Sourccs

Not only hove the vast reocrves from the Middle Fast pemmitted this
region to compete with Vencgucolar oil in intera tiowcl m »riots, but 1so
torth Africa with hor proximity to Europce h s also becn compoeting with
Venczuela. #orth Africe he=a been increasing her exports steadily not only

to Buropc but r~lso to the United St-tes since 1960, =nd by 1965 h:s gainod

a share in world net exports (including the Soviet Union) of 13, which is
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more th-u half of venewvela's. (24)  The major sources from Africa are
algeria, Libya, end Nigeria, anc most of thoe sup ly is sold in the Huropesn
maakot.

The Sovizt Union has «lso m-inteined a considerable shore in world not
e:ports (6.) in coite of hor domestic consumption, & although her main
r.rksts out o her politic.l orbitl re Buvope, b Scandinavian countries ~ud
Jepon, she &z obteined & reso.octable sho re or tho Latin Americ n me rket,
not only bucmse of the foothold sne h s oined in Cuba, but ~lso iu imdortant
m rkets such os Argentiuc ond Brazil walch arce going; through s period of
industrial ex>rision. (25)  ussia offers the advantige of b rter tronsactions
wileh <re very aporesaling for countrice with a shortasc or foreign oxchenec. It
hae becu with tids tvpe of compotition tho t Russia hosbeen oboe to sunply
merkets closce to Venesaele to the prejudice of the 1i tter country.

With rescct to Braril, wo ssw how luseia o .. the biddic dist hvve
venebrated iute this n vt -t Venemuclo's exocnse (sce Teile V -10) EBrazil
has recently notificd Vencgucl: th £ she woes not willing to buy Venesuelen oil
if shy could puy chenucr widdle Eosters cruae. (26). In this resneet Srazil
made clecr thet receut discoveries oi sever:l big oil fields in toe Middle Bast
and Africa cou led witii th. low cost of develowning nroven ro crves there, znd
the noey gas diucoveries in thoe Horth Sea woule m ke Venezuelan oil cver loss
competitive. (27)  Western purceye his alse estim . ted a reductioa in her

ourchigses from Venezuela. Accordin, to the specialized press, by 1970 Latin

(24)
(25)
(26) Potroleum Intelligence Weckly; 4pril 3, 1967 pose 1
(27) Ibid.

Ministry oi Mines and Hydroccrbons - Vencsuela "lhemoris™ 1965, page I - 113

" b

Linistry of liincs ~nd Hydrocarbons - Venezucl:. “Lcmoria®™ 1965, p.ge I - 112
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america would only hove a 5o shore in this mexket while Africa w uld bove
increased its porticip tion to 35je of tol:l iriorts. (28) Even in tho
United Staces wew swonliers hove been cuttin, into Venezvsle's shiare of this
market. Ve s.w in Tblc . - 8 how hiddle wostern, African :nd Csmuadi n
sources wer. increaging their sh-re or the crude oll imported by tlo united
ourtes. oW it sewns tho v Venewucl: -wi1) zlso begin to lose her shore of
taw fucl 0il . orxot in this country. (29) According to the press, Italy,
Pancma, Ircl w«, uUnited hingdom, Fr.ucc, anc tho Middle Bast arc maldng
inrords into the m rket of residucl fuel wiich h-g Veen supplied uvntil now

.
almost entire.y by Veacezuela. (30)

Venceruels as we sceo, facer competition from meny other arcas. But

this is not only duc fto high v taxey, loss in frei ht advanta e oud new
sources. Averare _roduction ccets in Vencmuela ~ve o lso highoer thon in any
other w. jor ewcowtin country. (31) Prodesszor ooLi, Adelmon bup mede a
compr1-tive study of thweoe costs oi tue main procucing. arcas or the Western
World, .id b ¢ rercued bl conclusion thot Venczucl: is on the averane
the highest cost uct ox,orter with a sroduction cost ot £0.62 ser Lirrel
(Table V-12). The n in exporters ol the Middle Bast do not surpass 10 cc.ts
per Lorrel, oud conte even reach btic low of $0.G- por borrol i Irq.
Africs verica from A0.15 in uibya to $0.46 in Algeria which is =lso below

the average cost in Veneszuela.

o mrn

(28) Petroleum Presg Service, October 1966, nize 387

(29) Petroleum Intelligence Weekly, February 13, 1967, page 1 (this will
be further anslysed in following pages)
(30) Ibid
(%1)  adlrea, B.A.3 %01l Production Costs in Pour Areas, published by: Proceeding
of the Council of lconomics of the A.I.HM.E.; New York, March 1966, p. 209
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Table V -~ 12

"Average 0il Production Costs" (1)

(U.8.% per barrel)

VENEZUETLA ¥ 0,62
Algeria 0,46
Nigeria 0.3%1
Libya 0.15
Saudi Arabia 0.10
Kuwalt 0,10
Iran 0,07
Iraq 0,0k

(1) Operating and Development Costs

Source: Adelman, M.,A, "0il Production Costs in Four aAreas)
page 209.
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o thus sce the t proavction costs "do not favour Venczuela cither, ond
as a result b ve mlso beon g negetive factor for morketing oil from tnis

country.

3)  Develowa.nt of Donistic Industrics.

anotlicr foctor vnich hro not favoured Voeozucl n exmorts has heen the

develovment of putrolews industri.s in verious ¢ wuntrivs woth in tue cxtractive
and the rerfining st-ge. Such hov teen the case of many South Armerican
countries where private and n:tional concerns have been increasin: production

cnd r fiving copacity steadily. We wmentioned earlicr how

nationnl oil companius of th w rious L.tin American

ccounitries i ve Leeco united under MAdPHL® (Agrupacion Regional Potrolir-s
Bstotales Lotino amcricen s) in order to collabor-te in the further
development oif thair rosective oil induetrics.(32) Jith rosocct to Drozil,
it s Loen mnounced tu v dte lwmvortu ¢o as 2 crude oll customer will decline
tiis yesr as i country iocresses Hroduction from its loc:l c¢il fields.(33)
Arsontins also sveme to o secking self sufiiciency in oil "through -a
inteosive, fret, —od rotionsl develionment of loc 'l oll remcrves" by orivate
comprnics: (34) .G Colombials sroduction is ~lso 7 Kiog her oil industry's

utlook "bright". {35)

(32) Chf:f;'tcl" 4, ege 132,
(33) Petroleum Inteliige:ce Weexly, Jamvry 9, 1967, poe 1
(34) Pebroleun Inteclligeice Wesxly, #trusry 6, 1967, »nage 6

(35) Petroleo Interemcricnco, Augusi, 1966, pr:e 30.
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With reevect to refining c: pacity, it hus boen in tie more developed
countrics i Westorn durenc where it hes beoon most acceantunted due to the
nresest tdency of locoting refincrics in consumirg -centres (gee chopter I
mage3l) . This hrs affccted Venesucla's oxnoris of rofined products to tie

3

arca -nd will contiric to do so g supnlies of crude coil from the kiddle

mest and Morthern Afric. »o wilt Buropeon refirerice to cover dousstic

demmud -t lower co.t. This sz beens the cuose or It-ly where indelendont
refiver-m-ovoters ano st te owned B, which togethor shore wors then 40, of
the locol mowizet, b ve foeem able to obtoin their crude i "ritr-ctive®
srices wue to competition amor:, erude suv liers vho geui bt goin o outlet
for tiucir oil in tiis important Zuropean -irkct. (36)

In Fronce, bosides having o lvporteut rofining industry, Goverimoot
controlled comn mies obtaln eapilice from the frone-gzoro, mainly from algorio,
in order to -ssist French cowprnics in ticwse ~rocs and b fovour franc-~oil
for currcncy ro sons.(%7)

flecertiy there oos aloo bean . u drvortont toedency in Hurone to unite
State  od privatle independe.t conpeuics from soversl copmon narket countries
in order to froe competition from the majors.(%8) They .re asting supp ort
frove Buropean suthoritics ~lledging thet wholly firce corpetition botween sides
J8 unegualily matened os Mojors  2und surope's indepcondents doos net fovour

suarope's intersets, (39 Whore Bhic mdrat offcet vencguelen cxnorts 1o in
i . !

A RPN e e o

(36) Petrolows Intclligouce Wockly, danu . ry 4, 1965, noge 5
(37) 1Ibid

(38) Potroleum Int. llige: co Helltly, Pehruary 13, 1967: waee 6
(39) Petroleun Intelligence Weekly, felru.ry 1%, 1967, pagu 6.
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thy t tucoe companies protend to obtain their crude oil roquirenents from
trose sources thnt offer the better price wd not nccessarily from Majors
whose intcrest jg bo move Their oil turouwrh integr ted chenncls. As we nove
geeiy,  most of Venorucla's crude 1o oroduced by thrce interinntionel . jors,
-nd if thesc were to b diswleced by legislation frori the Buropean vrrlict;
Venesuelon exports could Lo divectly aficcted.

Not ouly domestic netroleim incustri. s hove beon aftecting Veneruelan
gxporte to the furors:n wm oot, but clse thae incustrices of indigscnous fucls
woich in some ¢ sos got protection from th: Govermeint. Though indipenous
corl is -.coming "lems comnotitive™, oil iz f-cing incrersing rivalry from
uwbur-l ges sud nuelo-r nower.(40) Jith respcct to coal, - lthouch there am
indic tions ol ai "inevit:! le decline™ o. its share vwithin tie totil
supnly of fuel which will nect gurone's encrzy roquirements in the future,
nolitical w»rotoction may "slow it wown", cspurci. 11y in tihe United xingdom

and Westorn Gormony. (41)

4) Import Restrictions in the United Stetes

. Tas B er e

Venezuels o2 beun cloaiming wnfzir treatment by the United Staies with
rel tion to the import rcetrictions of setroleum. In the latest -unual
report of the Vencrzuclq-n Ministry of Mincs and Hydrocarbons thic situction is
desceribed 2s "™discrimin ting with res)ect to Veacmuela®, considerin,; the

proferential treatment for imports from Cenada #nd Mexico. (42) The

(40) Petroleum Press Service, Morch 1867; p-~ge 83
(41) Petroleun Press Service, Morch 1967, page 83

(42 Ministry of Mines and Hydrocarbons - Venezuela:'Memori-® 1905, nage I-117
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sreferentiql treatmert congists in th bt from 1959 to 1862 there woa no

reguls tion ol dmports of cetrolevm walch eutered tie United St tes by l.nd
from eituer couniry, viile seaborne sripnects eatorin. through tae east coast
were limited to U oi tolul demand. (43) This syates w.s modiiied for 1963
when the dmport quot  ws cwvunfed to 12.2s ol domestic production, but

gtill vancda and mexico i e preferential treatmont since from tidls 12.2% onen
to foreign impmorts, tie estim te of imports or crude oill frow thece countries
was deducted from thic cuota. (44)  In other —o-ds, £s inlend imoorts

incre sed, tie quota fir cew.ovorne salpmi s would ciminish in the scme amount.
as a result, imports from the two countlries, which in 1959 had §.6% of total
imnorts, reached 24% of the total in 1965.(45)  Veneruela's share, on the
other heid, fell from 47.1% in 1959 to %4.9 in 1965 (Teble V - 8).

