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Introduction
Since 1974 foreign participation in Ecuador's oil industry has been minimal, with exploration left almost entirely in the hands of Cepe, the
young and inexperienced state oil company. Although a large number of
companies, attracted by the 'fabulous concessions' then on offer, had
entered Ecuador in the 1960s, most decided to leave after the seizure
of power in 1972 by a radical faction of the military. With the start-up of
production from the country's new fields in the Oriente coinciding with
the rise in world oil prices, the new regime of General Rodriguez Lara,
anxious to reap the full benefits of the impending bonanza in oil earnings,
had moved quickly to implement major reforms to Ecuador's oil regulations. Following implementation of the 1971 Hydrocarbons Law, which
enabled the state to take back nearly 70% of the 6.5m ha — almost the
entire area of the Oriente basin — then held by foreign companies, the
government ordered companies to renegotiate their contracts. Most
responded by pulling out. The only remaining operator of any significance, Texaco-Gulf, was compelled to return most of its acreage, pay
higher taxes and sell 25% of the consortium to Cepe.
In the years following the collapse of the Lara regime — a brief summary of which is given on page 2 — successive governments, concerned
at the rapid depletion in reserves, sought to break with the nationalist
policies of the early 1970s in the hope of attracting the large-scale investment needed to revitalise the oil-based economy and the country's
flagging oil industry. In fact it was not until 1982, when revisions were
made to the Oil Law, that Ecuador's nationalist exploration policy was
reversed and finally laid to rest. Throughout the previous six years the

ability of first the conservative military junta and then the Roldos and
Hurtado administrations to implement a bold, long-term oil strategy
was continually hampered by many diverse factors, ranging from their
own political weakness and constant wrangling with Congress to policy
differences between the Oil Ministry and Cepe. These delays proved
damaging not only to the economy but also to Ecuador's attempts to
convince potential investors that it was no longer a 'difficult' country to
deal with.
The purpose of this paper is to identify the key factors underlying the
change in the direction of Ecuador's oil policy after 1976 and then to
focus on the failure of successive governments to devise new oil regulations sufficiently attractive to persuade foreign oil companies to return.

The Collapse of the Lara Regime: A Summary
Cracks in the government's nationalist oil policy first began to appear
in 1974 when world oil demand and prices fell. Against the background
of a growing world oil glut, the bargaining relationship between the
Ecuadorian authorities and Texaco-Gulf, which produced over 95% of
the country's oil, shifted decisively in favour of the latter:
If the Ecuadorian government could not market its oil, nationalisation was
an empty threat. If the companies did not need Ecuador's oil supply, they
could afford to threaten to pull out, while adding to the pressure by cutting
back production. 1

In response to these pressures the government dismissed the radical Oil
Minister Captain Gustavo Jarrfn Ampudia in October 1974 and dropped
his plans for a 51% state share in Texaco-Gulf. After Jarrin's dismissal
the consortium initiated an export and investment boycott to force the
government to reduce its tax burden and to make oil sales to the internal
market more profitable by increasing domestic oil prices.
The slump in oil revenue that resulted — in the first six months of 1975
oil exports were down to $213m (from $430m during the same period in
1974) — led to a mounting budget deficit, a growing balance of payments
deficit and an upsurge in popular unrest. In an attempt to alleviate the
growing economic and political crisis and yet at the same time avoid
'selling out' to the consortium, President Rodriguez Lara tried to secure
a large OPEC loan at the Algiers Conference. Once it became clear
that this attempt had failed, the government had no choice but to find
a domestic solution to the collapse in oil exports. The head of Cepe,
Colonel Rene Vargas, argued in April that nationalisation was the only
solution, but this was rejected by Oil Minister Luis Salazar, who claimed
that Cepe lacked both the capital and the technology to take over
the consortium's operations. With the OPEC loan unforthcoming and
nationalisation ruled out for the moment, the government eventually

