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FOREWORD

Control over access to natura resources — and, therefore, to the territories where they are located —
has been at the origin of countless conflicts, which can be traced back to the beginnings of
civilisation and have continued to exist up to the present. Since ancient times the main reason behind
such conflicts has frequently been control over a specific natura resource. This has occurred, for
ingance, with some minerds that played a sgnificant role in the nationa and international economy.
Territoriad control, whether by groups or individuals, leads to the exercise of property rights. Such
rights are legitimised over time through their customary use, becoming law, and property rights over
anaura resource ultimately materiaise in control over access, irrepectively of whether the owner is
an individua, acommunity or a nation. Then, whoever intends to gain access to the resource, may
have to pay a patrimonid retribution, or ground rent.

It is, thus, understood that systems of property rights are the expression of relationships
among the various groups that interact in society in different periods of higtory. Feudaism, for
ingance, laid its foundations on a system of land ownership, which, in turn, responded to a particular
st of vaues, aculture and an ideology. That property right scheme developed under the influence of
powerful, opposing forces, which brought about changes eventudlly leading to the modern economic
systems. Those changes, asiswel known, were the result of many conflicts, which have at times
been solved through negotiations and agreements, but which have aso led to the use of force on not
just afew occasions.

From the end of the nineteerth century and throughout the twentieth century, another natura
resource — ail — entered the political, legd and military arenas where property right issues have been
dedlt with. Thus, oil hasled to amyriad of conflicts— as much as or perhaps even more than land as
such — many of which have been resolved through a variety of approaches, but many of which ill
remain to be resolved.

Bernard Mommer, the author of this book, has dedicated more than 30 yearsto
passionately researching thistopic. He has spent more than haf hislife as an avid reader and incisive
researcher, uncovering and disentangling historical data pertaining to the tense developmentsin
world oil. He has scrutinised data often scattered through, but forgotten by, the mainstream historic
and scientific literature. The fruits of this passion are contained in alarge number of essays and
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books, outstanding among them is La Cuestion Petrolera, published in 1988, during hisdaysasa
researcher in Venezuda

Now, the publication of his Global Oil and The Nation Sate presents us with new results
of greater maturity and strength. Starting from a theoretical discussion about ground rent — an
economic, legd and palitica expression of land ownership — Mommer goes on to describe and to
andyse the different relationships emanating from oil activities upstream, as he accurady tellsus
from thefirg line. It is gaining access to the naturd resource that the relationship with the owner
develops, beit apublic or private entity.

However, beyond its theoretica and historica aspects, the particular importance of this
book liesin its contribution to the understanding of present-day problemsinworld oil. Such an
understanding can only be found in the complexity of relationships among four actors linked through
oil: the owner of the natura resource, whose interest lies in obtaining a benefit from granting access
to his property; the producer, who seeks to obtain a profit on hisinvestment; the consumer, who
looks for low prices; and findly, the government, conceived as an organic complexity of
relaionships, which retains the ‘eminent domain’ over dl natura resources.

The book andyses, in detall, the different phasesin the development of these relationships,
but not only as far as the facts are concerned. The main focus is on how these phases are reflected
in the political discourse of the different actors, given thet, as the author says. * The question of
natura resource ownership and its relationship to pricesis definitely a question of palitics and not of
economics” And of coursg, it isaso an ideologica issue, to the extent that in current economic
literature and, particularly, in literature on ail, the owners of natura resources generaly have
disappeared as actors exercisng ther legitimate rights.

It is of particular interest to us to highlight what happened after the wave of ail
nationalisations, especidly in OPEC member countries. Up to then, as Mommer rightly points out,
oil companies were the mediators between the natural resource owners and consumers.
Governments of the consuming countries intervened a certain times but only to withdraw again
soon. However, after the nationaisations, mediation between natural resource owners and
consumers was | eft to the market. At the palitica leve, this relaionship was taken up by the
governments of the principa consuming countries, on the one hand, and the governments of most

important exporting countries, on the other. The former have been grouped since 1974 under the
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International Energy Agency, which was born as an anti- OPEC organisation; and OPEC represents,
since 1960, the common interests of key owners of the natura resource. And the important
achievements of OPEC in the early 1970s — increasing its control over volumes and prices —
provoked a very strong reaction by the main consumers. Thisis expressed in avery harsh, direct
manner by Henry Kissinger in his Memoairs. ‘ Bath the Nixon and Ford Administrations had no higher
priority than to bring about a reduction of il prices by breaking the power of OPEC. The strategy
reflected not only economic analys's but — even more — paliticd, indeed mord, conviction. ... |
outlined our program: consumer solidarity, including a program of emergency sharing; energy
conservation: active development of dternative energy sources, creation of afinancid safety net’
(Kissinger 1999: 668-69).

This god has been maintained by the principa consuming countries, over time, through a
long ligt of bilaterd and multilaterd treeties and has continued to be strongly promoted up to the
present.

OPEC, meanwhile, has attained a sgnificant degree of success by coordinating the
production policies of its Members, dedling with an exhaudtible natura resource, thus avoiding a
harmful level of competition for market share. This has led to ardative stabilisation of prices.
However, OPEC is now facing new chalenges. It must avoid harmful competition among its
Members for foreign upsiream investment, resisting pressure by externd factors, asthis could
undermine the co-operation upon which the very existence of the Organisation is based. This policy
does take into account, of course, the legitimate right of investorsto afair return, aright OPEC has
aways acknowledged explicitly.

This chalenge has ds0 to be faced by oil- producing countries outside OPEC, taking into
account thelr interests, as natura resource owners, to guarantee alevel of revenuesthat will
contribute to their nationd or regiond development. Thisis a principle that appliesto dl countries,
without distinction, developing or developed — as even a quick look at the developed producing
countries, sates, or provinces easily reveds.

A very important concluson emerges from the research and andyss presented in the book,
namely that the relationship between the natural resource-owning countries and the consuming
nations can only lead to market sability if there is awillingness dso to recognise and to

acknowledge the legitimate rights of natural resource owners to obtain a benefit for granting access
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to exploit their property. At the same time, consumers must be guaranteed security of supply a a
price level tha will not have a disruptive impact on their economies, just as stated by OPEC, in
1960, in its Founding Resolution 1. 1. In this regard, propaganda campaigns against OPEC —trying
to disqudify it by cdling it acartd, asif it were an agreement among companies to displace their
competitors — have been completely usdess. And it would be equally usdessto try to disqudify the
|EA by cdling it a consumer cartd aimed at depressing prices.

The implicit assumption observed in very recent times, which must be made explicit in the
near future, isthe recognition of the legitimate rights of each one of the parties concerned. This
should lead to a new period of stable relationships, with their positive effects on the market and the
world.

Bernard Mommer is presenting us with a very important contribution to the understanding of
this process. His book will definitely become areference for theoretica and political researchers

looking into one of the most complex issues in the world today.

Ali Rodriguez Arague

Vienna, January 2002



Globa Qil and the Nation State - vi

INTRODUCTION

This book is about upstream ail. It is, therefore, about oil asfar asit is part of the primary sector of
the economy, which includes dl activities directly related to nature. These activities must be based
on some system of land tenure, which isacomplex scheme for assgning and didtributing rights, or
bundles of rights, in land and is to be found even in the most ancient and primitive of settled human
communities. Rules were required about whom, when, where, to what end, to what extent, and at
what congderation, rights of accessto, and use of, the different parts of the natural habitat were to
be dlocated. Land had to be set gpart for housing, buria grounds, hunting, fishing, agriculture, cettle
grazing, mining, roads, and military use. These rules had to be worked out, of course, by the
superior authority of the community, the sovereign, whether in the form of priests, warriors, the
king, or some secular socid or political group.

Moreover, a system of land tenure needs to develop and to adjust continuoudy, whether in
response to population growth, economic development, political and socia changes, or externd
chalenges. The process of adaptation may be evolutionary, dow and peaceful and, asthe sum of
many small adjustments, only perceptible in a historical perspective; or the adaptation may result
from a more far-reaching and explicit reform movement redefining, reassigning and redistributing
rights. Moreover, these changes may happen without any forma changesin legidation, just
reinterpreting existing laws and appeding to new court rulings. But adaptation is necessary to
guarantee the lagting and successful existence of the sovereign community as such and, therefore, the
rightsin land dways remain subject to its eminent domain. The lack of evolution and adaptation, on
the other hand, may entail stagnation and decay of the sovereign community, or a new sovereign
community may emerge from civil war and revolution. Last but not lesst, of course, thereisdso
aways the possihility of conquest.

By its very nature a systlem of land tenure is mostly alegacy of the past, dbelt transdformed
and adapted to fit the present. Up to acertain point it has alife of its own, and the same systerm may
coexist with very different economic, socia and political redities. What is more, different natural
resources — weinclude dl of them in the generd term ‘land’ — due to their individud history may be
subject to avariety of arrangements as there is no specific system of land tenure linked to capitaism.
Thisisavery important fact to keep in mind. Of course, there are syssems which are incompatible.



Globd Oil and the Nation State - vii

All that a system requires to be competible, however, isthat it dlows for the production of
commodities athough, in order to be an integrd part of capitalism, it also hasto dlow for free
labour. It does not require private landed property. Indeed, strictly spesking, asfar as natura
resources are concerned, the question is only one of rights of access, dthough in amodern society,
based on private property of the produce of free labour, these rights are called, by andogy,
property rights. There is nothing wrong with this usage, though it tends to obscure the fact that land
aways remains subject to eminent domain rights of the sate. In Grest Britain the term ‘freehold’
reminds us of thisfact.

The eminent domain rights are essentidly three: the right to tax, or to demand contributions
in kind such as military services, the right to condemn, i.e. to revoke aright granted or conceded;
and the right to police, i.e. to control and regulate. In modern societies these rights are normally used
to guarantee that a system of land tenure actualy delivers what it is supposed to ddiver: the efficient
access of producers to the natural resource. One way to achieve thisend isto grant private landed
property rights, and leave it to the market to sort things out. But this may not always be the best
option.

Mineras — we include petroleum under this heading — provide clear illudtrative examples of
the foregoing. Most of those minerds that are relatively plentiful and are to be found close to the
surface have usually been dedlt with as part of the surface. However, things are more complex when
it comes to minerdsin short supply to be found at greater depth, where public ownership of the
reservoirs combined with a system of concessions or licences for their development and production
is, aswe shall see, the better option. Y et due to accidents of history, though some of the deposits
may have been in the public domain since ancient times, others have been subordinated to private
surface property rights. Moreover, the Situation may vary from one country to another, and even
from one region to another within the same country. Thus, even if public ownership isthe better
option, paliticaly it may be difficult if not impossible to achieve. Neverthdess, there has been atrend
in the twentieth century towards public mineral ownership. Most importantly, this has been the case
for oil and gas. However, both private and public minerd ownership only define different legd forms
of access, and these can only be properly understood as part of a much more complex governance

dtructure.
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Governance is defined by a set of rules and agroup of actors. There are basically four
actors. Firdly, there are the holders of the rights to land. These rights often belong to aclearly
identifiable group of landlords or property owners, dthough they may be widespread amongst the
population; or, on the contrary, they may be concentrated in the hands of the state. Secondly, there
are the producing companies, the investors, who have to secure, or acquire those rights. Thirdly,
there are consumers who, at the end of the day, will have to foot the bill and pay the price of the
goodsin question. Last but not leadt, there is the government. The government is, obvioudy enough,
the most complex actor. Its specid involvement derives from the fact that, on the one hand, it holds
the eminent domain rights of the state, but on the other hand it has to take into account al the
interests at stake; it has to make sure that the specific governance structure actudly ddiversthe
goods at an acceptable price and fitsinto the generd governance of the country.

Of course, defining the group of actors goes hand in hand with defining the appropriate set
of rules. Y et once this has been done the governance structure soon develops into aweb of legd,
contractud, political, and socid relations, and thus may become as difficult and costly to change as
physicd infrastructure. Although the origind mativating circumstances may later change, even
dramatically, there are very powerful economic, politica and socid reasons for new individud
transactions to follow well-established patterns. To innovate may have a cost possibly too high to be
covered by the profits of an individua transaction and may, therefore, require collective action —i.e.
the gpplication of sovereign domain rights — which may well be difficult to achieve given the
importance and diversity of vested interests.

For example, in the case of private mineral ownership, one part of the cost of governanceis
the customary ground rent paid to landowners. Perhaps surprisingly, our studies on the governance
gructures of British cod and American ail — both historicaly based on private minerd ownership —
show that this may not be the most important part of the costs associated with private minera
ownership. There are dso legd and administrative costs, which can be very significant. More
difficult to measure but no less important are higher production costs and congtraints to the
development of productivity. The latter may not have been a sgnificant problem in some digtant
past, when pit or well depths were afew hundred feet, but they may become a serious problem with

! This also obtainsfor the surface (Offer 1981).
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growing depths. Hence, property rights need to be redefined accordingly. The responshbility for
promoting reform usudly falls to the producing companies. In the case of American ol they carried it
out successfully. In the case of British cod reform failed because of the exceptiona importance of
landlords in British palitics and society. In the end, in 1938, the economic costs of governance of
British cod became unacceptable, and coa was taken back into the public domain. Too late for
reform, the nationdisation of the natural resource led to the nationaisation of the coa industry afew
years later. The latter was eventudly reversed, but not the former.

In Mexican ail it wasthe palitical cost of private minerd ownership, which, in the midst of an
agrarian revolution, became unbearable. Reform failed due to the oppostion of a counter-
revolutionary dliance of Mexican landlords and foreign companies and governments. Hence, the
decision to nationalise the natural resource, taken in 1917, led also to the nationalisation of the tenant
companies some two decades later.*

Today private minerad ownership in ail only survivesin the United States as a historical relic.
Moreover, goart from the few exceptions aready mentioned, public minerd ownership was
established e sawhere before there was any dgnificant production of oil. Thus, for example, in the
Third World ail-exporting countries public ownership was the starting point. An international
governance sructure developed under the leadership of the international oil companies, even though
each case had its own nationd roots. Nevertheless, national governance structures were basicaly a
trangplant of the American governance of ail, albeit adjusted to public ownership. In spite of serious
problems early onin Iran and the debacle in Mexico, they evolved and even prospered for awhile.
However, with the end of coloniaism and the advent of independence and nationhood, dl oil-
exporting countries, newly independent or not and in unison with the rest of the Third World,
clamed Permanent Sovereignty over Natural Resources (United Nations 1962), the right to
redefine their role in the governance of internationa oil. In the early 1970s, after the OPEC
revolution the transplants were rgjected (Meny 1993), the concessions were condemned, the
international tenant companies were downgraded to service providers and, in this sense, they too

were nationalised.

L we omit the example of Romania, where the eventsin 1947 and 1948 followed similar patterns but were
overshadowed by the advent of communism (Pearton 1971).
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In the twentieth century, therefore, we witnessed the collgpse of governance structuresin the
oil exporting countries, regardless of whether they were based on private or public minera
ownership. Private minera ownership was clearly intolerable, but public ownership as such was not
enough to bring about stable governance. The internationa governance structure of oil, with the
OPEC revolution, broke up into two extremely different systems. One system, dominated by the
governments of the exporting countries, relied on their eminent domain rights, which were
understood as sovereign nationd property rights. Collectively they set up a new governance
gructure. The national companies could be used a will as tax- collecting agents to maximise
internationa ground rent, arole the internationa companies could not accept. At the other extreme,
the new system, aso dominated by governments but from the consuming countries, was based on a
desperate bid to contain the consequent increases in prices. The formerly dominant players and
intermediaries, the internationa oil companies, were pushed aside together with the old American
reference, and the consuming countries redesigned collectively their governance structure in order to
achieve lower prices. The ultimate objective of the consuming countries, moreover, is once again to
trangplant thelr new governance system into the oil-exporting countries. This includes the return of
private investors but, as we shal see, not the outright privatisation of the national oil companies.
After the unexpected collapse and disntegration of the Soviet Union, the first systematic and large-
scale experiment has been taking place in the potentidly oil-rich and newly independent Central
Asan republics. However, the consuming countries have aso achieved important breakthroughsin
traditiona oil-exporting countries, most notably in Venezuela.

Overview

Modern economic science considers the ownership of natura resourcesirrelevant to the
determination of prices. Competition is supposed to shape, and ultimately to streamline, the
conditions of ownership in away that guarantees the free flow of investment. This book, on the
contrary, focuses on the role of natura resource ownership, the condraints it may impose on the
flow of investment and, ultimately, its incidence on prices. Y et when it comes to governance
gructures, the importance of atheory, or an argument, goes far beyond being right or wrong in some
narrowly defined scientific sense. Hence, in the theoreticad parts of this book we will not only
develop our own framework, but we shdl aso bring the relevant economic theory into the context of
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governance. Then, aswe shdl see, what modern economic science realy doesisto send out to the
rest of the world a strong message: the ownership of natural resources should not matter.

On the other hand, governance structures ‘ cannot be evauated with reference to discrete,
isolated decisions, but must be assessed in terms of sequences of interdependent decisions taken by
avaiety of actors over aperiod of time (Majone 1989: 98). In the case of il the relevant period of
timeisto be measured in decades rather than years. Thus, we have to look through its history, which
extends over one century and a hdf, though thisis not a history book. But only history provides us
with the necessary sample and sequence of experiments. Still, thisisasmdl sample, in which we
shdl include British coa amongst our case sudies, snce outside the United States thisis the only
fully-fledged example of private minera governance. It will provide uswith ussful ingghts on minera
governance generdly.

Thus, Chapter 1 deds with the theoretica background of private minerd governance.
Chapter 2 discusses the relevant examples, which are British cod, American and Mexican ail. The
three cases have in common the fact that they were rooted in private mineral ownership, though
today only one— American ail —4ill is. Chapter 3 deds with the theoretical background of public
minerd governance. Then, in Chapter 4, we cover the first hdf of the twentieth century with the
internationa oil companies as the dominant players setting up afirgt internationa governance
structure. The gobe was the playground for this game, and the sequences of interdependent
decisons to be assessed linked together different parts of the world, and different levels of nationd
and internationd palitics and policymaking. Thus, we shdl firg give a detailed account of Venezudan
oil. This Latin American country, independent since the early nineteenth century, provides us with an
exceptiondly rich and varied example of governance in an oil-exporting country. Then we switch to
the Middle East where, properly spesking, the first internationd governance structure of oil emerged
after the First World War, with the ‘ International Petroleum Cartdl’ (United States Senate 1952) at
its centre. This structure was successfully challenged, collectively, by the Organisation of the
Petroleum Exporting Countries (OPEC). We dedl with OPEC, the association of landlord States, in
Chapter 5. As the OPEC revolution aso entailed the nationalisation of the industry, it brought onto
the stage the governments of the developed consuming countries. It was now their turn to move
closer together and to associate in the Internationa Energy Agency (IEA). The development of a

new governance structure in the consuming countries is the subject of Chapter 6, followed by cases
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sudiesin Chapter 7. The idedl type of this structure emerged firdt in the British North Sea, anew
ail-producing province. However, the implementation of the new structure confronts difficultiesin the
United States, as the example of Alaskawill show. The most important producing and consuming
country of the world in the twentieth century findsit difficult if not impossible to overcomeits old
privatey-rooted governance structure. Surprisngly enough, the consuming countries were more
successful in exporting their modd to Venezuela, atraditiona oil-exporting country. On the other
hand, they aso succeeded in promoting the Energy Charter Treaty (ECT) whose principa purpose
isto graft their governance structure onto the potentialy oil-rich newly independent Republics
surrounding the Caspian Sea and, above dl, onto Russa

In the end we are | eft with aworld divided between two regimes, one of which — that of the
consuming countries — is engaged in a struggle to bring down the other. What are the perspectives?
Will this story end with the collapse of the OPEC revolution, similar to the collapse of the Bolshevik
revolution? Or isthis andlogy wrong? Indeed, it is. The consuming countries have been relocating
sovereignty a globa levels, where consumer interests tend to prevail, embodying sovereign rightsin
international tregties in precedence over territorid sub-divisons. Yet it is hard to see how nations,
nationa and regionad communities, and surface dwellers generdly, may smply be ignored. History
tdlsusavery different story. The concluding Chapter 8 is as much retrogpective asit isan

assessment of prevailing trends, and counter-trends, of an ongoing tug-of-war.
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1 PRIVATE GOVERNANCE OF MINERAL RESOURCES:
FUNDAMENTALS

1.1 Private vs. Public Mineral Ownership

Theissue of mineral ownership was the subject of aremarkable parliamentary debatein
revolutionary France in 1791. The debate in the Nationd Assembly started from the assumption that
the Nation was entitled to fully benefit from al its natural resources. Regarding the surface, it
concluded that the best way to achieve this end was by granting private property rights to the
occupiers, very much in the spirit of the dogan the land to the tiller, and leave it to the market to
allocate the land to its most appropriate use. If necessary, to prevent abuses or correct market
failures, the state could Hill rely on its eminent domain rights. Regarding the subsoil, however, doubts
were raised about whether this would be enough. There was certainly nothing to worry about as
long as the minerals were to be found close to the surface and, hence, within reach of those working
it. Accordingly, the Mining Act of 1791 — to this day the bass of the French law of minerd
ownership — confirmed the surface owners' rightsto mine dl mineras that could be worked opent
air, in daylight and with excavations down to the depth of one hundred feet. There was no reason to
worry about minerals such as sand, chalk, clay, and stone for construction. Their widespread
exigence guaranteed an abundant supply at a reasonable price. But for other mineras (different
kinds of cod or bitumen, for example) which were scarce close to the surface or which were

located only at greater depth, two major problems had to be faced. On the one hand, the deeper the
mine the more costly and difficult it would be to adjust to the fragmentation of private surface
property rights. In the words of Mirabeau:

The recesses of the earth do not lend themselves to partition; minera seams, dueto
their random nature, even less so. Asto the surface, the interest of society is that
properties should be subdivided, whereas in the recesses of the earth, on the other
hand, it would be necessary to bring them together. For this reason, it would be
absurd to alow legidation subordinating the property of minerdsto the property of
the surface and its delineation. (Mirabeau 1792: 443-45)*

1 .
All translations are ours.
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On the other hand, degper mining required technica knowledge and significant amounts of capitd,
hardly avalable to the individua surface owner:

To dig pits, to secure them, to push back the water continudly; to drill tunnels
through the rocks, and to prevent them from collapsing ...; to have sufficient funds
for agreat number of workers ...; findly, to have a on€e' s disposa sufficient credit to
get the huge amounts of capital required, and to be able to secure the deegpest
knowledge of an art that requires the assstance of nearly every science. Can this
possibly be expected from isolated proprietors? Most of them even do not have
sufficient resources to cultivate the surface of their land. (Mirabeau 1792: 445-46)

It was the same guiding principle, the land to the tiller or, to paraphrase, the mineral to the
miner, which led to the conclusion that certain minerals should remain in the public domain. The
search for and production of these minerals were subject to a permit, licence (British English), or
concession (American English), and these activities were declared to be of ‘ utilité publique’, i.e.
directed to the public benefit. Thus eminent domain rights would prevail over private surface
property rights, guarantesing to the permit holders the necessary ancillary rights. ‘ There is no other
purpose or motive for eminent domain rightsto prevail but the working of the minerds (Mirabeau
1792: 441). Hence, if surface owners were qudified and willing to explore and to mine their land,
the Act of 1791 guaranteed them the right to do 0. * The owners of the surface will dways be
preferred. If they desire so, the franchise of working the mineras which may be found in their lands
cannot be denied to them’ (Mirabeau 1792; 445-46). But, if they were not qudified, or not willing,
they had definitely no right to obstruct or to prevent others from exploring and mining their land. The

state, accordingly, was not the proprietor of the minera resources but only their administrator:

The national assembly decrees, as a constitutional article, that metallic and non-
metalic minerds, as wdl as different kinds of bitumen, cod, and pyrite, belong to the
nation but only in the sense that they cannot be worked without her consent.
(Mirabeau 1792: 491, Itdicsin the origind)

These minerds, which had belonged to the Crown in the pre-revolutionary past, remained in the
public domain. However, legitimatdy acquired rights of pre-revolutionary origin were respected.
The rights of existing concessionaires, or their assgnees, were accepted as such if they had actudly
discovered the mines they were working. Their rights were to be phased out over the next fifty
years. In the case of open cast mines, they were required to hold *afree, legd and written
authorisation from the surface owners (Mirabeau 1792: 492f).
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In sum, regarding certain mineras, private surface property rights had to be restricted in
order to prevent them from becoming obstructive. ‘ The nation has the right to the minerals being
exploited. Hence, if they are not, the nation has to provoke their exploitation’ (Mirabeau 1792:
483). Regarding other minerds, however, there was no justification for public ownership. ‘ Society
has the right to their being exploited, and only to that. Hence, society should not intervene whenever
their exploitation is sufficiently granted” (Mirabeau 1792: 489). Where markets could not provide an
efficdent dlocation of resources, the government had to intervene. In principle al natura resources,
soil and subsoil dike, were conddered free gifts of nature.! This, then, isthe liberal ided;
accordingly, public or private minerd ownership only represent different waysto put it into practice.

1.2 Private Ownership

With private minerd ownership the industry gains access to the natural resource by virtue of lease
contracts. Regarding such contracts, tenant companies are normaly the active, and the landlords the
passive participants. It is usudly the tenants who agpproach the landlords and, hence, the former have
to convince the latter. One may safely suppose that the tenants will talk alot about uncertainty and
risk. They will aso certainly point out thet in the case of failure they aone will have to endure the
losses, whereas in the case of success the landlords will share in the benefits in one way or another.
But time is money, as the saying goes, and nothing is more convincing than cash upfront. Hence, a
sgnature bonus is the most effective device to entice the landlords to Sign alease contract as soon as
possible.

Its amount depends, generaly speaking, on expectations and probabilities and, of course,
the digtribution of knowledge between the negotiating parties. Indeed, if we assume afird-time
lease, itsterm is usudly divided into two periods. Thereisa‘primary’ period to search for the
minerd, actudly an exploration permit with alease option, followed by a*secondary’ period of
development and production if exploration is successful. The primary period usudly extends—in
American ail, for example — over acouple of years, though it may last aslong asfifteen years or
even longer. During this period there are annud rentals to be paid and, again, their amounts depend
basicaly on the same variables dready mentioned regarding bonuses. Anyway, even in the event of
complete fallure the landlords get some ground rent.

! For awell-documented overview of the historical debate on this subject regarding the surface, see Guigou.
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On the other hand, mining companies are continuoudy looking out for new leases, even
though they may dready have been successful and their proven reserves may be more than
aufficient. The reason is that depletion implies risng costs though not necessarily increasing prices,
because the development of productivity, new technologies, and the accumulation of geologica
knowledge act as countervailing forces; and new geological data derive not only from working
exiging leases but dso from exploring new lands. * Exploration is needed to prevent an otherwise
inevitable rise in developing-operating costs (Addman 1972: 74. Itdicsin the origind). For this
reason, the tenant companies are dways interested in acquiring new land as soon as they can afford
the ground rent the landlords demand, together with the usud profit.

Hence, there is a permanent flow of investment into new land and, increasingly, once the
industry has settled down, the new land tends to be marginal. In these instances the agreed ground
rent islikely to equate to the margind ground rent in old leases. As areaut, acustomary ground rent

will emerge.

Customary Ground Rent

The usud profit rate, an expected minimum below which the tenant will refrain from making an
investment, is not specific to mineral ventures, as competition tends to equalise profit-rates across
the board. The dtuation is different regarding the customary ground rent, a minimum below which
the landlord will not lease hisland. This benchmark is specific to each minerd, asthereisno
dternative use for minera deposits. On the other hand, the existence of this minimum is actudly
much easier to prove than the usud profit rate, as ground rent is defined explicitly in the contract
wheress profit isaresdue. All it takesto identify the customary ground rent is to compare a number
of leases. During the primary term (exploration) it considts, as dready mentioned, in a Sgnature
bonus and a surface rentdl. During the secondary term (production) there will till be a surface renta
to be paid but also, more importantly, aroyalty, i.e. a certain amount of money per unit of
production (British coa) or a percentage (British cod and American oil). We shal now concentrate
on royaty, which is by far the most important sSingle payment.

Both fixed and percentage roydties rdate directly to volumes and thus establish alink to the
gze of the reservoirs and their depletion. The bigger the discovery, the more the landlords get in

royalties over the years. Moreover, if the tenant invests and produces faster or dower than was
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origindly forecad, it does not matter too much. Ground rent varies accordingly, and so does,
inversdly, the remaining size of the minera deposit. In other words, landlords and tenants share the
risk regarding volumes. Therefore the landlords have the right to check volumes and, by the same
token, they aso have the right to demand a proper treatment of the mineral depositsto prevent them
from being over-exploited, which would result in lower recovery factors. Thus tenants are required,
contractudly, to follow best-established procedures and techniques. With percentage royalties,
landlords dso share the price risk and, therefore, in this case they aso need to check prices, and
they usualy dso have the right to take their roydtiesin kind. If they do 0, the tenants are obliged to
hand over the volume concerned according to the ingtructions of the landlords.

The advantage of percentage royatiesin long-term contracts is thet they are inflation-proof.
The disadvantage is the cost of observing prices, athough this cost will be lower the more
developed and, hence, trangparent the markets are. In my opinion, that is the reason why fixed
royatiesin British cod represent the earlier form and why they tended to be displaced later, in new
regions, by percentage royalties. Fixed royalties were never serioudy considered in American oil, a
more recent industry that emerged only in the second haf of the nineteenth century. Moreover, asin
transparent markets observation costs are low, the option of royalty in kind israrely exercised. The
existence of the option is, however, an effective threet to the tenant.

Royadlties draw a clear line between landlords and tenants. Landlords have a say regarding
the naturd resource, including adequate, efficient and modern methods of working them But for the
rest they do not intervene in the management of the producing companies. Prices, on the other hand,
are supposed to be determined by markets, not by individua tenants or landlords. Hence investors
benefit, or suffer, from the consequences of good or poor management, and the ups and downs of
the markets. And there is no incentive problem, since landlords do not share risks regarding profits.

Then there isthe question of the roydty rate. For example, in American ail, the customary
roydty in most regionsis one eighth, or 12.5 per cent, and this has been the case since the late
1860s; in some regions, however, the customary rate is one sixth, or 16.67 per cent. These
percentages, the historical outcome of a collective bargaining process, became an accepted datum-
point. One may wonder, however, why the tenants have not later tried to negotiate lower
percentages. The answer to this question is fourfold. Firgly, there are Sgnificant savingsto be

achieved by not garting the bargaining process al over again in each case. To have a cusomary
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royalty rate & hand, enabling the company to tdll the landlords that “that iswhat your neighbours
get’, is certainly timesaving. Secondly, if alease cannot support the customary royalty, it is probably
not worth engaging in lengthy negatiations to convince the landlord thet thisis actudly the case.
Thirdly, once the reference has been s, it may be dangerousto go for less. Thelandlady — for
ingtance, awidow, poor, elderly, and ill —who lets hersdlf be taked into agreeing to alower royaty
may later go to court and sue her tenant with afair chance of winning; or her heirs may do so. Thus
the existence of a customary royaty addsto legd certainty, a very important point to investors.
Findly, acustomary royalty creates aleve playing field between tenants. It adds uniformly to
margina production costs and, hence, to prices. In other words, consumers pay for the customary
ground rent, and tenants act only asthe landlords' ground rent-collecting agents. Though consumers
never actudly negotiated it, nor were they consulted, they accept the result for very much the same
reasons as they accept prices generally provided they are the outcome of competitive markets.
Conversdy, one may wonder why landlords have not later tried to negotiate higher
percentages. Mutatis mutandis the answer would be basically the same. It requires an
extraordinary event for achange in cusomary royaty rates. As we shall see, such a unique event

was the OPEC revolution of the early 1970s.

Differential or Ricardian Rents

New minera lands coming on the market are not dways margind. Technologica development and
the accumulation of geologica knowledge are not necessarily smooth or predictable. Sudden and
surprising improvements happen, and land that was sub margina yesterday may become economic
today. One should bear in mind that improvements thet are rlevant include refining technologies and
transportation. The former affects the qudity differences between crudes, which may become wider
or narrower, and the latter is of particular importance in more remote regions. Moreover, aplot of
land may not be able to be leased a a given time, because its ownership isin dispute but later, when
the dispute has been solved and it comes on the market, it may become economicdly atractive. Of
course, the opposite may happen; atract of land may become once again sub margina because of
disappointing results in exploring the neighbourhood, changes in price expectations, and so on.
Anyway, there are dways some parcels of land becoming available that may command

higher ground rents or profits than usua. These excess rents are generally caled economic rents,
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more specificaly, when these economic rents result from the exceptiond richness and fertility of
nature, they are cdled differentid, or Ricardian, rents. In a competitive market they will accrue to the
landlords who appropriate them in the same way as the customary ground rent, i.e. through higher
and additiona bonuses — payable, for example, when accumulated production has reached a certain
amount — higher rentas, and higher roydty rates.

Tenants and landlords may prefer the first two devices. However, if the expected differentia
rents are large, in lieu of very high payments upfront it may be advantageous to both Sdesto agree
on higher roydties. Y et higher royalties have one important drawback. Adding to margina costs,
they will eventudly force an earlier closure of the mines or abandonment of the wells gpproaching
exhaugtion. A solution to this might be to apply adiding-scale royalty based, for example, on output
per well. Indeed, on public land in the United States, some experiments in this direction have taken
place, but with disgppointing results because of a subgtantid increase in adminigrative costs.

The lessor may determine that the lessee is congtraining output in order to reduce his
roydty obligation and the lessor may want to introduce a production monitoring
program to enforce production a alevel that maximises current output, subject to
physicad congraints. All of these problems lead to disputes and to litigation resulting
in higher adminigtrative costs for both lessee and lessor, resulting in areduction or
dissipation of the economic rent. (Mead 1993: 241)

Not surprisingly, profit sharing performs even worse. Heavy adminigtrative costs are needed to
prevent the lessee from systematically minimising the caculation of the profits to be shared. Indeed,
the lessee may ‘import’ costs from downstream, or even from any other unrelated business or
‘export’ profits by outsourcing and subcontracting the different activities that congtitute production.
Thus, profit sharing requires a thorough understanding of the business, which placesthe landlord a a
disadvantage. ‘ The benefits of the project may accrue primarily or entirely to the lessee firm’ (Mead
1993; 244).

Bonuses, rentas, and flat royadty rates may be considered as primitive ground rent- collecting
devices, but they have some decisive advantages compared with more sophisticated ones such as
diding-scade roydties and profit sharing. They are rdaively chegp and easy to adminigter, incentive

problems are minor, and survelllance cogts are reasonably low.
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Reversion and Renewal of Leases

With the benefit of hindsight, expectation may have been too high or too low. If the former isthe
case, the tenant may even not get the usua average profit. This, of course, does not necessarily
mean that he will actudly cut short the lease. He may carry on, if only to recover part of hisinitia
investment. But if expectation is surpassed, he will enjoy excess profits, at leest aslong asthe first
lease contract lasts. For this reason the lease term matters. As tenants normaly have theright to
surrender the lease at any time, they have everything to win and nothing to lose with longer terms;
their motto is ‘the longer the better’. By the same token landlords prefer shorter terms and, of
course, they have no right to cut short the lease. Y et there is a technicdly and economicaly
determined minimum. Mining ventures have alead-time of many years and, once production is under
way, to recover the investment with a profit may take even longer. Moreover, minera deposts or
reservoirs may have along life and, if they do, their efficient working is associated with a continuous
flow of investment. This flow may be hampered by the goproaching end of the lease term. Thisisthe
second reason for the term of the lease being important.

Upon renewal of alease, landlords may seem to bein a postion to collect not only all
remaining differentiad rents but aso al economic rents actudly created during the first lease term by
the tenants. In practice, however, it may be as early asfifteen years before the end of the contractud
term that tenants sop making long-term investments or even carrying out maintenance works and,
therefore, cause the facilities to deteriorate before they are handed back. The more derdlict they are
on the day alease ends, and the more urgent is the need for new investment, the greater the
bargaining power of the tenants. Furthermore, while unworked mineral deposits or reservoirs do not
require maintenance, when they are partialy worked they may be destroyed and lost forever if they
are not maintained or worked continuoudy. Thus landlords have a serious problem, since to survey
and monitor effectively the flow of investment and the maintenance of underground fecilitiesis avery
codtly task. Moreover, a the time of sgning the contracts reverson isalong time away, and thereis
little point in spending a lot of money on detailing such an uncertain and distant event.* Thus, both
parties tend to settle for alease term and a good-will dlause under which tenants will surrender

YThisis ageneral rule. AsLaffont and Tirole have pointed out, ‘one would expect the part of the contract
concerning the near future to be more complete than that concerning the distant future’. (Laffont and Tirole 1993;
3
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leases in good working condition. In other words, the market solution is, Strictly spesking, not to
solve the problem but to postpone it by renegotiating contracts a number of years before their expiry
date, though this practice may dill have a ddeterious effect on productivity.

Beyond the market, however, there isthe world of palitics, the law and the courts, where
the problem of reverson may be settled. Indeed, for American oil the lease term was Smply
extended, in the 1880s, until the exhaustion of the reservairs. In other words, reversion disappeared
to the benefit of tenants and consumers. For British cod, on the other hand, landlords were

successtul in preventing such an outcome.

Conservation

The most important problem of private minera property rights with growing mine depthsisthe
fragmentation of the surface. Optima production methods require that mineral deposits be worked
as geologica units. Hence, technical co-operation between landlords and tenants on the same
dructure is necessary for their efficient working. By not co-operating, or even by refusing to leese a
drategicaly located piece of land, landlords may cause very significant damage. Worse, the
fragmentation of the surface tends to generate amirror image of tenants equaly fragmented and
unwilling, or unable, to co-operate.

There are, of course, differences from one minerd to another. There is no case for co-
operation more convincing than natura gas, able to migrate over large distances. It isfollowed quite
closely by crude ail, aliquid. Hence, landiords and tenants on the same reservoir are strongly tied
together, willingly or unwillingly, for better or for worse. But the importance of co-operation evenin
the case of solid minerds should not be underestimated. Prevention of flooding and water pumping
generdly makes up asgnificant part of expenditure in degper mines. Both can best be tackled if
there is co-operation. Moreover, with increasing mine depths the optimal location of shafts becomes
more and more important and, precisaly because solid minerds do not migrate, thisis even more
important than the case of oil and gas wells.

Thereis, then, a clear case for governments to encourage landlords and tenants, if not to
compel them by law and regulations, to co-operate as far as required by geology. Both are il
supposed, of course, to compete in their respective market places, for lease contracts or for

markets of the minerd produced. Moreover, as we are dedling with scarce minerds — scarce dmost
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by definition, as they have to be searched for and lifted from great depths — the question is not only
one of cogts but adso of quantities. Co-operation aso increases the recovery factor. When a deposit
or reservoir is abandoned and said to be exhausted, the minera recovered may represent only a
modest percentage of the minera in situ. Hence, waste vs. conservation isthe catch phrase by
which these issues of co-operation are known.

Whatever their form, conservation policies aways amount to restricting the landlords
property rights who, not surprisingly, tend to react with mistrugt. Individudly, and even collectively,
landlords may actudly lose out. Certainly, the recovery factor will increase, but lower cogts will
entall lower prices. Hence, out of each reservair, though more roydty oil will be produced, it will be
paid for at lower prices. The reduction of costs does not directly favour landlords but their tenants.
The tenants, on the other hand, as dready pointed out, though they will certainly benefit collectively
from lower costs, will not dl benefit individualy. Some may lose out too and, anyway, to adapt to
and to implement new laws and regulations also entails additiona costs before generating benefits.
Moreover, ill-conceived regulations may entail higher codts than benefits.

Consequently, policy debates on conservation are complex, and may be quite confusing.
The driving forces behind the scene are normaly the tenants with the landlords in opposition, but
thereisno clear-cut line. In the reelm of palitics, it isthe professonals who come to the fore, to
gress the technical character of theissues a stake and to dissociate them from individua interests.
As consumers are ultimately the true beneficiaries of successful conservation policies, one might
expect them to be sympathetic to necessary legal reforms and regulations. However, they are usudly
passive, at least aslong as the mining sector in question is able to cope with its problems and to
deliver areasonable result. All in all, this has been the case in American ail; in British cod, however,
it produced a deadlock.

1.3 Economic Science and Natural Resource Ownership

In the early days of politica economy landlords and natura resources, not surprisingly, played a
magor role. To Turgot, writing in 1766, dl surplus vaue was still ground rent wheress profits and
wages were not distinguished. Land and labour were the two origind factors of production (Turgot
1898). However, hardly ten years later Smith distinguished systematically between land, labour and
cgpitd (Smith 1950). By 1817, Ricardo had dready started to dismantle the trilogy and to reduce it
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to the binomia of modern economics, labour and capital (Ricardo 1821). Land had been
‘assmilated to capitd’ (Blaug 1968: 78).

Natura resources had been taken out of the vishble hands of the landlords and placed into
the invisble hands of the market. Hence, they became a commodity to be bought and sold like any
other. It was no longer deemed necessary to consider private landed property to be a category of its
own. From the viewpoint of bourgeois economic theory &t least, the revolutionary transformetion of
Europe was over. In practice, of course, it was a protracted process extending well into the

twentieth century, and the outcome was full of compromises.

Ricardian Rent Theory and Private Landed Property

The dleged irrdlevance of private landed property in economicsis based on the assumption that it is
has no bearing on prices. Smith till believed, on the contrary, that in some cases and, most
importantly, in the case of corn, private landed property was able to impose a customary ground
rent, thus causing higher-than-otherwise prices. But Ricardo believed Smith to be wrong, and
congtructed a theoreticd model, which, known as ‘ Ricardian rent theory’, is an unquestioned part of
modern economics. In its current version it states that the price of natural resources is determined,
like that of al other goods, by its marginad production cost including, of course, the usud profit, with
no role a al for the * gppropriation of land and the consequent crestion of [ground] rent’ (Ricardo
1821: 45). However, aslands of different qudities, or additiond investment in the same lands at
decreasing productivity, are required to satisfy demand, economic rents appear even on lands of
poorest quality. Hence, tenants can always afford to pay some ground rent. In other words, the
empiricd fact that tenants dways pay some ground rent is compatible with the assumption that the
margina ground rent on production is zero. Moreover, competition amongst tenants will drive those
economic rents, in the form of ground rent, into the pockets of the landlords; but, because of
competition in the product market, thereisalimit to what can be paid. Therefore, once lease
contracts have been sgned, the tenants will be compelled to invest, and expand production, aslong
asit isprofitable to do so, i.e. up to the point where long-term margind production costs are equa
to market prices.

Y et the crucid question is not the margind ground rent on production. Eveniif it were zero in
dl existing leases, this does not exclude the possibility that some lands may not have been leased
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because they cannot command the ground rent the landlords were asking for. If thiswere
systematicaly the case, demand would have to be met by additiond investments into a reduced
area, and necessily at higher margina production costs. The outcome would be higher prices. Itis
true that one may argue that the landlady who in the end does not lease her land loses out, yet it is
equally true that the landlady who accepts alow ground rent will not be able to take advantage of a
better opportunity later on.

But there isworse. Ricardo’'s mode depends on the form of ground rent. If it isafixed
annud payment, at histime dready the most usua form in British agriculture, thereis no problem, in
the sense that one can imagine the margind produce paying no ground rent. Y et if we suppose that
the tenants are sharecroppers, the ground rent consisting of a certain percentage of the harvest
whether paid in cash or kind, then there is no margind produce that does not pay ground rent and, a
fortiori, there isapositive margind ground rent on al investment. And contrary to Ricardo’s
expectations, sharecropping has not disappeared completdly in agriculture. Though it is, indeed, an
ancient form of ground rent, it is also amodern one. It is even quite widespread in thoroughly
modern countries like the United States. Moreover, in mining the equivaent of sharecropping, i.e.
royalty, has remained the dominant form of ground rent.* In other words, Ricardian rent theory in
these cases is Smply not competible with redlity.

Smith did in fact report some examples of this kind, for instance forestsin Norway and
coamines and stone quarries in Scotland and England. Ricardo, in order to invaidate them, resorted

to redefining ground rent in avery peculiar way:

[Ground] rent isthat portion of the produce of the earth, which is paid to the
landlord for the use of the origina and indestructible powers of the soil. (Ricardo
1821: 67)

Accordingly, fixed or percentage roydties were paid in ‘ consderation of the vauable commodity’
(Ricardo 1821: 67) taken out of the land, and they were not ground rent at al. Thus, ‘roydty is not
a[ground]rent’, wrote Marshal in 1890, but the price for ‘the sale of stored-up goods', abeit
‘stored-up by nature’ (Marshal 1961: 483; Itdicsin the origind). Hence, thereis no denying, ‘the
margind supply price of minerasincludes aroyaty in addition to the margina expenses of working

I Marx apparently shared Ricardo’ s prejudice against sharecropping and royalties as medieval and incompatible
with capitalism (Marx 1966: 795ff).
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the mine'. Moreover, Marshdl stated explicitly, and quite ingenioudly, that this was due to the fact
that those goods stored up by nature were ‘ now treated as private property’. Thus, it isthe
indtitution of private property that determines the existence of royaty, the price to be paid for a
natural resource. Thisignores the question of its quantity to which Marshdl has no answer. He only
remarks that:

Royadlty ... when accuratdly adjusted, represents the diminution in the value of the

mine, regarded as a source of wedth in the future, which is caused by taking the
[minerd] out of nature' s storehouse. (Marshall 1961: 483)

Indeed, once aminerd deposit or reservoir is ‘assmilated’ to capitd, awasting asset, royaty may
be associated to depreciation. Regarding royaty rates, however, this analogy is of no help, asthe
‘vaue of themine —i.e. the mineras deposit, the natura resource as such — is nothing but the net
present vaue of future roydty payments. Marshdl’ s reasoning is circular.

Marshd| had British cod in mind. In American ail, Davidson followed the same reasoning.
After acknowledging the fact thet there isindeed a cusomary royalty of one eighth he argued:

Nevertheless, snce royalties provisons are fixed at the outset and depend upon
expectations of the future income stream from the well, roydties are, in the long run,
price-determined rather than price determining. (Davidson 1963a: 90)

Once more we are sent from pillar to pogt. It is noteworthy, however, that dthough American
economists agree on Ricardian rent theory asfar asit satesthe irrelevance of private landed
property, they do not agree on Ricardo’s, or Marshall’s, conception of royalty. They are less
accommodeating regarding the landlords than their British counterparts. Thus, in Davidson’s opinion
‘0il lands are obvioudy andogous to the Ricardian case of agriculturd lands of differing fertilities
(Davidson 1963b: 126), and *the lease bonus and roydty payments are ... Ricardian rent payments
(Davidson 1963a: 104). Indeed, royaties may be regarded as an gpproximation to Ricardian rents.
Though ground rent ‘under conditions of perfect competition, which assumes perfect knowledge
would be equd to Ricardian rents, ‘in the redl world of imperfect knowledge (McDonad 1979: 36)
things are somewhat different:

Royalty affects the margin of land use for minera extraction and also, to a degree,
the price of extracted mineras. This seemsto contradict our earlier repeated
assartion that rent is price determined, not price determining, but it does so only by
gppearance. Pure economic rent ... does not affect price, but afixed roydty asa
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contractua rent form ... does not coincide precisdy with pure economic rent. It is
the nature of the contract, not the nature of economic rent, that causes the rent
payment to affect price. (McDonad 1979: 36)

Y es, indeed, the * nature of the contract’ that causes ground rent payments to affect prices sems
from the fact that one of the two contracting partiesis the proprietor of the natura resource. But as
there is afundamenta consensus in economics thet private landed property doesn't matter, the
professiona economists looking &t the real world through the lenses of Ricardian rent theory
discover, a best, not that there is something wrong with the theory but that the red world is
imperfect.

Landlord—tenant relationships and the question of ground rent in the end disappeared from
economics. Jevons' Coal Question (Jevons 1965) dedling with the British cod industry, published
in 1865, does not once mention the words ‘rent’, ‘roydty’, or ‘lease’ . Similarly, the economic
literature on the American oil industry usualy mentions the fact that the indugtry is based on leases
only en passant and, preferably, in afootnote.* | am aware only of one feeble, and failed, attempt
by an economist ever trying to explain the existence of a customary royalty.? The landlords have
been willed away so consstently and radicdly that even the specific vocabulary has disappeared.
Rent, at the time of Smith and Ricardo, meant ground rent. Today, according to The New Palgrave
it means more or less any kind of income.® Ricardian rents are considered just an example of
economic rents, which occur wherever there are market imperfections, whether in the primary,
secondary or tertiary sector. Therefore, to prevent any misunderstanding, we use in this book the
more cumbersome but less equivoca term ‘ground rent’. Moreover, it may be worth pointing out
that The New Palgrave has no entry for ‘royaty’. Indeed, the use of thisword in mining is of
relatively recent vintage. At the time of Smith and Ricardo ‘roydty’ ill referred exclusively to
ground rent paid to the Royds. They never used thisterm in their writings (Nef 1932: Vol.1, 318f).
In modern economic literature on mining, especidly in American literature, dl ground rent payments
are frequently referred to, dl-inclusvely, as ‘royaties . On the other hand, the word *mineg may

! See, for example, De Chazeau and Kahn 1959.
2 See the debate in Davidson 19633, Campbell 1963, and Davidson 1963b.

3 Rentisthe payment for use of aresource, whether it be land, labour, equipment, ideas, or even money.
Typically, therent for labour is called ‘wages'; the payment for land and equipment is often called ‘rent’; the
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refer to both, to the minerd deposit aswell asto the system of excavationsin the earth for their
exploitation. Hence the term *mine owner’ may refer indiscriminately to landlord or tenant.

Similarly confusing isthe fact that in modern economics, as we have seen, there are actudly
two versons, or further developments, of Ricardian rent theory. One version takes no position
regarding minerds, and is broadminded enough to disregard the nature of royalties as ground rent
and to accommodate them as a compensation for awasting asset. It reflects the practical necessity
of compromisg, to liveand to let live. Still, itisonly a practicd compromise; roydty isonly tolerated
in disguise, asthe counterpart of awasting asset. The second, more radica version brings royalty
into the redim of differential rent, as an gpproximate solution worked out by the market.

Taxation Pure economic rents, by definition, do not affect the flow of investment or,
ultimately, production. And as landlords, according to Ricardo, did nothing but collect them as
ground rent, they were not responsible for the high price of corn. Apparently he was defending the
landlords. However, he developed his argument further and concluded that for this very reason they
were actually idedl targets for taxation (Ricardo 1821: 173). The ideathat ground rent should be
subject to specid taxes, which would dlow lower taxes esewhere, isas old as palitical economy
itsdlf. French Physiocrats dready advocated it in the eighteenth century. Moreover, there was
debate on the convenience of taking dl naturd resourcesinto the public domain, to be administered
through a system of licences or concessions. Y et according to Ricardo, public or private landed
property were dl the same, and it was only taxation that made a difference.

Once ‘assmilated’ to capital, peace was made with private landed property and the idea of
gpecial taxes was not taken further. On the contrary, as soon as lands were regularly sold and
bought, ground rents appeared as ‘ capital gains, which are frequently subject to lower tax rates
than ordinary profits or rents. In the case of minerds, on the other hand, by concealving royaties as
the counterpart of awasting asset a more convincing a case can be made for tax privileges. In the
United States, for example, mineras enjoy, as we shal see, a unique tax privilege known as
‘depletion alowance .

Free Trade. Y et Ricardo was serious about the importance of competition in the product
market. In particular, he opposed the British Corn Law of 1815, which prohibited imports of corn if

payment for use of anideais called a‘royalty’; and the payment for use of money iscalled ‘interest’.” (The New
Palgrave 1998)
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pricesfel below acertain level. The Law wasfinaly repeded in 1846. With free trade, imports from
al over the world brought lower prices weskening the British, and more generally European,
landlords. However, the first response to lower prices was the development of productivity, an
increase in investment per acre, and not afdl in ground rent per acre. The full weight of the
developing world market, spurred on by new trangportation technologies, was only felt in the last
quarter of the nineteenth century, when landlords finaly had no other choice than to adjust
downwards the customary ground rent (Marx 1966: 734 ff; Kautsky 1899: 80). Smilarly, after the
Firs World War the increasing costs of private minera rights were one important reason for
American oil companies to seek concessions abroad (United States Senate 1952: 39f). Thisdid not
affect landlord-tenant relationships as such, but did contribute to lower prices and to containing the
increase in ground rent.

The effect of competition in the product market on landlord-tenant relationships depends
largely on the nature of the contracts. In agriculture with short-term leases and fixed annuities, price
variations may possbly induce with rdative ease an adjustment regarding the customary ground
rent.* In mining, on the other hand, with long-term royalty-based contracts and high sunk costs, it
may take a much longer and more significant variation in prices. Shorter-term variations of prices
may only lead to incorporating new or abandoning old margind lands, without any changein the
typicd lease contract. To induce a change in the contractual structure itself, and to bring up or down
the customary ground rent, may be beyond the reach of market forces. It can till be done, but it
requires a purposdly-designed policy. Radica Ricardian rent theory provides the policy makerswith
asmple, consstent and persuasive modd for their confrontation with landlords.

Marxist Rent Theory

Marx sded with Smith againgt Ricardo on two counts. Their definition of ground rent covered al
natura resources, including mineras. Royalty is just one form of ground rent. And both agreed on
the question of private landed property and prices. Under certain circumstances landlords were
strong enough to impose what Marx called an absolute rent, and what we have caled a customary
ground rent (Marx 1966: 756ff).