The United Statesr is interested in securing a concideranle samdly of oil
wirich could be obtained from other Forth Arericon sources such ng Canada and
lMexico as a precsution ag.inst inter..tional crisis. iHowever, Veicruela
insists th t it wuld e dau: erous to favovrry othrr sources wii i do not have
tie sqwe oll potential as she doeg Ffor the same rearon of security in supvly.

(46) wWhoever ie rirut on this m-tter is .esides the poinl, Lut it does seen

clear thst Venezuela is not favoured Ly these restrictions.

(43) Petroleum Pres~ Service, March 1959, page 115, April 1959, n.ge 127

(44) Petroleun Intelligence Veelly, April 2, 1962 sage 3
Fetroleum Pr.sf Service, April 1962; wnage 150

(45) U.8. Devertment of tie Interior; Bureau of Mines.

(46) Perez-Guerrero, ii.; "Petroleo: Hechos y Consideraciones", pege 17
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11T The Pettern of Venezuela's Petroleum Exports: Special Reference to

Fuel Oil.

s e e

We have analysed in previous pages how Venezuela'sshare of the inter-
national market has been diminishing  nd how this has led from aproportionate
reduction of its participetion to a2n absolute contructioca of both production
and exports, as seems to be the case for 1966, ifow 1t i1s essential that we
should analyse the pattern of Venezucla's petroleun exports and its effect
on earnings in order to appreci=te ithe situ- tion coulronting Venezuelsa,

For statistical reasons however, we will exclude 1964 from this analysis and
we shall concentrate more from 1960 to 1965,

As we con see from Table V ~ 13, exnorts of Venezuelan oil are composed
of both crude oil and products. Of the latter the more important are fuek
oil, diesel-gas oil, gasoline and naphtha, and kerosene, Although total
exports have increased {(up to 1965), we do notice that the export pattern
has changed from 1950 to 1965 in the sense that the volume of products has
been losing weight in the total fipure. In this way we find that while in
1950 products accounted for 63% of total exports (Table V - 14), in 1965
this proportion had fallen to approximately 50%. This is due to the varia-
tion of the demand pattern of the more important consuming countries, which
as we saw, having increased their refining capacity now import a greater
proportion of crude (see Chapter I, page3l). With respect to products
we also find th t fuel oil besides being the major product exported, has
gradually increased its: povticipation in the tot-l volue of products
to 66% in 1965, This in turn is duc to its hirh dewmond in industrialigzed
countries and because Venezuelan crudes, being of the heavier type

(see Chapter Iv, pagelQﬂ, favour the production of this product,
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Table V - WM

Exports of Crude and Products from Venezuela

© ey rweee weatrrw

(thousands of barrels)

Gasoline Diesel- Fuel Total
Crude end Nephthe Kerosene Gas il _0i1 Other  PRoducts Total
1950 18k,407 55,027 16,312 38,816 195,889 5,699 309,743 494,150
1955 332,490 48,761 21,948 74,391 250,824 19,280 415,204 747,694
1960 475,569 49,433 16,732 76,457 294,491 375737 474,850 950,419
1965 576,736 “58,880 11,568 74,600 381,217 54,007 580,272 1,157,008

Source: Ministry of Mines and Hydrocarbons, Venczuels. PetrSleo y Otros Datos Esta @ isticos"
1965, page 98.




1950
1955
1960
1961
1962
1963
196l
1965

Share:

zable V - b

Venezuela's Petroleum Export Pattern
Jenezueld o ell I LXPOrt ratiern

Total
Petroleum

494,15
747 .69
950, 1.2
976.70
1,067,05
1,089.75
1,146,452
1,157,01

a7
L
o ot e e st e s

1950
1955
1960
1961
1962
1963
1964,
1965

100.,0
100.0
100,0
100.0
170.0
100.0
100,0
100,0

(millions of barrels)

Crude

18441
332,49
75,57
481,09
5he, 14
555. 84
588.33
576.74

N
~1

=
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WO O O\ DG

<

.
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- .

Total

Products

309,74
515,20
L7L. 85
495 61
524,91
535,91
558.09
580,27

€27
55.5
h0
5O

49.2
49.0
Lo,7
50. 2

Fuel

0il
193,89
250.82
294 . 1L9
293,57
309,47
315,68
351,37
381,22

Tuel 011 ws o
of Tot.1 Froducts
62 6 o
504

Source: Ministry of Mines and Hydrccarbons, Venezuela,

"Petroleo y Otros Dates Estadisticos™.

page 98
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Since fuel oil is Venesuela's most important export product we shall deal
mainly with the figures of orude oil, total products and fuel oil, and in
our analysis we intend to show that Venezuela's petroleum export pattern
has not been favouring her either. (47)

We find in Table V - 15 next to the figures of volume, the correspondin
earnings or gross receipts derived from these exports for 1960-1965, These
earnings were theones presented to the Venezuelan Government in the
financial statements of the compsanies for t.x purposes, We notice that
in spite of the annual incvrease in the volume of exuorts, tucre have been
annual reductions in earnings from 1963 onwerds, and in 192 the increase in

value was not proportionate to the increcse in volume, In cther words,

sanmeres

(u7) Fuel oil dis a derivative of crude oll which is used as a major
source of energy in many industries., Being itself a liquid, it
offers certain advantsges over the more troditionnl types of fuels
(such as coal) since it becomes easier to transport and store,
cleaner to use, and on the whole more economical or as economical
as these (see J,E, Hartshorn's chapter "0il as a General Fuel",
Op.Cit., page 35). However, it seems thut demand for fuel oil is
characterized by being highly price-elastic due to the existence
of other competing fuels (principully coal, but also ncetural gas
and in growing importance nuclear energy), and having its market
limited to some extent by Government policies that tend to protect
(other) domestic fuel industries, accounts for a lower price.
Government protection has been tne case of England nnd ‘restern
Germeny (Petroleum Press Service, Yarch 1967 page 83), and of the
United States in which country the Governuent is "under heavy
political pressure from top coal executives" (Petroleum Intelligence
Weekly, September 28, 196L., page 5). It was also estimated that a
tax of about 0,80 per barrel was imposed on fuel oil in the United

Kingdom, and of £1.05 in Belgium (0.P.%.C, "Flasticity of Demand
for crude 0il, TIt's Implicoations for Ixporting Countries”
page 11).
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Table V — 15

Volume and Velue of Venezuelan Petrolecum Exports

Eaernings from % Volume of g

Petroleun Exports(~)  chonge Bxports chonge

(Millions of £) (millions of barrels)
1960 2,149 - 982.71 -
1961 2,21% 3.0 1,009.01 2.7
1962 2,343 5.9 1,101.76 9.2
1963 2,335 -0.3 1,121.86 1.8
1964 2,303 <1k 1,175.78 4.8
1965 2,283 ~0.9 1,187.19 1.0

Amv Export earnings as rcecorded in thc financial statements of the companies according
to the Ministry of Mines and Hydrocarbons of Venezuela.

Source: Ministry of Mines and Hydrocarbons, Venezuela. “Memoria", 1965, page I 210

mmrn
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while Venezuela exported more petroleum, which we must recall is a
wasting asset each year the earnings from these exports were getting
lower,

There are two main reasons for this:

1) lower prices; and

2) the Venezuelan export wn.ttern,

In Table V - 16 we see Hnow the different prices for Venezuelan oil
have fallen between 1960-1965, 3ince errnings are s function of both
volume and price, wc find tht the "atter "ng had the stronger influence
in the determination of dil earnin-s since the effect of lower prices has
more than outweighed the effect of greater volume, It is quite under-
standable why the Venezuclan Government puts pressure on the oil companies.
It is not just a matter of trying to squceze more revenue out of thenm
just beecause of greed, it is simply thet the Government faces the reality
of reducing the nation's stock of a wasting asset, which is the prime
source of revenuc, while receiving cach year a lower pries for its sales,
It is the cruecial problem of terms of trade which affects so much the
countrics cexportins raw materials which is being fought, (4.8)

Prices, however, have been only onec of the reasons for Venezuela's
lower earnings from pctroleum, This has also been due to the change in
the "mix" of petroleum exports, since ns we sav, »nroducts have been
losing weight in the total volume of exports, wund fucl oll, which

accounts for a lower price among refined products, hus been increasing

(48)  Venezuela's term of trade index for 1965 (1959 the bnse year)
had fallen to 82,4, (Banco Central de Venesuelw, "Informe Economi-
co 1965, page 204.,)
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Table V - 16

¢ e e ey

"Realized Prices of Fetroleum Exported from Venezuela™

o i

(U.5.4 per barrel)

% % Total H
Crude  Chonge froducts  Chenge Potroleum  Chenge

1960 2.11 - 2.42 - 2.19 -
1961 2.12 0.5 2.40 -0.8 2.19 0.0
1962 2.06 -2.8 2.30 ~l a2 2.13 2.7
1963 2.053 -1.5 2.2k -2.6 2.08 -2.3
1961 1.91 -5.9 2.09 6.7 1.96 -5.8
1965 1.86 -2.6 2.08 -0.5 1.92 -2.0

Source: Banco Central de Venezuele; "Informe Economico" 1965, page 279.
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at the same time its shore in the total volume of products going out to
markets (Table V - 14). In this respect we find that during 1965
the average price for Venezuelan crude was 1,86 per barrel, compared o
#2.08 per barrel as the average wrice for products, (49), and for fuel oil,
Venezuela's most importrnt export product, it was only #1.55 per barrel,{50)
The trend in Venezuela's export p.tt.rn coantributes te reduce the
Government's oil revenue since tac sveresge price of cruds oil is below th:it
of the sverage barrel of refined vroducts on o whole, ~nd fuel oil, having
the strongest weight within the »roduct "mix" 6 contributes in turn to
reduce the average price obtnined for total products, TFurthermore, the freci
thot Venezuelan crudes offer a variety within the "heavier" category
(see Chapter IV pag8103), oil companies have been able to increszse the
proportion of heavy crudes in the total output of crude (51) to satisfy
demand in countries that prefer to process their own fuel oil in domestic
refineries, but since these crudes are particularly suitasble to yeld lower
price products, they are accordingly priced. Venczuela has consequently
been losing revenue in this way oince oill compaonies value the crude
extracted according to its gravity to pay the nation her royalty. Thus

royelty payments which normelly vary proportionately to the amount of

crude exploited, presented in 1965 2 reduction of 0.2/ with respect to
196l inspite of on increase of 2.4% in crude oil production during t»is

period, (52)