decided in July 1975 to cut the tax on the export of crude from 58.58%
to 53.04%, thereby reducing the cost per barrel by 43 c from $10.84 to
$10.41. By taking this action the authorities hoped that Ecuador's oil
would become more competitive in the world market and that TexacoGulf would end its investment and export boycott and increase the level
of production from 165,000 b/d to 210,000 b/d. In the event oil exports
were normalised, but the investment boycott was to remain in force until
further tax and cost reductions were forthcoming.
As the government braced itself for another company offensive, opposition to the government intensified. In September there was a coup
attempt by right-wing officers which, although unsuccessful, highlighted
Lara's increasing inability to maintain institutional unity. In an effort
to strengthen its position, the government initially eschewed repression,
preferring instead to offer concessions to the (largely conservative)
opposition forces. The government's actions, however, were interpreted
as a sign, not of goodwill, but of weakness, and so the opposition — ably
supported by the reactionary media — stepped up their attacks on the
regime. Eventually, against the background of strikes and political unrest,
Lara was ordered to resign by the three service chiefs on 10 January 1976
and was replaced by a new military junta headed by Admiral Poveda.

The Defeat of the Oil Nationalists
The coup signalled the start of a major change in the direction of the
country's oil policies, with the new junta anxious to break with the
nationalist policies of its predecessor and move oil policy in a more neoliberal direction. Two of the key factors in this process have been the
political structure and the economy.
The growing political ascendancy of conservative groups and the
corresponding decline in the fortunes of the military radicals was reflected in the composition of the junta, with all three members of the
Supreme Council of Government, Admiral Poveda, General Luis Leora
and General Duran — who emerged as the 'pivotal' figure in the government — on the right of the political spectrum, though Duran initially
sought to create a 'progressive' image for himself. Frequent Cabinet
reshuffles throughout the year further strengthened the conservative
orientation of the government, particularly at the end of 1976 when
economic policy was placed in the hands of Santiago Sevilla, a member
of the right-wing 'Union Republicana Democratica' and admirer of
the Pinochet regime who was also, along with the future Oil Minister
General Semblantes, an habitue
of the Sunday morning 'polo club1 at Quito's exclusive La Carolina racecourse...and...closely linked with...business groups, and particularly with press
magnate Antonio Granda Centeno.... 2

Despite the clear shift to the right that the coup represented, the continued influence of the nationalist faction within the armed forces compelled the junta to bring into the Cabinet a number of military radicals,
including Colonel Oliveiro Vasconez, who was appointed Minister of
Agriculture, and Colonel Richelieu Levoyer, who replaced the conservative General Ruben Davio Ayala at the Ministry of Interior. The most
significant appointment was that of Colonel Vargas, the former Cepe
manager, whose nationalist approach to oil mirrored that of his close
friend Gustavo Jarrin.
At the time of his appointment to the Ministry of Natural Resources,
Texaco-Gulf had begun to increase pressure on the government to grant
further tax reductions. As a condition for remaining in Ecuador and
resuming investment, the consortium demanded a 50 c reduction on
the state take for each barrel exported and a further reduction of 55 c
before the company resumed investment in the exploration sector.
Company executives sought to justify these demands by arguing that,
at $10.81, Ecuador's crude was uncompetitive in the US market, though
this was a questionable claim since Cepe had succeeded earlier in the
year in selling lm barrels of crude from its 25% share of production to an
American company, Phillips Bros. Pan-American, at $11.60 pb. Vargas
responded to these demands by publishing in March 1976 his own plans
f o r t h e c o u n t r y ' s oil i n d u s t r y in Petroleo:

desarrollo

y seguridad.

He

dismissed the consortium's request for a $1.05 tax reduction as absurd,
claiming that government acceptance of this demand would be tantamount to subsidising the companies to the tune of $51.7m a year. Vargas
then argued that, since the companies had failed either to make the
investment necessary to maintain existing production levels or to invest
in exploration work, steps should immediately be taken to nationalise
the consortium, with compensation being paid over a ten-year period at
the book value price of $244m. In the meantime Cepe's role in the oil
industry should be rapidly expanded.
The government itself found the idea of nationalisation distasteful but
because of the delicate balance of forces within the military it could not
afford, at this stage, to alienate the nationalist faction and therefore
preferred to stay aloof from the ensuing controversy. Not surprisingly,
Vargas's article aroused fury amongst not only the oil companies but also
the media which continually derided his proposals, arguing — with some
truth — that Cepe was inefficient and lacked the technical and organisational capacity to assume total control of the industry. In this respect a
report issued in May 1976 by the Instituto Ecuatoriano de Normalization,
which sets the technical standards for industry, proved extremely embarrassing to oil nationalists, since its claim that the valves used by
Cepe were unsafe came just two weeks before the state company was
scheduled to take over the internal distribution of all oil derivatives.
The anti-Cepe campaign was not confined to the media, with bomb
attacks in August on Cepe's headquarters in Quito and at the offices