! Though | haveto confess my ignorance. | could never find a study on this question.
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By representing a customary ground rent as an additiona burden on the working class on
top of capitdist exploitation, the averson of Marxists for landlords was, of course, exacerbated.
Nevertheless, after the First World War ground rent disappeared also from Marxist economics.
Lenin, for example, based his Agrarian Programme (Lenin 1964), written in 1907, on Marx’ s rent
theory. But ten years later, in 1917, in hisbook on Imperialism (Lenin 1934), he did not mention
the term ground rent again. Land disgppeared as afactor of production both in bourgeois and
Marxist economics, dbeit with a certain time lag. Asamatter of fact, Marx himsdf wasinterested in
absolute ground rent only from a historical perspective — the trangtion from feudaism to capitaiam.
Asahigorica category, he concluded, it was bound to disgppear with the further development of
cgpitdism. With the growth of productivity in the primary sector and worldwide competition, natural
resources would become more abundant and the landlords would be weakened. Engels, who
published posthumoudy, in 1894, the third volume of Das Kapital (which contains Marx’s rent
theory) supported this viewpoint, presenting as evidence the fal of ground rent in Europe at that
time.

On the other hand, Marx did not eaborate on minera ground rent. His politicd interest
concentrated on the peasantry as apossible dly of the working class, to whom the question of land
tenure was of paramount importance. The land to the tiller was a popular bourgeois revolutionary
device, gppedling to a peasantry eager to work its own piece of land. But the mine workers were
confronting modern indugtrid mine owners. The workersin the mines cared very little about land
tenure. The mineral to the miner could not be a popular dogan. Thus, regarding mining, Marx was
content smply to signd that absolute rent had to be explained in the same way asin agriculture.

Nevertheless, Marx was careful to point out that absolute ground rent —i.e. customary
ground rent — may aso exist under capitalism, independently of and beyond the process of trangtion
from feuddism to capitdism (Marx 1966: 772). Hisfollowers completely ignored this point. It took
only afew decades for Ricardian rent theory to be accepted in practice dso in Marxist writings.
Marx had been right in histime to claim that Ricardo was wrong; but Ricardo was now supposed to
beright.
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Governance, Factors of Production and Natural Resources

Governance of private minerd ownership develops in two phases. Thereis afirdg period when
mining indudtries settle in, during which the game is, srategicaly, about defining the st of actors, the
basc rules, and a customary ground rent — thus setting up a governance structure. A second period
follows, where the game is, on the one hand, only about differentid or Ricardian rents and, on the
other, to make this structure work as efficiently as possible. In this second period the structure may
gill, and hasto, evolve and adapt to changing circumstances, but the basic outcome of the first
period is preserved. The latter may only be changed by redlly exceptiond circumstances, strong
enough to impose and to justify the economic, political and socid cogts of demoalishing the old
structure and setting up new governance.

Modern economics only deals with the second period. Thefirst one belongsto its forgotten
pre-revolutionary past, to what today is known as classca political economy. In modern countries,
where land is subordinated to devel oped markets, land tenure is anon-issue. In consequence, the
question of natura resource ownership and its relationship to pricesiseft to palitics. It isup to
policy makers, whoever they may represent — consumers, the tenant companies, or landed property
owners—to ded with it. And though Ricardian rent theory theoreticaly aimed at denying even the
possihbility that cusomary ground rents might exig, it turned a blind eye to them whenever they
showed up in practice. It thus offers a menu of models, to cover up, and to judtify, the existing
compromise, alegacy of history or, on the contrary, to question its very nature. Policy makers are
thus free to deal with the red world. The retriction in modern economics of the factors of
production to just capitd and labour, and not land, tends to be reflected, paliticaly, in aleft-right
divide. But, as amatter of fact, ‘left’ (Iabour) and ‘right’ (capital) coincide in their position against
ground rent (Marx 1974: 38ff; Guigou 1982). Both would prefer the cake to be divided into two
and not into three.

The governance of natura resources is amuch more dementary issue than the left-right
divide suggests, though it may be politicaly beneficia to stick the labd ‘right’ or ‘left’” on whichever
isthe other party and whenever some related problems have to be dedlt with. Regarding minerd
governance, its proper dimension isthe physica divide above—below, i.e. the tenson that necessarily
exigts between those who work and live on the surface, and those who make their living out of the
subsurface.
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2 CASE STUDIESIN PRIVATE GOVERNANCE

2.1 British Coal

Outcrops of cod used to be widespread in Britain.' Nevertheless, as long as there were abundant
supplies of wood, cod was disregarded as afuel. The reason was the poor quality of outcrop cod,
and even of cod at a shdlow depth, due to its exposure to oxygen. But wood gradudly became
scarce and it was displaced, at firgt locally, by cod. Though the costs of digging surface cod were
small, trangport costs were very high. Eventudly aregiond and national market for cod devel oped.
Simultaneoudy, private landed property extended to mineras, with some regiona exceptions and the
general exception of dlver and gold. This development was peculiar to Britain, related to its politica
evolution and the strong position of the landlords within the monarchy. On the Continent the Stuation
generdly evolved in the opposite direction, towards public ownership.

Early Coal Leases

Hence, in Britain, the landlords themselves generaly carried out surface digging and cod mining,
though leasing was aways an option. In the latter case, cod leases followed the pattern of
agriculturd leases, though from the beginning depletion was taken into account by limiting volumes
tenants were allowed to produce. ‘ It was usud in letting cod mines... to limit the number of pits that
could be worked, and the number of hewers ... to be employed in each pit. Thus amaximum limit
was set upon output’ (Nef 1932: V.1, 320). In other cases there were outright volume restrictions.
These primitive retrictions were acceptable to both sdes within atraditiond environment of
short lease contracts of afew years, and of producers supplying only local markets. They were easy
to supervise. But once coamining became a modern, market-oriented activity, this system had to
change. Firgt, the restrictions smply disappeared atogether, at a time when landlords were weak
due to competition from the privatisation of Church and Crown lands. * The common lease during the
period from 1580 to 1640 stipulated for afixed payment, regardless of the quantity of mineras
extracted’ (Nef 1932: V.1, 321). At the same time the customary minimum period of tenure became
twenty-one years. As this happened when demand for coa was about to take off, the landlords did

Y For acomprehensive history of British coal see the five-volume-study sponsored by the National Coal Board.
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not immediately share the profits arisng from the revolutionary expansion of the cod industry
towards the end of the sixteenth century. They had no means of improving their position until the
lease expired. In some cases their ground rents amounted to less than haf of one per cent of the
sling price of aton of cod. Those who signed later were more fortunate, but wide variations were
the rule, and it was the most fertile or best- Stuated mines that tended to pay the lowest ground rent
per unit of coal extracted, since the oldest leases covered them. In new or renewed leases, ground
rent Sarted to soar. ‘ By means of high rents [annuities], frequently by even higher fines[bonuses],
the owners sought to recoup what they no doubt regarded as their losses during the period when the
industry had expanded so rapidly’ (Nef 1932: V.1, 322—-24). In the period of depression that
followed, it was the turn of the mine owners, now unable to make sufficient profits to pay their rents,

to complan.

Modern Genesis of Royalty

Only after both landlords and tenants redised that these Elizabethan contract terms might be to their
disadvantage were they in amood to adopt a different method of calculation, which would establish
adefinite relation between ground rent and volume of cod extracted:*

The system of assessing royadlties a afixed sum per unit of cod produced ...
goparently originated in the English coal mines. Before 1700 many landlords
throughout the country had adopted it. ... And, while the new system was not
generd a the end of the seventeenth century, it was everywhere gaining ground.
(Nef 1932: V.1, 324-25)

Nef sresses the fact that roydtiesin cod were not alegacy of ancient times. They developed,
independently, as a modern ground rent- collecting device in mining. ‘ Though it is possble to trace
the influence of the medieva lead and tin miner in certain colliery practices ... fill, these are survivas
largdly of academic interest’ (Nef 1932: V.1, 298).

In the new cod leases roydties were combined with fines and annuities, the latter were
cdled certain rents. Thiswas aminimum to be paid in the event that royaty payments amounted to
less. Fixed royalties became predominant, but in some regions — in South Wales and Scotland, for
example — percentage roydties were reported from the middle of the eighteenth century. In my view,

! Rougher approximate solutions, for example linking rent to the number of pits worked, the number of hewers
employed, and so on, were earlier versions. (Nef 1932: V.1, 321; FHlinn 1984: 43—4; Hatcher 1993: 273ff).
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the reason for percentage royalties appearing later and then becoming more popular can be
explained by the development of amore transparent market, which facilitated the observation of
trangport costs and prices. Fixed roydties survived in those regions where they had previoudy been
solidly established. In other words, where cod production and leases developed first, afixed roydty
became traditiona, and where they devel oped later, a percentage royaty developed as anew, later
to become traditiond, form. This explanation seemsto fit well in the case of Scotland, where
landowners were themselves involved in cod mining for longer than anywhere ese, and in the case
of South Wales, aregion that became an important producer relatively late.

Inafully developed and competitive market a percentage roydty entails only a moderate
increase in monitoring costs and, as aready pointed out, has the advantage of adjusting automaticaly
to inflation as wdl asto differencesin quality and location. Although historicaly inflation waslow by
modern standards, there is no denying that the average royalty per ton tended to diminish in terms of
real purchasing power during the eighteenth and nineteenth centuries. Thus, landlords everywhere
should have been interested in switching to a percentage royalty. In practice, percentage roydties
progressed very dowly, and | suspect this may have been due to the oppostion of the tenants.
Indeed, the most powerful tenants of the North-east, higtorically by far the most important producing
region of the country, had been operating a cartel since the sixteenth century — the Company of
Hostmen of Newcastle-upon-Tyne, later giving way to the Grand Alleys. As a cartd they were
certainly not interested in disclosing their pricing policy, and with afixed roydty inflation worked in
their favour.

Y et asinflation became more and more important in the twentieth century, one may wonder
if fixed roydties would have become smply unacceptable to the landlords and percentage roydties
would eventudly have displaced them — if the minera resource had not been nationdised before this

happened.

Evolution of Royalty Rates

According to Nef, fixed roydties were a their highest in the century following the Restoration
(1660). In the second half of the eighteenth century they began to fal. In Adam Smith’'sdaysa
royalty equivaent to one tenth of pithead prices was common.
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Since that time the fall has been marked. In Durham and Northumberland
between 1824 and 1834 comprehensive statistics of the Coad Trade Committee of
1836, the royalties average about one fifteenth of the sdling price; in 1889 the
average was about the same; during the last two years of the Great War [the First
World War] about one thirty-sixth (Nef 1932: V.1, 326-27).*

Y et the very low percentage at the end of the First World War was aso due to exceptiond price
levels.

Asfor percentage roydties, a consultant — or aviewer as they were known in the cod
industry —while a Lediein Fifein 1773, found that it was usud ‘to pay aforth part of gross output
for levd free cod near the seaor city that affords constant sale or agood price, onefifth for level
free cods that have not the above advantages, one seventh for coals wrought by a water engine and
one tenth when wrought by afire enging (Flinn 1984: 45). In the late eighteenth and early nineteenth
centuries the most frequent percentage royalty seems to have been one eighth (Hinn 1984: 44-45).
Origindly this percentage may have been more or lessin line with fixed roydties, yet dueto inflation
towards the end of the nineteenth century it became much more advantageous to the landlord.

In earlier times different royalties reflected, partidly at least, Ricardian rents. Nevertheless,
they did so very poorly. Mining conditions evolved fast and the State of the market for coal
fluctuated from month to month, while leases were drawn for long periods during which roydties
were fixed at adefinite sum per unit, or percentage, of cod extracted.

Customary Royalty

It is noteworthy that there was no trend towards finer devices of rent collection. On the contrary, the

higtorica trend went in exactly the oppodte direction, towards a customary royalty:

during the last two centuries, thereis ... atendency for the tonnage roydties at al
British mines to gpproach acommon level. At the end of Elizabeth’sreign [1558—
1603], the ... rents ... charged probably ranged from one half per cent to as much as
twenty per cent of the pithead price .... During the seventeenth and eighteenth
centuries this margin was narrowed considerably; since 1800 it has been narrowed
further. In 1836 the maximum royaty in Durham and Northumberland amounted to
1s. 3d. per ton, in 1889 the maximum was 10d., today it is 9d. All the
representatives for the mineral owners, who testified before the Coal Commission of
1925, agreed that, at the overwhelming mgority of mines throughout the country,

! See also Hatcher (1993: 280) and Flinn (1984: 46).
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royaties ranged between 5d. and 7d. aton. Thus the average has tended more and
more to become the usud charge. (Nef 1932: V.1, 327)

The remaining differences were mosily due to qudity. The shrinking differentia in roydty rates and
their ultimate convergence was a complex process. Ricardian rents due to location, on the one hand,
came down as a consequence of a sharp reduction in transport costs. On the other hand, depletion,
i.e. the continuous movement towards greater depths and new lands, brought down Ricardian rents
due to the different productivity of the mines themsalves. Last but not least, and related to the
foregoing, as landlords withdrew from coa mining, there ceased to be marginal producers who did
not pay any ground rent.

Trangportation. In earlier times the ease of communication with markets and the Sze of those
markets were frequently more important than the costs of raising the cod. If coa was not to be
consumed locally, it had to be produced and consumed next to the sea or rivers. This explainsthe
early development of Newcastle with its Tyneside collieries as the most important producing centre,
and that of London as the most important consuming centre. Thus, one of the most Sgnificant
developments in the later seventeenth century, the spectacular growth in the output of collieries
located at some distance from the south bank of the Tyne, was only made possible by the provison
of wooden waggorways aong which the cod could be chegply transported.

The development of waterways, and findly railways, followed. Y et with the strengthening of
private landed property it was not sufficient for coa to be well located; neighbouring landlords
asking for wayleaves became extremey important in the second haf of the seventeenth century,
partly as a consequence of the exhaustion of cod mines dong the rivers and the sea. Not
surprisingly, the coal owners' and their landlords wanted wayleave rents to be paid only according
to the damage actudly sustained by the trangit-landlords, whereas the latter defended the point of
view that they were entitled to participate in the profits of the collieries. Wayleaves became
extremely oppressive. ‘ Even the most dothful of conservative landowners could derive a handsome
income from the cod trade without dirtying his handsif his land was strategicaly placed’ (Hatcher
1993; 254).

! The reader should be aware of the somewhat confusi ng terminology. ‘ Theterm ‘owners’ (or coalowners) in the
coal industry was applied to the active owners and senior managers of coalmining enterprise. The owners of the
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Though the problem of trangportation was of special importance to cod, it was one that
faced al trade, and obvioudy tended to divide even the landlords. For thisreason it had to be
tackled a& anationd levd. In the eighteenth century legidation developed giving the congtructor of a
public utility such asacand, aturnpike road, or arailroad, rights of compulsory purchase of land.
Therefore, caculated by the tormile, wayleaves ‘tended to reach a peek at the end of the
seventeenth or the beginning of the eighteenth century, since which time they have absorbed a
Seedily diminishing portion of the selling price. Their importance has been largdly reduced ... by the
introduction of ... railroad transport, the right of way now being secured by the railroad’ (Nef 1932:
V.1, 334). By the mid-eighteenth century wayleave rents had lost their importance. ‘ The advent of
public railways had the effect of diminishing the need to negotiate rights of way. By 1890, outside
the North-east, where relatively lengthy private wayleave lines which had preceded public ralways
continued to offer cost effective services to colliery owners and merchants, only asmall proportion
of coa output was subject to wayleaves (Church 1986: 14-15).

The dradtic fdl in transportation costs and wayleaves reduced Ricardian rents for well-
located collieries, and brought new collieriesinto aregiond, and eventudly anational market.

Landlords Become Exclusively Rentiers. Until the sixteenth century it was not unusud for

landowners to work their own mines, and even to lease additional ones. Indeed, landowners could
be lessors in some cases and, at the sametime, lessees in other cases. Even at the time of Adam

Smith there were ill margind mines worked by the landlords themselves:

There are some of which the produce is barely sufficient to pay the labour,
and replace, together with its ordinary profits, the stock employed in working them.
They afford some profit to the undertaker of the work, but no rent to the landlord.
They can be wrought advantageoudy by nobody but the landlord, who being himsdf
undertaker of the work, getsthe ordinary profit of the capital which he employsiniit.
Many cod minesin Scotland are wrought in this manner, and can be wrought in no
other. The landlord will alow nobody e se to work them without paying some rent,
and nobody can afford to pay any. (Smith 1950: V.1, 166)

Y et as early as the seventeenth century an increase could be observed in the proportion of minera
ownersin al parts of Greet Britain who leased their mines instead of working them. This eventualy
became therule. * By the 1830s perhaps no more than 10 to 15 per cent of cod production came

actual coal beforeit was mined were known as ‘royalty owners or occasionally ‘mineral owners'.” (Supple 1987:
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from collieries worked by landed proprietors, a share which was probably haf that figure by the
1870s and fell to anegligible proportion by 1913 (Church 1986: 12, 762). Landowners became
rentiers, and at the beginning of the twentieth century many of the largest minera owners knew
‘amog nothing about the origin of their incomes from royalties (Nef 1932: V.2, 8).

L eases became the rule as codmining went deeper and deegper and, hence, collieries
became increasingly capita-intensve. In earlier times when codmining was limited to outcrops or
coa seams close to the surface, the existence of codl, its qudity, and the ease of operation, was
amogt aswdl known to landowners and tenants as agricultural land. Later, however, a degree of
exploration was required. In the early nineteenth century this was till done by consulting viewers
engaged by the landowner. The landowner’ s choice then lay between financing a colliery himself or,
more likdly, offering alease a aroyadty, hoping to attract investors on the strength of the viewer's
report. However, with increasing mine depths, exploration became a pecialised, expensive, and
risky undertaking:

Thus, from the 1860’ s, when cod was being sought in Fife, and especidly in

the concealed parts of the codfield extending from Y orkshire across the East

Midlands, anew class of specidised surveying and boring contractors began to

emerge. By 1913 severa such firms were in operation, obtaining leases or options

from landowners and boring and proving the cod before attempting to persuade a

colliery company to take over the actua winning of the colliery. (Church 1986: 311—
12)

By the end of the nineteenth century the landowners had not only retreated from production, but
were even unable to assess the value of their lands. A class of entrepreneurs specialising in
exploration arose:
The pioneering company’ sincome generaly came from rembursement of its
cogs by the colliery company, to which was added a tonnage payment on cod
raised, calculated on the difference between the roydty paid and that which would

have been asked had the cod aready been proved; sometimes shares were
substituted for cash payments. (Church 1986: 312)

The average cost of one borehole in the two decades prior to the First World War has been
estimated at £10,000, and normally severa boreholes were necessary for a proper assessment of

the seam, its richness, indlination, qudity, and so on. The landowners were no longer willing, or adle,

23n1).
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to invest and risk such amounts of money. They had become rentiers, and a customary royalty rate
had developed.
The Higoricd Average. Increasing mining depths indicated depletion and the need

continualy to acquire new leases on unexplored lands or on deeper unexplored strata combined
with the closure of older mines. These new margind leases had to pay a customary ground rent, i.e.
acusiomary royalty that was gill to be determined. The minimum in question turned out to be the
average rate of roydties. This average was well known amongst consultants and lawyers and, as
such, could easily develop into afocal point (Rasmusen 1989: 36). Since the landlord was by now
out of the business and thus uninformed, sticking to the average was a good way to reassure him that
he was offered a‘fair’ dedl. On the other hand, ex-ante Ricardian rents had largely disappeared

anyway.

Period of Tenure and Renewal

Early leases were short, up to afew years, which was sufficient for smal medievd diggings. It was
not long enough, however, for more capita-intensve cod mining. Investment in infrastructures —
shafts, underground layouts, water pumping, ventilation, and o on — required longer leasesin order
that the investment could be undertaken and recovered. It was only after the privatisation of Church
and Crown lands that the necessary longer |ease terms became available. Twenty-one years became
the customary period of tenure, though there were many leases lasting longer. Asthe ‘initia sinking
of amgor pit could take up to four yearsin the late eighteenth and early nineteenth centuries’ (Hinn
1984: 48, 191), aperiod of twenty-one years as a customary period of tenure seems not to have
been too generous. Until the find quarter of the nineteenth century most leases fell within the range of
twenty-one to sixty-three years, with an overall trend for leases to become shorter on average.
Thereafter they tended to become longer. The new trend ‘was clearly associated with increasing
mine depths accompanied by the greater capital expenditure necessary for degp mining operations,
developments which led colliery companies to ingst upon leases of sufficient duration to judtify the
heavier capita investment associated with long-term mining development’ (Church 1986: 13).* By
the mid- nineteenth century forty-two years was quite usua, and sixty-three years was not

! Church (1986: 8) mentions an example where mine depth reached 715 metres.
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uncommon, though there were till plenty of leases with the old twenty-one year term (Mitchell
1984 253; Nef 1932: V.1, 322n6).

Whatever the period of tenure, however, there was the question of what happened when
leases el in. If the seams were dready exhausted at this point, tenants were usudly required to
restore the surface for agricultura or other uses, and to sedl off the shaftsto prevent accidents. The
lessees would then take with them what viewers used to cdll the ‘live stock’, those parts of their
capital that were removable and sdeable, whereas the * dead stock’ such as buildings would become
the property of the lessors without payment of an indemnity. If the seams were not exhausted at the
time of the escheating of alease — as happened quite frequently even with periods of tenure of forty-
two years or more” — the renewal of the contract could be the opportunity for the landlord to collect
ex-post, a lagt, Ricardian rents and, generdly, al economic rents created by his lessee. There was
no longer any geologica uncertainty and risk, and the ‘ dead stock’, which the lessees had to hand
over, included not only permanent buildings but the shafts and the underground layouts as well.

Hence, the landlord could claim not only for fines reflecting those rents but dso for interest
on the capitd invested by his lessee during the previous lease term. In some cases, thiswas
successfully achieved. * It was possible for alandowner’ s revenue from fines to swell to become a
ggnificant proportion of hiswhole revenue from mines' (Hinn 1984: 46-47). What is more, fines
could be agreed on before the termination of the lease. This happened, for example, in the Northesst
in the late eighteenth and early nineteenth centuries, by building into the initid lease provison for
renewd every seven years and alowing for the levying of afine on the occasion of the renewals.
With what were cdled ‘filling-up’ renewals, the expired term was added to the end of aleaseto
alow, on payment of renewd fines, for ‘legp-frogging’ extensons. This system could become very
oppressive for the tenants.

With growing mine depths, however, leases became longer and the landlords ability to
enforce favourable conditions upon renewa was consderably weskened. The maintenance of
deeper minesis extremely coslly — for example water- pumping must be permanent — and if

maintenance is not carried out properly, mines may quickly be logt, within afew months or even

! By 1925 ‘about half the work-force was employed in mines more than 40 years old’ (Supple 1987: 401). In 1980,
on the other hand, ‘well over a quarter of the operating collieries had been sunk before 1880’ (Ashworth 1986:
113).
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weeks, and can only be reopened, if a dl, a avery high cost. At the same time, observation and
enforcement costs for the landlords increased, and the landlord found that he had to reach an early
agreement with his lessee for renewd of the contract, snce otherwise he had to find anew lessee to
take over immediately. In these circumstances it must have been easy for the lessee to undermine, or
even to sabotage, any intention by the lessor ether to impose high fines, which he consdered unfair,
or to replace him with anew lessee.

Although information available isreatively scarce on this point, Snce those * substantid fines
payable on renewals of leases ... are not often reveded in surviving records (Hatcher 1993: 279),
overdl information is sufficient to ascertain that the customary royalty represented the mgor part of
ground rent payments in modern cod leases. Ex-post Ricardian rents largely remained with the

tenants even upon renewd:

it isclear that in our time the mgjor portion of the additiona return from the better
Stuated and more productive mines no longer goes to the landlord, who tends to
receive roydties a the sameratein adl parts of Great Britain, but to the investorsin
colliery enterprises. (Nef 1932: 328)

Neverthdess, this does not dlow usto jump to the conclusion that the definite period of tenure did
not cause serious harm. On the contrary, the perverse incentive problem caused by the approaching
end of the lease, by threstening to interrupt an activity that required by its very nature a steady flow
of invesment and long-term planning, seems to have caused condderable damage. It entailed higher
production costs and, more importantly, a short-term investment policy.” Its accumulated effects
were amongs the principa causes of the criss faced by the British cod industry in the twentieth
century. Although leases became longer towards the end of the nineteenth century, thiswastoo little
too late. The fundamenta problem of reversion was never addressed. Ultimately, therewas a
deadlock; landlords were unable to get hold of economic rents upon renewa of the leases, and
tenants were unable to develop a system that permitted a steady and unhampered flow of investment
for the whole lifetime of the mine.

! For adiscussion of the related problem of ‘second sourcing’ in the case of regulated natural monopolies, see
Laffont and Tirole (1993: Chapter 8).
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Nationalisation of the Natural Resource

Fragmentation of Private Landed Property. Optimal exploration strategies, the location of shafts,

and the design of underground outlays bear no necessary relationship to the fragmentation of the
surface by private landed property. In Grest Britain, however, private property prevailed. As Nef
pointed out, the exceptiona concentration of landed property made the system of privately owned
roydtiestolerable in Britain. But that was dl — it made private minerd property tolerable because
even in the eighteenth century ‘in most collieries ... the length of levels was determined ... not so
much by the difficulty or cost of underground hauling as by the acreage of cod legally accessble to
the operator’ (Flinn 1984: 81). Regiondly things could be worse:

highly fragmented land holdings at the northern end of the Warwickshire codfied
around Wilnecote prevented mining on al but the smallest of scaes during the first
haf of the eighteenth century. Many leaseslaid down a gtrict limit on the number of
acres that might be worked, and it isworth bearing in mind that a shaft sunk in the
centre of a square twenty-five-acre cod lease would permit levels driven to meet the
Sdes of the square & right angles of no more than 175 yards. (Flinn 1984: 81)

For technical reasons— to prevent subsidence — pillars of coa had to be left underground.
Additionaly, however, cod had to be left to form barriers to separate mines on adjacent properties
in order to prevent water flowing between the two. The resulting waste for these and other reasons
related to the fragmentation of the surface ‘involved the loss of great quantities of cod’ (Nef 1932:
341) even in the seventeenth century. Moreover, those barriers implied sgnificant lossesin
productivity. The drainage of the mines, a problem that should have been tackled co-operatively,
‘dwarfed dl others ... in importance, and determined to a large extent the structure of the
seventeenth-century colliery’ (Nef 1932: V.1, 353). Y et ‘disoutes without number could arise where
severd mine owners depended surreptitioudy, and without written agreement, upon the drainage
system of arivd. ... [A cod owner] estimated [in the second hdf of the seventeenth century] that, if
al the collieries around Newcastle had been operated as a sSingle enterprise, the expense for
drainage would have been only one sixth of what it was (Nef 1932: V.1, 338). By the same token,
underground layouts were poor and, according to the Reid Committee Report in 1945, * had
crippling effects on labour productivity’ (Supple 1987: 616).

The fragmentation of landed property became more and more serious a problem with the
growing depths of mines. In the words of afamous viewer a the beginning of the nineteenth century:
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‘Where apit costs from £10,000 to £20,000 sinking, we cannot afford to sink a shaft every ten or
twenty acres (Hinn 1984: 88). Levels had to become longer, crossing benesth severa properties.
By 1925-6 the Samud Commission estimated that on average each mine had to secure leases from

five minerd owners, atime - and money - consuming enterprise as the following example shows:
When the Staveley Cod and Iron Company was formed ... in 1864 the directors
commissioned the leading viewer from Newcastle, William Armsirong, to examine
the firm’ s resource position. The result was his plan to acquire extensive leases on
cod bearing land in the Midlands, which became the basis of company policy

patiently pursued for some twenty years through tedious and protracted negotiations
with ahandful of landowners. (Church 1986: 16)

Asamatter of fact, in the words of the Samud Commission, the ‘ planning of the minesis influenced
continuously by surface boundaries. ... But surface boundaries have no rdlevance at dl ... to the
proper organisation of the industry underground’ (Supple 1987: 405n3).

Nef believed that litigation, engendered by multiple management of the same drainage area,
might have been a sgnificant part of the additiond drainage codts. Vdidating private property rights
on minerds underground aways implies Sgnificant lega costs, and coa was no exception: ‘ Coal
mining in al ages gopears to have been apeculiarly fertile source of litigation'” (Nef 1932: 286). The
gtuation in Greet Britain, however, was made much worse by alack of an adequate lega
framework:

The more we congder the sate of mining law in Gresat Britain in the
seventeenth century, the more we are likely to conclude that the coa industry

expanded in spite of it. Nor isthisimpresson offset by a consderation of the
probable effects of the private ownership of mineras.

While the transfer of minerd property at the time of the Reformation undoubtedly
contributed to the expangon of the cod industry in the Age of Elizabeth, the private
ownership of minerals which became a principle of English law at thistime was
hardly an advantage to the subsequent development of mining. (Nef 1932: 341)

The loss of synergy and, thus, of productivity, were gpparent everywhere even in older times. In lieu
of co-operation as required by geology, private landed property fostered litigation. Surface
boundaries were as arbitrary to coamining as those imposed by the period of tenure. Both caused
serious obstructions to the development of productivity, and more so with growing mine depth, and
both required an appropriate legal framework to be tackled. What is more, both problems tended to

reinforce each other. Co-operation required along-term time horizon, common to dl participants.
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Indeed, leases became longer as mine depths increased, yet the lega framework was, and remained,
hopelesdy inadequate.
‘Nationdisation of Roydties . Nevertheless, even in these conditions the technologica

development of productivity was vigorous enough not only to make up for depletion, but even for a
dow and steady growth of productivity (measured by yearly output per employee) — up to the early
1880s. Then productivity started to decline. On the eve of the Second World War productivity was
back to the same level asin 1830. British cod production peaked, findly and conclusvely, in 1913,
with 287.5 million tons, and employment pesked in 1920, with 1.25 million people.

The decline of productivity in the British cod industry since the early 1880swas in stark
contrast with the development of productivity elsewhere in Europe and the United States” With the
exception of the United States, the British resource base remained superior, but with growing mine
depths the advantage of public ownership on the Continent made up for the difference.

For some decades prior to 1914 the demand for coa grew worldwide at about four per
cent annually but only two per cent in the United Kingdom. Between 1913 and 1937 the growth of
world demand dowed down to amere 0.3 per cent. In the United Kingdom, production actudly
decreased. Domestic consumption, in 1913, was 183.8 million tons; in 1946 it was nearly the same:
183.5 million tons. Overseas shipment, however, declined from 97.7 million tonsto amere 9.2
million tons. The British cod industry was no longer competitive internationaly and had logt its share
in world markets.

Private minerd property became critical. The dmost complete lack of a satisfactory legd
framework is not difficult to explain. Whatever the legd reforms that might have been envisaged, one
thing is clear: they would have entailed some kind of restriction to private landed property rights. Y et
in the British parliament landlords were strong, and dominant in the House of Lords, able to block
any initiative to restrict their property rights. What is more, making co-operation compulsory
encountered difficulties not only among the landlords but dso among the tenants. Thisisinevitably
the case wherever producers are required by anew law or regulations to co-operate, but it was

particularly difficult in the case of British cod since entrepreneurship was as fragmented as private

! For some data see Church (1986: 774) and Supple (1987: 192).
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landed property. It was short-term oriented, and it could not be otherwise with leases about to fall
in, on average, within fifteen to twenty years. No industrial leadership developed. Tenants, too,
faled to promote adequate legidation. For this reason, initiaives findly had to come from outside.
Thisimplied that they were bound to come late, only after the problem had become critical even for
third parties, i.e. consumers;” too late, indeed, given the long lead-times of structural adjustments. It
isthelack of evolution in the legd framework of coamining that eventualy led to netiondisation of
the natural resource, the take-over of unworked cod into public ownership.

The ‘nationdisation of roydties asit was caled, became part of the Libera Party’s
programme in the 1880s, and in 1891 the Trade Union Conference called for the nationalisation
both of roydties and the mines. But only after the poor performance of the cod industry during the
Firg World War and itsinability to increase supply even after the war, in spite of extraordinarily high
price levels, wasiit findly recognised that private minera ownership had become a serious problem.
In 1919, the government appointed a Royad Commission of Inquiry ‘equaly representative of miners
[i.e. workers] and owners|i.e. mining companies]’ (Supple 1987: 124), which agreed unanimoudy
on the nationdisation of roydlties ‘ on the grounds that the fragmentation of private ownership and
decisontmaking led to inefficiency in the use of anatura resource (Supple 1987: 136). Prime
Minigter LIoyd George, a Libera, announced that the government would seek public ownership of
royalties and foster regional mergers of colliery companies.

Thiswas alast attempt to reform, but landlords and tenants successfully resisted dll
compulsory measures, without which nothing serious could be done. Reform had failed again.
Findly, in 1935 the Consarvative government committed itsdf to the ‘unification’ of roydties, asthe
nationaisation of cod royatieswas officidly, and baghfully, caled. It was enacted in 1938. To
handle the very complex process, 1 January 1939 was established as ‘vaduation date’ but 1 July
1942 as ‘vesting date’ . Compensation payments amounted to £80.888 million (Ashworth 1986:
25). Over haf of the sum went to 114 claimants who received more than £100,000 each; of the
rest, amost 8,000 drew less than £1,000 each, and only 1,300 were paid more than £5,000, there
being 13,482 cdlamantsin totd (Fine 1990: 56).

Yin 1913, there were over 1400 firms and over 2600 mines. (Supple 1987: 361).

2 Jevons (1865) already foresaw the decline of productivity in British coal and discussed in detail its
consequences on the competitiveness of the national economy.
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The Cod Act of 1938 vested the unworked cod in a Cod Commission. Leases continued
in force as before, but ground rent had to be paid to the Commisson. Since the Commission was
also respongble for re-negotiating or renewa of leases, it was in a srong podition to promote

amagamations, concentration, and the modernisation of British mines.

Nationalisation of the Mining Companies

In the event, before the Coad Commission was able to act, it was obliged by the outbreak of the
Second World War to concentrate on output. The industry’ s performance was even worse than in
the earlier war and this time serioudy threstened the war effort. The potentialy disastrous declinein
production during the war motivated the Ministry of Fuel and Power to appoint in 1944 a Technicd
Advisory Committee (Reid Committee). It reported in March 1945 *the thorough reorganisation of
the Industry requires the examination of the problems on a codfield basis rather than mine by mine
(Supple 1987: 617-18). In addition, it continued:

it is not enough smply to recommend technica changes which we believe to
be fully practicable, when it is evident to us, as mining engineers, that they cannot be
satisfactorily carried through by the Industry organised asit istoday. ... it is evident
to usthat it is not possible to provide for the soundest and most efficient
development and working of an area unless the conflicting interests of the individua
colliery companies working the area are merged together into one compact and
unified command of managegble Sze. (Supple 1987: 618)

All the members of the Committee were mining engineers, most of them with senior managerid
experience in the cod industry. Strong public action was certain to follow. Moreover, the genera
backwardness of the industry dso affected working conditions, and cod mining was a highly labour-
intensve industry. Indugtria relations had been gppalling for decades, but had deteriorated further
during the inter-war period after big strikes and lockouts. The victory of the Labour Party in the
Generd Election of July 1945 was only the lagt drop in aglass dready full to the brim. The mining
companies, then gill the most important industry in the country, were nationdised. Roydties had
been nationalised too late.

Globa compensation payments accorded in 1946 amounted to £394 million. The industry’s
assets, however, excluding ancillary or subsidiary investment, were officialy estimated a £164.66
million (Ashworth 1986: 28). Thus the capitd invested in codmines was, in nomind terms, just twice
the amount of the capitalised ground rent, estimated afew years earlier at £80.888 million. Inredl



Globd Oil and the Nation State - 34

terms the difference was somewhat less. Thisis roughly in line with the ditribution of profits
between landlords and tenants. In the mid- nineteenth century the profit split was till favouring the
landlords by asignificant margin 60:40; but on the eve of the First World War it had been reduced
to 40:60 (Church 1986: 54, 530-32).

Landlords, Tenants and State

The essentia features of British coal |eases were a customary royalty, fines[i.e. bonuses], certain
rents, and rental payments [i.e. surface rentas]. In spite of having evolved over centuries, by 1938
this process was gtill not complete. In the long run the tonnage royalty would have had to be
replaced everywhere by a percentage royaty. Moreover, the problem of reversion was never
directly addressed, though lease terms became longer.

Towards the end of the nineteenth century the customary royalty represented, as we have
seen, gpproximately one fifteenth of pithead prices, i.e. 6.7 per cent. According to one author, ‘even
had royalties been abolished completdly ... the dadticity of demand for cod ... suggeststhat the
long-term consequences would have been unlikely to have afforded an appreciable stimulus to the
indudtry, either by increasing the volume of minerd extracted or by expanding the supply of capita’
(Church 1986: 15). From this viewpoint, then, the outcome would have been lower pricesand a
dight increase in demand. Y et roydties represented only thetip of the iceberg. A successful
evolution of the landlord—tenant relationship in British cod would have required an industry able to
generate, in a process pardld to the evolution of the contracts, the necessary lega changes required
by depletion and increasing mine depths. It isin that politica dimension that the landlord—tenant
relaionship in British cod ultimately falled. Over many decades, and even centuries, inefficiencies
accumulated at the economic, legd, socid and palitical level. One of the most important of those
accumulated inefficiencies was a shortsighted entrepreneurship as fragmented as private landed
property, and as unable and unwilling to promote innovations and reforms as the landlords
themselves.

The British cod industry, radicaly reduced but thoroughly modernised, was re-privatised by
a Consarvative government in 1994 (Parker 2001). Of course, public minera ownership was

maintained and never questioned again. Today, the private industry is based on alicensaing system,
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licences extending over 99 years, the natura resource being afree gift of nature, though the

licensees have to pay, symbolicaly and as areminder of other times, a peppercorn rent.

2.2 American Oil (1860s—-1970s)

In the United States the settlersin their advance westwards gppropriated with the surface the
mineras beneath (Pede 1918: 1468—74). Conversdy, until 1909 anyone could pre-empt atract of
land on the public domain to search for and extract minerd's, become its proprietor by investing a
certain amount of money in the land (Uren 1950: 188ff). But where oil production began firg, close
to the populous East Coagt, private property was aready well established. Hence, the new industry
was essentiadly based on leases. ‘ Of the tota of 1.56 million acres of oil property in 1890 ...
goproximately four-fifthswas leased’ (Williamson and Daum 1959: 760). The remaining onefifth
was bought privately or acquired from the public domain. Farmers engaging in oil production were
rare. From the beginning landlords and tenants could clearly be distinguished. The American
petroleum industry was from its inception amodern industry.*

The market for crude oil emerged from the demand for kerosene, used for lighting, which
was origindly derived from cod oil, an intermediate product derived, in turn, from coa. Though
kerosene extracted from crude oil was of much better qudity, the latter was in short supply asits
production was limited to collecting from rare surface leskages. But this changed al of asudden, in
1859, when the first commercia oil well was completed in Pennsylvania.

Early Oil Leases

Thefirgt successful lease, signed in 1859, established afixed royalty of $4.20 per barrd. It triggered
arunon al potentia oil lands in the neighbourhood. But in the first twelve months crude ail prices
varied wildly, between twenty dollars and ten cents abarrdl. The former was a‘ net-back’ price
derived from kerosene produced from coa, which was soon forced out of the market; the latter
price was caused by an acute shortage of storage and transportation facilities. Royalty rates and
bonuses varied accordingly (Giddens 1975: Part I, 63). However, during the following ten years 50

1| n this book we do not deal with natural gas, which acquired commercial value only in the 1920s. After the
Second World War it became the second energy source of the United States, crude oil being the first. However,
as exploration and production of oil and natural gaswere in practice part of oneindivisible process, leases from
the 1920s onwards always referred to both, and the same royalty rates applied.
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per cent seems to have been the usud rate, and even at that rate the production of oil was highly
profitable. According to one estimate, in 1865 a pumping well yielding twenty barrels per day il
broke even at $2.37 per barrdl. Taking into account dry holes (et that time four out of every five
wells drilled) and the average life expectancy of producing wells (eighteen months) the bresk-even
price rose to about $6.35. Actually, prices ranged in 1865 between alow of $4.00 and a high of
$10.00 a barrd. There was enough room for high bonuses on promising prospects, and even higher
roydties. In some cases roydty rates reached 75 per cent, with bonuses as high as $2,000 per acre.
Later, with aroyalty of 50 per cent, bonuses went up to $4,000 and even $10,000 per acre.
Furthermore, landowners were powerful enough to reduce progressively atypica leasehold from
oneto eight acresin the early years, to one haf acre, a mid-decade, containing as mary as three
wells.

A few yearslater productivity had increased sgnificantly. By 1871 the average life
expectancy of producing wells was about three years and only five out of eight wels drilled were
dry. Average production costs had fallen sharply. ‘ Thus on a 20-barrel-a-day pumping wel with a
roydty il of 50 per cent, the owner could recoup dl expenses, including his ‘share’ of the
incidence of dry holes, with crude sdlling at $2.20 per barrel, compared with $6.35 ... in 1865’
(Williamson and Daum 1959: 159). Prices ranged between $3.25 and $5.25. Hence, pumping wells
sometimes yielding less than four barrels per day were il profitable. As a matter of fact, the
average dally yield of some 3,275 producing wells was only between five and sx barrdls.

Producing oil was becoming an ordinary business. Prices gradualy came down. ‘ From
187485 the average yearly price of crude per barrel ranged from a high of $2.58 to alow of 78¢;
the average for the period was approximately $1.25' (Williamson and Daum 1959: 375). The
average life of awell increased to seven years and only one out of eight wells drilled was dry.
Productivity developed fast. Moreover, in the early 1860s a smdl group of landownerswasin an
extraordinarily strong position, as oil was believed to exist only within the limited areawhere it had
been lesking to the surface. But soon it became clear that oil could be found in many places, though
in more remote regions the problem was trangportation. Only short gathering lines were in use, and
the oil was barrelled and brought to the nearest railway station on horse carriages. This changed
radicaly with the introduction of long-distance pipdinesin 1879, which brought transport costs

down to afraction of their previous level. Competition between landlords increased, forcing them to
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rent their entire property, and the usud roydty rate came down to one eighth. Even wells of smal
yields — the average was 3.5 barrels daily — could now be profitable.

Ground Rent

Customary Royalty. The first reported though unsuccessful oil lease was Sgned in Pennsylvaniain

1853, on a property where oil was leaking to the surface. It provided for a 50:50 split of profits.
Given the redlly speculetive nature of the venture, thisis hardly surprising (Rasmusen 1989: 36). In
fact, the 50:50 principle is very common in the history of leases generaly,* and some kind of 50:50
gplit remained the focal point during the following years. As the production of oil became
extraordinarily profitable, a50 per cent roydty became the standard in the 1860s — a 50:50 split,
not of profit but of gross product, with al costs paid by the lessees. But supply of oil-bearing lands
increased steadily, and so did productivity, forcing prices and roydty rates down. By 1880 a one-
eighth royalty had become well established.

L eases were often executed on standard printed forms available from stationersin most oil-
producing regions (Uren 1950: 165). The firgt printed forms were published in Qil City,
Pennsylvania, around 1870, and aready contained the one-eighth roydty (Glassmire 1938: 56). It
has been clamed that this roydty rate was an overdl proxy for a 50:50 profit split: * Experience
shows that a one-eighth roydty takes about haf of the profitsin the average case (Uren 1950:
170). But in some other regions, originaly of higher natural productivity such as Ohio and Indiana, a
customary royalty rate of one sixth developed. American experts advising the Venezudan
government in 1942 clamed that this roydty rate was intended, too, as an approximation to an
overal 50:50 profit split (Gonzdez-Berti 1967: 16). Nevertheless, though those customary rates
have survived up to the present, their association with some kind of a 50:50 profit sharing did not.
Indeed, the western Pennsylvaniawells were smal high-cost producers, and the wells of Oklahoma

Yin agriculture sharecropping by equal parts was once predominant in Medieval Europe and experienced the
most diverse interpretations and specifications throughout its history: ‘ The most common division has been that
into two equal parts, whereof one belonged to the Peasant and the other to the Proprietor. It isthisthat has given
rise to the name of Métayer (medietarius) or Peasant with equal share. In the arrangements of thiskind which are
to befound in the greater part of France, the Proprietor makes all the advances of the cultivation; that isto say,
he furnishes at his own expense the labouring cattle, the ploughs and other instruments of husbandry, the seed
and the maintenance of the Peasant and his family from the moment when the latter enters on the métairie until
thefirst harvest’ (Turgot 1898: 22). In Germany and England the surnames Mayer (also written as Meier, Maier or
Meyer) and Magjor derive from metayer.
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and Texas, where oil was discovered much later, were much more prolific. However, the customary
royalty rate of one-eighth became generdly accepted. Asameatter of fact, in 195960 the landlords
share of profitsin American ail, induding dl ground rent payments, was estimated to be only
between 32 and 38 per cent (Kahn 1964: 290).

Differential Rent. Still, *once a discovery well has been drilled in anew area, competition is

keen for ‘open leases, not yet signed. The owner of well-Situated acreage, who has refused to lease
until this stage, may then bein a position to exact alarge bonus and a high roydty’ (Uren 1950:
172). Indeed, in these cases even royalties as high as 50 per cent and bonuses of $1,000 an acre
may il be offered (Davidson 1963a: 103—4). For this reason, the tenants would not normally start
exploration without first covering the whole area with leases in order to benefit fully from a
discovery:

most of the larger oil companies are well organised toward this end. Usualy this

responsbility is delegated to aland department ... well versed in the techniques of

leasing practices .... When the geologica department recommends an area for

testing, the land departmert will be commissioned to negotiate the necessary leases.

Landownersin the areawill be approached with circumspection in order to avoid

undue excitement tending to inflate land values and making the task for negotiating

leases more difficult. The landowner being as a rule more or less unfamiliar with the

oil business and susceptible to the popular belief that huge profits are the rule is gpt

to be unappreciative of the risks involved and the great cost of making atest.

Accordingly, heisinclined to ask more than his lease isworth. The oil-company

agent mugt patiently explain to the owner the financid risks that are involved and the

advantages gained by completing an agreement on terms that will justify atest and, if

successful, encourage efficient exploitation. (Uren 1950: 168-69)
Thus, in 1935 93.5 million acres were under lease, but only 9.9 million were * proven acresge’ .
There was a permanent flow of new acreage leased and old acreage surrendered, but at that time
four or five million more acres were leased each year than surrendered. Such aleasing strategy aso
permitted the location of exploratory wells optimally according to geology ignoring surface
boundaries, though it certainly also entailed the payment of delay rentals over huge areas. In the case
of adiscovery, it would dso lower technicd production costs. Moreover, while ex-ante Ricardian
rents were normaly next to nil, ex-post Ricardian rents would fall to the tenants and not to the

landowners. On the other hand, alandowner who did not rent his land at this stage had to take the
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risk of not receiving any ground rent at al, not even asignature bonus, if explorations on
neighbouring lands proved unsuccessful.

All indl, in 1959-60, about 18.5 per cent of totd capitd expenditurein oil and gas
consisted of payment to landowners, or some 10 to 15 per cent of gross revenues, merely for the
right to probe benegth their soil. They were thus comparable in importance to royaties, which
averaged 15 per cent (Kahn 1964: 290). Thisis somewhat surprising because usudly they are
conddered to below and, asfar as| know, no study pays attention to them. The problem is, |
believe, that perception is biased because in successful leases the customary ground rent in
exploration may in hindsght indeed be of minor consequence.

Period of Tenure

Originaly, ‘leasesran for aslong a period as the parties might agree; many of them expired in twenty
years, some extended to forty, and afew were granted in perpetuity’ (Giddens 1975: Part |, 63).
What happened when leases fell in before the reservoirs were depleted? This question found an
immediate and radica answer with the escheating of the first leases. The landowners were prevented
from taking advantage of reverson by court rulingsin the 1880s. Contractua provisions providing
that the lessee should not remove machinery and equipment from the land in order to maintain the
property in good working condition were declared unlawful:

The courts held that dl machinery, aswell asthe casings of the wells, were
trade fixtures and removable by the lessee within the term. Therefore, while the
lessor had the lessee at a disadvantage in contracting for renewd, the lessee might in
turn remove al fixtures and well casings, and leave the property in such a condition
that the lessor would have to grant a second lease of the premises on terms
gpproximately the same asif the wells had not been drilled. (Williamson and Daum
1959: 762)

Accordingly, though landlords could claim whatever ground rent they wanted, this ruling forbade
them to put their hands on the capita of their tenants. Y et thisis precisely what would have been
necessary to make reversion effective. Hence, backed by the courts, the tenants were now in a
position to impose an indefinite period of tenure. Moreover, they were temporarily strong enough to
remove from the contracts any specific obligation actualy to explore the land. Thus, they could lease
plots of land a no cost a dl, or a very low rentds, and then monopolise them in perpetuity. In
1900 the Supreme Court declared this practice illegd; a contract, to be lawful, must satisfy the legd
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requirement of mutuality. Lease contracts were modified accordingly. Now afixed term cdled a
‘primary term’ or ‘exploration period’ — generdly between ten and fifteen years— became
customary. If the drilling had not started within a specified period, for example one year, a‘dday
rentd’ had to be paid. If oil was found and production actually began, a‘thereafter’ clause provided
for a‘secondary term’: the lease would remain in force as long as oil was produced in ‘paying
quantities . If production did not start before the end of the primary term, or if it were suspended
later, the lease would fdl in (Sullivan 1955: 69ff). Hence, leases were normdly never renewed and

remained in force until the find depletion of the reservoirs.

Prorationing and Conservation

Fragmentation of private landed property may be much more of a serious problem in petroleum
production than in any other extractive industry. There are huge savings to be made searching for oil
according to geology and ignoring property boundaries. Even moreisto be gained by exploiting the
reservoirs as geologicd unities. Wha makes il different isthet it isaliquid, frequently driven by gas
pressure, able to migrate over long distances. Hence, il produced on one property may actudly
come from surrounding, and even distant, properties.

Asinitialy nobody knew where the oil was coming from, the courts upheld the ‘rule of
capture . Hence, it was not entirely correct, as stated earlier, that oil reservoirsin the United States
were privately owned; they only had aright of appropriation. As aresult property owners and their
tenants, covering the same reservoir, were competing to produce as fast as possible and as long as
there was any profit above operating cogts. It was out of the question to locate wells optimaly
according to technicd criteria. They were located close to the boundaries both to prevent the oil
from flowing to the neighbouring lands and to sphon off any neighbouring ail. Instead of co-
operation there was destructive competition. Instead of low costs and high recovery factors, there
were high costs and low recovery factors. Only asmall percentage of the oil underground was
actualy recovered.

In the beginning not only the fragmentation of private surface property wasto blame, but dso
ignorance. Later, scientific and technologica development, most prominently in the field of geology,
made it possible to assess with ever-increasing precision the characteristics of each reservoir. It was

then possible to exploit the reservoir optimdly, i.e. to locate the producing wells according to
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geology, minimising costs and maximising profits. As aresult the percentage of oil recovered from
each reservoir was maximised (or, conversaly, the percentage of oil lost was minimised) and, with
thisin mind, the unitization approach to oil reservoirs became known as petroleum conservation
(Lovgoy and Homan 1967; McDonad 1971). This became, of course, even more important as
drilling depth increased since deegp wells were more expensve. However, petroleum conservation
became redlly prominent only after the First World War, when the United States became an oil-
importing country, abeit for a short period.* At thet time an important oil producer, Henry L.
Doherty, campaigned for legidation to make unitisation compulsory. But the fear of an oil shortage
vanished with extensve discoveries in Cdifornia, Oklahoma, and East Texas, and with the ensuing
collgpse of prices, dueto the ‘rule of capture’ which typicaly generated boom-and-bust cycles. The
waste of the natura resource was most conspicuous in East Texas where small landed property
prevailed. The economic waste of wells drilled like fences along property boundaries aswell as the
damage caused to the reservoirs by over drilling was well publicised by the press and documented
with aeria photographs. The effectiveness of petroleum conservation as apalitical dogan was thus
boosted by the unambiguous interest of big producersin ‘price sabilisation’, and legidation
developed in the most important oil-producing states. Its centrepiece was prorationing, and the most
famous committee in charge of executing such a policy was the Texas Railroad Commission.
Prorationing was enacted firgt at Sate level. But in 1935 federd law created the Interstate Ol
Compact Commission (I0OCC) to control the flow of oil between the Sates.

Although prorationing was aimed in the firgt place at price stabilisation, the Supreme Court
upheld its legdlity in 1932 on the ground of its effectiveness as a method of petroleum conservation.
The Supreme Court in its verdict ignored the obvious link of prorationing with prices. Whet is more,
aswe shdl seg, it was dso linked to the setting up of the internationa petroleum cartel (Frankel
1946: 116ff). But to acknowledge any link of prorationing to prices might have made the scheme
illegal. Market competition was supposed to set prices, not producers — but something had to be
done. The fact was that, even beyond the fragmentation of private landed property, oil was
necessarily a geographicdly dispersed industry, and any new large discovery was a potentid threat
to price ability. Hence, gpart from lega problems, it was impossible to control the industry by

! The United States became defi nitively anet importer of petroleum— crude oil and products—in 1947.
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private agreement. By 1955 the seven mgor producers — SONJ, Socony Mohil, Gulf, Texas,

Socal, Standard of Indianaand Shell — controlled no more than one third of US output, and even the
mgor twenty together only reached 55 per cent. It isworth noting thet these figures include royaty
oil, which the landowners could sdll to third parties if they wished. At the other extreme there were
thousands and thousands of small and independent oil companies. It is, indeed, the existence of

these companies that characterize the American oil industry. The monopoly power of the big ail
companies was aways limited, basicdly, to trangportation and refining. In these areas the
concentration percentages, in 1955, were as follows:. pipeines 57 per cent (the major seven) and 88
per cent (the mgor twenty), refining 54 per cent and 86 per cent respectively (DeChazeau and
Kahn 1959: 18).

