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Preface

“Don’t study OPEC,” Juan Pablo Pérez Alfonzo told me when I sought
out the founder of the Organization of Petroleum Exporting Countries
(OPEC) in his home in Caracas, Venezuela, during the height of the
1970s oil boom. “It is boring. Study what oil is doing to Venezuela,
what oil is doing to us.” At the very moment that the coffers of OPEC
governments overflowed and gasoline consumers waited in long lines in
the United States and Europe, the man whose idea had reshaped the
international system mused over the impact of the most dramatic price
rise in history. Stopping several times to admire the 1930s Mercedes
that he still drove, one of the world’s first conservationists—who be-
lieved early on that a depletable resource should have exceptionally
high market value (and that cars should be built to last forever!)—of-
fered some parting and remarkably prophetic words: “Ten years from
now, twenty years from now, you will see. Oil will bring us ruin.”
Those words were the origin of this book, which seeks to explain a
puzzle: after benefiting from the largest transfer of wealth ever to occur
without war, why have most oil-exporting developing countries suf-
fered from economic deterioration and political decay? In the midst of
two massive booms that seemed to create the opportunity for “politics
without limits,” why did different oil-exporting governments operating
in distinctive contexts choose common development paths, sustain simi-
lar trajectories, and produce generally perverse outcomes? That coun-
tries as dissimilar in their regime types, social structures, geostrategic
locations, cultures, and sizes as Venezuela, Iran, Nigeria, Algeria, and
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Indonesia should demonstrate a strikingly similar conjuncture suggests
some form of overarching determinism. To anticipate my argument, the
experience of these countries provides evidence that a common condi-
tion reduces the range of decision-making, rewards some decisions and
forms of behavior more than others, and shapes the preferences of offi-
cials in a manner that is not conducive to successful development.

Identifying how this common condition arises lies at the heart of
understanding diverse development paths. Nonetheless, while it is well
understood that countries vary in their ability to adapt their economic
and political institutions to fit changing circumstances, explanations for
these variations are still elusive. Most economic analyses, by taking po-
litical institutions as given, have not been able to provide satisfactory
explanations for the different development trajectories of countries,
while some political approaches, by vacillating between ignoring eco-
nomics altogether and subjecting all behavior to microeconomic analy-
ses alone, have also failed to come up with convincing interpretations
for the perpetuation of successful or unsuccessful development paths.
Paying special attention to the complex historical interaction between
economic development and political institutions is required; thus this
book uses a political-economy approach to explain why policymakers
make the choices they do, what alternatives are available to them, why
some paths look more attractive (to them) than others, and how prefer-
ence structures are established in the first place.

My central contention is that frameworks for decision-making, that
is, the incentive structures embedded in the institutions of a particular
political economy, hold the key to understanding different development
trajectories. Above all else, these incentives are the reflection and prod-
uct of power relations, either actual or anticipated, at a given point
in time; they cannot be attributed primarily to either belief systems or
preferences, although both may play a role. They tend to persist even
when power relations and their accompanying ideologies have begun to
change, and they cannot be changed at will—even when there is wide-
spread understanding that they are sub-optimal or outright should be
altered. In developing countries, it is the interaction between this frame-
work for decision-making and the leading export sector, not the proper-
ties of a commodity per se, that determines whether a particular prod-
uct is a blessing or a curse.

Thus far there is no detailed and compelling account of just how
these frameworks for decision-making are created and reproduced
through the combination of politics and economics. I seek to fill that
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gap. In doing so, I adopt an eclectic approach, borrowing from a range
of sectoral, Marxist, dependency, rational-choice, organizational, and
staple theories without fully espousing any of them. I explicitly reject
the notions that efficiency is the rule for markets or other institutions
in many developing countries, that a rationality assumption in which
individuals understand their self-interest and act accordingly is neces-
sarily the best way to understand human behavior, and that states are
the central culprit where poor development outcomes are found—fun-
damental assumptions of most economists and some political scientists.
Instead, I show that efficiency is often a code word to mask new power
arrangements, that some players may act in their own self-interest but
only by raising the overall cost of a country’s transformation, and that
states and markets are mutually constitutive such that the reform of one
necessarily involves the transformation of the other.

Finally, in trying to discover why a pattern is repeated in a number
of different countries, I reaffirm the importance of comparative case-
study methodologies while arguing for the necessity to move beyond
the confines of area studies by taking a cross-regional perspective. Once
incentives structures are in place, the elaborate games between orga-
nized interests, bureaucrats, leading government officials, and other
actors who choose to target the state may be modelled schematically,
but only detailed case studies can illustrate how frameworks for deci-
sion-making are constructed, the power relations they embody at a par-
ticular point in time, and why they vary—which is the key to under-
standing different development trajectories. In this study, examining
whether these frameworks form a generalizable pattern across a set of
countries is best done through inter-regional comparison. As a specialist
in Latin America, I have been fortunate to be able to draw on the previ-
ous work of knowledgeable scholars of Europe, Africa, Asia, and the
Middle East for this task.

I am especially grateful to the many people who have supported me
since the beginning of this project. To this day I still benefit from every-
thing that I learned from my adviser and friend, Richard Fagen, and
from my other (then) Stanford professors, Alexander George, Nannerl
Keohane, and Robert Keohane. Fernando Henrique Cardoso, Albert
Hirschman, Guillermo O’Donnell, and Philippe Schmitter have given
me constant intellectual inspiration (even before I met them) and, along
with Carmen Diana Deere, David Collier, and Stephen Krasner, have
lent me invaluable support.
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The rigors of fieldwork in Venezuela were eased by a number of col-
leagues and friends: Gene Bigler, Sergio Bitar, Robert Bond, Fernando
Coronil, Andrés Duarte, Carmen Garcia, Miriam Kornblith, Joseph
Mann, Moises Naim, Marisela Padron, Julie Skurski, and Andrés Stam-
bouli. I am grateful to the late Juan Pablo Pérez Alfonzo, Juan Carlos
Rey, Luis Esteban Rey, and José Augustin Silva Michelena, the many
Venezuelans who gave unsparingly of their time through interviews,
and the Centro de Estudios de Desarrollo and the Instituto de Estudios
Superiores de Administracion for their institutional support. Special ac-
knowledgement is reserved for Robert Bottome, whose generosity in
sharing his vast knowledge of Venezuela still amazes.

I have benefited greatly from the comments of Larry Diamond, Peter
Evans, Nina Halpern, Oscar Munoz, Douglas North, Claus Offe, John
Ruggie, Michael Shafer, Dorothy Solinger, Barbara Stallings, and sev-
eral anonymous reviewers. I am especially fortunate to have had excel-
lent advice, critiques, and research assistance from my (now former)
students: Delia Boylan, Andrew Gould, Gregory Greenway, Philip Ox-
horn, Kenneth Roberts, Cynthia Sanborn, and Elisabeth Wood. Eliza-
beth Jusino, Honora Lundin, and Patricia Van Ness helped to prepare
various stages of the manuscript. Naomi Schneider and Rose Anne
White at the University of California Press and freelance editor Pamela
Fischer gave invaluable editorial assistance.

Fellowships from the Social Science Research Council, Fulbright-
Hays, and the Institute for the Study of World Politics supported my
research in Venezuela. Subsequent research assistance was provided by
the Tinker Foundation through grants to the Center for Latin American
Studies at Harvard and Stanford.

Some contributions lay beyond the academic enterprise. Fond ac-
knowledgments go to Susan Adelman, Karen Bernstein, Kathy Brady,
Harold Kahn, Ethel Klein, Douglas Murray, Marc Schmitter, Monika
Schmitter, and Regina Segura, who should know why.

I owe my greatest debt to my parents, Irene and Michael Karl, who
are teachers and scholars themselves, and to Philippe Schmitter, whose
love and support (plus unrelenting red pen) are inadequately reflected
in these pages. This book is dedicated to them.



PART ONE

Commodities,
Booms, and States

“Grant me this boon then,” Midas cried eagerly, “that
whatever I touch may turn to gold.”

“So be it!” laughed the god. . . .

And Midas left his presence exulting to know that
henceforth his wealth was boundless.

The Myth of King Midas






ONE

The Modern Myth
of King Midas

Structure, Choice,
and the Development Trajectory
of States

1973. In the Middle East, it was the era of the “Great Civilization”; in
Latin America, the epoch of “La Gran Venezuela.” That year the mem-
bers of the Organization of Petroleum Exporting Countries (OPEC)
succeeded in bringing about the most radical transfer of wealth ever to
occur without war. By seizing the institutional capacity to set prices for
oil and by nationalizing their domestic production, these countries,
which had been virtual case studies of foreign domination in the past,
finally appeared to gain control over their primary natural resource.
Petroleum prices soared overnight—from $3 to $10 per barrel, eventu-
ally reaching a whopping $40 per barrel in the spot market after the
second oil boom of 1980. In the brief period from 1970 to 1974 alone,
government revenues of OPEC nations leapt elevenfold. Money poured
into their national treasuries at an unprecedented rate. “More money,”
one finance minister reminisced, “than we ever in our wildest dreams
thought possible.” !

The petrodollar deluge gave rise to new aspirations—for prosperity,
national greatness, equity, and autonomy—in short, for a future that
looked markedly different from the oil dependence of the past. Leaders
of oil countries believed that they would finally be able to “sow the
petroleum”—that is, redirect the capital accumulation from oil into
other productive activities. New revenues from petroleum would pro-
vide the resources necessary to “catch up” to the developed world while
simultaneously bringing political stability and a better life for their peo-
ple. As Venezuelan President Carlos Andrés Pérez explained (interview,
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Caracas, March 1979): “One day you Americans will be driving cars
with bumpers made from our bauxite, our aluminum, and our labor.
And we will be a developed country like you.”

But less than a decade later, even before oil prices began their dra-
matic plunge in 1983, these dreams lay shattered. The exporting coun-
tries were plagued by bottlenecks and breakdowns in production, capi-
tal flight, drastic declines in the efficiency of their public enterprises,
double-digit inflation, and overvalued currencies. Even the doubling of
oil prices once again in 1980 failed to pull them out of their develop-
mental doldrums. Their problems were subsequently exacerbated by a
sharp decline of petroleum prices throughout the 1980s, which rapidly
transformed their expectations of unparalleled prosperity into little
more than a painful memory. Led by governments that seemed incapa-
ble of sound economic management or planning, most of the oil-
exporting nations found their economic performance and their oil and
debt dependence worse than in the pre-bonanza years. By the 1990s,
they even faced the denationalization of their oil industries as they ac-
tively sought new forms of participation from the foreign oil companies
they had once rejected.

Political turmoil accompanied this poor economic record. In the ear-
liest and most dramatic case, the Shah of Iran was overthrown in 1979
in an Islamic revolution that bitterly criticized the rapid industrializa-
tion and Westernization characteristic of his “Great Civilization.” Nige-
ria oscillated between military and civilian rule without being able to
consolidate either. One-party domination was shaken in Mexico. By
the 1990s, once stable Algeria teetered on the brink of civil war, while
Venezuela, Latin America’s second oldest democracy, struggled desper-
ately to preserve its competitive party system. Indeed, less than two
decades after the oil price increase, all major oil-producing developing
countries except Indonesia and the scarcely populated Arab nations ex-
perienced serious disorganization in their state bureaucracies and severe
disruption in their political regimes. Just as gold had once tainted King
Midas’s life, oil seemed to “petrolize” the economy and polity of these
countries. “It is the devil’s excrement,” OPEC’s founder, Juan Pablo
Pérez Alfonzo, observed. “We are drowning in the devil’s excrement.”

What happened? Is black gold an unmitigated development “good,”
as has been commonly believed, or is it the “devil’s excrement”? Why
have oil exporters apparently been unable to translate their fabulous
windfalls into self-sustaining, equitable and stable development paths?
Are their disappointing outcomes the result of coincidental but similar
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decision errors in each country, or can they be attributed to an overrid-
ing structural determinism linked to petroleum that inevitably produces
economic deterioration and political decay? In sum, what is the impact
of oil booms on oil-exporting countries?

THE DUTCH DISEASE:
THE INADEQUACY OF ECONOMIC EXPLANATIONS

Economists have come closest to finding answers to these questions.
Not dazzled by the occasionally laudatory studies of “bonanza develop-
ment,” 3 they argue that the so-called Dutch Disease, a process whereby
new discoveries or favorable price changes in one sector of the econ-
omy—for example, petroleum—cause distress in other sectors—for ex-
ample, agriculture or manufacturing—provides a powerful explanation
for the poor performance of oil exporters.* Persistent Dutch Disease
provokes a rapid, even distorted, growth of services, transportation,
and other nontradeables while simultaneously discouraging industrial-
ization and agriculture—a dynamic that policymakers seem incapable
of counteracting (Corden 1982, Timmer 1982, Roemer 1983, Neary
and van Wijnbergen 1986).

The Dutch Disease is especially negative when combined with other
barriers to long-term productive activity characterized by the exploita-
tion of exhaustible resources (Hotelling 1931, Robinson 1989). Begin-
ning with Adam Smith ([1776] 1937, 399), economists have warned of
the perils of mineral rents (“the income of men who love to reap where
they never sowed”). These rents, they argue, too often foster persistent
rent-seeking behavior and a bias toward unproductive activities, leading
to poor development outcomes. Thus, when contrasting the Spanish
obsession with gold and silver to the belief system of the Tartars, who,
ignorant of the use of money, viewed cattle as the measure of value,
Smith was not alone in concluding, “Of the two, the Tartar notion was
perhaps the nearest to the truth.”

But such explanations, powerful though they are, cannot in them-
selves decipher the incongruity of poor development outcomes in rich
oil states. They fail to capture the underlying political and institutional
processes that set off economic laws and market forces in the first place
and that subsequently form strong barriers to necessary readjustments.
The Dutch Disease is not automatic. The extent to which it takes effect
is the result largely of decision-making in the public realm. As Neary
and van Wijnbergen (1986, 11) emphasize in their major study of this
phenomenon, “In so far as one genera! conclusion can be drawn, it
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is that a country’s economic performance following a resource boom
depends to a considerable extent on the policies followed by its govern-
ment.” Yet, while noting that governments rarely exercise their influ-
ence wisely, they do not explain why.

The surprisingly unsuccessful outcomes of oil-exporting states can-
not be fully understood separate from their institutional development.
What are often seen by economists as strictly economic phenomena—
the share of mineral rent, the type of links formed with other economic
activities, the presence of boom-bust cycles, or even the Dutch Dis-
ease—have deep social and political roots. Commodities in themselves
are not creative or destructive forces, and major explanatory power
cannot be attributed to their peculiar character alone or even to the
economic dynamics they encourage (McNally 1981). Petroleum, after
all, is nothing but a black viscous material. Even rent, which is treated
as a purely economic category in discussions of exhaustible resources,
actually rewards the control of production, not the activity of the
owner; in reality, it is income received through the exploitation of so-
cial, political, and legal privilege. Just as all narrowly economic activity
is embedded in a web of social institutions, customs, beliefs, and atti-
tudes, minerals too derive their economic significance from the social
and political relations arising from their utilization.

Thus the fate of oil-exporting countries must be understood in a con-
text in which economies shape institutions and, in turn, are shaped by
them. Specific modes of economic development, adapted in a concrete
institutional setting, gradually transform political and social institutions
in a manner that subsequently encourages or discourages productive
outcomes. Because the causal arrow between economic development
and institutional change constantly runs in both directions, the accumu-
lated outcomes give form to divergent long-run national trajectories.
Viewed in this vein, economic effects like the Dutch Disease become
outcomes of particular institutional arrangements and not simply
causes of economic decline. This deeper explanation is revealed in the
relentless interaction between a mode of economic development and the
political and social institutions it fosters.

BEYOND STRUCTURE VERSUS AGENCY:
EXAMINING THE STRUCTURATION OF CHOICE

By emphasizing the relationship between economic development and
institutional change, rather than economic theories of raw materials
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alone, this book is rooted in the political-economy approaches of Karl
Marx, Adam Smith, and the new institutional economists.® In its accent
on the importance of the international oil industry as the catalyst for
change, it draws inspiration from the Latin American dependency tradi-
tion” as well as the rapidly growing literature on sectoral approaches
to development.® My study is different from these prior efforts, how-
ever, in its specific attention to the manner in which policy choices are
structured. My claim is that dependence on a particular export com-
modity shapes not only social classes and regime types, as others have
demonstrated so well, but also the very institutions of the state, the
framework for decision-making, and the decision calculus of poli-
cymakers.

Briefly stated, my general argument is as follows. Commodity-led
growth induces changes in prevailing notions of property rights, the
relative power of interest groups and organizations, and the role and
character of the state vis-d-vis the market. These institutional changes
subsequently define the revenue basis of the state, especially its tax
structure. How these states collect and distribute taxes, in turn, creates
incentives that pervasively influence the organization of political and
economic life and shapes government preferences with respect to public
policies. In this manner, long-term efficiency in the allocation of re-
sources is either helped or hindered, and the diverse development trajec-
tories of nations are initiated, modified, or sustained.

Understanding this interaction between economic development and
institutional change in oil-exporting countries is imperative for both
theoretical and policy reasons. Qil price fluctuations in the international
market since the 1970s are eloquent testimony to the significance of
these countries. Qil prices rose sharply three times in the 1970s; two
of these (the 1971 Libya jump and the 1979 Iran boom) were closely
associated with a political crisis inside a major oil-exporting state. The
market was disrupted and prices rose sharply again in 1990 as a result
of Iraq’s attempt to overcome its domestic crisis by invading neigh-
boring Kuwait. Because the price of international oil is linked to the
stability of oil-exporting countries, their internal dynamics have global
implications—as the Gulf War illustrated so poignantly. Change inside
a major exporter not only shapes and possibly immiserates the lives of
its own people but can also reverberate powerfully throughout world
markets and even threaten global peace. Yet, surprisingly, the impact of
oil booms on the producer nations themselves and the implications for
their future have been largely overlooked.’



8 Commodities, Booms, and States

The theoretical challenge posed by the performance of oil-exporting
countries is equally compelling. How can a repeated pattern be ex-
plained when it occurs across countries as dissimilar in regime type,
social structure, geostrategic location, culture, and size as Iran, Nigeria,
Mexico, Algeria, and Venezuela? Why, in the midst of two booms, did
different governments operating in distinctive contexts make choices
that seem to have produced similar results? Behind this puzzle lies a
central issue of political analysis: what influences the choices of public
authorities and consequently the overall effectiveness of state policies?
More specifically, to what extent are public policies, such as those
adopted in the wake of a boom, the product of the unconstrained
choices of decision-makers? To what extent can they be explained by
structurally determined factors such as the organization of international
markets, the peculiarities of class structures, or the existence of particu-
lar types of state institutions?

Framed in this way, an analysis of the experience of oil-exporting
countries contributes to the critical debate over the relative merits of
structural versus actor-centered approaches to political change. This de-
bate revolves around different conceptions of explanation in the social
sciences: at one extreme, Marxist structuralism or Parsonian functional-
ism presumes that decisions are determined largely independently of
the choices of actors; at the other, many rational-choice theorists view
decisions as relatively unconditioned by economic or social structures
or other supra-individual entities. Structuralists insist on the importance
of historically created constraints in determining the choices of actors,
while rational-choice theorists believe that decisions are underdeter-
mined. They emphasize the notion of contingency, meaning that out-
comes depend less on objective conditions than on the subjective rules
surrounding strategic choice or the qualities of specific leaders.

The extent to which voluntaristic choice is attributed to decision-
makers separates these two approaches. Especially in the current intel-
lectual climate, which is marked by the demise of socialist development
models, the discrediting of Marxism, and attacks against the validity of
dependency theories, structural approaches have been sharply and often
correctly criticized for their systematic underestimation of human
agency. Concomitantly, choice-based theorizing, which rests on notions
of methodological individualism and rational self-interest, has come to
dominate some political analysis, especially with regard to the United
States. Central in this approach are not the constraints posed by inter-
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national markets, the historic development of social classes, or particu-
lar patterns of state formation—which are viewed as mere parameters—
but rather the specification of the preferences of individual poli-
cymakers.!°

Such purely agency-based interpretations have gained credence in
part because their emphasis on individual rationality resonates with the
liberal tradition as well as with the less-constrained historical develop-
ment trajectory of the United States. But scholars of developing coun-
tries have resisted these interpretations—and for good reason.!! The
central problem of development studies is explaining the emergence and
persistence of radically different patterns of development and divergent
levels of state performance. Observers seek to understand the relation-
ship between economic growth and institutional change—that is, why
industrialization is associated with strikingly disparate types of states
and political regimes in different periods and regions. The most sophis-
ticated theorists, especially North (1990), have helped to clarify why
some countries seem to get on long-term productive development tracks
while others, like Spain in the sixteenth century, fail to do so, and they
amply demonstrate how, given suitable property rights, market forces
can generate incentives for private decision-makers to promote the pro-
ductive allocation of resources. But most rational-choice theorists have
paid too little attention to the historical origins of institutions—that
is, how institutions are actually created in a manner that subsequently
reduces the range of decision-making, rewards some forms of behavior
more than others, and shapes the preferences of policymakers in the
future.

Furthermore, approaches that emphasize human choice to the detri-
ment of structural factors cannot account for significant differences in
the propensity of countries to adapt to changing circumstances. Too
many theorists who emphasize choice have too often been blinded by
an insistence on the supposed efficiency and rationality of institutions,
especially private-property relations, to explain why detrimental devel-
opment trajectories persist even in the face of international competitive
pressures that ought to lead to their alteration. Even after recognizing
that institutions making inefficient allocations may impose costs on the
rest of society, they do not ask why rational political leaders might per-
sistently engage in such behavior nor, more significantly, how they can
get away with it—often for generations. But these questions cannot be
ignored. They are the basis for understanding the relationship between
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economic development and “efficient” institutional change, the ability
of governments to promote timely structural adjustments, the appro-
priate balance between public and private boundaries, and, ultimately,
the rise and decline of nations.

This book addresses the debate over structure versus agency by em-
phasizing how choices are structured over time. In this sense, it unites
structural and choice-based approaches by claiming that prior interac-
tions of structure and agency create the institutional legacy that con-
strains choice down the road. It seeks to explain how these historical
interactions construct the range of choice facing policymakers at a given
moment, how this structuration is reproduced or modified, and why a
particular range may be wide in some circumstances and quite narrow
in others. Thus it problematizes the nature of choice, the identities of
actors making such choices, and the way their preferences are formed
within specific structures of incentives. Elsewhere I have called this ap-
proach “structured contingency” (Karl 1990).