of a French firm, Boygess-Offshore, which was then holding negotiations
with Cepe.
The position of the radicals within the government, meanwhile, was
being steadily undermined. A major blow to the nationalist cause came
in June when Colonel Levoyer, a close ally of Vargas, was 'transferred'
to a military attache post in Washington. His removal was greeted with
ill-concealed delight by the oil companies and their media allies, since
Levoyer had earlier published documents purporting to prove that, to
finance the media campaign against Cepe,
$280,000 had been given by Texaco to the deputy editor of the Guayaquil
newspaper Expreso who had the job of distributing the money among other
publications and political organisations. 3

Although Vargas himself was becoming isolated, the junta was not
yet sufficiently secure politically to remove him. With little political
support in the country as a whole and with 'a group of progressive army
colonels...making its influence felt in the political arena', 4 any sharp
rupture with its predecessor's nationalist oil policies had to be ruled out
by the junta. With his position secure for the moment, Vargas pressed on
quickly with his radical policies, and on 6 June Cepe completed its much
publicised (and criticised) takeover of the internal distribution of petrol,
motor fuel, kerosene, diesel oil and marine oil. Not unexpectedly, a spate
of pipeline 'breakages' — these had an uncanny habit of occurring at the
most inopportune moments for the government — swiftly followed,
causing oil production to fall sharply. The resulting petrol shortage was
further aggravated when an oil tanker — 'quite deliberately', according to
the authorities — rammed a pier at Guayaquil harbour.
The most important event during this period was Gulf Oil's decision
to leave Ecuador. It had been known for some time that the company
was unhappy with its operations in Ecuador, claiming that the government had prevented it from earning a reasonable return on its invested
capital — a mere 5% compared with the 15-20% it would have liked —
by withholding taxes with regard to increased production costs; by failing to
pay in full for Cepe's 25% stake; [and] by enforcing the delivery of oil for
internal consumption at an uneconomic price.5

Once it became clear that the government would not accede to the consortium's demand for a $1.05 tax reduction, Gulf actively sought its own
nationalisation, presumably in the belief that a well-compensated withdrawal was the best way of recovering its investment. Although, after
months of negotiations, an agreement was signed on 22 April 1977 which
allowed Cepe to take possession of Gulf's 37.5% share of the consortium,
differences remained over the value of Gulf's investments, but rather
than sour what had otherwise been an amicable settlement both parties
agreed to appoint an independent auditor — Deloittes — and abide by its
valuation. To back up their good intentions both endorsed standby letters

of credit to cover the disputed amount, totalling $40m. This long-running
dispute was eventually settled in May 1979 with Deloittes placing a $33m
price tag on the balance of Gulfs holdings, bringing the total settlement
to $115m, which was only slightly lower than Gulfs original estimate. No
doubt aware that oil companies outside Ecuador had been waiting to see
how Gulf fared in this dispute, the government honoured the agreement
and immediately paid Gulf in full.
It should be said that the government had no enthusiasm for the
nationalisation, which had been forced upon it by Gulf, and was anxious
that the issue should not be 'politicised' to the advantage of the Left
and transformed into a nation-wide call for the nationalisation of the
remaining oil companies in Ecuador. For this reason the government
banned a proposed 'march for the nationalisation of oil' in August and
excluded Vargas from the negotiations over compensation terms. While
the Oil Minister's demand that compensation be paid in 5-10 year bonds
would clearly have found little favour with either Gulf or the government, his exclusion was nevertheless a measure of the extent to which
the conservatives had consolidated their influence within the government
and the armed forces. Vargas' political fate was eventually sealed when
Duran, who had previously been in favour of a nationalist oil policy,
openly called for his removal from office in the hope of ingratiating
himself with the country's economic elites whilst simultaneously eliminating a potentially dangerous political rival. On 8 February 1977 the
government appointed the right-wing chairman of the joint chiefs of staff,
General Jaime Semblantes Polanco, to the Ministry of Natural Resources
and announced that Vargas was returning to military duties. While
Vargas made his way to Chile to assume the position of military attache,
the nationalist manager of Cepe, Colonel Luis Pineiros, was also 'dismissed' and appointed military attache to Bolivia.
There is no doubt, then, that these dismissals occurred for political
reasons and were designed to facilitate a shift towards a neo-liberal
approach to oil policy. Indeed, the removal of Vargas on the same day
as an official statement concerning the arrest of Cepe's marketing director
Ramiro Estrella on bribery charges was timed to cause the maximum
damage to his prestige and to the credibility of the nationalist, progressive
line he represented in the armed forces. The military radicals were now,
for all intents and purposes, a spent force.
It had already become clear when negotiations began with Gulf in 1976
that a major restructuring of the country's oil policy was being planned.
Although it eventually took two years to resolve the disagreement over
compensation terms, the government had initially tried to get swift and
full compensation for Gulf. This was due as much to Sevilla's fear that
refusal to meet Gulf's demands could undermine his whole economic
strategy, the success of which was largely dependent on the goodwill
of foreign banking institutions, as it was to the government's desire to