With prorationing, legdly binding maximum efficient rates (MER) were determined for every
sngle well. Moreover, the output of non-margina wells could be reduced according to market
demand. However, margina wells were dlowed to produce at full capacity, as otherwise they would
have been forced to shut down. Thus, there would be not only an irreversible loss of reserves, but
adso anirreversble loss of profits, whereas in non-margind wells the reduction of output only
delayed production. At the same time legidation developed establishing minimum acreage for new
wells. In 1948 this was held to be about 20 acres, but double thisfigure in 1970. Thus, on small
properties no well could be drilled but the landlord would till get his roydty. In other words, the
‘rule of capture was gradualy abandoned and royalties paid according to the origin of the all, as
established by experts.

Although unitisation was promoted, it was not compulsory. Moreover, as margind wells
were exempt from prorationing, there was an in-built perverse tendency to replace more productive
wells with anumber of margind wdls. What might have been achieved with amore radical gpproach
to conservation can be seen from the following examples. In the mid-1950s about nine per cent of
US production came from unitised fields, in which the recovery factor was estimated to have
increased, on average, from 27.5 to 46.3 per cent. Pressure maintenance techniques were crucid,
but they could only be gpplied under unitisation. Compulsory unitisation could have increased the
natior-wide average recovery factor, of 33 per cent, to over 45 per cent (DeChazeau and Kahn
1959: 230-44). More specificdly, two large producers of the East Texas giant field proposed in
1962 to reduce the number of producing wells, with unitisation, from 17,200 to 1,500, implying that
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15,700 wells were technicaly superfluous. The Texas Railroad Commission turned down the
proposition. The Commission aso refused a more modest proposal in 1965 to reduce the number of
wellsto 9,500 (Lovegoy and Homan 1967: 121). Addman estimated that half of the 200,000 oil
wdlsin Texas were superfluous (Adelman 1964a: 56). In 1956, according to estimates by Standard
Oil of New Jersey, $370 million was spent in new and superfluous wells in Texas done, representing
acost of 35¢ per barrdl (DeChazeau and Kahn 1959: 230-44). As the average wellhead price that
year was $2.79, this amounted was equivaent to a one-eighth royalty. In other words, the waste of
money due to the fragmentation of private landed property and of producers was as important as the
customary royaty. This does till not take into account the accumuletion of inefficiencies, as
superfluous wells were drilled year after year. Adelman estimated the nation-wide waste at about
80¢ per barrel (Ademan 1964b: 122). This was about 30 per cent of average wellhead price and
thus smilar to the total ground rent payments estimated, in 1959-60, at 25 to 30 per cent of the
industry’ s gross revenues (Kahn 1964: 290). Hence, for every dollar of ground rent, about another
dollar was lost by higher production cogts attributable to private landed property, the existing
legidation on conservation not withstanding.

Public Lands

Public lands have dways been important to oil and gas. Even today, more than one third of the
surface of the country isfederaly owned. State-owned lands are much lessimportant, but il
sgnificant. Last but not least there are the submerged aress, the Continental Shelf and the Outer
Continental Shelf, under the jurisdiction of the riparian states and the federa government.

Until the beginning of the twentieth century, oil and gas on federa lands were subject to the
Placer Law, according to which it was fredy available for exploration and production. Early in the
twentieth century, however, free access was restricted. More and more federa lands were
withdrawn as soon as the existence of oil and gas became known, reserved for the future and,
findly, after the First World War, oil and gas on federd lands was subject to anew leasing law. The
dates followed suit. Everywhere the legidator essentialy equalized the conditions on public lands
with the ones prevailing on private lands.

However, there are some distinctive festures to be found in public leases. For example,

wherever minerd deposits are public property the legidator, to avoid monopolies, usudly limitsthe
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surface that may be held by one single lessee. Onshore, at sate levd, thislimit is 246,080 acres
(996 k), with the exception of Alaska, where it is 600,000 acres (2,428 kn). Individually, leases
are limited everywhere to 2,560 acres (10.4 knt), once again with the exception of Alaska, where
the figure is 5,760 (23.3 knt) (Pierce 1998: 845). On the other hand, the fact that a reservoir may
extend beneath different leases is not a problem as lessees on public lands are legdly obliged to co-
operate according to geology.

Thefirgt Minerd Land Leasing Law gpplying to federd onshore land dates from 1920. On
unproven land afive-year prospecting permit was granted to the first quaified applicant and, in the
case of success, the right to lease 25 per cent of the land paying a5 per cent roydty and arenta of
one dollar per acre per year. Moreover, the lessee was further entitled to a preferentia right to lease
the remaining 75 per cent at aroyalty to be fixed by the Secretary of Interior, but not less than one
eighth. Proven ail lands, on the other hand, would be leased to the highest bidder — in a public
bidding — in tracts no larger than 640 acres, at aroydty of no less than one eighth and arenta of no
less than one dollar per acre per year." The lease term was twenty years, with a preferentia right to
atenyear renewa, on terms set by the Secretary of Interior (Ise 1926: Chap. XXI1V).

In 1935, the 5 per cent royalty disappeared. From then on the Law established a difference
between leases on lands outside and inside known geologica structures of producing oil fields. In the
first case progpecting permits could be obtained through an gpplication. During the ten-year primary
period the rental is US$ 0.50 per acre and carries aflat one-eighth royadty. In the second case the
primary period is five years and requires arenta of two dollars per acre per year. Royaties are
based on avariable scae from one eighth and one fourth, depending on total production. Both
leases have a shut-in royalty of one dollar per acre per year. In other words, this payment can be
offset againg the one-eighth royalty. Thisis designed to bring to bear pressure on the lessees to gart
production as soon as possible. Moreover, the secondary period, following the pattern established
on private lands, was extended indefinitely, as long as oil was to be produced in paying quantities.

Regarding bidding practices, basicaly two systems have been in use: fixed royalty rates and
bonus bidding, or fixed bonuses and royalty bidding. In the federd offshore, which became of
interest in the mid- 1950s and which is subject to the Outer Continental Shelf Lands Act of 1953, the

1375 per cent of royalties went to the government of the States where these lands were |ocated.
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government has traditionaly fixed royaty a one sixth (though the Law only establishes a minimum of
one eighth), and leases are granted to the highest bonus bidder. However, there have aso been
higher royaty rates and some roydty bidding.

Indian Lands. Indian lands were at times very important to oil production. Most of the big ail
fieldsin Oklahoma, for example, have been found on Indian lands. Since the Indians were wards of
the federal government, their lands were governed either directly by federa statutes or by tresties
and agreements drawn up under the provison of federa statutes. Thusthe firg oil leases the US
government had to ded with were actudly on Indian lands. In 1891 ‘alaw was passed authorising
the Indian councils to lease their lands for mining purposes, asfar asit was not needed for
agricultura purposes, for not more than ten years, on conditions fixed by the agent in charge of the
reservation with the gpprovad of the Secretary of the Interior’ (Ise 1926: 388). However, such a
council did not dways exist. For example, at the time when the oil companies became interested in
their lands the Navgjos had never met as atribe. ‘Nonexistent in 1921, by October 1923 a Navgo
tribal council wasin place, and the government had presided over the first auction of oil leaseson
the reservation. Oil companies had finally succeeded in imposing their will on Navgos
(Chamberlain 2000: 33). Indeed, together with the Federa government they had created the
indispensable sovereign power to grant them titles to the land, a sovereign power restricted
beforehand by the Federal government. This council, however, so formed the core of the future
Navgo Nation.

Indian land had originaly been assgned collectively, as common property of the tribes. Yet
by the end of the nineteenth century it was largely converted into private property, which, with some
exceptions such as the Navg os and Osage Indians, included mineral ownership. In these laiter cases
the Nations, not only afew lucky individuas, profited from the oil wedth of their lands. The luckiest
amongst them were the Osage who granted their first lease covering the whole of the Nation (1.5
million acres, or 6,070 knf) in 1896 at a 10 per cent royaty. On its renewad, ten years later, its area
was reduced and aroyalty was raised to one eighth, and the same rate applied to one new lease.
These leases were till very large, 680,000 acres (2,752 knt) and 350,000 acres (1,416 k).
Moreover, the first one was actually subleased, at aroydty of one sixth. Thenin 1915, the Osage
tribal council gpproved a new leasing policy. Those leases woud not be renewed, new |eases would

be limited to 4,800 (19.4 knf) acres each, and they would be sold directly to the companies
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actualy working them, which was approved by the Secretary of Interior. Moreover, in new leases
there was arenta of one dollar per acre per year — there had been no renta up to then — and the
roydty rate was set a one Sixth, or a one fifth where, on average, the output per well was one
hundred barrels daily or more. This was their last chance to take advantage of escheating and
renewa of leasesin order to increase rents and royalties. The Indian Oil Leasing Act of 1924
extended the lease term, aso on Indian land, indefinitely, aslong as oil and gas was to be produced
in paying quantities. Due to public ownership the Osage fared far better than most of the Indian
tribes, which received only a customary roydty of one eighth. The Navagjos managed to re-negotiate
their leases in 1957, when they too got a one sixth royaty. After the 1950s one sixth became the
customary roydty rate in new leases on Indian lands, though royalty rates varied according to
circumstances between one sixth and one third.

The Osage enjoyed unique supervisory powers over petroleum leasing. The Department of
the Interior only provided staff services and support and, because of triba control, mismanagement
problems that have plagued other tribes have been largely avoided (Bradley 1996: 274). The Osage
in fact provided afirst mode of public management of oil and gaslandsin the United States.

Depletion Allowance

In 1909 the USA introduced a corporation income tax. Accordingly, income had to be quantified by
deducting production cogts from gross revenues, including depreciation. Thus the idea that natura
resources might be *associated’ to capital became of practicd interest. In the case of minera
deposits, since they are depleted asthey are worked, this ‘naturd capital’ wasindeed
‘depreciating’. Regarding oil the 1918 Revenue Act accepted this reasoning (Lichtblau and Spriggs
1952; The New Pagrave 1998). The lucky explorer was supposed to have found a ‘ natural
capitd’. However, its quantification was somewhat complicated, until the Revenue Act of 1926
provided avery smple formula. Depletion was set a 27.5 per cent of wellhead price, which was
supposed to reflect the diminution in the vaue of the mine. This so-called * percentage depletion’
smply represented the supposed intrinsic vaue of the minerd, independently and on top of the
accounting for redl exploration and production costs. Obvioudy enough, if oil had an intrindgc vaue,
the same had to be true for other mineras. Thus, in 1932 percentage depletion was extended to
them. The percentages were set between 23 per cent (for bauxite, lead, zinc, etc.) and 5 per cent
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(for stone and sand). Theoreticdly, these percentages should reflect the different speed of depletion.
Oil deposits were depleting faster than al others as evidenced by the continuous and intense
exploration effort of the industry. Yet it may aso be necessary to take into account the extraordinary
politica power of dil-related interests. The fact isthat oil not only enjoyed the highest percentage; it
aso enjoyed thistax privilege fourteen years earlier than other mineras.

One might expect, with Marshdl in mind, that the recipient of percentage depletion should
be the owner of the depost, i.e. the landlord. Y et thistax privilege was actudly shared by both
landlord and tenants, proportiondly to royalty. If the landlord held aroydty of, say, one sixth, the
mining company retaining five sixth, percentage depletion applied accordingly to both of them.! The
lion's share went to the tenants. The rationde of this split may be found, of course, in the fact thet oil
reservoirs have to be discovered, which is done by the tenants and not by the landlords. They
therefore cdlaim akind of co-ownership. Asa meatter of fact, dl over the world it is not uncommon
for the law to recognise some compensation to the finder of alost property. Again, thisis ultimately
aquestion of power and, obvioudy enough, whatever the political importance of royaty-owners at
date levds, in Washington they would not have achieved anything without the support of the big ol
companies.

At the time percentage depletion was introduced, corporation income tax rates were about
13 per cent, but they rose to 52 per cent after the Second World War. Hence, the tax privilege
became more and more sgnificant. To the landlords, subject to higher persona income taxes, the
privilege became even more important. By the end of the 1960s the effective income tax rate for
manufacturing industry in the United States was about 43 per cent, but only about 21 per cent for
upstream ail (Mancke 1978: 84). The annua loss to the Treasury due to percentage depletion was
edimated at $1.7 billion (Blair 1978: 193). For decades the depletion alowance was the subject of
an intendve and critical debate. It was difficult for the consuming states to accept that mining rents
were not only not subject to specia taxes but were, on the contrary, actualy privileged. For
decades the consuming states achieved nothing, but finaly, in 1969, they had some success: the
depletion percentage for oil was reduced from 27.5 to 22 per cent. Shortly thereafter, however,

! Typicaly, initsentry ‘depletion” The New Palgrave does not mention the landlords. The depletion allowanceis
only discussed, and criticized, as atax privilege of the producing companies.
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things changed radicdly as US domestic oil policy was overshadowed by the * OPEC revolution’ of
the early 1970s.

The Decline of US Oil and the OPEC Revolution

Historicaly, 1970 represents a turning point in American oil. Crude oil production pesked at 9.6
million barrds daily. Notwithstanding the development of productivity, high prices, and the then
recent discovery of anew ail province — Alaska— US production has been declining ever since.
Today, it isa 6.2 million b/d. As no country in the world has been as thoroughly explored asthe
United States, there cannot be any doubt that the country is running out of oil. In 1940 it produced
two thirds of the world' stotd; in 1960 it was dready down to one third; and it was only one sixthiin
1973. Today, it isless than one tenth.

And 1970 marked the beginning of OPEC revolution. The United States, until the 1960s,
gtill had enough spare capacity — mainly in Texas, controlled by the Texas Railroad Commisson — to
confront internationd crises such as the Arab— sradli war of 1967. After 1970 spare capacity in the
United States disappeared quickly. Theresfter it was only to be found within, and controlled by,
OPEC. Until 1970 the governance of internationa oil could not be understood without a prior
understanding of the governance of American oil. Moreover, American ail priceswere ‘madein
USA’. This changed in the 1960s, and OPEC developed its own governance structure. US
domestic prices, ever snce the OPEC revolution, have been determined by world market prices.
The United States, once the biggest ail-exporting country in the world, still bresking even in 1947, at
present is the biggest oil-importing country with imports up to nearly 10 million barrels daily.

Thus, after the 1970s the evolution of percentage depletion, for example, hasto be
consdered in the international context. Even the customary royalty rates were shaken by the OPEC
revolution. In the 1970s, on private lands these rates ‘ gave way to whatever the market would bear’
(Pierce 1998: 288n2). On public lands the Situation became more complex, as one dternative to
higher roydty rates was the increase of severance taxes, i.e. an additiona royaty imposed by law on
private and public land aike, as atax and not as a contractud payment. In the federd offshore the
government maintained its traditiona approach with afixed royaty of one sixth, and bonus bidding.

While onshore production was faling, offshore production actually increased.
Conseguently, production from the public domain, which represented only afew percentage points
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in the 1940s, is now over 50 per cent.” * Discoveries of new major oil and gas reserves on privately
owned lands in the United States is becoming less and lesslikely. The last frontiers for mgjor
domestic discoveries are generdly bdieved to be on public lands (Pierce 1998: 835). Expectations
are dill high regarding the deep waters of the Gulf of Mexico and Alaska s Nationd Wild Life
Refuges, but even in the best of cases they will only dow down, not reverse, the overdl trend of
fdling production. That, however, is a different sory, which we will have to teke up again later in the
context of public minerd ownership and the governance of internationd ail.

2.3 Mexican Oil (1880s—-1970s)

Private Mineral Ownership

The tradition of public minerd ownership in Hispano- America was uphed with Independence,
having been reinforced by the French Revolution and its modern mining law. Y et Mexico, in 1834,
included cod and petroleum among the minerds * of the exclusive property of the surface owner’
(quoted in Collado 1987: 32).2 At that time neither cod nor petroleum was of any significance. It
seems likely that this classfication was mativated by the example of the neighbouring United States
where, based on private mineral ownership, a powerful coa and petroleum industry was
developing.® However, public ownership of the important minerals of the country — such as silver
and copper — remained unquestioned.

The first specific petroleum law, referring to public lands, was passed in 1901. It established
an exclusive exploration permit for one year, followed, if successful, by an exploitation permit for ten
years. There was a surface tax of five cents per hectare and a 10 per cent tax on utilities paid out to
shareholders. The latter was to be divided, on state land, between the Federal (70 per cent) and the
relevant State government (30 per cent). In exchange for this specid tax, concessonaires were

exempt from paying any other Federa taxes with the sole exception of stamp duties. However,

! For detailed information see the American Petroleum Institute: Basic Petroleum Data Book, twice-yearly
publication.

2 In the following we rely heavily on Collado’s article.

3 Mexico followed thereby the move of Florida, Texas, New Mexico, Arizona, and Louisiana. These territories

formerly belonged to Spain, Mexico, and France. Texas, for example, extended private landed property rights to
the minerals beneath the surface in 1866, Louisianain 1870. (Bradley 1996; 290-2, 352)
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regarding customs duty, the exemption was limited to machinery and equipment required to sart
operations.

Four years later the potentid oil wedth of Mexico was dready becoming gpparent, and two
lawyers and members of the Mexican Congress, Lorenzo Elizagaand Luis Ibarra, submitted to the
government a draft for anew mining law under which public minerd ownership in cod and oil would
have been restored. The government referred the draft to the Academia Mexicana de Legislacion
y Jurisprudencia for an expert opinion (Senties 1989: 115-17). In the ensuing academic debate the
two lawyers supported public minera ownership with the same arguments put by Mirabeau to the
French Nationd Assembly in 1791. They denied that the landlords could legitimately clam
ownership on unknown mineral deposits, the purpose of public ownership being ‘to activate the cod
and oil which the indolence, or the arbitrariness, or the incapacity of the present surface owners
maintain concealed in the recesses of the earth or out of the reach of our industria progress’ (quoted
in Collado 1987: 39). Accordingly, they said, the petroleum industry should be declared of * utilidad
publica, i.e. eminent domain rights should prevail over private surface property rights, athough
previoudy acquired rights would be respected.

The viewpoints of foreign ol interests were determined by two outstanding persondities: Sir
Weetman D. Pearson (Lord Cowdray), a British citizen, and Edward L. Doheny, an American.
Pearson later founded the Mexican Eagle Oil Company (Bl Aguila) and Doheny the Huesteca
Petroleum Company, by far the two biggest companies in the country in the yearsto come. Pearson
was interested in public lands and supported the draft law. He was probably even its promoter. In
fact, Hizaga and Ibarrawere his legal representatives (Collado 1987: 38). Doheny, on the other
hand, from the very beginning was interested in buying private land. Not surprisingly, being a
proprietor of vast potentidly oil-bearing estates, he opposed the initiative of Elizaga and Ibarra, and
s0 did the mgority of the Academia who deemed the draft to be retroactive and, therefore,
uncongtitutiona. According to its mgority, the fact that the mineral deposits or reservoirs were
undiscovered or unworked was irrdlevant. They had to be regarded and respected as private
property. The opportunity to eaborate a modern petroleum law, a atime when vested interests
were ill very smdl, waslogt.

Thefirg lot of important concessions was granted the following year. The lease term was

fifty years. Tax exemptions, including customs duties, applied to the whole period. Although these
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contracts were obvioudy contrary to the Petroleum Law of 1901, Congress approved them. In
other words, at this stage, none of the parties involved was able to impose alegdly conssent oil
policy.* On the one hand, the companies would later typicaly insist on their ‘fathfully’ acquired
rights and, on the other, the government would claim that these contracts went through Congress
‘fraudulently’ being read out quietly to concedl last-minuteillega changes (Gobierno de México
1940: XXX; Collado 1987: 29). These contracts contained another noteworthy feature: the Calvo
clause, according to which concessionaires were unrestrictedly subject to Mexican law and courts,
waiving their rights to protection by their respective embassies.

Thiswas, then, the legd framework on which the extraordinary oil boom of the following
decade, triggered by the discovery of the ‘Golden Lane' in 1909, had to rely. Mexico became the
world's largest exporter and second largest producer coincidentaly with revolution and civil war.
After 1914, however, the rest of the world was not peaceful either. War and revolution brought the
production of Russia— up to then the world's second largest producer — to astanddtill. Theworld's
number one producer, the United States, was not able to keep up with the sharply increasing
demand following the invention of theinternal combustion engine. The country became a net
importer of petroleum, abeit temporarily. Hence, Mexican production soared to maximum levels at
maximum prices. In 1920 the average wellhead-price per barrel in the United States was an
extraordinary US$ 3.07. In 1920 Mexico produced 157 million barrels, which amounted to 24 per
cent of world output. Virtualy al of it was exported, most of it (78 per cent) to the United States
(Hall 1995 13).

The Mexican legd framework was totaly inadequate, with respect not only to sub-surface
but also to surfacerights. ‘ The confusion of an oil boom in aregion where property lines were
blurred and informa multifamily ownership was the norm, resulted in a great many leases being
suspect. If the land, by chance, yielded aflowing well, later litigation became endless (Brown 1992:
8-10). Not surprisngly, then, ‘amgority of the leases and land were held illegdly’. In fact, ‘the
leasing documents for the first few years were often Spanish trandations of the ones that were being
used in Texas and other areas of the US' . Worse, beyond litigetion, ‘ given the Sgnificance of the

! Aswe shall see, the same situation is still to be found more or lessin all Third World oil countries.
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prize to be won, these fights often led beyond legal battles to violence and even murder’ (Hall 1995:
104). This Stuation also entailed, of course, waste and the premature exhaugtion of the reservoirs.

Mexican landowners were initidly in a disadvantageous position. Ignorant of the potentid
vaue of their lands and economicaly wesk, they were confronted with modern, powerful foreign oil
companies, and sold out chesply.! When land was leased, rentals of 5 to 25 Pesos per hectare and
royaties of 5to 25 per cent were paid. Five per cent was apparently the usud royalty rate by 1914,
for examplein the region of Tuxpan; but by 1916 it had increased to ten per cent. At the sametime,
in the I9mo region royalties were usudly between 10 and 15 per cent, and, exceptiondly, even as
high as 40 per cent. The lease terms were generally between 20 and 30 years. There is no doubt
that rents and roydties did increase with competition once the potentid oil wedlth of the lands was
reveded. And the landlords had to depend not only on market forces; the loca authorities
supported them. In order to strengthen the Mexican lessors, Generad Candido Aguilar, sorin-law of
President Venustiano Carranza and governor of Veracruz — the sate containing virtudly al
producing oil filds— ordered by decree, in 1914, and again in 1916, that dl transfers, sdes, leases,
or mortgages had to be gpproved by the loca government, thus creating an opportunity to intercede
in favour of the Mexican landowners. A contract would not be gpproved if it ‘was unjust and
detrimentd to one of the parties and the explaitation of the lands would * exclusvely benefit the
companies (Gobierno de México 1940: 541-42).

Similarly, on public lands the government had extended important tax privilegesto its
concessionaires, which quickly turned out to be far too generous. In 1910, till under the presidency
of Porfirio Diaz, the government increased the bar duty collected at the port of Tampico (Brown
1992: 6). Thereafter, due to revolution and civil war there was a desperate need for additional
revenues and now, most conveniently, the ancien régime could be blamed for the exemptions
granted. Asthe Mexican government could not convince the companies to agree to higher taxes,
President Madero, in 1912, findly went ahead with a production tax in the form of astamp duty.
The companies paid under protest, but in 1914 the Mexican Supreme Court ruled thistax to be
legd (Meyer and Morades 1990: 38). The same procedure was used to decree an ad valorem tax
of 10 per cent on crude oil exportsin 1917. The companies again protested, but to no avail. The
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fact was that the oil sector was the only redlly working and il profitable, indeed highly profitable,
sector of the national economy.

The internationa importance of Mexican oil put the sovereignty of the country into jeopardy
early on, afact which brought a new viewpoint into the debate over private vs. public minerd
ownership. In 1911 rumours spread thet Standard Oil of New Jersey (SONJ) was about to take
over the Britis-owned Mexican Eagle. The take-over would have completed the control of
Mexican oil by American companies. It was argued in the Mexican Congress that public ownership
and an appropriate concession system would provide the tools to prevent this from happening.
These rumours turned out to be false, athough it wasin 1911 that SONJ obtained its first successtul
concession in Mexico under the same conditions as those granted earlier.

With revolution unfolding, there was d o the threat of American military intervention. US
military forces went into action twice, though in both cases intervention was limited in itsimportance
and not directly related to oil. Nevertheless, the threat was red. Moreover the US government and
the oil companies had a strong bearing on the precarious baance of power in a country torn gpart
by civil war and revolution. Worse, by the end of 1914 the centra government lost control over the
ail-producing region — although not over the ports of export — to rebel forces under the leadership of
Generd Manud Pelaez. It remained under his contral for the next six years, Peléez maintaining his
rebel army with levies exacted from royaty owners and oil companies.

In January 1915 President Carranza intendfied the swelling conflict by decresing the
suspension of new drilling,* since he condidered it necessary to revise radically the petroleum
legidation of the country, and to regulate the activities of exploration and exploitation. * So far neither
the nation nor the government have had the benefits they are rightfully entitled to’ (quoted in Collado
1987: 79). Although under the pressure of the US Department of State Carranza soon granted
‘provisond permits, he went ahead with his plan and gppointed a Comision Técnica de
Hidrocarburos, which would have ‘to propose laws and regulations necessary to the devel opment
of theindustry’ (Gobierno de México 1940: 541). The Committee, chaired by Generd Candido

Aguilar, concluded the following year recommending public ownership of the reservairs.

1 1n 1921 it was estimated that the companies, acquired at an early stage at low prices, owned some 25 per cent of
oil-producing lands.
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Public Mineral Ownership

In January 1917, a new Congtitution was proclaimed to become effective on 1 May. Art.27
covered the ownership of natural resources, a central issue for what was, indeed, a peasant
revolution. Regarding the surface, while safeguarding eminent domain rights, it sanctioned private

ownership; however, minerds were to be kept in the public domain:

To the Nation belongs the direct dominion of al minerals or substances whichin
seams, layers, lumps, or reservoirs condtitute deposits distinct from the components
of the land, such as ... solid minerd fuds, petroleum and al hydrocarbons solid,
liquid, or gaseous ...

In [these cases] the dominion of the Nation is indienable and indispensable, and only
the Federd Government may grant concessions ... subject to the condition that they
are worked regularly. (Art.27, 1917 Congtitution)

The new Condtitution aso embodied the Cavo dause:

Only Mexicans by birth or by naturdisation and Mexican companies have the right
to acquire the dominion of lands, waters, and its accessories, or to obtain
concessions to exploit mines, waters, or minerd fuels.... The State may concede the
same rights to foreigners subject to their agreeing with the Ministry of Foreign
Relations to consder themsalves, with respect to these goods, as nationa's and not
to invoke the protection of their government. (Art.27, 1917 Congtitution)

The Committee in charge of drafting Art.27, in its Expogtion of Motifs suggested that the 1884
Mining Law, which had conceded private minera property rights on coa and oil, was probably null
and void from the very beginning ‘as no government can possibly have the authority to transfer,
generdly and permanently, the rights which pertain to a Nation on those goods which are, and
aways have been, part of its undivided inheritance (Burgoa Orihuela 1989: 142). Thus, if a one
extreme the Academia had argued, dogmaticdly, that private minera property rights were absolute
and not limited by eminent domain rights, at the other extreme the argument, equally dogmatic, was
that eminent domain rights on mineras were absolute and, hence, private minera property rights
could never have been legd. Both sides were unable, and unwilling, to understand that these were
only differencesin governance, as even acareful reading of Art.27 made plain: some mineras belong

to the nation when found at greater depths, but not if found close to, or on, the surface.

! These permits were necessary, private property of coal and oil notwithstanding, as the working of the
underground was legally subject, in any case, to the regulations applying to mining generally.
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According to Knight, Art.27 ‘was the work of asmal group of intellectuds and politicos, a
minority within the minority Congtituent Congress (Knight 1986: 508). One may even suspect that
the gpprovad of public minerd ownership by the Condituent Assembly was actudly facilitated by the
fact that rebels controlled the oil- producing region. Manud Peléez, the rebel |eader in control of the
oil fields and himsdlf aroyalty owner, not surprisingly opposed Art.27 and supported private
property rights (Brown 1992: 16). Smilarly, the first Congress of Mexican Industry, in 1917,
congdered Art.27 ‘to be retroactive and socialist and ... an attack against property and Human
Rights (quoted in Collado 1987: 98). And even though Generd Heriberto Jara, a delegate to the
Condtituent Assembly, welcomed Art.27, he did so in the belief that this was away to strengthen
Mexican landowners againg the plundering foreign oil companies (Collado 1987: 85), anideahe
shared with Generd Candido Aguilar. The latter considered the fact that petroleum properties were
usudly fragmented in small plots to be consstent with ‘the idedl of the digtribution of land, sustained
by the Revolution’. Accordingly, to diminish or to limit those property rights would aways turn out
‘to benefit the exploiting capitalists. Thus, the netiona would be sacrificed in favour of the foreigner’
(quoted in Collado 1987: 97).

Aguilar’sided of smal property owners was precisdy the nightmare of those ‘intellectuas
and politicos’ which, on the contrary, in government publications tried to convince the oil
companies, quoting Adam Smith and John Stuart Mill, of the advantages of public ownership and
the disappearance of the class of landowners. Joaquin Santadlla, a spokesman of the government,
made no secret of hisfeding regarding privaie minerd ownership in oil:

Shdl we establish a privileged class of ail rentiers? They have not displayed any
contribution of capitd, intelligence, or effort in order to obtain an income which no
merchant, manufacturer, or professiona can possibly imagine ever achieving.
(Quoted in Collado 1987: 96)

‘One has to make a fundamenta digtinction’, Santaglla argued, ‘ between the oilman and the
landowner, because the latter plays the same role in thisindustry as the dead weight in transport. He
is more harmful than helpful to the development of the ail industry’ (quoted in Diaz Dufod 1921
123n). On the contrary, the indugtrid investors deserved a specid treatment. ‘It isin the interest of
the Nation to support the industria investor and to give dl kinds of guaranteesto him’ (quoted in
Diaz Dufod 1921; 260).
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Art.27 had to entail negotiations and further legidation. Leaseholders had to become
concessionaires, which was per se nothing frightening. Technicaly, a modern concesson sysem
could provide an ided framework for producers. Certainly, to disentangle the maze of landed
property rights and leases, converting them into concessions, would require a mgor organisationd,
legal and politica effort. However, to co-operate in creating such a system could be very rewarding,
as sorting out and organising rationdly the different interests in the fields would entall large savings
and gainsin productivity (Hal 1995: 109). Moreover, there was a big prize to be won: a satisfactory
arrangement could open up new aress of interest. So far concessions or leases covered only a minor
part of the potentidly oil-bearing lands in Mexico, and even less had been explored. Theoreticaly a
least, the benefits could help to accommodate everybody, royaty ownersincluded.

Sovereign Taxation In February 1918 the government decreed taxes on royaty owners.

Surface rentals were to be taxed, according to their importance, at 10 to 50 per cent. A flat 50 per
cent tax would gpply to roydties. These were unusually high rates. For the lands worked by the
companies as freeholders, ayearly surface tax of five Pesos per hectare and aroyaty of 5 per cent
were to gpply. Furthermore, owners of oil properties were required to register officidly within three
months in order to be alowed to continue drilling. Thereafter al unregistered lands would be
consdered vacant. Thereis no doubt that this decree sedled the alliance between Mexican landlords
and American free holding companies. As Luis Cabrera, an outstanding intellectud, observed, the
government ‘ made the mistake of not seeking the support of the landowners' (quoted in Collado
1987: 107). But could one redly expect otherwise, in the midst of a peasant revolution? Moreover,
were royaty owners not supporting rebel forces with their ‘taxes’, willingly or not?

They both refused to pay, and the oil companies generdly refused to register. The US, the
UK, and the French governments sent diplomatic notesin protest at Carranza s decree in February
1918, on the grounds that it resulted in confiscations of private property and arbitrary losses of
property rights (Diaz Dufoo 1921: 270-72). The British note omitted any consideration of the
sovereign right to tax; this provoked an angry answer from the Mexican government, pointing out
that the British government ‘would not accept diplomatic objections due to the contributions,
necessarily high because of the war, which the government has been obliged to decreein dl its
dominions and which aso affect foreigners (quoted in Diaz Dufo6 1921 277—78). Even worse, the
companies operating in Mexico were actually paying taxes to their home countries, in support of the
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war effort. Though there are no data regarding British companies, there are some data regarding one
American company. In 1918 Huasteca Petroleum Company was paying two million dollars to the
Mexican government in taxes but five million to the American government, in support of the war
effort, in excess profit taxes (Collado 1987: 91). Nevertheless the fact was that, given the
circumstances, the question of sovereign taxation and nationaisation of the reservoirs was closdy
linked.

As the confrontation esca ated, the companies decided to join forcesin the Association of
Petroleum Producersin Mexico (APPM). Negotiations with two representatives of the oil
companies led to adecree in August 1918, whereby ‘postive acts' realised before 1 May 1917 (i.e.
having made some investment) were sufficient to prevent the land from being defined as ‘vacant'. In
other words, some kind of ‘acquired rights was acknowledged. At the same time, it was suggested
that the export tax would be lowered. In exchange, the companies’ representatives recognised the
principle of public minera ownership. Then, however, the APPM immediately disavowed the
agreement, and the Mexican government, in turn, resumed its policy of confrontation and
harassment. Findly, in 1921, the American oil companies sent a high-powered negotiating team to
Mexico.

The delegates were five top executives from SONJ, Mexican Petroleum (Huasteca),
Atlantic Refining, Sndar Consolidated, and the Texas Company. They had three mgor ams: (1) a
tax agreement that would be permanent; (2) the freedom to continue exploratory drilling; and (3) the
cancellation of harassing regulations. ‘ They further hoped that the tax agreement would reduce their
obligations by about 50 per cent’ (Hall 1995: 29). If they could reach an agreement dong these lines
they would be able to double output and the government would suffer no loss of revenues. All they
achieved, however, was areduction in production and export taxes. On the other hand, Shdll, which
had taken over El Aguilain 1918, protested at having been excluded from these negotiations.

In November the same year, W.C.Teagle (SONJ), who was taking part in the negotiations
in Mexico, informed the US Department of State that seven American mgors were interested in
joining together for combined explorations in Mesopotamia. These were the same five companies
negotiaing in Mexico, plus two others. At the same time, the five were dso interested in ajoint
venture in Mexico provided that the American government did not object on anti-trust grounds.

Initidly, President Obregdn was enthusiagtic about the idea. The existing companies would transfer
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about one and a haf million acres to the new company, and they would agree to pay the government
what they considered a generous share — 25 percent — of the profits. ‘In return, they aso wanted the
government to include al adjacent federa zones ... in the holdings of the joint company’ (Hal 1995:
33). Indeed, thiswas in principle the way the problem had to be dedlt with: the companies would
convert their leaseholds and freeholds into concessions but, at the same time, the concessions could
be reshaped and enlarged according to the underlying geological structure. Joining in one company,
reservoirs covered by different concessons would be exploited rationdly as a geologicd entity.
Roya Dutch-Shell, also expressed itsinterest in participating in this scheme.,

However, the American companies wanted a one-sided ded. On the one hand, they inssted
on a‘permanent’ tax agreement with the Federad government protecting them *from taxation and
harassment from state and loca authorities (Hall 1995: 34-35). On the other hand, they refused to
accept the conversion of their holdings into concessions and the payment of rents and royaties on
what they congdered their own land, ingsting on Carranza' s decrees being declared null and void.
Asamatter of fact, they were unwilling to agree to anything less than the cancellation of Art.27. The
negotiations with the companies had failed.

The US Government. The American oil companies were successtul in further ddaying US

recognition of the Mexican government. But their influence in Washington was diminishing and more
voices, with other interests than oil, were to be heard asking for recognition. Findly, in 1922, the
American government sent ateam of negotiators to Mexico to settle the issue of Art.27.
‘Surprisingly, during the actua course of negotiations, the question of subsoil rights was dedlt with
relatively quickly. ... The discusson of agrarian matters lasted much longer’ (Hal 1995: 148). This
should not be surprising a dl. Agrarian reform implied the expropriation of large estates to be
digtributed amongst the peasants, in the form of smdl individua properties or gidos. In the case of
the subsoil, Art.27 favoured the miners, i.e. the oil companies, againg the private surface owner. In
the first case, the problem wasto get rid of the landlords, some of them US citizens or Europeans,
by paying an indemnity. In the second case, the oil companies had to give up private minera
property rights asfar as they were landowners, but would conserve, through concessions, their
rights as producers. What is more, the producers potentia rights would be strengthened on lands
they did not own. Hence, the problem was only to agree on the definition of a‘podtive act’ and the
extenson of exidting ‘acquired rights . This was achieved eadily as the Mexican government
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accepted the most generous definition possible of a‘postive act’, from having drilled the land to
having bought it with the intention to do so. Whet is more, in the new legidation surface owners were
granted a preferentid right to obtain a concession. Mexico's sovereign right to tax, however, and
Art.27, remained in place. Recognition followed.

The Failure of Reform. Still the American companies were not satisfied. They continued to

complain that *the question of taxes had not been resolved and that no absolute ownership of the
subsoil had been granted by the Mexican government. Worst of al, the question of roydties ... was
left open’ (Hall 1995: 152). What is more, they ‘had not given up on the possibility of replacing
Obregon with someone more mallegble (Hall 1995: 152). It has dways been rumoured that they
supported the (failled) De La Huerta rebellion, which started at the end of the year in the heart of the
ail-producing region, Veracruz.

Any sensble solution would have required negatiations, a balance of rewards and threats. It
isdifficult to imagine adefinitive settlement of that kind, necessarily complex, without some ‘arm
twisting’ . Given the stubborn unwillingness of the big companies, nothing could be achieved without
the American government assuming arole as mediator, asit actudly did, aswe shdl see, in
Venezuelatwenty years later. In Mexico, President Plutarco Elias Cdlesfindly went aheed,
unilaterdly, with legidation.

Thelong awaited Petroleum Law regulating Art.27 was passed in December 1925. The ol
industry was declared to be of ‘ utilided plblica , i.e. ‘the industry will enjoy preferentid rights over
any use of the surface’ (quoted in Collado 1987: 135). A concession would not last more than thirty
years, but could be renewed. Private surface owners were granted a minimum royalty of 5 per cent
‘asan indemnity’ (Collado 1987: 135); the word royalty was avoided. On public lands, the
gtuation was basicdly the same: an indemnity for the use of the surface plus aroyadlty, to be
determined on a case-by-case basis. Those who had worked or leased land for the explicit purpose
of producing ail prior to 1 May 1917 would be granted ‘ confirmatory concessions . The concesson
period would be, a the mogt, fifty years from the day the land had first been worked or |eased.
Findly, those who did not goply for a confirmatory concession within the following twelve months
would forego dl rights. Clearly, the definition of a‘pogtive act’ implicit in this law was somewhat

more restrictive than the one agreed on in the negatiations with the American government.
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The APPM protested, supported by the American Ambassador in Mexico and the
Secretary of State in Washington. Nevertheless, mogt of the smaller companies submitted to the law.
The big European companies, after some hestation, finaly lined up with the Americans. Thetension
eased again when the Supreme Court ruled in favour of the complaining companies. Limiting the
period of confirmatory concessions to fifty years was deemed to be retroactive and, hence,
uncondtitutional. By the same token, non-compliance with the law was not considered to have been
illegd. The government retreated and reformed the 1925 Petroleum Law accordingly. In the case of
freeholders, the confirmatory concessions would not establish any time limit, and in the case of
leaseholders the origind period of tenure would remain. What is more, and contrary even to the
letter of Congtitutional Art.27, the companies would not be obliged to sign the Calvo clause, though
the vdidity of that clause was not questioned elther. Again, the companies had to apply for
confirmatory concessons within the following twelve months, which they findly did but only under
pressure from their own governments (Meyer and Morales 1990: 69). In other words, the
companies had succeeded in enforcing their viewpoint, and they had only given way on one formal
point: they had accepted registration and, by doing so, became concessionaires.

Moreover, the companies enforced their will on another point. In 1927 the government
repealed Carranza s decree of February 1918. Although never applied, formally at least it had il
been in force. This meant in practice that the land-owning oil companies would not pay any rents
and royadlties even after the converson of their lands into concessions. On lands |leased before 1
May 1917, on the other hand, rents and royaties would be paid, according to the law, to the
Mexican landowners. Consequertly, in the mid-1930s only one quarter of output was subject to any
date royalty; three quarters was subject to genera taxation only (Collado 1987: 211). Regarding the
latter, in 1924 Mexico created an income tax. The oil companies were subject to an 8 per cent rate;
for royaty ownersa 10 per cent gpplied. There was no protest. Regarding income tax one has to
keep in mind that this development was in line with what was happening in the United States and
Europe. The international companies could credit the full amount againgt their income tax liabilities at
home. The same applied to the increases in 1933, when a maximum corporate income tax of 12.3
per cent was established; as for rents and royalties, the maximum rate was now 20.3 per cent
(Collado 1987: 137-8, 152).
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The companies ill had something to complain aout: the confirmatory concessions were
issued very dowly. According to the government, the problem was due to the fact that much of the
documentation handed over by the companies was faulty. 1n 1921 it had been estimated that the
companies controlled 2.7 million hectares, two million as leaseholders and 0.7 million as freeholders.
Y et by 1933 they held confirmatory concessions on 6.9 million hectares, and 2.6 million as ‘ ordinary
concessions, i.e. concessions granted after 1 May 1917. Many leases were dated afew days
before 1 May 1917 (Collado 1987: 151-59).

Modern Governance Frustrated. What was the practical importance of private rents and

royaties? According to Philip, ‘ payment to landowners played afairly sgnificant part in the overal
financid caculations of the companies (Philip 1982: 28). He quotes a diplomatic source from 1926,
gating that the average royalty rate was about 10 per cent, and ‘that no less than thirty million
pounds [$150 million] had aready been paid out to Mexicansin roydties (Philip 1982: 28). This
should be compared with $200m of taxes paid up to 1926 by dl oil companies combined. Though
this number was never confirmed, Philip concludes that, in any case, * payments to landowners, law-
suits arising out of disouted claims and bribes to settle these were of sgnificant economic aswell as
political importance in Mexico' (Philip 1982: 29).

After 1927 a quite peaceful decade followed, not only in oil but dso in US-Mexican
relations generaly. Moreover, Mexican oil production soon began to recover, dueto El Aguilas
discovery of agiant fidd in Poza Rica. This was the biggest discovery in decades. The reservoir
extended beyond the El Aguila concessions and, in November 1937, a new concession was granted
covering 13,000 acres, the government receiving royatiesin different blocks of between 15 per cent
and 35 per cent (Collado 1987: 188). Nevertheless, asfar as oil was concerned, this peace was not
based on any understanding but rather on the Mexican government’ s resignation to its fate, at least
for the time being. The foreign oil companies had serioudy interfered with the inditutionalisation of
the new Mexican gate, and had successfully frustrated the development of modern governancein
oil. Ultimately, they had refused formaly to acknowledge, and to submit to, Mexico's sovereignty.

The fact that some American oil companies had become big landowners prior to the
Revolution played an important role in this outcome. It blurred the lines, which the Revolution was
eager to draw, and created an unfortunate aliance between Mexican landowners, concession

dedlers, and the oil companies. The American oil companies with their nationa background of
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private minerd property were particularly ill prepared, but aso unwilling, to understand and to
submit to modern concessions. British, French and Dutch interests with their European background,
largely based on concessions anyway, were in amuch better position to understand the problem

and, at least in this regard, were aso more willing to co-operate. Y et at the end of the day, athough
they represented amgority interest in Mexican ail, they accepted American leadership and, thus, the
route of confrontation.

Nationalisation of the Oil Industry

The share of oil in Mexico's GDP has been estimated, for the year 1921, at 6.92 per cent; eleven
years later it was down to 1.62 per cent. Indeed, oil production peaked in 1921 with 193 million
barrels but, due to the lack of new investment and the wasteful exploitation of the exigting fidds, it
fell to 33 million barrelsin 1932. Prices, which had peaked in 1920, had also come down. Average
wellhead pricesin the United States may be taken as an indicator. They fdl from US$ 3.07 in 1920,
to US$ 0.87 in 1932. Fiscal revenues, however, were more stable. Taxes had increased from US¢
10 per barrel in 1919 to over USE 16 in 1920 and 1921, and thereafter stabilised somewhat above
USE 20 (Philip 1982: 17). Even though this was il sgnificantly less than rents, roydties, and taxes
paid in the United States, with price levels around one dollar per barrdl the Mexican fiscd take was
ggnificant. However, fiscd petroleum revenues fdl with volumes. Totd fisca revenuesin il pesked
inthe early 1920s, when they amounted to one third of government revenues, ten years later, they
only represented about one eighth (Meyer and Moraes 1990: 65). Internationally, the loss of
importance of Mexican oil was even more griking, from 25 per cent of world output in 1921 to
some 2.5 per cent in the mid-1930s. Furthermore, American investment in Mexico had increased
sgnificantly with peace, but only afraction was investment in il (Collado 1987: 143). Oil accounted
for lessthan 20 per cent of Mexican exports (Hamilton 1982: 217).

From one point of view, however, the importance of Mexican oil actually increased: asan
input to the nationd economy. In 1920, virtudly dl of Mexican oil was exported. But with the end of
Revolution and civil war and with the economy recovering, by the mid-1930s about 40 per cent of
the output was consumed domesticaly. In fact, the expected domestic demand was the main reason
why the Mexican government had been serioudy concerned with petroleum conservetion since the

timeof Carranza. His successor, Obregon, created ‘ nationa reserves (including some very
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promising strips of land, such as the tracks of the nationa railroad sometimes running through
producing fidds)." From these national reserves emerged, in 1933, Petromex, the first nationd oil
company, to produce, refine, and distribute petroleum and petroleum products in the domestic
market.? It was intended to be ajoint venture between the government (40 per cent) and the
Mexican private sector (60 per cent). Yet the government would have, according to the company’s
bylaws, the power of veto on certain questions such as production volumes and subcontracting. The
nationd private sector, however, did not respond as expected, leaving the government with the
mgjority of the shares. It has been claimed that the lack of interest from the private sector was due
to the government’ s veto power (Espaiia 1993: 82—83). However, one may wonder if there was not
amore fundamental reason, which had led the government to ingst on its veto power in the first
place: the smouldering confrontation with the foreign companies. Was there any other way to ensure
that the nationa oil entrepreneurs would not become dlies of the foreign companies, as had
happened with Mexican roydty owners?

Anyway, in 1936 Lazaro Cérdenas went ahead with the project, though the company would
now be wholly state-owned. Asit turned out, this company would soon be quite helpful. Indeed, the
following year saw the beginning of the famous confrontation between petroleum workers and the
industry, which led to its nationdisation. The two parties being unable to reach an agreement, the
Sindicato de |os Trabgjadores Petroleros de la Republica Mexicana (STPRM) brought the dispute
before the Junta Federa de Conciliaciony Arbitrgje (JFCA). The Junta grasped the opportunity not
only to pronounce judgement on the issue at stake — a labour dispute — but dso on therole the
foreign oil companies had played since the Revolution. Amongst other things, the verdict stated that
the principal oil companies ‘ have never been connected to the country and their interests have
aways been foreilgn and on occasion in effective oppostion to those of the nation’. It accused the
companies of sdling their productsin Mexico a prices congderably higher than those a which the
same products were sold abroad, thus creating an obstacle to national economic development. Most

importantly, however, the verdict concluded that the oil companies had obtained ‘very considerable

! Thiswas very much in line with what was happening north of the border. Fears of an ‘imminent exhaustion of
oil led there to petroleumland withdrawal s and the reservation of oil-rich acreage for military use. Four Naval
Petroleum Reserves were set aside between 1912 and 1923 (Bradley 1996: 1027).

2 Mexico thus followed the example of Argentinaand itsY acimientos Petroliferos Fiscales (Y PF), apublic
company set up to secure domestic supply at low prices (De Gortari Rabiela 1989; 95).
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profits and, consequently, they were * perfectly capable of accepting the demands of the STPRM
up to avaue of gpproximately 26 million pesos, i.e. US$ 7.2 million (Philip 1982: 218; Collado
1987: 196).

The oil companies rejected the verdict and appedled to the Supreme Court, where they lost
again. Nevertheless, they continued to refuse to comply with the verdict, convinced that they could
gtill impose their will asthey had donein the past.

Economicdly, however, they were now much less powerful than they had been, say, fifteen
years earlier. Paliticaly, with the Democrats and Franklin D. Roosevet in charge of the government,
they had dso lost much of their influence in Washington. Cardenas considered nationdisation
secretly, and taking into account the internationa Stuation and the proximity of war, he believed a
USinvasion of Mexico to be an unlikely response. He was the most popular Mexican president
ever; amnongst other things, he systematicaly gpplied Condtitutiond Art.27 digtributing land to the
peasantry. And thiswas actudly the first time a confrontation with the companies had popular
backing. The oil workers went on strike on 17 March 1938. Cardenas sei zed the opportunity and,
to everybody’ s surprise, decreed the nationdisation of the foreign oil companies on 18 March 1938
(Collado 1987: 200). In his radio address to the Nation he made plain that the issue at stake was
nothing less than Mexico's sovereignty.

The Nationdised Industry. Cardenas’ appreciation of the nationa and the international

situation proved to be correct, though the international companies largely succeeded in depriving
Mexican il of its export markets. Even after the question of indemnity payments was settled (in
1941 with the American and in 1948 with the British companies), the national oil company Petrdleos
Mexicanos (Pemex) — founded in June 1938 — was never redly accepted but just tolerated. In fact,
Pemex concentrated on the rgpidly increasing domestic demand, and did so successfully. Until 1966
there was dways something left for exports.

Except during the Second World War, internationd financid inditutions refused to grant any
loan to the state-owned oil company (Philip 1982: 61-62). When Pemex, in 1947, applied to the
Export-Import Bank for aloan in order to explore and to double reserves and production, it was

turned down by the US State Department on the grounds that ‘ an unconditiona petroleum loan

! There were some minor exceptions such asGulf Qil, acompany that was not involved in the conflict.
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would be interpreted in Mexico and throughout the world as United States government gpprova of
anationdigtic gpproach to the problem of ail’, which ‘would weeken the position of the strategic
Venezudan industry’ (quoted in Philip 1982: 77). The position of the State Department prevailed
even againg President Truman who wanted the loan to go ahead and, with it, the contracts Pemex
was willing to sign with independent American companies. Finaly, and exceptiondly, in this case
there was a diplomatic arrangement and a loan was made available, indirectly, to Pemex (Philip
1982: 76-77).

Theoreticdly, private investment in petroleum was gtill possible. In fact, between 1949 and
1951 sixteen exploration contracts were signed, precisely as aresult of that loan. The exploring
companies, if successful, were to be awarded aroyalty of 15 to 18 per cent in compensation for the
risk assumed (Meyer and Morales 1990: 83-112). Eventualy, however, the door was closed
completely. In 1960, the following lines were added to Condtitutiond Art.27:

in the case of petroleum and carbons and hydrogen solid, liquid or gaseous, no
concession or contract will be granted, nor will those subsist which may have been
granted aready. (Quoted in Burgoa Orihuela 1989: 147)

Badcdly, foreign markets were closed to Mexican ail, and Mexican oil was closed to foreign
investment. This Stuaion wasto last until the internationa oil companies lost control over world
markets to OPEC in the early 1970s.

Landowners. With the nationdisation of the foreign companies Mexican landowners were
suddenly on their own. In 1941, their right to a5 per cent ‘indemnity’ — actudly a5 per cent roydty
— granted by the 1925 Petroleum Law, was cancelled, the government paying compensation.
Royaty owners whose rights originated in leases prior to 1917 were asked to sell them to Pemex.
The confirmatory or regular concessons sill in force were dedt with smilarly. This was a protracted
procedure extending over more than two decades. The last concessions disappeared with the
condtitutional reform of 1960.

Something to Celebrate

According to Philip, public opinion played a very minor role in the nationdisation of the indugtry.

‘Thereisno sgn that there existed any genera public opinion which played ared part in pressng
Céadenas to move againg the oil companies’ (Philip 1982: 226). He dso clams that some union
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leaders kept secret the companies’ last-minute offer to settle the labour dispute, asthey feared thet it
might prove acceptable to the workers. This may have been the case, but the government was aso
sure of its ultimate support. The companies had become isolated up to the point where, once
nationalisation was announced, ‘ no opponent of nationalisation within the country dared open his
mouth’ (Philip 1982: 224). One might suspect that amongst those opponents were Mexican royaty
OWnNers.

Indeed, this was essentidly a question of governance. The companies had continued to rely
only on their influence at the margin of, and in oppostion to, the process of consolidation of the
Mexican revolution, inditutionaly, economicaly, and paliticaly, and they clung to their politica
enclave sausin spite of the growth of the domestic market. For the Mexican government, by 1938,
the problem was no longer one of taxing exports but of supplying the domestic market at reasonable
prices. With revolution, and most notably with the Cérdenas government, export-oriented
latifundios had been converted into small properties and gidos producing for the domestic market.
Smilarly, the formerly ail-exporting enclave was converted into a nationa, domestic oil industry.* A
Mexican public company was to produce Mexican ail for Mexican consumers, a policy which, not
surprisingly, could count on overwhelming popular support. At present 18 March is dill aday of
celebrations.