(49) Table V - 16
(50) Petroleum Intelligence .Jeekly, A-ril L, 1966, pape 5

1 Ivﬁ.nistry of Mines and Hvdrocnrbons —~ Venezuelr "Femoria™ 1965
) Bftputol o mghor 2
page IV 29.

(52) Banco Central de Venesuela, "Tuforme ®conomico™ 1965, page 280
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The United States is Venezucla's most important market and has been
gradually absorbing more Venezuelan fuel oll imports of which

surpassed in 1965 the volume of crude and other products together

(see Table V - 17). This has been due to the increasing demand for fuel

0oil but also to certain charncteristics very particular to the petroluem

industry of the United St.tes, and to the petroleum policy of her Government
which are really beyond the scopc of this study to analyse., OSuffice it

to say thot import restrictions in the Uniied St tes h ve heen more lenient

on fuel oil than on the other forums of petroleun, wnc only to give an idea

of the situ~tion, we point out below certrin aspects of these restrictions
on oil imports,

a) With the promulg-tion of the Revenue ct in 19372 by which the American
Government toxed petroleum imports for the £ .rst time, crude oil and
fuel o1l -imports were favoured by establising an import tox of 21
cents n barrel on these, while gasoline wns trxed ot £1,05 and
lubricents at £1.68, (53)

b) In 1939 the tax on crude and fuel oil was halved to 10,5 cents for

an amount of imports equivaelent to 5,0 of domestic supply; over this

amount and for other products taxcs remained unchanged, (5.4)
c) At the end of 1941 the United States eliminrsted the restriction on
the amount of crude and fuel oil which could enter at 10,5 cents a

barrel. (55)

(53) The Petroleum Industry Research Foundation, "Uq}tod Strtes Oil
Imports - \ Gase Study in Intern. tionsl Tr“de" Wew York 1958 nage 24

(54) Ibid, page 25

(55) Ibid, page 26



1955
1956
1957
1958
1959
1960
1961
1962
1963
1961,
1965

Source:
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Table V - 17

D

—-
-

Vonezuelan Petroleum Exports to the United States

cmmseasy

(thousand of barrels d-ily)

9t of Puel % of Other o of

Grude Total  0il  Totel Products Foti Total
388 L7.3 375 45,7 57 7.G enT
451 L8.9 393 43,0 75 3.1 9k
539 50.3 L29 40,0 104, 9.7 1,072
451 41.5 L57 42,0 130 16,5 1,088
456 41,2 517 45.8 133 12,0 1,106
490 42,3 567 14R.9 10 2,2 1,159
436 37.9 535 50,7 130 11,3 1,151
L9L  39.6 599  48.3 150 12,1 1,240
500 40,6 588  L47.7 1y, 11,7 1,232
486 37.2 676 51,6 6 11,2 1,308
L.62 4.0 743 BL.,6 155 11,4 1,360

Ministry 6f Mines and Hydrocarbons, Venezuela,
"Exportacion de Petroleo y Produotos desde Venezuela, Aruba y
Curazao" 1965, page 23,
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d) In 1952 light crude oil (250 AP.T., ond over) From Venezuela was
taxed at 10.5 cents a barrel, while heuvy crute and fuel oil was toxed
at half of this smount (5.25 cents p/b). (56)

e) In 1959 with Mandatory Ruostwictions, imports of cmde .nd products
rocecived a quota with the sole cxception of fuel oil which was not
subject to any restriction, (57)

£) In 1962 with the est-blishing of quotns for ~11 oil imports, fuel
0oil was assigned & quotn whioh still permited to raise imports to a
"record figure" of over half o million barrels daily. (58)

g) Tor 1966 the import programme of the United States elimin:.ted even
the assignment of quotas to the importers of residual oil by permitting

any company wishing to import to do so "simply by filing an application"

(59)
These were the rules to which the companies had to abide, so Vendzue-
la having a type of crude which was favourable . or fuel oil production,
and also having geographicsl advant res over other sourcesof supply, she
soon became the major supplier of fuel oll for the American mnrket
(Tables V-18 and V-19). The companies adapted themselves to the circumstonce
as best they could, but it scems that the americ n Government hos been protecy

ing

the domestic petroleum industry ot the expense of ine Venezuelen, since

with the set of restrictions it protect!s its own by cnohling the

production of high cost crudc (60) vhich con e refined into products that

(56) Ibid page 28

(57) Petroleum Press Service, Morch 1959 page 115, &pril 1959, page 127
(58) Petroleum Press Service, April 1962, page 150

(59) Petroleum Intelligence Weelly, April 4, 1966; pnge 5.

(60) It is generally nccepted that American import restrictions "have long
been ... enabling high cost merginal producers to survive", (Petrolecum
Press Service, November 1966, page 415).



Table V - 18

Supply of Fuel 0il1 in the United States

(55)
Domsstic Luports
1954 53.5 LE.5
1955 49.1 10,9
1956 46,0 5.0
1957 bl 6 55,4
1958 42,5 57.5
1959 3.7 65.3
1960 36.4 63.6
1961 34.5 65,4
1962 31.1 68.9
1963 25.2 74..8
1961 22.9 77.1

Source: Bureau of Mines "Residuwal Position bv Years
Demand", 1354-~-196L,

187

Supply and
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Table V - 19

Imports of Fuel 0il to the United States

S anemra

Volume Venezuela (1) LEheLd
(B/D) [3) (%)
1961 631,992 85.5 1.5
1962 729,403 84..7 15,3
1963 761,514 81,0 19.0
1964 826,367 81,7 18.3
1965 1,065,363 8L, 6 15.4

(1) Including Aruba and Curazao

Source: U,S, Depzrtment of Commerce, Bureusu of The Census,
F,T,110, F.T.125,
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obtain a higher price in the market, while the Venezuelan industry
supplies the low price fuel oll so needed in the American economy, If
for any reason the United States were not able to obtain its supplies
of fuel oil from abroad, "it would hove immediate detrimentel effects
on the consumers of this commodity" since to produce it locally would
raise the cost of industries. (61) In other words, fuel oil imports
fulfil the important economic function of lowering the price the
United States pays for its energy. (62)

Venezuelan Reaction to the Situation.

The Venezuelan Government realizing that Americ n restrictions on
petroleum imports were not ver; suit-ble for her, since they f-voured
only the entry of a low price product, re.cted to suci & situ:tion

towards the end of 1965. On Decemnher 30, 1945 it wnounced in an

official decree that it would not rocognise for tax nurpeses the realized

price of fuel oil in future szles,(63) Tt est blished a maximum

discount of 15% off the posted price of 52.00, t.us establishirg a reference

price of 1,70 for 1966, (€L) Venezuela's President, Dr. Raul Leoni,

Justified this measure on the grounds that the country had been obtaining

45 cents per barrel less for residual oil sales since the actual sales
price had dropped from the #2,00 posted price of 1959, to a realiged

price of $1.55 in 1965.(65) The increasing preportion of fuel oil

(61) Petroleum Industry Research Foundation, Op.Cit., page 53
(62) Ibid page 37

(63) Petroleum Intelligence Weekly, January 10, 1966, page 5
(6l) Petroleum Intelligence Teekly, January 2, 1966, page 5

(65) Quoted by Petroleum Intelligence Weekly, April k4, 1966 page 5. This
same journsl stated on Februsry 28, 1966 thst the actual price for
fuel oil F,0,B, Caribbean had fallen to F1.45 per borrel,
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exports at these lower prices, President Leoni pointed cut, show thrt
"Venezuela has been left with the least beneficial part of the oil
business", ... and thst "the magnitude of damage thet Venezuela has been
suffering is enough to justify the measure we have taken in defenoez'of an
acceptable and reasonable price for our oil". (66)

Soon after this action was taken by the Venezuelan Government, the
Government of the United States also announced, 3t the beginning of the
year, the liberalization of residual fucl imports for 1966,(67) The
immediate result of these two measures was a "perceptible strengthening”
in the price of heavy fuel oil. (68) Spot ssles st the beginning of fpril
were made at a price of £1.60 which wes 10 to 15 ceats higpner than a few
months back, and according to the petroleum press, "ul: of the me jor
Carribbean suppliers... seemed willing to make o stand on the 41,60
price, (69) The precision of these two mov~s, hosever, could give rise to
wonder whether they were Just » meve coinsicence, Venrzuela has been
claiming better trestment from the “mevicen Government in relation to
oil import restrictions, and to this respect vaious meetings were held
between the representatives of both Governments during 1965, (70)
Furthermore, President Johnson in his speech of December 10, 1965 spe-

cifically stated that "the United States vecognizes th t the oil industry

o PSSty

(66) Petroleum Intelligence Veekly, April 4, 1966 page 5
(67) Ibid, January 24, 1966, page 6

(68) Ibid, April k4, 1966, page 5

(69) Ibid.

(70) Ministeriode Minas e Hidrocarburos - Venezuela, "Memoria™ 1965,
page I, 117,
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in Venezuela has a special position in the contribution it mekes to Western
Hemisphere sccurity” (71), sn it sould not be too surprising if the
American Government in its effort to come to terms with the Venexeulan,

and probably realizing that the restrictions were not so favouresble for
Venezuela, agreed to the elim tion of the restrictions on fuel oil as a

way of allevicoting the sitw.tion for this countr.,

Although access to tie ~mericen o ricl occ e free in ovne wiy,
Venezuelk has now come acrosg -nothor kiad of liwmit..tion to .ex fuel oil
exports: enti-pollution measures, Air nollution resultins from high
sulphar content fuels induced iew York aznd Ve Jersev euthorities to make
regulations requiring the sulphar content of fuel oil to be limited %o
2.2% from the beginning of 1967, vith further reductions to Z% af'ter
October 1969 and to 1% after Hay 1971, (72) It seems that avout 1/3 of
the volume of Venezuela's exports of fuel oil are affected by these
11'1eeasunc'es,(73)_a and according to Dr. Jose :ntonio Mayobre, Venezuela's
present oil Minister, investments totalling 100 million will have to be
made by the oll companies if Venezuelan fuel oil is to meet the standards

of sulpkur content recommended.(74). However, Dr. Mayebre specified that

e

(71) Petroleum Intelligence “‘eekly, December 20, 1965, page 3,
72) Petroleum Press Service, April 1967, page 146,
3 5

(73) However, Venezuelan heavy crudes (14.°APT) hsve an averyage suphur
content of 2,65 while the equivalent crude in the Middle Eust hes
a sulphur content of 7.3, ith respect to welium crudes (ZAO API),
in Venezuela they have an :ver pe sulphur conteat of 1,8+, while
in the Middle Fast it is of 3.3%.. (wimastey of odacs anc
Hydrooarbons - Venezuela. “'Vgnuzuelen wnd Ot.uw .orld ictroleums?,
Page 81.)

(74) Petroleum Press Service, A~ril 1967, vagz 146,
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these limitations on the sulphwr content of fuel oil could be met
"without much difficulty” by the Venezuelan oil industry, but that if
similar recommendations were adopted by the States of New York and
New Jersey, Venezuelan refiners would be compelled to embark on major
structural changes. (75)

Estimates for 1966 say that Venezuela has alrecady "lost ground" in
the American fuel oil market due pavtly to the "8tringent anti-pollution
measures” of the east coast cities, by f=lling from 85 to an 81% share of
total imports of this fuel by the United States.(76) However, this same
source stabtes that in absolute terms Venezuela increesed its exports of
this product to this country by approximstely i, In anv ccose it does
seem th»t these anti-pollution me-sures wmisht e waotiacy tareat to

Venezuelan exports,

{75) Petroleum Press Service, April 1967, page 146,
(76) Petroleum Intelligence Weelly, March 27, 1967, page 1.
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CHAPTER _STX

The formation of the Organisation of Petroleum Exporting Countries (0.P.E.C.).