Within this framework, decisions of policymakers are viewed as em-
bedded in (and therefore shaped by) institutions that have been formed
through constant interaction with organized groups, and domestic and
international markets, and that are characterized by interlocking histor-
ies and shared meanings. As organizational theorists have demon-
strated, policymakers are socialized and their preferences, values, and
behaviors are shaped through their participation in these modern insti-
tutions (March and Olson 1984). Unlike microeconomic approaches,
which understand bureaucratic (re)organization as the reflection of the
preferences of competing politicians whose primary goals are getting
and retaining office, the framework adopted here assumes a more inter-
active effect: while the preferences of policymakers may determine some
of the parameters of institutions when they are being established, these
same institutions, evolving over time, subsequently define the prefer-
ences of political actors rather than serving as mere constraints. Conse-
quently, as we shall see, the preferences of policymakers may be strik-
ingly similar in institutional contexts that seem different but actually
resemble each other through a common structure of incentives.

Structured contingency does not argue that individual decisions
made at particular points in time, or all observable political or eco-
nomic phenomena, can be specifically and unambiguously linked to the
presence of preexisting institutions. Instead it claims that historically
created structures, while not determining which one of a limited set of
alternatives decision-makers may choose, do in fact demarcate the types
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of problems that arise and do define alternative solutions, thereby re-
stricting or enhancing the choices available. Furthermore, institutional
structures may combine to produce a situation in which one path of
action becomes far more attractive or far less costly than another, and
thus they can define preferences by creating overwhelming incentives
for decision-makers to choose (or to avoid) a specific set of policies.

Nor should structured contingency be equated with inevitability—a
charge that is often leveled against structural approaches: decisions can
be made and alternatives can be chosen at every turn. Instead, the con-
ception offered here is one of path dependence or, in David’s words
(1989, 6), how “one damn thing follows another.” David (1989, 1) has
noted that “systems possessing this property cannot shake off the effects
of past events, and do not have a limiting, invariant probability distri-
bution that is continuous over the entire space.” In more common par-
lance, the impact of decisions made in the past persists into the present
and defines the alternatives for the future. These decisions become em-
bodied in socioeconomic structures, political institutions, and rules that
subsequently mold the preferences and behaviors of individuals, thereby
enhancing (or reducing) the probability of certain outcomes. Because
these structures and institutions normally are altered incrementally and
at a slow pace, the notion of path dependence carries an implicit as-
sumption of gradual change interrupted by sharp discontinuities
(Krasner 1988).'2 This is a key point. Trajectories can change, but these
changes are most frequently marked by “critical junctures”—the advent
of foreign domination, political regime change, war, an international
crisis, and so forth (Collier and Collier 1991). Otherwise, major
changes in direction do not arise easily.

Specifically, if the range of options available to decision-makers at a
given point in time is a function of institutions put in place in an earlier
period, then a type of “lock-in” can occur once a country sets down a
particular development path (David 1989): the framework for decision-
making is gradually restructured to reflect and even reinforce the initial
choice (North 1990). If the initial choice is effective and if the restruc-
turing that occurs during critical junctures produces a framework that is
adaptable, with low barriers to change, then institutional development
subsequently can permit maximum space for human agency and the
pursuit of alternative courses of action. This is the result in “lucky”
countries—ones that can more easily than others adjust to changing
circumstances.

But there is another less historically fortunate result of restructuring
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the framework for decision-making. If it produces a rigidity in institu-
tions, which are then characterized by high barriers to change and are
led by organizations and interests with a powerful stake in the existing
constraints, restructuring can reinforce the initial choice of a perverse
development path by providing powerful incentives for its continued
maintenance as well as real disincentives for change. Under these condi-
tions, the probability is high that policymakers will be unwilling or un-
able to go “against the structural grain” (Fagen 1978) or may even be
blind to the possibility of doing so. Inefficient institutions may simply
never be questioned, or sufficient motivation may not exist to change
them—even in the context of major disruptions. Countries in this mode
cannot easily adjust to new circumstances or alter their development
trajectories. Such is the case for oil-exporting countries.

An approach of this sort has important implications for the study
of development. Because the structure of choice is seen not as merely
parametric but rather as the heart of both stasis and change, identifying
the “genesis, reproduction and consequences of various choice struc-
tures” 13 is essential for explaining different development trajectories.
These structures of choice are not the same. The range of alternatives
available to decision-makers is qualitatively different under varying cir-
cumstances—it may be quite wide in some cases and narrower in others.
Examining policy choices without prior specification of this range runs
the risk of producing epiphenomenal interpretations, while discovering
how and why nations differ in their range of choice promises to reveal
the roots of persistently divergent development paths.

COMMODITIES AND STATES: A SECTORAL APPROACH
TO EXPLAINING DEVELOPMENT TRAJECTORIES

How are frameworks for decision-making created and reproduced in
late-developing countries? I argue that determining the “structuring
principle” 1 for these countries—that is, the appropriate starting point
for identifying how ranges of choice are constructed—should begin
with their leading sector. This means examining the export dependence
that molds their economies, societies, and state institutional capacities,
and that, in turn, is either reinforced or transformed by them. My effort
to understand this set of interactions begins with differentiating the
asset specificity, tax structure, and other features inherent in the exploi-
tation of one particular commodity, petroleum.' It terminates by ex-
amining the state, where the impact of particular economic models and
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the organized interests they encourage occurs most fundamentally and
is felt most persistently.

A central corollary of this argument is that countries dependent
on the same export activity are likely to display significant similari-
ties in the capacity of their states to guide development. In other
words, countries dependent on mining should share certain proper-
ties of “stateness,” especially their framework for decision-making
and range of choice, even though their actual institutions are quite dif-
ferent in virtually all other respects. This should be true unless signifi-
cant state building has occurred prior to the introduction of the export
activity.

The specific mechanism for the creation of this institutional sameness
lies in the origin of state revenues. It matters whether a state relies on
taxes from extractive activities, agricultural production, foreign aid, re-
mittances, or international borrowing because these different sources of
revenues, whatever their relative economic merits or social import, have
a powerful (and quite different) impact on the state’s institutional devel-
opment and its abilities to employ personnel, subsidize social and eco-
nomic programs, create new organizations, and direct the activities of
private interests. Simply stated, the revenues a state collects, how it col-
lects them, and the uses to which it puts them define its nature. Thus it
should not be surprising that states dependent on the same revenue
source resemble each other in specific ways (and consequently so do the
decisions made by their leaders).

What is surprising, however, given the significance of its fiscal base,
is the dearth of systematic explorations of the relationship between the
extractive capacities of the state and its own institutional formation.
With the exception of Shafer’s (1994) excellent study, the few that exist
focus almost exclusively on Western Europe (North 1981, Webber and
Wildavsky 1986). But most states in the periphery are distinguished
from their European counterparts in one fundamental respect: as a re-
sult of their late insertion into the international economy, they generally
rely on external rather than internal sources of revenue. Indeed, their
tax base is quite distinctive in this respect. In contrast to the European
=xperience of state building, they have grown dependent on revenues
from the sale of their primary export commaodities and, to a lesser ex-
tent, on external indebtedness, taxes on imported goods, or foreign aid.
The consequence, to anticipate the argument of Chapter 3, is the ab-
sence of the coherent and highly institutionalized central bureaucracies
that Eurocentric perspectives almost inevitably assume as points of



14 Commodities, Booms, and States

departure. Therefore, constructs appropriate for understanding state
formation and institutional capacity in the advanced industrialized
world are less likely to apply to developing countries, and the absence
of studies relating sources of revenue to stateness is felt more acutely.

This book attempts to redress this gap by demonstrating how the
origin of a state’s revenues influences the full range of its political insti-
tutions—the state, the regime, and the government. The analytical dis-
tinction between these three levels is important and should be specified
at the outset. The state is defined, following Weber, as the permanent
organizational structure within which binding collective choices are
taken and implemented over a given territory. Consisting of bureaucra-
cies, an institutionalized legal order, and formal and informal norms, it
is ultimately the sole social institution that can make decisions effective
by exercising legitimate force. The regime is the ensemble of patterns
within the state determining forms and strategies of access to the pro-
cess of decision-making, the actors who are admitted (or excluded)
from such access, and the rules that determine how decisions may legiti-
mately be made. It includes the method of selection of the government,
forms of representation, and patterns of repression. The government
consists of the actors {party politicians, civilian administrators, military
administrators) who occupy dominant positions within the regime at
any given moment in time.'6

Dependence on a particular revenue base shapes all three levels of
political domination in a distinctive manner and, in turn, is shaped by
them. But it affects each level of political domination differently, some-
times bringing about alterations in state institutions without substan-
tially changing regime arrangements and more often bringing about re-
gime change without altering the nature of the state. Most enduringly,
as we shall see in Chapter 3, such dependence molds the state, especially
its jurisdiction, meaning its scope or degree of intervention in the econ-
omy, and its authority, meaning its ability to penetrate society and chan-
nel effectively the direction of change. Different sources of revenues
from commodities have distinctive impacts on the scale of the state, its
degree of centralization and decentralization, the coherence of public
bureaucracies, the types of organizations adopted, the patterns of poli-
cymaking, and even its symbolic images. This “commodity state” un-
derlies different regimes and governments, and, as we shall see, it can
homogenize much of their behavior.
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THE CASE OF OIL-EXPORTING COUNTRIES

Dependence on mineral rents produces a specific variant of the periph-
eral state, mining states, which have special difficulties in restructuring
their development trajectories. These states, as Shafer (1994) eloquently
points out, face great obstacles in attempting to exit from old patterns
and have low capacities to promote new ones. The high barriers to
change arising from their leading sector produce inertia: both organized
interests and state bureaucrats tend to fight to maintain the status quo
and to prevent modifications that might eclipse their standard operating
procedures. Although this essential conservatism characterizes insti-
tutions generally, mining states are an extreme case. In effect, they
embody a rigid framework of decision-making that, if not counter-
manded, contains strong incentives for maintaining the existing
mineral-based development model as well as disincentives for chang-
ing it.

This framework is reinforced by the inextricable link between power
and plenty in mining states. Because these states, not the private sector,
own the center of accumulation, extract or receive windfall revenues
from the international arena, benefit from rents, and provide the means
through which these rents enter the economy, they become the primary
object of rent-seeking behavior—even from inside their own institu-
tions. Thus, economic rationality cannot be separated easily from politi-
cal rationality, and the logic of rent seeking, the opposite of flexible
adjustment, may easily dominate both arenas. In addition, the fate of
their polities—be they authoritarian or democratic—is almost as closely
bound to economic performance as is the fate of polities in socialist
countries.

These obstacles to altering development trajectories are even more
pronounced in states dependent on petroleum than in other mining
states. Because rents are extraordinary in oil states, government officials
have additional capacity to extract unusually high income from their
resource without added investment. These rents, whatever their advan-
tages, ultimately increase the difficulties of adjustment: they expand the
state’s jurisdiction while simultaneously weakening its authority by
multiplying the opportunities for both public authorities and private
interests to engage in rent seeking. In this way, they have a direct impact
on the decisional framework of oil states. Even critical junctures that
may be sufficient to alter development trajectories in other contexts
do not have the same restructuring effect in these countries. Instead,
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especially in periods of extraordinary windfall, the features characteris-
tic of all mining states simply become exaggerated. Indeed, the institu-
tional molding brought about by dependence on petrodollars is so over-
whelming in oil-exporting countries that their states can appropriately
be labeled petro-states.

To sum up the discussion thus far, similar disappointing macroeco-
nomic and political outcomes in nations as widely disparate as Iran and
Venezuela can be best explained as the result of a common condition
created by the interaction of commodities, booms, and states. Qil
booms seem to promise the opportunity for real choice and for the alter-
ation of a development trajectory. But when they occur in countries
with a legacy of oil-led development, especially a decision-making appa-
ratus dependent on petrodollars, choice is in fact quite narrow. Regard-
less of the other alternatives available, booms generate powerful and
even overwhelming incentives to sustain existing trajectories but on a
grander, more accelerated, and ultimately unmanageable scale. Thus
they are the catalyst for future trouble.

Specifically, the chapters ahead demonstrate the following claims:

1. The “Petrolization™ of the Policy Environment. The production
of oil for export produces a common set of policy problems for deci-
sion-makers in oil countries as well as a similar, though contradictory,
environment for resolving them. This environment is characterized by
unusually great opportunities for gain (and loss) on the international
level and unusually strong impediments to development on the domestic
level.

2. Private Vested Interests as Barriers to Change. Countries that
export petroleum as their main economic activity generate specific types
of social classes, organized interests, and patterns of collective action,
both domestic and foreign, that are linked directly to the state and that
benefit from oil rents. These classes and interests have strong reasons to
reinforce petrolization as a means for realizing their demands.

3. The Rentier State as a Barrier to Change. Dependence on petro-
leum revenues produces a distinctive type of institutional setting, the
petro-state, which encourages the political distribution of rents. Such a
state is characterized by fiscal reliance on petrodollars, which expands
state jurisdiction and weakens authority as other extractive capabilities
whither. As a result, when faced with competing pressures, state offi-
cials become habituated to relying on the progressive substitution of
public spending for statecraft, thereby further weakening state capacity.
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4. The Boom Effect. Oil booms are likely to have pernicious effects
in this context by dramatically exacerbating petrolization, reinforc-
ing public and private oil-based interests, and further weakening state
capacity. Thus they lead to economic decline and regime destabiliza-
tion while creating the illusion that they are doing exactly the op-
posite.

PETRO-STATES AS UNITS OF ANALYSIS

Petroleum provides a particularly auspicious window for peering into
the relationship between leading sectors and states. The exogenous
shocks of 1973~1974 and 1979-1980 offer a critical juncture that facil-
itates the examination of constraints on choice because the effects of
exploiting petroleum were especially dramatic and therefore easier to
delineate than at other times. But the argument of this study is not in-
tended to apply to all oil-producing countries. Here, oil exporter refers
solely to those countries in which the high share of oil production in
gross domestic product (GDP) and of oil exports in total exports places
the petroleum sector at the center of economic accumulation. For classi-
fying mineral economies of this sort, the World Bank uses guiding
thresholds of approximately 10 percent of GDP and 40 percent of total
merchandise exports (Nankani 1979, i). This definition effectively dis-
qualifies developed countries like England, except for very brief mo-
ments in their history.

Furthermore, the empirical observations in this book, though rele-
vant to all oil-exporting developing countries, are confined to one sub-
set of these: the so-called capital-deficient oil exporters. This subset
includes Mexico, Algeria, Indonesia, Nigeria, Venezuela, Iran, Trini-
dad-Tobago, Ecuador, Gabon, Oman, Egypt, Syria, and Cameroon. It
excludes the capital-surplus countries of Saudi Arabia, Kuwait, Libya,
Qatar, and the United Arab Emirates (UAE).!” As Table 1 illustrates,
these categories are generated by examining the relationship between
the populations of these countries and their projected oil reserves prior
to the 1973 boom.'® Thus, the capital-deficient countries have relatively
larger populations (column B) and smaller per capita reserves (column
C) than do the capital-surplus countries. Table 1 also captures the strik-
ingly lower GDP per capita (column D) of capital-deficient countries
when compared with capital-surplus ones.

This distinction between types of oil exporters is critical to the analy-
sis that follows in several ways. Capital-deficient oil exporters have a
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TABLE 1

CAPITAL-DEFICIENT AND CAPITAL-SURPLUS
OIL-EXPORTING COUNTRIES, 1973

C
Reserves
A per Capita D E
Reserves B (billion barrels GDP per  Depletion
(billion Population  per million Capita Horizon
barrels) (millions) persons) (U.S. dollars)  (years)
Capital-Surplus Countries
Kuwait 64.0 0.89 71.91 6,086 60.7
Libya 25.5 2.24 11.38 3,346 33.0
Saudi Arabia  132.0 6.76 19.53 1,618 48.8
Qatar 6.5 0.15 43.33 4,366 32.1
UAE 25.5 0.42 60.71 6,792 46.3
Iraq 315 10.41 3.03 517 45.7
Capital-Deficient Countries
Algeria 7.6 15.77 0.48 514 20.2
Indonesia 10.5 123.80 0.08 126 221
Iran 60.0 31.23 1.92 820 27.4
Nigeria 20.0 61.71 0.32 271 27.4
Venezuela 14.0 11.28 1.24 1,509 11.4

SOURCES:

A: “Worldwide Report,” Oil and Gas Journal, December 31, 1973, pp. 86-87.

B: International Monetary Fund (1988b, country tables). Figures are for 1973.

C: Calculated from A and B.

D: Calculated GDP, average exchange rate, and population figures in source for B. Figures do not reflect
depreciation or purchasing-power parity.

E: Calculated from reserve and production figures in source for A.

larger skilled labor force and a more diversified economy than do their
capital-surplus counterparts. They appear to be able to absorb all the
oil revenues from their booms and in fact have generally been net im-
porters of capital, except during the brief period from 1974 to 1976
{United Nations Commission on Trade and Development 1982, 48—54).
Their less-populated counterparts, to the contrary, could not possibly
absorb all their revenues and thus ran balance-of-payments surpluses
until 1983, when oil prices fell sharply.

Moreover, although all oil-exporting developing countries are highly
dependent on petroleum,? this dependence is felt more acutely in capi-
tal-deficient countries because their opportunities are so clearly
bounded. Their ratio of population to proven reserves is relatively unfa-
vorable, and estimates at the time of the 1973 boom showed (incor-
rectly) that their projected incomes could not carry the burden of devel-
opment for more than several decades. As column E in Table 1
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demonstrates, in 1973 most policymakers in capital-deficient countries
believed that they had only one or two decades of oil exploitation left! 2°
This fear overrode any thoughts that the oil market itself might crash,
even for those few officials who were aware of the volatility of the mar-
ket and the risks they might face in the future.

The threat of future limitations had several implications for behavior
in the 1973 boom. First, government preferences to diversify away from
petroleum were far greater in capital-deficient countries. Though these
countries were statistically less dependent on petroleum than the capi-
tal-surplus countries, where oil revenues made up almost half of earned
income, their governments viewed the petrodollars that constituted at
least a quarter of their income as the linchpin to successful diversifica-
tion. They believed that their time horizon was far shorter than that of
other oil countries; they had to “sow the petroleum” before their re-
serves were depleted. Second, their “shortage” of petroleum meant that
they made decisions in the short term that had great significance for
their future development. In their view, there simply were no extra op-
portunities to squander. For these reasons, capital-deficient exporters
should be considered a group apart, and henceforth the terms exporter
and producer will refer only to them unless otherwise stated.

Finally, this study encompasses a subset of these capital-deficient oil
exporters chosen because of their larger share of world production: Al-
geria, Indonesia, Iran, Nigeria, and Venezuela. Norway is also included
for purposes of comparison with a developed country. Cameroon, Ga-
bon, Ecuador, Syria, Oman, Egypt, and Trinidad-Tobago are excluded
because their share of world production is insignificant (less than o.5
percent), and their inclusion would make this study unwieldy. Because
Mexico’s boom occurred later than that of the OPEC countries and was
the result of discoveries rather than a price hike, its boom-bust cycle is
timed differently from that of the other capital-deficient oil exporters,
and it is not part of the same comparison set. Nonetheless, my argument
helps to explain Mexico’s contemporary political and economic crisis,
and data on Mexico are included in the Statistical Appendix to illustrate
how similar its experience has been.

A RESEARCH DESIGN
FOR CROSS-REGIONAL COMPARISONS

This study employs several different variants of the comparative
method. Part I, “Commodities, Booms, and States,” sets out the book’s



20 Commodities, Booms, and States

general argument by asking John Stuart Mill’s {[1843] 1967) classic
question: how can the repeated occurrence of similar patterns across
different countries be explained? Chapter 2 demonstrates that the out-
comes in capital-deficient oil exporters are indeed surprisingly similar;
it then compares their experience with that of Spain during the gold and
silver boom of the sixteenth century as a heuristic device to facilitate
finding answers to Mill’s question. Instead of the more generally utilized
“most-similar-systems” research design, 1 apply the method of
agreement to highly contrasting cases. This method has the advantage
of avoiding the overdetermination inherent in a most-similar-systems
approach, which ultimately can inhibit the researcher from sorting out
causal factors (Przeworski and Teune 1970). Chapter 3, the central the-
oretical chapter of the book, employs Mill’s method of agreement by
contending that the clue to the similarity in outcomes in oil-exporting
countries must be the manner in which petroleum, their only fundamen-
tal commonality, transforms their institutional environment.?!

Part II, “Democracy over a Barrel in Venezuela,” relies on a detailed
case study to illustrate the specific cause-and-effect links of the general
argument regarding petro-states. Because my argument was induced
largely from my understanding of the Venezuelan case, it should not be
viewed as a “test.” Though the conceptual framework of this part is
designed for comparison with other cases in Chapter 9, the focus on
one case is intended to provide the complexity and historical specificity
regarding the institutional structuring of choice that are not possible in
the rest of the book.

Venezuela is presented as a “crucial case” in several respects
(Eckstein 1975). Prior to the sudden destabilization of its democracy in
1992, it seemed to possess many of the prerequisites for handling the
challenge of an oil boom and therefore the greatest potential for effec-
tively challenging the thesis developed here. As the oldest major oil ex-
porter in the developing world (prior to Mexico’s reentry into the inter-
national market), its state had been able to accumulate valuable
experience in petroleum matters, unlike Nigeria or other relative new-
comers. The founder of OPEC, it successfully wrested increasing shares
of its global product from the international system, which permitted
generally high growth rates. Industrialization produced a sizeable edu-
cated middle class, and its citizens enjoyed a competitive party system.
Set apart thusly from its Middle Eastern and African oil-exporting
counterparts, Venezuela seemed the most likely candidate to make pro-
ductive use of its oil windfall.
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In the Latin American context, Venezuela is a crucial case for another
reason: it tests the contention that the export of petroleum contributes
to a pattern of development that differs substantially from other devel-
opment trajectories. In regional comparisons, Venezuela was a noted
“outlier” prior to the 1990s; its generally strong growth and more than
thirty-five-year-old democracy were the most striking signs of a path
distinct from the uneven performances and bureaucratic authoritarian
cycles of its Southern Cone neighbors. Most North American scholars
have attributed this “exceptionalism” to strictly political factors: regu-
lar elections, viable political parties, and an unusual degree of statecraft
characterized by pact making (Alexander 1964, Martz 1966, Martz and
Myers 1977, Levine 1978, McCoy 1987). My argument rejects this ex-
planation as incomplete, contending instead that the access to oil rents
dispensed through the petro-state provides a more accurate explanation
of Venezuela’s unusual regime stability as well as its institutional fragil-
ity since 1989.