2.4 Conclusions
The exigtence of acustomary royalty is certainly the most Sgnificant Sngle feature in both British cod
and American oil leases. The different historica and palitica circumstances not withstanding, the
outcome was in this regard, in quditative terms, basicaly the same. Once established, the inertiaof a
large and complex structure of long-term private leases embedding a customary ground rent — not
only aroydty but also asurface rental and sgnature bonus — guaranteed a remarkably stable
equilibrium. And both case studies confirm, beyond any doubt, the importance of the customary
ground rent, thus proving Ricardian rent theory wrong.

To adapt private minerd property rights to the dynamics of cod production was certainly a
much more difficult task than in ail, not only paliticaly but aso technicaly. With the benefit of
hindsight it ssems obvious that the British cod industry required significant reforms decades before
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the 1870s, when productivity began to decline. But there was very little discussion on reform until
output started to fal forty years later. In oil, on the other hand, conservation legidation developed
forty years ahead of the peak of production in 1970. It ssemsto me that this was due not only to
political differences. In the case of ail, problems were obvious, immediate, genera, and easy to
observe by everybody on the surface. Nevertheless, it still took about seven decades — from the
1860s to the 1930s — to develop significant legidation on conservation. In cod, on the other hand, it
was much more difficult to observe what was going on with increasing mine depths. Furthermore,
reforms had ardatively immediate effect in oil but not in cod. Even after nationdisation of the
minerd and the mining companies, it ill took decades to modernize British codmines. In fact, many
were never completely modernized; they were smply closed down. And the modern ones were
findly re-privatised.

Both cases make clear the advantage of public over private mineral ownership, at least for
mineras which have to be extracted from the greater depths. Wherever private mineral ownership
prevails society hasto pay twice, ground rent aswell asincreased technical production costs.
Indeed, according to our case studies the latter is more important than the former. This seemsto be
the case even in ail, conservation legidation notwithstanding, as comprehensive studies and estimates
of unitisation vs. fragmentation prove. In the case of cod there are only isolated observations and no
systematic study, athough detailed records do exist of the problems the nationadised industry
inherited from the era of private minerd property. And there is dso the experience of public
ownership on the Continent, where codmining was successful despite a much poorer natural
endowment. The evidence suggests that fragmented landed property was finadly much more of a
problem in British coa than in American ail. The governance of British cod collgpsed, whereas the
governance of American oil was able to evolve and adapt. Ultimately adaptation conssted in not
dlowing the private minera resource owners to interfere technically with production, though in
principle their right to collect a ground rent was never questioned. As a matter of fact, this right was
not questioned in British cod ether. The government paid afull indemnity.

The case of Mexico bringsin ahost of very different aspects. Most importantly, the

companies were foreign, producing basicadly for foreign markets. Given the economic importance of

YFor asystematic elaboration on Mexican oil industry in its proper context see De LaVega (1999).
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Mexican ail in the world economy and the underdevelopment of the nationa economy, a
fundamenta imbaance emerged. It was exacerbated by private mineral ownership and reform —
taking back the reservairsinto public ownership — and was caught in the middle of a peasant
revolution. The landed companies ended up in a counterrevolutionary dliance, which ultimately led
to their nationalisation. However, if we look a British cod, the sequence was the same: the
nationdisation of the mining companies followed the nationdisation of the natural resource. This
seems to suggest that, in the case of Mexico, the importance of the political environment may be
overestimated. Or, conversdly, the difficulty of severing acomplex structure from itsroot and
grafting it on to a new structure without provoking its collapse may be underestimated. The
nationalisation of the industry may be reversed, and has actudly been reversed in the case of British
cod. In Mexico thisisadso aposshility. Y et nobody has ever suggested, in Greet Britain or in
Mexico, re-privatisng the natural resource.

Asamétter of fact, with nationalisation of Mexican oil and British cod the issue of minera
ownership as such smply disappeared from public debate. The nationdisation of the ail industry
became a powerful myth, an essentid part of the revolutionary genesis of modern Mexico. The
nationalisation of the natural resource, an issue that actualy divided the nation, was suppressed from
public consciousness and replaced by the nationdisation of the industry, which united the nation
agang divigve foreign powers. If we look at British cod, the Stuation is basicdly the same. The
nationdisation of the natura resource by a Conservative government has Smply been erased from
the collective memory of the British people. Only the nationdisation of the mining companiesis
remembered, moreover as an act of a Labour government. This seemsto suggest again that, in the
case of Mexico, we can overestimate the importance of the political environment. The fact is that
both cases are cons stert with the way that modern economics ded with natura resources— that is,

by not deding with them.
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3 PUBLIC GOVERNANCE OF MINERAL RESOURCES:
FUNDAMENTALS

3.1 Non-proprietorial vs. Proprietorial Governance

The economic and technica advantage of public minera ownership in hydrocarbons and in mining at
great depth is proven beyond any shadow of doubt. The reservoirs and mineral deposits are
managed by the state, which creates a Licensing Agency, and it is then the duty of this agency to
facilitate and promote co-operation amongst investors according to the geology. However, there is
gl the question of ground rent to be consdered. Should the state act as a proprietor and behavein
the same way as a private landlord, charging a ground rent? Or should the state Smply assumethe
role of an adminigtrator of a public good, which is considered a free gift of nature to producers and,
ultimately, to consumers? Mirabeau, as we have seen in Chapter 1, was very explicit on that point:
the state should Smply assume the role of an administrator. However, thiswas apolitical postion,
which does not follow necessarily from the public ownership that he justified only economically and
technically. He never discussed explicitly the question of ground rent. But he had in mind the
development of France: French mineral deposits, French companies, and French consumers. Under
these circumstances — a ‘ closed economy’ so to speak — specid taxes on mining do not add to
nationa income, though they affect, of course, the nationa distribution of income. Hence, in the
(non-exporting) consuming countries, liberd, i.e. non-proprietorial, mineral governance makes
sense. Yet apriori thereis nothing to prevent the government from behaving differently, to act asa
proprietor and to charge aground rent. In minera-exporting countries (or provinces), on the
contrary, specid taxes on mining add to nationd (regiona) income, affecting the internationa
(interregiona) distribution of income. Hence, it makes sense to act as anationd (regiona) proprietor
and to charge an internationd (interregiona) ground rent, though thisis not compdlling either.
Anyway, regarding domestic markets, as already stated, even proprietorial governance generates
nothing but norma taxes, which definitely do not add to nationd income.

Wherever private mineral governance has disappeared in the twentieth century, re-
privatisation of the minera deposits has never again even been mentioned as an option. Indeed, to
the economic and technica advantage of public mineral ownership one hasto add, from the
perspective of the governments, the nationd and internationd palitica dimension which we dready
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observed in the case of Mexico. This dimension, combined with private minerad property, reveds an
obvious threat to sovereignty and nationd unity in al but the strongest mineral- producing countries,
for instance the United States. From the perspective of the companies, on the other hand, even
private minera property would not protect them from sovereign eminent domain rights. Hence, once
public minerd ownership prevails, private vs. public mineral governance isno longer an issue,
ingteed, the issue is non-proprietorial vs. proprietorial governance. Governments, companies,
and consumers agree on the principle of public minerd ownership; private minerd ownership in the
United Statesis ardlic, aquirk of hisory.

Nonproprietorid governance involves the concept of minerds being afree gift of nature.
Hence, it is about facilitating a free and frictionless flow of investment into the reservoirs. Private and
public proprietorid governance, on the contrary, erects obstacles to this flow by claming ground
rent. If one looks for one single indicator to measure the degree to which a governance structure is
proprietoria or not, the most accurate is probably the relation between proven reserves and
production, compared with the world average. For example, in the case of crude oil, in 1998 OPEC
produced 42.5 per cent of the world's output, though it held 76 per cent of the proven reserves.
This has to be compared with the most liberd oil-producing country of the world, the United
Kingdom, with 0.5 per cent of the world' s proven reserves producing 3.8 per cent of output. What
we may cdl theintengty of explaitation is only 0.56 in OPEC, but 7.87 in the United Kingdom. The
United States liesin between (Table 3.1).

Table3.1
NON-PROPRIETORIAL VS. PROPRIETORIAL GOVERNANCE
IN CRUDE OIL
1998 Proven Reserves Production Intensity of
(millionb) (%) | (thousand bd) (%) | Exploitation
OPEC 809,044 76.0 27,739 425 0.56
USA 22546 21 6,243 9.6 451
UK 5191 05 2506 3.8 7.87
World 1,064,128 100 65,273 100 1.00

Source: Republic of Venezuela, Ministry of Energy and Mines, Petréleosy otros
datos estadisticos, 1998; pp. 203, 208.
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3.2 Non-proprietorial Governance

In non-proprietoria governance the centrd criterion isthe profitability of investment. Licensng
rounds open up new lands as soon as expectations of investors match the usual profit rate. The
Licenang Agency has dso to define the Size and shape of the areas to be licensed, the length of the
primary (exploration) and secondary (production) terms, the minimum leve of activities required, the
rules of relinquishment of idle areas, and the conditions for renewd. The latter can be taken for
granted as long as the licensees are not in default and comply with the regulations. These definitions
are dl subject to one god: to produce oil at the lowest possible price.

Excess Profit Taxation

The centrepiece of non-proprietoria governanceisafiscd regime based on excess profit taxation,
such as the Petroleum Revenue Tax (PRT) in Great Britain or the Resource Rent Tax (RRT) in
Augtrdia! In non-proprietorial governance thereis no place for a customary ground rent set at zero
by design. Hence, dthough consumers will till have to pay prices as determined by margina
investments, these prices will not include a surcharge for natura resource ownership. But Ricardian
or differentid rents— or excess profits generally — may dill be very sgnificant, and afisca regime
may be set up to collect them, a least partidly. The government may actudly be obliged to set up
such aregime, because otherwise it would be granting privileges to some investors that would be
difficult to judify vis-a-vis ordinary taxpayers. Collecting those rents, taxpayers generdly may benefit
from lower-thanotherwise levels of taxation and/or higher public spending.

Excess profit taxation requires a benchmark for ‘norma’ profits. This may be, for example,
an average profit rate over a given number of years, thus alowing for bad and good years. Let us
suppose, for the sake of the argument, that the benchmark is an average of 15 per cent (before
income tax) over 25 years. Moreover, let us assume thet whenever investors evauate an investment
and expect this benchmark to be met, the investment will take place, but not otherwise. Then,
goparently, afiscd regime may safely target excess profits without restraining the flow of investment.
Y et once such afiscd regimeisin place, it will be included in the modd cdculations of investors. To
them, like al taxes, it isjust acost and, like dl cogts, a cost to be minimised. Hence, they will

consider different options and reshape their projects. In particular, thiswill assuredly be the case if
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the fisca regime attempts to collect 100 per cent of excess profits. In that case increasing
expenditure is always the preferred option as long as it generates some profit. In other words,
excess profit taxation generates incentive problems, distorting the flow of investment, a problem that
becomes more serious the higher the percentage of excess profits to be collected. Thereisabuilt-in
propensity towards over-investment and higher costs. Investments will take place dthough profit
rates, on a stand-alone bas's, may be far below the normadl rate, and even negative.

Next, let us consder a non-proprietorid fiscd regime from the viewpoint of transaction
economics. It requires specid forms of bookkeeping, as profit rates play no role in normal corporate
income taxation. Furthermore, there are two factors which mean that exploration and production has
to be ‘ring-fenced': to prevent, first, excess-profits from being sphoned off, through transfer pricing
and outsourcing, to lower-taxed businesses elsewhere and, second, to prevent downstream costs —
or even costs from completely unrelated businesses — from being brought in and offset againgt high-
taxed excess profits.

Finaly, let us consder anon-proprietoria fisca regime from a public policy viewpoint. The
fact isthat even norma corporate income taxation has to face sgnificant problems as soon as it
deds with higher rates. In the United States, for example, federa corporate income tax rates soared
during the Second World War to hitherto unknown levels, from less than 15 per cent pre-war, to
about 50 per cent in the post-war period, and they remained at thislevel until 1985. Nevertheess,
between 1950 and 1985 the corporate sector succeeded in bringing down the effective rate from
about 43.5 per cent in 1950, to about 17.5 per cent in 1985. Investors lobbied successfully for al
kinds of exceptions, alowances, and investment credits, threstening loca and nationa politicians and
authorities with withholding investiments and/or moving e sewhere. In the end the Tax Reform Act
1986 brought down the nomind rate to 34 per cent, but at the sametime it dso largdly diminated
those loopholes. It was argued that the new law would actualy produce higher, not lower, fisca
revenues. To date, this has apparently been true. Federa corporate income taxes, compared with
GDP, pesked in 1952 at 6.1 per cent. By 1985 this percentage was down to 1.5 per cent, but since
then it has averaged 1.9 per cent. In contrast, the Stuation of wage and sdlary earnersisvery
different. They are basically captives. Employers retain their income taxes; the law drictly regulates

! For an overview on petroleum fiscal regimes generally see Johnston (1994).
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their allowances, and their individua thregts not to work, or to move abroad, in order to achieve
lower levels of taxation israther ineffective. Hence, the post-war increase in persona income tax
levels, which origindly followed the same pattern as corporate income taxes, turned out to be
sugtainable and irreversible. In 1999, federa personal income taxes represented 9.6 per cent of
GDP. (Fig. 3.1and 3.2

Excess profit taxation inevitably meets even stronger politica opposition than normal
corporate income taxation. Moreover, there are dways good arguments against those taxes based
on the disncentive to invest in margina fieds: there are indeed margind lands everywhere, and even
the most prolific ail field contains margina barrels. Thus, it is easy to congtruct examples, and to find
red ones, where an investment would have taken place had it not been for excess profit taxation.
The dam for more ‘flexibility’ isendless. In conclusion, excess profit taxation is complicated. It is
economicaly and paliticaly codtly to adminigter, potentidly litigious, and requires strong politica
inditutions aswell as highly speciadised accountants, economigts, and lawyers. Hence, in non
proprietorial governanceit is not unreasonable to expect high excess profit tax rates to suffer the
same fate as high income tax rates and to settle, in the long run, a relatively modest effective levels,
and to expect that ultimately nomind rates will adjust accordingly.
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Granting Licences

When lands are made available to investors, there is usualy more than one applicant for each plot.
However, some applicants may not be suitable, either for technical, economic or other reasons.
Thus, the Licensing Agency hasto shortlist them. Next, there must be a procedure in place to reach
afind decison about who should receive the award. This may be arather tricky question.
Investment-related bidding parameters may be used, such as the length of seismic lines to be shat,
the number and the depth of the wells to be drilled, or smply the tota amount to be invested in the
Primary Period (exploration). But, obvioudy, this may lead to distortions in the invesment
programme. One aternative is bonus bidding.* In a competitive market bonuses will reflect the net
present value of expected excess profits net of tax. Hence, aslong as excess profits are collected
efficdently under this regime, one might be tempted to assume that bonuses would be relatively small.
But in practice non-proprietorid fiscal regimes are not very efficient at collecting rents; they are
designed to be dastic and, therefore, bonuses may actudly be huge. Consequently, bonuses tend to
diminish thered flow of investment. Findly, there isthe fact that bonuses collect expected excess
profits, which contradicts the generd rule that income taxes are to be paid on real, and not on
expected profits.

For these reasons bonuses have rarely been used in the United Kingdom, which, aswe shdl
see, provides the model of non-proprietorid governance; and when they have been used, they have
only played the role of tiebregkers. The sumsinvolved were margind. Basicdly, licences were
awarded through a process of negotiation, related to the work programme of the licensees and their
generd performance, the Licenang Agency — the Department of Trade and Industry (DTI) — taking
the find decision a its discretion. But this demands a highly quaified bureaucracy aswell asa
politica system with low levels of corruption and high levels of consensus. For this reason it would
not be acceptable in many parts of the world, where bidding is the only acceptable option. Then it
becomes a practical problem optimally to combine excess profit taxation with collective negotiation,
and to define the bidding parameters in the least ditortionary fashion.

! For obvious reasons, thisisthe preferred option of American authors. See, for example, Mead (1994).
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3.3 Proprietorial Governance

Proprietoria governance grants access to lands only if expected profits and fiscal revenues are
consdered satisfactory by both investors and natural resource owners. In principle, then, what was
said about private minerd governance obtains for public minerd ownership subject to proprietorid
governance. However, as we have seen, transaction and survelllance cogts play an important role,
and these costs are much lower in the case of public ownership. On the one hand, one central and
specidised Licensng Agency has an obvious advantage over agroup of dispersed and diverse
private landowners. Such an agency may employ a qudified team of experts, able to handle much
more sophigticated rent- collecting devices. For example, the Licensng Agency may congder afifty-
fifty profit sharing and do without a roydty, which may cause relatively modest additiona coststo
the tax-collecting agencies; but these costs would be prohibitive to the individud private landlord.
On the other hand, from the viewpoint of investors, it may be awaste of time and money to
convince an individua landlord to introduce some change in the usua lease contract, even if such a
change were to the advantage of both parties. It just may not be worth the trouble. But degling with
the state, the whole nationd territory is a stake, not asmall piece of land, and the prize to be won is
much bigger. Hence, the tenant companies may gpend much more on negotiating and lobbying the
landlord state. Therefore, public mineral ownership subject to proprietoria governance offersa
greater variety of posshilities than private minera governance; and one may aso expect the former
to be less stable than the | atter.

Thus, for example, with fifty-fifty profit sharing no new or additiond investment would be
made if the expected rate of return of the investment, before profit sharing, were not at least 30 per
cent. However, the margina ground rent on production would be zero. Therefore tons of mineras or
barrels of oil may be produced without making any profit; they may even be produced at aloss. The
latter may happen because a discovery turns out to be poor, but still good enough to recover part of
the investment; dternatively, in a depressed market there may be circumstantia commercia reasons
to carry on producing, abeit at aloss; or there may be contractual commitments to be honoured.
But, if there is no profit to share, why should the natura resource owner dlow thisto happen? The
answer isthat the sate is not only alandlord, and so may have to, or may want to, adopt amore
flexible stance towards investors. Nevertheess, the margina unit of output relates to the customary
ground rent in the same way as the margind investment relates to the usud profit rate. The latter is
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undermined whenever investors accept alower profit rate; the same obtains, mutatis mutandis, for
the natural resource owners and their customary ground rent. Worse, while even at alower profit
rate investors il recover their investment, a barrel extracted is gone forever. This brings us back to
the question of depletion and royaty. Furthermore, aflat royaty adds to operating costs and, hence,
to the short-term price floor. It brings pressure on the mining companies to redtrict output in order to
maintain a higher price and prevents a unit of production being lifted without paying ground rent.
Thus the naturd resource owner shares only the risk regarding prices but not regarding profits.
Therefore, there are good, though not necessarily compelling, reasons why one might expect a
customary royaty to exist in proprietoria governance.

But there are so good reasons for abandoning the smplicity of royalty-based fiscal regimes
when the fiscd take becomes very high. In that case the resdud profit may become too smdl for it
to function properly as the guiding criterion to produce or not produce an additiona barrel. Other
ground rent collecting devices may have to be brought in, on top of higher roydty rates, for example
diding-scale roydlties, higher income taxes, and even excess-profit taxes. These devices, however,
present dl kinds of problems, which we have dready mentioned. Most importantly, surveillance
costs increase dgnificantly and, at a certain point, the best option isto participate in the business—
ether through a public nationa oil company or as shareholder — so that the Licensing Agency is
provided with awindow on the industry. In Third World countries the principa arrangement of this
kind is known as a Production Sharing Agreement (PSA), between private investors and the
Nationa Oil Company (NOC), which usudly involves a diding-scae roydty with thetriggering
event related to accumulated expenditure and gross revenue (Johnston 1994). Ultimately, if profits
are dill too high, the best option may be to nationdise, i.e. to invert the landlord—tenant relationship
completely and to convert the private companies from tenants into service-providers to be paid, for
example, a certain amount per lifted barrel. Thereis, however, acodt to be paid, such asthelossin
efficiency and productivity thet this kind of arrangements may entail. However, it may be worth the
cog, sincethe Licenang Agency — together with its Agent, the Nationd Oil Company (NOC) —is
then in a pogtion to take the fundamenta decisons regarding the flow of investment, volumes and
prices. It isthus able to focus on maximising ground rent.

With nationdisation proprietoriad governance reachesits extreme. The State collects all

profits, whether as natural resource owner or asinvestor; and the state is free to decide on volumes
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and prices. Y et the participation of the Sate in the industry entails new problems of governance. The
survelllance of nationd public companiesis very different from that of foreign private ones. Theline
dividing the Licenang and rent-collecting Agencies from the tenant companies may become blurred,
and the evidence and arguments, which were so convincing againg the foreign companies, may lose
their persuasive power againg the nationa oil company. Or, vice-versa, the so easly dismissed
evidence and arguments of the foreign tenants, once they are taken over by the nationd oil
companies, may be perceived as very convincing, and may have to be taken serioudy. The same
appliesto foreign consumers. The nationa oil companies may act as intermediaries between both the
foreign companies and consumers, on the one hand, and the government on the other, transmitting
messages in both directions. The messages may be reinforced, toned down, filtered, or censored by
the messengers. In other words, nationdisation is not the end of the story but only the beginning of a
new chapter. New important players have entered the field of play, others have left, and the rules

have changed. Y et the game goes on.

3.4 Sovereignty
Inits most e ementary form sovereignty comes down to the power and, hence, the right to grant or
deny accessto land. Thereisno way to own a piece of land except through the sovereign power.
Once granted, accessis ill subject to the eminent domain right of the sovereign, even if thisright is
exercised in the form of private landed property. As dready stated, this is defined as the right to tax,
to police, and to condemn. Eminent domain rights are, of course, subject to rules defined by the
sovereign community. Thus, the grantees will need to take note of the governance in place and to
determine whether it will, or will not, alow them to defend their interests; and they will have greater
concern the more isolated, the less mobile, and the more profitable the grant turns out to be. Thisis
especidly the case with mining rights and, above dl, thisis the case with ail.

In the higtory of il the only example of stable governanceisto be found in the United
States, though it has certainly evolved over the century and a haf of its existence. But the landlord—
tenant relationship at its core and most notably the customary royalty rates have been very stable.
Notwithstanding private mineral property rights, the states have the authority to impose severance
taxes, i.e. production taxes economically identica to roydties but defined by law rather than by lease
contracts. They have to be paid on top of royalties. Their rates are, therefore, subject to the
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sovereign power of State legidatures. The states have exercised thisright, and afew increased the
applicable rates sgnificantly after the OPEC revolution of the 1970s. Excess profit taxation, on the
other hand, is traditionaly supposed to be settled once and for dl through bonus bidding. Therefore
the federa government has been extremey reluctant to fal back on it. Nevertheless, again under the
extreme circumstances of the OPEC revolution and its aftermath, in the early 1980s awindfal profit
tax was enacted. The right to police, to control and to regulate has been exercised in the mgor US
oil producing states ever since the 1930s, subjecting production to prorationing on conservationist
grounds and to condemn or to restrict private landed property rights whenever they became too
obstructive. Nevertheless the palitical and economic system of checks-and-baancesin place was
strong enough to deliver reasonable results through the years of deep depression and externd price
shocks, accommodating the occasondly high tensions between consumers, the producing
companies, and the natural resource owners.

In the oil-exporting countries such a complex palitical and economic equilibrium was not in
place. Concessions were granted, especidly in the Middle East, under colonia and imperid
governance. The sovereign rights of the conceding countries were reduced to their absolute
minimum. They were deemed to be sovereign enough to grant concessions but not to exercise their
eminent domain rights. Most importantly, of course, they were dripped of their sovereign right to
tax. In the Middle East it had * been a deeply embedded principle for the companiesto ingst on
complete exemption from taxation’ (Lenczowski 1960: 70) in concession contracts which were to
last up to 75 years — though these companies were subject to sovereign taxation in their home
countries. Smilarly, the international companies sat production volumes, in (informal) co-operation
with prorationing in the United States, in order to maintain prices at convenient levels (United States
Senate 1952: passim), without taking into consderation the interests of loca governments. More
generdly, in the Middle East — though not in Latin America— concessions were subject to
‘internationa law of civilised nations and internetiond arbitration.

From the beginning the ail-exporting countries chalenged this governance structure, which
the internationa companies had set up after the First World War. Ultimately they did so successtully,
for two reasons. Firdly, there was the generd collgpse of coloniad and imperia governance after the
Second World War. Secondly, the internationa tenant companies in the oil-exporting countries were

far too successful and, hence, hopelesdy isolated. They were dso immobile as oil was scarce or, a



Globd Oil and the Nation State - 79

the very least, unevenly distributed. Indeed, asit turned out reserves were concentrated in adozen
or o Third World countries. Hence, the internationa tenant companies could not resst the mounting
pressure from the emerging landlord states because their threats to go somewhere else became less
and less credible. In the end, with the OPEC revolution, the exporting countries succeeded in their
demand for ‘ Permanent Sovereignty over Natural Resources . They condemned the concessions,
which were taken over by nationd oil companies, and the foreign tenants were basically transformed
into production service providers. This process went hand in hand with an explosive growth of ail
prices and fiscal revenues. Once the tenant companies had been removed as intermediaries,
sovereign proprietoria interests of OPEC governments prevailed unrestrictedly over the interests of
foreign consumers,

The ail-importing countries were taken by surprise. Until then, security of supply and the
question of prices had been the responsibility of the international companies. But the governments of
the large consuming countries were quick to react. They creeted the International Energy Agency
(IEA), and began to work out a new governance of internationd oil in which ther interests as
consumers as well asthe interests of the internationd oil companies asinvestors would recover most
if not al of their former importance. To this end the developed countries have thrown their weight
behind bilateral and multilatera trade and investment treaties, embedding oil in genera governancein
order to dilute the bargaining power of the resource-rich countries within the globa economy. This
network of internationd treaties is designed to replace the ‘internationa law of civilised nations' of
the old days. At the sametime, the nationa oil companies have been targeted, in a strategy of
‘agency capturing’, in order to convert them from tax-collecting agents of the landlord statesinto
promoters of private foreign investment. New forms of upstream contracts, which usudly include the
nationa oil companies as associates, are replacing the concesson system of the past.

These new upstream contracts are designed as investment agreements, not concessions or
other forms of access to the natural resource; and the new legd internationa framework only
discusses the free flow of goods and investments. Not one word is said about natural resources.
Internationd arbitration is back on the agenda, but it now formally gppliesto both parties. Thus, on
the basis of abilateral investment treaty between Azerbaijan and the United States, for exanple,
Azerbajani investors in the United States have the right to sue the American government in
internationa courts. Mot importantly, this also appliesto the sovereign right to tax, even if indirectly.
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When an investor considers that atax increase is tantamount to expropriation, and its home country
does not explicitly deny this viewpoint, then it has the right to sue the host government in an
internationd arbitration court set up by the devel oped capitd-exporting countries. Ultimately, the
sovereign taxation of foreign investorsin ail is thus being subjected to the consent of the
governments of the consuming countries. To enforce these rules the nationa oil companies
associated with private investors assume the role of hostages and, since they are exporting
companies, there is dways something to sequestrate.

The new governance of globa ail, as this structure may be caled, again reduces the
sovereign rights of territoria states— but now formdly for all of them, developed or
underdevel oped, resource-rich or not — to its absolute minimum, to the granting of the rights of
access. Once they have been granted, eminent domain rights are embedded in internationa tregties.
At thisleve the consuming and capita-exporting countries are the most powerful, whereas the oil-
exporting countries are Smply equated to capital-importing countries. Should this trend continue to
prevail, the natural resource will be afree gift of nature no longer to loca peoples but to the global

economy.

3.5 Ricardian Rent Theory and Taxation

Ricardian rent theory, when it comesto public landed property, can be avery useful politica
manifesto. No longer must it be considered a perfect modd representing ared, yet imperfect,
world; initsradica verson it may now be promoted as a palitica programme for area and perfect
world. Governments can be advised and urged by professona economists turned consultants, to
focus exclusvely on differentid rents, to be careful not to go beyond that even accidentdly, and
never to engage in any attempt to impose a customary ground rent. Thisisimpossible anyway,
governments can be told, as Ricardo has scientifically demonstrated ages ago. Who dares to
doubt? Or, more modestly, who dares to question the validity of models based on * perfect
competition’ for aworld of public ownership?

In the internationd arena of the 1960s an important exemplar of this thinking was Professor
Addman of the Massachusetts Indtitute of Technology (MIT). At that time ol priceswerefdling,
and OPEC was engaged in negotiations with their concessionaires to stop the faling prices from
impinging on their ground rents, the prevailing arrangement being afifty-fifty profit sharing. Adedman
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was ready to discuss the decisive question: “Will Concession Revisions Put Up Prices?’. First he
indsted that rent aways, and only, congtitutes differentia rent. Accordingly, the landlord’ s share of
profit ‘ has no effect on the price because it has no effect on supply’. The reason was that *so long as
any profit expected after rent or roydty isless than enough to induce a private company to make the
investment, it isto the landlord’ s benefit to take alower roydty. For his dternatives are no
operation, and no roydty. The landlord, asresdua clamant, smply getswhat isleft, much or little.
His conclusion was that ‘the whole problem of rents and roydtiesis superfluous to the determination
of price’ (Addman 1964a: 104 ff. Itdics asin the origind).*

Adelman then went on to advise the negotiating parties that the new agreements should not
Specify any per-barrel amount. The formula should be more flexible, some kind of a percentage, but
‘even auniform percentage is probably too rigid’ (Adelman 1964a: 107). If OPEC had followed his
advice — which, aswe shdl seg, it did not — margina ground rent on investment would have been
zero. Later, in the 1980s and 1990s, Alexander Kemp of the University of Aberdeen has played a
gmilar role daming ‘an efficient tax system is one which is targeted on economic rents and collects a
share of them’ (Kemp, Stephen, and Masson 1997: 9). He considered royalty as outmoded,
regressve and inefficient.

Thus the whole weight of modern economics is thrown behind worldwide non proprietoria
minerd governance. Ultimately, minerds are supposed to be afree gift of nature not to some loca or

national community but to humanity. It required a Frenchman to say so:

The French idea admitted from the beginning that minerds, insofar asthey area
natural resource, could only belong to the community as awhole and not to a
particular individud .... It should aso be noted that, from the philosophica point of
view at leadt, the non-alocation of natural resources could also be extended to the
dtates themsdves by subgtituting the generd interest of humanity for the interests of
individuals comprisng these sates. (Montel 1970: 104; see also Maddin 1973: X)

Accordingly, only differentia rents would accrueto local or nationa governments, which are
supposed to open up their lands as soon as investors may be interested.

lg milarly Bradley: ‘ The various types of rental paymentswill not be included in this study as part of the cost of
crude because they are not causative elements in the establishment of price’ (Bradley 1967: 10).
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Playing Charades

Modern economics does not deal with land as such. Private landlords are considered non-actors,
and the public landlord is supposed to behave accordingly. Theideathat they might resurrect in the
second half of the twentieth century and, worse, become reincarnated as sovereigns joining together
inacatd and playing aggnificant and mogt active role, was Smply unimaginable. In the 1960s dl
energy economists forecasting oil prices agreed that OPEC was not worth their trouble. In their
price equations it was supposed to be a constant and, what is more, a constant equal to zero. Y et
OPEC turned out not to be a congtant but a variable and, worse, by far the most important one.
Everyone was taken completely by surprise by the OPEC revolution of the early 1970s,
including OPEC. Landlords — whether private individuas, or regiona or national communities acting
assuch — have asmilar theoretica understanding. Asfar as theory goes, they just take up whatever
economics may offer them, picking out the pieces that may be useful to underpin their needs. Thus
OPEC fdl back on conciliatory Ricardian rent theory regarding royalties as a compensation for a
‘wadting asset’, claiming that their ‘right to receive compensation for the intrinsic vaue of petroleum
is uncontestable’ (OPEC 1962: Res. IV.33). In Britain, Marshdl’ s conciliatory conception of
roydlties provided a Smple and persuasive moded for peaceful coexistence with landlords as
‘deeping partners . Y et the same mode provided OPEC member countries and their policy makers
with a powerful motivation to act, convinced that they were not getting their due share. Smilarly, in
its Declaratory Statement of Petroleum Policy in Member Countries, OPEC defined excess
profits as ‘ net profits after taxes which are sgnificantly in excess, during any twelve-month period, of
the level of net earnings the reasonable expectation of which would have been sufficient to induce the
operator to take the entrepreneurial risks necessary’ (OPEC 1968: Res. XV1.90). Once more, this
was an invitation to act. In the early 1960s OPEC member countries were perfectly aware of the
fact that they were not getting the best deal possible: after-tax profits were very high indeed. Y et
nobody had any idea where their insgstence on collecting dl Ricardian rents would actudly leed.
Anyway, the OPEC revolution would not and could not change the fact that in modern
economics land was ‘assimilated’ to capitd. To ‘de-assmilate land from capitd — i.e. to re-admit
land as athird factor of production —was out of the question. The only legitimate actorsin amodern
economy are entrepreneurs and workers. To ignore the issue of landed property is a matter of

dogma. Hence, the sudden price increases of the 1970s had to be explained within the existing
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theoretical framework. Thiswas done, on the one hand, by opportunely unearthing Hotdling's
article published in 1931 (Hoteling 1931). Now widely publicised, it explained these increases as
the consequence of the vaorisation of afinite natura resource. What happened to oil pricesin the
1970s would have happened anyway, with or without OPEC, due to scarcity (Gately 1984: 1100—
14). On the other hand, little publicised but much more interesting, Johany in his book The Myth of
the OPEC Cartel gave OPEC some credit, abeit only for the sudden price increase of 1973/4. He
argued that the ‘western oil companies were never one hundred per cent certain that their property
rights on crude oil deposits would not be one day in jeopardy, consequently, they extracted more oil
during the 1950s and 1960s than they otherwise would have; the result was lower-than-otherwise
prices . On the other hand, the oil producing countries ‘ do not face ownership uncertainty, and thus
have alonger time horizon which would dictate smdler amounts of output; the reult is higher-than
otherwise-prices (Johany 1980: VII).

Hence uncertain property rights were at the origin of the price explosion. Thiswas, indeed,
not an unknown problem to petroleum economics, as we have seen. In the history of American oil
the ‘rule of capture had been, on the contrary, a the origin of many a price implosion. Johany, for
his part, went on to conclude that though OPEC had been very useful in redefining these property
rights, there was nothing else to do. He, a Saudi Arabian citizen, suggested that the now usdess
Organisation should be dissolved (Johany 1980: 71). The bottom line is aways the same.
Landlords, a best, might have been actors in the past, but they now belong to the past and cannot
be tolerated, ideologically, as actors for the present. They may only be tolerated in disguise.

3.6 Politics and Natural Resource Ownership

The question of natura resource ownership and its relaionship to prices is definitely a question of
politics and not of economics. It is up to policy makers, whether they represent consumers,
producing companies, or landed property owners, to choose the economic model that suits them
best, and then go on to interpret it creatively. In private minerd governance Ricardian rent models
are used to judtify the underlying compromise. In the ail-exporting countries the policy may actudly
congst of maximising ground rent but, till, the same models are used. Though a certain moments
the euphoric landlords may wave their hands and boast about having pushed prices up, as soon as
they sober down, they step back in line and pretend that they have done nothing but make the
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market work, bashfully hiding their handsin their pockets. Findly, the policy of the consuming
countries may cons <, on the contrary, in sddlining the landlords in order to cut them out of the
socid fabric of the nationd or internationa economy. Y et this should not look like bloody surgery
but the naturd outcome of the invisible hand of the market. The transformation of proprietorid
governance into a non-proprietorial one will modestly be attributed to  competition’.

The same model may serve opposite policies, and different models may serve the same
palicy. The public debate on mineral governance, by its very nature, is of apolitica nature.
Arguments must be effective and persuasive to serve the right cause. They need not be relevant from
adrictly economic viewpoint; they may even be smply wrong, and till very useful; or they may be
right, but politically counterproductive. The point isto be palitically convincing in order to forge the
aliance necessary to implement the desired changes.

Regarding landed property rights, the mining companies may be compared with nomads
rather than settlers (Mitchell 1996). Their arrival in anew region gtirs up problems related to their
definition and crestes al kind of frictions, controversies, and possbly confrontations. Thisis
inevitably the case even in developed countries. The minerd riches underground attract them, not the
people. The importance of the newcomers may be disproportionate to the regiona economy. In this
regard oil is unique in itsincredible potentia to generate rents. And, even if there is nationally wdl-
established minera governance, it may not have percolated to the region, where it ill hasto be
assmilated economicaly, paliticaly and socidly. Obvioudy, this process is much more conflict-laden
in Third World countries, where foreign companies are associated with colonid and imperid
policies, an essentid part of which was to implant aminerd governance of their liking. What is more,
athough in the developed countries land has long been associated to capitd, in Third World
countries cagpitd had till to be associated with land. The companies were leading the way to
capitaliam.

Worldwide the nomadic international companies have to ded with, to co-operate with, to
contain, to defeet, or to arrive a an understanding with an astonishing diversity of people and
ingtitutions, revolutionaries and counter-revolutionaries, environmentaists, guerrillas, landlords of
feuda vintage and, last but not least, regiond or national communities and their governments,
democraticaly eected or not. They have only one thing in common: they happen to be the surface
dwellers of minera lands.
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4 THE INTERNATIONAL OIL CONCESSION SYSTEM

In this chapter we present the international concession system, the first governance structure of
internationd ail, asit evolved in the firg haf of the twentieth century culminating in fifty-fifty profit
sharing. This structure began to evolve more or less smultaneoudy in different parts of the world.
However, these parts were linked to each other from the very beginning through the internationd oil
companies and their home governments. They aso provided, therefore, the first links between the
exporting countries. As aresult asurprisngly homogenous governance structure emerged. To study
its evolution, Venezuda, the most important exporting country in this period, provides the best
darting point.

4.1 Venezuela

Venezudan mining laws, alegecy of colonid times, were modernized in the second haf of the
nineteenth century following the liberal French patterns. Thus, the Exposition of Motives of the 1909
Mining Law stressed the ‘ security given to the operatorsin their concession’, ‘the freedom granted
to them to work the mines, since the fewer obstacles, the better’, and ‘ the facilities they are offered
to acquire concessons . Concessions were granted for a definite term, but with an option of renewal
‘so that their owner, pressed by the ending of the term stated in the contract, does not attempt to
destroy or misuse the remaining minera resources with aview to extracting from the mine the
greatest product in the least possibletime’ (quoted in Egafia 1979: 216-17). And, of course, the
mines had to be worked; if not, the concession would expire.

Moreover, concessions were legally concelved as contracts ‘ so that the tax does not vary’ .
The principle was that the tax had to ‘be moderate as well as equa for dl contributors, taking into
account that ‘there is no property more risky than that of mines’ (quoted in Egafia 1979: 216-17).
However, contrary to thislibera spirit, on private lands the concessionaires had to pay the surface
owners onethird of their profits. Apparently Congress, not the government, introduced this legd
requirement. The Minigtry of Development objected to it on the grounds that:

Such a precept condgtitutes an obvious restriction since nobody should provide the
money, credit, intelligence, activity, persaverance, in short the whole materid,
intellectud and mord affluence required for success in undertakings of this sort only
to find that subsequently, no less than athird of the profits has to be handed over to
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apartner who is forced upon the management and who neither works, contributes,

nor risks anything. (Mérquez 1977: 49)

On request from the government, the Supreme Court declared this stipulation uncongtitutiona.
Regarding the resarvoirs, the surface owners had no proprietary rightsto clam.

The 1910 Mining Law, even more advantageous to the investors, offered the former
concessionaires the opportunity to adapt their title deeds to the new Law, which they did. Hence,
the seven important oil concessions granted between 1907 and 1912 were based, until 1943, on
that Law. They were granted to Venezuelan citizens acting as intermediaries. They dl ended up in
the hands of Royal Dutch-Shdll. Until its nationdisation in 1976, this company extracted from them
the mgjor part of its production in Venezuea

Theinitial areas of these concessons varied between 50,000 and 27,000,000 ha. Yet at the
end of the exploration period — the *primary period’ between two and eight years — the
concessionaires had to sdect plots of 200 ha, which were then converted individudly into
exploitation concessions — the * secondary period’ to last for 30 to 50 years. They were subject to a
surface tax of one bolivar per hectare per year. Much more important, however, was an
exploitation tax of 2.00 Bs/t, or Bs. 1,000 per exploitation concession, whichever was higher.
Thus, as aminimum, the concessionaires would have to pay Bs. 6.00 per hectare per year." They
were exempt from al other taxes, but they were subject to Venezuelan laws and courts, and the
Cavo clause gpplied. The exploitation tax, at that time, was Smply atax, and in itsform — afixed
amount per unit — it was identical to what was then usud, ether in agriculture, cattle breeding, or in

mining generdly.

National Mineral Ownership

The firgt successful well was drilled in 1912, though production was delayed because of the First
World War. Y et the war also demongtrated the extraordinary importance of oil in modern warfare
and industry, and the interest of foreign investorsin Venezuelan ail intengfied. Likewise, the
Venezuelan government took acloser look at its ail policy. Last but not leest, there was dso the
ongoing Mexican revolution and its ail policy.

' The gold parity of the bolivar was then Bs./US$ 5.20.
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Indeed, in 1917 — the first year of exports— the Minister of Development, Gumersindo
Torres, decided temporarily to sugpend the granting of new concessions to study the Situation
thoroughly. Otherwise future generations, he argued, would rightfully blame the present ones for ‘ not
having been able to take care of our nationa wedth’. According to the Minigter, ‘until recently we
rushed blindly into oil exploration and exploitation contracts and consequently the Nation received
few, or no, advantages from them’ (Torres 1918: XVI-XIX). In Venezuea, he concluded, the
Treasury did not receive anything for the exploitation of oil reservoirs gpart from the usud tax.
‘“However, the concept of atax is different from that of a payment derived from contractua
dipulation in return for the use of anationd property’. Hence, ‘the companies pay nothing for the
right to exploit the reservoirs, asthey do in dl other countries, be it to the landowners buying or
leasing ail lands, or beit to the State, if the lands are public’ (Torres 1920: XVI-XXII).

The ‘other countries the Minister referred to were, of course, the two biggest oil-producing
countries at that time, Mexico and the United States. The liberal conception, according to which
there was only a State/taxpayer relationship between the concessiongranting state and the
concessionaires, was abandoned. The new conception of public ownership was anational one,

concession contracts establishing in the first place a business relationship.

Concession Dealers, Landowners, and the State

Torres did not question public minerd ownership, nor did he oppose the trade in concessions, with
Venezudan citizens acting as intermediaries. However, he believed that on private lands the
landlords should have a preferentia right, though he was dso worried that they might sdll their
concessions at too low prices. Hence, he concluded, ‘the urgent need to create in the Ministry of
Development the Department of Oil’ (Torres 1918: XVI11-XXII) to assst themand to strengthen
their bargaining power. Obvioudy, Torres reference was Mexico. He was thus somewhat at odds
with the despotic ruler of the country, Juan Vicente Gdmez, his rlatives and politicd friends, al of
whom were interested in the concession trade and unwilling to concede such a preference to any
landlord.

On the other hand, Vicente Lecuna, a banker, was opposed to any concession trade. The
date, he believed, should grant concessions directly to the producing companies and for the

exclusve benefit of the Treasury. His reference was the new Minerd Land Leasing Law in the
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United States, which, according to his estimates, would on average result in aroyaty of 15%2 per
cent. He considered this percentage the minimum acceptable for Venezuela, as the country had no
modern industry. As an ail-exporting country ‘it only keeps the participation the law demands for the
Republic’ (Lecuna 1975: 8), he told Juan Vicente Gomez.

The first Hydrocarbons Law was passed in 1920. It incorporated elements from both
references, Mexico and the United States. Landlords obtained a preferentia right to concessonson
ther lands, though this right was limited to one year. As a matter of fact it only lasted nine months, as
it was abandoned in the new 1921 Law of Hydrocarbons. Landlords then had to compete again
with Gomez, hisrelatives and politica friends. At the same time, however, the 1920 and 1921 Laws
of Hydrocarbons established relatively high roydty rates. Not surprisingly, then, concession deders
and oil companies soon united in promoting athird Law of Hydrocarbons, in 1922, to reduce them.
Once more it offered the former concessionaires the opportunity to adapt their title deeds. Those
who had acquired concessions in recent years did so. Shell, with its older concessions, stuck to the
more favourable 1910 Mining Law.

The 1922 Law of Hydrocarbons suffered only minor changes until 1943. Concessions were
limited to ten thousand hectares. There was a Signature bonus, according to geographica location, of
Bs. 0.05 to Bs. 0.10 per hectare. The exploration period was three years. Theresfter, the areawas
divided into plots of 200 ha, and the concessonaires had the right to choose at their discretion half
of the plots, which were converted into exploitation concessonsto last forty years. There was
another bonus to be paid, of Bs./ha 1.00 to Bs./ha 2.00. There was dso an annua surface tax,
garting at Bs/ha 1.00 to Bs./ha 2.00 increasing to Bs./ha 2.50 to Bs./ha 5.00 for the |ast ten years.
Royadlty rates were set at 7%/2to 10 per cent. Regarding the relinquished areas — so-called ‘ nationa
reserves — the government was supposed to negotiate the best possible ded for the Nation, i.e.
higher rentals and roydty rates.

These concessons ended up mainly in the hands of American companies. Though they were
latecomers and had to pay higher ground rents, they succeeded, as it turned out, in getting the better
part of Venezuelan ail: the rich reservoirs beneath Lake Maracaibo. By the end of the 1930s Creole
(Standard Oil of New Jersey; SONJ) controlled 50 per cent of Venezuean production, Shell 35 per
cent, and Mene Grande (Gulf Oil Company) 14 per cent. In 1936-37 the latter sold a 25 per cent
share to SONJ, and another 25 per cent to Roya Dutch-Shdl, which was related to the
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world-wide setting up of the international petroleum cartel. The monopoly of these companies,
however, was not based on large concessions but on thousands of small ones. Up to the Second
World War the government granted some 8,500 concessions and, as arule, they were granted first
to Venezuelan citizens or concessionttrading companies. Gomez, his rdatives and friends, somewhat
illegaly, were particularly active and successful in dealing with the * nationd reserves . From 1920 to
1938, concesson deders made Bs. 177 million in cash and Bs. 32 million in shares, gpart from the
royalty payments they would enjoy for many decades.! This was asignificant amount of money. It
possibly represented as much as 30 per cent of the total of rents and royalties paid by the
companies, with the remainder accruing to the government (Mommer 1991 170).

The 1943 Petroleum Reform

In 1928 Venezuda, overtaking Mexico, became the biggest oil-exporting country in the world, and
the second biggest producing country after the United States. This was the period of the Great
Depression when the traditiond export-oriented agrarian economy suffered a severe blow. But the
oil sector was much less affected, and soon stabilised. Thus oil in its double role as an industry, on
the one hand, and as a source of fisca revenues, on the other, became of overwhelming importance.
Venezuela became an oil country. Moreover, in 1934 the United States deva ued the dollar but,
thanks to its oil bonanza, Venezuela was one of the few countriesin the world that did not follow
suit. The gold parity of the bolivar, previoudy at Bs/US$ 5.20, was now Bs./US$ 3.09.
Consequently, the companies had to significantly increase their spending in dollars to spend the same
amount of bolivares. Accidentaly, the gap between the fixed royaty as defined by the 1910 Mining
Law, and the percentage royalty as defined by the 1922 Law of Hydrocarbons, was closed. Bs/t
2.00 no longer represented US$ 0.38 but USS$ 0.65, whereas percentage royalties were unaffected.
The country clearly benefited from not devauing — though it was the degth sentence for the
traditional export-oriented agrarian economy.

The time had come to control and regulate. In 1929 Torres, again Minister of Development,
founded a new Section within the Ministry, which specidised in ail, the Servicio Técnico de
Hidrocarburos. Its personnd studied and trained in the United States. It was in charge of

Yin earlier yearsthe intermediaries got only a down payment. After 1926 a2 1/2 per cent overriding royalty
became customary. (Revista del Ministerio de Fomento 1939)
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implementing and supervising the Regulations of the Law of Hydrocarbons, which were enacted that
year. The Treasury was aware of the fact that fisca revenues could increase sgnificantly by just
collecting exigting taxes more efficiently. For example, the companies were now obliged to measure
volumes at the wellhead so that subsequent losses through accident or seepage would not affect
roydties. Of course, tensons and conflicts ensued. Moreover, the death of the despot GOmez in
1935 put a new complexion on the stuation. The following year modern political parties emerged
and discussed development policies, even though Generd's continued to govern the country. It was
in 1936 that Arturo Udar Pietri coined the famous catch phrase sembrar el petréleo — ‘sowing the
oil". Import taxes were no longer considered smply taxes but important policy instruments.
However, the oil companiesingsted on their contractud right of exemption from taxation, which was
repestedly acknowledged by the Supreme Court.

The government once more suspended the granting of concessions. Manuel R. Egaiia,
Minigter of Development, declared ‘the right of the State to the greatest possible share in the wedlth
of itssubsoil’ (Egaia 1939: XI. Itdicsin the origind). The yield was to be used to attract aquaified
immigration to the sparsely populated country and, generdly, to encourage and to promote
economic development. In one way or ancther, the legd, economic and poalitical framework had to
be adjusted. Though the companies were unwilling to co-operate, with the outbreak of the Second
World War Venezudan oil became of dtrategic importance to the Allies. In 1942 President Medina
Angarita sent a persond |etter to Presdent Roosevdt informing him that the Venezuelan government
had decided to go ahead with reform, with or without the co-operation of the companies. Still
remembering vividly the Mexico debacle, the United States government asked the companies to co-
operate.

Negotiations culminated in the 1943 Law of Hydrocarbons. The companies agreed to an
immediate increase in royalties, from an average of about 9 to 16.67 per cent (one sixth). They
aso agreed to be subject to sovereign taxation. Hence, the issue of import taxes was settled.

What is more, the government simultaneoudy passed an Income Tax Law setting the relevant
rate at 12 per cent. Thistax would ultimately affect not profits but fisca revenues in the United
States, the UK and the Netherlands. Moreover, as part of the deal, SONJ and Royal Dutch-
Shell agreed to build two huge refineries in Venezuda after the war. In exchange, the old

concessions were renewed for forty years.
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The reform was a complete success. It may be summarized in afew words: The
Venezuelan date, as sovereign and as natura resource owner, was put on the same levd, in its
rights and in its obligations, as the sate on federd lands in the United States; the same was true
mutatis mutandis for the companies.

Concession Deders and Landowners. The 1943 Law of Hydrocarbons also put an end to

the concesson trade. Concessions were to be granted directly to the producing companies.
Regarding the landlords, the Exposition of Matives condemned *the vacillations that gppeared in
some of the firgt mining laws, which tended to ignore the congtitutiond principle of the country’s
uninterrupted tradition regarding State ownership of mineral resources’, and reasserted ‘the principle
that the owner of the surface as such, has not the dightest right over the underlying mineral deposits
(quoted in Gonzdez Berti 1967: 30). Y et acquired rights were never contested. With the renewa of
the old concessions afew lucky concession dealers and their heirs continued to enjoy thelr

overriding royaties until the nationaisation of the industry in 1976.

In Quest for Stability

Qil in Venezudawas thus ona par with the United States. The American Embassy in Caracas and
American advisors had played amgor role in the reform. Three of them deserve a mention: Max
Thornburg, Petroleum Adviser to the US Department of State, and Herbert Hoover Jr. and A. A.
Curtice, two private consultants. In areport to the government, Hoover and Curtice justified the
customary roydty of one sixth on the grounds thet, including the usud renta payments, it would
result, on average and over the life span of a concession, in afifty-fifty profit split, a point which was
taken up by the government in the Expodtion of Matives of the Law. The same American advisors
aso pointed out in their report that taking into account generd taxation, most importantly income
taxes, the profit split would be 60:40 in favour of the government. At pre-war prices, thiswas
probably not too far from the truth. However, prices had increased with the Second World War,
though the American government froze them during the War, and they were expected to increase
further after the War. Accordingly, in new bidding rounds in 1944-45 the competing companies
offered royadty rates up to one third, and paid Bs. 200 millions (US$ 60 millions) in bonuses.
Obvioudy, & higher prices the government’ s take would be relatively lower as Pérez
Alfonzo, the spokesman of asmall oppaosition party, Accion Democrética, pointed out in Congress.
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The government replied to his criticism with a reference to the aforementioned report, which stated
that income taxation ‘as applied in other countries, is used as a control over excess profits obtained
by individuas and commercid enterprises. If used wisdy this tax can become another guarantee for
the Nation of itsfair share in the profits of Venezudan industry’ (El Pais 28-12-1946). In October
1945, a coup d' état brought Accion Democréticato power, and Pérez Alfonzo became Minister of
Development. In December, the Junta decreed a 20 per cent income surtax, which was transformed
the following yesar, after aNationd Congtituent Assembly had been dected, into a permanent reform
to the Income Tax Law. The relevant rate was increased from 12 to 28.5 per cent. President
Rdémulo Betancourt in amessage to the Assembly justified this increase quoting Hoover and Curtice.
Without it, he argued, the government’ s share would have been far below 60 per cent. But he also
promised gahility:

Without ignoring that the faculty of taxation conditutes one of the essentid attributes

of National Sovereignty, the Reform, which we present for consderation by the

Nationa Condtituent Assembly, will be able to ensure for along period the fair

participation of the State and the Nation in the profits obtained by the extractive
indugtries. (El Pais 28-12-1946)

However, the government’ s take in the profits of Creole and Shell was till below 60 per cent, and
prices were soaring. In the most prolific concessions belonging to Creole and Shdll, it was even
dightly below 50 per cent. But Betancourt had promised stability and, most importantly, with the
income tax rate at 28.5 per cent, any further increase would have been beyond US levels and,
hence, strongly resisted by the companies.