0.F.%.C.'s Efforts to Increase Member's Share of 0il Income, Venezuela as

o Member of 0,P.E.C,

I, Thel@prmaﬁiqp of the Organisation of Petroleum ixporting Countries
{0.P.B.C.).

The Organization of Petroleum uxporting Countries iias established as a

result ef a conference held in Ba-hdad in Jeptem cr 1950 hyv the five major
petroleum exporting countries: Iran, Irsa, Quwsit, Sméi #rebia egnd
Venezuela, which became 0.P..C.'s Founder Meumbers, Yotar, which attended
thet Conference as an observer, joined in January 1961, and Libya and
Indonesia followed in June 1962, bringing the numberto a total ef eight
members, (1)

The formation of 0,FP.E.C,, however, was by no means an abrupt
happening. Contacts between the countries whieh were eventually to form
0.P.E,C, began as far boack as 1949, In September of that year an official
Venezuelen three~man delegation visited Saudi Arabia, Iran, Egypt, Iraq,
Kuwait and Syria with the a2im of exchanging views and establishing reguler
and close communication, and during the following years, sporadic and
informal meetings were held between the Middle Bastern producers and

Venezuela, (2)

(1) 0.P.E.C., "Background Information”, page L; Geneve, Switzerland

(2) 0.P.E.C.; "Background Inforn=tion', p.se 11,

.y
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In 1959, following the enactment of mrndatory import restrictions
on petroleumn in the United States, posted prices in the Middle Bast were
reduced, "reflecting the growth of competitive pressures ond the
aveilability of low cost supplies®™. (3) This brought much discontent to the
producing countries especially tothose of the Middle Last where c¢il revenue
was based on the posted price, Thus in 1959, when the posted prices of
Middle #ast oll were cut, the First Arab Petroleum Congress, held in
Cairo during that year and attended by observers from Venezuela and Iran,
adopted a general resolution recomiending that any proposed changes in the
posted price of crude oil should first be discussed iwith the country
concerned, On May 13, 1960, Dr, Perez-alfonzo, then Venezuela's
Minister of Mines ~nd Hydrocarbons, and Abdullsh Tariki, then Seudi .raobis's
Director General of Petroleum Affairs, issued . joiatv st tement calling
for & common petroleum policy to “sifesu. rd thie lesitin.te inlerests of
the producing countries",(4) However, by i~ 1940, o8 one source puts
it, "the economic logic for a furthicr reduction -~s so S*TnngJ,(B) thet
in August the compenics ag:in reduced prices, This called forth an
immediate reaction on the »art of the major oil erxporting countries, and
inthe following month the organisation known as 0,P.T,C, came into being,
Among its resolutions are the following: (6)
1) That Members can no longer remain indifferent to the attitude
heretofore adopted by the 0il Companies in effecting price

modifications,

(3) Frank, Helmut; Op.cit, page 175
(&) 0.P,E.C. "Background Information", page 11
(5) Frank, Helmut; Op, cit. page 175
(6) 0,P.E.C

"Background Information" page 12

A




2)

3)

L)

5)

6)

are obvious: apart from bteines » sroup of develonin, countrics
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That Members shall demand that 0il Companies maintain their
prices steady and free from all unnecessary fluctuations,,.
.. .That Members shall ensure theot if any new circumstances arise
ihich in the estimation of the 0il Companies necessitate price
modific-tions, the said Compenies shnll enter into coasultation with
the Member or Members rffcected in order fully to wxploin the
oiroumstances,

Thet MHembers shall studv ond formul.ts & systes to eusure the
stabiliz ~tion of prices by, -uong otacr oo-rs

, the resulstion of

production,.. to the necessity of s=curins - stesdy incomc to the
producing countries ,...

Thet if as a result of the application of rny unenimous decision
of this Confevence any sinctions are employed, directly or indirectly,
by any int-rested Company ~gainst one or more of the Member Countries,
no other lember shall accept eny offer of o beneficinl treatment
vhether in the form of ¢n increase in exports or an improvement in
prices, which may be made to it by any such Cempany or Companies
viith the intention of discouraging the npplicétion of the unanimous
decision reached by the Conference,

That tic¢ principal =im of the Orgenisction sha1l be the unificstion
of petroleum policies for the ember Countries and the determination
of the best merns for safeguarding the interests of ilember Countries
individually or collectively,

The factors th € brought C.r...0. .acwaers togotier in orne orgenisation

, they are

all net exporters of petroleuam, =nd Jepend wlmost entirelv on the

revenue which accruss from this industry. Furthermore, these countries
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together heve a strong position as suppliers of this commodity. TFor
1965 they held khyé of tot~l world production, €575 of proved reserves,
ang 35% of cexports (soe Tables VI - 1, and VI - 2 :nich follow). (7)
Since petrolcum resources in all these countries ~re mainly controlled
by the major internstional oil comvanics (8) smose intcirests, nccording
to 0.F.L.C,, "arc not necessarily comp.tible .ita tue inicrests of t-ose
Oountrios".(9); this orgrniz  tion felt th 1 it s iumerstive" to assume
their proper responscbilities - -»n irndustyey or ™ieh thewr cconomies and
developments are slmost entirelw doweanda.t™,(00) 0.1, ,7. felt that
before its formation, "an individusl oil exrorting country found itself
dealing alone with a solid front of the intern-tional majors"... vhich
"sometimes used their ability to regulate volume offtrke among the various
producing are=s as a wverpon to influence the policies of any individual
exporting country and -vezken its bargaining power". (11)

These have becen in general terms the official justification for the
formation of 0,r",E.C,, but it is clear that the main concern of these
countries was and is to increase their oll income as much as possible, and
that 1t was due to the reduction of the posted price for crude oil in the
Middle Bast in 1959 and 1960 hich ncceler ted its form~tion since this

directly attncked the basis for the coleul tion of profits which ver. to

he shred,

(7) finistry of Mines -ad ydroc. robs, Venczuel o “Lcaoiist, 1965 ;pageI-113

(8) 0.P.%.C.; "Background Informstion” p..po &

< e

(9) Ibid; peee 5

(10) Ibid

(11)0.P.E.C. "Background Information" pnge 5




Table VI - 1

T Mpusns

Production In the 0,P,L.C, Arca - 1965

TR, Y ol 2y

(1000 ofB/D)

Venezuela 3,473
Rusredit 2,350
Soudl Arabia 2,197
Iran 1,883

Iraq 1,310

Libya 1,206
Indonesia h13
Qatar 218
0.P.E.G. Total 13,140

World Totnl 30,092

RA emEme 4 AL chckiacws

% of 0,P,5.C. in World Total: 43.8,.

Source: Ministerio de Minas e Hidrocnrburos; Ye.rbook 1965
(Information received from 0,P,:,C. Office)
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Toble VI-2

L g

Proven Reserves In the 0,F,5,C. Jdrea - 1965

fwialt

2N

(Billion of barrcls)

63

Saudi Arebia 60
Iran ' LO
Irag 25
Venezuelr 17
Iibya 10
Indonesia 106
Qatar 3

0.L:%.C. Total

World Total*

b of 0.P.E.C. in VWorld Total:

“Including Soviet zone,

Source: Ministerio de Minas e Hidrocarburos;

PERS -

228

353

6ly., 67

Yoarbook 1965

(information received direct from 0,P,1,C. office)

198
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IT Q.F.%.0 s Efforts fto Incrense Members Shore of Cil Income

Although member countries of O.F.E.C, a.ve nlso owpressed their
desire for an active perticip tion in the oil industrw, i,¢, from
exploration to marketing, (12) 0.P.E.C.'s mnjor efforts b ve been directed
to increase the share of oil revenuwe Tor its members, Howvever, ¢f the
ma jor issues which hove been raised by 0.P.E.C. for discussions with
the oil comwnnies, there sre three in prrticulsr which merit considern-
tion: A) The morketing allowance, B) The expensing of royalties, ond
C) The restoration of the level of posted prices, All these were raised

at 0,P,3,C's Fourth Conference held in mid 1962,

Ny tuy

0.P.E.C!s resolution IV -34 reads: (13) The Conference, Considering:

1) That neither the Members nor the Companies operating in their
countries marticipate in the worldvide marketing operations of the
0il Companies;

2)  That the bulk of the crude oil produced by the Operating Compeanies
is marketed through their parents or pirent - fril:tes with no
brokerage charges being incurred;

3) That one of the Member Contwvies (Venezuel:) macrs ne certribution
whatsoever to the selling exrenses of toe 061l Cowp nies;

Recommends:
That the Member Countries affected should take messures to elimincte

any contribubion to the marketing expenses of the Companies concerned,”

{12) 0.R,BC; "Exporting Countries and International 0il® page 12

(13) 0,P.E.C.; "Explenntory Memoranda on the 0.P.R.C. Resolutions™
Page 15,
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It was in June 1962 during 0,P,B.C.'s fourth Confercnce that this
resolution was mrde, since in 0;P.E.C. meuber countries of the Middle
Eost, o coertnin percentape of posted priccs wus deducted before determining
taxeble income in order to compensate the oil companies Tor mrrketing
expenses, lMember countrics insisted t. L thus .3 coju.tified since
markoeting costs were incurred in oxtornal markets ood wrciore hed 1little
connection with the «ctivitics of ¢ comnray -athin the producing
country.

0.P.%.C. rensoned th t where the rel: tiossiip bet een the producing
country and the oll company wns one of scle -wé purchrse, the producing
country sells its crude to the "purchnser-comp.ny"(1lh)zt well-hesd; and
to expect the seller to cover expenses which are incurred by the purchascr
was an anomally, On the other lnnd, where the basis of the rel~tionship
was a concessionnl grant, the producing country gives the concessionaire
the right of extrocting the crude "on the basis of the essertion thoat
they alrcady possessed all the necessnry facilities reguired for easuring
the flov of oil through tho variocus stages to the finel consumer”.(15)
Mecording to 0.P.L,C., morkoting allowances were only = “disguised
discount" off posted uvrices (14), Tarthermore, 0.P.X,C. considered th t
since approxim-tely 90% of the crude oil “ransactions were ~ith ~ffiliates,
"a real sales commission on on inter-offili to tr wsneticn c.n hove no

meening", (17)

(14) 1Ivid, pore 17

]

(15) Ibid, puge 19

(16) Ibig.

(17) ZIvid., page 18
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As wie sec, 0,P.E,C, was mainly concerned vith vhat in effect meant
a discount off posted prices for tax purposes, and thus began to insist
on the elimination of this allowance, Although I h ve been unable to

obtein the percentage that was allowed for marketing expenses, 0,P.L.C.