Chapter 4 explores the interaction between oil-led development and
institutional change in Venezuela by analyzing the historical forging of
its petro-state during the critical juncture provided by the entrance of
foreign oil companies. Chapter 5 discusses the ramifications of the
merging of this state with a “pacted democracy” during a second criti-
cal juncture of regime transition. Chapters 6 and 7 shift the level of
analysis from the broader parameters of states, regimes, and economic
models to government decision-making after the 1973 oil boom, em-
phasizing the manner in which the responses of the first Carlos Andrés
Pérez administration were defined by the oil-forged institutions of the
past. Chapter 8 returns to the structural level by examining the painful
political and economic adjustments involved in the transition from a
rentier to a post-rentier development model.

Part III, “The Impact of Qil Booms on Oil-Exporting Countries,”
examines the effect of booms in comparative perspective. Chapter 9
uses a combination of statistical data and structured-focused compari-
sons to explore similarities and variations in the economic and political
outcomes of capital-deficient oil exporters. This chapter pays special
attention to Indonesia, which performed significantly better on numer-
ous indicators than its counterparts, and introduces the experience of
one developed country, Norway, to illustrate the similarities and differ-
ences in the behavior of its policymakers. Chapter ro concludes the
book by reexamining the cases of both Spain and Venezuela, analyzing
the significance of regime differences, and looking at the long-term
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effects of petroleum dependence on both economic outcomes and the
structuration of choice.

One important advantage of this combined research design should
be mentioned at the outset. In most existing studies, states in the devel-
oping world have been grouped for comparison by their geographical
and cultural location or according to the level of development of their
economies. Thus, customarily African or Latin American countries and,
more recently, newly industrializing countries (NICs) are identified as
relevant subsets for comparative analysis. An approach that examines
similarities in highly contrasting cases necessarily moves scholarship be-
yond an area-studies focus. It has the advantage of encouraging new
classificatory schemes for cross-regional comparison that may serve as
a promising “theoretical map” for deriving distinctive new categories
of states in the developing world. But even if these theoretical ambitions
are not realized, cross-regional comparison is the most effective method
for demonstrating why most oil exporters, though blessed when com-
pared with “have-not” countries like El Salvador, may prove to be the
modern counterparts of Midas.



TWO

Spanish Gold
to Black Gold

Commodity Booms Then and Now

“Did I not tell you they are windmills!” Sancho cried, as he rushed to
rescue Don Quixote’s horse and broken lance from their encounter with
“giants.” If he were alive today, the founder of OPEC, Juan Pablo Pérez
Alfonzo, might echo the words of Cervantes’ famous character. Al-
though considered a romantic visionary in his native Venezuela, Pérez
Alfonzo was years ahead of his time in comprehending the false images
projected by petroleum busts and booms. As eatly as 1959, when oil
prices dropped sharply and exporters believed they would soon face
disaster, he convinced reluctant governments that the moment was pro-
pitious for forming an organization of producers to protect the value of
their resource. His idea came to fruition with OPEC’s astonishing suc-
cess a decade later.! But in 1976—in the midst of the oil exporters’ wild
euphoria over one of the greatest commodity booms in history—his
vision once again differed from the norm. “Look at us,” he warned.
“We are having a crisis. . .. We are dying of indigestion” (interview,
Caracas, summer 1976).

Pérez Alfonzo proved to be correct. By the mid-1980s, successful oil-
led development appeared to be as illusory as the giants of Don Qui-
xote’s imagination. The optimism that followed the oil-price shocks of
1973-1974 and 1980 had turned to pessimism as oil exporters sought
desperately to resolve the political and economic dilemmas created by
soaring costs, declining commodity prices, and the manifestations of
Dutch Disease. Their prevailing mood was captured in a World Bank
study that concluded, “[The oil-exporting countries’] general goal of

23
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self-sustaining non-oil development is far from being attained” {Gelb
1984, 43). In perhaps the most pessimistic evaluation of their situation,
one OPEC statesman remarked that history would show that oil-
exporting countries “have gained the least, or lost the most, from the
discovery and development of their resources” (Attiga 1981a, 7). While
insufficient time has elapsed for such a definitive pronouncement, par-
ticularly in light of inadequate data about long-range development pro-
grams, most observers now agree that the medium-range prospects of
most oil nations are not promising.

Why did the petroleum boom turn so quickly into a bust? This out-
come is especially puzzling given the enormity of the boom itself. For
most countries, the transfer of wealth in 1973 and again in 1980 pro-
duced greater revenues than those available to them over the entire past
century. Yet their actual gains bore little relationship to the magnitude
of this transfer. Whether the experience of these countries is likened to
the illusory giants of Don Quixote, the ancient myth of King Midas, or
the commodity booms of the past, the implications are the same: a sud-
den influx of great wealth is not always a development “good.” Indeed,
as Dutch Disease theorists have pointed out, foreign exchange—that
most sought-after prize—can easily become a curse instead of a
blessing.

The following account of the oil-exporting countries after the 1973
and 1980 booms shows most clearly their disappointing performance
as a group as well as the surprising similarity of each state’s overall
response—regardless of its geographical location, culture, or regime
type. To demonstrate that these results occurred even prior to the de-
cline in petroleum prices, I emphasize especially the 1973 boom, the
first and most important shock to these countries.

But the statistics presented provide few clues for understanding why
the Dutch Disease occurred in the first place: why did all the oil export-
ers dramatically increase their public spending in a manner that was
bound to set off this phenomenon? In order to examine this question,
this chapter also presents an excursus on sixteenth-century Spain, a case
with some striking parallels in a different setting. This historical anal-
ogy begins to illustrate how frameworks for decision-making can be
restructured by mining rents, and thus it generates a valuable basis for
explaining the institutional behavior of states in a boom.
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THE “BOOM EFFECT”: AN OVERVIEW

The huge windfall of 1973-1974 stunned the oil-exporting countries.
After a slight decline in real terms throughout the 1960s, the price of
petroleum quadrupled in 1973-1974, slowly increased from 1975 to
1978, then doubled once again in 1979-1981—this time peaking as
high as $32.50 per barrel. Prices in the spot market reached $40.00 per
barrel. (See Table A-1. Tables in the Statistical Appendix are referred to
with the prefix “A” throughout the text.) This was one of the most
remarkable international resource transfers in history—and it was sud-
den, immense, and unanticipated.

By any measure, the impact of this external shock was exceptional.
Virtually overnight it transformed the economies and the states of ex-
porting countries. The immediate effect of the price leap was a dramatic
increase in the national savings of all exporters; national savings as a
percentage of GDP more than doubled in Indonesia, Iran, and Nigeria
between 1968 and 1974 (Nankani 1979, i). Countries like Venezuela
and Algeria also registered a phenomenal leap in their acquired in-
comes. (See Table A-2.)

All oil-exporting states had the same response to the petrodollar in-
flux: they massively increased their government expenditures. In each
case, the rationale was similar. Governments believed that the removal
of foreign-exchange constraints finally permitted them to take a “great
leap forward” into the select category of NICs and that their relatively
limited petroleum reserves meant they must move quickly. Since they
now possessed a dramatically expanded revenue base, they could over-
come the chief obstacles in their path to development by embarking on
ambitious and expensive state-financed industrial programs. The boom
raised widespread expectations of sowing the petroleum by diversifying
their economies and improving the standard of living of their popula-
tions. Petrodollars, it was believed, provided the means to achieve mate-
rial prosperity, autonomy, stability, and, in some cases, equity without
the normal, painful tradeoffs that had wracked the rest of the Third
World. State spending was the central component of this vision.?

And spend they did! In 1973-1974, Iran’s government expenditures
leapt a full 58.3 percent in real terms over the previous year; Venezuela’s
jumped 74.5 percent; and Nigeria’s, 32.2 percent. (See Table A-3). Fol-
lowing the dominant development models of the time, all states em-
barked on huge state-led plans, financed through both petrodollars and
foreign borrowing. Because they allocated the largest proportion of
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their expenditures to hydrocarbon projects and import-substitution in-
dustrialization, the rate of growth of their capital expenditures was
higher than that of current expenditures. In one study based on a sam-
ple of seven oil-exporting countries (Algeria, Ecuador, Indonesia, Trini-
dad-Tobago, Nigeria, Venezuela, and Iran), Gelb (1984, 22-23) esti-
mated that approximately half of the oil windfall was used for domestic
investment that, except in Venezuela, was overwhelmingly public. One-
quarter was saved abroad through the reduction of trade deficits, while
another quarter was consumed. Algeria was a notable exception here. It
invested the entire first oil windfall and borrowed abroad to finance a
small increase in public and private consumption; by 1977 its public in-
vestment rate had reached an astonishing 74 percent of nonmining GDP.

The abrupt flow of petrodollars into national treasuries, combined
with decisions to increase government spending, had a profound impact
on the state. Oil money was power, if only because it enhanced the
financial base of the public sector. In fact, it did much more. In a dy-
namic that will be explored in Chapter 3, windfall rents expanded the
jurisdiction of the state, which then grew even more as a result of con-
scious government policy. The public sector’s economic role was trans-
formed in the process. In addition to deepening its involvement in a
number of traditional activities, the state shifted into new arenas of
industrial production, often for the first time. This spending on industry
took different forms in different countries, but almost all exporting
states demonstrated a strong bias toward macroprojects in heavy indus-
try. Given the dramatic growth of the state and this different industrial
role, the boom also forced each government to delineate new bound-
aries between its public and private spheres and to redefine rules for the
relationship of those spheres.

State spending had a multiplier effect. The new demand that it cre-
ated encouraged the private sector to raise its own level of investment.
In part, this increase resulted from direct incentives to the private sector
through an increase in the granting of credits and in the money supply;
private-sector investment also increased because of indirect incentives
provided by the ripple effects of public spending. (See Tables A-4 and A-
5.) Wage levels also accelerated and quickly surpassed any gains in pro-
ductivity. The rise in wages and the creation of new employment oppor-
tunities provoked tremendous demographic changes as waves of foreign
workers poured into oil countries. Between 2.5 and 3.5 million people
migrated into the Persian Gulf from Egypt, while up to 3 million Colom-
bians moved across the border into Venezuela (Amuzegar 1982, 824).
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The results of increased spending were easily visible. If, on the one
hand, the markets of oil countries became saturated with imported au-
tomobiles, video recorders, and name-brand whisky, on the other hand,
significant national capital formation did take place. The ratio of invest-
ment to GDP—an important indicator of future prospects—doubled in
Iran, Nigeria, and Venezuela. For most oil-exporting countries, govern-
ment spending helped them to attain rapid growth in their non-oil econ-
omies (Amuzegar 1982, 52). As a group, including the capital-surplus
countries, they averaged a 12 percent increase in the rates of growth of
their non-oil sectors between 1974 and 1976—a figure that dropped to
an average of 4.5 percent in 1980. Still, at its lowest, the growth rate of
the non-oil sectors of these countries was higher than the estimated 3.5
percent average rate of growth for non-oil developing countries in 1980
{Amuzegar 1983, 51).

Spending produced other achievements. Public welfare improved
through expanded goods and services, increased employment opportu-
nities, and subsidized consumer necessities. Private consumption—one
indication of the standard of living—rose at an average annual rate of
7 percent for all major oil countries from 1970 to 1979, almost twice
as fast as the average rate of the previous decade and almost twice as
much as in the low-income developing countries. In the Gulf, govern-
ments offered free medical care, free education, and generous pension
plans. In Latin America, they embarked on programs of employment
creation. Taxes were reduced and housing subsidized. In each country,
middle classes made up of state employees, small shopkeepers, and
skilled laborers grew rapidly, fostered by oil-fueled economic dyna-
mism. Although figures on income distribution are scarce, observers
generally agree that most groups improved their standard of living, even
though the distribution of benefits was markedly unequal.’

The benefits of government spending, however, were quickly over-
whelmed by the costs of an overheated economy. It did not take long for
state expenditures to meet, and then surpass, the level of oil revenues.
Although their rate of growth decelerated sharply, particularly as oil
prices and exports began to stagnate, it was too late. By the late 1970s,
record-high budget deficits and negative shifts in current-account bal-
ances appeared—a trend that was only temporarily offset by the second
oil shock of 1979-1980 (Table A-6). In a mere four years, the capital-
deficient oil exporters moved from a combined current-account surplus
of almost $24 billion (1974} to a deficit of over $14 billion (1978) (Ta-
ble A-7).
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The manifestations of Dutch Disease exacerbated these unfavorable
developments. First, imports soared because domestic production—
hindered in part by supply rigidities, overloaded services, and bottle-
necks—could not keep up with the rise in demand. Between 1974 and
1975, the combined imports of oil-exporting countries grew at an an-
nual rate of 67 percent, an astounding figure, which dropped to an aver-
age of 16 percent from 1976 to 1978—the period of oil-price stagnation
(Amuzegar 1983, 54).

Second, the real exchange rates of exporters appreciated, thus en-
couraging import dependence and discouraging local production. The
extent of these currency shifts is revealed in Gelb’s sample of seven capi-
tal-deficient exporters. These countries shared exchange rates that were
10 percent higher in 1974-1978 than their average 1970-1972 levels,
21 percent higher in 1979~1981, and almost 40 percent higher in 1982—
1983 (Gelb 1984, 36). Because the oil sector is the basis for the value
of their currencies, these currencies became overvalued with respect to
non-oil activities—a dynamic that cheapened imports and undermined
local production. In this way, the extensive reliance on imports, which
was once aimed at plugging conjunctural gaps between demand and
supply in the aftermath of the boom, became a semipermanent and ulti-
mately expensive feature of oil economies.

Third, drastic declines in the efficiency of public services and public
investment programs exacerbated these deficits. Congested ports and
an overloaded infrastructure were unable to handle the huge increase
of foreign trade in the wake of the boom, causing lag times of up to one
year for badly needed imports and additional strains on the capacity to
meet domestic demands. Delays of several years and tremendous cost
overruns plagued most state macroprojects; Murphy (1983, 19) esti-
mates that the average cost escalation of the largest projects was
more than 100 percent. The long gestation period of these projects and
their constant requirements for inputs fueled the inability of domestic
output to match the rising higher national income. This discrepancy
contributed to the growth of imports and a rise in domestic prices.
As money grew tighter and the rate of importing was forced to
slow down, some macroprojects were postponed, while others were set
aside indefinitely or abandoned—the symbol of planning fiascoes and
waste.

The result, of course, was inflation, as Table A-8 demonstrates, al-
though individual exporters varied greatly in their performance. These
price increases were small compared with the double- and triple-digit
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inflation that wracked other developing countries, but they had a strong
impact on the oil exporters, which, as a group, were generally not used
to dealing with rising prices. Inflation in turn provoked or exacerbated
a number of structural distortions. Most states tried to reduce prices
and spending by curtailing imports and implementing price controls,
particularly in the agricultural sector. These policies brought about a
further deterioration in the rural-urban terms of trade and eventually
led to an increased reliance on imported food.

Because of inflation, subsidies for unprofitable firms and lower-
income groups expanded rapidly. Between 1974 and 1978, they grew
at a rate twice that of GDP (Gelb 1984, 36). These subsidies included
low domestic oil prices (occasionally set at the cost of production so
that the government was unable to derive significant revenues from fuel
consumed at home), input or credit support for notoriously inefficient
local industries, buffers for food costs, and public-works programs. Po-
litically they proved to be extremely difficult to cut when oil revenues
dropped, thus contributing to further inflationary pressures and the rise
in government costs.

An astonishing growth in foreign debt, especially in the context of
two massive booms, added to the woes of exporting countries. Calculat-
ing wrongly that petroleum would appreciate in value if left in the
ground, governments utilized easily available and inexpensive credits to
borrow heavily in the 1970s. Moreover, because the OPEC nations
were considered particularly creditworthy during the recession years of
that decade, money was literally thrust on them by foreign bankers.
Thus, they ended up borrowing faster than other less developed
countries (LDCs) experiencing real need. The statistics in Table 2 are

TABLE 2

INCREASE IN DEBT, INCREASE IN DEBT SERVICE, AND RATIO
OF DEBT SERVICE TO EXPORTS BY ECONOMIC CATEGORY,
LESS DEVELOPED COUNTRIES, I1970-1979

Capital-Deficient
Oil Exporters  Qil Importers® All LDCs®

External debt (1979/1970), % 6.16 4.85 5.43
Debt service (1979/1970), % 10.16 5.96 7.20
Debt service/exports? 1.17 1.05 1.16

SOURCE: Calculated from Tables A-g9, A-10, A-11.
?Ratio of aggregate debt service to aggregate export revenue for 1979 divided by that for 1970.
®Members of the World Bank only.
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especially striking in this regard. Oil-exporting countries outpaced oil
importers in borrowing—despite massive capital transfers from
petroleum.*

The huge growth in debt can be seen in other statistics. Between
1976 and 1979, five countries accounted for over half of all LDC loans:
three of them—Mexico, Venezuela, and Algeria—were oil exporters
(Frieden 1991, 411). From 1976 to 1982, as oil revenues flowed in, the
debt of both Nigeria and Venezuela rose by more than 45 percent per
annum (calculated from Table A-9).5 By 1980, capital-deficient oil ex-
porters showed a combined debt of almost $100 billion, up from $19.5
billion before the first oil boom (Table A-9). Once their borrowing spree
began, oil exporters became trapped in a debt spiral. By 1994, the total
debt of the capital-deficient countries had reached $275 billion (Table
A-9), and their debt service was $43.5 billion (Table A-10); their debt
burden surpassed that of all LDC’s as early as 1983 (Table A-11). This
debt became a problem when oil exports failed to keep pace with rising
interest rates or the rate of growth in borrowing. For countries like
Nigeria and Venezuela, the emerging debt problem was compounded by
their initial “great leap” into foreign borrowing, which led eventually to
a bunching of expensive repayments as well as a new reliance on short-
term loans.®

By the end of the 1970s—even before oil prices started to decline—
oil-exporting countries faced debt, deficits, inflation, bottlenecks in pro-
duction, cost overruns, and an inefficient and overloaded public sector.
Disappointing growth rates cast doubt on the claim that these were
merely adjustment costs to be born en route to modernization. Even
though the domestic investment of oil exporters was considerably
greater than that of middle-income energy-importing nations, this dif-
ference was barely reflected in comparable growth rates. Indeed, while
growth rates were a high 5.6 percent (annual average) for oil countries
as a whole, this performance fell short of the pre-boom figure of 9.0
percent and merely surpassed the 5.1 percent average of non-oil coun-
tries by a small margin. In fact, Gelb (1984, 26) estimates that overall
growth rates were an average of 4.1 percent smaller over 1979-1981
than they would have been had these countries maintained their pre-
boom, 1967-1972 growth rates.

More important, dependence on petroleum—the one fate exporters
wanted to escape—increased markedly after the boom. In almost every
case, the oil sector as a percentage of GDP grew significantly between
1973 and 1980, while agriculture, so vital to proclaimed goals of self-
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sufficiency, showed a significant decline (Amuzegar 1983, 52; Table A-
12). In general, the share of manufacturing in the GDP barely increased;
one simple measure of this share, the ratio of tradeables to nontrade-
ables, decreased by at least 6o percent in Algeria, Indonesia, and Nige-
ria from 1965 to 1982 (Table A-12). These were disturbing signs for
countries whose chief goal was to diversify their economies by sowing
the oil.

By 1978, still under boom conditions, the oil-price hike showed clear
signs of becoming a bust. Adverse economic developments had forced
many of the oil exporters to contemplate austerity policies to slow
down their overheated economies, ease bottlenecks, and lower inflation
rates. But badly needed adjustment was postponed when oil prices shot
up again as a result of the disruption in supply caused by the Iranian
revolution. Even the six countries that had experienced current-account
deficits in 1977-1978 recorded a new combined surplus of $12 billion
in 1979-1980 (Amuzegar 1983, 53). Although some governments were
initially more cautious this time, the second oil shock set off a new
round of the boom effect.

The reprieve brought about by the second oil boom did not last long.
Several factors—conservation efforts in the industrialized countries; the
substitution of coal, nuclear power, and natural gas for oil; the entry of
new exporters like Mexico, Norway, and Great Britain into the interna-
tional market; and a prolonged recession in the industrial countries—
pushed down the demand for petroleum. Because of their emerging role
as the residual supplier of the world market, the decline in demand hit
the OPEC nations harder than other major oil producers; their share of
world oil output plummeted from 54 percent in 1973 to 32 percent a
decade later.

The situation became critical as oil prices plunged from $32 per bar-
rel in 1981 to approximately $13 in 1986 (Table A-1). By 1981, the
rapidly deteriorating current-account balances of capital-deficient oil
exporters reached an aggregate $5.68 billion deficit (Table A-7). Each
country experienced a deceleration of non-oil growth, a decline in em-
ployment and wages, an increase in surplus capacity, and rapid capital
flight. Meanwhile, inflationary and debt-repayment pressures climbed
while oil prices dropped. In all cases but Algeria, the economy ceased
to grow altogether.

The extent of this economic collapse is striking. Between 1981 and
1986, the total petroleum exports of oil-exporting countries dropped
39.4 percent, and government revenues declined or were stagnant
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(Tables A-13 and A-2). Between 1980 and 1986, Venezuela’s oil reve-
nues dropped 64.5 percent, and Indonesia’s, 76.1 percent, in real terms
(Table A-13). This drop had immediate consequences for government
expenditures, especially in Indonesia, Nigeria, and Venezuela (Table A-
3). Although the curtailment of spending enabled most countries (ex-
cept Mexico and Nigeria) to gain some control over inflation, it also
brought about a significant new increase in foreign debt, which reached
record highs in all countries, especially Mexico, Nigeria, and Venezuela.
By 1988, the ratio of debt service to exports in the capital-deficient oil
exporters had reached a high of nearly 39 percent, compared with
nearly 20 percent for the ratio of aggregate debt service to aggregate
exports of all LDCs (Table A-11). In 1987, the ratio of debt to gross
national product (GNP) reached appalling highs of 65.3 percent in Ven-
ezuela and 112.8 percent in Nigeria (Table A-14). Perhaps most strik-
ing, although the aggregate GNP of all LDCs grew by approximately
14 percent between 1981 and 1986, the GNP of Indonesia, Venezuela,
and Nigeria plunged in a range from 20 to 5o percent in the same period
(calculated from Table A-15).