But stahility required some customary ground rent. A roydyty rate of one sixth donewas
definitey not afeasible option. Moreover, income tax had become an important part of ground rent
and, worse, one that was set in a sovereign manner, which was of mgjor concern to the companies.
How to put the lid on it? Creole (SONJ) spotted the opportunity first: what could be better, more
gppeding and persuasive than afifty-fifty profit solit? The government accepted. The tax experts of
the industry ‘ co-operated in drafting legidation requiring them to split the profit difference with the
government in any year in which norma taxes and royalties leave the companies with a bigger take
than the tax collector’ (Fortune 1949: 177—78). This so-caled additional tax of 50 per cent was
introduced in the Income Tax Law in 1948. Asaresult, the profit split would dways be at least fifty-
fifty. Moreover, the companies agreed voluntarily to pay thistax retroactively for the years 1946—
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47, thus suggesting that there was some kind of business transaction, though a sovereign Nationa
Ass=mbly had enacted the additiond tax.

Next, history had to be re-written. The government now declared that the income tax
increase of 1946 had failed to achieve ‘the objective of a50 per cent profit share for the country’,
whereas the additiond tax, a last, would ‘ consecrate the principle that the Nation’s share cannot be
less than that of the companies (Vdlenilla1973: 206). In their writings, the Accidén Democrética
party leeders, and most notably Pérez Alfonzo and Betancourt, from now on would insigt that they
never had asked for more than afifty-fifty profit split. The internationa oil companies, on the other
hand, played their part in the trade press. Fortune, in aremarkable article gave the new version of
the events that led to the *fifty-fifty agreement’ in Venezuda Regarding the 1943 Hydrocarbons
Law, the article Sated, the loudest opposition to the legidation came from Accion Democrética
Though this party ‘asked for no more than afifty-fifty share’, it argued that, should the price of ail
rise materidly, ‘the 16.67 per cent royaty formulawoud not give the government an even break’
(Fortune 1949: 177-78). Hence the revolutionary government of Accidén Democrética— the firgt
democraticdly eected government in Venezuda— was supposed to have succeeded where the
ancien régime hed failed.

A new customary ground rent had been born. According to Fortune, Creole and Shell
expressed themselves * as reconciled to thisded’. In generd, ‘the oil industry — and Creole most
emphaticdly — does not worry so much about the effects of the fifty-fifty tax law as it does about
future politicians who may have sixty-forty or even seventy-thirty ideas (Fortune 1949: 177-78).
Indeed, Creole, i.e. SONJ, was dready involved, as we shdl see, in consolidating the new reference
internationaly. But the new Venezuelan government — amilitary government since the government of
Accion Democrética had been overthrown by another coup d’ état in 1948 — would not be idle
ether.

In 1949, Middle East il production overtook that of Venezuela. Thefiddsin the Middle
East were much more prolific, and rents and roydties were much lower. In Venezuea output was
counted by the hundreds of barrels per well per day, but in the Middle East by the thousands.
Middle East ail, beyond any doubt, could be athreat to Venezuela, afact that the internationa
companies were keen to point out. Joseph E. Pogue, afamous oil specidist closaly linked to SONJ,
took on thistask in awell-publicised lecture in Caracas ddivered in March 1949. Competitive
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pressure, he argued, might force the Venezuelan government to reduce costs in one way or another
(Pogue 1949). Among his audience was Manud R. Egafia, again Minister of Development. Deeply
worried, he decided to act. He gppointed a delegation to visit Saudi Arabia, Egypt, Irag, Iran, and
Kuwait, as he believed that — contrary to what Pogue was suggesting — it would be possible ‘to
achieve a balance of competing forces whereby benefits can be obtained for the peoples of the
Middle East without detriment to the economic position of the people of Venezuela (Egafia 1949a).
The delegation was to hand over copies of dl legd texts relevant to Venezudan oil aswel as
invitations to the first Venezudian Oil Congress, to be organised jointly by the government and the oil
indudtry in the near future.

Conclusions

In the firgt haf of the century Venezudan oil policy was very successful. Landlords, even in their
heyday, did not get more than concessions. Thus public ownership was a arting point for oil
exploitation, which spared the country the Mexican turmoil. Venezuela dso benefited from the
debacle of the internationd oil companiesin Mexico. Finaly, there was the Second World War to
complete a picture favourable to reform in Venezuea.

And there was the secular rise of income tax. US corporate income tax rates increased from
nil a the beginning of the century to 38 per cent after the Second World War; discounting the effect
of the depletion alowance in petroleum production, it was dill arise from nil to 27.55 per cent.
These rates aso applied to profits of American companies esawherein the world as far asthere
was no, or only alower, nationa income tax. The Stuation in Europe was Smilar. Hence, there was
adrong incentive for a country like Venezudato collect income taxes at comparable rates.

Moreover, income taxation dso entailed a very sgnificant increase in the amount of
information made available to the Venezudan landlord sate. Profit sharesin any given year became
public knowledge and, inevitably, would become the centre of attention. Thus, contrary to what
happened in the United States, where historically a vague reference to a 50 per cent profit share, on
average and over the lifetime of alease, gave way to customary royalty rates, in Venezuelathe one
gixth royalty rate coupled with vague references to profit shares would give way to ausud yearly
profit share of 50 per cent — or, & leadt, that was what the internationa companies intended.
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4.2 Middle East

The concession system in the Middle East was of colonid and imperid origin. When Persa granted
the D’ Arcy concession, in 1901, the country was divided into spheres of British and Russan
influence. In Irag the tug of war for oil concessons began under Turkish rule; then the country was
under a British mandate when the most important concession was granted to the Turkish Petroleum
Company (TPC) in 1925. The sheikhdoms of Bahrain (1930), Kuwait (1934), and Qatar (1935)
granted concessions under British rule. Only Saudi Arabia, which granted its most famous
concesson in 1933, was an independent kingdom. Every single concession covered alarge part, if
not dl, of the national territory of these countries. The concession term varied between 55 years
(Bahrain) and 75 years (Irag, Kuwait and Qatar), and there were only vague provisions for
relinquishment. Hence, the history of Middle East il islargely the history of afew concessions.
However, there is one of outstanding importance in the development of the governance of

internationa oil: the TPC concession in Irag.

The TPC Concession in Iraq

German, British, and Dutch interests struggled for oil concessionsin Irag a atime when it was il
part of the Turkish Empire. Early in 1914 they overcame their differences and joined together in the
Turkish Petroleum Company (TPC). Halfway through that year, with the help of an Armenian
intermediary (C. S. Gulbenkian), TPC succeeded in extracting from the Turkish government avague
promise for a concession. Gulbenkian, in return for his services, was to be awarded a share in the
company.

Then came the First World War. After the war, the Stuation was quite different. Germany
had been defeated, the Turkish Empire had disintegrated, and Irag was a British mandate. Britain
considered the pre-war Turkish promise of aconcession to be binding on the new post-war Iraq
government, and in the 1920 San Remo Agreement the German interests in TPC were transferred to
France. This country, in return, guaranteed the free passage of Iragi oil to the Mediterranean across
its mandated territories, Syria and Lebanon. But the San Remo Agreement had |eft out one
important victorious power, the United States, which at that time was anxioudy looking aoroad for
new supplies. The US government demanded an * open door palicy’, i.e. (1) that the nationds of all
nations be subject, in the mandated territories, to equd trestment in law, (2) that no economic
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concessions in any mandated region be so large as to be exclusive, and (3) that no monopoalistic
concession relating to any commodity be granted’ (United States Senate 1952: 51). Moreover, the
Americans ‘ proposed aplan for effecting the ‘ open door’ patterned dong the lines followed by the
United States Department of the Interior in the sde of Osage Indian lands. Under the plan TPC,
within 2 years from the date of confirmation of a concession by the Irag Government, would have
selected for its own exploitation a total areanot to exceed 12 blocks, the area of each block not to
exceed 16 square miles (United State Senate 1952: 55). The balance of the concession, supposed
to cover the whole country, would then have been open for subleasing to any and al companies
interested in oil concessonsin this area

The US scheme lapsed, but in 1922, American companies were granted in principle a share
in TPC and, a last, in 1925 the company got a huge concession covering an area of 35 thousand
square miles in the north. TPC was to gart exploration within eight months and to build an export
pipeline as soon as oil was discovered in commercid quantities. Royaty was set at four shillings
(gold) per ton. It wasto be adjusted twenty years after the commencement of production, and every
ten years thereefter. If profits were increasing, the royalty would be raised accordingly up to a
maximum of sx shillings per ton; conversdly, it could be lowered to aminimum of two shillings per
ton if profitsfell. The contract aso established that ‘no other or higher taxes, impositions, duties, fees
or charges ... shdl be imposed upon the Company’ (Stocking 1971: 132), but only asfar as specia
petroleum taxes were concerned. The company was subject to general taxes as far asthey were
‘ordinarily imposed from time to time upon other industria undertakings (Stocking 1971: 132). Last
but not least, any doubt or controversy between the contracting parties was to be submitted to
internationd arbitration. Both parties would gppoint an arbitrator, and the two arbitrators would
gppoint areferee as atiebresker. Their decison wasfinal. The contract was based on the
‘internationa law of civilised nations and no relevant nationa law was acknowledged.

Thereis no doubt that the Iragi government had benefited from competition and rivary
between the European powers, the United States, and the companies. The fixed royaty was high
compared with Mexico and Venezuela, and even more so compared with neighbouring Perda. This

flat rate might have been, | believe, the equivaent of aroydty of one sixth of the then supposed
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vaue of Middle Eastern crude in the Persian Gulf.* However, transformed into afixed royalty per
barrd, the information to be given to the Iragi government was minimised. It only had the right to
check volumes, not prices. The presence of US government officids so explains the favourable
arrangement regarding genera taxation, which has to be seen againgt the background of the 1901
D’ Arcy concession, which granted complete exemption from taxation. However, things were about
to change. Once the American companies got their share, their government retrested. The
companies, not surprisingly, were keen to close the door. And in 1928 there was findly an
agreement on the shares in TPC. Anglo-Persian Oil Company (APOC),? Roya Dutch-Shell,
Compagnie Francaise des Pétroles (CFP) and Near East Development (US interests) got 23.75 per
cent each. Theremaining 5 per cent, without voting rights, went to Participations and Investments
(Gulbenkian). At the time production started, in 1934, the Near East Development had been
reduced to two shareholders of equa standing: SONJ and Socony Vacuum (Mohil).

The associates now asked for areview of the concession contract, which was granted in
1931. On the one hand, the contract was purged of al traces relating to the origindl American ‘open
door’ policy such as sub-leasing blocks to competitors. On the other hand, ‘ generd taxes were
fixed contractudly at 3.6 to 4.8 pence per ton on top of the fixed royalty of four shillings and, with
immediate effect, there was a shut-in royaty of £400,000 (gold).

Persia

Already in 1914, the participants in TPC agreed not to compete within the confines of the Turkish
Empire but to apply together for concessons. This agreement was renewed by the associatesin
1928 and became known asthe ‘Red Line Agreement’ (the relevant area was demarcated by ared
line on amap). Hence, TPC intended to set a standard within that area. But this new standard was

! Thereisno piece of documentary evidence to sustain my belief, but it is based on the following facts. (1) One
sixth was the customary royalty ratein Osage leases, used as reference by the American government. (2) In the
case of Iran (see below), there is documentary evidence that 4 sh. (gold) per ton wasjustified as the equival ent of
aroyalty of one eighth. However, this wasafter the devaluation of the British shilling, which would be consistent
with aone sixth royalty before devaluation. (3) In 1943, in the case of Venezuela, there is documentary evidence
that the American government insisted on aroyalty rate of one sixth, in opposition to the companies offering
only one eighth. — Mikdashi (1966: 62) claims that the reference was one eighth, but the only evidence he
presents refersto the case of Iran.

2 APOC acquired the D’ Arcy concession in 1908.
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a odds with the oldest concession in the Middle East, the D’ Arcy concession, granted in 1901.*

D’ Arcy, aBiritish citizen, transferred the concession in 1908 to APOC, and in 1914, on the eve of
the First World War, the British government became a mgority shareholder in the company. Asit
turned out, this was the most successful concession in the Middle East up to the 1950s. In the 1920s
Persia became the fourth biggest oil producer after the United States, Venezuda, and the Soviet
Union, and the third biggest ail-exporter after Venezuela and the United States. Output per well
averaged 13,000 b/d. Costs were low enough to offset the disadvantage of its geographical location
and even ensure extraordinary profits (Mikdashi 1966: 42).

The most important payment to the government was a 16 per cent profit share. In 1931,
with the Great Depresson and low oil prices, this percentage represented only £ 310,000. That
year, in neighbouring Irag |PC agreed to a shut-in roydty of £ 400,000 — whereas Persawas
producing 5.7 million tons. After years of avery strained relationship, the Persan government
decided to cancd the concession to force its renegotiation, and this resulted in the first major
confrontation in international oil — apart from the Bolshevik Revolution — between an exporting
country and itsinternational tenant (United State Senate 1952: 55-56). The concession was
renewed in 1933.2 The new contract provided for afixed royaty of four shillings (gold) per ton, a
20 per cent share in dividends, and a shut-in roydty of £ 750,000. In return, the new APOC
concession was extended for another sixty years. Thus, the origina D’ Arcy concession, aso granted
for gxty years, was effectively extended for an additiond 32 years.

Though there is no doubt that the country was now better off, the four shillings (gold) per ton
royaty was agreed after the 29 per cent devauation of the British Pound. This difference was
barely compensated by the 20 per cent share in dividends. Moreover, this was a renegotiation of a
most successful concession. Hence, Persa should have received a sgnificantly higher ground rent
than Irag, but it did not. The country had a poor dedl.

Other Early Concessions

In 1930 Bahrain granted a concession to the Bahrain Petroleum Company (BAPCO), a 100 per
cent subsdiary of Standard Oil Company of Cdifornia (Stancd). It provided for afixed royaty and

! For the ori ginal contract see Société des Nations (1932).
% This agreement was al so published by the Société des Nations (1932).
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contractualy fixed generd taxes amounting roughly to four shillings and sixpence per ton. However,
payments were established in Indian rupees, without a gold guarantee. In contrast, Saudi Arabia, an
independent kingdom, was able to benefit from the discovery of ail in neghbouring Bahrain in 1932,
Stancal, in this case, had to compete with IPC. Although in the end the concession was granted to
Stancal in 1933 — founding Cdifornia Arabian Standard Oil Company (Casoc) — the company had
to agree to afixed roydty defined not in Indian rupees but in British shillings. Moreover, there was a
gold guarantee and — fortunately for Saudi Arabia— the 4 shillings per tonwas agreed before the
devauation of the British pound.

Kuwait came close to benefiting from the competition between APOC and Gulf Qil
Company. But these companies reached a prior agreement to form ajoint venture, the Kuwait Oil
Company (KOC), with a50 per cent share each, and they also agreed on the terms to be offered to
the Kuwait government (Mikdashi 1966: 82 ff). In Qatar the only applicant was |PC (TPC changed
its name to Iraq Petroleum Company in 1929). The concession was granted in 1935 to its
subsidiary, the Qatar Petroleum Company (QPC). In Qatar and Kuwait, rents and taxes were
badcdly the same asin Bahrain. They were fixed in Indian rupees. Roughly equivaent to 4 shillings
6 pence per ton but without gold guarantee, they were exposed to inflation and depreciation of the
Indian rupee. Anyway, though exploration in Qatar and Kuwait woud soon be successtul,
production was delayed by the advent of the Second World War.

Conclusions

In the inter-war period the reference of four shillings emerged in Irag, well ahead of red
developments on the ground and as a reflection of the customary royaty rates of one sixth and one
eighth in the United States. However, what endured was not the reference in the background but the
number in the foreground written into the contracts. Its spill-over effect was strong enough even to
penetrate Persia, the political and economic supremacy of the British Empire notwithstanding.

Those 4 shillings were watered down significantly in later contracts, either by the devaluation
of Sterling or by being paid in Indian rupees without gold guarantee. What next? Though uncertainty
was high, it was dready becoming clear that some common pattern of oil concessonsin the Middle
East had to emerge. The governments of that region, inevitably, would compare their concessons

with those of their neighbours. In other words, whereas in British cod and American oil convergence
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was the result of a continuous flow of invesment into margina lands, in the Middle East things were
different. A handful of concessions granted by some governments to afew international companies
turned a customary ground rent into a political necessity. This necessity was strengthened, of course,
with the development of the international petroleum cartel. Only afew months after the 1928
agreement with TPC, the three largest oil companiesin the world — Roya Dutch-Shell, APOC and
SONJ - reached the so-called * As Is Agreement’, according to which everybody would be satisfied
with its present share in the market. Gulf, Stancal, Socony and Texaco adhered to it later. Together
the * Seven Sisters’ would control world petroleum markets, with the exception of the United States
where the fragmentation of private landed property and anti-trust legidation made thisimpossble.
The control of US production could only be achieved through the intervention of the supreme
landlord, the state. The counterpart to the international petroleum cartel in the United States was
prorationing, exemplified by the Texas Railroad Commission, which was implemented more or less
at that sametime.

The Seven Sdters strengthened their relationships by sharing facilities, from production to
digtribution. The crude-short and crude-long companies exchanged upstream and downstream
assets. Thus Texaco bought 50 per cent of the Stancal concessions in Bahrain and Saudi Arabia,
and asmilar transaction took place in Indonesia. In Venezuela, in 1936-37, SONJ and Royal-
Dutch Shell acquired a 25 per cent share in Mene Grande, until then a 100 per cent Gulf Oil
subsidiary. Last but not least, after the war SONJ and Standard Oil of New Y ork (Socony) became
partners in Aramco (Casoc was renamed Arabiant American Oil Company in 1944). Stancdl,
Texaco and SONJ held a 30 per cent share, and Socony the remaining 10 per cent.

4.3 Fifty-fifty Profit Sharing
After the Second World War, the politica necessity of common standards soon extended beyond
the region. Strong links devel oped between Venezuda and the Middle East. Firdly, the big
international tenant companiesin Venezudawere now aso operating in the Middle East. Secondly,
there was the growing involvement of the American government. Thirdly, there was the Venezuelan
delegation vigting the region in 1949.

Ground rent had to increase given the doubling of oil prices after the Second World War.
Within the Middle Eagt, the obvious option was to move towards the upper limit of 6 shillings (gold)



Global Oil and the Nation State - 101

per ton, as established in the IPC concession, and fiddling, if necessary, with the different gold
standards and currenciesin use. But in Venezuelaa much more generous reference had devel oped
under the benevolent supervison of the US government. Asit turned out, the American government
was willing to concede the same dedl to the Middle Eastern countries and, to art with, to Saudi

Arabia, where dl concessons were in American hands.

Saudi Arabia

In 1948, 4 shillings (gold) per ton amounted to about US$ 0.21 per barrel. At the request of the
Saudi Arabian government, hinting a incressing prices, Aramco agreed to an immediate rise to US$
0.32 per barrdl. Thiswas obvioudy in line with the expected increase in the roydty rate for the IPC
concession, from four to six shillings. Nevertheless, in pite of the increase, Aramco, in 1949, paid
US$ 38 million in ground rent to Saudi Arabiaand US$ 43 million in income tax to the US Treasury.
Thiswas an odd stuation, and it was getting worse as US corporate income tax rates were il
rigng, from 38 per cent in 1949 to 42 per cent in 1950, and findly to 52 per cent in 1952. In terms
of crude ail production, taking into account the depletion alowance, the comparable rates were
27.55, 30.45 and 37.7 per cent. But by virtue of the generous legidation covering double taxation in
the United States, there was a smple remedy at hand. Aramco negotiated with the Saudi Arabian
government a new arrangement whereby, firg of dl, royaty payments for on-shore production were
reduced again to US$ 0.21 per barrel, and to US$ 0.26 for offshore production. Next, with the help
of US tax experts an income tax law with a 20 per cent rate was drawn up. A further law created a
50 per cent additiond tax with the object of securing an overdl profit split of 50:50. Findly, this
50:50 profit sharing arrangement became part of the concession contract as a complementary
agreement, coming into effect in 1950.

Ground rent per barrel in Saudi Arabiarose from US$ 0.32 to about US$ 0.68. But every
cent above US$ 0.21 or US$ 0.26 per barrel could be credited againgt US income taxes that would
otherwise have been payable. Indeed, in 1950 the company paid only US$ 199 thousand in US
taxes, which were entirely due to profits made outsde Saudi Arabia (Engler 1961: 223ff).
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Iran

The unfortunate revision of the 1933 concession agreement in itsalf would certainly have been
sufficient to create new conflictsin Iran.* But worse was to come with the Second World War. Oil
became of strategic importance. The Allies, distrusting the germanophile Shah, occupied the country
and forced him to abdicate in favour of his son. In the north, Soviet forces carried out the
occupation, while the British took over in the south.

Asearly as 1943, representatives of Roya Dutch-Shell and some American companies
visited Tehran asking for concessions outside the AIOC area? The Iranian government engaged the
two American advisors, Herbert Hoover Jr. and A. A. Curtice who, not surprisingly, drew its
attention to the recent reform in Venezuda (Hamilton 1962: 39ff; Elwel- Sutton 1955: 108). In
1944, Soviet representatives joined in. The latter even succeeded in making the Iranian government
promise to grant afifty-year concesson covering the northern part of the country, which would be
run as ajoint venture. For the first 25 years the Soviets would control 51 per cent of the shares, the
Iranian government 49 per cent; thereafter, it would be 50 per cent each. Profits would be shared
accordingly.

In the context of nationa and internationd political turmoil, however, the Iranian Parliament
refused to grant any concessions, but this rush for concessons triggered an officid inquiry into the
exising AIOC concession. In 1947, the Ministry of Finance suggested that the country should
follow the Venezudan example. Thiswas probably the consequence of the first direct contacts
between the two countries earlier that year through their embassies in Washington. Andin a
Memorandum to AIOC in 1948, the Iranian Government complained that 4 shillings per ton no
longer represented one eighth of the price of Iranian crude but less than one sixteenth. If it had
gpplied Venezudan standards, the government would have received, in 1947, £22 million instead of
£7 million (Ewel- Sutton 1955: 163ff).

Negotiations followed in 1948-49. The Iranian government once more gave aretainer to
Curtice, aswdl as Max Thornburg, another private consultant. The Iranian government indsted on a

fifty-fifty profit sharing following the latest movein Venezuda. AIOC indsted on an adjustment to 6

' The country changed its name from Persiato Iran in 1935.
2 |n 1935 APOC was renamed Anglo-Iranian Oil Company (AIOC).
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shillings (gold) per ton, which was actudly granted, somewhat ahead of schedule, by IPC to the
Iragi government in 1950. 1n 194748, taking into account al other payments, the AIOC proposal
would have amounted to US$ 0.50 per barrel, and the Iranian proposal to US$ 0.80 (Longrigg
1968; 190).

The government reluctantly accepted the AIOC proposd. Legdly, the ded had till to be
approved by the Iranian Parliament. Then, on 17 October 1949, the Venezuelan delegation reached
Tehran. Its members had been instructed to ask no questions, in order to avoid mistrust, but to
answer dl questions put to them. The Iranian officials showed an insatiable curiogty, and their
questions covered just about everything concerning oil (Egafia 1949b). In December 1950,
Parliament rgected the agreement, following the recommendation of a Committee presided by
Mosadeg. Then, in January 1951, the Saudi Arabian government and Aramco made public their
fifty-fifty profit sharing agreement. In al haste, AIOC now wanted to subscribe to the same
principle, but it was too late. In April Mosadeq was gppointed Prime Minister. Nationalisation
followed in May.

There is no doubt that the end of the British monopoly was welcomed by the United States
(Longrigg 1968: 163). The US State Department, moreover, expected that a new concession would
be granted not to AIOC but to a Consortium of British, US, Dutch, and French companies.
However, the Iranian government wanted a bresk from its semi-colonid past, and, after dl, there
was a precedent. Mexico. But an internationa boycott of Iranian oil ensued and, eventudly, in 1953
acoup d état supported by the Centra Intelligence Agency (CIA) brought down the Mosadeq
government. The AIOC concession was renewed the following year. Even though nationalisation
was formally maintained, it was abolished in substance, but the British monopoly in Iran wasfinaly
broken. An International Consortium would operate the concession. AIOC, now renamed British
Petroleum (BP), retained only a 40 per cent share although, of course, it received compensation for
the remaining 60 per cent. US companies also received a share of 40 per cent. SONJ, Texaco,
Socal, Gulf and Socony received 7 per cent each, and 5 per cent went to a group of independent
companies. Finaly, Roya Dutch Shell secured 14 per cent and CFP 6 per cent. The concession
wasto last for 25 years, with an option for renewa for 15 years. And the government received a 50

per cent profit share.
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Fifty-Fifty

Thefifty-fifty profit sharing agreement in Iran was the last to be concluded, asit had been introduced
dready in dl the other important oil-exporting countries, including far away Indonesia. There were
dight differencesin form. Outside Saudi Arabia, the fixed tonnage royaty was generdly transformed
into aroydty of one eighth. The American reference had findly come to prevall everywhere. Yet
even in the United States there was some irritation about the fact that the American companies had
managed to et the total increase in ground rent against their tax liabilities to the Treasury.*

In Iran, the aging colonia power, Britain, failed twice in her atempts to maintain her own
much less advantageous position in that country. Revenues from Iranian oil were not only important
to the British government, but aso to the alling British economy. It is noteworthy thet the Venezudan
delegation visting the Middle East played no role a dl in Saudi Arabia, the first country to get a
fifty-fifty profit sharing agreement in the region. By request of Aramco the Saudi government refused
visas to the Venezudan ddlegation. The Venezudans would have presented a version of the fifty-fifty
arrangement based on the exercise of sovereignty, whereas in the Middle East and Indonesiathe
fifty-fifty profit sharing agreements, including income tax, were part of the contractua relationship.

History was now re-written in the Middle East asit had been in Venezuda To consolidate
the fifty-fifty principle, it was dleged that it was deeply rooted in the past. Indeed, in 1960 a director
of SONJ, H.W.Page, maintained that in the Middle East pre-war, 4 shillings (gold) per ton ‘plus
other payments to the governments came to an average of nearly 50% of the profit’. However, after
the War, with inflation and the rgpid increase in crude prices, dong with higher United States and
United Kingdom corporate income tax, the oil companies ‘ recognised that the fixed royalty payment
no longer gave the equitable division origindly intended, and that additiond royaty payments were
neither economicdly practica nor a permanent method of maintaining equity between the parties'.
Hence, *50/50 was the result of this recognition of the need to restore the equity which had been
frustrated by drasticaly changed conditions, beyond the control of either party and unforeseen a the
time when the agreements were negotiated’ (quoted in Penrose 1971: 168).

Thefact isthat throughout the term of fixed roydty (i.e. from 1925 to 1950), ‘the Iragi
government received £40.0 million and the IPC collected a net profit of £76.1 million. The overal

! The relevant Heari ngsin the US Senate are extensively reported in Engler (1961: chap. VII1).
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gplit of profitswas 35:65 in favour of the IPC’ (Mikdashi 1966: 106, 275). Moreover, the systemin
place to adjust the fixed royalty of 4 shillings after twenty yearsincluded no reference to any specific
profit share. Moreover, in the case of Saudi Arabia, the government originaly asked for a profit
share of 30 per cent, but Stancal refused this proposa as being too onerous. The counterproposal
was 4 shillings per ton, which the company, obvioudy enough, must have considered |ess onerous
(Philby 1964: 80, 89). Equdly hard to believe is the statement of the Chairman of the AIOC, shortly
after its nationdisation, cdlaming that the tonnage roydty increase from 4 shillings to 6 shillings (gold)
aton was equivaent to afifty-fifty profit sharing. The difference was ‘that in years of high profit
margins (e.g. 1950), the 50/50 system would yield higher revenues to the Persan Government;
wheress in years of relatively low profit margins, the tonnage royalty would be better for the
government’ (quoted in Mikdashi 1966: 154).

Anyway, the international tenant companies were hailing fifty-fifty profit sharing asthe
ultimate compromise. According to the President of SONJ, then the biggest oil company in the
world:

Fifty-fifty rdieves the country of any financid risk, and places that risk upon

the company which isin apostion to evaluate it and spread the risks of the search

for oil over many areas. Any basis other than 50/50 could create an imbaance of

interests which would reduce the attractiveness of the venture for one or the other of

the parties. The 50/50 represents a tested principle for maintaining an equdity of

interests through al the aspects of an inevitably complex rdationship intended to
endure for many years. (Quoted in Mikdashi 1966: 141)

These words were said in March 1958. Only afew months later, in December, the fifty-fifty profit
sharing arrangement came to an end in the country in which it was not embodied in the contracts. in

sovereign Venezuela

4.4 The Failure of Compromise

The internationa companies held the most productive ail lands in the world paying, with fifty-fifty
profit sharing, the same ground rent and taxes as on margina lands in the United States. Y et
production from these margind lands was determining prices on world markets (taking into account,
of course, trangport costs). Thus, in the early 1950s, the posted price for abarrel of West Texas
Sour (36° API) was US$ 2.44, and the price of acomparable barrel of Saudi Arabian crude was
USS$ 1.79. Stll, differencesin productivity were even gregter. Tariki, once Oil Minister of Saudi
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Arabia, estimated the average after-tax profit rate of Aramco at 57.6 per cent. Mikdashi estimated
that rate for IPC at 56.6 per cent for the years 1952 to 1961; at 69.3 per cent for the Consortium in
Iran (1955-64); and higher than 150 per cent for KOC (1954—60) (Mikdashi 1966: 181, 221; and
Mikdashi 1972: 141). In comparison, the average profit rate for companiesin Venezuela, 22 per
cent for the years 1947 to 1957, looked rather modest (Venezuda, Ministry for Mines and
Hydrocarbons 1961: 115), though this was an average for alarge number of companies. The figures
for the big three, holding the most productive il lands, were double this average.

Profits were very high indeed, and this was evident. New concessionairesin the Middle East
aways offered the host countries sgnificant higher ground rents and, additionally, a new festure — or
arenewed feature, asit has aready been present in the D’ Arcy concesson —asharein the
companies running the concessions. Most spectacularly, in 1957 the Ente Nationae de Idrocarburi
(ENI), the Itdian state oil company, offered to the Iranian government on top of a 50 per cent profit
share, a 50 per cent ‘carried interest’ in the joint venture to exploit the concession. Asa‘carried
interest’ the government would take no risk. The costs of failure would be met exclusively by ENI.
With this arrangement the profit share was 75:25 in favour of Iran. Neither the strong pressure
exerted by the mgor oil companies on ENI, nor the intervention of the US Ambassador in Tehran
cdling on the Shah persondly, could stop the signing of this contract. The following year Canadian
and US companies signed another two contracts of that kind. Venezuda held abidding round in
1956-57 where royalty rates of up to 25 per cent were offered, and bonus payments totaled $700
million.

The older concessions could clearly afford higher ground rents. Sooner rather than later they
would aso be asked to pay up. In January 1958, a coup d’ état brought a new, provisona
government to Venezuda, which would organise democrétic eections. At that time, however, the
gate was in the middle of afinancid crigs, high fisca revenues of recent years notwithstanding. But
the Venezuean ail industry was booming in the aftermath of the 1956-57 Suez crigs. In 1957 profit
levels had risen, on average, to 32 per cent. The eesest way out of the financid criss was to make
the oil companies pay. As there was no Congress, the provisona government legidated by decree,
and it secretly worked out areform of the Income Tax Law. President Sanabria enacted the reform
in December, afew days after the generd dections and just in time to gpply it for the fiscal year that

was about to end. The oil companies were taken completely by surprise. The maximum income tax
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rate was increased from 28.5 to 47.5 per cent. As a consequence fiscd oil revenues would amount
to US$ 914 million in 1958, and net profits to only US$ 523 million. The digtribution of profits was
now 6436 in favour of the government.

Outraged, the president of Creole, H.W.Haight, immediately sent aletter to the Minister of
Mines and Hydrocarbons. He complained about the companies having not been consulted. He dso
claimed that the government had not taken into account ‘ the balance which has been sought between
the government and the ail industry by means of the 50-50’, and requested the government to
recongder its action. In the meantime the company would let it know ‘the measures which gradualy
have to be taken to protect Company interests and to counter the effects of atax increasewhichis
out of line with the present Stuation of an enormous excess of world production capecity’ (quoted in
Mgjia Alarcdn 1972: 122ff). On the same day the President of Creole went away for Chrismas
holidays. In the airport he issued a statement:

Venezuela has become the first country in the world to bresk so-called 50-50
principle of equd sharesin fruits of industry completely disregarding acquired rights
and ignoring the mord if not legd obligation to negotiate this break with the
interested parties. Some ail-producing countries have recently concluded certain ail
agreements which depart from 50-50 but in no case have existing concessons or
fiscd agreements been modified. (World Petroleum 1959: 16)

The Miniger for Mines and Hydrocarbons replied immediately that the tax reform ‘ does not injure
any acquired right nor does it modify any existing agreement with the oil companies snce the
so-caled 50-50 sysem emanates from the law itself and not from any formaized agreement’.
Moreover, ‘the reform maintains, in its entirety, the contractual arrangement regarding concessions..
All that had happened was smply a modification of the tax law, ‘which affects dl taxpayers equaly
and asit isatax reform, comes exclusvely within the sphere of nationd sovereignty’ (quoted in
Mgjia Alarcdn 1972: 22ff).

Haight did not return from his Christmas holidays. For the incoming government — once
more headed by Betancourt — it was out of the question to reconsider the tax increase. Instead, the
government would again send a delegation to vist the Middle Eagt, in order to persuade dl oil-
exporting countriesin the region to follow suit. The carefully eaborated conciliatory governance of
internationd ail, with fifty-fifty profit sharing at its heart and the American reference as its backbone,
was about to collapse.
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5 THE SOVEREIGN LANDLORDS

5.1 Oil Prices and Production Control

Thelong-term floor to supply prices for domestic ail in the United States was given, historicdly, by
marginal production costs plus the customary ground rent. World market prices, on the other hand,
revolved around the US prices given the importance of that country as an oil producer. While the
United States was an oil exporter — until 1947 — with the Gulf of Mexico being its principa centre of
exports, the formulawhich the internationa petroleum cartel agreed on was to equate cif (cost,
insurance, and freight) prices everywhere in the world to fob (free on board) pricesin the Gulf of
Mexico plus transport costs, regardiess of where the oil was actualy coming from. Hence,
American oil was competitive everywhere. However, once the United States became an importer, a
new formulawas adopted according to which the fob prices of ail in the exporting countries was
equdl to domegtic ail pricescif New Y ork, the principa centre of imports, minus transport costs
from New Y ork to the exporting countries. Hence, imports from whatever source were
competitively priced in relaion to the US market. Thus, for example, in March 1959 the posted
price of abarrd of West Texas Sour, 36° API, was US$ 2.83; the price formulain question
produced a fob price for abarrel of Saudi Arabian Light of US$ 1.94 (Frank 1966).

To hold this price structure together required control of production. In the United States this
was achieved by the principa oil- producing states through prorationing, co-ordinated nationaly after
1935 by the Interstate Oil Compact Commission (I0CC).? Officidly, prorationing had no
relevance to prices but only to conservation. Thiswas alegd fiction but an important one; without it,
prorationing would never have been legaly upheld by the US Supreme Court. Since the early 1950s
both the Canadian and the Venezuelan governments attended the IOCC meetings as observers, as
these countries were the main suppliers of imported oil. Canada was actualy a net importer —
importing in the east, exporting in the west — relying again on Venezuda asits principa source.
Following the example of the United States, production in Canada was also subject to prorationing

! These kinds of price structures are known as ‘ basing point systems’. (Machlup 1949)
2 |_ater renamed Interstate Oil and Gas Compact Commission (I0GCC).
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a provincid level. Theinternationd petroleum cartel controlled production in Venezuela and the
other ail-exporting countries (United States Senate 1952: passim).

But the cartel weakened as competition intensified after the Second World War. In 1945,
there were 28 US companies serioudy involved in Middle East ail. In 1958, there were as many as
190 (Frank 1966: 91). In Venezuela some thirty companies, the mgority of which were American
independents (Vdlenilla 1973: 220ff), were awarded important concessions in the 1956-57 bidding
round. Venezuela was then il the biggest ail-exporting country in the world. At the sametime US
crude ail production was rapidly losing importance. In 1945, the share of US ail in theworld stotd
was 61 per cent; in 1959, its share was down to 36 per cent. Moreover, US production was
approaching its peak, and production costs of margina wells were increasing whereas in the oil-
exporting countries average costs were fdling. Inthe Middle East, in 1959, this average was about
US$ 0.20 per barre; in Venezuda, it was twice as much. But US margina wells produced a costs
well above two dallars.

Hence, while the percentage of effectively controlled output was shrinking, the internationa
price structure was exposed to increasing tensions due to the enormous differences in production
costs and profitability. The market solution would have been, of course, lower prices. However,
lower prices would have threastened the very existence of US margina oil wells. Out of roughly 600
thousand oil wells, 400 thousand were so-cdled * stripper wells, i.e. margina wells exempt from
prorationing. Though they represented two thirds of the wells, they contributed only one fifth to
domestic output, but they were of enormous economic and political importance in the oil-producing
dates. Likewise, lower prices would have threatened the oil-exporting countries with substantial
lossesin fiscal revenues. Consequently, the governments of both the United States and the oil-
exporting countries had strong reasons to intervene in the market.

In response to the weakening of the internationd petroleum carte, the US government was
dready promoting in the mid-fifties a voluntary programme of import restrictions (Shaffer 1968;
Bohi and Russdll 1978). However, as the number of importing companiesincreased, avoluntary
approach was bound to fall. In 1954 there were sixteen companies, in 1958 there were 61 (Shaffer
1968: 23). In particular, some of the newcomersto Venezuea openly disregarded the voluntary
restrictions and, in order to enter the US market, they offered discounts of up to US$ 0.70 per
barrd. Thus, whereas domestic crude oil production was cut back from 7.2 million barrds daily in
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1957 to 6.7 million in 1958 in order to maintain prices, imports rose from one million barrels daily to
1.4 million. In an effort to contain the gpproaching criss the governments of the United States and
Canada sent ajoint delegation to Caracas to explain to the provisond government the importance
of voluntary import regtrictions. The delegation aso drew its atention to the discounts offered by the
new concessionaires (Acosta Hermoso 1969, 1971a, 1971b; Tugwell 1975); to no avall, asit
turned out, as the mind of the Venezuelan government was focused not on prices but on fisca
revenues. It was dready busy preparing the important increase in income taxes, which put an end to
fifty-fifty profit sharing in December of that yeer.

As prices continued to weaken, in March 1959 President Eisenhower introduced
compulsory import quotas and, in reprisal to Sanabria s decree, Venezudalost its traditionaly
privileged access to the US market. The internationa price structure of oil was breaking up. In the
United States and Canada margind oil wells would continue to set high price levels. Inthe res of the
world, Venezudaincluded, priceswould continue to fal over the next decade. Given the low level
of production costs in the oil-exporting countries, the fall was lidble to be steep, and Venezuelawas
particularly exposed to the danger of becoming trapped between increased levels of ground rent and
fdling prices. In dl haste the newly dected government — again headed by Betancourt — set up a
Comision Coordinadora de la Conservacion 'y €l Comercio de Hidrocarburos (CCCCH) in
order to ‘conserve oil and gas, which are non-renewable natural resources, and also to impose
restrictions on trade and production with a view to securing a reasonable stability of pricesand
markets (quoted in Pérez Alfonzo 1967: 175ff).

The haste was due to the forthcoming First Arab Petroleum Congress, to which Venezuela
and Iran had been invited. The ail-exporting countries, including Saudi Arabia, had dready met in
1951, on the occasion of the First Nationa Petroleum Congressin Caracas. They met for a second
timein April 1959, in Cairo, less than three years after the successful nationdisation of the Suez
Cand in 1956. This was the propitious politica background to the secret meeting of some of the
heads of delegation — amongst them Pérez Alfonzo of Venezuda, Farmanfarmayan of Iran, Tariki of
Saudi Arabia, Omar of Kuwait —which culminated in the so-called Gentlemen’s Agreement. The
heads of delegation *agreed to take back to their respective governments the idea of setting up as
soon as possible a Consultative Petroleum Commission which means common problems can be

discussed so that common solutions can be reached’ . More specifically, they agreed that *an attempt
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ought to be made to maintain the price structure, snce of necessity prices affect the leve of
participation of the oil producing countries, and that ‘any change [of prices] should first be
discussed and approved by dl the interested parties . Last but not least, the Signatories dso
acknowledged the ‘need to set up bodiesin every country with the aim of co-ordinating from a
national perspective the Consarvation, Production and Exploitation of Oil’ (quoted in Acosta
Hermoso 1969: 171f. Itdicsin the origind).

Back home the Venezudan government pressed ahead with the idea of controlling
production. In apolicy change with regard to the previous governments, Petroleum Minister Pérez
Alfonzo declared his hodtility towards the newcomers from 1956-57: * If they were forced to close
down or sdll out because of growing pressure from Venezuelan taxes, labour and other cogts, plus
restricted saes opportunities in the markets, this would meet with the government’ s gpprova’ (Pérez
Alfonzo 1960: 143ff). As amatter of fact, the CCCCH repeatedly refused export permits for
shipments at heavily discounted prices. Pérez Alfonzo aso invited experts from the Texas Railroad
Commission into the country to set up asystem of prorationing. Nevertheless, his hope that the US
government would reconsider its pogtion regarding Venezueld s privileged access to the American
market — the dogan was trato hemisférico (hemispheric treatment) — did not materiaize nor did
the hope of the US government and the international companies that the Betancourt government
would reconsider Sanabrid s decree. Worse, in the Gentlemen’s Agreement of Cairo, Venezuda
was urging the other exporting countries to increase their profit shares, as a minimum, to 60 per cent
in order ‘to bring themsdlves into line with the recent position assumed by Venezueda and evidenced
as atendency in new contracts made in other countries' (quoted in Acosta Hermoso 1969: 17ff).

The Gentlemen’s Agreement led to the foundation of OPEC in September 1960 after a
further fdl in world market prices, afdl which no longer affected the protected US domestic market.
But in OPEC’ s founding resolution there was no great enthusiasm for regulating production, which
was only mentioned ‘among other means' to stabilise prices (OPEC Res. I.1).* Indeed, prorationing
was an urgent issue only to Venezuda. In 1960 this country accounted for 30 per cent of world
exports, it dready enjoyed ardatively high ground rent per barrel, and it was gpproaching maturity

as an oil producer. Theratio of annua production to proven reserveswas 1:17. In the other oil-

! The Roman numerals refer to the Conference; the Arabic numeralsrefer to the Resolution.
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exporting countries this ratio was between 1:33 (Qatar) and 1:111 (Saudi Arabia). Thus,
Venezuelan exports during the 1960s would increase, on average, only by 2.7 per cent annudly
while Middle East exports increased by 10.9 per cent. Consequently, in that region even fdling fiscd
revenues per barrel could till generate growing fiscal revenues and, what is more, there was even
room for increasing fisca revenues per barrd when prices were faling. In other words, though the
Gentlemen’s Agreement stated that ‘ of necessity prices affect the level of participation of the ol
producing countries’, under the circumstances this was not necessarily the case.

Moreover, there was aso an important politica difference. In sovereign Venezuela
concessions were subject to nationa jurisdiction and legidation, whereas in the Middle East they
were subject to internationd law and arbitration. Hence, OPEC production quotas would have
required elther the consent of the companies — and, undoubtedly, aso the consent of the consuming
countries— or the willingness of the ail- producing countries to enforce them unilateraly. But when
OPEC, a Venezudd singstence, findly adopted production quotas for 1965-66 and 196667, the
international companies threatened international arbitration and, as it turned out, these countries were
dill not in a pogtion to enforce them unilaterdly. This was hardly surprising, as quotas were the last
thing oil companies and consuming countries would ever agree to. As aformer Secretary Genera of

OPEC has pointed out:

Themgors ability to manipulate production in the Middle East has been, and Hill is,
a potent wegpon, which they have used and will no doubt continue to use to very
good effect againg individua countries in the area. Agreement on their part to
operate in accordance with an OPEC Joint Production Program would effectively
entall areinquishment of the wegpon that has enabled them to surmount many a
gtorm in the past — for the production program is in essence an instrument whereby
OPEC itsdf, rather than the oil companies, can assume the respongbility for deciding
on the production level from the OPEC area as awhole, as well as the output from
each member country. (Lutfi 1968; 68)*

Notwithstanding the fact that at that time al parties concerned would have been happy with

maintaining the old price structure, the underlying conflict on natura resource ownership prevented
them from co-operating in the control of production. The landlord states were firmly determined to
increase their share, economicaly and politicaly, by putting an end to the old governance structure

L utfi was secretary general of OPEC in 1965/6.
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that tolerated, S0 to speak, private and public landlords only as ‘ deeping partners . The companies
and the consuming countries were firmly determined to prevent them from becoming active
participants. Pricesinevitably continued to decline in the 1960s as competition between the
companies in their capacity as producers intensified. Y et competition between the companiesin ther
capacity as tenants actudly strengthened the position of the oil-exporters. The newcomers,
notwithstanding the fact that they had only obtained the Ieft- overs from the huge concessions granted
in the interwar period, once again demongrated that they were able and willing to agree to economic

and political conditions that were more favourable to the landlord tates.

5.2 Fiscal Regimes and Oil Prices

The Gentlemen’s Agreement of Cairo led to the

OPEC MEMBERSHIP founding of OPEC, the triggering event being the
1960 Iran, Irag, Kuwait, Saudi decision of the international tenant companies to cut
Arabia, Venezuda

posted prices. In August 1960, Aramco cut the posted

1961 Qatar
price of Arabian Light from US$ 1.94 to US$ 1.80.

1962 Indonesia, Libya

1967  United Arab Emirates Though thiswas not adramatic reduction, it was an

1969 Algeria darming one asthe higoricd link with domedtic all
1971 Nigeria pricesin the United States had been severed. The oil
1973 Ecuador® countries feared that a much deegper cut could follow.
1975 Gaborf A few weeks |ater the Petroleum Ministers of Saudi

_ _ Arabia, Venezuda, Irag, Iran, and Kuwat met in
& Until 1974 Abu Dhabi.

 Ecuador |eft OPEC in 1992. Baghdad, founding the Organisation of the Petroleum

¢ Gabon |eft OPEC in 1995.
Exporting Countries (OPEC).

Market, Posted and Tax Reference Prices

Not surprisingly, OPEC' s founding resolution dedlt, above dl, with prices. It urged member
countries to ‘endeavour, by al means available to them, to restore present prices to the levels
prevailing before the reductions (OPEC Res. |.1). Venezudlawas dready doing its best through its
newly founded CCCCH. Thereis no doubt that Venezuelaintended to restore market prices, but
only in this country was income taxation based on these prices. In the Middle Eagt, it was based on
posted prices, i.e. on prices as published by the companies, applicable to third parties. (In fact, there
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were no posted prices in the Middle East prior to the introduction of fifty-fifty profit sharing). Hence,
the four Gulf States smply natified the oil companiesthat in their opinion the recent reductionsin
posted prices were not justified, and for them the problem was to compd the companies, in one
way or another, to restore earlier prices (Acosta Hermoso 1969: 18).

But the companies refused point-blank to co-operate with OPEC, or even to acknowledge
its existence. However, asfar as posted prices went, they did not adjust them downwards again,
even though market prices continued falling. Y et OPEC deemed that this was not enough. In its V™
Conference, in April and June 1962, OPEC decided to act. As ‘the Oil Companies have so far
taken no steps to restore pricesto the pre-August 1960 leve’, the Conference recommended that
member countries should ensure that taxes would ‘be paid for on the basis of posted prices not
lower than those which applied prior to August, 1960'. If within areasonable period no satisfactory
arrangement could be reached, ‘then Member Countries shal consult with each other with aview to
taking such steps as they deem appropriate in order to restore crude-ail pricesto the leve which
prevailed prior to August 9, 1960' (Res. 1V.32). OPEC was now talking about posted prices to be
transformed into tax reference prices, independently from faling market prices. Thus, fdling market

prices would not affect fiscal revenues.

Royalties

OPEC’s IV Conference adso came back to the issue of aminimum profit share of 60 per cent. The
way to achieve this aim had dready been indicated in the Gentlemen’s Agreement of Cairo. ‘ Taxes,
especidly in respect of income tax, should be treated as separate e ements from royadties (quoted in
Acosta Hermoso 1969: 17ff). Indeed, fifty-fifty profit sharing was an oddity, in as much asit
referred to the sum of royalty, the emblematic mineral ground rent, and income tax, properly atax to
be paid by any profit-making enterprise. Accordingly, OPEC argued that petroleum being a
‘wadting asst’, ‘in conformity with the principle recognised and the practice observed generdly in
the world” member countries were entitled to a compensation ‘for the intringc vaue of ail,
‘dtogether gpart from their obligations faling under the heading of income tax’. However, under
arrangements at present in force ‘' no compensation is paid for the intringc value of petroleunt’,
insofar as aroyalty was *treated as credits against income tax liabilities . Undeniably, the way the 50
per cent additional tax was structured, the payment of roydty wasirrdevant; without royalty, the
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outcome would still have been a 50 per cent profit share. In conclusion, the companies should be
approached ‘with aview to working out aformulawhereunder roydty payments shal befixed at a
uniform rate which Members consder equitable, and shdl not be treated as a credit against income
tax liabilities (Res. 1V.33).

A memorandum attached to this resolution aimed &t further clarifying the conceptua

differences between royaty and income tax:

Royadlty is payable by the lessee to the owner of the deposit on production .... It may
varioudy be regarded as rent, as compensation for using up awasting asset placed
a the lessee sdisposd, or as payment for the intrinsic vaue of the raw materid
produced .... Income tax, on the other hand, isa.... distinct item of liability to the
government of the country in respect to the net profit earned .... Where the owner of
depositsis not the government, the separation of royalty from income tax presents
no problem, the payee being different in each case. Where, however, a government
happens to be the owner of the deposit leased, the above mentioned fundamental
distinction may become blurred because both royaty and income tax are in that case
payable to the same person. (Quoted in Rouhani 1971 222ff)

Thisis what was supposed to have happened in the Middle East. Although ‘the companies are
presumed to pay taxes on the basis of 50 per cent of their net income, their present practice of
deducting roydties from amounts due under the provisions of income tax laws means that either they
are not paying their full share of taxes on a 50 per cent basis, or else they are paying taxes correctly
but evading payment of royaties completely’. Moreover, the rate of one eighth provided in the

concession agreements was deemed unsatisfactory:

[In the United States] the royalties payable vary from 12.5 per cent to 25 per cent
and are atogether digtinct from income tax and other taxes. In Venezuela the lowest
rateis 16.67 per cent whereas the highest is 25 per cent.* A 20 per cent rate applies
in the case of recent agreements concluded in Saudi Arabiaand Kuwait .... A
consderation of outstanding importance is the fact that in the United States and in
Canadathe rate of roydty payable sometimes increases in proportion to the
prospects of discovery of oil and to the actud production per well. In view of the
fact that established reservesin the Middle East are abundant and actua production
per well is overwhdmingly grest, it would appear that a minimum of 20 per cent
would be ajust and equitable rate of royaty applicablein that region. (Quoted in
Rouhani 1972: 222ff)

Y InVenezudathe highest royalty rate was actually one third, paid by Sinclair in a concession acquired in 1944,
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Obvioudy, a 20 per cent roydty plus a 50 per cent income tax would aways guarantee a profit
share, asaminimum, of 60 per cent. Sovereign Venezuela had put an end to fifty-fifty profit sharing
by increasing income taxes. In the Middle East the exporting countries had to resort to negotiation,
and these arguments about ‘royaty expensing’ and roydty rates provided them with a good starting
point.

Negotiations

Negotiations got under way after the I\V" Conference. Y et the oil companies continued to ignore
OPEC, and ingsted on negotiating individualy with each country. Thus, the companies associated in
the Internationa Consortium in Iran talked with Fouad Rouhani, at the time OPEC’ s Secretary
Generd, but dedt with him only in his capacity as a representative of the Iranian government
(Acosta Hermoso 1971b: 91ff; Rouhani 1971: 217ff; Skeet 1988: 30ff). In these talks the
companies showed themsdaves willing to compromise regarding specid issues, which concerned only
Iran, but not regarding OPEC Resolutions. Mutatis mutandis, the same happened with other
Member Countries. This strategy was quite successful. In the V" Conference, in November 1962,
the Organisation came close to breaking point. In the absence of agreement on a common strategy,
the VI™ Conference had to be postponed until December 1963, though according to the statutes,
there were supposed to be two conferences annually. In the end, Saudi Arabia, Qatar, Kuwait, Iran,
and Libyawere prepared to accept the offer of the companies, whereas Iraqg, Indonesia, and
Venezuelargected it. Of these three countries, however, only Irag was directly affected. Indonesia,
like Venezuea, had dready ensured, on its own initiative, a minimum profit share of 60 per cent. In
any case, there was no unanimity as required by OPEC statutes. Findly, there was no other way out
but to agree to disagree. All Member Countries were authorised to proceed as they wished but, at
the same time, they renewed their commitment to a common approach and procedure for the future
(Res. V111.49).