3
states that this represented a yearly reduction from gross receipts of
approximately #6 million, (18) The companies crme to agree at the

end of 1964, to reduce the merketing nllowance toa half cent per barrel(19)

B) The Bxpensing of Royanlties

0.7.1.C.'s resolution IV -33 reads: (20) "Phe Conferunce, considering:

1) That the Gomnanies enjoying in Jember Countries the right of extroct-
ing petroleum which is « wasting asset sheald, 1o conformity with
the principle recognised nn. the pr-ctice observed generslly in the
world, compensate the Countrics for the intrinsic volue of such
petroluem altogether ap~rt from thoir oblig-t.ons falling under
the heading of income tax;

2)  That under the arrongements at present in force betiween the Member
Countries (of the Middle East) and the 0il Companies in general no
compensation is paid for the intrinsic value of petroleum, royalty
or stoted payment commitments being trested as credits sgeinst income

ax liabilities;

3) That the HMember Countries' right to rcceive compensation for the

intrinsic value of petroleum is incontestable;

(18) TIbid, page 19

(19) Petroleum Intelligence Weekly, Januery 18, 1965; page 6

(20) QPEC; "Explenatory Memoranda on the 0.1,5.C. Resolutiuns', prge 11,

e
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Recommends:

That each Member Country =ffected should - ppro. c. the Compony

or Compznies concerned wWith o view to working out formule

hereunder royalty payments s 11 be fiveon at o urdiform r te

which Members consider equit-bhle, »nd ex- 11 not he tre-ted s a

credit sgeinst income trx liabilite,™

This issue, also presented in 1962, lcd to harder borgaining since

it meant thet oil companies had to increrse their payments to the host

Governments by 50% of the amount paid us royalties, For exrmple:

A) Without Bxpensing B) Expensing
Royalties Royaltics
e B
Net Earnings = 100 s
' : Net Earnings = 100
Host Gov. 50k share Rovwalt I
(50% of 100) = 50 yasty =
i ! it
Koyalty -~ 20 0il Cgmpany s profi
Tisbility left to be before tax = 80
aid - 30 Host va. 0% share
pa. (50/5 of 80) = 40
Com any share = 5O Company share = 40
Government shore = 5 Government sharc = 60
Royalty = 20 Roynlty = 20
Income Tax = 30 Income Trx = LO

4s mentioned earlier, the royalty is a leftov:y frowm the duys
beforc the introduction of inccue tayes ...l 1is ori;in is to te found
when the Croum clsimed 21l minoeral weslth, In vetoern feor L.e concession

or privilegce to extr-et the mincred

. e loesce would poy thoe Crovm o
certein percectoge of the product, “wmow »s » roy:lty. MNowever, the
introduction of income toxes gave woy to two different types of payments
that can be made, Thus in the United States the oil companies pey the

owners of the oil~berring land o royalty, and the Government an income

tax, and in Venszuela, vhere all mineral wezlth is owmed by the nation
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both royalty and income t:x ~re -sid to the Goverameat. (20-.) The

idea however, that royalty is e “con:cesrtror for tae intrinsic value

of peftroleum" is a mist- ke, boosuss twve 1s no such thing o3 the
"intrinsic" value of crude but = market velwe., o3 this is wsy Covernments
never tale thelr royalty in kind 1o _store, but in cesh, and when they do
accept it in kind, it is only because they feel th-t they wmight get more
out of a barter transaction or by selling it themsclves due to its

market value,

With the introduction of the 50/50 profit shoring agreements in the
Middle East, the royalty became included in the 504 share received by the
host Government and the diffevence was paid as taxes, But 50% became
the established 1imit of the peyments which would be made to the Govern-
ment for the conccssions granted under the 50/50, This again, is the
difference in the Venezuclan case vherc the Government con reise taxes any
time 1t wishes, 4As 0,.7.E.C, sces it, "the legisl:tive powver in a
sovereign State, within the limits of thc Constitution, may nass any law
imposing or changing the r-tes of .ny t x. cevert wel.ss, ia most
Middle B stern concessions thore is o fixed incoan tox sote for the
duration of thc concessions,.."'(21) onc of wwich (in hwuw.it) cads in
the year 2026, and none of the other msjior cenc.ssions beforc 1994, (22)
This mekes one think, a8 ve mentiocned in Chenter Thuree, th:t the 50/50
might have been offered to the Middle Eastern countries by the oil

companies in thelr effort to reach an agresment with these countries in

(20~A)Ibid, page 13
(21) 0.P.E.C.; "Background Information" page 10 (my underline).

(22) Ibid, prge 9
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order to preclude the <doptiocinn of loris) tiv. wroccdurues 1iv . those of
Venczuels (sec pege 6L ),  If this =5 £ ¢ se, oil ccmmanics intro-
duced the 50/50 ith a very forurd view of the situ tion, sincec
1t managed to check the cstablishment of greoater poyuwents, by the
Governments conccrned, for arproxim~itely fourteen yesrs (1950-196L.) for
concessions that wire granted under this type of rgreemont., The 50/50
wos broken with ne. -greements as other concessicus verc erented;  and with
the fall in marlzet prices and using posted priccs as the basis for eal-
culating profits, Governments usually got mewre than the 50 share of
actual profits, Ho over, since tie Governments could not easily increase
their teke by raising the nominal 504 shore, 0,17,%E,C, deviscd the formule
of royalty exponsing as o v~y of incrensing the sh reo of oil revenue for
its enbers

To sum up, royalties ere trectea in Middle ..oster coontvics ns o
dirvet credit ngrivst income trx ohlag..tiurn ollu. Ul agcrh»cnts
between companics &nd these cowiwing rat. Tug o3 L 5 /REoseip tion
in profits, This being so, Lo rov 14w of 15,0 wks 50 tveter fron the
totnl tax linbility of the componics vt Uhe remcindr ~s wid as income

e

toxes, sccording te 0.P.J.C,, the countitios conc rred weee then eltacr
not receiving a royrlty, or Jcre not roecuiving Tull payment of 2 corpors to
t~x according to usual rotos. (23)

For the scttloment of this dispute, @ compromisc ciergoed,
companies agrecd to pay royalties as an xddition to incomc taxes,

considering the royalty as an expensc in calculating the profits that

.

(23) 0.P.E.C "Exporting Countries ond Interne tional 0il", page 1k

(usunl ratces fccording to 0.P.h.0. wore 500 ) ’
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were to be shared i h the host Government, On the other hand, the
Governments thet nccerted (some Governments did not sccent the offer as
we sholl see Jater) agreed to a more realistic bus s in tas celouletion
of profits., The companies ~rould be _iven ~a .1llo .ree of 3,5% off the
posted price for the first vesr of Lle - vecuo t(196L) . 7.5% Tor tae
second, and 6.5% for the thdird, The-aoifter trho "uw stion voul? he
reconsidcred, The effect .98 to r ise the vir~barrel revenues of the
Middle BEastern Governments by an ~vernge of 3,bH ceants in the first year
L cents in the second, and 4,5 cents in the third. (24)

C) The Restoration of the Level of Posted Prices

0.P.%.C's resolution IV~32 reads: ( 5) HThe Conferenco considering

1) That the Member Gountrics......duly protested sgainst thc price

&

reduction effected by the 0il Companies in fugzust 1960,

2) That the 0il Companics have so far teken no steps to restoreprices
to the pre-August 1960 level; .....

Recommends:

Thet Hember Countries should forthinth enter into negoti.tions with

the Oil Companies concerned..., with » view to ensuring th t oil

produced in Meomber Comtries shell be Pald for on tue basis of posted

prices not lower taan those -i.ich epflics puron Aogust 1960,

<

If viithin o reasona le voriod Ther 1. con.crczwamt of .G

negotirtions ne satisfrctory rros:cocut is vecchod, t .o Meaber
Countries sholl consult Gth erc’ other ~ih o view to t - ¥ing

such steps as they deem appropriste in ovder to rostore crude oil

prices to the level which prevailed prior o jugust 9, 1960 ,,."

ELTrETARRRATEINC £ T e I et

(24) Petroleunm Press Service, Fobruary 1966 page L2,
(25) 0.,P.E.CG. "Explanatory HMemorands on the 0,P,E.C Resolutions”. page 3




206

The restoration of posted priccs te the l.ovel prior to the reduction
of August 1960 ues the wnin concern when ¢,:,E.C, -+s founded. However,
this demend has been gredually transformed into = regquest th-t there be no

further deterioration of actual prices or, in other vords, for the
"stabilization” of oil prices.(26) Since posted prices are tax reference
quotations, and these are higher than the actual sales price it would

seem difficult however,for the oll companies to return to an even higher
tax basis while merket pressures were deteriorating actual sales prices,
and efter they had actually managed to reduce the tax reference gquotation.
In any case, Q0,P.,7,C, realizes that 25 long as there is a surplus preducing
capacity at preveiling prices, and as long as it is uncontrolled, prices
will tend to £r1l, ‘ccordig to C,F.E.C, "one of the vessons why cruds
il prices are deteriorating .... is the fsct ti b oll compenies ~re
incapabie of acting collectivel;*, and tiat it 1o .o» Eils verson th t

k]

"the exporting countries hrve 1ittle cheles ,,. i o acl collectively",
among other ways, "by exercising aw effuctivs conirol on production”, (27)
Thus the ninth Conference o @.P.E.G. cld in July 1945, passed the
folliowing resolution by unanimous vote: (28)
"The Conference, ... with a view to countersccting the continuing
crasion of crude nand product prices; considering that one of the contri~
buting factors to the deterioration of crude and product prices is the

unrestricted competitive use of the excess producing capacity; ...

et a2+ 2 e e e SR
(26)( A D T 0 UDacle cmmcenan A T oad® e % 80 o

27) 0.P.F.C. "Elasticit of Demand for Crude 0il; Tts Implications

e

for E§port1p5 ountrles . page 20

(27> Vet o is e _J.:.I.(’Q"J_n_u,u TR TR L L UL UL UuG wL L AL LIl LG Ll DD

for Exporting Countries”. page 20 oommmmmmm T

e e

(28) 0.rF.E.C. "Note on Resolution IX 61" pasge 3,

EmIa aeas o3 TRE
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Hesolves: to adopt as a tronsitorv mecsure . production plen celling
for rational incresses in production from tue 0,1V ,5.0. aro- to meet
estimoted incresases in world demand,..,"

This plan could be reduced to foor aoior voints: (29)

1) A1l dompanies operating in the C,7.7.0. rres »ill he asked to provide
their production estimsates,

2)  Bech country will add the figures submitted by the companies in their
territory and send the national total to C.F.B.C. which rill compare
the sum of the national plans with tie forecast of the merket made
by 0.P...C.'s economic section,

3) If actual proeduction runs higher than the market forecast, 0.P.Z.C.
will ask the member country to justifv its production rates and the
ability of the comranies operating in that country to dispose cf
their oil at satisfactory prices; and

) I7T production r.tes can not be justified, the member country -ill
asikk the producing compenics to hold down output.