The abrupt ratcheting between abundance and stagnation pro-
foundly affected oil states. True, most oil exporters were able to utilize
their newfound economic power to nationalize their oil industries or
extend the degree of national control over petroleum through renegoti-
ated participation agreements.” But state expansion was no panacea for
discontent. The strain of managing large-scale investments and massive
distribution in an unpredictable stop-go economy, coupled with popu-
lar disillusionment with government performance, provoked crises. In
each country the shift from a boom mentality to austerity was politi-
cally painful and led to regime changes or important political shifts.
The direction was unpredictable: revolution in Iran, political liberaliza-
tion in Mexico, military coups in Nigeria, threatened civil war in Alge-
ria, and a crisis of democracy in Venezuela. Only Indonesia, an excep-
tion that will be examined in Chapter 9, seemed more stable than its
counterparts. Despite these differences, it was clear that the oil boom
had turned into a common pattern of economic deterioration and politi-
cal decay.

AN EXCURSUS ON SIXTEENTH-CENTURY SPAIN

Descriptions of the Dutch Disease notwithstanding, the explanation for
these common outcomes is not readily apparent. But comparative his-
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torical analysis can provide some important clues. Only one boom in
history—that resulting from the discovery of gold and silver in the
Americas—rivals the 1973 and 1980 0il bonanzas in magnitude. Just as
the redistribution of oil wealth marked a permanent shift in the dynam-
ics of international capitalism, so the treasure exported into Spain
changed the nature of international economic and political power in the
sixteenth century. The expropriation of American bullion was the most
spectacular single act of capital accumulation to that date, raising the
mercantilist system, according to Adam Smith, “to a degree of splendor
and glory which it could never otherwise have attained” (Smith [1776]
1937, 591). “In these golden years,” John Maynard Keynes wrote,
“modern capitalism was born” (1930, 159-163).

Of course, there are profound distinctions between Spain in the six-
teenth century and the oil exporters today—beginning with the observa-
tion that the long-term decline of Spain, so poignant at the end of the
Habsburg era, is by no means a given for the current oil exporters.
Furthermore, these cases are set in different historical moments and in-
volve different commodities. Spain was a dominant nation in the inter-
national system, while the oil exporters are in the semi-periphery. Re-
gime types differed as did state objectives: the Spanish preoccupation
with empire building through war has little in common with the current
drive of oil exporters to sow their petroleum. Nevertheless, the com-
monalities are compelling and provide a unique opportunity to explore
explanations for the behavior of states during booms.

The impact of the siglo d’oro on Spain—the country that directly
appropriated the riches of the New World—is a parallel story of boom
and decline, albeit in a different era and spread over a greater time
period. Initially fueled by the riches of its colonies, Spain under the
Habsburgs grew to encompass or influence southern Italy, Portugal, the
Low Countries, and portions of present-day France and Germany. Yet
even before the bullion influx began to slow down, the Spanish empire
slowly slid into economic and political collapse. As early as 1588, when
the rest of Europe moved lurchingly forward on a development path,
Spain had begun to drop behind, with little prospect of recovering its
position as a core actor in the world.® The lesson for the oil exporters
is compelling: even Spain—then the leader of the world system—was
unable to manage great wealth produced by mineral rents.

In its magnitude the bullion boom resembled that of black gold.
From 1503 to 1595, American treasure poured into Europe in a steadily
increasing stream. The first modest shipments included both gold and



34 Commuodities, Booms, and States

silver; by 1550 silver alone was being shipped. Hamilton (1934) de-
scribes two characteristics of the gold and silver boom that prefigure
the petroleum boom. First, the boom was sustained over a significant
duration of time, which, as we shall see, was also the case for oil. Sec-
ond, within this sustained commodity boom, there were dramatic short
booms, such as the tenfold increase of silver in 1571, the result of a new
mercury amalgamation process used at the wealthy mines of Potosi.
These short booms parallel the 1973 and 1980 price increases.

Gold and silver poured into Spanish institutional structures, which
were somewhat comparable to those in oil-exporting countries centu-
ries later. Most significantly, the state—powerful yet underdeveloped—
was the initial recipient of the wealth from the New World. Just as oil
became the property of the state through custom, tradition, or law, all
treasure discovered in the colonies legally belonged to the Crown. Thus,
the Spanish state, like its petroleum counterparts, lacked a fundamental
distinction between its economic and its political role—a characteristic
that would become critical to its ultimate destiny.

The state that received these revenues seemed strong. The bullion
boom coincided with the powerful political marriage of Ferdinand and
Isabella, which finally united the national territory and established the
doctrine of preeminencia real, the absolute authority of the Crown. The
Catholic Kings built an administrative system, formed a police force,
subdued the towns through a series of royal appointments, domesti-
cated the clergy, and even curbed the aristocracy. Ferdinand’s subse-
quent success in seeking alliances with Germany, Italy, England, and the
Netherlands warded off the French and ultimately won him the title of
Holy Roman Emperor. These activities were carried out through war-
fare; by the mid-sixteenth century, 8o percent of the revenues of the
Spanish state were spent on the military (Anderson 1979, 32). Later,
Charles V continued to project the Habsburg monarchy in the interna-
tional arena. From the outside, the Spanish state and monarchical re-
gime appeared to be consolidated.

This impression of state strength, however, was deceptive, and reve-
nues from the New World actually coincided with state building. Al-
though Castile, Aragon, Catalonia, and Valencia had been fused
through a dynastic marriage, the state itself was a fragile creation. It
had never been knit into a unified entity at either the national or inter-
national level.” Each territory was compartmentalized and remained a
separate administrative structure. In the process of state building, old
institutions were not dismantled and replaced; instead, personnel ap-
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pointed by the Crown were merely superimposed on the bureaucracies
of the past. The Spanish state never had a common currency, tax system,
or developed legal system, and it lacked the solid foundations of unifi-
cation that marked other absolutist states in Europe.

Because power was centralized, the Spanish regime, like many of the
oil-exporting countries, had few checks on its authority. The monarchy
dominated all Spanish territories, particularly Castile, and thus state
decisions remained relatively free of the influence of the Church, local
aristocrats, the burghers, or peasants. The monarchy exercised its domi-
nation through an intricate arrangement of tradeoffs, ideological con-
trol, and repression. It consolidated the loyalty of the lesser aristocracy
through political favoritism, especially by selling patents of nobility and
ecclesiastical appointments. This practice dramatically expanded the
size of a parasitic noble class—much to the dismay of the older aristoc-
racy—while simultaneously siphoning off the most productive talent
from business and commerce. The social pressure against a productive
bourgeoisie and toward nobility, so graphically captured by Cervantes,
was powerful: el no vivir de rentas, the saying went, no es trato de
nobles (not to live from rents does not befit a nobleman) (Lynch 1963,
1I1§).

These practices permeated other classes as well. The state bought the
talents of those who might have become small entrepreneurs through
the awarding of offices, establishing a pattern of empleomania that
swelled the ranks of the public sector. Extreme inequality was one char-
acteristic of this rentier mode; only 2 to 3 percent of the population
owned 97 percent of the soil.

Not surprisingly, the economy was also undeveloped. Industry barely
existed in the 1500s, and the only meaningful manufacturing sectors
were textiles and shipbuilding (Larraz 1963, Mauro and Parker 1977).
Although rural activity was far more important, the agrarian system
was badly skewed, and Spain grew increasingly unable to produce its
own food. (Vasquez de Prada 1978). By the time of the bullion boom,
Spain could neither feed itself nor produce many of its necessary items.
It depended on world trade, a tendency that would be badly exacer-
bated later.

What happened when precious metals flowed into these underdevel-
oped socioeconomic structures and weak state institutions? Because
mercantilism was the dominant development paradigm of the time, the
Habsburg monarchy made every effort to retain and then regulate bul-
lion flows. It sought to increase the power of the state by encouraging
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the export of goods while banning exports of bullion on the assumption
that there was a fixed quantity of wealth in the world. Even so, the firm
belief in these tenets did not mean that the treasure from the Americas
actually stayed in Spain (see Elliot 1970, 65).

Because a large percentage of American treasure initially accrued to
the state, the monarchy adopted a pattern of behavior later adopted by
the oil exporters: its goals became inflated, and its time horizons short-
ened. Charles V, Philip II, and their successors used their portions of
precious metals to achieve the expansion and defense of empire. In
twenty years, the Spanish army grew to fifteen times its original size,
utilizing enormous revenues and creating a permanent need for more.
Not surprisingly, the state’s expenditures rose to meet and then surpass
the level of its revenues.

As in the petroleum boom, the money that stayed in Spain provoked
a feverish acceleration of the economy, a lightning growth of trade, and
a spectacular industrial expansion. For a time, Seville became the bus-
tling center of the world, a place on which “all European life and the
life of the entire world could be said to have depended” (Chaunu 1959,
quoted in Wallerstein 1974, 165). Wealth flowed to the cities of Valla-
dolid, Cadiz, and Madrid, producing a visibly affluent elite. Although
the distribution of wealth remained highly concentrated, the deluge of
precious metals created a new social mobility within Spain and a gener-
alized sense of prosperity.

The appearance of wealth, however, was deceptive. Prosperity
masked the slow erosion of the country through excessive public spend-
ing abroad. The expansion of empire and the fateful series of European
wars that followed were financially crippling, siphoning off the riches
of the Americas because, quite simply, lack of money spelled military
defeat. Given the overextension of the empire, it did not take long for
adverse budgetary trends to reveal Spain’s long-term fragility. In 1574,
for example, Philip II spent twenty-two million florins even though the
government’s budget was only twelve million; over half of his expendi-
tures went to support the Mediterranean fleet and the Army of Flanders
(Parker 1972, 233—234).

This spending had a critical impact on the Spanish state. Because
the supply of precious metals provided Habsburg absolutism with an
enormous income outside the traditional orbit of revenues in Europe,
regime goals soared beyond the normal royal ambitions and led to fur-
ther spending. The monarchy began to overreach itself while simultane-
ously delaying the integration and administrative centralization of the
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state so essential to its imperial objectives. For example, it made no
attempt to incorporate Castile into the other dominions because Cas-
tile’s links to the Americas superseded and supplanted its relations with
neighboring territories. As Anderson (1979, 71) writes, “[Huge quanti-
ties of silver] . . . meant that Absolutism in Spain could dispense with
the slow fiscal and administrative unification which was a precondition
of Absolutism elsewhere.” In essence, precious metals replaced the cru-
cial state building that other European entities engaged in during this
same period.

State spending also produced one of the earliest examples of Dutch
Disease. After an initial increase in industrial production due to rising
demand (which still could never keep pace with the increase in money),
Spanish output fell off, and money chased products from abroad. Accel-
erating inflation and Spain’s overvalued currency encouraged imports.
Silk and cotton, metallic articles, arms and utensils, books and paper
began to pour in from the rest of Europe, often with the endorsement
of the Crown. In 1548, the Cortes of Valladolid petitioned the Crown
to permit the import of less expensive foreign goods to fight the rising
cost of living; it also requested that the export of Castilian products be
forbidden, even to the colonies in the New World. Their petitions were
granted, and deindustrialization soon followed (Larraz 1963, 42—43).
The effect on agriculture was equally devastating. Price controls put on
grain to check inflation became a powerful disincentive to potential
grain producers. By the 1570s, Spain had become incapable of meeting
the national demand for food and was using the coin from the Americas
to pay for imported grains.

A foreign-exchange factor exacerbated these tendencies in both agri-
culture and industry. The quantities of precious metals entering from
the New World did not allow the Spanish currency to fluctuate with the
elasticity that might have compensated for existing price differentials in
the international system. This inflexibility ultimately encouraged im-
ports and hurt exports as this overvalued currency priced Castilian
goods out of the international market (Larraz 1963, 43). The end result,
of course, was an adverse balance of payments. Inflation—the direct
result of the entry of so much new bullion—also compounded Spain’s
problems. In one century, prices rose fivefold—a shocking phenomenon
in a society accustomed to price stability.

By mid-century Spain had to make adjustments, just as did the oil
exporters hundreds of years later. If the Crown wanted to protect its
local industries from the competition of foreign goods, imports would
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have to be curbed. Yet this action could only exaggerate soaring
inflation since the Spanish price structure had moved out of line with
its neighbors’. If, however, protection were to be dropped in defiance
of mercantilist thinking, other countries would gain access to the mar-
kets of Spain and its colonies, and the incomes of the Crown and the
nobility would suffer. As the empire continued to expand from 1548
to 1558, the Crown vacillated between these alternatives, leading to
a confused series of economic policies. Eventually protectionism was
adopted. In order to retain the quantities of gold and silver entering
Seville, Castile hid behind prohibitive tariffs that supported a noncom-
petitive industrial system and an agricultural system unable to feed its
people (Larraz 1963, 24, 37).

As long as the country had the capacity to pay for its standard of
living, the Habsburgs did not have to face these deep structural distor-
tions. Yet Spain’s capacity to pay had limits. In his noted study of the
records of the Casa de Contratacion, where precious metals entered
Spain, Chaunu (1959, cited in Wallerstein 1974, 69) uncovered fifty
years of revenue expansions, followed by minor recession, expansion,
and, finally, deep recession. These patterns demonstrate that Charles V
and his successor, Philip I, persistently ran out of revenues even before
the flow of precious metals from the New World faltered at the end of
the century and later ceased.

The alternative to mineral rents was taxation. As rents declined, rul-
ers taxed Castile unmercifully to maintain their inflated aspirations,
which contributed to the impoverishment of Spanish peasants because
the largest burdens were placed on those least able to pay. In the face
of soaring prices and taxes, it mattered little that wages doubled or
tripled in the course of a century. Real wages actually dropped, squeez-
ing urban and rural workers and causing widespread unemployment.
By the 1590s, some farmers paid out over half their income in taxes,
tithes, and seignorial dues; their level of taxation doubled between 1556
and 1584, a rate of increase faster than that in any other part of Europe
(Mauro and Parker 1977, 58).

The failure to meet budgetary needs out of tax revenues exacerbated
the Crown’s dependence on its extraordinary income from American
treasure and led to a new practice, foreign borrowing. Credit and the
treasure from the Americas were deeply intertwined. Certain types of
the king’s expenditures—for example, the payments between countries
or the wages of mercenaries—required actual coin, but precious metals
could circulate only via long mule trains and convoys. Bankers elimi-
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nated this necessity to move great quantities of metals by issuing bills
of exchange and credit—with interest. The era of Charles V thus be-
came the age of the Fuggers as well, establishing a link between the
monarchy and the banks that was to prove disastrous.!®

A dangerous debt cycle began with Charles V’s reign—one that
would foreshadow the experience of the oil-exporting countries centu-
ries later. The discovery of the wealth of the Americas permitted the
king to resort to credit to buy the political support necessary to win
the throne of the Holy Roman Emperor. But this election initiated an
expensive habit of deficit financing that the Habsburg kings were never
able to break. Over a period of thirty-seven years, Charles V, whose
regular annual revenue as king of Spain was close to a million ducats a
year, was able to borrow a full thirty-nine times that amount on the
strength of the gold- and silver-backed credit of the Crown (Elliot 1963,
vol. 1, 196-207, especially 203). In short, access to mineral wealth per-
mitted an exaggerated debt that would eventually eat up those very
rents.

During the entire siglo d’oro, Spain’s public and private debts grew,
even as its income and productive structure steadily declined. Interest
payments on the debt soared. Both Braudel (1972, 694) and Carande
(1967) have noted that patterns of borrowing moved in rhythm with
access to American treasure and the rate of inflation—a natural devel-
opment because the whole system of credits depended on the import of
these metals from abroad as well as rising costs. A clear pattern
emerges: treasure and debt generally rose in tandem, mutually reinforc-
ing each other, until the end of the century. Once the high point marked
by new silver discoveries in Mexico tapered off, their paths diverged:
debt and inflation continued to rise sharply, while Spain’s extraordinary
revenues began an irregular sixty-year plunge.

During the end of its Golden Age, the Spanish government repeatedly
declared bankruptcy at approximately twenty year intervals—in 1557,
1575, 1596, 1607, 1627, 1647, 1653, and 1680, Mining in the Ameri-
cas eventually collapsed, and the precious metals ceased to flow, largely
as a result of Spain’s decimation of the subjugated Indian labor force.
Spain itself was in crisis, the economic foundations of its power more
fragile than before the boom. Budget deficits, inflation, rising taxation,
food shortages, unemployment, and a sudden outbreak of the plague
left the country on the verge of famine. Treasure had managed to hold
the state together, but, as Elliot notes, “the price paid was a renuncia-
tion of any attempt to organize the Imperial finances on a rational basis
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and to plan a coherent economic programme for the various territories
of the Empire” (1963, vol. 2, 197). The enormous expenditure of the
state, the luxurious living of the aristocracy and the ruling class, and
the widespread rentier mentality had reduced Spain to a state where
people lived “outside the natural order,” wrote Martin Gonzélez de
Cellorigo, a leading economist of the time, for “if Spain has no gold or
silver coin, it is because she has some; and what makes her poor is her
wealth,” 11

APPROACHING THE PROBLEM: SPANISH LESSONS
FOR THE OIL-EXPORTING COUNTRIES

What lessons for analyzing oil-exporting countries can be derived from
the Spanish case? The so-called bullion effect in Spain and the boom
effect in the oil-exporting countries reveal a strikingly similar pattern.
Spain and the oil countries received from the international system enor-
mous windfalls that, for reasons of custom and law, accrued directly to
the state. These new public revenues inflated regime goals and expecta-
tions as well as the jurisdiction of the state, primarily through spending.
State expenditures had a multiplier effect. They stimulated rapid growth
in aggregate demand and private initiative as well as in wages and
prices, but they were also the catalyst for the Dutch Disease, even before
windfall revenues began to plunge. The indicators were the same in
both cases: budget deficits, overvalued currencies, soaring imports and
subsidies, rising inflation, and foreign debt. The end result was also
similar: a skewed economy, an incapacitated state, and a measurably
increased dependence on commodity windfalls that could not be sus-
tained.

Not surprisingly, governments in both cases increased public expen-
ditures when suddenly blessed with enormous new revenues. What gov-
ernment wouldn’t? What is puzzling, however, is their persistence in
sustaining overspending in the face of powerful evidence calling for re-
adjustments. For over a hundred years the Spanish monarchy failed to
alter its development trajectory; centuries later oil exporters seemed
destined for the same fate as they repeated in the 1980 boom many of
the same decisions made in 1973, even though the ill effects from these
earlier choices were already evident.

In both cases critical junctures presented opportunities for changing
development models. The moments when crucial decisions needed to be
made regarding the level and pattern of expenditures always followed
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periodic commodity peaks, such as the 1571 silver bonanza or the 1973
and 1980 oil booms. But decision-makers in these key moments gener-
ally sustained the development patterns of the past. The booms them-
selves cannot be held solely responsible for the failure of leaders to
change course. As Schumpeter (1939, 231) has noted with regard to
Spain, “Increase in the supply of monetary metals does not, any more
than autonomous increases in the quantity of any other kind of money,
produce any economically determined effects. It is obvious that these
will be entirely contingent upon the #se to which the new quantities are
applied.”

How can the choice of policymakers to sustain overspending be un-
derstood, especially when pragmatic economic rationality seemed to
push for a readjustment? What accounts for the initial decision to over-
spend as well as subsequent decisions to persist in a particular develop-
ment mode? The Spanish case points to two main answers.

First and most evident, access to exceptional treasure permits such
choices to be made and then to persist over time by providing poli-
cymakers with an “easy” road. Spending becomes the norm for rulers
because resources are available, at least initially, and because more dif-
ficult tasks like building administrative authority take time and provide
few immediate awards. Indeed, spending becomes seen as the primary
mechanism of “stateness,” as money increasingly is substituted for au-
thority. This is especially true when booms coincide with the initial
stages of state building, which is the case in oil-exporting countries.
This practice is allowed to continue because of the core role played by
both gold and black gold in the international economy—a role that in
turn produces a specific international environment. In the case of pre-
cious metals, the discoveries in the Americas, motivated by a genuine,
critical European need to replace bullion, which had drained into the
Near and Far East, altered the international system itself. Frantic de-
mand for this lifeblood of trade created a set of specific institutions
and models of development that arose around the discovery, mining,
transport, and sale of gold and silver and that conditioned the eventual
utilization of the bullion itself. In the case of petroleum, as we shall see,
a similar phenomenon—an international oil “regime”—has defined the
oil exporters’ insertion into the international system, largely determined
the rhythm of their booms and busts, and shaped the behavior of each
individual state.

Neither of these minerals is unique in this respect. Indeed, bonanzas
in other commodities, such as nitrates, guano, copper, wheat, and
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sugar, have produced rents for decision-makers elsewhere. Where both
gold and oil differ, however, is in both the magnitude and the duration
of their rents. In effect, both gold and oil provide decision-makers with
the capacity to pay for their choices over a prolonged period without
having to squeeze unduly their populations, at least initially. This fiscal
capacity is repeatedly enhanced by the high creditworthiness of their
key commodity, which permits spending practices to be extended
through prolonged and repeated foreign borrowing. Access to lenders
is guaranteed for longer than is the norm to these countries—thus post-
poning the day of reckoning.