Thefina proposa of the companies was as follows: (1) Posted prices would be maintained
at the present leve, faling market prices notwithstanding, though they would not be restored to the
leve prior to August 1960; (2) The demand for a 50 per cent income tax on top of royalty was
accepted in principle, but the royaty rate would remain at one eighth; (3) In 1964 — thefirgt year the
proposa would take effect — there would be an 8.5 per cent discount on those tax reference prices,
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to be reduced to 6.5 per cent by 1966; (4) Thereefter, if market prices rose, new negotiations
would be opened.

The five aforementioned Member Countries accepted the proposd. A numerica example
may help to clarify its practical consequences. Since 1960 the posted price of abarrel of Arabian
Light was US$ 1.80. If we suppose that production costs were still at US$ 0.20, with fifty-fifty
profit sharing, ground rent per barrel was US$ 0.80. With the new agreement, ground rent per
barrel would increase to US$ 0.83 in 1964 and to US$ 0.85 in 1966. OPEC' s origina demand, on
the other hand, was atax reference price of US$ 1.94, and a 50 per cent income tax on top of a 20
per cent royalty. In this case the ground rent per barrel would have increased to US$ 1.064. From
this perspective — comparing redlity with wishful thinking — the result of the negotiations was not too
impressve.

Nor wasthisresult very impressve legaly and paliticaly, as the agreements were worded in
away suggesting that only forma corrections were taking place, without essentidly dtering the
established contractud relationship. Thus, the transformation of the old posted prices into new tax
reference prices was not acknowledged as such. They were till caled ‘ posted prices . By the same
token, ‘roydty expensng’ was dlegedly only an issue of good accountancy, not afundamenta
questioning of fifty-fifty profit sharing. Last but not least, they were conceived as ‘ supplementary
agreements' to the ‘ principa agreements’ (the existing concession contracts) and, as such, aso
subject to internationd law and arbitration. It was on these politica and legal grounds thet Iraq
rejected the proposal (Rouhani 1971: 232).

In 1966, OPEC asked the five Member Countries concerned to reopen negotiations with
theinternationa oil companies, with aview to further reducing those discounts (Res. X1.71). The
companies, pointing to falling market prices, refused any ded. But then, in 1967, came the third
Arab-lsraeli war and the ensuing closure of the Suez Cand. The mgjority of OPEC Membersbeing
Arab countries, the war created a new palitical redlity. The companies, in 1968, agreed to phase out
the discounts completely by 1975. Ground rent per barrdl, in our example, would thus increase to
US$ 0.87in 1970, and to US$ 0.91 in 1975.

To sum up, let us reconsider the results of these negotiationsin the 1960s. The market price
of Arabian Light, at the beginning of 1970, had falen from US$ 1.80 to about US$ 1.30. Yet
ground rent had increased, from US$ 0.80 to US$ 0.87. Production costsin the older concessions
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had fallen over the decade from US$ 0.20 to about US$ 0.12. As aresult, the profits of the ail
companies had falen from US$ 0.80 to US$ 0.30 (Cf. Mikdashi 1972: 113). Thus, whereas ground
rent had risen by seven cents, net profits of the tenant companies had fdlen by fifty cents.
Nevertheless, the profit rate of the mgor internationa oil companiesin the Middle East was il
closeto 50 per cent, since with the increase in productivity the capita invested per barrdl had fallen
(Amuzegar 1975). In Venezueda, the figures for 1969 were as follows: the average market price of
crude oil was US$ 1.79, and ground rent per barrel was US$ 0.95. Production costs were US$
0.39, and net profits also stood at US$ 0.39. Hence, profits per barrdl were higher. Nevertheless,
profit rates were lower, 29 per cent on average (Venezuda, Minigtry for Mines and Hydrocarbons
1970: 140, 189). The government share had increased from 50 to 71 per cent in Venezuela, but to
75 per cent in the Middle East.

The Sovereign Landlords

From this more redlistic perspective, the achievement of OPEC in the 1960s was impressve. OPEC
succeeded not only in stabilisng but dso in increasing its ground rent per barrel againg faling prices.
Though the big internationa oil companies succeeded & fird in dividing OPEC, later the
Organisation succeeded in dividing the international oil companies. This was the case, most notably,
in Libya, which granted itsfirst concessonsin 1955, subject to fifty-fifty profit sharing based on
market prices. Independent companies controlled about 50 per cent of production. The Libyan
government now imposed those agreements on posted or tax reference prices on the independent
companies, though they had not taken part in the negotiations. Finaly, Venezuea dso adopted the
system of tax reference prices. They were enacted in its Income Tax Law in 1966; a the sametime
the relevant income tax rate was increased to 52 per cent.

Worldwide a new price structure had evolved, with the Persian Gulf as an independent
basing point, and with the fiscd take in that region as the principal component of fob prices.
Everywhere ese prices were higher, benefiting from lower transport costs, and everywhere e se the
fiscal floor to prices had been adjusted accordingly, taking into account, of course, differencesin
qudity and production costs.
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5.3 Declaratory Statement of Petroleum Policy

The mere foundation of OPEC entailed a significant shift in the bargaining power of its member
countries. The ability of the international companiesto play the oil exporting countries off against one
another was reduced. Wherever international tenant companies went to negotiate, whether in
experienced Venezuela or inexperienced Libya, their negotiating teams had to face ateam of experts
from the landlord states no less qudified and well informed.

In 1968 OPEC findly summed up its practical and theoretical knowledge and experiencein
a Declaratory Statement of Petroleum Policy in Member Countries (Res. XV1.90). Its most
important principles referred to relinquishment, tax reference prices, equity participation and, last but
not least, sovereignty.

Relinquishment

Neither the original concessonsin Iran, Kuwait, Bahrain, Qatar, and Saudi Arabia, nor the revised
IPC concession, provided for relinquishment of idle areas. Nor was there economic pressure to
relinquish them, as there were no surface rentads. Thus, the internationd oil companies monopolised
huge areas blocking the path for their competitors, at no cogt, though they actudly exploited only a
small percentage. But when Iran renegotiated the D’ Arcy concession in 1933, the origind area of
500 thousand square miles was reduced to 100 thousand. Similarly in Saudi Arabia, Aramco agreed
in 1948 to a schedule according to which it would reduce its concession from 500 thousand square
milesto 230 thousand over the next 22 years; in exchange, the company was granted new offshore
rights. Yet it wasin 1961, in Irag, where this issue came to a head, and where the origind
concession contract had considered relinquishment. After protracted but futile negotiations, the
government decreed the relinquishment of 99.5 per cent of the concession area, leaving IPC only
with those 750 square miles the company was actually working (Stocking 1971 200ff). The IPC
demanded internationd arbitration, which the government denied on sovereign grounds. Though this
conflict was not solved over the next decade, and Iragi oil production was punished with the lowest
growth rate in the region, scarcdy sx months later the Kuwait Oil Company agreed to the
relinquishment of 50 per cent of its area by 1962, and in 1963 Aramco agreed to an immediate
reduction of its concession to 125 thousand square miles. Aramco aso agreed to a schedule

reducing this area further to 20 thousand square miles over the next thirty years (Cattan 1967: 11ff).



Global Oil and the Nation State - 120

Similar arangements followed in al the other mgjor concessions. Moreover, new upstream
contracts in the 1950s and 1960s not only granted much smaller areas from the beginning but dso
dtipulated the progressive relinquishment of acreage.

The relinquishment of idle areas, according to the Policy Declaration, was to become the
generd rule, for old and new upstream contracts dike. By the end of the 1960s, the internationa
petroleum cartel had aready lost most of its power to block its competitors from gaining access to
the ail riches of the Middle Eagt; this power had been recovered by the states.

Tax Reference Prices

Taxes or any other payments to the State would be based on ‘ posted or tax reference prices .
Without further ado, OPEC claimed that these ‘ prices’ were to be ‘ determined by the Government’.
Stll, the government could, ‘& its discretion, give a guarantee of fiscal stability to the operators for a
reasonable period of time'. Y et ‘ notwithstanding any guarantee of fisca stability that may have been
granted... the operator shdl not have the right to obtain excessvely high net earnings after tax. The
financid provisons of contracts which actudly result in such excessively high net earnings shdl be
open to renegatiation’. In the case of such renegotiation not being successful *within areasonable
period of time, ‘the Government shal make its own estimate of the amount by which the operator’s
net earnings after taxes are excessve, and such amount shal then be paid by the operator to the
Government’. And the Policy Declaration gave a precise definition of ‘excessvely high net
earnings : ‘net profits after taxes which are significantly in excess, during any twelve-month period,
of theleve of net earnings the reasonable expectation of which would have been sufficient to induce
the operator to take the entrepreneurial risks necessary’.

Equity Participation

In Middle East ail the presence of governments as shareholders has dways been the rule rather than
the exception. In the oldest concession in that region, the D’ Arcy concession, the Iranian
government was awarded shares worth £ 20,000, and in 1914 the British government became a
majority shareholder of APOC. The French government became involved in oil throughout the

! Only Iran, until 1969, still offered new leases based on market and not posted or tax reference prices. But it did
so in exchange for high equity participation aswell as for other advantages.
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region in the interwar period, through its nationa oil company, CFP. According to the origind TPC
concession contract, the Iragi government was to be awarded a 20 per cent share in the company,
though the internationd companies managed to make this clause ineffective: it would only gpply if the
company were to issue shares, which it did not intend. Still, this clause survived in some later
concession contracts in the region.

It was only after the Second World War, however, thet participation in equity of the
concess on-granting states became an important feature in new upstream contracts, and this was due
to increasing competition amongst the tenant companies. In the Neutra Zone between Saudi Arabia
and Kuwait, in 1948-49, the shares were 15 and 25 per cent. In 1957, ENI —theltdian nationd aill
company — offered the Iranian government 50 per cent. Furthermore, athough nationdisation had
faled in Iran, this country had taken the lead amongst the ail-exporting countries in founding a
nationa oil company. In 1959, creating nationa oil companies was one of the recommendations
included in the Gentlemen’s Agreement of Cairo. By the end of the 1960s, new upstream contracts
in the Middle East normdly included equity participation by the state of 50 per cent, to be managed
by these companies (Schurr and Homan 1971 127ff).

As agents of the landlord states the national oil companies (NOCs) did not sharein the
exploratory risk. Their share was established as * carried interest’, only to be effectively taken up if
exploration was successful. Moreover, the equity participation was on top of aone eighth royaty
and a 50 per cent income tax. Apart from afew exceptions, the legd status of these new upstream
contracts was gill the same as in the old concessions. They were based on internationa law and
arbitration, and taxes were fixed contractudly. Still, on the basis of equity participation the landiord
dates obtained asay in dl entrepreneuria decisions of their tenants. Apart from being arent-
collecting device, this was an evolutionary gpproach to the question of sovereignty, an gpproach that
was to be strengthened according to the Policy Declaration, as member governments would
endeavour ‘to explore and develop their hydrocarbon resources directly’, athough, if necessary,
they would enter into contracts ‘ subject to the present principles, with outside operatorsfor a
reasonable remuneration’. However, ‘in any event, the terms and conditions of such contracts shall
be open to revison a predetermined intervals, as justified by changing circumstances . Such revision
should also apply to the older concessions. In other words, the standards would be set by the latest,
and most advantageous, upstream contracts. Accordingly, regarding the old concessions, ‘the
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Government may acquire a reasonable participation, on the grounds of the principle of changing
circumgtances . In practice, ‘reasonable’ was defined as a participation in equity of 20 per cent —as
had been promised by the San Remo Agreement in 1920 — though this was merdly the sarting point
asthe Saudi Arabian Oil Minister and principal proponent of this policy, Yamani, made plain
(Yamani 1970).

Sovereignty

In 1965, Petromin, the Saudi Arabian nationd oil company, negotiated a contract with Auxirap, a
French company with US participation, in which the 50 per cent income tax rate was not fixed by
contract but was subject to Saudi Arabian tax laws. Moreover, the governing law was netiond law,
and disputes had to be settled by nationa arbitration. In 1967, two smilar contracts were signed
with AGIP (Italy) and Sindair-Natomas (US). Outsde Venezuela these were the first three
upstream contracts to be subject to nationd legidation and jurisdiction (El-Sayed 1967: 72ff). This
should become the norm: *except as otherwise provided for in the legd system of a Member
Country, dl disoutes arising between the Government and operators shdl fal exclusvely within the
jurisdiction of the competent nationa courts . The Policy Declaration also considered the option
that disputes may be subject to * specidised regiona courts, as and when established'.

Hence, though the Policy Declaration recognised, in principle, contractua obligations and
rights, at the same time it also asserted the sovereign rights of the State. This stand, inspired by the
doctrine of ‘ permanent sovereignty’ — then espoused by the vast mgority if not al Third World
Countries— was restated in its Preamble, where the ‘right of &l countries to exercise permanent
sovereignty over their naturd resources, in the interest of national development’ was considered
‘indienable’, being ‘a universaly recognised principle of public law ... repeatedly reaffirmed by the
Generd Assembly of the United Nations'.

Shifting Bargaining Power

There was no doubt that action would follow this Policy Declaration. On the one hand, worldwide
exploration in the 1960s confirmed the virtua monopoly of the oil-exporting countries over the
natural resource. In 1970, OPEC accounted for 73 per cent of proven world oil reserves, then
546.3 hillion barrels. During that decade world production had increased very significantly — low
prices had stimulated demand — from 20.9 million b/d to 45.7 million b/d, with OPEC increasing its
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share from 41.5 per cent in 1960 to 51 per cent in 1970. The USSR and the ‘rest of theworld” also
dightly increased their share, the former from 14.1 to 15.4 per cent, and the latter from 10.8 to 12.5
per cent. But the United States had its share further reduced, from 33.6 to 21.1 per cent.
Internationa political developments were aso highly favourable to OPEC, asthe struggle of
the Third World countries for nationa independence and sovereignty experienced an extraordinary
upswing. In addition, the Arab—sragli conflict was of specid importance to that organisation, with its
mgority of Arab member countries, given the fact that the parent countries of the most importart
internationa tenant companies— the United States, Gresat Britain, the Netherlands and, to alesser
degree, France — were strongly supportive of Israel. Nor was the outlook by the end of the decade
pesaceful, since the third Arab-Isradli war had ended with the occupation of more Arab territories.

54 The OPEC Revolution

By the end of the 1960s, Venezudawas gill alondy and somewhat distant example of a sovereign
ail-exporting country (Cf. Cf. Lutfi 1968: 72). Y et a unique and surprising combination of geologica
facts, the level of economic activity and politica events was about to trigger arush of events, which
would dlow the other member countries to catch up within afew years.

There was, firdly, the fact that US crude oil production findly peaked in 1970 a 9.6 million
b/d. (Despite huge price increases in the following years production has declined ever since). Excess
capacitiesin the United States disappeared, and net oil imports, which had increased from zero in
1947 to 2.8 million b/d in 1970, shot up to 5.7 million b/d in 1973. Concurrently, after a decade of
faling prices and regtrictive policies, excess capacities were dso disappearing fast within OPEC.
Finaly, abooming world economy caused an extraordinary surge in demand. In 1973, OPEC
production increased by a stunning 14.4 per cent.

In previous booms — during the years of the Second World War and the Korean War — the
US government had frozen domestic prices and, with the support of the international companies, the
price freeze actudly extended to world markets. In 1973, the US government resorted again to
freezing domestic prices but thistime to no avall; in the end the United States was forced to adjust
domestic ail pricesto match world market prices.

Paliticdly, the third Arab—Isradli war in 1967 led to a strengthening of nationdism in the
Arab world. During that war there was afird attempt at a selective oil embargo againg the United
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States, Great Britain, and Western Germany (Mikdashi 1972: 84ff). It faled, partidly because there
were gtill Sgnificant excess capacities outsde the Arab oil-exporting countries, and even within the
United States. It dso failed because there were sufficient excess capacities in maritime trangportation
to prevent the closure of the Suez Candl — a consequence of the military conflict — from having an
immediate dramatic effect. Oil exports from the Persan Gulf to Europe and to the US East Coast
were smply re-directed via the much longer route around Africa. But, most importantly, it failed for
politica reasons. The Republics within the Arab League had promoted the embargo, whereas the
monarchies — Saudi Arabia, Kuwait, and Libya— agreed to it reluctantly. Having faced the
possibility of losing control over their oil policy because of awar in which they had no direct part,
the latter founded the Organisation of Arab Oil Exporting Countries (OAPEC) in 1968. This
organisation was supposed to keep in check the influence of republican forces by means of
restricted membership. Algeriaand Iraq attempted, unsuccessfully, to set up a parale organisation.
But in the following years both sides came closer, partly because of the coup d' état in Libya, which
weskened the monarchist front, and partly because of political developments in republican Egypt,
which led to arapprochement with Saudi Arabia Asaresult, in 1970 OAPEC relaxed its
conditions of membership. Eight new members joined the Organisation during the next two years:
Abu Dhabi, Algeria, Bahrain, Dubai, Qatar, Egypt, Irag, and Syria. Thusthe Arab countries created
an inditutiona platform designed to use ail for economic development, but which was aso to play an
important role in a foreseeable fourth Arab-lsradli war.

Findly, the dimax of this boom in autumn 1973 coincided — not accidentaly — with that war.
The outcome was the OPEC revolution. Againgt the background of an embargo of Arab ail-
exporting countries and soaring prices, OPEC Member Countries switched from negotiations to
sovereign decisons. There followed an explosive increase in tax reference prices and the

nationdisation of the internationa tenant companies.

First Round (1970-71)

The geographical advantage of Mediterranean oil was enhanced by the closure of the Suez Cand.
Accordingly, the oil companies agreed to abolish in the Mediterranean the discounts on posted
prices, which had been negotiated with OPEC, with immediate effect and for aslong as the Candl
remained closed. In Libya, for example, this meant an additiona ground rent per barrel of USC 8.5.
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The same benefits accrued to Saudi Arabian and Iragi oil ddivered through pipdinesinto the
Mediterranean. But as the Suez Cand remained closed and OPEC had aready managed to
negotiate a genera reduction of these discounts in 1968, the issue was bound to arise again soon.
Moreover, the French refused any benefit to Algeriafrom the closure of the Cand, because they ill
considered the country their chasse gardée (Grimaud 1972). Before joining OPEC in 1969, Algeria
had reacted in its own way to the 1967 Arab—sragli war by taking an equity participation of 51 per
cent in the US, British, and Dutch companies, which were of lesser importance in this Frenchr
dominated country. By 1970, some of them had aready been nationalised.

In 1969, Algeria (now an OPEC member), Irag and Libya, agreed to renegotiate together
tax reference or posted pricesin the Mediterranean (Breton 1972), with the explicit support of
OPEC (Res. X111.80, X111.81, X1X.105). The negotiations were led by Libya The timing could not
have been better. The bargaining power of these countries improved daily as a shortage of maritime
trangportation developed. By 1970, Mediterranean oil was aready irreplaceable. Freight rates
soared. With a closed Suez Cana but with freight rates at norma levels, the freight advantage of
Libyan crude, compared with crude from the Persgan Gulf, cif Rotterdam, amounted to US$ 0.83
per barrel. In September 1970, this had increased to US$ 2.09. This was not entirely due to the
shipping market because in May an accident closed down the Trans- Arabian pipeline, withdrawing
500 thousand b/d of Saudi Arabian oil from the eastern Mediterranean. Syria denied Aramco
authorisation to repair the pipeline. A trandt country, it demanded higher wayleaves, the Suez Cand
being closed. A few days later the Libyan government ordered a cut in production, on the basis of
conservation legidation drawn up by OPEC experts. By September 1970, Libya reduced output by
800 thousand b/d. Thus about 1.3 million b/d had been withdrawn from the Mediterranean, and it
could only be replaced from distant sources in the Persan Gulf, since e sewhere there was no spare
capacity. Even so French companiesin Algeria beieved they could hold on to their colonia
privileges! In July, however, Algeriaresorted to its sovereign rights to impose its claims. The French

ingsted on arbitration.

LAl geriaprovides alate example of colonial governance. Constitutionally, inthe V. Republic, it was part of
France. Hence, the country had a modern French concession system subject, of course, to asovereign
government — in Paris. But France, on the retreat, converted the existing concession contracts into colonial-type
ones, stripping the government in Algiers of its sovereign rights.
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The Libyan government took advantage of divisions between the oil companies. An
independent American company, Occidentd, was the firgt to give in, at the beginning of September
1970. The others soon followed. The new agreement, following the pattern established by Algeria,
dipulated an immediate increase in tax reference prices from US$ 2.23 to US$ 2.53, an additional
two cents per year until 1975, and an increase of the income tax rate to 55 per cent. (A amilar
agreement was signed in Lagos, with Nigeria, not yet an OPEC member). The big internationd oil
companies now announced an increase in posted pricesin al oil-exporting ports east of Suez, from
the Eastern Mediterranean to Nigeria. In November 1970, posted pricesin the United States were
aso increasing by some USCE 25 per barrel. The time had come for agenerd priceincrease. A few
days later, under pressure of the Iranian government, the International Consortium increased the
‘posted price’ of Iranian Heavy, 31° API, by USE 9. It adso accepted an increase in the income tax
rate to 55 per cent. These benefits were passed on immediately to Kuwait and Saudi Arabia
(Rouhani 1971 3ff). OPEC, though completely surprised by these events, was wdll prepared. In its
December 1970 Conference in Caracas, it agreed that (1) starting in January 1971, al discounts on
tax reference prices would be scrapped; (2) income tax rates would be increased to 55 per cent as
aminimum; and (3) tax reference prices would be raised uniformly in al member countries. The Gulf
countries would take the lead in the negotiations, to be held in Tehran and to last no longer than one
month. Within another two weeks, an Extraordinary Conference would be held to evauate the
results. Moreover, in case such negotiations were to fall to achieve their purpose, ‘the Conference
shdl determine and set forth a procedure with a view to enforcing and achieving the objectives as
outlined in this Resolution through a concerted and smultaneous action by al Member Countries
(Res. XX.120). The Conference in Caracas had not finished when the Venezuelan Congress
reformed its Income Tax Law, rasng the relevant rate from 52 to 60 per cent. At the sametime the
Executive was authorised to fix tax reference prices by decree.

Taken by surprise like everybody ese, the internationa companies quickly joined forces,
with the consent of the US government — necessary because of US anti-trust laws — and with
diplomatic support from al OECD member countries (Duclos 1972). Findly, twenty-two oil
companies faced OPEC’ s negotiating committee. This was the firgt time that theinternationd
companies had actudly recognised OPEC. At the beginning of February 1971, in its Extraordinary
Conferencein Tehran, OPEC’ s threats became even more explicit. If necessary, the Gulf countries
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would implement the objectives agreed in Caracas through ‘lega and/or legidative measures .
Moreover, ‘in the event that any oil company concerned fails to comply with these legal and/or
legidative measures within seven days from the date of their adoption in dl the countries concerned’,
al Member Countries — with the exception of Indonesia— agreed to ‘ take appropriate measures
including total embargo on the shipments of crude oil and petroleum products by such company’
(Res. XX.131). The oil companies capitulated on 14 February. According to the new agreement,
once again supposed to last five years, the tax reference price of abarrdl of Arabian Light, fob Ras
Tanura, was to increase within five years from US$ 1.80 to US$ 2.62. Ground rent would thus
increase from US$ 0.91 to US$ 1.53. A new round of negatiationsin Tripali followed in March
1971, bringing the Mediterranean producers in line again, which included a formula to adjust posted
prices every three months according to changing freight rates.

Equity Participation in the Old Concessions (1972-73)

In February 1971 the Algerian government announced that it was taking over a 51 per cent equity
share in the French companies. At that time the 1970 boom was receding and France attempted an
internationa boycott of Algerian ail, but the necessary internationa support was, at best, lukewarm.
Six months later, the French agreed to the 51 per cent equity share, and dso to an adjustment in
prices and taxation in line with the Tehran and Tripoli agreements. Algeria now controlled 75 per
cent of its production of one million b/d.

At the Caracas Conference, OPEC had aso set up aMinigterid Committee to Sudy the
implementation of its policy of equity participation At its Conference in July 1971, OPEC resorted
again to threats of ‘ concerted action’ (Res. XXV.139), if negotiations were to fail. The Arab Gulf
countries— Abu Dhabi, Irag, Kuwait, Qatar, and Saudi Arabia— appointed Y amani, Petroleum
Minigter of Saudi Arabia, astheir representative. The companies, reluctantly, gppointed a negotiating
committee conssting of one representative each from Exxon (formerly Esso, SONJ), Texaco, and
Shell. Meanwhile in December 1971 Libya nationalised the BP subsdiary in Libya (controlling 7 per
cent of nationd production, then about 3.3 million b/d) in reprisal for British failure to support the
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United Arab Emirates (UAE) daim to the Tumb Idands againgt Iran.” In March 1972, Y amani
announced that Aramco had accepted, in principle, 20 per cent equity participation. But Nigeriaand
Libyafor ther part were dready demanding an immediate 51 per cent share. In June 1971, Iraq —
after deven years of continued conflicts — nationaised 1PC, which then controlled two thirds of
nationa production of about 1.5 million b/d. The internationa tenant companies, for the last time,
tried to implement an internationa boycott, but now it was France which failed to agree. Iraq dso
enjoyed the backing of OPEC, which even set up a committee to prevent boycotted Iragi oil from
being replaced by other OPEC ail (Res. XXV111.146). The boom in the world oil market, which
resumed at the end of 1972, did the rest: the companies accepted the nationdisation of IPC in
February 1973.

In December 1972, the negotiations led by Y amani ended successfully in New York. The
Arab Gulf countries would acquire, from 1 January 1973, a 25 per cent equity participationin dl
concessions. This share would increase gradualy to 51 per cent by 1 January 1983 (Al-Otaiba
1975: 169ff). With this agreement these countries would have a powerful voice on investmernt,
volume of exports and their destination. ‘ As a corporate partner representing at the same time the
sovereign, they possess al the power they need to control and direct the companies on al phases of
the operations in the producing country and probably even on many phases of their operations
abroad, holding their local interest in oil production as hostage’ (Levy 1973: 169). Nevertheless the
Kuwalti Parliament rejected the dedl and inssted on an immediate 60 per cent. The Shah of Iran
announced in March 1973 the dissolution of the Internationa Consortium. The Nationd Iranian Ol
Company (NIOC) would take over its operation, and the associates of the Consortium would be
demoted to service companies, with purchase contracts to last twenty years (Stobaugh 1978: 221).
At the beginning of 1973 Libya, supported by OPEC (Res. XXXV.159), again started to single out
the companies one by one, imposing on each of them 51 per cent equity participation. Meanwhile, in
June 1973, Nigeria had taken an initid 35 per cent equity participation in al its concessons. And
then, in October 1973, the fourth Arab— sraeli war broke out.

Yin 1971, while negotiations for the creation of UAE were being completed, the claim by Iran for sovereignty over
the Tumb Islands remained in dispute. Iran occupied the islands the day before the UAE came into existence,
when technically Britain was still responsible.
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Second Round (1973)

After the Tehran, Tripoli and Lagos agreements, the internationd tenant companies were given no
respite. Not only was equity participation progressing rapidly, but OPEC aso responded with new
demands after the devaluations of the US currency in December 1971 and February 1973. In both
cases the oil-exporting countries negotiated an increase in tax reference prices, established in US
dollars (Res. XXX1.122). Then, in 1973, a booming market went far beyond the expectations that
supported the agreements on tax reference or posted prices. In September, OPEC demanded their
revison (Res. XXXV1.160). Negotiations were scheduled for 8 October, but the fourth Arab—
Israeli war began on 6 October. Nevertheless, negotiations began as scheduled. However, on 15
October, a number of Arab states decided upon a selective embargo againgt the United States and
some other countries, together with a progressive reduction in oil production. On 16 October,
OPEC’ s negotiating Committee announced the end of negotiations, and sovereignly increased the
tax reference price of Arabian Light from $3.011 to $5.119. Ground rent per barrel increased,
gpproximately, from $1.74 to $3.01. The internationa companies protested in vain. Consumers
panicked, as cutsin Arab ail production over the following months amounted to 20 per cent.* In
December, some cargoes of Iranian oil put up for auction by the government fetched a price as high
as US$ 17.43. Following the Iranian auction, OPEC raised the tax reference price again, from
$5.119 to $11.651; ground rent per barrel roseto $7.00 (Taki Rifai 1974: 372ff).

Fiscal Revenues and Nationalisation

Though in 1974 tax reference prices basicaly remained stable, the time had come to fundamertaly
restructure the sector. Regarding the fisca regime, Saudi Arabiaincreased itsroyalty rate from 12.5
to 20 per cent — in accordance with Res. IV.33 — and its income tax rate from 55 to 85 per cent.
Thus fiscd revenuesincreased to US$ 9.80 by the end of 1974, to be compared with production
cogts of only US$ 0.12. Production costs compared with fiscd revenues fell from an dready modest
25 per cent in 1960 to an indgnificant 1.2 per cent by 1974.

Moreover, the landlord states had now aso acquired a participation in equity. In Saudi
Arabia, in 1973, this share was 25 per cent. In 1974 it was adjusted to 60 per cent. This

! Iraq did not take part in these cuts. This country preferred, instead, to nationalise the rest of itsoil industry. —
The selective embargo was eased after six months and ended completely in August 1974.
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arrangement went hand in hand with agreed ‘ buyback prices, i.e. prices the private partners would
pay for equity oil they would market. By the end of the 1960s market prices had fallen to about 71
per cent, while buyback prices were set at 93 per cent, of tax reference prices. If we assume that
the private companies sold their il a that price, in 1973/4 they Hill enjoyed a handsome profit,
though this was not to lagt. Increased roydty and income tax rates brought profits down to what
they had been by the end of the 1960s, about US$ 0.22 per lifted barrel. Back in 1960, it had been
US$ 0.80. Hence, whereas in 1960 net profits were equal to fiscd revenues, in 1974 they were
equivaent to no more than 2.2 per cent of these revenues (see Table 5.1). Even in high-cost
exporting countries such as Venezuda, fiscal revenues represented about 85 per cent of gross
revenues. The business of ail in the exporting countries had without question become the business of
landlords. Ground rents were far too high to dlow tenants to set volumes and prices, which were
now to be sat by the exporting countries, with the tenants demoted to production service providers.
Thus, Saudi Arabia, for example, increased its participation in equity to 100 per cent in 1980, and at
the same time the former concession-holding companies set up a production services company. That
company continued to explore and produce, but a a service fee of, roughly, US$ 0.21 per lifted
barrdl — which was the same amount they obtained as concessionaires a the end of the 1960s. The
former concessionaires were aso entitled to buy a certain amount of the ail lifted a the officid price,
thus removing any difference between reference, posted and market prices.

De facto the internationa companies had been nationalised, qua tenants, by the end of 1973,
though the legd arrangements would take time and differ from one country to the other. Thefiscd
regime was tightened everywhere, but did not necessarily follow the same patterns. Libyaand
Venezuda, for example, maintained fisca regimes based on tax reference prices. Libya stuck to an
equity participation of 51 per cent; Nigeriato 60 per cent. But everywhere, the forma differences

notwithgtanding, it was exclusvely up to the sovereign governments to set prices and volumes.
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Table5.1

FISCAL REVENUES, COSTS, AND PROFITSFOR A
BARREL OF ARABIAN LIGHT 1960-1974

US$ 1960 1970 1971 1973 1973 1974 1974
10/08 01/09 01/06 01/10 16/10 01/01 O01/11
Tax ReferencePrice| 180 180 229 301 512 1165 11.25
Royalty Rate| 12.5% 125% 125% 125% 125% 125% 20.0%

Roydty| 023 023 029 038 064 146 225

Costs| 020 012 0212 012 012 012 012

Gross Profit 1.38 1.46 1.88 251 436 10.07 8.88

Income Tax Rate| 50:50 50% 55% 55% 55% 55% 85%
IncomeTax| 058 0.73 1.03 1.38 240 554 7.55

Fiscd Revenues| 0.80 0.95 1.32 1.76 304 7.00 9.80
Costg/Fisc. Revenues | 25.0% 126% 9.1% 68% 4.0% 1.7% 1.2%

Paticipaionin Equity| 0% 0% 0% 25% 25% 60%  60%
Buyback Price| 1.80 129 163 280 476 10.84 10.46
NetProfit| 000 000 000 092 160 372 054

Gov. TekelLiftedBl. | 0.80 095 132 199 344 923 1013
Priv. ProfitLiftedBl. | 080 021 019 069 120 149 0.22
Priv. Profit/Gov. Take| 100% 22.4% 14.6% 34.7% 35.0% 16.1% 2.2%

5.5 Conclusions

The control of accessto the ail provinces of the world had been in the mind of internationd all
companies since the very beginning. On the eve of the First World War the participantsin TPC
pledged not to compete within the confines of the Turkish Empire but to gpply together for
concessons in order effectively to monopolise the whole area. A Smilar scheme was discussed a
that time in Mexico where its effectiveness depended on overcoming the fragmentation of private
minerd ownership. The Mexican Foreign Minigter, in 1913, proposed to vest dl exigting interests
into one state agency. Respecting acquired rights, Mexico's ail riches would thus be exploited under
the control of this agency in co-operation with private investors (Knight 1986: 96-97). Smilar
propositions were discussed again after the First World War and the Revolution, though they never
prospered. Later, the associates of 1PC renewed the TPC agreement in 1928,which became known

asthe ‘Red Line Agreement’. This agreement was the corner sone of the international petroleum
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cartel. Its membership eventualy extended to the seven biggest internationa oil companies. The
‘Seven Sders, asthey were nicknamed, effectively extended their control to neighbouring Kuwait
and Iran, aswdl asto digant Venezuela and Indonesia, through joint ownership of some mgor
concessions, reinforced by joint ventures downstream. This set-up provided the links enabling them
effectively to agree on, and to control, production worldwide. Concurrently, the obstruction of
private minera ownership in the United States was overcome through prorationing.

Theinternationad companies finaly succeeded in controlling access, though in varying
degrees, to al important oil provinces of the world outside the United States (and, of course, the
Soviet Union). However, this was only possible because these oil provinces were subject to colonia
governance or because they were located in weak, backward and dependent countries. No modern
sovereign country would ever hand over to afew private companies the control of its natura
resources. The cartel was weakest where the affected countries were strongest, and it would
weeken continuoudy after the Second World War as the age of coloniaism drew to an end. An
early example of relative independence was Venezuda, where the international companies did not
get huge concessions nor were they able to prevent the government from organising bidding rounds
favouring their competitors. A late exampleis Libya, dready an independent country when it granted
itsfirst concessions. But in dl oil-exporting countries, even where nation-wide concessons were
granted, some pieces of territory — and, most notably, waters — were left out, for whatever reason,
and were ultimately opened up to competitors.

The development of the world economy and the growing independence of Third World
countries would inevitably entail the development of a competitive world petroleum market. Peculiar
to oil, however, was the fact that this development aso entailed growing competition to gain access
to the reservoirs, which increased the cost of access. Qil riches— awhim of nature — were largey
concentrated in afew Third World oil-exporting countries where OPEC replaced the companies
decaying cartel. The latter concerned itsdf with profit, to be maximised within a governance
structure where the interests of consumers were systematicaly represented — by maximisng profits
the companies did their best to keep ground rent down — dthough consumers complained
frequently, and legitimately, about monopoly prices. However, the international companies aso kept
the landlords in check, while OPEC concerned itself with ground rent, to be maximised by sovereign
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landlords. In the shadow of the later prices, those earlier monopoly prices soon looked rather
modest.

OPEC, on top of the long-term structurd changesin its favour, dso enjoyed the advantage
of having taken by surprise both the internationa oil companies and the governments of the
consuming countries (and even itsdf). Although the international companies, in the 1960s, responded
to the growing pressure from OPEC by exploring new and more expengve areas, most notably in
Alaska and the North Sea, they were aso busy playing down the importance of OPEC. BIuff, after
al, was part of the business. But the bluff also backfired, because politicians, the leadership of the
international companies, lawyers, and economists deceived themselves. Thus, for example,
politicians and the leadership of the international companies had colluded to root fifty-fifty profit
sharing in the remote past, dlegedly representing nothing but an adjustment in line with the origind
contracts — anodding in the direction of sacrosanctity of contracts. Similarly, OPEC in the 1960s
presented the end of fifty-fifty profit sharing and posted prices as nothing but a problem of good
accountancy. Both parties and their lawyers presented the new agreements as Ssmple interpretations
of the previoudy exigting one. Hence, everybody was dways reassuring everybody that nothing had
changed or was ever to change.

Energy economigts, however, unanimoudy proclaimed that OPEC could never be arelevant
actor. Ricardo dixit. As late as 1969, Edith Penrose' s assessment was that * OPEC has never been
as powerful in the internationd industry generdly as were the mgor companiesin their heyday’.
Moreover, ‘the companies failed effectively to contain the rate of supply in line with the rate of
demand at exigting prices for very long; OPEC has so far failed even more obvioudy in that task.
But sinceit has a the same time succeeded brilliantly inits other task’, i.e. increasing fiscal revenues,
‘the contradiction likely before very long to bring an even more far reaching change in the Sructure
of theindudtry is evident: increasing monopoly revenues are not consstent with decreasing monopoly
power’ (Penrose 1970: 235). According to her mode, the increase of fisca revenues from fifty to
about seventy per cent of profits over the 1960s was an irrdlevant fact. Market prices were fdling,

and that was her only criterion. In her one-dimensiond conception of oil prices, it was not possble

! Edith Penrosewas arguably the most outstanding economist on our subject matter at that time in the United
Kingdom.
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to think of them as the result of two different and independent forces. The same goes for Addman,*
dready quoted in the first part of this book. In his mgor study he concluded that for ‘at least 15
years we can count on, and must learn to live with, an abundance of ail that can be brought forth
from fields now operated in the Persian Gulf at something between 10 and 20 cents per barrel’
(Adelman 1972: 77). Competition would guarantee lower prices. Sticking dogmaticaly to his
Ricardian rent model, he was quick to resort to conspiracy theories once things turned out differently
(Addman 1972: chap. VII). Hewas, of course, not done. Baffled consumers everywhere in the
world, inside and outside the United States, readily and as amatter of routine, blamed the usud
culprits of the past: the US government and the late internationa petroleum cartel.

Last but not least, OPEC member countries were also surprised. They had not the dightest
ideathat their penny-pinching tactics might culminatein a‘revolution’. In Venezuela, when President
Rafad Caderawastold, on 27 December 1973, that nationdisation was on the agenda, he was
completely surprised. Until that moment, as far as he knew, nobody in Venezudla had made such a
suggestion. ‘| have to admit, it never came to my mind that it could be possible or convenient to
nationdise Creole, affiliate of Standard Qil, or Shell de Venezuela, effiliate of Shell Petroleum’ (El
Nacional 28-12-1973). The next day both the presidents of Creole (Exxon) and Shell de
Venezuda, after an end-of-year courtesy vist to President Caldera, confirmed to the awaiting press
that nationalisation was, indeed, imminent. Alluding to the internationa Stuation — the Arab all
embargo and the doubling of prices — they confirmed that radica changes were unavoidable. They
aso expressed their conviction thet they would gtill play ‘avery important rol€ in the future (El
Nacional, 29-12-1973).

OPEC was confronted, unexpectedly, with the challenge to consolidate and to
indtitutiondise its ‘revolutionary’ achievements. In its advance, it had crossed the old clear-cut front
line between the member countries and the foreign oil companies. It had now to confront, or to dedl
with, the consuming countries. The issues at stake were prices and volumes. OPEC, after its
‘revolution’, would never agree, or disagree, on anything else. Member countries were no longer
united in wresting their sovereign rights from the hands of a common opponent (a handful of

international oil companies subjecting them to one and the same governance structure). From now

! Morris Adelmanwas arguably the most outstanding economist on our subject matter at that timein the United
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on they were only united by the natural accident of oil, struggling with an opponent, which had
invisble hands (the market), and subject to their own very different sructures. Nor would their
nationa companies provide any link between them. OPEC member countries would continue to
agree or disagree on volumes and prices, but ultimately stick together againgt the consumers, even
though over the next twenty years three of its member countries— Iraqg, Iran, and Kuwait — were
actualy at war with each other.

Of course, the effect of surprise would soon fade away. Y et many an energy economist now
predicted steadily increasing prices. Ricardo had given way to Hotdling. Scarcity was supposed to
be the driving principle behind oil pricesin thelong run. In the market place, however, the
consequence of the * OPEC revolution’ — or the first ‘oil shock’ as the consuming countries named it
— was an immediate sudden fal in the growth rate of demand for crude oil, and the cal on OPEC ail
actually stagnated. Libya after 1970, and Kuwait after 1973, cut their production on conservation
grounds and in support of higher prices. In Venezuea, production from its aging fields pesked in
1970, and production would have falen anyway. Othersincreased their production, most notably
Iraq, Iran, and Saudi Arabia. And then came the ‘second oil shock’, associated with the Iranian
revolution and the subsequent war between Irag and Iran. Consumers panicked, and some OPEC
member countries decided again to take advantage of the Situation; others followed their lead only
reluctantly. The radica price increase generated, again and in the short run, large additiond fisca
revenues. But now the demand for crude oil fell. OPEC, in order to maintain prices, cut production
while the consuming countries were increasing their production by squeezing out of their reservoirs
every possible barrel. In 1982, twenty-two years after its foundation, OPEC findly set up aquota
system. Within the Organisation, Saudi Arabia assumed the role of a swing producer. But three
yearslater, in 1985, OPEC production had fallen to 15.4 million b/d, i.e. hdf the level of 1974; its
share in the world' s totd was down from 56 to 29 per cent. Fiscd revenues werefdling. Adjusting
for inflation, their revenue in 1985 was less than in 1974. Saudi Arabia, meanwhile, after cutting its
production from 9.9 million b/d in 1980 to 3.2 million b/d in 1985, was no longer able or willing to
mantain its role as swing producer. Then followed the price crisgs of 1986, which brought prices

down by some 50 per cent. OPEC abandoned its policy of official posted prices, and turned to

States.
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production quotas that would be imposed on al member countries and imply much lower price
levels (Skeet 1988: passim). Demand for OPEC ail took off again. Though in recent years
production levels have came close to those of 1979, they have not yet reached the 1979 level again.
(Fig. 5.1, 5.2 and Table 5.2)

Figure 5.1: OPEC Qil Prices 35
1970-1999 20

Uss$

/\
I [
Frqm 1979 to 1981, the Arab Light CURRENT
officid price; asof 1982, the OPEC

spot Reference Basket price. 20 / Vo \v/\"/ /\\/A\v/

15
10
Source: OPEC, Annual Statistical
Bulletin. 5 J CONSTANT 1973 I
0 T T T T T T T T T T T T T T T T T T T T T T T T T T T T T
70 75 80 85 90 95 99
. MILLION B/D OPEC/Total
Figure5.2: OPEC and 70 60%
Non-OPEC Crude Qil
Production 1960-2000 60 50%
507 40%
40 A
30%
30 A
0,
Source: OPEC, Annual 20 20%
Statistical Bulletin. 104 Non OPEC 10%
0 rrrrrrrrrrrrrrrrrrrrrrrrr1irrr7r17mr 1rrrrr1rr17 17T1iIT 0%

60 65 70 75 80 85 90 95 00



Global Oil and the Nation State - 137

Tablebs.2
OPEC FHISCAL REVENUES
Selected Years
Billionof US$ | 1970 1974 1980 1985 1986
Exports 144 1103 2826 1289 76.6

Fiscd Revenues
Current Dollars 7.6 91.8 2749 121.2 68.9
1973 Dollars 10.7 840 1336 68.1 30.7

Source: OPEC, Annual Statistical Bulletin.

Energy economists switched back from Hotelling to Ricardo. Y et again, ‘ economics has nothing to
say about the oil price other than pointing to a... low cost floor and a ... high price-of-subdtitute
caling. Price fluctuations are of the market, price altitudes are politicd variables (Mabro 1991,
itdicsin the origind). Or, dternatively, thanks to quotas, OPEC could findly be thought of asa
producers cartel. Assuch it has not worked as well asthe Texas Railroad Commission, or the
internationa petroleum cartel in its heyday. Quotas had now to be agreed between, and
implemented by, sovereign countries, but without any supra-national authority. However, these
sovereign countries not only control production but also access to the natura resource, something
that was beyond the reach of the Texas Railroad Commission, and something the international
petroleum cartd had never whally achieved. OPEC is thus able to redtrict the flow of investment,
which determines the long-term level of production. The power of OPEC is deeply rooted inits
‘underground’. Quotas are only akind of ‘finetuning'.

Although OPEC in the aftermath of its ‘revolution’ promoted the idea of a so-caled consumer-
producer didogue, and some high-profile international meetings actudly took place, nothing came of
it. It was never more than a sideshow. OPEC was as unable as it was unwilling to compromise. All it
could do wasto cling to its natural monopoly. OPEC continuesto be in control of three quarters of
the world' s ail reserves, but thisis the only account with a favourable baance to OPEC. On any
other account the balance isin favour of the consuming countries. Though technology may be the
firgt thing that comes to mind, political and economic power, when it is a question of governance, is
even more important. It was the turn of the governments of the big consuming countries to go on the

offensve.
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6 THE NEW ROLE OF THE CONSUMING COUNTRIES

6.1 The International Energy Agency

The OPEC revolution was an event sgnificant enough not only to cause aradica dow-down in the
growth of demand for il but also to dampen the growth of the world economy. The price increases
from 1973 to 1974 cost OECD member countries the equivaent of 2.6 per cent of ther GDP, the
increases from 1978 to 1980 amounted to as much as 3.7 per cent (IMF 2000: 41), and these
amounts had to be transferred through a costly structura adjustment. Moreover, to keep OPEC in
check huge amounts of money were invested in expensive domestic oil and gas or dternative energy
sources. Thereis no doubt that the two oil shocks played an important role in the sudden dow-
down of the world economy in 1974—75 and 1980-83. And last but not least, there was the issue of
security of supply.

Theinternationd tenant companies were no longer able to guarantee ether security of supply
or prevailing price levels. The governments of the consuming countries had to take these issuesinto
their own hands. Y et in the short term there was very little they could effectively do. The defeat of
the international tenant companies was aso theirs, as demongtrated by the last act of the OPEC
revolution, which took placein the midst of an Arab oil embargo. The developed consuming
countries— the OECD countries — took the lead in confronting OPEC. In response to an initiative of
the US government, in 1974 they founded the International Energy Agency (IEA).! Not surprisingly,
it first adopted an Internationa Energy Programme, with the status of an internationd treety, to deal
with emergencies. Member countries had to hold stocks for sixty — later ninety — days of
consumption and prepare programmes of contingent demand restraint measures. An Emergency
Sharing System was put in place, and the whole arrangement was supposed to operate in close
liaison with the internationd oil companies.

A Long-Term Programme followed in 1976. The objective was to minimise dependency on
imported ail. Thiswas to be achieved, on the one hand, by reducing demand — or, at least, the

growth of demand — through improved efficiency in consumption, conservation, new technologies

! However, the membership of OECD and |EA isnot identical. France joined the IEA aslate as 1992. Norway is
only a conditional member. Mexico joined OECD in 1994, but not the IEA.
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and, last but not least, higher taxes on petroleum products. On the other hand, the use of dternative
sources of energy (domestic ail, cod, natura gas, nuclear, etc.) was to be encouraged, and the
consumption of petroleum products restricted to those uses where it was irreplaceable, i.e. bascaly
to trangportation. In power generation cod was regarded as the most obvious aternative to fud oil
when, after the second oil shock in 1979, the IEA agreed to minimise the use of fud oil for ectricity
generation. Nationa energy policy planning was to preclude ‘ new or replacement base load oil-fired
capacity’, and progressively confine oil ‘to middle and peak loads', meking ‘maximum use of fuds
other than ail in dua-fired capacity’ (Scott 1995: V.3, 224). By the 1990s, somewhat unexpectedly,
natura gas had largely taken over.

Towards the end of the decade the emphasis shifted towards the increase of domestic
supply. Member countries were encouraged to exploit al economically agppropriate opportunities ‘to
minimise declines in their own indigenous ail production’. Accordingly, licensing and fiscd regimes
should be revised ‘ s0 as to encourage timely development’ of the reservoirs (Scott 1995: V.2, 169).
The same principle gpplied, of course, to dternative sources of energy such as cod, relatively
abundant within OECD countries. Member countries should ensure ‘that fiscd regimes, eg.,
government roydties and severance taxes, ... do not adversdly affect the viability of cod mining
developments (Scott 1995: V.3, 227).

It was now the turn of the consuming countries to question the legacy of the American
reference, dbeit from a different angle than the exporting countries. OPEC had done this by
transforming the US conciliatory fisca regime into aradica proprietorid one. The consuming
countries went in the opposite direction, developing aradica non-proprietorid fisca regime in order
to maximise output. Until then, royaty had been omnipresent and unquestioned, beit in private or
public governance of oil. On the rare occasions when American energy economists addressed the
issue of roydties, they maintained, againgt al the evidence, that thiswas actudly a Ricardian rent-
collecting device. But in Europe there were no vested interests regarding royalties. Hence energy
economists were politicaly free to target royaties as non-Ricardian ground rent-collecting devices,
and to condemn them as an obstruction to the free flow of invesment. Most importantly, this
happened in the United Kingdom where roydlties, the emblematic ground rent, were scrapped in the
early 1980s giving way to amore ‘flexible’ device, i.e. an excess profit-collecting device, in

accordance with non-proprietorial governance.
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Member countries were also urged, ‘to promote diversified invessments in world-wide
production’ (Scott 1995: V.2, 169). Indeed, by the end of the century non- OECD countries were
dready consuming more than haf of world energy. Of specia interest were, of course, the
‘ developing countries with significant potentia for future hydrocarbon supply’, where the IEA would
‘support activities of internationa organisations to help improve invesment regimes (Scott 1995:
V.2, 347).

National Oil Companies in the Consuming Countries

The governments of the European countries were the first to get involved as shareholdersin the
business of ail early in the twentieth century, and this reflected the concesson system in the Middle
East.! Most of the NOCsin the Latin American consuming countries were founded between the two
World Wars. They were supposed to explore, to produce, and to refine domesticaly, within a
generd policy framework of import substitution and nationa economic development. The exporting
countries began to set up their NOCs only in the 1950s. Concelved as agencies of the landlord
date, they became active after the nationdisations of the 1970s. The last wave of NOCsin relatively
resource-rich consuming countries was triggered by the OPEC revol ution. Concerned about security
of supply and the economic threat of high prices, Canada and the United Kingdom, for example, set
up PetroCanada and the British Nationa Oil Company (BNOC). By the end of the 1970s, amongst
the consuming countries the United States was the only significant oil producer without a NOC.
This last wave of NOCs was short-lived. The issue of security of supply at reasonable
prices was taken up collectively by IEA/OECD within the context of astrong liberd environment.
The new NOCs represented a limited nationa answer to the OPEC revolution. The liberd agenda
was essentidly agloba one. Hence, these NOCs were dismantled and privatised during the late
1980s and early 1990s. At the same time the older European NOCs had dso lost their raison
d’ étre and they too were privatised. The UK took the lead in both cases. The Latin American
NOCs suffered asmilar fate. The old ideathat the international oil companies were not interested in
the development of nationd reservoirs but rather in importing from highly profitable concessions

elsawhere, was now obsolete. Moreover, the model of protectionist, import-substituting economic
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development in Latin American countries was in deep crisis, and under increasing external pressure
they too turned, in the 1990s, to privatisation and liberalisation. The Argentine Y acimientos
Petroliferos Fiscades (Y PF), the oldest Latin American NOC, has aready been privatised
completely. However in Brazil, Petrobras, the youngest onein this group, has so far only been
partidly privatised. This leaves us with only one important set of NOCs: the NOCs of the exporting
countries, the agencies of the landlord states.

A Global Agenda

Whatever could be done within the consuming countries was never going to be enough, since their
naturd resource base isinsufficient: 76 per cent of the world's crude oil reserves are located within
OPEC, with another 6 per cent in the former Soviet Union (anet oil-exporting ared); and in the case
of natural gas— an energy source of Smilar importance to crude oil with world-wide reserves
equivaent to about one trillion barredls— OPEC holds 42 per cent of world reserves, and the former
Soviet Union 39 per cent. Within the OECD, cod is the only abundart source of energy, but ina
more and more environmentally consciousworld it is stigmatised as the dirtiest; and nuclear energy
has never lived up to expectations.

Thus, even with high prices, the possibility for OECD countriesto limit their dependency on
OPEC ail was congtrained. With increasing demand and declining domestic production, these
countries will have to import, by the year 2010, 70 per cent of their requirements, estimated at 45
million b/d. Demand in the ‘rest of the world’ is expected to grow even fagter. Thisincreaseislikely
‘to be met primarily by the mgjor Middle East producers and Venezudla (Scott 1995: V.2, 64),
despite the widespread consumption of cod and, more recently, naturd gas in power generation.
Clearly, there had to be some arrangement with OPEC. But was it not worth trying to bring OPEC
or, a least, some member countries into the new non-proprietorid governance of internationd oil?
Since the OPEC revolution the performance of member countries had been very poor. Apart from
wars between some member countries, military and civil unrest in others, and foreign indebtednessin
most of them, not one had delivered the promised political and economic development. By 1989,
some of them were internaly very week and divided, and they began to give in to the mounting

! The British government became a majority shareholder of Anglo-Persian Oil Company (i.e. British Petroleum) in
1914. The French government promoted, and then became a shareholder of, the Compagnies Francaise des
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pressure to re-open upstream ail to private investment. And then came the surprise of the century,
the fdl of the Berlin Wall and the collgpse and disintegration of the Soviet Union, at that time the
second most important oil-exporter. With the gpparent victory of cgpitdism over communism and
the end of the Cold War, new territories rich in hydrocarbons were suddenly and unexpectedly
opening up to foreign investors. This new internationa politica context provided a unique
opportunity for the consuming countries to advance their agenda on atruly globa scale. The nascent
liberd, i.e. non-proprietorid, governance of internationd ail, ill limited in its scope to the consuming
countries, was suddenly upgraded to an integrd part, and even to amodd, for a new world of

globd capitaiam.