This w-s the first sttempt of the orgrniz-tior to prov:te —roduction
among members; ~n idex whlelh can we cttridbuted o solollio Uowrihd ond ohich
he presented =s enrly as .av 1940 (prior to tie foraution of (,i.E,C.) to
the “ssoci~tion of Independent Producars’ ia Texss, (30) His thesis
recomnended th:=t proration whould e ™-s32d on & formuls hich would take
into consider~ticn the proven reserves of e:ch nroducing country, Hovever,
in order to prevent an abrupt change in the shsre of various countries in
the internation 1 market, he made clear th-.t some form of "fector of

J.

correction" would have to be considered in the allocation of quotcos to

T MR O TR N TR L ST 4 AT AT ST AT T e ST T

(29) Petroleum Intelligence VYeekly, Septembcr 6, 1965; page 5
(30) 0il and Gas Journal, Hay 9, 1960; page 99
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avoid an abrupt fluctuwtion in the oil earnings of countries, such as
Venezuela, which h ve a large shore in the market in spite of a low
propo®ion of -jorld reserves, Abdullah Tariki geve no further explanztion
hoviever, on vh t this "frctor of corrcction” .ould te, nor hou it would
be applied, and just limited himself to rescnt. oy e wdeo o proration
for the oil exporting countries, ~.ixi nis Delrel 1. 1 txs -roblems which
coulé arise in relatlon to xis nyopos.l could o nolwo® Wita o factor

of correction®,

It is clerr thet in a situstion of surtlus producing crpecity
competition could tend to be very fierce smong the varicus suppliers
unless production itself could be brought under some control., Therefore,
a prorationing system th-'t would cover all the mejor exporting srcas would
tend to limit the degree of competition in favour of tie producing
interests. However, how successful proration on the different exporting
areas cen be, became apparent, What is difficult to conceive is that if
it is true that "the oll companies arc incapable of acting collectively",
how the exportins countries thought they could do so. Venezuelan
officicls admit that 0.P,L.C's ~ttempt to control vroduction '*has
not been very successful" and have slready ennounced thet "o necw more
effective scheme may soon be adopted",(31) In eny czse, the results
of the first attempt seem to prove that proration is joite difficult
to establish smong different natiqns.

The quotas esteblished bv 0.F.:.C. For e incremc s in production

for the tirelve month period Julv 19455- June 1967 over toe vrevious tiwelve

(31) Petroleum Intelligence eekly, “pril 3, 1967, page 3
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months, and the actual rates of increase c.a be ssen in table VI - 3.

‘we immediately become aware that none of the quotas was 2et. Saudi
Arabia and Libya surpassed their quotas, and the rest of the countries
did not even reach it, which shows that producing countrics can do 1itfle
to determine and allocate the volume of output among the various sources,
This 1s only n~aturcl since oil compenies will generally consider costs
(including taxes), commitments to nerent companics or .ffilietes, cuelity
of the oil and comneny stretegy, beifore tuey dia, soppPlivs from
pirticuler source to sstisy demond., PFuvtuecsore, eovew L .o cuotes

hzd been met, it is difficult to sce hov long tac exvorting countries
would h-ve limitecd themselves %o = ”quota”.

In 211 these countries economic »lang depend lerguly on the rovenue
which accrues from this industry and in all cascs it is their principle
single source of foreign cxchonge and budget rovenue, It is thevefore
natural that these countries iould want to develop their oil industries to
the maximum and assure themsslves of the income it »rovides. 3ome of the
nember countries have sot high production targets and encourcged further
ex»loration in order to expand the industry as guickly as possible, ond
establish themselves in & position as strougly as their other fellow
members of the orgamizetion, Iran, for ex~mple, is reported to have a
goal of resching 4 million barrels daily by 1970 (32), while Libya
expects to rench an output of 3 million barrels dnily by the same yesor,(33)
Newr concessionaires have entcred in S~udi ‘rebia, Kuwait, end Iran, and

Libya hss been considering epplications for le~scs from almost fifty

R

(32) Petrolecum Intelligoence .ecitl,, ticvember 29, 1965

(33) Ibid, Scptember &, 1965, page 5
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Saudi Arabia 12.1
Kuwait 6.5
Iran 17.5
Irag 10.0
Jatar 32,0
Libya 20,0
Indonesia 10.0
Venezuela 3.3
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Source: Petroleum Intelligence
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companies,(34) Idibya's oil Minister, Fuad Kabasi had cven stated that his
country could "not accept less than verity with the m:jor Middle East
producers such &s Kuweit, Saudi dArabia, Iran asd Trog."(35) I really
doubt that if countries wore after higher production, thoy would have
submitted thomselves in the leng run to the assigned quotas. Sconer

or later 0,P.L,C., would have had to face the problem of fitting all the
estimoted increascs of the various countries to the market forccast, and

failing to do so would have given way to competition amonsz sources,

)

Veneszuela s the only country which seemed to be content vith her
quota. This was bccause she believes thet if the oil exporting
countrics coordinate and cooperatc, - plan, such s t.c production plan,

.-

would enoble a1l the pa-ticipants to fwwve @ shire of tl.o mrrket while

haoa croduction (3.5 million

r-
3

strenghthening prices, Tor -~ couatrv it}
beorrels daily) proration on all the cxporting countries ia proportion to
existing production would fovour har intorests siree th's irould stabilize
prices, iowever, the situstion did not secm to be so fevourcble for
Venezuclo since with hor sassigned quote, and the rest of the exporting
countrivs pressing for nighor production, she wrs permitting her
competitors, voth in =nd out of the 0.P.L.C., area, to consolidcte their
positions in the internstional market at her expense.

It wsould be difficult, however, to say how far 0.F,>.C, hos becn
successful in her activities. It is true that the Middle Eastern
countries and Libya have benefited from this orgrnisation because of

the hardening of postcd prices (on which their tax paymonts are based),

S T A s T

(34) Petroloum Press Scrvice, September 1965

(35) Petroleum Intelligence “eckly, September 6, 1965; puge B.
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and the more recent royalty cxneasin: gqrec-ont ~miich \ses o normel
practice dn Venczuela,  ith respect te the rovrld - ermoersing ¢ grecment,
ve must mention that it .as not acccated by 'vag nor Kuwoedit becnuse
these countries considored tiwt it went ~g-inst “principles of stete
sovereignity". (36) The clauses vhich these tio countries went rgeoinst
were the following: (37)

1) The "no additioncl tax" clause, whereby the Government agrees not
to impose any other new taxes on any operations connected wath oil,
vwithout vritten agreement from the oil comvanies,

2) The "guit claim" clausc, hich stipulates that the royalty expensing
sgreement 1s in full and final sottlemcnt of any and 211 past
royaltics ~and taxes due to the Government,

3) The "wost favoured company™ clrusc, wwhich stipulntes that the
companies will not be required to pry the rdditionsl revenuss they
nre offering under this ogrecocat, 0 L o teraes O @y olvacr con-

cession gronted by the Gov: oamesnt to 'r»o ot v som . nv Lould result

in lower payments if ~onlicd to - sisnetery comn nles,
L) Port of thg erbitration cl-use, “.miel soecifies vhet Jlspute

involving tax m~tters should ve voferred vo rn internntional

2rbitration committee, Kuwait dem-nds th-t they should ge to

Kuwalti courts,

It is very significant that the oil companies insisted on the
"no additional tax™ clause which in cffecet is o clouse limiting the
State's legislative power. The countries which accented the royalty

expensing wgrecment continuc then to be limited to a ceiling over which

(36) Petroleum Intelligence *eekly, March 23, 1966; pagc 6
(37) Ibigd.

e e
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4

they cannot taox the oll comp.nies., In oatuer wvords, 11 1s L. same
situation as before, in as much 28 the 50/50 is aomin. il the snaring
principle for the duration of the concessions involved., The oil companies
heve agreed to expense royalties, but thov made sure thet their tax
peyments wrould not be raised, .gein, this is due to the introduction of
the 50/50 agreements in the Middle East which, as we noted ecarlier, has
limited thne State's legislative action from the very beginning, The
countries that accevted the agreement did get more money, but it is not

sure that they could not have obtained the same results by bargaining

7

diry

p

:ctly with the oil companies without the backing of 0,P.E.C, An
achicvement it would have been, if 0,P.E.C, had been able to eliminate

the clauses in question,
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ITT Venezuels as o Member of 0,F,%,3,

Venezucsla, besides being o foucdei w2, could oo considered 25
one of the chief ~romoters of C,F.J.0., sivee, «» menticonod eorlier,

this country beg™m to contact thc rest of the o jor cx-priines countriecs

9

ags £-r bock as 1949 However, it =5 difficult to sov th-t she has
really bencfited by her association with this group, This iS'SO, partly
because 0,FP,E,C, has been mainly concerned vwith the situation of Middle
Bastern countrics vis-avis the oil companies, sincc thesc countries have

cen under less favourable conditions than Venezuela duc the the limite-
tions imposed on them by thouir concession agreements .ith the oil
comranics, and partly because Veneguela's petrolewn industry is
cheracterized by a very differint situation in relation to the oil
industry of tne Middle Rast.

Jith rescoct te the first point, T think it has been obvious how
the Middle Jast has becn under o disadvantage rithout being nble to
modify unilaterally hor petroleum locgislation ~s Venezuela does cvery
time shc considers it neccssary. In =y opinion, Verssuels his been
move of a steondard for other cxporitiiy coundiiics ti.l v Lo recch many

of the prerogatives she has louy LVeon erloyia-, .o thus ceo, for

example, that issues vhich had Lo He'baﬁjainci Forothe Jdddle hest, such
as the expensing of royelties and the reducticn of e mrrketing ellowance,
did not involve Voneszuela becrusc her potroleum lugislation had - lresdy
trken them into account, Recently, Vencruelo changed her vhole taxing
system affecting the oil companies,by est.blishing rcference prices

to value exports., This she did by bergoining directly with the

0il companies (even if it neont using thrects of back taxes and excess
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profits tax) and succeeded in nn attempt, which to me is comperable

to Q,P,E.C.'s uncessesful and forgotten issue of raising posted prices

in the Middle Bast for tex purposes, If, as we sholl see 1 ter, there gre
opinions thrt Venrezueler's roducticon in ovinut Zurnas 965 s due to

. -

retoli. tion on the part of the 0il corminies Moer o
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parallel to this there wrs »n incve ¢ in »roduction in ~77 the other
mrjor areas durding thot yeor, wh t benefit did Veneruels get out of
0,P,5,C.'s resolution which st-tes thet the Org nizstion would react to
such cases?