But if the capacity to pay is necessary for understanding these
choices, it is not sufficient. It alone cannot explain why structural read-
justments are so difficult to achieve once it becomes evident that spend-
ing has its limits. Here a second explanation from the Spanish case is
relevant: the covariance of weak states and mineral rents. The Spanish
case reinforces the argument put forward in Chapter 1 that mineral
rents transform the economic, social, and political structures of weak
states in such a way that high barriers to change are created—both in-
side and outside the state. These barriers lock countries into the initial
choice of a rentier development path. Possession of bullion or oil may
offer easy and low-cost access to fantastic revenues, but only at the
price of encouraging huge demands on resources, creating vested inter-
ests that then need to be satisfied, and killing off other potentially pro-
ductive sectors of the economy. As a result, when revenues fall, the
state’s extraction costs rise dramatically because its authorities are inca-
pable of going after new revenue sources. Such revenues simply are not
there, or their extraction is not politically viable.

In the Spanish case, the structures and institutions in place prior to
the discovery of precious metals were unable to counteract this ten-
dency. Indeed, Spain’s utilization of gold and silver was initially con-
strained by the very weakness of the state, the overly ambitious priori-
ties of the monarchy, the rentier character of the nobility, and the
peculiarly uneven development of its productive apparatus. In retro-
spect, such preexisting constraints to choice were reshaped in predict-
able directions. Massive rents flowing through the state encouraged the
ambitions of kings, preempted the rise of a bourgeoisie, disrupted an
adequate resolution of the agrarian question, and short-circuited capi-
talist development. Moreover, because high levels of external capital
inflows coincided with the initial stages of state building, they perma-
nently skewed the relationship between regulatory, extractive, and dis-
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tributive state institutions. True, gold expanded the state’s jurisdiction
by creating a huge, financially autonomous distributive apparatus. But
it also undermined the most essential authoritative function of the mod-
ern state, the power to develop a diversified fiscal base, and it led to the
atrophy of all other sources of revenue.

The same transformations occur in oil-exporting countries. Here too
dependence on mining rents alters economies, interests and institutional
arrangements in a manner that ultimately overdetermines the decisions
of policymakers in the midst of a bonanza. Chapter 3 demonstrates that
black gold has had much the same impact as its predecessor, gold. As
we shall see, when mineral-based commodity booms accrue directly to
fragile states, an unfortunate relationship seems to exist between power
and plenty: the state, so essential to the manner in which windfall reve-
nues are utilized, may be rent asunder by the reality and fantasy of those
very windfalls.



THREE

The Special Dilemma
of the Petro-State

Oil is not different from gold in one respect. When minerals are the key
source of wealth for a state, these mining revenues alter the framework
for decision-making. They affect not only the actual policy environment
of officials but also other basic aspects of the state such as the autonomy
of goal formation, the types of public institutions adopted, the pros-
pects for building other extractive capabilities, and the locus of author-
ity. The manner in which a state earns a living influences its own pat-
terns of institutionalization. In petro-states, oil-provoked changes in
state capacity are the “intervening variable”; they shape policy prefer-
ences and explain why the Dutch Disease and other disappointing polit-
ical and economic outcomes are likely during a boom.

Understanding the capabilities of petro-states is no easy task, even if
one borrows from a number of approaches formulated to explain state
capacity. Interpretations differ about the appropriate starting point for
such an analysis. Marxists and neo-Marxists emphasize the socioeco-
nomic roots of state behavior, the function of the state as an arena of
class struggle or an instrument of class rule, and the importance of class
interests in influencing the choices of decision-makers (Marx and Engels
1979; Miliband 1969; Poulantzas 1973; Offe 1973b, 1974; Jessop
1977; Carnoy 1984). Statists conceive of states as coercive and adminis-
trative organizations that evolve over time in response to a perpetually
changing interstate context, and they equate state capacity with auton-
omy and with successful goal achievement (Hintze 1975, Tilly 1975,
Skocpol 1979). Organizational theorists understand the structure of the

44



The Special Dilemma of the Petro-State 45

state and the behavior of officials to be uniquely proscribed by formal
and informal norms, routines, and standard operating procedures, and
they pay special attention to the development of administrative organi-
zations (Weber [1921] 1968; March and Olsen 1976, 1984).

These different approaches yield different prognoses regarding the
capabilities of oil-exporting states. Because both statists and neo-Marx-
ists equate state capacity with the ability to act autonomously from
social forces—that is, with a government’s ability to achieve the goals it
sets for itself—their approaches seem to predict especially high capacity
levels for petro-states. In their view, “weak” states are characterized by
their smaller jurisdiction, their tendency to be “captured” by various
private interests, their fragmented or overly dispersed agencies, and
their irrational behavior. They consider the “strongest” states—the
ones most likely to act autonomously—to be those in which public ju-
risdiction over civil society is extensive, power and resources are highly
concentrated in the executive, and the state resembles a rational and
unitary actor.! Neo-liberal theorists would argue differently. For them
this very size and influence over the private sector would place these
states in a “low-capacity” category.

But a different definition of state capacity suggests a more nuanced
analysis. If what matters is not only the size of the state and its internal
distribution of power but also the coherence of the bureaucracy, the
organizational forms adopted by both the public sector and private in-
terests, and the predominant symbolic notions of the state itself, as Max
Weber and organizational theorists suggest, then capacity cannot be
theoretically equated with a government’s ability to achieve the objec-
tives it sets for itself at a given moment. A state could prove to be effec-
tive in implementing objectives that are determined through a highly
ineffective decision-making process or that ultimately turn out to be
irrational and even destructive to its own norms or institutions. Nor
can capacity be reduced to a question of size or jurisdiction.?

Instead, state capacity has to be understood and judged in a larger
sense as the sum total of a state’s material ability to control, extract, and
allocate resources as well as its symbolic or political ability to create,
implement, and enforce collective decisions. Capacity is thus an aggre-
gate, if imprecise, measure of the potential to raise revenues, provide
services, exercise coercion, create consensus, and select and refine poli-
cies (Nettl 1968, Rose 1974).

When capacity is defined in this way, petro-states are at a dis-
advantage compared with many other states. State capacity of this sort
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necessarily develops slowly and unevenly, often in a particular se-
quence, and generally at great cost. States can build up remarkable ca-
pacities in some areas and remain seriously deficient in others. For ex-
ample, they may become successful at externalizing power and
establishing their jurisdiction over territory while remaining highly un-
successful at institutionalizing authority. Or they may prove capable of
institutionalizing authority without being able to achieve functionally
separate bureaucracies that have some autonomy with respect to civil
society (Schmitter, Coatsworth, Przeworski, n.d.).

In mining countries, dependence on a single commodity coincides
with state formation, and this determines the shape of these different
and often uneven capabilities. Thus, a sectoral analysis suggests that a
reconnoitering of the terrain of oil states begin with the leading export
sector, petroleum. Qil determines the patterns of acquisition of state
capacities. It molds institutional development, and it affects patterns of
taxation and administration, the ability to mobilize and direct re-
sources, and the range of behaviors policymakers are likely to adopt.
Other factors are also significant for determining “stateness.” But the
petro-state’s technical and administrative resources, its symbolic con-
tent, its institutional separateness, and its own interests are most funda-
mentally shaped by its leading export activity. As we shall see, this pro-
cess encourages similar behaviors by policymakers and private actors of
all stripes and ultimately decreases the prospects for flexible and timely
alterations to an oil-led development path.

This chapter seeks to explain state capacity in oil-exporting countries
by illustrating how barriers to changing the development trajectory of
oil exporters are created and sustained within the state itself. Drawing
on insights from the Spanish case, it pays particular attention to how
the framework for choice is altered as a result of dependence on oil
revenues. It examines the contradictory international and domestic en-
vironments of petro-states, which produce a common set of problems
for decision-makers in all these states. It then illuminates the political
vicious cycle that favors one set of solutions over another by focusing
on, first, the creation of interests that perpetuate oil-led development
and, second, the ways in which the jurisdiction and authority of petro-
states are skewed to do the same.

THE FEATURES OF EXTRACTIVE STATES

Dependence on minerals produces a bundle of characteristics that,
when taken together, are unique to mining countries. With the excep-
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tion of depletability, most of these characteristics are not given, as many
economic theories postulate. They are the product of prior choices,
made mostly outside these countries, about how mining industries
should be organized. These “natural” characteristics are shared by all
petro-states, but they are present in an especially exaggerated form; thus
they can be considered a special subset of mining states.

First, mining states are economically dependent on a single resource.
Oil exporters are differentiated from other mining states by the over-
whelming acuteness of this dependence. For oil exporters in 1980, the
average ratio of oil exports to total exports was far higher (96.3 percent
for surplus oil exporters and 82.5 percent for other major oil exporters)
than the equivalent average ratio for non-oil primary-commodity ex-
porters {50.7 percent) Even those countries that are considered highly
dependent on minerals, such as Zaire with its copper or Bolivia with
its tin, do not reach the level of dependence of oil-exporting countries
(International Monetary Fund, International Financial Statistics, and
staff estimates; cited in Amuzegar 1983, 11). One result of this extreme
dependence is often noted: petro-states are especially vulnerable to
export-earning instability, which in turn has negative consequences for
the rate of growth, levels of investment, and inflation (Glezakos 1973,
670—679; Soutar 1977; Nankani 1979, 47-51; Davis 1983).

Second, mining states depend on an industrial sector that is highly
capital-intensive and that is an enclave. While capital-intensive, large-
scale, and technologically complex industrialization is common in many
developing countries, its magnitude is of a different order with petro-
leum. Petroleum and coal head the list of manufacturing industries
ranked according to their degree of capital intensity (Lary 1968, cited
in Nankani 1979, 29).

This extreme capital intensity has two key effects. Oil exporters his-
torically have had unusually high levels of foreign ownership or control
(or both) of their main resource because oil exploitation initially re-
quired capital and technology that they did not possess. At the same
time, this industry is characterized by low employment generation and
a skewed wage structure. Unlike comparable sectors in agricultural ex-
porters, the oil sector employs only between 1 and 2 percent of the
workforce. The small number of workers, the technical training they
require, and the widespread nationalist sentiment against foreign con-
trol make it relatively easy for them to demand high wages through
collective bargaining. Because their demands generally pose little threat
to profit margins, concessions are eventually granted without the same
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degree of zero-sum strife that characterizes landlord/peasant relations.
As the industry’s wage scale surpasses that of other domestic sectors,
it exerts an upward pull on the rest of the economy. The resulting
wage followership produces a labor aristocracy, on the one hand, and
underemployment among the unskilled, on the other. In effect, oil-
led development results in a foreign-controlled, high-wage economy
characterized by some strong unions and high unemployment (Nankani
1979, Lewis 1982).

Third, mining states rely on a primary commodity that is depletable.
These states do not depend on agricultural cash crops like coffee or
cotton, which can be replanted and reproduced year after year. Once
minerals are processed and sold on the international market, stock is
permanently and irreversibly depleted, which can be justified economi-
cally only by simultaneous investment that yields the highest possible
rate of return. In effect, the tradeoff between extracting minerals and
leaving them in the ground depends on both the expected rates of return
on investment from oil revenues and projected oil prices (Jabarti 1977).
Once again, this tradeoff is exaggerated in many oil-exporting states
because of the relatively short time horizons they face before their re-
serves are depleted.

Fourth, mining countries and especially oil exporters are dependent
on a resource capable of generating extraordinary rents. These rents are
not “natural”; they are derived from the unusual organization of the
world petroleum market (for example, monopoly rents), variability in
the quality of fields or oil (for example, economic rents) and/or petro-
leum’s special status as a strategic resource. Qil is the most important
internationally traded commodity as measured by volume and mone-
tary value (Danielsen 1982). The significance of its role leads to a rela-
tively inelastic demand, which, when combined with the small number
and large size of resource owners, the high entry costs into the industry,
and the difficulties inherent in energy substitution, produces extraordi-
nary rents with a distinctive character: they have almost nothing to do
with the productive processes of the domestic economy (Hughes 1975,
Davis 1983, Gelb 1986). In fact, there is no significant relationship be-
tween the level of oil production in an enclave and the performance of
a local economy.

Finally, in developing countries mineral rents accrue directly to the
state. By virtue of custom, laws that grant subsoil rights to the state,
prior choices, and, eventually, nationalist ideology, export earnings
from minerals are deposited into the national treasuries of developing
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countries. Though the amount of rent has depended on bargaining with
foreign firms, these rents are not mediated through domestic private
actors as they are in Anglo-Saxon countries. Therefore, all mineral
states, including petro-states, are rentier and distributive states (Mah-
davy 1970, Delacroix 1980, Katouzian 1981). Their economic power
and ultimately their political authority rest on their dual capacity to
extract rents externally from the global environment and subsequently
to distribute these revenues internally.

These features have tremendous consequences for all mining states,
but especially for petro-states. Their unique combination means that
these states differ structurally from other states in the advanced indus-
trialized and developing worlds, particularly agricultural or manufac-
turing exporters, whose products are not depletable or state-owned or
as strategically important, as capital-intensive, or as foreign-dominated
as petroleum. Petro-states also differ, albeit to a lesser extent, from tin,
copper, and other mineral exporters, which share many of these proper-
ties but differ with regard to the magnitude and duration of their ex-
traordinary rents.

Most important, the combination of these characteristics explains
why oil-exporting states tend to bear a striking and broad resemblance
to each other in state capacities and macroeconomic performance, de-
spite differences in types of political regimes, cultures, geostrategic loca-
tions, and the like. Because the exploitation of petroleum has coincided
with the process of modern state building, as we shall see in Chapters 4
and 9, these characteristics have been able to shape every oil state. Their
combination produces similarities in the international and domestic en-
vironments within which petro-states must operate as well as in their
abilities to address these problems. These commonalities eventually
translate into similar packages of problems, similar ways of coping with
these problems, and similar behaviors by officials in these countries. To
understand this process, the manner in which these characteristics shape
the decision-making environment for petro-states must first be exam-
ined.

MIXED BLESSINGS: THE CONTRADICTORY
ENVIRONMENT OF THE PETRO-STATE

That opportunities for exceptional gain and loss arise from the posses-
sion of petroleum is unquestionable. In the twentieth century oil has
replaced other important sources of fuel because, once it ts found, the
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costs of extraction, distribution, and utilization are relatively low. Total
world production has shown a steady rise, as has OPEC production
since 1920 (Danielsen 1982, 16). Although prices were highly variable
during certain periods, the nominal price of crude oil generally rose
from the early 1930s to the 1970s, thus avoiding the wide swings that
characterized the prices of other primary commodities.

These generally favorable production and price trends are no acci-
dent; they can be traced to petroleum’s special features. Its critical stra-
tegic character obviously gives a constant boost to demand. At the same
time, depletability exerts an upward pull on prices because it induces
actors to create cartels or other cooperative arrangements to keep prices
high. Only cooperation can prevent the twin dangers of early exhaus-
tion and low prices.? If such cooperative arrangements are not made,
prices fluctuate dramatically as market conditions move between more
and less competition (Bobrow and Kudrle 1976, Osborne 1976,
Sweeney 1977, Danielsen 1982).

The combination of oil’s strategic value and its depletability provides
the fundamental explanation for the unique international environment
that conditions the behavior of petro-states and other industrial actors
in the world petroleum markets. Once it is generally understood that
cooperation produces especially high monopoly rents (which is a pro-
cess of political learning), powerful pressures to form cartels contest
traditional forms of competition. If cooperation is successful, prices
subsequently rise, creating important opportunities for gain. But such
opportunities are not permanent (Bobrow and Kudrle 1976, Osborne
1976). Ironically, cooperation that is too successful eventually promotes
the entry of new actors into the market while simultaneously creating
strong incentives for individual cartel members to “chisel” on either
market shares or prices. The erosion of profits from this increased com-
petition alters previously established agreements, undermines existing
cartel arrangements, abruptly drives prices down, and makes imperative
the establishment of new forms of cooperation.

This movement between competition and cooperation is evident in
the formation, decline, and re-formation of the various energy “re-
gimes” that have distinguished the history of the international oil indus-
try.* Although these “regimes” have received extensive treatment else-
where (Engler 1961, Adelman 1972, Schneider 1983), they warrant a
brief description here because they shape the common prospects and
the behaviors of officials in oil-exporting countries.

A few international oil companies dominated the market as well as
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the exporting states and managed cooperation quite well during the first
regime, which was controlled by the “majors” (eventually known as
Exxon, Mobil, Texaco, Socal, Royal Dutch Shell, and British Petro-
leum), from petroleum’s discovery until the 1950s.> With the exception
of a brief period in the 1930s, their oligopoly agreements to coordinate
rates of production and share markets effectively reversed the down-
ward price trend of oil and established a pattern of cooperation to keep
prices up that endured until World War II. The absolute dominance of
the oil companies over the exporting states characterized this regime
and molded the development prospects of these states.

The market also stayed relatively orderly during the second oil re-
gime, which existed from approximately 1954 to the early 1970s, but
this stability masked critical changes in the industry: the gradual loss of
control by the majors and the emergence of independent oil companies,
whose entry into the world market in the postwar period was aided
by the U.S. government. With this increased competition, oil-exporting
countries were able to improve their bargaining positions vis-d-vis the
companies, as was evident in the profit-sharing agreement initially won
by the Venezuelans and later adopted by other exporters, as well as in
the 1960 formation of OPEC, which successfully reversed the down-
ward trend on prices.®

Price stability came to a dramatic end in the third oil regime after
1973, which was marked by the relative rise of the producer countries
through OPEC as well as their inability to find stable forms of coopera-
tion. Attempting to use OPEC as a price-setting cartel, they managed to
reverse the downward trend of prices and, aided by unexpected political
turmoil in the Middle East, to ratchet prices upward in several sharp
movements, causing the booms of 1973 and 1980. But, as we shall see,
because these countries so quickly developed enormous and inflexible
demands for oil money domestically, they did not behave as “rational
oligopolists” internationally by lowering prices to fend off new entrants
into the market. Instead, their go-for-broke pricing strategy undermined
their own hold on the market, created a high-risk environment, and
contributed to the collapse of prices in the 1980s.”

In sum, all major exporting countries have faced the same external
dilemma throughout their history. On the one hand, they have had to
bargain hard, both individually and collectively, to emerge from the
domination of the international companies that so profoundly affected
their development paths. On the other hand, their gradual success para-
doxically set the stage for sharp rises and falls in prices, a prolonged
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trough of lower prices, and an especially risky international environ-
ment.

Similar contradictions permeate the domestic environments of petro-
states. Oil has served as their engine of growth, but it simultaneously
exerts a pernicious effect. In the tradition of staple theorists, Hirschman
(1977, 73) has argued that the links a commodity generates with the
rest of the economy can prove to be either especially beneficial or espe-
cially harmful to the development process.? Unfortunately, minerals are
not likely to be among the lucky commodities that lead to new opportu-
nities for productive economic activity. Mineral economies generate
consumption and especially fiscal links, which Hirschman (1977) de-
fines as the ability of the state to tap the income stream accruing from
staples, but they do so at the expense of creating more productive link-
ages. Indeed, fiscal linkages actually block production linkages, espe-
cially when rents are high, because tapping the income stream provides
the foreign exchange to buy abroad and removes incentives to produce
at home. Ideally, development is based on staples that encourage the
simultaneous presence of production, consumption, and fiscal links, but
in minerals one type of link is found only at the expense of another.

Hirschman’s “generalized linkage approach” has profound implica-
tions for analyzing oil-exporting countries. On the one hand, oil gener-
ates few backward and forward links. The capital intensity of oil tech-
nology means that its input requirements cannot be satisfied by
domestic sources and must be imported, thereby providing little impe-
tus for industrialization. The situation on the output side is no better.
Unlike the export of coffee, for example, which fosters the need both for
complicated transportation systems and for processing and packaging
industries, oil is moved in pipelines, which cannot facilitate regional
development, and, until recently, oil has been most often refined in the
advanced industrialized countries (Nankani 1979, Corden and Neary
1982, Lewis 1982).

On the other hand, links on the income side fare little better. Con-
sumption linkages are slow in forming and have a skewed effect. Al-
though the high technical and capital requirements of the leading sector
can potentially generate such linkages, better-paid oil workers are not
employed in large enough numbers to create a significant internal mar-
ket. When the circulation of petro-dollars eventually produces a domes-
tic market, numerous studies show that the technological and wage du-
alism characteristic of mining renders this market highly inequitable
and more prone than the market in non-mineral economies to a number
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of economic problems that hurt productivity (Baldwin 1966, Reynolds
1965). Thus the prospects for using petroleum as an engine of balanced
growth are not favorable because it encourages neither a broad-based
domestic market for consumer goods nor incentives for the local pro-
duction of intermediate or capital goods.

Fiscal linkages, the “blessing™ of oil countries, are supposed to offset
this dismal picture. But their overwhelming presence, which is the chief
advantage in petro-states, actually inhibits the development of agricul-
ture or industry by encouraging overvalued exchange rates, which, in
turn, promote a reliance on imports, services, and speculative activity
rather than long-term investment (Timmer 1982, Roemer 1983). Thus,
a modified version of the Dutch Disease, so important during a price
hike, can also be observed during more normal periods: easy access to
the high rents generated by petroleum creates a structural bias against
agricultural and industrial activity, and the productive activity that does
occur is highly subsidized.

Finally, as Hirschman (1958, 1977) notes, the unbalanced growth
that results from the overwhelming presence of fiscal linkages is unlikely
to be automatically self-correcting as long as these linkages predomi-
nate. Because decision-making in both the public and private sectors is
responsive to special “push factors” that emanate from the product side
of the economy, policymakers, recognizing these economic imperatives,
are likely to make decisions that facilitate linkage-based activities. In oil
exporters, where fiscal links dominate, these decisions flow from and
revolve around a fiscal imperative—the levying of taxes on income
streams in order subsequently to channel the proceeds elsewhere.

Thus, policymakers in oil countries face a common set of problems
and strong incentives to pursue a common set of solutions. Domesti-
cally, because reliance on oil tends to discourage other forms of produc-
tive activity, they face a special imperative to diversify their economies
by sowing the petroleum—that is, using oil revenues to encourage agri-
culture and industry—while simultaneously seeking mechanisms to alle-
viate the severe equity problems that plague mineral states. Internation-
ally, they must find a way to levy taxes on their income stream to pay
for this development without weakening international cooperation in a
manner that might ultimately affect their monopoly rents. Their ability
to accomplish their domestic goals depends on their special extractive
capacity. Paradoxically, their ultimate ability to free themselves from
petroleum depends on their capacity to create a new productive base
that is not dependent on oil in the face of powerful push factors
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favoring resource-based industrialization. In Michael Shafer’s words,
“The sectoral characteristics of oil put a pot of gold at the end of the
rainbow, but sow the road to it with mines” (personal communication,
1987).