6.2 Investment Treaties and Natural Resources

After the OPEC revolution, in order to contain and confront the policy of ‘ permanent sovereignty
over natural resources, the developed consuming countries — first the Europeans, then the United
States and other OECD members — sarted to negotiate a series of Bilateral Investment Tresties
(BIT9). Given the Third World mgority in the United Nations, a multilateral approach was ruled out.
Usually these BITs were concluded between one developed and one underdeveloped country. The
flow of investment was predictably in one direction only, and the rules agreed upon, not surprisngly,
were those to the liking of the capital- exporting developed countries. Traditiond internationd law
was thus revitalised with many Third World countries endorsing it.

After the demise of the Soviet Union the trickle of BITs turned into a torrent. The mgority
were concluded between OECD member countries and Russia, the Newly Independent Republics
and the Eastern European countries. Then the European Union (EU) with its eyes on the
hydrocarbon riches of the former Soviet Union grasped the opportunity to initiate multilatera
negotiations. The firgt result in December 1991 was a non-binding European Energy Charter, the
garting point for the subsequent negotiation of a binding Energy Charter Treaty (ECT), which was
concluded in December 1994.

The 1989 USA-Canada Free Trade Agreement (USA-Canada FTA) deserves amention in
this context. In spite of its name, it also coversinvestment (Chap. XVI). In 1993 this treaty was
extended to the North American Free Trade Agreement (NAFTA) to include Mexico. Last but not

Pétroles in the 1920s to participate in Middle East oil according to the San Remo Agreement.
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least, GATT’ s languishing Uruguay Round was adso given anew boost leading to its successful
conclusion in 1994 and the foundation of the World Trade Organisation (WTO). Though atresty on
trade, it has, aswe shdl see, some relevance to investment. Thus, in the five years from 1989 to
1994 the consuming countries achieved sgnificant advancesin setting up an internationd investment

regime, and at its heart it contained the new non-proprietoria governance for internaiond oil.

Defining ‘Investment’

These investment treeties define ‘investment’ in an adl-indusive way. For instance, the US-
Azerbaijan BIT defines contractud rights, such as * production or revenue-sharing contracts,
concessions, or other smilar contracts', aswell as ‘rights conferred pursuant to law, such aslicences
and permits, amply as ‘investments . Hence, upstream contracts in oil are Smply ‘investment
agreements (USA-Azerbajan 1997: Art. I). The same definition isfound in the Canada- Venezuda
BIT (1996), or in the ECT, though the latter only deds with investment in the energy sector (ECT
1994: Art.1.6). Thesetregties provide alegd framework for the exploitation of natura resources
ignoring the possible existence of alandlord-tenant relationship. They only ded with the rights of
‘invegtors .

Trade-related Investment Measures. The USA-Azerbaijan BIT outlaws trade-rel ated

investment measures (TRIM) in amanner more radical than that of GATT/WTO. Nether party shdl
‘mandate or enforce, as a condition for the establishment, acquisition, expansion, managemernt,
conduct or operation of a covered invesment’, i.e. an investment of aUS or Azerbaijan nationa or
company, ‘any requirement (including any commitment or undertaking in connection with the receipt
of agovernmenta permisson or authorisation)’, in order to ‘achieve a particular level or percentage
of local content, or to purchase, use or otherwise give a preference to products or services of
domestic origin or from any domestic source’, or ‘to transfer technology, a production process or
other proprietary knowledge to anationa or company in the Party’ sterritory’, or even ‘to carry out
aparticular type, leve or percentage of research and development in the Party’ sterritory’ (USA-
Azerbaijan 1997: Art.11.1, VI1). Each party shall dso ‘ensure that its sate enterprises, in the
provision of their goods or services, accord national and most favoured nation treatment to covered
investments . Findly, thistreaty dso inggs that the governments, granting permits, licences,

concessions — or whatever the form of granting accessto the natural resource may be — shdl not
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discriminate in favour of nationd citizens or companies. Furthermore, looking forward to the
privatisation of state companies, the governments may not favour their nationals. In other words, the
US government, for example, has the choice only to grant or not to grant leases on public lands, and
to privatise or not to privatise its Sate companies, but it cannot discriminate againgt Azerbaijani
investorsin the United States.

The Canada-Venezuela BIT contains the same clauses, except that it does not outlaw a*buy
Venezudan' policy of state enterprises, nor doesit cover the making of an investment, the so-cdled
pre-investment phase. Similarly, the ECT stipulates that ‘a Contracting Party shal not gpply any
trade-related investment measure that isinconsstent with ... GATT’ though, with the typica
ambiguity of this multilateral agreement, it adds exceptions and clauses alowing sgnatories to opt
out, and others designed to maintain the pressure on reluctant Sgnatories to keep moving in the
desired direction (ECT 1994: Art.10). Regarding the pre-investment phase, only ‘ soft-law’ applies,
asthe ECT negotiations included countries less desperate than Azerbaijan to attract foreign
investment. Each Contracting Party would only ‘endeavour to accord’” such a non-discriminatory
treatment. Nevertheless, pressure was put on the reluctant sgnatories to agree to afirmer
commitment on this point, through a‘ Supplementary Treaty’ till to be negotiated. (ECT 1994:
Art.10.2, 3, 4)

Dispute Settlement. In the USA-Azerbajan BIT private investors— not the governments —

are given amenu of choices for the settlement of an ‘investment dispute’, from nationa courtsto
internationa arbitration, independently of whatever may have been written into the ‘investment
agreement’ in question or into aforeign-investment law (USA-Azerbaijan, Art. 1X.3). The same
appliesto the Canada-Venezuda BIT. The dispute settlement provisonsin the ECT, heavily
influenced by the precedents created with the USACFTA and NAFTA, were worded amost
identically (ECT 1994: Art. 26). What is more, these provisons came into force immediately upon
sgning the Treaty, even before rdtification by the member countries though, typicaly, there wasthe
possihility of an opt-out from this dlause.

Taxation

Regarding sovereign taxation, the USA-Azerbaijan BIT sates, ‘no provison of this Tresty shal
impose obligations with respect to tax matters . But there are some exceptions, the most important
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of which refersto ‘investment disoutes based on *an investment agreement or an investment
authorisation’ (USA-Azerbaijan, Art. XI1II). Thelatter, in plain English, are concessions or licences,
while the former covers dl kinds of upstream contracts, including those sgned between NOCs and
foreign investors — a most important point to which we will return later.

But where would ‘investment disputes originate? According to this Treety, through atax
increase deemed to be the equivaent of anindirect expropriation or nationdisation. Thisisthen
amply cdled an ‘expropriaion’. Thus, if anationd or a company asserts, ‘that atax matter involves
an expropriation’, it ‘may submit that dispute to arbitration’ subject to two conditions: one, thet ‘the
nationa or company concerned hasfirst referred to the competent tax authorities of both Parties the
issue of whether the tax matter involves an expropriation’; second, that ‘ the competent tax
authorities have not both determined, within nine months from the time the nationa or company
referred the issue, that the matter does not involve an expropriation’ (USA-Azerbaijan, Art. XI11.2;
italics ours). Thus even investors without any contractua relationship are offered the option of
internationa arbitration in tax matters aslong as one of the parties—the US or Azerbaijan
government — has not ruled, within nine months, that atax increase or anew tax ‘does not involve an
expropriation’. The Canada-Venezuda BIT establishes the same procedure, though the two
governments have only six months for their ruling. The ECT, while induding its usud diplomatic
cavedts, has generally adopted the same procedure.

‘Sovereignty over Energy Resources’

The only developed oil-exporting country, Norway, was party to the negotiation of the ECT." Its
presence probably explains why the question of sovereignty was taken up at dl, though it was
treated under the heading * Sovereignty over Energy Resources' and no longer ‘ Permanent
Sovereignty over Natural Resources (United Nations 1962).

State sovereignty and sovereign rights over ‘energy resources were recognised, though only
if they were *exercised in accordance with and subject to the rules of internetiond law’. In the same
way, ‘the rules in Contracting Parties governing the system of property ownership of energy
resources were not at stake, but they should not affect *the objectives of promoting accessto

energy resources, and exploration and development thereof on acommercid basis . It was aso



Global Oil and the Nation State - 146

agreed that * Contracting Parties undertake to facilitate access to energy resources, inter alia, by
dlocating in anon-discriminatory manner on the basis of published criteria authorisations, licences,
concessions and contracts to prospect and explore for or to exploit or extract energy resources . All
this suggests that the next step could be to oblige the sovereign power, in one way or other, to put
those ‘energy resources on the market. Remarkably enough, on the indgstence of Norway, thiswas

formaly denied:

Each state continues to hold ... the rights to decide the geographical aress ... to be
meade available for exploration and development of its energy resources, the
optimdization of their recovery and the rate at which they may be depleted or
otherwise exploited, to specify and enjoy any taxes, roydties or other financid
payments payable by virtue of such exploration and explaitation, and to regulate the
environmental and safety agpects of such exploration, development and reclamation
within its Area, and to participate in such exploration and exploitation, inter alia,
through direct participation by the government or through state enterprises. (ECT
1994: Art.18)

In this clause the desperate effort to avoid any suggestion of alink between energy and natura
resources, especialy non-renewable ones, is particularly sriking. While the language may sound
odd, there is nonetheless a recognition of the state' s property rights: rights to deny investors access
to particular ‘ geographica areas , to get aroyalty for its ‘energy resources, to set production levels,
and to participate with its NOCsin exploration and production. This could hardly be more contrary
to the spirit, and even the letter, of the rest of the Treaty. Its essentid purpose, so systematicaly and
carefully expressed, was to impress yoon the resource-rich sgnatories the idea that there was no
such thing as an internationd landlord—tenant business relationship but only a Sate-taxpayer one.
Thisdien article had to be grafted onto the ECT since, without it, the complex multilatera
negotiations would have failed. No such clause is to be found in the USA-Azerbaijan and Canada-
Venezuela BITs. Nor isit to be found in the USACFTA. In NAFTA, however, Mexico succeeded
in excluding its hydrocarbons from the rlevant set of rules (NAFTA 1993: Chap. V1).

Present and Future of the New Regime

Non-proprietorid governance of internationd oil, which the developed consuming countries have

been building in response to the OPEC revolution of the early 1970s, has evolved into a grandiose

Y The UK, aswe shall see, though a significant exporter is firmly compromised with liberal governance.
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framework of internationd trade and investment tregties, an attempt to create one globa economy
united by free trade and free investment. In this globa economy minera resources would be subject
to the globd sovereign: consumers.

NAFTA and the ECT aso promoted new rules between the devel oped countries. In both
treaties the arbitration rules went far beyond whatever the European Union or the OECD had
agreed to before. In the euphoria following the success of the ECT, the OECD launched the idea of
agenerd Multilaterd Agreement on Investment (MALI). This attempt failed, largely due to the
resstance of France, and since then, ECT and WTO have moved more dowly.

The ECT became effective with itsratification by thirty signatories, which took placein
1998." Y et not everything went smoothly. The United States had pressed hard to be part of the
negotiationsin order to prevent the ECT from becoming a‘ European’ treaty, but in the end it
refused to sign. It regarded the approach to the pre-investment phase as too soft compared to the
sandards dready established in BITS, and it was not willing to swalow the article on sovereignty. It
believed that the ECT would create negetive precedents regarding new BITs (for instance with
Russia) and multilatera treaties (for instance with Latin American Countries).? It was nevertheless
largely the US presence in the negotiations that produced, among other things, the far-reaching
arbitration clauses.

Russa sgned, but it has so far not retified. Thisis, of course, amgor falure of the ECT.
After dl, Russa controls 74 per cent of the proven reserves of crude oil of the former USSR, and
85 per cent of naturd gas. ‘ Negotiations [were] largely led, on the Russan sSide, by the reformist
groups, and the negotiations and their results [were] astrategy of the reformers aimed at imposing
the Treaty’ s market economy mode on the interna policy debate’ (Wéade 1996b: 316). Y et back
home, various nationd interest groups retained influence, not least in the oil and gas sector, in which
over 60 per cent of Russian exports and fiscal revenues originate. From their perspective the ECT
was difficult if not impossible to accept. From the viewpoint of the Newly Independent Republics
things looked different. In the words of Kazakh Presdent Nursultan Nazarbayev: ‘1 do not think that

' The only institutions created under the ECT are the Charter Conference and the Secretariat.

2 |n December 1994, at the same time asthe ECT was signed in Lisbon, in Miami the Summit of the Americas was
held, the largest ever meeting of Heads of Statesin the Western Hemisphere. The Summit agreed to create a‘Free
Trade Area of the Americas', extending NAFTA all over the Americas. Anintegral part of thisdesignisthe
‘Energy Initiative of the Americas’ with its annual ministerial meetings.
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in today’ s world weapons can do anything to protect a country. Our main security guarantee
(againgt Russia) will be a powerful Western business presence in Kazakhstan' (Ogiitci 1996: 78).

In practice, private foreign investors have not been successful in getting into Russan ail. By
1998 cumulative gpending in the projects involving ARCO, BP, ENI, and Shell, was ill minima
and the outlook is not promising (ECT/IEA 1998: 5). Y et the Russian government is under
continuous pressure to ratify the ECT. Thus, a the G8 Energy Ministeria Meeting in Moscow, in
April 1998, the Energy Charter Secretariat and the |IEA presented a Joint Paper on ‘ Energy
Investment’, largely based on ‘valuable studies carried out by or under the auspices of the World
Bank and the European Bank for Reconstruction and Development’ (ECT/IEA 1998: 1). Onthe
issue of equa pre-investment opportunities the Joint Paper asserts, ‘nationa economic benefits
arigng from... an invesment will not be determined by the nationdity of the investing company’.
Privatisation opportunities should * be open to companies without discrimination on grounds of
nationality. There should be no congraints on the subsequent resale and purchase of shareholdings
or other assets after privatisation’. On energy trade, it recommends that WTO rules should be
followed as closdly as possible. Last but not least, it concludes that Russia ‘ should continue to
pursue, as a matter of priority, ratification of the 1994 Energy Charter Treaty’ (ECT/IEA 1998: 25—
26).

In its Executive Summary the Joint Paper strongly argues againgt proprietoria and in favour
of nonproprietorid fisca regimes, that is againg royaties and in favour of excess-profit taxation.
‘ Experience has shown that an ungtable or unbaanced tax system can be the single most important
factor in deterring investors. This has been particularly true where taxation is based on gross
revenues rather than on profits, with alowance for incurred costs (ECT/IEA 1998: ii). It isdamed
that ‘ profit-based systems are more saf-adjusting and give a better basis for investors to assess the
fiscd impact over thelife of thelr investment project.... Finding the right tax structure is of particular
importance to Russawhere the oil industry accounted for 70 per cent of federal government
revenuesin 1997' (ECT/IEA 1998: 21-22). In fact, the homeland of fiscal regimes based on
roydties and severance taxes is the United States, and the United States is dso the homeland of the

lie theG7 plus the Russian Federation.
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largest, most prosperous and successtul private petroleum industriesin the world, and nowhere have
fiscal regimes been more stable than in the United States.

The Joint Paper recommends implementing fisca regimesin upstiream oil based on excess
profit taxation, on top of normal income taxes, but thisis contrary to the worldwide trend over the
last decades away from high taxation levels on profits in favour of gross revenue taxation such as
value added taxes or, as we have argued in Chapter 3, persona income taxation (see Fig. 3.1 and
3.2).

The G8 dso complained about the fact that *high cost energy resources have been and are
developed world wide, while chegper resources are left in the ground. Thisis an unfortunate
consequence of the geographical concentration of resources and monopolistic behaviour coupled
with large politica uncertainties. This waste of resources can be reduced through closer economic
and politica co-operation, underpinned by internationa treaties (ECT/IEA 1998: 18). Indeed, both
investors and consumers could save very significant amounts of money through lower costs and
prices. Hence, the natural resource owners are urged to adopt profit-based fiscd regimes with the
necessary downward-eladticity regarding prices, and upward-dadticity regarding costs. Y et under
such regimes, there is no doubt that the oil-exporting countries would lose out.

Michad Klein, chief economist of Roya Dutch-Shel in London, has recently visudised this
ided Ricardian world of the twenty-first century in a scenario. He assumes declining redl oil prices
and, hence, he expects ‘the fight over upstream rents continuesto intengify’. As ‘producer countries
open up dl parts of the oil and gas business for foreign investors, they ‘revise tax regimes to attract
investors. In particular, countries with margind fields abolish roydties . Thus, over time, ‘auction
design is streamlined and many contracts are awarded to the bidder of the highest margina tax rate
rather than an up-front sgnature bonus . In the end, ‘by 2040 dl nationd oil companies are
privatised and tax systems for upstream operations converge to regular corporate tax regimes as
upstream rents diminish’ (Klein 1999: 13-14).

In this scenario Klein assumes declining red ail prices, because the outcomeis dlegedly the
result of competition, of market forces, not of those forces that actualy create markets. But the
assumption of declining pricesis not essentid to his scenario. Even assuming, perhgps more

redidicdly, increasing scarcity of the natural resource and, consequently, increasing redl production
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cogts, fisca regimes based on excess profit taxation, being eagtic regarding increasing costs, would

equaly serveto minimise prices and fiscd revenues in the oil-exporting countries.

6.3 Targeting National Oil Companies in the Exporting Countries

Why should oil-exporting countries ever subscribe to such policies? These bilaterd and multilatera
‘investment’ treaties represent the negation of * permanent sovereignty of natura resources and,
more specificaly, of OPEC' sbasic principles. Asfar asthe Newly Independent Republics are
concerned, desperate to keep Russiain check and, perhaps, ignorant of the international political
economy of ail, it may not be surprisng. OPEC, in the 1960s, would certainly have warned them
and advised againgt acceptance, but in the 1990s it had lost most of its political clout. Worse, even
some of its member countries — for example Venezuela, avery experienced and relatively developed
oil country — subscribed to such liberd policies. The genera explanation isto be found, of course, in
the poor performance of the exporting countries Snce nationdisation. In mog, if not dl, of them
there are ‘reformist groups’, keen to impose a ‘ market economy mode on theinternd policy
debate’ .*

Yet thisis hardly a sufficient explanation, given the overwhelming importance of the ail
sector in the mgority of the exporting countries. Moreover, Sgning and ratifying this kind of
internationd treaty is gill not the end of the story, as effective implementation requires a powerful
liberal agency, and while there are a number of candidates available for this task, the two obvious
ones are the Petroleum Ministries and the NOCs. In practice, in the exporting countries the latter
has been the preferred option. Wherever thisis the case, the privatisation of the NOC is hot on the
top of the liberal agenda. Thus, typicaly, in the Joint Paper the Russian government was told thet:

Magor studies have noted that the existing Joint Venture licenang arrangements are
based on an adminidrative system that views the Subsoil Licence as the supreme
document, while the agreement among parties to the Joint Venture is only secondary.
This exposes the investor to severd dgnificant risks. The terms of the licence to use
the subsoil are subject to unilateral change by new legidation and are terminable by
the governments on various grounds. It is subject to dl gpplicable taxes at dl levels
of government, and no protection is provided againgt adverse changesin tax laws or
other laws .... Disputes are not subject to impartid adjudication because thereisno

! Regarding oil and WTO see Jiménez (2001).
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contractud relationship between the Joint Venture partners and the government.
(ECT/IEA 1998: 20)

Asamatter of fact, al developed countries grant concessons or licences, in exactly the same way
asintended by Russia, even if these countries had, or have, NOCs (for example Norway). Yet in
the exporting countries the problem, from the viewpoint of the consuming countries, is limiting their
sovereign rights beyond the single sovereign act of granting access to the land. Nationd investment
treaties may do their part, but more could be achieved by combining these tregties with * production
sharing agreements  (ECT/IEA 1998: ii) or Smilar types of upstream contracts. This ensures that the
NOC isdirectly involved in the busness. The importance of thislies, of course, not inthe NOCs'
role as business partners but in their possible role as ‘umbrdlas’ or ‘hostages . They may
contractually guarantee that they will absorb detrimenta changesin legidation, most importantly in
taxation, whether by paying directly on behdf of the foreign ‘ partners , or through indemnities. Thus,
indirectly, through so-caled * stabilisation clauses', the NOCsin these cases actudly deliver the state
as ahostage, and NOCs with their internationd sales have something the ‘ partners' can use to
control them, something to sequedtrate. It isin this context that internationd arbitration is of crucid
importance.

Furthermore, and even more importantly, the NOCs can be transformed into the new liberd
licensing and contracting agencies. Though in the past they had been the ground rent collecting
agents of the landlord dtates, their role expanded enormoudy with nationdisation. They grew out of
their role as mere operators, eventualy becoming fully-fledged producing companies and, as such,
ground rent paying tenants, resentful of their high tax bills and — in the case of OPEC members—
resentful of quotas. In this new role they could be paliticaly helpful by dressing non-proprietoria
governance in anationa costume, minimising adverse reaction and, thus, any danger that the libera
transplant might be rgjected. Though privatisation is doubtless on the agenda further down the road,
the priority isensuring first that nonproprietoria governance is deeply rooted. The Joint Paper

mentions Azerbaijan as the example Russa should follow.



Global Oil and the Nation State - 152

7 CONSUMING VS. EXPORTING COUNTRIES: CASE STUDIES

The first case we present in this chapter is the United Kingdom, which emerged as an oil- producer
in the 1970s and as an oil-exporter in the 1980s. It provides the textbook example of non-
proprietorid governance. Not surprisingly, this new reference has met with strong resstance in the
United States, the old reference and homeland of proprietorial governance, where royalty-related
interests are widespread and deeply rooted. There, we will concentrate on the state of Alaska, a
newcomer to the scene, where oil production took off with the completion of the Trans-Alaska-
Pipdinein 1978. Alaska became an important oil-‘exporting’ sate within the United States,
‘exporting’ amogt al of its production to the lower 48 states. Finaly, we look at the case of
Venezuda, atraditiona Third World ail-exporting country and founding member of OPEC. This
country provides the best-documented example of changing governancein ail in the twentieth
century.

7.1 United Kingdom

Fiscal Regime

The firgt licences in the British North Seawere granted in the mid-1960s.* The blocks covered
about 250 kn? each. There was amodest licence fee and aroyalty of one eighth, which wasin line
with the American reference. But from the very beginning there was one important differencein the
way the British government administered the — publicly owned — natural resource. Licences were
granted through a discretionary process, a procedure that alowed the government to maximise the
participation of nationa enterprise in the development of this new oail-producing province. It did so
most successfully. Foreign companies had to pledge good behaviour, and there was a strong
incentive to comply, as their performance was taken into account in new licensing rounds. If it had
not been for this policy, and asmilar policy in Norway, the development of North Seaoil could
have been handled from the Gulf of Mexico, a that time the only fully developed off-shore

producing province in the world.

! For the devel opment of the British North Seain general see Mabro et al. (1986).
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So far eighteen licensing rounds have been held and about one thousand licences were
granted. They were granted through a bargaining process, the government negotiating investment
levels and other conditions of the licence. Remarkably, bonuses were rarely used and, when they
were, the sumsinvolved were very modest, even after it had become clear that North Sea oil would
be highly profitable. The first company to announce a big discovery, in December 1969, was British
Petroleum (BP), soon followed by othersin the early 1970s. Thus, many important discoveries
preceded the OPEC revolution. By 1973 very large profits were to be expected. To collect them,
the British government adopted a new approach, which was sgnificantly different from OPEC as
well asfrom the old US system.

To cope with excess profits, in 1975 the (Labour) government introduced a Petroleum
Revenue Tax (PRT). Thistax istriggered by the accumulated cash flow. Investments are treated as
current costs. PRT has to be paid as soon as the accumulated cash flow becomes positive, by which
time investors have dready recovered their origina investment. Moreover, thereisan ‘uplift’ on
investment expenditure; for every Pound of investment expenditure, investors are credited an
additiond 35 pencein order to compensate them for interest payments and the effect of inflation.
And PRT will be paid only if the interna rate of return has exceeded 15 per cent. What is more, if
PRT has been paid but the accumulated cash flow decreases in later years, PRT is paid back with
interest. This applies for the lifetime of the licence (up to 40 years), which is extendable. In other
words, excess profits are defined not on ayearly bass but over the lifetime of areservoir.

PRT gppliesto the individud reservoir as the basic unit of production, which is ring-fenced
to prevent excess profits being reduced, nationdly or internationaly, through the ‘export’ of profits
through transfer pricing or outsourcing, or through the ‘import’ of costs from the downstream and
other less profitable busnesses. In other words, each reservoir istreated as an individud, separate
business. Smilarly, the whole of the United Kingdom Continenta Shelf was dso ring-fenced for the
purpose of corporate income tax.

PRT was specifically designed to collect excess profits, or Ricardian rents, in the upstream.
Asaso-cdled ‘resource rent tax’ it is supposed not to obstruct the free flow of the margind
investment, or the extraction of the proverbid margina barrel. Contrary to the American bidding
system, which is designed to collect expected Ricardian rents or excess profits through bonuses,
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PRT collectsthem only after they have actualy materiadised. The licensees are given the option to
gpend the money firg.

In 1975 the applicable rate of PRT was set at 45 per cent, but after the second price shock
(1979) this rate was raised repeatedly, reaching 75 per cent in 1983. Moreover, with the
persistence of extraordinarily high oil prices, in 1981 the government introduced a Supplementary
Petroleum Duty (SPD), basically a severance tax of 20 per cent. But SPD, alevy on gross revenue,
was abolished two years later. Smultaneoudy, royaty — a contractud levy — was aso abolished,
abeit only for new fields. Hence, by 1983 thefisca regime in the British North Sea had been
transformed into a purely non-proprietoria one, at least insofar as new fields and licences were
concerned.

On the other hand, in 1975 the government created the British Nationa Oil Company
(BNOC), which, by law, was entitled to a 51 per cent participation in al new licences. Worried
about security of supply, the company was aso put in charge of marketing royalty oil. Obvioudy,
BNOC could considerably enhance the power of the government to collect those excess profits
effectively. But the government soon scaled down the role of BNOC. 1n 1982, its upstream assets
were privatised. Though it continued as amgor trading company, it finaly disappeared in 1986.
(Hoopes 1997)

By 1983, therefore, a decade after the OPEC revolution, the United Kingdom had
developed a counter-example of liberd governance and a consstent non-proprietorid fisca regime.
Though it was dready a net exporter of ail, it Smply aimed a maximising output. Accordingly, the
political debate on the fiscal regime centred exclusively on risks, profits and excess profits, on
incentives and disincentives to production and investment. The idea that something should be paid
for the naturd resource —i.e. aroydty — had disgppeared. In the palitical culture that gpplies to UK
oil palicy today, roydties are smply ‘outmoded’ (Kemp, Stephen and Masson 1997: 11). At the
sametime, afirg large gap was cut into the ring-fence: a cross-fidld exploration alowance was
introduced as an incentive to exploration. In practice, this meant that the whole of the British North
Sea could be explored using profits generated by the highly profitable fields, which were taxed at the
PRT-rate of 75 per cent. Next in importance, in 1987, a cross-fidld development dlowance was
introduced. Findly, in 1993, those gaps in the ring-fence were sealed but as part of aded to bring
PRT down to 50 per cent, and to abolish PRT for al new fields (Rutledge and Wright 2000). The
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officid argument was that the new fields were margina anyway and, therefore, they were not worth
the adminigrative costs of PRT. Thus, the development of the PRT rate followed a pattern we have
aready discussed in Chapter 3 in the case of corporate tax rates in the United States after the
Second World War (see Fig. 3.1 and 3.2). In fact, the applicable corporate tax (CT) in the United
Kingdom aso followed the same pattern. The Finance Act 1984 reduced the Corporation Tax rate
from 52 per cent (1982—83) to 35 per cent (1986-87), and it was further lowered during the
following years. Findly, in 1999, the government brought the rate down to 30 per cent. Greet Britain
now has one of the lowest CT ratesin the world.

Summing up, after 1983, in new fidds the marginal fiscal take was 88 per cent of profits,*
which crested an obvious incentive problem. Every additional Pound spent actudly cost only 12
pence to the investor. This was too high arate to be sustainable, or not to create serious distortions.
Hence, pressure built up to reduce this percentage. Fifteen years later it had come down to 65 per
cent,? and to 30 per cent for fields developed after 1983. Today royalty is aready being scrapped in
the old fields (Energy Exploration & Exploitation 2001: 86-87). One can safely predict that PRT
will dso disgppear soon, though this may involve a complex settlement as the companies will wish to

reclam part of it to underwrite decommissoning codts.

Fiscal Revenue

Fig. 7.1 shows the development of oil and gas production from FY 77 to FY 99,2 and Figs. 7.2 and
7.3 show the evolution of fisca revenues and grossincome. The effective percentage of royalty, up
to 1982, including (modest) licence fees and (rare and modest) bonuses, averaged about 10 per
cent,” but after thet date it declined as the new royalty-exempt fields came on-stream. At present the
average is about 3 per cent. PRT became payable as early as FY 78. It increased sharply, in
absolute and relative terms, with prices, volumes, applicable rates, and later with the disgppearance
of SPD and royalty, and reached its highest levelsin the years 1983 to 1985. Not surprisingly, it
came down dragticaly in 1986 with faling prices. PRT was designed to collect rentsin the upswing,

1 88% = 75% + (1-75%)* 52%.
2 65% = 50% + 50%* 30%.
% In the UK thefiscal year beginson 6 April, and endson 5 April the following year.

4 Royalty is paid at wellhead-prices. Gross petroleum income, however, is reported at landed prices. Therefore the
legal 12.5 per cent royalty represents alower percentage at the latter prices.
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but dso to be downwardly flexible regarding prices. In FY91, PRT in the whole of British North

Sea production became negative. In other words, the government paid PRT back to theindugtry in

that year. PRT was designed to be flexible regarding costs. The objective was that so long asthe

companies were able to produce an additiona barrel, even a sharply increasing costs, they should

be motivated to do s0. And this, as we have seen, extended to the whole of the British North Sea

regarding exploration and, partidly &t least, dso to field development costs. Not surprisingly, then,

even before the PRT reform of 1993, this tax was rapidly losng importance.

Figure 7.1: UK Oil and Gas Production and
Prices

Source: Department of Trade and Industry:
Development of UK Qil and Gas Resour ces, 2001.

Figure 7.2: UK Fisca Revenue and Gross
Income

Source: Same as Fig. 7.1.

Figure 7.3: UK Fiscal Revenue as Percentage

of Gross Income

CT: Corporate Tax

PRT: Petroleum Revenue Tax

R&R: Rents and Royadties

SPD: Supplementary Petroleum Duty

Source: SameasFig. 7.1.
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Corporate tax was mogt significant in 1986, due to the sharp fal of PRT, which istrested as a cost
and, when refunded, as a negative cost. Theregfter corporate tax continued to fal until FY 93, and
then regained some of its former importance, probably due to the new PRT-exempt fidds coming
on-stream. In generd, the picture that emerges from Figs. 7.2 and 7.3 is that, once a pure non
proprietorid fiscd regimeis put in place, afdl in fiscd revenues follows during the next few years.
The British North Seais at present by far the lowest-taxed and most profitable oil province in the
world." It isnot only consumer friendly, in the sense that it aims a maximising output by accepting
that the natura resources are afree gift of nature, but it isaso investor friendly, inthe sensethat it is
very lenient in the collection of excess profits.

Incentivising Production

Production of liquid hydrocarbonsin the UK peaked first in FY 85, a 2.62 million b/d (Fig. 7.1). It
then fell to 1.88 million b/d in 1988-89. A remarkable recovery to 2.82 million b/d followed in

FY 99 (generdly believed to be the definitive peak). Since this recovery was obvioudy not due to
prices, one may ask whether it had something to do with changesin the fiscal regime introduced in
1983 and subsequent years. A detailed study on this subject concluded that, in 1995, out of atotal
production of 2.676 million b/d, about 355 thousand b/d would not have been produced without
those changes. It should be noted that the fisca revenue from this additiona production, over the
lifetime of the fidlds, was estimated at £ 2 hillion, but the tax rebates granted to old fields were
edimated a £ 5.3 billion. Consequently, there was anet lossin fisca revenues of £ 3.3 billion.
(Martin 1997: ii—iv)

There is no doubt that the lower leve of taxation had a positive impact on production,
athough a property-conscious government would not have been very pleased by this overdl result.
But for liberd Britain the maximisation of output without regard for fisca revenues was perfectly
acceptable. From a proprietorial viewpoint the aternative course of action would have been to wait
for technology to develop and/or pricesto increase without the interim loss of tax revenues. In

practice, had these additiona 355 thousand daily barrels not been produced, this would have

! Accordi ng to Barrows (1996: 13) the UK ranked sixth amongst the 144 fiscal systems that were analysed.
However, the analysis of these systems is based on model calculation, and none of thefirst five countries
offering even more advantageous conditions was actually producing oil. For a more focused and detailed study
see Rutledge and Wright (1998).
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contributed to higher prices and encouraged a subsequent increase in production. In other words,
the dternative is not smply ‘to produce or not to produce’, but ‘to produce now or to produce
later’. A non-proprietoria fisca regime, however, prefers oil to be produced as soon asit is
profitable for the private companies to produce it, that being considered the only relevant criterion.

A Textbook Example

The British fisca regime ignores any claim of naturd resource ownership. Consumers benefit from
lower-than-otherwise prices due to the supply-sde of the equation, whereas companies benefit from
alow leve of rent-collection. Thelosaers are UK taxpayers generaly who otherwise would benefit
from lower taxation levels on income or expenditure.

Libera governance of British ail is solid and robust. The way petroleum policy has been
structured means that the oil-exporting feature of the UK economy — significant in terms of the
volumes involved, close to one million barrds daly — is smply irrdevant. Indeed, it is so irrdlevant
that the British public at large is unaware of it; and the British government continues to congder the
higher oil prices promoted by OPEC as athreat to the world, and therefore to the British, economy.
Moreover, Britain boasts not only low up-stream but aso high down-stream taxation. Nowherein
Europe is petrol more expengve than in the United Kingdom. In 1999, upsiream taxation amounted
to £ 2.6 billion compared with £ 29.7 billion downstream (Rutledge and Wright 2000: 3). From the
viewpoint of the consuming countries in their tug-of-war with OPEC, increasing the fiscd take
upstream sets a bad example, whereas increasing downstream taxation sets a good example. The

United Kingdom is the textbook example for non-proprietoria governance.

7.2 Alaska

Fiscal Regime

In the United States oil fiscal regimes are based on lease contracts, which specify rents and roydties.
In Alaska, where dmost dl the ail is produced on public lands, the law defines a minimum roydty
rate of one eighth, the most common of the US customary rates. One eighth was the fixed royaty



Global Oil and the Nation State - 159

rate in the North Slope bidding round of 1969, which brought in US$ 900 million in bonuses*
However, beginning in 1973, the bidding rounds were based on aroyaty rate of one sixth, and
beginning in 1979 on onefifth, the bidding parameter being a bonus. Alaska aso experimented at
that time with a net profit share (NPS). The NPS amounts to a diding-scae royalty, to be paid on
top of the agreed royadlty rate. It triggersin once the lessees have recovered their exploration and
development costs? Both royalty and NPS were used occasionaly as bidding parameters, and
roydty rate as high as 43 per cent and NPS as high as 93 per cent were offered in the days of
extremely high prices and high expectations. But after 1983 the one-eighth royaty became once
again the usud ratein new leases, with a bonus as the bidding parameter (State of Alaska 2000a
105-6). The NPS device was abandoned because of its inherent incentive problems, which also
entailed high surveillance and adminigtrative costs. ®

Thereis adso aseverance tax, which in Alaskais caled a production tax. Thisis another
kind of roydty, the difference being thet it isindeed atax, itsrate being fixed by law and not by
contract. It is therefore subject to the state legidator. In 1968, it was set at 3 per cent. With
increasing oil pricesthis rate was raised. In 1977, it reached 10 per cent for natura gas and 12.25
per cent for crude ail. Therate for oil was raised again to 15 per cent in 1981, athough the rate of
12.25 per cent Hill applied for the first five years of a new development. These increases went hand
in hand with the development of adiding scae, a so-cdled ‘economic limit factor’ (ELF), first
introduced in 1977. For crude ail, for example, no production tax is paid if output per well is 300
b/d or less. For gas, the lower limit is 3,000 mcf per well and per day (about 535 boe/d). While the
increasing rates were designed to capture higher fiscal revenuesin response to higher prices, at the
same time the scale became more flexible downwards regarding volumes. The minimum rate is now

zero and no longer three per cent as it was before 1973. Thus, in the fiscal year 2000 (FY 00),*

! At the time this huge amount came as a surprise and, with the benefit of hindsight, it heralded the forthcoming
oil crisisin the USA.

2 Hence, these |eases were very similar to production sharing agreements el sewhere, with the difference that they
do not involve aNOC.

3 Asamatter of fact, NPSwas paid, for thefirst time, only in 2000. — On the other hand, one should not
underestimate the problemsinvolved even in collecting royalties. Alaska, in 1977, engaged in alegal dispute over
taxes and royalties. The point of discord was the way the companies calculated wellhead prices. The government
won its case 17 yearslater, in 1994. The companies had to pay arrearstotalling US$ 3.7 billion. (Platt's Oilgram
News 21-11-1994: 3).

*1n Alaskathe fiscal year 2000 (FY 00), for example, begins 1 July 1999 and ends 30 June 2000.



Global Oil and the Nation State - 160

Prudhoe Bay paid a 14 per cent production tax, Pt. Mclntyre 9.6 per cent, and Kuparuk 9 per
cent. These three fields accounted for over 99 per cent of al production tax revenues (State of
Alaska 2000b; 42-43).

On top of roydties and production taxes, there is a Sate corporate tax, a net income tax,
which was set at a maximum rate of 9.4 per cent in 1975. In 1978 the oil companies were ‘ring-
fenced’ in order properly to quantify their profits originating within Alaska, i.e. to prevent them from
diluting their profits nation-wide or internationdly. Y et this arrangement met with stiff resstance from
the companies. Ring-fencing was finaly repealed in 1981,* and worldwide combined profit reporting
was now accepted. Thiswas actudly in line with what was happening at the same time a the federd
level. Theimplicit loss of revenue was supposed to be compensated by the aready mentioned
increase of the production tax for crude oil from 12.25 per cent to 15 per cent. Findly, thereisa
federa corporate tax. Its rate evolved as discussed in Chapter 3 (Fig. 3.1 and 3.2).

Fiscal Revenue

Production of crude ail in Alaskatook off in FY 78, and peaked in FY 88 at 2.05 million b/d. Qil
prices, of course, followed the world market. Grossincome —i.e. crude oil production multiplied by
wellhead prices— peaked in FY' 82, and so did fisca revenues. In relative terms, comparing fisca
revenues with gross income, they had peaked dready in FY 80, at 50 per cent (33 per cent Sate
revenues plus 17 per cent federal corporate tax). In both cases there was a sharp fall after FY 82.
Since 1983, the fiscd take has averaged 26 per cent at date level, and a 34 per cent including the
federa corporate tax (Fig. 7.4, 7.5 and 7.6).

Figure 7.4: Alaska Crude Oil Production and
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! For details on the confrontation about States right regarding income taxation see Strohnmeyer (1993: 209ff).
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Royadlties, rents and bonuses — royaties representing about 98 per cent of that totad — present avery
stable percentage of grossincome, on average about 12.9 per cent. Production tax had been
increasing during the firgt five years (1978-82), and decreasing since FY 93. Thisis conggtent with
the production profile and the operation of the safeguards mentioned earlier. At present those gross
vaue levies average about 23 per cent of grossincome.

Figure 7.5: Alaska Fiscd Revenue and Gross
Income
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The absolute and rlative fal in fiscal revenue observed in the early 1980sis entirdly due to the
corporate tax. AsFig. 7.7 shows, it was certainly not due to faling prices. The political dedl ending
ring-fencing but increasing production tax by 2.75 percentage points (from 12.25 to 15 per cent)
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(State of Alaska 2000b: 30, 42-43) obvioudy fdl short of compensating for the removd of the
fence. The actud lossin fisca revenue to the state of Alaskawas far higher. During the years of ring-
fencing, FY79-FY 81, state corporate income taxes averaged 7.5 per cent of gross revenues. Then
they fell sharply, averaging about 2 per cent, and this happened before prices collgpsed in 1986.
Oncein the realm of federa corporate income taxation and worldwide combined profit and loss
reporting, the companies were in astrong position to minimise taxes, as pointed out in Chapter 3.
Alaska dso suffered the consequences of the sharp fal in effective federd corporate tax rates during

these years, to which State corporate income taxes were now directly linked by asimple formula!

Proprietorial vs. Non-proprietorial Governance

The governance of ail in Alaska has to be seen in the context of the proprietorid governance that
exigsin the United States generdly. The latter is deeply rooted in atradition of private minerd
property. At present the number of royaty ownersin the United States is estimated at 4.5 million,
induding private individuds, roydty trusts, loca public bodies such as schoals, and oil producing
companies (Rutledge 2001). Regarding the public domain, there is aso alega and condtitutiona
tradition that links minera royalties on public lands to education and other socid programmes. Still,
Alaskais outstanding in comparison with other oil-producing states on two counts. On the one hand,
virtudly dl of its ail and gas comes from the public domain. On the other, it is sparsdy populated —
its resident population was 622,000 in 1999 — thus resembling the Emirates of the Persan Gullf.
Every citizenin Alaskais aware of hisor her share in public minera ownership, an avarenessthat is
grengthened by the existence of a Permanent Fund. Thisinvestment fund, to which over 25 per
cent of rents and roydties accrue, was created by public vote and enshrined in the condtitution in
1976. Last year it paid adividend of US$ 2,000 to every Alaskan citizen.

Y et international companies and consultants have aso aimed a proprietoria governancein
Alaska. In 1989, when the Legidator passed new legidation regarding the ELF with the effect of
raisng production tax on both Prudhoe Bay and Kuparuk (the largest fields) but reducing it for the
amal fidds, the ‘industry reacted angrily and suggested ... that by breaking the deal madein 1981,

1 We could not find any data on federal corporate income taxes paid on profits originating in Alaska. Hence, we
used the data on state corporate tax to estimate federal income taxes.
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Alaskawas sending the wrong message to any would-be investors (Logsdon 1997: 179).* Giving
way to the pressure, the government commissioned some international — mainly British — consultants
to study Alaska's ‘international competitiveness, the first of a series of studies that followed. Not
aurprisingly, they concluded that ‘ taxes which focus on profits rather than on gross production
revenues are more efficient’ (Logsdon 1997: 180). Accordingly, production tax and royalties should
become more flexible (Cf. Kemp and Jones 1997). This was the beginning of a strategic debate.
Today, even in government publications discussng * Petroleum Fiscd Systems’ gross revenue levies
are qudified as ‘regressive’ and net revenue levies as ‘ progressive, very much in line with the British
debate on the virtues of PRT (Cf. State of Alaska 2000c; 19-21).

The most important practica result of this campaign so far has been that the Legidature, in
1995, gave the Commissioner of Natura Resources broad authority to negotiate lower roydties for
date leases, ‘to dlow for production that would not otherwise be economically feasible', and to
introduce diding-scale royalties related to prices (Alaska Statutes 38.05.180. Oil and Gas Leasing).
Thiswas afirst step towards non-proprietoriad governance, since traditiondly in the United States,
leases on public lands are Sate contracts and, having been awarded through public bidding, they
cannot be renegotiated. The only way to change lease termsis to hand in the lease firgt, and then to
acquireit again in anew auction. Thus, for example, if in amargind lease—i.e. alease paying only
customary rentals and roydties — a nor-commercia discovery is made, and this discovery is il
non-commercid at the end of the primary period, the only option the lessee has is to hand the lease
in. However, with the development of productivity and technology, the discovery in question may
later become commercid, and the same company may acquire the lease again in anew auction. Or,
to take another example, alease, which may have been acquired a atime of high expectations, turns
out to be unredigtic. But the lessee has only one choice: to hand in the lease and to acquire it again,
possibly, under more favourable termsin a new auction. Though, obvioudy, the bonus that might
have been paid islogt, roydty rates may come down closer to customary levels. Thus, thereisa
market mechanism that tends to adjust lease terms to accord with long-term expectations, which
explains the extraordinary stability of customary ground rent combined with bonuses. By design,

! Logsdon isthe Chief Oil Economist of the State of Alaska.
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therefore, and in response to growing scarcity, there has been only adow growth in roydty rates
and severance taxes in the 20™ century, although the OPEC revolution gave them a push.

In 1995 Alaska, however, agreed to renegotiate individua leases, and this obvioudy
undermined the integrity of the bidding process. A wave of renegatiations followed. Outstanding
amongst them was British Petroleum renegotiating the Northstar lease, with a 93 per cent net profit
share. Amerada Hess had origindly acquired this lease in 1979, when expectations were
skyrocketing. BP bought the lease in 1995 when expectations were low, with renegotiation in mind.
The way this lease was structured gave BP an exceptiond leverage: by not developing production
beyond a certain low leve, the NPS would never be triggered, and the government would be
fobbed off with its twenty per cent roydty. In the negatiations that followed, the NPS was
transformed into a 7.5 per cent diding scde roydty — on top of the 20 per cent roydty — related to
prices, partidly adjusted for inflation (Logsdon 1997: 182).

Whatever the economics of alease may be, there is no doubt that in these individud
negotiations the government can only lose out and leaseholders can only win. They are not only
much better informed after holding and exploring the lease for severd years but they aso make the
find decision about whether to carry on or not. Hence, inherently, the government will concede
incentives beyond those that would in practice be required (Berman 1997). Moreover, not only is
bluff an important part of the business but also ‘arm+twisting' such asthe threat of internationa
publicity campaigns about invesment- hostile government policies. In other words, if there are good
reasons in the first place to grant leases through public bidding, there are even better reasonsto
subject new lease terms to new public bidding.

The door was now open aso for renegotiating customary royaty rates, since there are
margind barrdsin every reservoir. Y et the first step in this direction was not taken in Alaskabut in
Washington. In 1995, the (federd) Mineras Management Service (MMS) was authorised to offer
tractsin the deep waters (beyond 200m) of the Gulf of Mexico (US Outer Continental Shelf) with
royaty suspensonsfor either alimited period of time, or alimited volume, or a specified threshold
for the accumulated gross vaue of production, in ‘order to make the new production economicaly
viable (US Government 1995). This legidation has been applied so far to four mgor fields. This
was, too, a significant step towards non-proprietoriad governance. Until then the established policy

was to wait for more favourable economic circumstances and new technologies to develop. In
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particular technologica advance, progressing metre by metre into deeper waters, was well
publicised year after year. It was only a question of time before deep watersin the Gulf of Mexico
would be able to pay a customary ground rent. However, the federal government decided not to
wait, but to abandon its entitlement to a customary royalty. Thismay be explained, in part, by the
fact that only afew international companies have the necessary technology to explore and to
produce in these waters, and they were therefore in a strong position to ask for specia conditions.
In addition, in the outer continenta shelf royalties are not shared with the bordering states. Hence,
these companies were dedling exclusvely with the federal government, a government of a consuming
country.

Wheat the deep waters of the Gulf of Mexico and Alaska have in common isthat they are as
far away from private minerd properties as possblein the United States. About 40 per cent of US
oil istill produced on private lands, and one has aso to keep in mind that royaty gppliesto al
mineras, not just oil. Hence, implementing nont proprietoriad governancein oil may be adifficult if
not an impossible task, even in the offshore areas of ‘exporting’ states like Texas or Louisana
Where public minerd ownership coexigts closdy with private minerd ownership, it is difficult to
argue that natural resources should be consdered a gift of nature in one case but not in the other.
But to question private minerd property rightsis both politicaly and aso economicaly out of the
question. Economicaly, to work through the jumble of private property rightsin order to nationdise
royaties would exceed by far the possble benefits. Paliticaly, in those oil and gas producing States,
royaty owners condtitute strong and widespread interest groups, and the federa nature of the US
condtitution extends their reach straight into Congress and the White House.*

Even today roydties and minerd incomes generaly ill enjoy the privilege, in the context of
income taxation, of a‘depletion dlowance . This privilege is based on the recognition of an ‘intrindc
vaue of minerds, which isin complete contradiction to the libera credo of minerd ownership asa
gift of nature. True, the depletion alowance for oil was reduced from 27.5 to 22 per cent in 1969,
and then lowered, gradualy, to 15 per cent in 1984. Moreover, after 1975 the depletion alowance

was limited to the first two thousand b/d, which in turn was lowered to one thousand b/d in 1985.

lsofar only the libertarian right has dared to question private minera ownership. See Bradley (1996: 59—74).
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Yetitisgill avery important economic privilege for smaler producers, and there are thousands of
them, and even more so for royalty owners, who are to be counted by the millions

There is no doubt that some principles of liberd governance have made inroads into Alaska
and the deep waters of the Gulf of Mexico, but there would be difficulties if they wereto be
extended, even if we cannot categoricaly exclude this possibility (which happened as we have seen
in Chapter 2 in the case of British cod). But it can safely be predicted that, whatever may happen,
each sngle step will take many years.

7.3 Venezuela

Venezuda' was the world's biggest oil exporter for 43 years, from 1928 — when it took over from
Mexico — until 1970, when it was overtaken by Saudi Arabia, Iran and Irag. In that year

Venezudd s production peaked at 3.7 million b/d. The decline that followed was due both to the
exhaugtion of the aging reservoirs and to alack of investment. The most important concessions were
to revert to the country in 1983-84, and the government had made clear, in the early 1960s, that
they would not be renewed. No méas concesiones was the catch phrase. Hence, the fal of
production was not the result of voluntary cutbacksin support of higher prices, as was then the case
in Libyaand Kuwait. Venezudawas lucky; her long-term ail policy cameto fruition just intime. The
implosion of volumes coincided with the explosion of prices (Fig. 7.8).

Figure 7.8: Venezuda Liquid Hydrocarbon Production and
Average Export Prices of Crude Oil and Products
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Source: Baptista (1997); Venezuela, Ministerio de Energiay Minas, Petréleo y otros datos estadisticos

The nationa oil company, Petrdleos de Venezuela, SA. — PDVSA isits acronym in Venezuda, but
PDV isthe usud acronym internationdly — took over on 1 January 1976. The company soon
launched amassive investment programme to stop the decay of the aging fields of conventiond oil
and to pioneer development of the Orinoco Belt with its gigantic accumulation of extra:-heavy
crude.? But production was cut according to OPEC quotas before the turn-around could be
achieved. With declining demand, PDV’ s investment programme was scrapped. Production fell to
1.7 million b/d in 1985. After the price collapse in 1986, production recovered and reached 3.3
million b/d in 1998. Following another price collapse that year, production was cut again to 3.1
million b/d in 2000.

Fig. 7.9 shows gross income and fiscal revenue (in Venezuela the fiscal year coincides with
the calendar year). Gross income includes exports aswell as saes to the domestic market of dl
hydrocarbons and refined products. Exports represented over 95 per cent of that tota in the more
distant past, and they till account for over 85 per cent. Fig. 7.9 isdivided into two graphs to cope
with the change in the order of magnitude after the OPEC revolution. At aglance, they reved a
long-term increasing trend in fiscd revenues from 1943 to 1981, and afaling trend theresfter until
1986. Since then, they have basically been stable, though with significant variations, whereas gross
income has again been growing.

Figure 7.9: Venezuda Fiscd Revenue and Gross Income 1938-2000
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Source: Same asin Fig. 7.8.

! This chapter relies heavily on Mommer (1998).
%Fora history of PDV see Boué (1993 and 1998).
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Fisca revenuesincreased from 1938 to 1974 aso in relative terms (Fig. 7.10). They averaged
about 11 per cent of gross income from 1938 to 1942, but this percentage rose to 30 per cent
following the petroleum reform of 1943 and remained at that level until 1957. Fig. 7.10 aso reveds
the quantitative inggnificance of the additiond tax, the famous fifty-fifty tax. Its Sgnificance was
qualitative, suggesting that fifty-fifty profit sharing had been the result of a‘ded’, of some binding
agreement and not of sovereign taxation. Anyway, the government’ s share of gross income
increased again after 1958 in spite of faling prices over the next twelve years; thiswas due to
increasing income tax rates and, after 1967, to tax reference prices. (The latter, practically speaking,
was the equivalent of an export levy). Fiscal revenues peaked at 86 per cent in 1974. With
nationalisation the government’ s share was lowered, on average, to 66 per cent for the years 1976

to 1992. But then, in 1993, there was a sharp fdl in the government’ s share in gross income.

Figure 7.10: Venezuela Fiscd Revenue as Percentage of Gross Income 1938-2000
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Figure 7.11: Venezuda Fisca Revenue as a Profit Share 1938 — 2000
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Source: Same asin Fig. 7.8.

In Fig. 7.11 we look at the same story in terms of profit shares. From 1938 to 1942, the
government’ s profit share averaged, roughly, one third. From 1943 and until 1957, this share
increased to one haf, and from 1958 to 1966, it averaged two thirds. After 1967, anew increasein
income tax rates and the introduction of tax reference prices paved the way to increase further the
government’ s share, which reached a staggering 95 per cent during the two years prior to
nationdisation. But the government’ s share was lowered to roughly 80 per cent after nationalisation.
It remained able a that level until 1992, but then fell to much lower levels, averaging less than 60
per cent from 1996 to 2000.