The second reason why Venezuel:s does not seem to benefit much by her
association with O0.P.E.C. is because her petroleum industry opecrates under
very different conditions than thot of the other member countries,
BDasic'dy, it is the difference in the amounts of reserves art of the differént
levels of production between Venezuela cnd her fellow members, which
mekes the first insist morc on conscrvation while the rest look forwerd
to further cxpansion, This to me is one of the main reasons vty Venezuecla
coennot complotely intergrate herself with this organization, The majority
of the members pursue an objective, which is unot compatible ith Veonezuela's
domestic policy; o clonr cxemple of t.is, is the rocent ~tteupt to con-
trol output, Venezuela cgrecd to wror tio. wihile wmost oblet wembers
pressed for higher production. It is obvicrs thal Vonewuel: will not
benefit by associnting herself «ith e grour ol ccuntriss widch besides
outnumbering her, have differcnt imnoaciqte objectives,

It is true that Venezuela hns benecfited indirectly from O.F,E.C.,
since a3 Middle Bastern and “fricen countries raisel their shore of oil

revenue, this nerroved the cost advontemge of these regions, However,
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I an of tho opinion thet it would be prefersble for Venezucla to follow
a more independent line aside from this orgsnizotion so ~s not to be too

dependent on 0,7, F.C.'s Stnzess articulsrly in Jjoint progromuacs of any
s o 5 S

kind.
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CHAPTER SEVEN

Gonclusions

I T 2 T S T T

Venezuela's oil industry is in 2 critic. 1 position ¢t this moment due
to the convergence of various circuasi.nces t.a.t h.ve placed the country
at a disadvantage with respect to otier proiucing

re: 3. 1t seems, however,

f

b

that the country's difficulties could be gre.tly .wmitic-tod by & domestic
petroleum policy that adjusted itsclf more closely io reelity., Following
are the three main conflicting situ~tions which have placed Venezuela in an
urfertunate position; if we take notiee, we can see th t in each case one
of the determinants reflects conditions in which the petroleum industry
unavoidably has to operate, while the other is the result ef & domesdic

policy that is not appropriate to the situation.
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T Expiring of Concessions No system has yet (mid 1967)
in 1983 been established to allow oil

companies to operate after 1983

IT Much of Venezeulan oil is Domestic Petroleum Policy increases
naturally high cost. cost to oil companies

ITT  Oversupply of oil in world Venezuel~ considers oil o national
merkets at current prices; asset th-t should be conserved
Middle Bastern and {fricon until prices .re high,

countries eager to exprnd

production.

At present there is in Venezuels a hirhly netion-~listic Government
headed by ~ left-wing p.rty thet has achieved imvort: nt chonges in oil
policy during the times it has come to office, In 194§ it was responsible
for the inclusion of the 50-50 clause in the income tax loaw and announced
its particular policy of no more concessions, During its present term
in office it aas insisted on the substitution for the concession formula
tht of service contracts, and just recently (end of 1966) hos come to an
agreement with the oil companies in the country to change the whole basis
for the calculation of income texes by eliminating the use of the "realized

price" for o morc stable "reference price"™., It is also of interest te




219

mention thet while this party wes in office inl960 the "Gorparacion
Venczolana de Petroleo” (C.V.I',) «-s founded .nd Vio.czucls acted
as & chief motivator in the cre-tion of ¢.:,.:..C.

Since the present Government is ch r cterized bv h-viang © sccialist
tenedency ond thus believes th-t -11 =~ jor indvs'rics should be controlled by
the State, it is difficult to determine whetihcr its petroleum policy has had
its faults, or, whether on the contr ry, the Government is monaging to gain
control of the petroleum industry without having to turn to outright
nectionalizotion, As one source words it, "Venczuelo is no exception to the
recent tendency of sub-developed countries in the free world to favour
nationalistic ideas of the socialist type, (and)... during the last few yenrs
the Government has expressed its interest in controlling the basic industry
and public services in the country...."(1l) The elimination of the
concession system without providing any other system to t-ke its place by
which the private comranies could operste, the pessing over to the
national oil company (C,V,P,) of private compsnies' ~ssets in 1983, the
acquisition of control of the intornal m rket by decree nal the increase
in the costs of the private industry with clol.s of bDucike texes end tex
reforms at o time when private cencerns fivd it diflicult to mrke
Venezuelan oll compete with t:at ol ot sre.s, malze us ondur if the

Government is not obtaining its go-1 vithout causing o ~re~ter disruption to

(1) Diaz, L.J.; "Venezuela" K6 Proceedings of thc Council of Economics of

the A, I,M,E,; New York, March 1966, pnges 35k, 357.
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the industry. ‘ihatever the case might be, the Govermment has to face the
fact that it depends on the oil revenue provided Wy the oil companies to
fulfil the needs of the country, and this is what it must find most
difficult to reconcile with the current policy, It is not surprising
that the newly elected oil Minister, Dr., Jose Antonio MHayobre, has come
to the conclusion that "it is of maximum urgency for Venezuela to overcome
the problems thet hove caused -petroleum cxports to dacline”J'(Z} However, I
do not believe that oil brrters with countries short of foreign exchange
would be the answer,(3)

The aim of obitaining foe the country « higaetr si.re in ites oll income
can not be criticized by anyone +ho does nol 2wve ovposing interests, On
the contrary, one should fini lsud:™le such - netionelistic policy. Such hes
been the attitude of the United MN-tirms which wossad a resolution saying
that developing countries should heve more control of and get more profit
from natursel resources thet are being developed by Foreign capital.(#)
However, no matter hov prdseworthy the attempts of » national Government
to obtain benefits for its country may be, one should never ignore the
realities of the situation, and by this I mean the Economics of the

situation.

2) Petroleum Intelligence Weekly, Januery 9, 1967, page 1
b H H
(3) Ivig

(4) Petroleum Intelligence Weekly; December 12, 1966, page 1
(I have been unsble to obtain the originnl source to quote).




I. The expiring of concessions in toe ncur (uture (1983) %z neturally

made the oil companics aware tha .t by this d 1o they 431 h o ve to leave the
country, passing all assets to J,V.F., and th-t their business in Venezuela
ends then and there unless some other form of agpreemcnt can Le settled betwem
them and the Government, They h+wve asked for new concessions but because of
the "no concession" policy they heve been unsuccessful in obiaining new acre-
age., The Government has instead promised » new system in the form of

service contracts under which the private concerns will be oble to work in
the future in cooperation with the national oil company. However, no new
system has yet been put into practice, since according to Governmental
opinions "there is no rush to implement the service contracts."(5) Therefore
the companies have followed a vpolicy of amortizing as . st as possible

their fixed assets and have limited their new investment to o minimum. This
led to the disinvestment of the petroleum industry in Venezuela, and other
regions, such as the Middle Xast and Africa became favoured for their
investments, This is only natural if the oil compenics have a short

period limiting their activitics in the country, siaco new. investments for
exploration and development would onlyv e justified if L.y vere followed by

a period of time thrt would ~1lo futvere protvetion to amertize them,

(5) Manuel Perez Gukrrero, ¥inister of ifines ~nd Hydrocarbons: Petroleum
Tntelligence Weekly, Morch 1, 1966; page 1,
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The concession system might h-ve vproved to be & good one, but I agree
that another, such as Service Contr cts, could be formulsted to be even
better. However, the fact that a new system hes not been defined has been
highly unfavourable for the country and t.is is one of the main faults of

the Government in relation to oil policy.

1T, The oll companies, like any other commercial enterprise, are alsc out
to make profits. They will normally concentrste their activities in the mere
promising areas, and will leave others if according to their standa ds they
are less profitable. This degree of profitability depends on the costs of
the industry and on the returns it gets from the sale of the oil, which in
turn depend on the demand and supply of products.

As the situetion has evolved, and &s we hive seen in previous chapters,
the oversupply of petroleum at existing wices created o Buvcvs Merket that
forced the oil comranies to gr.nt major discounts in order to sell their oil.
In other words, if costs remained unchonged their mevgin of profits would be
reduced., Thus the present situstion of the morket makes it 11 the more
necessary to concentrate in the lower cost arens as far as possible.

As we have seen, Venerzuela occupies the higher cost bracket of the
exporting countries in C,P.E.C,, while the Middle %-st and Africa gain favour
due to their lower costs. (6) In this sense we hove already seen how oil
from these scurces competes with Venezeuan oil in some of her more traditioncl

markets, and how the industry is responding to the situation of the market by

gradually shifting to lower cost areas. 0.P.E.C, countries recognize this

(6) See page 171,




223

phenomenon as nsturel to petrolew cconomics, “If the roducer's prices
(in one region) are higher than the roing level thon offtaeke volumes will
shrink, not because the over:ll consumntion «f oil iz wraduced, but because
other areas become more economic:l. Similerly, if his prices sre lower,
offtake wvolumes will incresse rapidly at the expense of production in other
areas," (7)

Thus we have an external situation th-t is not in the power of
Venezuela to change and to which she must adjus® herself as best she can., In
these circumstances, the normal procedure to follow in order to maintain
Venezuela's posttion in the international ma ket weuld be to try to counter-
act internally the disadvantages that Venezuela has with respect to other
producing areas. This could be done partly by defining the situation in
which the oll commnies will be vermitted to operate, thus reducing uncertain?y
and political risk, both of which are costs, and pertly by not pressing for
higher per barrel revenues if this would lessen total revenue by leading
to o lower r:te of production, ..t 2 time of coversupply it is extremely
dangerous to ~ttempt to maximize p v burrel rovenue, since it wry have
negative effects on production, vrotifiyin theo h o hiszh poer bHrrrel revenue
may be, Veneguela's financi:l vrovelms ~ill wot %e scolved By additional rer
barrel income if production levels centinue to decline,

In spite of Venezuela's disadvantare with respect to other regions,
and in spite of murket pressures, the Government chose the present moment

to make a new tax reform seeking higher oil revenues, .hich in the present

(7) "Taxation Economics in Crude Petroleum"; page 7; Paper presented by
0.P.L.C. at the Vth Arab Petroleum Congress, Cairo, iarch 16th - 23rd,
1965,
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situation of uncertainly cnd disinvestment of the oil companies in the
country proved to be guite inopportune. The whole situ-ticn preveiling in
Venezuela with respect to uncert int: in oil policy, o ciz tox cleims, and

tax reforms, plus its disadv-nt-se in cests sere to 2 ¢rcot cxtent the reason
for a 3% reduction in its outout in 1964 hile cver othoer me jor nroducing

area had "sharp" increases.(8)

IIT  4s to Venesuela's participetion in O.P,E.C I find th.t she has benefite:
only indirectly from this Organization while =cting as a stand:-rd for the rest
of the member countries., In this rcspect it seems interesting to quote
Dr. J,P. Perez Alfonzo's opinion on the matter:

"One must insist™ he says, "that the association of Venezuela

with other producing countries hasn't been producing any benefits

for our country."(9)
We mast recall that Dr, Perez Alfonzo wos one of the chief instigators in the
formetion of O0,FP.E.C, with Abdulsh Teriki of Saudi ‘rabis. What has
happened is thet 0,P,7,C, has dirccted its efforts towards achieving for the
Middle Fastern snd Africen p rticipents o greater fin-neisl shere in their
respective pdroleum industries sookang mony of too prerop tives Venezuela
had been already enjoying such 2. e expeisiog of royrlilces, In this
sense, many of these countries wove oble to lucrvease their oil revenue with
the soliderity and backing of the group, Ho.cver, Venszuele h-rdly received

this kind of benefit. She gnined indirectlv +ith the finencial geins of her

(8) Petroleum Press Service, January 1967, page 7. I decline to believe,
however, th t the 3/ reduction was due solely to market conditions, I
meke further observotions on this point in following pages,

(9) Petroleum Intelligence Weekly; September 16, 1963, page 1.