reingratiate itself with foreign oil companies. Texaco-Gulfs export boycott and the economic dislocation that followed had been sufficient in
itself to convince the junta that extreme nationalism did not pay and that
a more conservative oil policy was needed to maintain the level of exports
and the flow of oil revenue. But the events of 1974-75 only partly explain
the shift in the direction of the country's oil policy. Of more significance
was the emergence of a number of disturbing developments within the
country's oil industry which, since no new major alternative sources of
income emerged, had potentially catastrophic consequences for both the
economy and the political structure.

The Oil Crisis, 1976-1979
Since the price rises of 1972-73 oil has become the life blood of the economy. From representing just 8% of total export revenue in 1970-72 its
share of exports in the following five years averaged 48.5%, with oil
receipts averaging $457.2m a year. One survey estimated that during this
period oil production generated 61bn sucres, 45bn of which went to the
state. As a result of this massive influx of revenue, the economy grew in
1972-77 at an average annual rate of 11.4%, local industry expanded
rapidly and income per capita jumped from $597.3 to $1504 in 1982. The
end of the oil boom, following the change in world market conditions and
Texaco-Gulf's export and investment boycott, served not only to undermine the Lara regime, but to highlight how sensitive the economy had
become to fluctuations in oil export levels.
There was particular concern at the downward trend in crude export
volumes and the resulting loss of huge quantities of potential revenue.
After peaking at 195,100 b/d in 1973, export volume declined steadily,
to 122,600 b/d in 1979. In percentage terms this represented a drop of
36.2% in the proportion of oil production exported, from 93.4% to just
57.2%. Part of the reason for this disturbing trend was the stagnant level
of production. Although, for conservation reasons, the ceiling on production levels had been set at 210,000 b/d in May 1974, actual production,
though reaching 208,820 b/d (76.2m) in 1973, never approached this level
until 1979 when new production from City Investings fields helped raise it
to 214,200 b/d (78.2m). In the intervening period production slumped to
160,960 b/d (58.7m) in 1975 following Texaco-Gulf's dispute with the
government, but then recovered gradually, reaching 201,800 b/d (73.6m)
in 1978.
A more significant reason for the drop in crude export volume was the
rapid growth in domestic oil consumption, which rose from 32,200 b/d in
1974 to 67,100 b/d — almost 30% of total production — in 1979.6 The
rapid growth in consumption — by about 15% pa during this period —
was due to the expansion of the economy in general and the explosive
growth of the automobile fleet in particular. Around 60% of domestic oil

and derivatives was consumed by the transport sector which had seen a
70% increase in the number of vehicles registered in 1975-79. A further
29% of final energy consumption was smuggled into Peru and Colombia,
where domestic oil prices were higher, or simply wasted. While Ecuador's
domestic oil prices remained among the lowest in the world, there
seemed little likelihood that the country's soaring rate of consumption
could be brought under control. Since 1940 the price of the lowest grade
gasoline (63 octane) had been pegged at 4 sucres (15 c) per gallon, while
the price of higher grade (78 octane) was fixed in 1959 at 4.65 sucres
(18 c). To halt the rising rate of consumption and thereby check the
steady decline in the exportable surplus the introduction of more realistic prices was clearly essential. Major price increases would not only
eliminate smuggling and the irrational use of oil but they would also
encourage the substitution of new energy sources by eliminating the
artificial edge enjoyed by oil and oil-related products and, with increased
investment in alternative sources of energy, help redress the balance
between the distribution of energy resources (hydrosources accounted for
78% of total resources, oil only 19%) and the structure of consumption
(oil produced 54% of Ecuador's needs, hydroelectricity only 4%). It will
later be shown that a more realistic pricing policy would also generate
the internal savings needed to allow Cepe to carry out future exploration work. Governments have regarded the reversal of the country's
low pricing policy as essential but the political pressures against this have
been overwhelming. In this respect Ecuador is no different from the rest
of Latin America, where gasoline prices in particular
are a major focal point for political unrest. Price increases involve opposition
from a powerful urban lobby of professional drivers, car users and bus passengers which contains just enough poor people to convey a populist appeal... 7