Policymakers in other developing countries confront similar chal-
lenges of capital accumulation, diversification, and equity. But these
problems assume a particular shape in oil states, where the expectations
generated by petro-dollars are especially high, where development is
markedly skewed by mineral dependence, and where the pressure on
policymakers to meet their objectives before oil runs out is especially in-
tense. In petro-states, the predominance of a peculiar set of oil-based
linkages makes the combination of resource-based industrialization and
ongoing reliance on petroleum seem to be the easiest and most available
solution to these challenges. The extent to which policymakers might
broaden these goals or choose other paths depends both on the strength
of pressures from organized interests to go in a different direction and on
the nature of state institutions. But these too are molded by petroleum.

ORGANIZED INTERESTS
AND THE POLITICS OF PETROLIZATION

Whether decision-makers can resist the push factors that stem from the
exploitation of petroleum and succeed in sowing their natural resource
rests on the presence (or absence) of organized classes and groups who
will propel them in the direction of independence from oil. Specifically,
they need organized interests who are programmatically tied to a diver-
sified and equitable economic model that is progressively autonomous
from petrodollars and who are influential enough to countermand the
pull of petrolization. Instead, however, these states have oil-based social
forces with strong vested interests in perpetuating oil-led development.

In fact, previous patterns of state expenditures actually create a client
private sector, middle class, and labor force whose raison d’étre is to
sustain the existing model, even if they fight among themselves to have
more of its benefits come their way. Thus, any decisions by officials
to build an alternative fiscal base through taxation must be made in
opposition to powerful countervailing social classes and groups that
have grown accustomed to the advantages of a petroleum-led develop-
ment model. Put another way, the export of oil fosters especially power-
ful organized groups with very real interests in maintaining this model.

The export of petroleum generates these social forces in several ways.
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Because of the enormous capital and technological resources necessary
to exploit minerals, foreign oil companies became the dominant internal
actors in all oil exporters, especially during the first and second interna-
tional regimes. In developing countries dependent on a manufacturing
sector, a large number of small- or medium-sized firms can often make
collective action difficult. But in petro-states the number of firms (few)
involved in mining and oil activities and their size (large) enhance their
ability to challenge the state (Olson 1965, Schmitter and Streeck 1981).
They are able to subvert the political process by forming partnerships
with local elites and other domestic allies (Evans 1979) or by relying on
their home governments for support (Stork 1975, Schneider 1983).
Their relative power vis-a-vis producing countries has diminished over
time, especially during the third oil regime; nonetheless, the complexi-
ties of the international market, the continuing need for foreign invest-
ment and technology, and their links to other powerful actors mean that
these companies still retain significant power even after nationalization.

Concomitantly, domestic bourgeoisies have less opportunity to de-
velop on their own, and they remain notoriously weak. Given the op-
portunity, they quickly shift to production or consumption activities
linked to petroleum, where the greatest profits can be made, or they
become dependent on low-risk entrepreneurial strategies subsidized by
petrodollars—a reality that further strengthens the role of the oil indus-
try (Cardoso and Faletto 1969). Thus the dominant political actors in
petroleum exporters have been foreigners and their domestic allies, who
have an overriding interest in maintaining the centrality of oil. In the
end, the high costs initially incurred by the companies to establish pe-
troleum’s dominance and the potential losses that might be suffered by
domestic beneficiaries forced to reorient their activities are simply too
great to overcome without a fight.

Whatever hopes remain for counteracting petrolization must be
placed on the emergence of other organized interests, especially labor,
which might counterbalance the enormous power of the oil companies
and their allies by pushing for independence from petroleum. Although
such interests have emerged historically, with important consequences,
the characteristics of commodity-led development perversely affect la-
bor’s propensity to challenge the basic model of development. On the
one hand, as Bergquist has pointed out (1986, ro-11), the dynamics of
oil production encourage labor militancy. Owned by foreign capital,
the petroleum enclave easily becomes the target of strong nationalist
sentiment. Because workers are often isolated in communities where



56 Commodities, Booms, and States

they eat, sleep, and work together, they are ripe for organization. The
technical nature of their work and the specialized skills required mean
that workers cannot be easily replaced; thus they possess more bar-
gaining leverage than, say, coffee-bean pickers in a plantation economy.
These factors create the prospect for a challenge to the oil-led model.

But, on the other hand, the powerful labor organizations that result
from these unique configurations have a special interest in maintaining
the dominance of the oil industry. Once again, the features of oil pro-
vide an explanation. Because state reformers are able to use the rents
wrested from the oil companies to secure and maintain a compromise
with organized labor, unions develop a vested interest in continued ac-
cess to petrodollars. Better paid than their counterparts in other produc-
tive activities and thus forming a type of labor aristocracy, they tend to
exercise political clout so as to protect their privileged position. The
foreign oil companies eventually find it easier to make concessions re-
garding labor rights than to fight. Indeed, worried about their large-
scale investments, they may actually seek a strong union to help avoid
serious labor unrest (Shaffer 1980, Shafer 1994). The net effect is that
the most powerful sectors of labor have a stake in the model of oil-led
development. Although labor may push state officials for a new and
more favorable distribution of oil revenues, it does so while respecting
existing patterns of development rather than by raising challenges to
the basic model.

Some organized interests do, however, promote equity and economic
diversification. These are the code words for a broad distribution of oil
rents that reflects the fact that they are the common property of the
nation. But because the features of petroleum tend to discourage indus-
try and agriculture, which are not directly dependent on petroleum rev-
enues in some manner, such interests have a difficult time finding a well-
articulated economic base that is separate from oil. Even if these inter-
ests exist prior to the initiation of petroleum-led development, they can-
not compete successfully with powerful oil interests. They are either
overwhelmed or coopted through employment creation, high protective
barriers, or other forms of oil-based subsidies in non-oil sectors.

Because oil rents are captured by linking up with the state, the defin-
ing behavior of business, middle-class, and labor organizations in oil-
producing countries is the search for political influence for economic
gain. In sharp contrast, in agricultural or manufacturing exporters, the
main resource is generally privately owned, revenues are more decen-
tralized, and influence is often targeted at a number of centers. In oil
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exporters, business, professional groups, and labor may initially com-
pete for state access, but Tugwell (1975) has shown that cooperation
against the oil companies ultimately provides greater benefits to these
domestic actors by guaranteeing social peace. Where sectoral character-
istics generate such strong organized interest groups and where substan-
tial rents from outside can alleviate the zero-sum bargaining that char-
acterizes other developing countries, it is ultimately mutually beneficial
for these groups to establish routinized relations with each other and
with the state that encourage predictable rules of governance and pre-
dictable distributions of power and resources.

That such cooperation is based on widespread political rent-seeking
behavior is its Achilles’ heel, as is manifested in the predictable roles,
habits, and behaviors of organized interests, firms, and individuals.
Their share of oil rents depends on chasing after state patronage, high
tariff barriers, cheap imports, profitable contracts, and subsidies. These
goals are powerful incentives for them to form tight links with politi-
cians and bureaucrats in order to offer favors for benefits received. Such
rent seeking, of course, is a classic formula for corruption, which in itself
raises new demands. It is also the antithesis of the efficient market mech-
anisms and productive economic decision-making necessary to create a
self-sustaining productive base separate from petroleum. This unfortu-
nate rent-seeking dynamic between private interests and the state is self-
perpetuating, at least as long as oil rents continue to flow. Just as petro-
leum establishes distorted, inequitable, and self-reinforcing patterns in
the economy, it also produces a similar “political vicious cycle” in the
state (Krueger 1974). The wealth of the national treasury fuels the per-
ception on the part of organized interests that exercising influence is the
only way to receive pecuniary rewards, and it undermines any public-
sector efforts to extract resources from civil society.

Meanwhile, the skewed development produced by petroleum fosters
the belief of state managers that market mechanisms do not function in
a manner compatible with socially approved goals. This belief leads to
a sometimes unhappy but seemingly stable marriage between entrepre-
neurs attempting to link up with the state and public officials seeking
to intervene further in the market. It also contributes to a rentier psy-
chology, which disproportionately admires and rewards those who can
“milk the cow” without effort rather than those engaged in less remu-
nerative but more productive activities.

In sum, the exploitation of oil eventually can encourage a type of oil-
based social contract among organized interests, but it does so at high
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cost. The advantage of this arrangement lies in the prolonged periods
of regime stability that oil exploitation can foster, regardless of the type
of regime in place. Because oil revenues can mitigate the extreme polar-
ization found in situations of scarcity by removing the violent zero-sum
conflicts that often characterize agrarian societies, oil can produce a
stable form of politics that regularizes relations among competing inter-
ests and perpetuates regimes in power. But this regime stability is based
on a predatory relationship with the state and the perpetuation of oil
dependence, which pressures from civil society are unlikely to change
as long as oil revenues are continuous and relatively incremental. Re-
structuring of the development model, if and when it occurs, must be
linked to a disruption in those revenues or to some special capacity of
the state.

ASSESSING THE CAPACITY OF THE PETRO-STATE:
THE UNFORTUNATE GAP
BETWEEN JURISDICTION AND AUTHORITY

Whether states have the capacity to alter their development trajectories
in the face of linkage factors and the demands of civil society depends
ultimately on their own institutional development. Even if market
forces set up common policy dilemmas for government officials while
private interests seek to influence them in ways that perpetuate petroli-
zation, policymakers conceivably could have both the will and the abil-
ity to resist these pressures. Indeed, reform-mongers once confidently
argued that states were capable of altering the privileges and incentives
inherent in existing structural arrangements by changing their develop-
ment trajectories (Chenery et al. 1974, Hirschman 1971). In Fagen’s
words (1978, 193), many experts once believed the state could “spear-
head a movement . .. that runs against the basic logic of classes and
markets.”

Not the petro-state. That the petro-state depends on revenues gener-
ated by a depletable commodity, that this commodity produces extraor-
dinary rents, and that these rents are funneled through weak institutions
virtually ensure that the public sector will lack the authority and corpo-
rate cohesiveness necessary to exercise effective capacity. The petro-
state’s fiscal dependence on oil revenues exacerbates an unfortunate in-
stitutional reality present in most developing countries: the wide gap
between the extensive jurisdictional role of states on the one hand and
their weak mechanisms of authority on the other. This gap between
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jurisdiction and authority ultimately works to the detriment of any
state’s ability to flexibly adjust to changing conditions, but it is greatly
exaggerated in petro-states.

In developing countries in general, the origin of this gap can be
traced to conquest and late development. The unusually large role of
the state vis-d-vis civil society often began with colonialism. Colonizers
faced the task of building some type of political superstructure, even if
local social forces were weak and dispersed. Although the degree of
state building by colonizers varied greatly from country to country and
was often quite weak itself, it generally proceeded at a faster pace than
the organization of local interests or socioeconomic development, pro-
ducing an “overdeveloped” state, one whose boundaries and tasks ex-
panded early and with unusual rapidly (Saul 1979, Alavi 1972).

Late development exacerbated the tendency toward intervention
(Gerschenkron 1962). Even where colonialism did not formally exist,
the dominance of foreign powers left behind weak and dependent bour-
geoisies who could not lead the development process. Thus the state
continued to extend its jurisdiction, a process that was exacerbated in
the postcolonial period by factors that contributed to state expansion
everywhere—industrialization, nationalist and etatist ideologies (Frank
1979, Cameron 1978), economic crisis (Wright 1978), rising demands
for public goods and services (Lipset 1960), and bureaucratic prolifera-
tion (Weber [1921] 1946).

In petro-states and other mineral producers, however, intervention
had an important additional impetus. The massive capital and organiza-
tional requirements associated with exploiting petroleum had the dual
effect of further weakening the domestic bourgeoisie while simultane-
ously thrusting the state even further onto center stage. Because oil reve-
nues poured into the state and not into private enterprise, each new
discovery of reserves or price increase enhanced the role of the public
sector. This rapid expansion of jurisdiction was accompanied by the
intensive centralization of resources in the executive branch, where de-
cisions about petroleum were made. As long as oil revenues continued
to enter the national treasury and no conscious effort was made to re-
verse the process, intervention, centralization, and the concentration of
power were virtually automatic.

Unfortunately, political authority did not develop at the same pace.
Mere size has not equaled strength in oil exporters. To the contrary, as
the state expanded, its institutional evolution proceeded far more
slowly and unevenly. Rather than develop the corporate cohesiveness,
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bureaucratic coherence, symbolic notions of “stateness,” and manage-
rial abilities that underlie the capacity to direct decision-making pro-
ductively, petro-states became weak giants that could be rendered inef-
fective by hundreds of rent-seeking Lilliputians.

This claim can best be understood by briefly contrasting the evolu-
tion of most developing states to that of European states. In the Euro-
pean experience, state building, defined here as “an attempt to design a
centralized administrative system in order to ‘penetrate’ society to effect
policies” (Dyson 1980, 58), arose primarily from the long and violent
definition of national borders. The development of the modern state
paralleled the growth of permanent standing armies because any state
that wished to survive had to increase its extractive capacity to pay for
professional armed forces. In effect, war generated an increased need
for revenues that could be met only through taxation. But taxation of-
ten provoked violent opposition, which in turn required an administra-
tive and coercive apparatus (Finer 1975). As Tilly (1975, 40) observes,
the key to the success of political units’ becoming national states was
“whether the managers of the political units undertook activities which
were expensive in goods and manpower, and built an apparatus which
effectively drew the necessary resources from the local population and
checked the population’s efforts to resist that extraction of resources.”

Colonialism or conquest initially blocked this process of primitive
power accumulation in most developing countries and led to permanent
distortions in the institutional development of petro-states. Colonizers
drew the boundaries of developing states, thus saving them the trouble
of having to define their own territories. But, in doing so, they inadver-
tently robbed these countries of the ability to successfully penetrate
their own domains. By disrupting the tight circle connecting state mak-
ing, military institutions, and the extraction of scarce resources from a
reluctant population, colonial rule or conquest facilitated the establish-
ment of sovereignty and the spread of jurisdiction but at the expense of
the institutionalization of authority and the differentiation of control.

In petro-states, this disruption in the cycle of state building was espe-
cially acute because of an essential difference in their patterns of taxa-
tion once they became exporters. Conquerors and later local rulers did
not expend the same efforts at building states in mining countries as
they did in agricultural exporters. Intent on extracting rents from highly
localized mineral enclaves rather than from agricultural areas spread
throughout the country, foreigners needed merely to control specific
mining and export sites. They did not need to subdue and appropriate
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the labor of an entire population nor penetrate inaccessible rural zones
in order to control indigenous peoples.

Nor were they forced to collect taxes beyond the export sector,
which might have helped them to develop more extensive extractive
capacities. Instead, their earnings depended on a combination of coer-
cion of and negotiations with local elites in the capital city and later on
the concessions or royalties they were able to win. In Anderson’s (1986)
continuum between (nonmineral) countries like Tunisia, in which the
colonial state had a monopoly of force and could formulate policies,
and those like (oil-producing) Libya, which never acquired a state bu-
reaucracy that could transfer resources internally, petro-states fell in the
Libyan, and more unfortunate, category.

This poor history of state building was perpetuated in the postcolo-
nial period. Given their access to easy revenues from petroleum, few
rulers sought to supplement state income through substantial increases
in domestic taxation. Instead, they yielded to the permanent temptation
of avoiding unpopular domestic decisions by taxing foreign oil compa-
nies. The types of local administrative outlets that in other less-devel-
oped countries assured revenue flows and provided state penetration
into the national territory were neglected. They were never developed
in the first place, or if they had existed, they subsequently withered.
Rulers became adept at statecraft in a different arena, however, eventu-
ally demonstrating unusual skill in monitoring, regulating, and promot-
ing the oil industry at both national and international levels. But high
stateness in this arena occurred at the long-term expense of their capac-
ity to build extensive, penetrating, and coherent bureaucracies that
could successfully formulate and implement policies.

This special fiscal situation of oil exporters is graphically illustrated
through figures on comparative taxation. Oil countries generally had
levels of taxation similar to their neighbors, but because they could rely
on petrodollars, they never sought to tax their populations to the same
extent. Non-oil taxes in producer countries historically remained ex-
tremely low by international standards. As Table 3 shows, they were
only half the level of those in countries at comparable stages of develop-
ment. Thus, for example, non-oil tax revenues were 7.6 percent of non-
oil GDP in Venezuela, while the total tax revenues of other countries at
comparable levels of GNP per capita were 18.2 percent of GDP. The
non-oil tax revenues were similarly low in Nigeria, Iran, and Indonesia.

With the vital link between domestic taxation and state building
severed—not merely for short periods, which could have been an
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TABLE 3

COMPARATIVE TAX RATES OF OIL
AND NON-OIL PRODUCERS

Non-Oil Tax Revenue as a %

GNP per Capita of Non-Oi! GDP, Average
Oil Exporters (U.S. dollars) for 1971-73
Indonesia 131 8.7
Iran 803 9.9
Nigeria 1,183 8.1
Venezuela 1,448 7.6
Algeria® 570 22.3

Approx. Total
Tax Revenue

Range of GNP per Capita Average GNP per asa % of
(U.S. dollars) Capita (U.S. dollars) GDP, 1980
0-349 241 12.9
350-849 548 12.5
850-1,699 1,195 18.2
>1,700 3,392 22.7
All countries 1,330 17.8

SOURCES: Ratios for oil exporters: Amuzegar (1986, Table 13).
Ratios by GNP per capita: Tanzi (1987, Table 8-3).
2Because much of the means of production in Algeria is socialized, the ratio is anomalously high.

advantage, but for the state’s entire modern history—the state’s com-
mand of the mobile resources within its subject population, its ability
to free resources embedded in traditional networks of obligation, and
its capacity to apply such resources on a national scale were compro-
mised. As a result petro-states generally lack the ability to establish
functionally distinct public institutions with some autonomy from civil
society. Because they never had to establish taxes as regularly required,
compulsory levies on private interests to be used for public purposes,
they were never forced to create a clear separation between public and
private in state income. Nor were they ever forced to develop strong
mechanisms of fiscal accountability toward their citizens.

The peculiar fiscal structure of petro-states had other profound ef-
fects on state capacity and on the behavior of officials. First, it delayed
the development of a modern consciousness of “the state” and contrib-
uted to the perpetuation of traditional concepts of authority as the per-
sonal patrimony of rulers. Because oil revenues were distributed by the
state, the key decisions regarding allocation or what Usher (1981) calls
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“assignment,” were made through political decisions on public spend-
ing. In advanced industrialized countries and in other less-developed
nations where the public sector was relatively less significant, prior
agreements among contending groups about allocation were primarily
the result of markets or social and religious norms that assigned the
major part of income or other advantages in interaction with the state.
But in oil exporters this task was completely politicized because it neces-
sarily became the sole province of the state (and sometimes of a single
individual!).

Second, by blurring the strict formal separation between political au-
thority and private economic activity that is so characteristic of most
advanced industrialized states, fiscal dependence on petrodollars insti-
tutionalized a permanent tendency toward rent seeking by state offi-
cials. Just as private interests had strong incentives to influence public
authorities, politicians and bureaucrats quickly realized that they could
expand their own domains, their budgets, and sometimes their own
pocketbooks by favoring one group over another. This favoritism un-
dermined efficiency, responsibility, caution, and accountability, and it
left the state especially open to a variety of contradictory and often self-
serving pressures from society.

Thus petro-states are the epitome of what Chalmers (1977) has
called the “politicized state.” In Europe, where the tradition of state
building was stronger, perpetual warfare eventually created the impera-
tive to tax and, consequently, a logical system of efficient public institu-
tions to extract resources and direct them. Administrative institutional-
ization and executive competence became the bases for efficacious
government. Accompanying this process, to varying degrees in each
case, was an emphasis on the importance of depoliticization “so that
the effectiveness of government would not be undermined by an over-
loading produced by the combination of increased political demands
with cross-pressures of group interests” (Dyson 1980, 258).

Precisely the opposite process occurred in petro-states. Administra-
tive institutionalization fell far behind the expansion of jurisdiction and
the workings of pure politics, so that at every crisis, and to some extent
for every decision, state actors were required to define the way in which
the system would operate (Chalmers 1977, 35). In effect, instead of the
guidance and constraints imposed by routinization and a respected state
tradition, powerful incentives favored reliance on spending over state-
craft and the exercise of influence outside established rules and proce-
dures.
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This, then, was the type of state that faced managing the abrupt
ratcheting of prices after 1973. Molded by petroleum, it was especially
susceptible to cyclical price changes and skewed development, perme-
able to foreign and domestic pressures, vulnerable to the intermingling
of markets and authority, more politicized and less institutionalized
than most other developing states. Although it controlled part of the
world’s most important strategic resource, the resulting revenues were
the source of its weak state capacity. Petrodollars hid this institutional
weakness, creating the tendency to spend to sustain political order. But
in the process the state’s ability to penetrate society in order to change
actors’ behavior, to develop and implement comprehensive, autono-
mously determined policies, and to place issues of purpose above the
tug and pull of political pressures was sacrificed.

FACTORING IN THE BOOM: WHY CRISIS LIES AHEAD

We now return to the central question of this book: what is the impact
of oil booms on oil-exporting countries? Given that petro-states are
skewed by petrolized economies, permeated by interests vested in main-
taining an oil-based model of accumulation, and institutionally too
weak to resist further petrolization, can a crisis of wealth somehow
shake them out of their oil-dependent development path? Can the ab-
normal experience of a massive boom somehow provide the capabilities
for flexible adjustment that appear to be lacking during normal times?
Economic crises generally provoke basic struggles over the rules of the
game in politics, produce new solutions to these issues, and thus can
become a watershed in a state’s institutional development (Skowronek
1982), but nothing guarantees that these self-transformations will en-
hance state capacity. Just as crisis can bring about new and more re-
sponsive institutions, it can as easily encourage a type of public stasis in
the midst of dynamism, or even a process of state decay, which is the
outcome in petro-states.