225

fellow members of thc group only in rs much as this increased the cost of
Middle Eastern snd Africen uil to the oill compsnics =zne thus nerrowed the cost
advant.ge of' these regions. TFurthermore, the diffcr.nt critcris between
Venezucla and the rest of tho C.F.A.0, wembers conc:iming Sroduction rates
did not particularly sult Venezusla c¢ithie, This + s due te the "diffcerent
philosophy", as the specialized »ress muts il, with wiich Venczuela and the
rest of 0.F,i.C., countries aroro-ched the vrobem, (10) Venezuela considers
oil as a national asset tha' should be conserved snd sold only when wrices
~ ond thus revenues - are high, whilec the Middle Eastern countries use their
0il resources to get money guickly,

Dr, Perez~Alfonzo has expressed the opinion that the present level of
oil revenue accruing to the nation is "sufficient" to enzble the whole
economy to continue its expansion, and thot in order to meke the optimim
use of oil income, its rate of flow over time to the nation should be regula-
ted, and the revenue should be channeled into investments which would produce
an increase in the Notional Product. He therefore considers that, "the
present level of oil production should be stebilized and even & rradu-l red-
uction could be considered as higher oil prices are :chieved,"(11)

It is difficult to say i1f investment oprortunitics in Venezuela are at

present limited due to the lu:uck of skilled lcbour, untrerreneurs, or market,

but if this were the case it mi-ut be srofereble to otituin the olil income
and invest it abrodd than to choc. oil wnrofuctior #ich misht receive
a lower price in the future. As - s~, Dr, Tercz-4lfonzo counts on

achieving a higher "price™ for oil (thot for the ° tion menns & higher per

(10) Petroleum Intelligence Weekly, Decmmber 12, 1966, vage 6.
(11) Vertice, July-fugust, 1966 (Carscas); page 15,
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Yarrel revenue), which in effect the country has been obtuining; and on
maintaining the current level of total cil income, which might not have been
the case for 1966, or very close to not being,(12) Venezuslon oil policy rest
on the assumption thot oll has an intrinsié value and th-t it may be stored
until the "price" paid by the oil companies is "reasonable",(13) which seems
to fit quite well to Dr. Perez-Alfonzo's theory above, However, since oil

has a merket value snd therc is un 'versup:ly «t _rescat rrices, 1t seems

3
quite difficult to expect 'n incre.sc¢ in thwe roe Horecel rovenue for Venezuelnn
oil and at the same time maintsin the carveat Tevel of  roduction, while othoer
exnorting countries are anxious to <xwand nroduction which Furthermore is of
lowier cost,

Obviously, each has a right to choose its own "philosophy", but Venezuela
should reaclize that the longer she maintains hers, the further she will be
driven out of m: kets by the rest o¢f the exporting countries. The experiment
of the production plan proved many things, but the fact thht I wish to point
out here is that the Middle hastern and African countries did not hesitate to
meke demands for the highest possible output while Venezuela accepted to

it

limit her production in view of the "general™ proretion plan, This showed
clearly that Venezuela could not identify hcrself with her fellow members of

the association without rcceiving the short end of the bargain., They were

I T i AT e IR

(12) According to Dr. Rrez-Guerrero, Venezuela's previous oil liinister,
the nation lost en estimﬁtegnSAB,h million in oil revenues as a
result of the 3% reducticn/Gxnorts in 1964, (Petroloum Intelligence
Veekly, Janurry 9, 1967, aage 1)

(13) Term used by Venezuel»'s Fresident, Dr, tul Toond, shen the reference
price for fuel oil wns =st-hlished, (;ucted b : Lotroleum Intelligence
Weekly, April k, 1966, noge 5)
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out to. increase total revenue as fast as possible, and Venezuela was after st
stable prices,

The result of the experiment is known by all, Not only the failure
of the plan beceme public, but also the incompatability of the two

"philosophies, Venezuela could not benefit by keeping her oil in the ground
likc she expected bocause ths other exporting countries wworc only too eager
to expend their production, It isn't necess.r, to sy she rot the best prrt
of the deal in this cnse,

Venezuela has to realize thot in order to roevive her retroleum industry
she will have to be more rerlistic ith respect to the intora tionnl
situation of the industry. First she =111 have to reslize thrt presently
shc has need of the oil companies to mrrket her oil; second, that there is
an oversupply of petroleum in the world at existing prices which according
to impartial observers will persist; third, that the Hiddle East and .frican
countries are only too willing to expand productién; fourth, that her present
petroleum policy is not compatible with that of her fellow members of 0,1',%.C.
and that fifth, that her petroleum pclicy is nct approprinte to the situation
of the intern=tional market,

It is true that both companies and host governments assume attitudes
and toke actions so as to bolster their bargaining position vis 2 vis one
another, This is normal aond understandable but we should =lways keep in
mind that this is a port of the vrocess of negotirtions., It would be absurd
1f we said th-t Venezuela did not heve nsed of the oil cowuv: nics to market
her oll today, However, it sould (lso oo absurd if . s.id thet the oil

companies were not willing to come te torms sdth Vencsuela, :r, John Loudon,
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a Director of Shell 0il Company stated it clearly: "Outside of North
Amevica, Venezuela is by fa: the most important country to us in the
Western Hemisphere,"(14) This is why a solution to satisfy both parties
would not be impossible. Both the Government and $%he companies play the
cards that they have, and will also have recourse to a certain degree of
"pluff" in order to intimidate the partner., This is natural and not so
infrequent when two parties ‘re bargeining, As a recent example, we have
Venezuela's threats to impose an excess profit tax and to cleim a fantestic
sum of money as back taxes in order to moke the companies compromise to the
new system of calculrting income %:xes;(15) -nd on the other hend the
continuous warnings from the oil comprnies of the dark future that aweits
the Venezuelan industry, Iven the oil press ~dmits thot every time
Venezuela has changed its taxwtion structure theve hwve “ean "prophets of
doom” for the oil industry,(16) Theore o opinions rlso, that the
companies make use of their offtake patterns for rensons "which go beyond
purely commercial criteria," (17) According to Dr. Perez Alfonzo, the oil
compznies in Venczuela were reducing production in 1966 as s bargaining
veapon in the negotiations with the Government over back taxes and tax
reforms,.(18) One thing seems clear, and this is th:t it is very doubtful
that the 3% reduction in Venezuela's oil output during 1966 was due entirely
to the market situation when the industry on a whole "achicved the biggest

~nnual increase so far recorded in history".(19) Venezuela's competitive

(14) Petroleum Intelligence Weekly; May %1, 1965, vage 6
H ) >

(15) It seems thet Venezuela agreed to sccept 1/3 of what she claimed as bock
taxes, Petroleum Intelligence Yeekly, October 10, 1966,

(16) Petroleum Press Service, Janurry 1967, prge 7.

(17) 0.P.%.C,"Notes on Resolution IX 61%, poge 7; Tripoli, July 1965

(18; Petroleum Intelligence weekly, M~y 9, 1966, page 6

(19) Petroleum Press Service, Janu ry 1967, page 7.
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situntion could not have wveried so in » yerr in which, furthermorsz, the new
tax measures were not operative since thesc were still under discussion,

It is difficult to prove that the oil companies reduced venezuelan offtake n2s
a weepon, but as there can be opinions, I also feel inclined to believe that
they uned this obility in the Venezuelan case.

We h.ve seen, however, that the oil companies have a great concern for a
wide diversification of producing areas partly to lessen political risk and
and also for strategic reasons. The locatlon of Venezuela in the Western
Hemlsphere almost at the doorstep of the United States, adds value to her
oil and makes Venczuela o convenient place in which to maintain e foothold,
This is one card that Venczuela has in her favour ~nd she knows it,

All these considerations re true however, up to . certein point.

The oil companies will not went to leave wn res thact gives them & good
margin of profiits, but as soon s this mrrin bozins to "o threestened they
will intensify their operations whors there soo bettar nrospects, This is
the reality that Venezuelo must accept. The oil comprnies, like any other
commerical anterprise, are out for profits and they will operate where they
can Go business, Venezuel: has alrendy seen the results of her policy with
the disinvestment of the oil industry and =lso with the reduction of her
output, This situation should induce the Government to revisc its petroleunm
policy,

what is urgently needed is to define the grounds on which the oil
companics will operate after their concessions expire in 1983 and to ensure
that the rules within which they will have to play allow Venezuelan oil to

compete with that from obher sources. If the Venezuelan Government wants




230

to do away with the concession svstom, thot s their priviledge, but let
us have something ready to take its ploce to assure tan industry its
continuity,

In relation to Venezuela's most importent merkot, the United States, I
do believe thet Venezuela can insist and obtain better terms for her
industry. Towards the end of chupter five, I emphasised the need for an
agreement between the United States and Venezuela in which Venezuelan oil
would be treated with the same considerations as Canadian snd Mexican oil,
This is of prime importasnce for Venegzuela and very feasible if the United
States really considers Venezuela as strategic for Western Hemisphere security
Having the American market equelly open to Venezulan oil would be an incentive
for the oil companies to operate in Venezuela., By doing this, the United
States would net be going against domestic producers but only :lacing Venezu-
ela in a preferential status with respect to producers of the Eastern
Hemisphere, I also believe th-t this kind of relnationship between the
United States and Letin Smericon countries is £ more cffective than any
ald programme in the form of long tirm loans,

Venezuels should »lso bo morc rralistic witn respeet to ¢.F.E.C. Not
only in relation to the power this orcaniz-tion wight have vis o vis the
compenies and of the control it could gein of the market, but also to the
advantages it can offer Venezuela, An internnational association can be
very promising, but meny times the comflicting intorests or ideas of the
members makes it rather inefficient, All the more when the different members

find themselves competing with one another £o £i1l their treasury as fast

as possible, In such a casc, Venezuela rather than submit herself to an
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organization wherc she is outnumbered by members who h~ve their petroleum
industries under very different circumstences, -nd comseguently with entirely
different idess or theorics as to hos to ob 2in L. aost benefit from the
industry, and wherc up to the ~rosent moment she Los rocilved little benefit
by her association, it would suza mors conveniest for her to Follow a more
independent line so she would not wwa to domond on the melicies of the

other members to moke her own succeed, T think ith-t the failure of the
proration &cheme, and still more important, the nmbitions of many of the
member countries in relntion to this plan, is enough to make this worth
considering. One Arab membcr of 0.P.L.C, favouring price cuts as a way of
introducing Arab royalty oil into the maorket actually "suggested that
competition with non Areb members of 0.P.E.C. is no particular crime,"(20)

Venezuela can con¥inue playing an important part in 0,P.%.C, but let

not Venezuela depend on 0,P.%E.C,'s success,

(20) Suggestion atiributed to Ashrof Iutfy, Kuw-iti, Delegate =t 0,F.z.C,,
Petroleum Intelligence Weekly, March 22, 1965, page 6,
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