In the longer term, the future health of the country's oil industry
and, by extension, the economy depended on the implementation of
measures to stop the rapid depletion in reserves. As early as May 1975,
Oil Minister Admiral Salazar was warning that, unless there were significant additions to the country's estimated 1.5bn bis of reserves, the
present levels of output could continue only until 1981. Although estimates on the size of Ecuador's reserves (both actual and projected)
differ, the steady downward trend shown in Table 2 is corroborated by
the fall-off in exploration drilling in 1973-78, when only 27 wildcats were
completed compared with 98 during the boom period of exploration in
1967-72. Unless exploration were stepped up and new discoveries made,
and until the soaring rate of consumption could be brought under control,
Ecuador faced the humiliating prospect of becoming the first oil importing member of OPEC. A report in The Times, which placed Ecuador's
reserves in 1977 at 1.3bn bis, warned that
consumption is rising sharply at an estimated rate of at least 14% annually.
This means that unless additional petroleum resources are developed there will
be sufficient reserves for only six years within a decade, requiring a drastic
reduction in crude oil exports. 8

Ecuador's real problems, however, were not of '16 years' hence but
rather of immediate liftings and the continued flow of oil revenue to
maintain economic growth. During the junta's period of rule there were
already signs that the economy was moving into recession, with growing
deficits in the current and balance of payments accounts, a mounting
budget deficit and GDP falling to 6.4% in 1977, and then to 5.8% in
1979. That the economy was not in worse shape was due entirely to the
highly favourable terms of trade for the country's traditional exports
which in 1978 represented nearly 64% of total export revenue, an increase of 15 percentage points over 1976. One particularly disturbing
aspect of the country's economic situation was the growth in external
indebtedness. When oil production and exports began falling, and with no
significant price increases in 1974-79, the military had tried to maintain
oil boom conditions by turning to foreign banks, all of which were willing
to supply an OPEC member with loans. Although the military was able to
maintain reasonably high growth rates, the jump in the country's debt
burden from $241.5m in 1970 to $2.3bn in 1979 left the government with
little room for manoeuvre save in the direction of austerity.
The government, though agreed on the need to reverse the downward
trend in the economy, was divided on the extent of the crisis facing the
oil sector. A number of ministers were certainly pessimistic over the
country's future as an oil exporter, with some even questioning whether
Ecuador had any oil future to look forward to. In a speech delivered in
1978 Finance Minister Juan Reyna predicted that, with the share of oil
in total government revenue steadily shrinking, the state would soon
have to rely on more traditional sources of income and foreign exchange,
such as taxes and agricultural exports. The 'oil boom', he announced
emphatically, was over:
Ecuador has been evicted from the Garden of Eden. It is time to live in reality;
to think of the future of Ecuador on the basis of traditional economic resources
and to stop depending on oil; and to work more and pay more taxes. 9

These calls to 'do away' with the oil mentality that had permeated the
country since 1972 were echoed by the General Manager of Banco
Central, Dr. Rodrigo Espinosa, who argued that, with oil reserves dwindling and production stagnant, the main impetus for economic growth
would soon come exclusively from the agricultural and industrial sectors.
Such gloomy predictions were not shared by the new Oil Minister, Jaime
Semblantes, or by Texaco, whose manager for operations with Cepe,
Rene Bucaram, publicly claimed that
the oil boom is not over; it has not even started. There are many possibilities
in the Oriente and the coast which ought to be explored, and that, in the worst
of lucks, we shall triple reserves! 10

Both views contained an element of truth. Although reserves were
indeed dwindling and not being substituted by discoveries in circumstances where domestic consumption was running out of control, oil