The immediate result of an oil boom is what Serafy (1980) and Lewis
(1982) have called the “absorption” problem. As we saw in Chapter 2,
petro-states find themselves incapable of absorbing their surplus, even
if they quickly generate new public-sector projects. But, facing the im-
pending threat of massive inflation, worried about depletability, accus-
tomed to seeing the state as the leader in development, and eager to put
their new wealth to immediate use, oil governments rely on their stan-
dard operating procedures: they reach for large-scale, capital-intensive,
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long-gestation projects, or if such projects are already underway, they
increase their scale and accelerate their completion dates. These projects
epitomize a resource-based industrialization strategy; they emphasize
processing and refining, petrochemicals, and steel. Not surprisingly, in
the face of a powerful push to absorb petrodollars rapidly and a general
relaxation of fiscal discipline, they are often wasteful and poorly con-
ceived.

The boom not only provokes a grander, oil-led economic model but
also simultaneously generates new demands for resources from both
the state and civil society. Policymakers, once torn between their twin
preoccupations with diversification and equity, now think that they can
do both. The military demands modernized weapons and improved liv-
ing conditions; capitalists seek credits and subsidies; the middle class
calls for increased social spending, labor for higher wages, and the un-
employed for the creation of jobs. As demands rise, unwieldy and inef-
ficient bureaucracies, suddenly thrust into new roles, find themselves
incapable of scaling down expansionist public-sector programs or
warding off private-sector requests. Thus they ultimately contribute to
growing budget and trade deficits and foreign debt. The boom effect is
instantly at work.

At the same time, the influx of petrodollars hinders the search for
independence from petroleum and for equity. Although seeming finally
to provide funds for diversification, the monetary and resource move-
ments provoked by a boom make sowing the petroleum more difficult.
They create new obstacles to investment in agriculture and industry,
encourage highly inefficient import-substituting industrialization, dis-
courage the development of nontraditional exports, and promote a
bloated service sector. And although improvements in income and em-
ployment generation become relatively easy in the short run, the boom
exacerbates already great inequities. The powerful and wealthy benefit
disproportionately from windfalls, and wage followership from the ex-
port sector helps to fortify an entrenched high-wage labor aristocracy
as well as growing unemployment among those not able to find jobs in
the modern sector (Lewis 1982).

Meanwhile, the problems of state capacity grow increasingly acute.
The boom abruptly and automatically expands the jurisdiction of the
state and concentrates power in the executive, while simultaneously en-
couraging the proliferation of new bureaucracies, the disorganization
of old ones, and the general disarticulation of the administrative appa-
ratus. Competing interests manipulate their access to the state to further
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their own goals, and they insist that the state respond first and foremost
to their own concerns. As capacity diminishes and demands rise, the
classic formula for a “demand gap” (Eisenstadt 1964) or “demand
overload” (Crozier, Huntington, and Watanuki 1975) is set in place.
Fearing instability, governments spend even more and become more de-
pendent on revenues from petroleum to sustain themselves in power.

There are solutions for altering these unfortunate economic and po-
litical dynamics. Domestically, in order to control demand, exporters
must “sterilize” their rapidly growing petroleum revenues by holding
them outside the domestic economy. In other words, governments need
to accumulate foreign reserves, match these with additional savings,
and prevent petrodollars from becoming monetized inside their econo-
mies. This course of action would protect agriculture and industry from
being disadvantaged by an appreciated exchange rate, reduce the prob-
lems of absorptive capacity, and mitigate against petrolization. Interna-
tionally, they must expand production to drop prices in order to fend
off new entrants to the market, conservation efforts, or investments in
alternative sources of energy. If they do not do so, prices will eventually
collapse. Although other remedies might also help, only the combined
strategy of withholding of petrodollars from the domestic environ-
ment—and introducing them later at a gradual pace—and protecting
prices internationally can provide insulation from the outcomes de-
scribed in Chapter 2.

But the prospects for following this strategy are dismal indeed.
Booms not only exacerbate existing rent-seeking behavior but create
such behavior where it did not already exist. Overnight, an oil boom
relieves the “constant pie” orientation of governments accustomed to a
stable, oil-based social contract. Distribution is not viewed as a zero-
sum game involving winners and losers. The restraint inherent in more
limited revenues, which gives governments a legitimate reason to resist
the demands of a variety of constituencies or state agencies, is abruptly
removed, both psychologically and in reality. Whatever the reasons prof-
fered—diversification, employment creation, or the buying off of either
opponents or supporters through some form of state largess—poli-
cymakers find it extremely difficult to resist demands, and they generate
more themselves.

Their short time horizon exacerbates this tendency. Whether the state
is democratic or authoritarian, the concern about political performance
is universal and is measured in periods of months or, at most, several
years. When combined with the virtual explosion of demands, the desire
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to spend quickly in order to purchase loyalty eventually endangers the
prospects for international cooperation, as growing conflicts among ex-
porting states over pricing policies and production quotas reflect their
spiraling domestic political and economic needs. In the end, rational
oligopoly and sterilization rapidly lose out to “petromania.”

In sum, oil booms add another layer of overdetermination to the fate
of petro-states. A boom increases demands for diversification and eq-
uity at the very moment that these goals become most difficult to
achieve. It once again raises the assignment question, thereby further
politicizing all decision-making just when planning, efficiency, and au-
thoritative allocation are most necessary. It distorts and disorganizes
the public sector by expanding jurisdiction and undermining authority
precisely when the challenges facing the state require it to be the most
cohesive. It creates the illusion that oil exporters have gained new au-
tonomy, while actually making them more dependent on petrodollars.
And, in the greatest of ironies, a boom lays the basis for a future bust.
This is the petro-state’s special dilemma.

Like Spain in the sixteenth century, petro-states find themselves locked
into a particular development trajectory. To understand how and why
this lock-in occurs, it is important to take a close look at one case. Thus
we turn our attention to the first and oldest exporter among the OPEC
countries, Venezuela. The choice of the country that Columbus called
“little Venice” is not without historical irony. It is a curious paradox of
our story that the borrowing of the Spanish Habsburgs, backed by gold
and silver, financed the discovery and colonization of Venezuela. Ob-
sessed with their search for the mythical town of El Dorado, Spanish
conquistadors combed its jungles, mountains, and coasts, but to no
avail. They could never find the city whose walls were said to be made
of gold and whose streets were cobbled in silver brick.

But El Dorado did exist. In an unknowing presentiment of the future,
the Spanish pinpointed the town’s exact location in the province of Gu-
ayana, an area that subsequently yielded enormous deposits of petro-
leum as well as gold, diamonds, iron ore, and bauxite. Not far away, in
water now filled with derricks instead of the Indian huts on stilts that
so reminded Columbus of Venice, lay Lake Maracaibo, the source of
some of Venezuela’s richest oil deposits in the 1973 boom.






PART TWO

Democracy
over a Barrel in
Venezuela

You are actors in the great national transformation that is
going to make Venezuela one of the great countries of the
world. . .. A Great Venezuela because all Venezuelans can
have work. A Great Venezuela because the future and the
welfare of every member of our national society [are] being
created. A Great Venezuela because we know how to utilize
the instruments . . . of science and technology to transform
our natural resources so that we may be incorporated—with
our own personality and our own voice—into the concert of
the great nations of the world.

President Carlos Andrés Pérez
September 11, 1974

And the sign on his cage said: “Beware, he is dreaming.”

Nicolds Guillén, Guitarra






FOUR

The Making
of a Petro-State

For Venezuela, the oil boom year of 1973-1974 was the modern equiv-
alent of the dream of El Dorado. Suddenly and unexpectedly, $10 bil-
lion flowed into the national treasury. Coinciding with this windfall was
the landslide election of Accién Democratica’s presidential candidate,
Carlos Andrés Pérez. The oil boom provided financial resources of a
magnitude never before seen in this small country of twelve million peo-
ple, while the electoral sweep gave the new president the greatest popu-
lar mandate in the young democracy’s history. His power apparently
limitless, Pérez immediately embarked on the boldest and most ambi-
tious development blueprint Latin America had ever seen. It seemed
that nothing could stand in his way. “We are going to change the
world!” he was said to frequently exclaim to his closest associates (in-
terview, cabinet minister, February 1978).

Like those who sought El Dorado before him, Pérez based his plans
on images of a possible future rather than on full comprehension of
difficulties in the present. “I had a vision of La Gran Venezuela,” he
reminisced, “one that would be different from our country in the past.
... It would be modern, industrial” (interview, March 1979). The first
president since Romulo Betancourt to have a proyecto—a grand over-
view of the political and economic changes necessary to accomplish the
accelerated modernization of an oil-based country—he rapidly sought
to utilize the revenues from petroleum to translate this vision into gov-
ernment policy. Everything seemed possible, nothing too difficult.

Yet Pérez immediately encountered obstacles that neither Venezuela’s
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astounding new oil money nor his own popularity could overcome. His
administration’s decisions, the behavior of the citizens he governed, and
even the vision he put forward would be shaped by past patterns of
petrolization, skewed state formation, and uncertain regime consolida-
tion—factors that proved to be too deeply rooted for even the most
popular of presidents to overcome. This structuration of choice was
generally not of his making; it was the product of hundreds of past
decisions by his predecessors. But it was powerful enough to mold his
own preferences, decision-making process, and policies.

Not surprisingly, when mulling over his record at the end of his first
administration, the man who presided over his country’s greatest oil
boom and set the parameters of development for decades to come re-
vealed his awareness of these limits: “I raised the hopes of our people
and built confidence in our country, but there was too much that I could
not do, that I, with all the oil money, could not change” (interview,
Caracas, March 1979). Years later, not long before being forced from
power during his second term, he was even more chastised. “A price
spike is bad for everyone but worst for developing countries that have
oil. It is a trap” (interview, Stanford University, 1991).

Not that the president lacked early warnings about the dangers of
petro-development. Juan Pablo Pérez Alfonzo, the outspoken oil czar
who became an early critic of the new administration, remembered,
“He acted as if we had no cages, as if we could shed our poor history,
as if we were somehow different from the rest of Latin America. Of
course we are different. We look more like Saudi Arabia than Brazil.
We are Venezuela Saudita” (interview, Caracas, November 1978). Such
warnings had little impact at a time when Venezuela was literally
drowning in money. But even presidents blessed by wealth, Pérez dis-
covered, form their preferences and make their decisions within the
framework of a state that encourages some options over others, awards
some choices more than others, and blocks some actions temporarily or
permanently.

This chapter examines the making of a petro-state in Venezuela. It is
intended to lend historical specificity to the theoretical discussion just
concluded by examining the process of state formation before the entry
of the oil companies, the impact of the establishment of the oil enclave,
and the transformation of the state between 1920 and World War II.
In depicting Venezuela’s uneven state capacity, it emphasizes, first, the
absence of distinctive state interests or even of any centralized or imper-
sonal apparatus of domination remotely resembling a modern state un-
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til very late; second, the manner in which the exploitation of petroleum
expanded the state’s jurisdiction, concentrated power in the executive,
and undermined bureaucratic authority; and, third, the eventual emer-
gence of a consensus for intervention based on the distribution of oil
rents to subsidize non-oil activities.

However, a petro-state cannot be said to exist for these reasons
alone. To the contrary, the consolidation of this state form is marked by
a definitive shift in its institutional arrangements such that the selective
mechanisms and overall incentives for policy become defined predomi-
nantly by petroleum, while state interests become separate from and
sometimes even adversarial to foreign oil interests. The important
markers of this process, as we shall see, are shifts in property rights and
the structure of taxation.

The coincidence in timing of modern state formation and oil depen-
dence is a critical historical fact in the Venezuelan case. No other event
approaches in significance this historical sequence. From the moment
the petroleum industry reached Venezuela, the demands of the produc-
tion of oil for export shaped the institutions of the state, the evolution
of the economy, the emergence of social classes, and the timing and
direction of regime change. Indeed, every major development in the
country after the introduction of the oil industry was conditioned by
the meshing of a weak domestic political economy with the most pow-
erful forces of the international economy.

Other, non-oil forces affecting state building throughout Latin
America were not absent in Venezuela. But they were easily over-
whelmed by petroleum, and the route through which the petro-state
became centralized and interventionist is unique. Arturo Uslar Pietri,
one of his country’s foremost intellectuals, may sound like an economic
determinist, but he scarcely overstated his case when he wrote (1972,
18, cited in Ewell 1984, 61):

Petroleum is the fundamental and basic fact of the Venezuelan destiny. It
presents to Venezuela today the most serious national problems that the na-
tion has known in its history. It is like a minotaur of ancient myths, in the
depths of his labyrinth, ravenous and threatening.

The vital historical theme for today’s Venezuela can be no other than the
productive combat with the minotaur of petroleum.

Everything else loses significance. Whether the Republic is centralist or
federalist. Whether voters vote white or any other color. Whether they build
aqueducts or not. . . Whether the workers earn five bolivares or fifteen boliv-
ares. . . . All these issues lack meaning. . . .

[Everything is] conditioned, determined, created by petroleum.
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THE POOR LEGACY OF STATE BUILDING
FROM COLONIALISM TO CAUDILLISMO

Petro-states are built on what already exists. Had the oil companies
encountered a developed state administration on their arrival, they
would have met some form of bureaucratic resistance to the influence
they wielded. But Venezuela, like many of its OPEC partners, could
boast of no civil service, no independent central bank, and no impartial
judiciary. Instead it suffered from a legacy of extreme administrative
weakness that is remarkable even in the context of Latin America. Its
history until World War I was replete with cycles of attempted central-
ization and breakdown,; the resulting destruction and turmoil prevented
the emergence of any structure resembling a modern state.

The weak legacy of state building predated the exploitation of petro-
leum. Indeed, when the oil companies descended on Lake Maracaibo in
the early 1900s to exploit its vast petroleum deposits, the state had
barely been formed. Scarcely populated and seemingly without re-
sources, Venezuela had been marginal to the Spanish empire because it
had little to offer the growing markets of Europe. Although the search
for the mythical golden town of El Dorado generated an initial flurry of
activity and helped to settle the western part of the country, the failure
to discover quick and easy riches turned Spain’s attention elsewhere.
Nor were there many Indians to exploit for labor, although slave raids
did occur from time to time. Geography, sea routes, and accidents of
the location of early settlements exacerbated Venezuela’s isolation.
After the conquest of Mexico in 1521 and the discovery and conquest
of Peru in the 1§30s, Venezuela was virtually abandoned, attracting
little attention from the Crown or from the royal court at Santo Do-
mingo (Brito Figueroa 1966, Lombardi 1977).

Any state building that did occur ended with the Independence Wars
against Spain and the decades of disorder that followed. The country
that had stood on the sidelines during the heyday of the empire became
the center of a continental civil war as Simén Bolivar’s armies thrust
Venezuela into the world spotlight—albeit at a considerable price. For
over eleven years, this country bore the brunt of Latin America’s strug-
gle for independence. It lost close to 40 percent of its population, suf-
fered enormous property damage, and saw almost all vestiges of its pre-
vious bureaucratic system destroyed (Lombardi 1966, 153-168). The
duration of violence even after independence led to the dual disintegra-
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tion of weak state institutions and traditional elites, which paved the
way for still more decades of disorder.

Caudillismo, a set of political rules based entirely on force, was the
expression of the fragility of the governing apparatus, and it left an
enduring mark on state formation (Gilmore 1964). Because political,
social, and administrative institutions were virtually nonexistent, self-
organized militias and their leaders were the only possible bases of au-
thority. They became the foundation of local and regional governments,
with the strongest militia generally marching to Caracas to take control,
at least momentarily, not so much of the central regime as of the central
customs house, which represented the most important source of wealth
in the country.

Characterized by the rule of a single strongman, caudillismo created
a heritage of personalism and presidentialism that could never be totally
eradicated. This ultrapresidentialism, which can be understood not
merely as the result of attempts to strengthen the power of a particular
individual but also as a response to the persistent need for a strong
central authority, permanently stamped the country’s political culture.
Indeed, the networks formed by the president, the regional party bosses,
and the professional army in Venezuela’s democracy would bear a strik-
ing resemblance to the patterns established among presidents, regional
chieftains, and local soldiers under caudillo rule.

Venezuela continued to fall behind most of the continent in state
building as it entered the modern era. From the end of the Independence
Wars until the installation of a military regime at the turn of the century,
its history was dominated by struggles over centralism versus federalism
and by fighting among caudillos. At the same time that the first oil drill
was sunk in Titus, Pennsylvania, beginning the world’s most powerful
industry, the minimal state apparatus of Latin America’s most im-
portant future oil producer unraveled once again in the Federal Wars
(1858-1869). In this social revolution, more anarchic than the indepen-
dence period, the white and privileged classes virtually disappeared,
even though the latifundio structure of coffee production itself re-
mained intact. Despite some steps toward establishing central authority
over regional communities during the rule of Antonio Guzman Blanco,
war remained the central selective mechanism for access to office.! In all
of Latin America, only Mexico experienced a similar degree of violence.

Weak social forces compounded this poor state legacy. A modern
capitalist country did not exist at the turn of the century. In 1900, there
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were barely any urban social classes. Only six cities had a population
of over twenty thousand people. The population of 2.4 million was
over 85 percent rural, with over 2 million landless peasants working in
latifundios (Fuenmayor 1975, 33). In a country divided between power-
less landowners and a war-weary peasantry, and characterized by an
extremely small internal market, almost no organized interests existed
that could make demands on the state or contend with the oil compa-
nies. The major export-import merchants, largely foreign, wielded the
only significant power; they functioned as the nation’s central bank,
developed some infrastructure, and provided public credit.

The struggle for the centralization of state authority was finally won
when a regional group, rather than a national dominant class, put an end
to the deterioration of the public domain. The Grupo Tachira, composed
of autocrats from the coffee-producing Andean region, began a full half
century of political domination in 1899, when General Cipriano Castro
seized Caracas, accompanied by a small band of sixty men, two of whom
became the presidents who ruled Venezuela from 1908 to 1941. Castro’s
announcement of a government was greeted by renewed armed conflicts,
the most extensive since the Independence Wars. These battles destroyed
the prospect of building a viable administrative structure, but they suc-
ceeded in centralizing power in Caracas once and for all—at the cost of
economic disaster, political crisis, and loss of national sovereignty. Be-
cause Castro was unable to pay back the foreign debts he had incurred,
foreign powers blockaded Venezuela in December 1902 to force it to re-
imburse its creditors. This historic blockade—which is best known inter-
nationally for spawning the Roosevelt Corollary to the Monroe Doc-

‘trine—led to Castro’s overthrow by his own lieutenant, Juan Vicente
Gomez, with the indispensable aid of the United States.?

The military ruler who would negotiate the terms of the oil industry’s
entry into Venezuela inherited a simple and underdeveloped administra-
tive apparatus that relied on personal authority, capricious and infor-
mal justice, and clientelistic forms of recruitment. The state’s jurisdic-
tion was extremely limited; it had virtually no capacity to extract,
transfer, or distribute resources internally, and there were few demands
on it to do so. A farmer who had never seen Caracas until he was forty-
two, GOomez spent the next twenty-seven years bargaining with the
world’s most powerful capitalist enterprises and constructing the out-
lines of a modern state. By his death in 1935, he had presided over the
creation of structures that guaranteed the permanent consolidation of
power in the central government and, most especially, in the presidency.
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More than anything else, the need to secure the central government’s
victory over regional caudillos motivated Gomez’s institutional innova-
tions. Evidence for this motive can be found, first, in the creation of a
professionalized national army and, second, in the consolidation of the
control and accounting of all public revenues in the Ministry of Finance
(Sullivan 1976).

Control over the military and the public treasury gave Gémez abso-
lute power but little incentive to expand the jurisdiction of the state.
Despite his strong support for financial reforms that granted the execu-
tive branch direct control over its revenues for the first time, Gémez
was a strong proponent of maintaining a low profile of state activity.
Running the country as if it were one of his farms, he jailed any oppo-
nents of his policies and instructed his finance minister to pay the inter-
est on the foreign debt while balancing the budget by drastically cutting
wages and public works. By the time revenues from the sale of petro-
leum began to enter state coffers, Venezuela’s weak state had only the
most essential administrative expenditures.

INTERNATIONAL OIL
AND THE SHAPING OF THE STATE

The coming of the international oil companies profoundly transformed
the state’s minimalist direction. For the oil companies, entering Venezu-
ela was part of a global strategy to control and market petroleum and
to punish hostile, revolutionary governments in Russia and Mexico by
shifting production elsewhere.?> But, for Gémez, oil was a means for
consolidating power in the presidency, maintaining his own rule, and
enriching himself and his friends. This mix of personal and regime con-
cerns should not be confused with an autonomous bureaucratic logic
or raison d’état. Gomez’s state—characterized by the concentration of
power in the hands of a corrupt president and the absence of the bu-
reaucratic restraints that can arise from a developed administrative ap-
paratus, an independent judiciary, or organized interests—never sought
to be a match for the major oil companies. At the height of their global
power and strong enough to punish governments that opposed them,
the companies would have proved to be formidable opponents had Go-
mez chosen to challenge them. But, quickly seeing the advantages of
forming links with foreign capital, he did not.

In place of the expression of autonomous state interests, foreign and
domestic private interests meshed under the rubric of public authority.
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McBeth’s (1983) notion that this consolidation was accompanied by
evidence of “statelike” behavior, such as efforts to extract the best pos-
sible returns or to supervise the industry, does not adequately take into
account the degree of private influence over the public realm or the
plunder involved.* The partnership between the oil companies and Gé-
mez left little for the construction of an impersonal state bureaucracy
or the development of the country, but it worked to the benefit of both
parties: the companies achieved their central goal of capturing crude oil
supplies; Gomez remained in power and managed to add to his consid-
erable wealth.’

But if it was still premature to speak of autonomous state interests,
Venezuela’s new status as an oil exporter did bring important legal and
administrative changes in the state. Realizing that competition among
the companies for his favors increased his personal power and wealth,
Goémez took advantage of the scramble for petroleum to augment the
power of the executive. He established his authority to negotiate con-
cessions with the companies without the intervention of Congress, and
he created an Office of Mines in the Ministry of Development in 1909
to carry out his desires. Staffed by friends, relatives, and political cro-
nies, the terms it put forward were the most attractive in the Americas.