Nationalisation

In December 1973, the international oil companies agreed to their nationdisation. In March 1974,
President Carlos Andrés Pérez appointed an dl-party Committee that included representatives of
trade unions, the private sector, and professond associations of lawyers and economists. The
Presdentiad Committee was not only in charge of drafting a Nationalisation Law but aso of
elaborating the organisationa structure of the nationalised industry. A Petroleum Nationalisation Law
(PNL)" was passed in 1975, and PDV was crested the next day. The vesting day was 1 January
1976.

!ts official name was Ley Organica que Reserva al Estado la Industria'y el Comercio de los Hidrocarburos
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The nationa oil company was subject to the same fisca Structure as the concessionaires
before them. However, roydty rates were levelled to one sixth. The income tax rate, which had
gone up to 72 per cent in 1975, was lowered to 67.7 per cent, and 10 per cent of export profits
were free from income tax to endow the company with the resources for the development of the
nationa petroleum industry. Also taking into account an investment alowance of 2 per cent, this
67.7 per cent effectively came down to 59 per cent. Income taxation continued to be based on
fiscal export vaues, though these values were dso lowered. As areault, the government’s share, as
compared with the years prior to nationdisation, fell significantly (Fig. 7.10 and 7.11). PDV was
generoudy funded. By 1982 the company had aready accumulated an investment fund of over five
billion dollars.

However, the Venezue an managers of the industry had opposed nationdisation until the last
moment, and only accepted it because they had no choice. They then began intensive lobbying to
prevent the ‘paliticisation’ of the industry. They argued that disaster would thregten if the high
sandards of efficiency of private enterprise could not be maintained. This, and the continuity of
operation, could best be guaranteed by preserving as far as possble the existing structure. The
Petroleum Nationaisation Law and its implementation responded to their claims. The government
would only control PDV, the holding company, the President of the country gppointing the eeven
members of the directorate. The Minister of Energy and Mines has no say in these gppointments,
though he presides over the shareholder meeting. But they al are peers, equally appointed by the
President. PDV was conceived as a public limited company with the Sate as its sole shareholder. Its
affiliates maintained the origind ructure of the concessionaires, operating the same areas, exercising
the same activities, and with the same personnd gpart from the foreigners at the highest levels of
management, who were replaced by their Venezuelan deputies. Only the smdlest companies were
dissolved and absorbed by others. This resulted in fourteen affiliates. Furthermore, Corporacion
Venezolana de Petrdleo (CVP), the nationa oil company founded in 1960, directly controlled by
the Ministry and once supposed to play acrucid role with the reverson of the concessions, was also

dissolved and absorbed by one of these successor companies of the former concessionaires.

wecan safely ignore the domestic market asvirtually al profits stem from exports.
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The forma set up of nationalisation weakened the Ministry of Energy and Mines (MEM)
inditutiondly. Perhagps more importantly, nationalisation aso weekened the Minigtry paliticaly.
MEM no longer had to ded with foreign concessonaires but with anationa oil company. Until then
the cause of the natural resource owner had been the national cause, whereas the cause of the
producing companies and consumers had been aforeign one. This difference became blurred with
nationalisation. The nationalised industry had won privileged access to Miraflores' and, by the same
token, to the politica parties and the media. It was thus enabled to make its case, and it was no
longer aforeign case. Discounts on market prices could now be seen in adifferent light, a strategy to
conquer markets for truly Venezuelan oil. Smilarly, whatever hampered the free flow of invesment
could be seen as an obstruction to the development of the national oil company and, ultimatdly, to
nationa development generdly. No longer were foreign companies and consumers to be blamed for
submitting Venezudan ail to their strategies of prices and volumes; instead, OPEC could be blamed.

Nationalisation in Venezuela weskened the landlord state. How much so, remained to be
seen. On the one hand, there was the political leadership of the country, from the two parties on
which the politica system was based, Accion Democrética (AD) and Christian Democrets (Copel).
They were committed to use the abundant flow of fiscd oil revenues to speed up the development of
the country. On the other hand, there was the question of loyaty of the old and new management of
the industry. The latter, ahandful of PDV directors, came from the ranks of that politica |eadership.

The governance of nationdlisation was to be tested soon. In February 1983, the country had
gone from boom to bugt, from an abundance of foreign exchange to a currency and foreign debt
crigs. Months earlier, in alast minute effort to contain the developing crigs, the government fell back
on PDV’sinvestment fund, which until then was deposited in American banks. The company was
ordered to transfer the money to the Central Bank, where it subsequently fell prey to devauation. At
the same time, extremdy high prices led to sharply faling demand and ever more restrictive OPEC
quotas. The management of PDV was faced with a worst-case scenario: the crippling of the nationa
oil industry in order to maximise fiscal revenues, which ultimately were Smply squandered. At that
point the PDV leadership took the fateful decison never to hold cash again and to spend the money
before the government could levy taxes on it. Though the company would aways clam that by doing

! Mirafloresisthe Presidential Palace.
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S0 it was maximising profits, this was never the case. The problem with profits was that they would
dill end up in the coffers of the government. PDV only maximised activities, expanding in redl terms,
maximising volume, turnover and salesin dl phases of the industry both a anationd and an
internationa leve. In practice, the company engaged in along-term fisca revenue minimising
srategy.

PDV developed its own agenda. Though it was initidly a hidden one, it became more open
and more daring the more the country weskened and fell gpart during the next fifteen years. During
these years the company integrated dowly but steadily into one enterprise with a strong esprit de
corps. The afiliates disappeared, the company being restructured according to its activities
(exploration and production, refining, trangportation, etc). By 1998, PDV came closeto fully
implementing its agenda, taking over the adminigtration of the naturd resource, displacing MEM and
defying the OPEC quota. But then world petroleum markets broke down again, and thistime PDV
was to blame, not the Ministry or OPEC.

Fisca Export Vaues and Prices. The system of fisca export values in place & the time of

nationdisation had evolved out of tax reference prices. With risng market prices, the ‘tax reference
prices were no longer applied to the domestic market but to exports. In 1970, they were renamed
accordingly. At the same time Congress enabled the government to set them at whatever leve it
deemed appropriate. After 1974, they were set at alevel consstent with market prices as
determined by OPEC, plus a mark-up, which, a the time of nationdisation, was over 25 per cent.
Its level was set with aresidud profit in mind, aprofit of, say, US$ 1.25 per barrel. Moreover, one
has to keep in mind that royaty payments were aso based on conventiona prices. Hence, the
leaway the company had in order to compete in the market was limited to its costs and its profit
margin. The fiscal take was for dl practical purposes afixed ground rent per barrel.

The government loosened its grip after nationdisation. In 1977, it roughly haved the mark-
up. But with the second price shock it was restored to former levels though, at the sametime, the
conventiona price for roydty oil was frozen (see Fig. 7.10). But then, in 1981, with demand flagging
dueto high prices, PDV argued that it needed more commercial freedom in order to be ableto
defend its market share. PDV aso lobbied Congress to cap the discretionary power of the
government regarding fiscal export vaues. Congress indeed limited the mark-up to amaximum of 30
per cent for the year 1982, 25 per cent for the years 1983 to 1985, and to 20 per cent for 1986
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and theresfter. What is more, these maximum rates were to be based on ‘the income for sales as
declared by the taxpayer’ (Gaceta Oficial, No. 2894 Extraordinaria, 23-12-1981), i.e. by PDV.
Since the government continued to stick to these maxima, the nationa oil company was effectively
enabled to grant discounts which, in the first place, would entail lower fisca revenues (about 80 per
cent), and only in the second place lower profits (about 20 per cent). MEM waslosing itsfiscd
control over prices. In 1984, it abandoned the system of fiscal export values, according to which it
had set reference prices for every single crude and product. Fisca export vaues came down to one
‘fiscd export value : a percentage, the mark-up on prices set by PDV. The same gpplied to roydty
oil, asin 1986 — after the price collapse — the conventiona price was equated to market price, as
declared by the nationd oil company.

But there was no reason for mistrust: PDV was not an integrated company which could
manipulae transfer pricesin order to minimiseitsfiscd ligbilities. This, however, was about to
change, once the company had decided never to hold cash again. Where could the money be spent
at atime when production was cut? As it could not be spent inside the country, it had to be spent
outsde. The answer was PDV’ s internationalisation policy. In 1983 the company bought its first
participation in aforeign refinery, from Veba Oel in Germany. At the time the company argued that
this refinery would provide a market for Venezudd s heavy crude, which was otherwise difficult to
place. As amatter of fact Veba Oel never processed Venezudan heavy crude; instead, PDV used
thisrefinery to placeitslighter crude, which was easy to market anyway. But the point was that it
sold this crude to itself, at a discount averaging over two dollars per barrdl (Guevara 1983).

Cdlegtino Armas and Rafadl Guevarafrom Accidn Democrética, then in opposition, became
aware of PDV’ strandfer pricing, and raised the dlarm in Congress. As a consequence the following
AD government brought PDV’ s internationdisation policy effectively to ahdt. But in 1986, in the
midst of the breakdown of world petroleum markets the panicking government again dlowed PDV
to go ahead in order to conquer and secure markets. Though OPEC no longer pretended to set
prices, it restored quotas soon after the debacle. PDV now carried on with its internationalisation
policy concentrating mainly on the US market, where the company operates under the name of
Citgo. It bought systemdticaly into refineries sgning long-term supply contracts, granting substantia
discounts to its affiliates, and thus effectively trandferring significant portions of its profits abroad.
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In 1989, another AD government followed, headed again by Carlos Andrés Pérez. He
appointed Celestino Armas Minister of Energy and Mines and Rafadl Guevara Vice-miniger.
Together they tried again to bring PDV’ sinternationdisation policy to ahdt. Asit turned out, PDV
was by then strong enough openly to defy even President Pérez. It bought the remaining haf of
Citgo's Lake Charles refinery, having bought the first haf in 1986. President Pérez opposed the
dedl. But PDV had itsway by claiming the exceptiona circumstances that Southland was about to
&l its share to an unsatisfactory partner, and promising it would retain the second haf only for the
time necessary to find a satisfactory buyer. After two years President Pérez persondly, asalast
resort, ordered the company to sell. PDV dragged its feet. Even if Pérez had not been impeached in
1993, he would have been out of office long before the refinery could have been sold. In fact, in
order to fend off any future intention of the government in that direction and to circumvent its
financid regtrictions, PDV began to useitslong-term supply contracts as collatera for foreign loans.
Thus, the transferred profits were conclusively put out of the reach of the government in Caracas,
snce to cance the long-term supply contracts even with 100 per cent owned subsidiaries of PDV
would il first require cancellation of al the foreign debts of the company. Currently these debts are
gpproaching ten billion dollars. This sat up explains the unchecked growth of PDV’ sinternationa
refinery network, at present about two million b/d, and its expansion into the retail business, with
over 14,000 gasoline gtationsin the United States. In the second hdf of the 1990s, PDV was
transferring on average about hdf a billion dollars annudly from PDV Caracasto itsforeign effiliates
(Boué 2002).* Nor had the foreign ffiliates ever paid dividends to the holding company in Caracas,
but thet, of course, was not the point of the exercise; payment of dividends was, anyway, legdly
linked to paying the debts first.

Oil Opening (Apertura)

On the brink of insolvency, the incoming Pérez government had to submit to an IMF adjustment-
programme and World Bank-ordained reformsin 1989. Part of this was an increase in taxation on
the downstream in the domestic market, afirdt tactica step in preparing the country for adecreasein
taxation in the upstream. Opening the economy involved aso, and most importantly, the privatisation
of sate enterprises. In the il sector, however, outright privatisation was not the top priority, though

1 The graphs presented above do not capture the effect of transfer pricing.
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the return of private investors certainly was. The international companies and the consuming
countries were primarily concerned to dismantle the palitica and indtitutiond framework that had led
to nationdisation in the first place.

In 1990, President Pérez appointed Andrés Sosa Pietri President of PDV. Belonging to one
of the most distinguished familiesin Caracas, an entrepreneur and ex- Senator, he soon told the
whole world about his convictions— aradica bresk with the traditiond discretion of PDV
executives — which hagppened to be in line with non-proprietorid governance, even in itsidiomatic
expressions. Sosadid not believe that MEM and OPEC had ever been important playersin world
petroleum. He believed that the price increasesin the 1970s had been coincidental, as had been dl
past achievements of Venezuean ail palitics. The role of the Minister in the shareholders meeting
was to do ‘nothing but to moderate its sessons  (SosaPietri 1993: 65). OPEC was hothing but a
myth (Sosa Pietri 1993: 90). If the Organisation were to be maintained, it should be converted into a
research centre co-operating with IEA. Anyway, his preference was for Venezuda leaving OPEC
and joining |EA (Sosa Pietri 1994). To shake off state intervention, Sosa wanted to bring in private
investors, transforming PDV into a private company by placing shares on nationd and, preferably,
international stock exchanges. Thus ‘the company would regain its autonomy, and the state would
be obliged to gpply to the company atax rate more gppropriate to an industria concern that wants
to attract private investors (Sosa Pietri 1993: 79). He drew up an ambitious plan to transform PDV
from anational oil company into aglobal energy company.

Under his leadership the company came out into the open, defying the political leadership
and assuming a high-profile public presence. This profile was decisively enhanced, nationdly and
internationdly, by the fact that the government put the company in charge of degling with private
investors, which were about to be dlowed in again. According to Art. 5 of the Petroleum
Nationdisation Law, there were two options, namely operating agreements or associaions. Thefirgt
form was supposed to be quite modest in its reach, purely technica in nature ‘without affecting the
essence of the reserved activities . The second form was much more far reaching though limited to
‘specia cases (PNL 1975: Art. 5). Associations were subject to the gpprova by Congress, but
operating agreements were not.

In 1990, PDV dffiliate Lagoven was negotiating an association agreement to produce and
export liquefied naturd gas. It agreed with its associates — Exxon, Shell, and Mitsubishi — thet it
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would consult the Supreme Court in order to obtain a ‘ pronouncement with respect to the
supremacy of the 1975 Nationdisation Law’ (Lagoven 1993: F-3). Lagoven further requested the
Supreme Court to reped Art. 3 of the 1967 Hydrocarbon Law, which was the only new articlein
the otherwise unmodified 1943 Hydrocarbon Law. It dedt with the different kinds of agreements
which CVP, the firgt nationd oil company founded in 1960, would be alowed to enter into with
private investors." It was very clear on one point: the fact that the state-owned company that entered
into a contractud relaionship with private parties would not impinge upon the sovereign rights of the
gtate. Such contracts would till be subject to sovereign taxation and the Calvo clause, and even
disputes between the associates had to be settled in Venezuelan courts. The basic outlines of any
agreement had to be gpproved by Congress, and the final agreement had to be published in the
Officid Gazette. In economic terms, these new kinds of agreements had to be more advantageous to
the Nation than a concession, and their term was shortened from 40 to 30 years maximum. It was
up to CVP to negotiate the actual contracts.

The Supreme Court in its 1990 Ruling answered positively to Lagoven' s request, arguing
that with nationdisation and Art. 5 of the 1975 Petroleum Nationdisation Law ‘atotaly new generd
norm’ (Corte Suprema de Judticia, 23 April 1991) had been created, an entirely fresh gart that
invaidated previous laws and regulations that had departed from the concesson system. Thus, with
one stroke of the pen, the ground under the old proprietorial governance was cut away. The only
specific legd basisfor a contractua development of association agreements was now Art. 5 of the
Petroleum Nationalisation Law, which had been the only controversd article in this law. President
Pérez introduced it into the PNL by request of the private sector, and againgt the vote of al other
members of the Presdential Committee. Its text now had to be read on a stand-donebass: it Imply
authorised PDV to enter into association agreements with private entities, in dl the reserved
activities, for a definite term and maintaining a participation that guaranteed the control of the Sate.

Asanext move, in 1991 PDV submitted to MEM and to the Committee of Energy and
Mines of Congress a draft for operating agreements, which would be used for margind fieds. The
draft of this so-caled operating services agreement was accompanied by expert opinions from

! This article was actual ly an important precedent for OPEC Res. XV11.90. The Secretary Genera of OPEC at the
time the latter was drawn up was Francisco Parra, aVenezuelan. About the role of Parra see Skeet (1988: 49 ff).
? Five so-called Service Contracts were awarded in 1971.
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outganding Venezudan lawyers and law firms. They unanimoudy agreed that this was, indeed, an
operating agreement in line with Art. 5 of the PNL. Their verdicts were essentially based on the
criterion that the private companies would be paid for their services, the oil produced remaining at
any time the property of PDV. But what is the difference between paying a service fee for a barrel

of ail or buying one? As these contracts were to last for twenty years — an extenson may be granted
a any time — there had to be a deflator. In a service contract one would expect the deflator to relate
to costs and to input, not to output. In the PDV draft the deflator was the Specid Index for Energy
of the Consumer Price Index for adl Urban Consumersin the United States, which obvioudy
correlates closdly to oil prices, i.e. to output and not to input.* The draft agreement was essentialy
an arrangement whereby oil was produced and sold to PDV at a discount, out of which PDV — not
the private investors — would have to pay rents and roydties. Indeed, the private investors were
classfied as service providers and not as oil producers and, therefore, operating services
agreements were only subject to non-oil taxation. Basicaly, this meant an income tax of 34 per cent.
PDV assumed the role of an umbrella protecting the private producers from hydrocarbon taxation,
which was the object of the exercise.

PDV was given the go-ahead. Thus, on lega grounds at least non-proprietorial governance
had advanced fast without meeting resistance. All expert opinions and law firms were paid by PDV.
Indeed, the legdl department of the Ministry had been dismantled after nationaisation. It never
crossed the mind of the political leadership at the time that the national property rights over the
natura resource could be put in jeopardy by the nationa oil company. Hence, PDV’s Strategy to
subvert the lega and indtitutiona framework through reinterpretation, gppeding to Venezudan
courts, was bound to be a success. There was smply nobody representing the cause of the natural
resource owner. For this very reason, however, nobody ever objected to the judge of the Supreme
Court in charge of writing the Ruling quoted above, Roman J. Dugue Corredor, who was for many
years alawyer employed by PDV. As such he had aready clamed, in 1978, not only that Art. 3 but
the entire 1967 Law of Hydrocarbon had been repealed by the PNL (Duque Corredor 1978: 11).
He left the Supreme Court just in time aso to be amongst those experts who supported PDV’ s draft
of an Operating Services Agreement.

! For adetailed legal analysis see Valenilla (1995).
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Outline of Contractua Development. The first upstream contracts were operating services

agreements. In 2000, there were 36 of them, covering an area of no less than 48 thousand ki,
producing about 500 thousand b/d. In different bidding rounds the pretence of deding with
operating services agreements was gradually given up. In thefirst contracts, in 1992, the reservoirs
were gill defined in three dimensions. In 1993, they were being defined in two dimensions, i.e. by
the surface covering them, thus authorising the companies to explore deeper strata. Findly, in 1997,
large surrounding areas were incorporated and full-scale concessions were granted. Smilarly, the
private companies were progressively alowed to market their oil, even though the contracts were
gl labelled operating services agreements and PDV continued to play its role as an umbrelain the
context of the fiscal regime.

However, the legd bas's of operating services agreements was rdatively week since only the
Committee of Energy and Mines had approved them, not Congress. Association agreements
approved by Congress would provide for amore solid legd underpinning. As afirs step, in 1993
PDV asked Congress to approve guidelines or principles regarding three associations, one was the
liquefied naturd gas project and the other two were projects to produce and upgrade extra- heavy
crude. It was proposed that these kinds of associations were to be moved from the hydrocarbon
section of the Income Tax Law to the non-hydrocarbon section. Hence, they too would benefit from
an income tax rate of 34 per cent, and they would not be subject to the fiscal export vaue. Asit
happened, at that time President Pérez had just been impeached, and PDV seized the opportunity to
ask for more: to phase out the fiscal export vaue over the next three years.

PDV aso wanted Congress to endorse its role as a hostage in these association agreements,
which would include a so-called sabilisation dause permitting the nationd oil company to
compensate the forelgn shareholders for lossesin its patrimony ‘ caused by decisions taken by
nationd, provincia or locad adminidrative authorities, or by changesin legidaion implying an unjust
discriminatory treatment of the Company or of those shareholders (Gaceta Oficial 9-9-1993).
This clause was intended to emasculate the taxing authority. According to Johnston, an international
American consultant, it was il *hard to imagine that a government body such as a parliament or a
congress would effectively cede its authority to the nationd oil company’. Aware of recent pressure
ininternationd ail, he expressed his belief that it was ‘unlikely that such dauses will flourigh’
(Johnston 1994: 171). Venezueda proved him wrong.
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Regarding the legd mandate of a contralling interest for the state, PDV suggested that a
minority share would be enough, provided that PDV retained a veto-right regarding certain
decisons, while the possihility that PDV would ever acquire amgority share was explicitly ruled
out. Last but not least, though disputes would be settled according to Venezudan law, the private
companies— not PDV —would be free to choose the court of their preference, either Venezudan
courts or internationd arbitration tribunals. PDV would aso give up its privilege as a public
company. Itsinternational downstream assets and, most importantly, the oil exported — royaty oil
included — would therefore be open to sequestration.

Internationd arbitration was the most diputed point in this process. Shell took the lead. The
first operating services agreements were subject to nationd arbitration, which Shell did not consider
satisfactory. At that time the trade press dtill accepted that in Venezudainternationd arbitration
would be ‘totally uncondtitutiond’. If the government succumbed to Shdll’ s demands ‘ there will be a
nationalistic uproar in Congress that could cut short the Pérez presidency’ (Kielmas 1992: 16).
Similarly, Johnston in his book expressed the opinion that ‘the Venezuelan Condtitution required that
any contract disoutes involving the public interest be resolved exclusvely in Venezudan courts. With
that in mind, it would be difficult or foolish to draft an arbitration clause in a petroleum contract that
places the venue for arbitration outside of Venezuela (Johnston 1994: 153). Anyway, in early 1993,
the government ‘ succumbed’ to Shell’s demands and, indeed, Pérez’ s presidency was cut short one
month later, dbeait for very different reasons. Congress agreed to PDV’ s guiddines and demands
after a debate lagting a few weeks.

Still, thisdid not make internationa arbitration congtitutiona. To strengthen further the new
non-proprietorial governance structure, international tresties followed. Since 1996, upstream
contracts of whatever kind — operating services agreements or association agreements — included a
clause acknowledging ‘the gpplicability of any internationd treety relaing to the mutua protection of
investments, to which both Venezuda and any country of which the Investor is a nationa, may now
be or hereafter become parties’ (Profit Sharing Agreements 1996: Art. 25.5). At that time the
Venezuelan government was negotiaing BITs with Canada and the United States. The Venezudan
Canadian BIT wasrratified by the Caldera government and signed into law by President Chavez. Y et
the even more far-reaching US-Venezudan BIT met with strong resistance, and the Caldera
government suspended the negotiations.
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Fiscd Regime. For some marginal fields handed over to private investors PDV negotiated a
1 per cent roydty rate with MEM, though the mgority were subject to the usud rate of one sixth.
PDV argued that those margind fidlds would otherwise not be profitable. The company advanced
the same argument regarding the associations in liquefying naturd gas and in processing extra- heavy
oil. Regarding the latter, Congress gpproved one association in Orimulsion, and four in syncrude.
Orimulsion isamixture of extra-heavy crude with water, in aproportion of 70:30, plus an emulsifier.
This mixture can be burned as akind of ‘liquid cod’ in power ations, replacing fue ail in response
to the IEA programme quoted above. The extra-heavy crude pays formally aroyaty of one sixth,
but on the basis of a net-back price related to coa which, over the last years, has been more or less
constart at US$ /b 0.68. Thus, the royalty per barrel has been about US$ 0.11. Syncrudeisa
partidly refined and upgraded extra-heavy ail, which is then exported to be refined further, just like
conventiona crude. In this case the barrel of extra-heavy ail is priced more or lessin line with crude
ail, but for the firgt nine yearsthereisonly a1 per cent royaty, which will increase to one Sixth
thereafter.

Hodtility to roydty, however, was ameatter of principle. In 1996 ten promising aress of
conventiond ail, totalling 18 thousand kn?, were auctioned off under the contractual framework of
so-called profit- sharing agreements. Not only were they subject to an income tax rate of 67.7 per
cent but they were aso subject to a profit-sharing scheme of up to 50 per cent. The combined
margina income tax rate was thus as high as 84 per cent. The roydty rate was set at 1 per cent, to
increase to one sixth as afunction of the internal rate of return.* At that time PDV’ s chief economist
was dready campaigning to scrap royaty completely, and to rely exclusively on excess profit
taxation through higher income tax rates (Espinasa 1999).

The proprietorid fiscd regime was on the verge of being completely replaced by anon
proprietorial one. Moreover, in 1989 PDV switched to worldwide accounting, which alowed the
company to charge al kinds of costs rdated to its internationalisation policy againg itsincome tax
ligbilities in Caracas. Mogt importantly, amongst them were the financid codts of that policy, i.e. the
sarvice of its multi-billion forelgn debts. As dready mentioned, in 1993 Congress phased out the

 This biddi ng round was designed with along-term strategy in mind. The first step was to transform aflat
royalty in an excess profit levy, combined with very high excess profit tax rates. Later the government will be
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fiscd export vadue. However, equdly important but less visble, PDV dso succeeded in introducing
into the new Income Tax Law very generous adjustments and alowances for inflation.

Fiscd Revenue. We can now have anew look at Fig. 7.10. Fiscal revenue, from 1976 to
1992, averaged 66 per cent of PDV’s gross income, but only 37 per cent — exduding dividends—
from 1996, the first year the fiscal export value had disappeared completely, up to 2000. Thisfall of
29 percentage points was caused by three factors. First and most evidently, it was due to the
disgppearance of the fiscal export vaue, which, other things being equa, represented afal of eeven
percentage points. Increasing cogts explain nine percentage points. Outstanding amongst the cost
increases were the operating services agreements and the financid costs of internationdisation.
Regarding operating services agreements, the red average cost to the producing companies was
probably not higher than the average cost of PDV, but the price PDV paid for that oil was, and this
price appeared in its accounts as a cost. The remaining nine percentage points are to be explained
by the generous adjustments and allowances granted by the 1993 Income Tax Law. Indeed, the
effective tax rate of PDV fdl from an average of 59 per cent between 1976 and 1992, to 37 per
cent from 1993 to 2000.

Not surprisingly, as soon as the fiscal export vaue had disappeared, desperate governments
tried to claw back part of their losses through dividends, a mechanism they had never used before.
They only managed to recover some nine percentage points, increasing the average from 37 per cent
to 46 per cent, but il losng twenty percentage points compared with the average prior to 1993.
Thereis an important difference between the fiscal export value and dividend. The first was paid
monthly, based on estimated prices and subject to subsequent minor correction. Dividend is paid
more than one year later, only after net profits have been assessed. Thus PDV obtained leaway to
gpend first and to leverage its future income streams.

Private investorsin association with PDV have again become mgor producersin Venezuda

At present, about 25 per cent of the total is produced in these kinds of associations. Operating

convinced that these rates are far too high and, therefore, have to be renegotiated. Regarding ‘tactical
overbidding’ see Hawley, Bramley and Castellani (1994).

1 1n one case at least detailed datais available. Benton Oil & Gas Company produced between 1993 and 1999, on
average, 26 thousand b/d at an operating cost per barrel of US$ 2.42, which isvirtually the ssme asfor PDV’s
own production. However, PDV paid on average US$ 9.23 per barrel to Benton Oil & Gas, and profits of this
company are only subject to non-oil taxation. (Benton Oil & Gas Company 10K Report to the Security Exchange
Commission, 2000)
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services agreements are accounted for by PDV and thusincluded in Fig. 7.10. Thefirst associations
in producing and upgrading extra-heavy oil only started production in 2001. Their fisca regime will
reinforce the trend of fdling fiscd revenues. The profit sharing agreements will make no difference.
On the one hand, their exploratory success has so far been disgppointing and, on the other, their
fiscd regime grants maximum opportunity to bring effective tax rates down and, ultimately, to force
renegotiation upon the governmen.

OPEC Quota

Part of PDV’ s agenda, no longer a hidden one, was to produce at full capacity and expand fast.
Accordingly, output grew from 1.9 million b/d in 1990 to 3.3 million b/d in 1997. Though Minister
Armas ordered PDV to gtick to the OPEC quota, things began to change in August 1990 with the
Iragi invasion of Kuwait. For the firgt time since its foundation OPEC was not in a pogtion to exploit
an emergency in world petroleum markets. The Arab Gulf sates, and Saudi Arabiain particular,
were willing to supply whatever they were able. Venezuda, too, began to produce at full capacity.
PDV continued to do so even when the emergency was over. Indeed, PDV saized the opportunity
of Presdent Pérez’ impeachment to take over nationd ail policy. In 1997 the country exceeded its
quota by some 900 thousand b/d, and PDV boasted publicly about never again cutting asingle
barrdl, even though since 1995 dl operating services agreements and association agreements, with
one exception, have included a clause that dlows for curtailment of production, subject to
internationd treety commitments of the country and limited to the nationa average.

The exception was the only association agreement in Orimulsidn. Since the 1980s PDV has
focused on the Orinoco Qil Bdt, the huge reservair of extra-heavy crude, to get around OPEC
guotas. The company argued that the extra- heavy crude was not crude at dl; thisis technicaly
correct, asit isnot aliquid at normal temperatures and, therefore, it could be classified as bitumen.
Thus, it should not be subject to OPEC quotas, which apply only to crude oil. The government
accepted this argument regarding Orimulsidn. At present PDV transforms about 70 thousand b/d of
extra-heavy crude into 100 thousand b/d of Orimulsion, which is not included in its OPEC quota. It
is expected that the production of Orimulsion will soon increase sharply. Y et the government did not
accept the same argument regarding the production of syncrude, which is formaly subject to OPEC

quota. In practice, however, thisisirrdevant snce the volumes of syncrude are tied to the financing
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of these multi-billion-dollar projects. By the end of the year 2001, about 240 thousand b/d of extra-
heavy crude will be upgraded to 208 thousand b/d of syncrude. By 2005, the four projectswill have
been completed, producing about 570 thousand b/d of syncrude from 650 thousand b/d of extra-
heavy crude. These volumes, too, are expected to increase again after 2005.

Extra-heavy oil production, therefore, began to be important, too important to be ignored by
OPEC. Pressure againgt the OPEC quota was building up, since including extra-heavy ail in
Venezuda s OPEC quota would mean displacing highly taxed conventiona crude from PDV’s own
production. Thelossin fisca revenues, at present price levels, could be as high as ten dollars per
barrel. The rush into the Orinoco Oil Belt, which started from the argument that it was not subject to
OPEC quota, could be interpreted as a mechanism to force Venezudainto leaving the organisation.

Outlook

The year 1997 was the heyday of the Oil Opening. Internationdly, Luis Giudti, President of PDV,
was honoured with the ‘ Petroleum Executive of the Year Award’, which was handed over to himin
London by the previous recipient, John Browne, chief executive of British Petroleum. Nationdly, the
company was playing a high-profile politica role, and its leadership was convinced that the time had
come fully to implement itsliberd —i.e. non-proprietorial — agenda, which ultimately would involve
the privatisation of the PDV affiliates. To clear the way, in 1997 the association agreement in
syncrude, Cerro Negro (Lagoven, Mohil, and Veba), included a clause that specified the conditions
under which the PDV éffiliate could be released from itsrole as ahostage: if Lagoven reduced its
initial participation of 41.67 per cent to less than 12.5 per cent, or if at least 50.1 per cent of
Lagovenitsdf was privatised.

In 1998, however, came the most serious breakdown of the world petroleum marketsin
over fifty years, made worse by PDV’s performance and provocative public declarations. Even the
formidable and dl-pervasive public relations machinery of PDV could not convince the country that
fdling prices was good news. The outgoing Caldera government, in a sudden volte-face, agreed
with OPEC to indtitute substantia cuts in production.

In February 1998, ayear of generd dections, it seemed likely that the independent
candidate Irene Saenz would win the eections, and that PDV would play a centrd rolein her
government. The military coup-leader from February 1992, Hugo Chavez, was dso a candidate,
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athough opinion polls gave him only afew percentage points. But Chévez moved as inexorably
upwards in the opinion polls as world petroleum prices moved downwards. Supported by the smal
politica groups which had opposed PDV’ s liberd il policy, hisvictory in December that year
brought the implementation of the new non-proprietorial governance at least temporarily to a hdt.

Chévez put MEM in the hands of Ali Rodriguez Arague and Alvaro Silva Calderén, who
had both opposed PDV’slibera policy for many years. Venezuda became again an active member
of OPEC. In 2000 the country hosted the second OPEC head- of- states meeting. Prices recovered
beyond expectations. However, prices were only one aspect of the problem. The other was much
more difficult: to arrest and to reverse the trend towards non-proprietorial governance. A first test
was the new Congtitution (known as the Bolivarian Congtitution). It establishesin Art. 303 that
PDV, the holding company, cannot be privatised, but PDV affiliates can. PDV, the holding
company, does not produce asingle barrel of oil. Thus, another piece of the jigsaw has been put in
place, a the completion of which — if the trend continues— PDV will have been transformed into the
new licensng agency, replacing MEM.

MEM, however, no longer accepted transfer prices for roydty payments, and PDV was
obliged to pay according to open market prices. But MEM hasfailed so far to stop the pricing of
extra-heavy ail in line with cod in the case of Orimulsidn, as President Chavez gave his persond and
widely publicised backing to its production. Moreover, the Ministry of Finance continues to accept
the discounts regarding income taxes. MEM, however, succeeded in sopping a bidding round for
natural gas that was being prepared by PDV. It went ahead, under the control of the Ministry, but
only after the enactment of anew Natural Gas Law, which established a minimum royalty rate of 20
per cent. Royadlty rates were used as bidding parameters and in the auction, held in June 2001, rates
as high as 32.5 per cent were offered. Moreover, in November 2000 the Nationd Assembly
enabled the government to reform by decree the existing legd framework for hydrocarbons over the
next twelve months. The new Hydrocarbon Law, promulgated in November 2001, establishes a
minimum royaty rate of 30 per cent for liquid hydrocarbons, though this rate may be lowered, at the
discretion of the government, to 20 per cent, and even to one sixth in the case of extra-heavy crude
used to produce Orimulsion; but the rate of 30 per cent can aso be restored a any time. The Law
aso reserves to the state amgority shareholding in any upstream contract. Last but not least, the

new Hydrocarbon Law requires a separate accounting for upstream and downstream activities.
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Though the 30 per cent roydty rate will only apply to new licences, concessions or contracts, and
not to the existing ones, it will apply to PDV. On the other hand, however, PDV continuesto stick
to itstraditiond policy that, whenever OPEC quota limits the possibilities for spending money within
Venezuda, it increases its spending outside. The company continues to expand internationaly into
the refining and retal business.

Thereis one paliticaly important aspect of liberd governance we have not mentioned:
PDV'’s averson towards private national entrepreneurship, whose participation in PDV’ s bidding
rounds was deliberately restricted. Participants, in order to qudify, had to be experienced ail
producers. Though the Venezuelan private companies had for many years provided inputs and
sarvicesto the oil industry which, taken together, covered everything an oil company does, by virtue
of the Petroleum Nationdisation Law there was no Venezuean oil company. But Congress obliged
PDV, in the third bidding round for margind fieldsin 1997, to reserve the smallest five fidds, out of
twenty on offer, to private national companies, and MEM designed the recent licensing round in
natura gas to encourage and to promote the participation of private nationa enterprise. At the same
time, however, PDV successfully lobbied the Chavez government to resume negotiations for a
bilatera investment treaty with the United States. According to the last draft of thistreaty, it will
reduce the possibility for nationdist oil policies, snce it covers not only investment but dso
procurement and the pre-investment phase. In other words, the draft outlaws any ‘ buy-Venezudan
policy by public companies, and the government would no longer be able to give priority to nationas
in the granting of concessions or other forms of accessto the il reservoirs. The only trace of
nationdism gill to be found in the draft isthat if PDV (or any other public company) is privatised,
Venezudan nationals may enjoy preferentid rights in the purchasing of shares.

7.4 Conclusions

In Fig. 7.12 we compare fisca revenues as a percentage of grossincome in the United Kingdom,
Alaskaand Venezuda. In the United Kingdom, excess profit taxation was highly effectivein the
early years with sharply increasing prices, and for afew years afterwards, but the non-proprietoria
fiscal regime placed the companiesin a strong strategic position, economically and paliticaly, to
minimise fiscd ligbilities thereafter. Since 1993 new fields are no longer subject to any specific

petroleum taxation. The United Kingdom set up non+proprietoria governance at atime when it was
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an oil-importing country, but it remained unchanged when the United Kingdom became an exporting
country.

Figure 7.12: The UK, Alaskaand Venezuda:
Fiscal Revenues as Percentage of Gross 80%
Income
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It isin Alaskathat the perception of a business relationship between the natura resource owner and
the producing companies is the most deeply rooted. Alaska managed, with the background of the
OPEC revolution, to increase its production tax significantly, from 3 to 15 per cent, but the fiscd
regime settled down at that point. More recently it has been subject to internationa pressuresto
liberdise, but so far the inditutiond framework has proven to be strong enough to prevent significant
change.

For the United States, the governance structure in il is rooted in private property, and the
fact that a ate, or the country, isan importer or an exporter issimply irrdlevant. Thismay change as
public lands and waters supply an increasing percentage of American oil. Though the United States
is till the second biggest oil producer in the world, it became a net importer in 1947, and at present
it imports about 60 per cent of its needs. It is thus the biggest oil importer in the world. Due to the
development of offshore fields, about 60 per cent of its production now comes from public lands.
However, non-proprietoria governance has so far progressed very little.

Findly, in the case of Venezuda, Fig. 7.12 shows the collapse of proprietorid governancein
thistraditiond oil-exporting country, an extraordinary event. The surprising fact is not thet the
nationa oil company embraced the liberal, non-proprietorid ided. This aso goes, for example, for
Statoil, the Norwegian nationd oil company, which was partidly privatised in 2001. But when
Statoil adopted a policy of internationalisation, the government demanded completely separate
accounts. Similarly, the Norwegian government followed the British example by scrapping royaties

in 1986. At the same time, however, it removed from Statoil alarge part of its revenues asthe
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‘Stat€' s Direct Financid Interests . The State’ s Direct Financid Interestsis similar to royadty with the
difference that the government proportionaly contributes to the costs of production, which are thus
tightly controlled. Moreover, the money goes directly to the government, reducing the otherwise
disproportionate cash flow of Statoil as the rent-collecting agency. It thus aso prevented Statoil
from becoming a Sate within the sate. The government firmly controls prices, and has been able
efficiently to maintain high income tax rates. The nationdl oil company, of course, hasto assgt the
government technically (Rodriguez 2000; Jménez 2002). Statoil may findly be privatised
completdly, but thiswill not mean the end of proprietoria governance in Norway.

The falure of the Venezuelan government can only be explained by the genera breskdown
of the country. It falled in its non-oil economic policy and, smultaneoudly, it failed to set up any
reasonable governance structure in oil after nationdisation. Thus it was too wesk to hold the line
againg the wdll-designed dtrategy of the developed consuming countries, their internationa
organisations, companies and consultants. The country has literaly been torn gpart. A smilar
development is taking place at present in Algeria (Aissaoui 2001).

Wherever the governments of the exporting countries have managed to keep control of their
country, non-proprietoria governance has made little advance, even though they may have
readmitted private investors. Thisis the case, for example, in Iran. Other exporting countries,
however, have shown a surprising resstance to re-admit private investors at dl, most notably Saudi
Arabia’ and, so far, Mexico.

Wherever non-proprietoria governance prospers in oil-exporting countries, it isa symptom
of decay, of adeepening political and economic criss: palitica, because of the divisive effect of the
foreign intervention; and economic, because the country isimpoverished.

Y The only Gulf country that is not likely to invite companies into upstream oil imminently is Saudi Arabia .
(Mitchell 2001: 57)
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8 THE GOVERNANCE OF OIL

8.1 Private Governance
Our study of the governance of oil began with British cod for one fundamenta reason: it provides on
the one hand a complete, and in many ways unique, example of private minerd governance, and on
the other of the trandtion from private to public governance. It was the best, perhaps only suitable,
historica example of private minera governance that could be compared with US ail. In both cases
acustomary ground rent emerged from the market for leases, aminimum to be paid on margind land
and on marginal output. At the core of this arrangement we found a customary royaty. Whatever the
historicd reasons which led to the establishment of any particular cusomary roydty rate in amining
or petroleum producing region, once in place it proved stable in spite of variations in the economic
environment. Hence, economics only defined a broad range of possihilities for the roydty rate, out
of which one happened to be taken up in each region. Thereafter a widespread web of contractual,
economic and politica relaions developed and assured its stability.

Private minera governance in British cod finaly collgpsed and the deposits were
nationalised. It wastoo rigid. It failed to adapt to technologica change and the growing depth of
cod mines and, therefore, became increasingly obstructive. Ground rent as such, which remained
stable, was not the problem. In any case, the landlords were paid full compensation for thelr
reservoirs. But private governance in US oil was flexible enough to survive. Property rights of natura
resource owners were redefined in time to prevent them from becoming too obstructive, but without
questioning their right to a ground rent. We concluded that there were basicaly three reasons why
reform succeeded in US oil and falled in British cod. Firdly, there was the technica fact that ol
reservoirs are exploited by the sinking of wdlls, taking advantage of the liquid or even gaseous nature
of ail, whereas coa had to be mined underground. Thus, the need for reform in ail, unlike cod, was
observable on the surface. As a consequence of the ‘rule of capture’, wells were drilled on both
sdes dong the boundaries of surface properties, and it was not necessary to be a petroleum
engineer or ageologist to understand that this was the absurd consequence of the lack of
coincidence between surface and subsoil property rights. In cod the system of tunnels followed an
equally absurd pattern, defined by surface property divisons, but this was not obvious to the people
on the surface. Secondly, modernizing exigting infrastructure was much more difficult and cogtly for
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cod than for ail. Findly, there was the palitica fact that in Greet Britain the landowners were a
digtinctive and powerful class, powerful enough to prevent reform for centuries, whereas US
landownersin oil were only one pressure group amongst others.

Through comparing British cod with Mexican oil we highlighted the importance of the socid
and palitical dimension in minera governance. In Greet Britain the issue was not the governance of
al naturd resources; coal was a separate and isolated case, and a strictly national one. However, in
Mexico the governance of oil developed in the midst of an agrarian revolution and involved
international companies. this led to atangle of socid, economic, and palitical relaions — both nationa
and internationd — far more complicated than those surrounding British cod. Private minerd
governance in Mexico threatened, above dl, the success of the Revolution. However, out of
revolutionary turmoil and internationa confrontation the sequence of events that developed in
Mexico was the same as for British cod: more precisdy, the nationdisation of the industry followed
that of the natura resource. In both cases, under private minerd governance, an intricate relaionship
between natural resource and capital ownership had developed, forming akind of joint organism
(like Samese twins). The hope that at least one of them — private enterprise — would survive their
surgical separation was disappointed.

8.2 Public Governance

The gtability of private mineral governance is due to the high cost of changes. It is even more codlly,
economically and paliticaly, to switch from private to public mineral governance. Therefore, in spite
of the theoretical advantages of public over private minerd governance, the switch only happens
under extraordinary economic and palitical circumstances. Y et once we move into the realm of
public governance of the natural resource, the question of moving back to private governance never
arises. Privatisation, when it is promoted, only applies to the indudtry. It is one of those changes that
vested interests may oppose strongly, but, once they happen, the interests completely disappear.
Hence, the controversy that may surround public minera governanceis not about public vs. private
but non-proprietorial vs. proprietorial governance and fisca regimes.

Regarding fiscal regimes public governance is much less stable than its private counterpart as
the cogts of change are much lower. Thus, for example, in private mineral governance the cogts of

changing a customary royalty rate is smply prohibitive, asit would require negotiation amongst
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thousands of |essees and tens of thousands of lessors. Even renegotiating one single contract may be
too expendve, and generdly there are severa roydty owners. Thus, the normal procedurein US ol
in place of renegotiation is to abandon the lease and, possbly, to acquire it again under new
conditions later. In public minerd governance, however, a customary ground-rent isalegdly defined
parameter, and though it may be embodied in the concessions or licences granted, there is only one
roydty owner, namedly the sate. Given its eminent domain rights, the cost of raisng the generd leve
of ground rent, once the decision has been taken, isdmost negligible. But, conversdly, from the
viewpoint of investors and consumers, it may be worth spending very significant amounts of resource
in convincing a government to lower those levels, as the prize to be won may be very large. Hence,
the stability of public mineral governance depends not so much on the economy but on the paliticd,
legd, and indtitutiona structure of the country.

The United States in this respect provides a borderline case, asits public minera
governance isrooted in private minerd governance. Asthe latter islosing importance in ail, because
S0 much of it is now produced on public lands (especidly offshore), thislink isweakening. In
Mexico, on the contrary, a Sable governance sructurein oil only developed after the nationalisation
of the industry, which neutrdized the palitical weight of private ownership. Mexico withdrew from
world petroleum markets for severd decades, but by isolating itsdlf the country was able
successfully to focus on its nationa problems, supplying the domestic market with chegp oil. The
experience that led to thisresult is degply imprinted in Mexico's memory though, of coursg, it is
encoded, asis usud with collective memory. Thus, 35 years later, after the huge discoveriesin the
early 1970s and againgt the background of the * OPEC revolution’, a unique public debate
developed around the question of whether Mexico should reglly become an oil exporter again.
Economicdly, there was no doubt that the benefits would be huge. But politicaly doubts arose.
Would the country not become entangled yet again in internationa power politics, where its role was
likely to be that of the match ball rather than a player?* And though Mexico did again become a
large oil-exporter, it kept its natura resource closed to private investment, even more radicaly than
other exporting countries which nationdised their oil industriesin the 1970s.

! SeeMoral es, Escalante and Vargas (1988). This debate was important enough to attract the attention of a
famous Mexican novelist: Carlos Fuentes. (Fuentes 1978)
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8.3 International Governance

Mexico was an exception. In the other oil-exporting countries private minera ownership never
played a ggnificant role. Therefore, from the beginning the oil industry in these countries was based
on concessions, and an evolutionary process took place. National public minerd ownership on the
one hand, and foreign companies and consumers on the other, defined the internationa political and
macro-economic dimensions. The internetiona companies and consumers had their own ideas about
the role of public minerd ownership, reflecting their experience at home and esawhere in the world.
The most appropriate and acceptable to the exporting countries were those ideas conforming to
what we cdled the * American reference’, which culminated in the fifty-fifty profit sharing agreements
after the Second World War. But whatever the contract terms or the levels of ground-rent and taxes
the parties agreed in existing concessions, better terms were dways offered in subsequent
agreements. The latter were dways more favourable to the exporting countries, an unmistakable
indicator that the market was not in equilibrium. The systemétic efforts of the big internationd oil
companies to restrict competition certainly dowed down the upward trend of ground rent, but it
failed to curb it. The same gpplied to their policy to punish collectively countries that took the lead in
revisng the existing contracts. Nor was the strong economic power of the consuming countries
aufficient to deter the governments of the exporting countries from maximising fisca revenues: the
exporting nations had far more to win in ail revenues than to lose through their sance in the rest of
their economy. Last but not least, in the context of global decolonisation, the consuming countries
were dso unable to prevent the exporting countries from becoming independent and sovereign.
Maximising internationa ground rent in oil culminated with the nationdisation of the
concessions of theinternationa companies. This meant that the ties that so far had bound nationd
natura resource ownersto international consumers were severed. The international governance of
oil broke into two extreme models. In the exporting countries, a sovereign proprietorid governance
structure was established. In the consuming countries, the internationa oil companies were freeto
join consumersin their effort to develop an — equaly sovereign — non-proprietoria governance
gructure. The only remaining link between nationa natura resource ownership and internationa

consumers was the world petroleum market, alink far too weak to prevent the abyss between the

two parts from degpening.
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A grong and committing landlord—tenant relationship was broken up, areationship that
embodied alandlord—consumer relationship by defining the ground rent to be paid. It was replaced

with aweak and evasive producer-consumer didogue.

8.4 Global Oil and Nation States

For the large consuming countries, non-proprietorial governance in oil made a perfect match,
nationaly and internationdly, with the neo-libera crusade of the 1980s. Thiswas no longer only
about natural resource ownership but adso about private enterprise. The involvement of the
governments of some European consuming countries in some internationa oil companies as
shareholders had logt its raison d étre and, accordingly, they sold their sharesto private investors.
Staeintervention in oil could now be condemned wholesale. The palitical and economic
environment was nowhere more propitious for liberal governance than in Greet Britain. In this new
oil producing country the role of natural resource ownership was completely suppressed. The
gructure in place guarantees that wherever the issue of natural resource ownership might show Sgns
of returning, the industry will nip it in the bud. In the internationd oil industry the * British reference
replaced what we had referred to as the ‘ American reference . The latter — anuisancein aworld
where natura resource ownership is supposed to play no role at al — has been suppressed from the
collective memory.* It was now the British reference that laid claim to global vaidity, and thereisno
doubt that this claim received a strong backing with the demise of the Soviet Union (abacking
gmilar in drength, but opposite in direction to that which the oil-exporting countries once enjoyed
with the demise of colonidism).

The exporting countries aso consder the natura resource to be afree gift of nature but only
to domestic and not to foreign consumers. The latter have to pay an internationa ground rent.
Furthermore, according to the spirit of the age, these oil revenues are supposed to serve the
economic development of the country. However, the economic and politica performance of the
Third World ail-exporting countries after the OPEC revolution has been rather poor. Having
absorbed their high fisca revenues, most of them ended up incurring foreign debts. They thus

became vulnerable to external pressure to re-open the natural resource to private (foreign) investors.
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Moreover, private investors were to return not only in oil but aso as a part of agloba package,
which aso amed a the non-oil sector. This package was easier to impose on, and aso to sl to,
the countries with the worst palitica and economic performance. Moreover, because of the
attraction of ‘one globa economy’, this package was appedling to the professond classes
everywhere, not only in desperate countries. But what about natural resource ownership and
territorial states? Modern economic science argues that natural resource ownership has never been
important. Smilarly, it is now argued that in agloba economy territorid states are no longer
important (Strange 1998: 238-39).

In the exporting countries, the liberd —i.e. non-proprietorial — agenda.is concentrating on
the NOCsin its strategy of ‘agency capturing’. They have been chosen to become the new non-
proprietorid licensing and contracting agencies and to subgtitute for the traditionally proprietoria
Ministries of Petroleum, athough they are not the only option since new agencies may be creeted
from scratch. However, since the grafting of non-proprietorial governance onto the oil-exporting
countries requires the neutralization of their defences, this makes NOCs a particularly suitable target.
They emerged from the OPEC revolution, which herdded the victory of the landlord states over
thelr internationa tenants. They are symbols of nationd pride. But the role that the liberd agenda
wants to assign to NOCs does not make sense, ether paliticaly or economicdly, to the exporting
countries. In order to ensure the stability of such new arrangements, therefore, requires nothing less
than the severing of a ggnificant part of the ruling bureaucracies and political classes from their
countries and from their peoples. They will have to be co-opted into the world of international
indtitutions. But this policy creates dangerous and threatening Situations for week oil-exporting
countries, it heralds disaster.

L’argent n’'a pas de maitre is an old saying. With an eye to globdisation, it could easly be
rephrased with Le capital n’a pas de patrie. But one may even more easily rephrase the old saying
Nulle terre sans seigneur with Nulle terre sans souverain. Peoples, communities of dl kinds and
of dl Szes are essentidly rooted localy, living in a geogragphical areato which they fed strongly
attached, a habitat to which they belong. And peoples, through history, have dways clamed

L An astonishi ng example amongst academic writersis Susan Strange. In her overview on American ail, in the
context of international ail, she replaces— aFreudian slip?— ‘leases’, ‘lessors’ and ‘lessees’ with ‘ concessions’,
‘governments’ and ‘ concessionaires' . (Strange 1998: 198)
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sovereign rights on their habitat. Without doubt, others may aso claim certain rights to the same
territory, even sovereign rights, on the ground that there is one mankind sharing one globe; for
instance, nobody has the right to refuse the thirsty access to water. One may dso argue that the
resource-rich countries have no right to refuse resource-poor countries access to their riches. The
modern concern about the environment, globa warming and contamination, reminds usin no
uncertain terms that mankind is indeed sharing one globe. However, the resource-rich countries have
the right to impaose conditions on access to thelr resources and to safeguard their sovereign rights.
Short of war, negotiation is the only avenue open to sorting out conflicts over sovereign rights. The
conditions that may be agreed will vary widdy. We have noted differences even in the ail-importing
countries in their attitudes to non-proprietorial governance. Smilarly, not al oil-exporting countries
subscribe to proprietorial governance. These variations can be accommodated. However, the liberd
agendafor oil now goes further. It isapolicy according to which the sovereign rights of resource-
rich but otherwise poor and weak countries are acknowledged only for their ability to grant access
rightsto their il reservoirs, Snce only sovereigns can grant this kind of rights and from that thereis
no escape. But, once granted, they are to be stripped of their eminent domain rights, as previoudy
happened in colonid times, even if the legd and indtitutiona backing of today is a much more
sophisticated structure than that of the imperid era.

There remains a possibility that non-proprietorial governance will not prosper beyond the
early advancesit has dready made in some exporting countries. A few yearswill probably be
enough to show the heavy lossesin fiscd revenues that non-proprietoria governance will entail for
the exporting countries. Lessons may be learned in the future, but at what price?

This book is dedicated to local peoples sovereignly living together on one globe.
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