From a long-range view, Gémez’s petroleum laws, culminating in the
Petroleum Law of 1922, were especially critical to reshaping the mini-
malist state. First, as Hausmann (1981) points out, they represented a
fundamental shift of power from private property to the state and a
qualitatively new definition of the state’s jurisdiction. In the past, al-
though Venezuela’s many constitutions granted subsoil rights to the na-
tion, in an extension of Spanish colonial law, in practice private land-
owners had possessed the right to obtain concessions on their holdings
since 1885. If they wanted to sublet their land, they could charge royal-
ties equal to up to one-third of the physical output of the concessions.
Under this arrangement, landowners could develop a private relation-
ship with oil companies, enter into contracts or symbiotic relationships
of other sorts with them, and thereby become an alternative center of
power.

It is one of the great ironies of history that foreign oil companies,
the epitome of private enterprise, are largely responsible for the etatism
characterizing Venezuelan development. The foreign companies fought
against the existing system of private property rights because they be-
lieved it would reproduce some of the constraints on their activities
already in evidence in the United States. Preferring to deal with one
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(weak) central authority, they engaged in a struggle, both legal and oth-
erwise, to limit the authority of private landowners. Not surprisingly,
Gomez sided with them.® In 1912, the attorney general and the Supreme
Court ruled that any rights granted to private landowners by a previous
code of mines were unconstitutional. From this moment on, only the
state had the authority to deal directly with foreign companies, and the
private sector was permanently relegated to a secondary role (Haus-
mann 1981, 98ff),

Second, the new laws reinforced the concentration of power in the
executive, although with the loss of considerable sovereignty. Gémez’s
oligarchic alliance with foreign capital permitted him to reorganize ex-
isting administrative practices to achieve an unprecedented degree of
presidentialism.” Gémez personally selected the governors of each state
as well as legislators, the civil chiefs of districts, judges, and municipal
councilmen. He also created a bureaucracy loyal to him by extending
the clientelistic links of caudillismo throughout the public sector. In ex-
change for petrodollars to award his cronies, the majors virtually wrote
their own ticket. Indeed, three U.S. oil companies and their lawyers
drew up the final 1922 law (which they subsequently praised as the best
law in Latin America!), awarding themselves low taxes and royalties,
exemptions from import duties, less pressure to exploit their holdings
rapidly, freedom from interference from the Congress, and a release
from restrictions on the amount of land one company could hold.?
From this point on, the companies dealt only with the executive branch,
and ultrapresidentialism would persistently and damagingly endure.

Third, the new laws manifested a decisive shift in the origins of state
monies and, consequently, in the importance of fiscal links as well as
the definition of “stateness.” This shift can be traced through changes in
the tax structure. Traditionally customs revenues had dominated state
finances, but by the fiscal year 1929-1930 internal revenues derived
from oil activities finally surpassed customs revenues. In the fiscal year
1934-1935, these internal revenues rose to a high of 59.8 percent of
total revenues, while customs dropped to 40.2 percent. As Kornblith
and Quintana (1981, 147) note, this change captures the transforma-
tion of Venezuela from an agricultural exporter to a petroleum ex-
porter. But it also marks a shift in the notion of the state to one that
had the right and duty to capture rents from the national patrimony
and utilize them as rulers saw fit.

Thus, from the beginning, the entry of the oil companies was associ-
ated with a pattern of state expansion and concentration of power that
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was qualitatively different from the minimalism and decentralization of
the past. But increased jurisdiction was not accompanied by the cre-
ation of mechanisms to enhance state authority. On the contrary, these
shifts encouraged predation, patronage, and the beginning of a con-
sciousness on the part of rulers that petrodollars could be an instrument
for maintaining regime stability. Indeed, petrodollars helped to shield
Goémez from the types of strains that led to the downfall of authoritar-
ian rulers elsewhere. The benefits from the petroleum law of 1922 per-
mitted him to survive a major agricultural crisis and, soon after, lift
the extraordinary war tax and other customs duties that had figured
prominently in Castro’s downfall. Thanks to petroleum, government
revenues increased at an annual rate of 14.9 percent during the 1920-
1929 period, almost tripling, and government expenditures also in-
creased more than two and a half times, thus providing a welcome prop
for dictatorial rule.’

“PETROLIZED” INTERESTS
AND THE CONSENSUS FOR STATE INTERVENTION

The exploitation of petroleum also built a strong and enduring political
and social consensus for state intervention. By setting into motion the
long-term structural transformation of the economy and society that I
have called “petrolization,” oil weakened non-oil interests and fostered
the emergence of new social classes and groups whose fortunes were
linked to the distribution of oil rents through state spending. Conse-
quently, even former opponents of intervention became active propo-
nents of an expansion of the state’s jurisdiction. As they grew in force
and their belief systems were fortified by statist ideologies from abroad,
these vested interests eventually laid to rest all past notions of a mini-
malist or liberal state.

The transformation of older social forces and the creation of new
oil-based interests began with the rapid, growing dependence on petro-
leum. In less than a decade, oil became the central pivot of the economy;
between 1920 and 1925, oil’s share of total exports leapt from 1.9 per-
cent to 41.6 percent, and by 1935 it had reached 91.2 percent (Tugwell
1975, 182). By 1926, the value of oil exports and their derivatives had
surpassed that of coffee and other agricultural commodities, and oil had
become the country’s most important export. By 1928, Venezuela was
the largest exporter of oil in the world and the second largest producer
following the United States (Vallenilla 1975, Tugwell 1975).
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This shift to an oil economy had predictable Dutch Disease effects,
delaying industrialization and exacerbating the decline of agriculture.
Because an oil-mediated integration into the world market provided
sufficient revenues for a continuous expansion of the country’s low im-
port capacity, incentives for other productive activities barely devel-
oped. The bias against productive links was further exacerbated by ex-
change-rate movements related to petroleum. Because oil caused the
appreciation of the bolivar in relation to the dollar, it further encour-
aged imports and discouraged domestic activities. This delay was espe-
cially apparent during the Great Depression. While every other Latin
American country faced large devaluations throughout the 1930s, the
rapid recovery of the petroleum industry after 1932 meant that the
bolivar appreciated 70 percent in that period.

The net effect was to shift production away from traditional activi-
ties and toward the development of an import and service sector, with
fatal consequences for the country’s weak agrarian elites and the main-
tenance of alternative sources of power. The already stagnant coffee
industry declined dramatically, while the high import capacity for food-
stuffs hurt the domestic market for other agricultural products. This
development had an immediate impact on the structure of choice. Go6-
mez’s decision not to devalue the bolivar in 1934 following U.S. cur-
rency changes was logical because “his” state would lose precious reve-
nues from the domestic bolivar payments of the oil companies; these
revenues promised to be greater than those that could be gained from
the reactivation of traditional exports (Baptista and Mommer 1987, 9~
13). But the decision proved catastrophic for agrarian interests. Agricul-
tural exports dropped in value from 129.7 million bolivares in 1928 to
43.3 million bolivares in 1944 (Aranda 1977, 109). Gomez’s subse-
quent attempt to funnel petrodollars through the Banco Agricola y Pec-
uario to support agriculture simply converted a formerly independent
engine of econoinic development into an oil-subsidized activity and re-
moved the landlord class’s opportunity to be an autonomous political
force. With the complete collapse of coffee and cacao exports during
the Depression, Venezuelan agriculture and the prospects for non-oil
elite interests died together: the sector’s share of GDP sank from one-
third in the mid-1920s to less than one-tenth by 1950, the smallest con-
tribution in all of Latin America (Karlsson 1975, 24).

The decline of agriculture and the delay in industrialization, while
destroying weak but traditional elites, also created a new dominant
class with strong vested interests in the fate of the oil sector. As the
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attractiveness of rural investment declined, landowners sold their prop-
erty to the oil companies in the “dance of the concessions,” converting
themselves into a rentier, commercial, and financial urban bourgeoisie
dependent on petrodollars. This dependence took several forms. For
those in the commerce or service sectors, the state’s income from oil
set in motion the demand for the types of activities they could deliver.
Moreover, because the companies determined the value of petroleum
exports, they controlled the amount of imports that could be bought
from the foreign exchange realized through oil. As oil production grew,
so did imports, which doubled in the short period between 1920 and
1929. For those involved in some form of production, their profits were
predicated on either an exogenously determined internal demand or suf-
ficient petrodollars to obtain inputs from the world economy.

Not surprisingly, contradictions and disagreements often arose
among these domestic interests, especially with regard to exchange rates,
tariff policies, and state intervention.!® But where divisions of this sort
became primary in other countries of Latin America, especially Argen-
tina, in Venezuela they were overridden by the spread effects of oil rents.
By the outbreak of World War II, commerce had become the principal
non-oil activity of the country; the new, dominant commercial class also
presided over a small manufacturing sector and internal market.!!

The impact of agriculture’s demise and of delayed industrialization
was extensive at the mass level as well: the most important social phe-
nomenon between 1920 and 193§ was the emergence of urban middle
and (to a lesser extent) working classes who were vested both in the
performance of the oil sector and in a potentially adversarial relation-
ship with it. Faced with a loss of employment in their villages, rural
laborers headed toward the lucrative jobs in the oil fields or employ-
ment in an urban public-works program (Donnelly 1975, 65—73). With
the stagnation of agriculture and the pull of petroleum forcing peasants
off the land, Venezuela experienced the fastest rate of urbanization in
Latin America.!? Petroleum workers became the first modern proletar-
iat, but their potential militancy was always tempered by their small
numbers (fewer than twenty-six thousand) (Petras 1978, ro1). This was
not the case with the middle classes, which experienced a rise in both
propertied and salaried groups of artisans and white-collar workers in
the private sector and in the state bureaucracy whose positions were
financed by the circulation of petrodollars (Donnelly 1975, 61). The oil
economy fostered an inverted pyramid of social classes, so different
from the situation in most of Latin America: the generation and rapid
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circulation of petrodollars, the result of rent rather than real productive
activities, meant that a largely nonproductive urban middle class pre-
ceded and outnumbered a slowly growing working class.

The aspirations of these urban capas medias dominated the political
arena and became the source of the most significant demands for an
interventionist and activist state. Gomez managed to contain these
forces through a combination of state spending and coercion and co-
optation; but his death from natural causes in 193 5 unleashed an imme-
diate outburst of long-suppressed demands aimed primarily at gaining
additional benefits from the international oil companies. Dissatisfaction
was expressed in a national petroleum workers’ strike and in the forma-
tion of two nationalist political parties, the Partido Comunista and the
Partido Democriatica, the forerunner of Acciébn Democratica. In re-
sponse, the country’s first labor law was passed; petroleum workers
were granted an eight-hour day; the right to strike was recognized; and
equality of pay between nationals and foreigners was decreed (Godio
1980, Tennassee 1979).

These political stirrings, while unable to weather a new round of
repression, marked a different consciousness about the purposes of the
state. For the first time, it was seen to have a productive and social
character that was in sharp contrast to the weak apparatus desired by
the foreign companies and their domestic allies; it existed not merely to
regulate social intercourse but also to correct the deficiencies of devel-
opment through an equitable distribution of oil rents. This notion was
codified in the new 1936 Constitution, which stated that the task of the
state was “to promote production and establish the conditions of work
..., keeping in view the social protection of the worker and the eco-
nomic interests of the country” (Article 32).

Widespread consensus for a new jurisdictional role for the state,
however, resulted only from the economic crisis provoked by World
War II. Although the middle and working classes already looked with
favor on increasing the state’s production and distribution functions,
the dominant commercial and financial class had stubbornly sustained
its ideological predilection for a liberal state until domestic crisis con-
vinced it otherwise. The temporary decrease in oil production, the de-
cline of other exports, and the wartime disruption of markets in the
developed countries—combined with growing middle-class demands
for expenditures on health, education, and welfare —starkly revealed
the dangers of relying exclusively on petroleum. As treasury reserves
dwindled, the government accounts of E. Lopez Contreras (193 5-1941)
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and his appointed successor, I. Medina Angarita (1941-1945), showed
deficits reaching as high as thirty-nine million bolivares between 1936
and 1942 (Salazar-Carrillo, 1976, 44; Aranda 1977, 118). These defi-
cits translated into deep recession, shortages of goods, additional hard-
ships for the population, rampant public dissatisfaction, and the threat
of political instability.

This fiscal crisis produced a fundamental change in the ideology of
the emergent commercial bourgeoisie and in prevailing notions of state-
ness. Prompted by the writings of Arturo Uslar Pietri, an influential
intellectual, and of General Medina’s Minister of Development, a young
entrepreneur named Eugenio Mendoza,!® conservative trade and finan-
cial figures began to turn away from their past liberal visions and pub-
licly to support planning, protection, technification of the bureaucracy,
new services such as social security, and an industrialization effort
based on the country’s abundant natural resources. “State intervention
is necessary to guarantee Venezuela minimal economic normalcy,”
Uslar Pietri argued (1948, 189). Only the state could channel petrodol-
lars to the private sector and provide the protection that would ulti-
mately create an alternative productive economic base. Using words
that would later become the slogan for democracy, he called for state
subsidies to local manufacturing to “sow the petroleum” (quoted in
Maza Zavala 1977, 515).

The notion of the minimalist state was buried once and for all at an
important private-sector conference in 1944, the year of the founding
of the umbrella business association Fedecimaras. Uslar Pietri argued
that an interventionist state was the only real alternative for the future
if Venezuela wanted to avoid depression, civil war, and socialism. Indi-
rectly criticizing the importers and their oil-company allies, who op-
posed industrialization, he called for high tariffs to promote industry
and legislation to protect the labor force. The country’s leading bankers
finally broke with the position of the major oil companies, who favored
free trade and who well understood that state intervention was likely to
be aimed at them in the future. Faced with the prospect of popular
unrest, they had little choice. As Gonzilez Gorrondona, one of their
spokesman, remarked, “If the state abandons economic activity to the
free play of private interests, as the liberals argue, this will lead to a
systematic repetition of economic cycles, wars, and all types of other
disturbances that bring anguish into our social life” (La libertad eco-
nomica y la intervencion del estado 1945, 109). In contrast, a new role
for the state in productive life seemed a small price to pay.
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Thus by World War II a strong consensus existed for an increase
in the jurisdiction of the state. The prior absence of such demands—a
situation necessarily imposed by the scarcity of state resources as well
as by the lack of class formation—had been rendered obsolete by new
state wealth and the appearance of modern social forces that clamored
for transfers of oil money in their direction. But, despite the consensus
that the state’s primary role should be the extraction, administration,
and distribution of oil rents, there were no concomitant demands to
enhance its authoritative mechanisms, especially its ability to seek alter-
native revenue sources from its own population. Nor was there any
attempt to pose and debate the criteria for transferring public resources
into private property. Finally, there was absolute silence on the question
of how using oil subsidies to encourage productivity in other areas
could eventually lead to self-sustaining development. Venezuela was
one step closer to a petro-state.

THE CONSOLIDATION OF THE PETRO-STATE

The Hydrocarbons Act of 1943—perhaps the most important piece of
legislation in the history of Venezuela—ushered in the final stages in the
consolidation of the petro-state. The expression of new demands for
change in civil society, an emergent new capacity for innovative regula-
tory action in the public sector, and the development of state interests
distinctive from those of the foreign companies that had so completely
dominated Venezuela up to this point, the Hydrocarbons Act marked
the second basic shift in the origin of state monies. Having already
moved from dependence on revenues from agriculture to those from
mining during Goémez’s rule, the state now changed from taxes on cus-
toms and concessions to taxes based on income from mining. This shift
institutionalized fiscal linkages as the dominant economic factor and
had profound consequences for the manner in which state interests
would be defined and pursued in the future.

The roots of the new income tax lay in the growing jurisdictional role
and increasing complexity of the state, which in turn were a response to
increased social mobilization. Both Lopez Contreras and Medina An-
garita extended the public sector into new social and productive activi-
ties, and they made some attempt to separate institutions from individu-
als in the process. As the tasks of the state became more complex, so
did its own structure and its needs for revenues. The administrative
apparatus of the central government was extended, and a number of
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new financial reforms, such as the creation of the Central Bank in 1939,
were instituted (Kornblith and Maingon 1985, 36). The para-state {or
what is known in Venezuela as the decentralized administration) was
also developed. Following the example of Gémez, who had created the
first decentralized state entities as a response to social conflict, both
Lopez Contreras and Medina Angarita created state enterprises and au-
tonomous agencies from the confiscation of Gomez’s property after his
death. Although state enterprises remained subordinate to the central
government, they grew more quickly, and the precedent of establishing
state enterprises in response to rising demands was followed by nearly
every subsequent administration (Bigler 1980).

The perpetual search for new revenues to fund these new state agen-
cies led to the 1943 Hydrocarbons Act. Once again budget deficits were
the immediate catalysts for government action, and the same fiscal crisis
that had altered belief systems about the role of the state promoted
institutional innovation. Even though state revenues from the sale of
concessions and certain other taxes remained steady or even increased,
total state revenues began to show a disturbing downward trend in
1940, just when demands increased. (See Table 4.) Because it was eco-

TABLE 4

ORDINARY FISCAL REVENUES, FISCAL YEARS 1929~1930
TO 1944-1945 (MILLIONS OF BOLIVARES

Customs Taxes  Other Taxes Income Taxes Total

1929-30 131.4 8.0 115.3 254.7
1930-31 94.8 5.4 105.0 205.2
1931-32 77.3 3.7 104.2 185.2
1932-33 67.0 3.2 101.7 171.9
1933-34 66.9 2.9 102.0 171.8
1934-35 73.3 3.3 106.4 183.0
1935-36 72.6 3.3 113.2 189.1
1936-37 119.5 6.6 127.5 253.6
1937-38 134.2 9.1 187.5 330.8
1938-39 145.5 8.7 186.6 340.8
1939-40 157.4 9.0 187.1 353.5
1940-41 118.0 7.3 220.4 345.7
1941-42 111.4 8.5 205.4 325.3
1942-43 88.1 5.9 202.8 296.8
1943-44 90.9 7.5 323.9 422.3
1944-45 120.0 7.13 480.4 614.1

SOURCE: Ministerio de Hacienda, Cuenta general de rentas y gastos priblicos, various years.
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nomically impossible to extract more revenues from the dying agricul-
tural sector and politically unwise to tax the discontented and increas-
ingly unruly urban social classes, the state was forced to turn to the
only other viable source of new revenues—the oil companies.

The Hydrocarbons Law of 1943 was the first significant manifesta-
tion of distinctive state interests strong enough to confront the multina-
tionals. For the first time a producing country instituted an income tax
on the oil companies, a fiscal reform that was qualitatively different
from the previous customs revenues or even the sale of concessions
(Hausmann 1981). Arguing that revenues from concessions were no
longer sufficient reimbursement for the exploitation of nonrenewable
resources, President Medina established the “fifty-fifty” principle: com-
panies should not be able to earn a greater net income from the extrac-
tion of oil than that which accrued to the state. In order to achieve
this goal, the new taxes consisted of a complicated mix of royalties, an
exploitation surface tax, and an exploration tax. Together, they
brought an immediate increase in Venezuela’s internal taxes that com-
pensated for the loss in customs revenues and became the new main
revenue source of the state (see Table 4).

The fifty-fifty agreement definitively altered the bargaining arrange-
ments between countries and companies, leading to the second oil re-
gime described in Chapter 3. Not surprisingly, the companies initially
fought the new law, but they finally accepted it—with some generous
sweeteners. Their continued clout was apparent in the design of the act.
In secret negotiations with President Medina and his advisers, the ma-
jors defined the terms of the new petroleum code so that all previous
concessions (which were about to expire) were converted into a uniform
contract and extended for a full forty years beginning in 1943. The
companies thus gained full legal rights to remain in Venezuela until
1983! To further placate the companies, the Medina administration
granted huge new concessions in 1944 and 1945; more land was leased
in these two years than in the previous thirty-five years combined
(Hausmann 1981, 158). In effect, the state guaranteed the continued
and expanded presence of foreign companies in exchange for the right
to tax them.

Nonetheless, these sweeteners could not hide the overall ramifica-
tions of the new law. The 1943 Hydrocarbons Act created a new set of
incentives governing state actions that would overdetermine the prefer-
ences and choices of all future governments by proving irresistible to
state authorities, regardless of whether they were authoritarian or
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democratic. The new income tax institutionalized a process of fiscal
extraction through bargaining between the companies and the state.
Once concessions were replaced by this new form of taxation, the grant-
ing of access to land that had proved so beneficial to both parties gradu-
ally was substituted for a zero-sum negotiating game over relative shares
of profits from the industry. Governments might be limited in their
power by the perpetual threats of the companies to leave altogether, but
they also had a ready mechanism to increase revenues in the future. In
addition, they soon realized that their share of profits could be max-
imized if they encouraged other oil-exporting countries to drive similar
tough bargains with the companies. The coincidence of interests that
had characterized Gomez’s rule was irrevocably broken.

The new law also institutionalized a fiscal structure that almost inevi-
tably led to rentier behavior on the part of state authorities and private
citizens. In place of augmenting domestic productive capacity, it estab-
lished a permanent temptation to cut into the profits of foreign compa-
nies as a means of sustaining oil-subsidized activities while avoiding the
taxation of domestic groups—a reality these groups understood. In the
long run, it even created powerful incentives for state authorities to
organize forms of cooperation among contending domestic social
groups in order to enhance their bargaining power vis-a-vis the compa-
nies, who were especially vulnerable as nationalist targets. As Tugwell
(x975) has documented so well, the very definition of state interests
and the measure of state capacity eventually became identified with the
successful pursuit of the extraction of oil rents and their domestic distri-
bution to privileged social groups.

The institutionalization of these incentives is evident when Venezue-
la’s tax structure is compared with that of neighboring Colombia (Table
5). The historically higher tax rates in Venezuela, which eventually
(1977-1979) reached 20 percent of GNP (compared with 12.2 percent
in Colombia in 1979-1981), are due to the exceptionally high corporate
income tax on petroleum (14.1 percent in Venezuela compared with 1.6
percent in Colombia). All other taxes are significantly lower in Venezu-
ela—most notably, individual income taxes, which are only approxi-
mately one-third of those in Colombia—a country not noted for its high
rates of taxation. Simply put, petrodollars replaced and eventually
eroded Venezuela’s tax base.

The petro-state, Chapter 3 contended, is different from states in other
developing countries. But the characteristics that have been discussed
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TABLE §

COLOMBIAN AND VENEZUELAN TAX REVENUES
AS PERCENT OF GROSS NATIONAL PRODUCT
AND PERCENT OF ALL TAX REVENUES

% of GNP % of Taxes

Colombia Venezuela Colombia Venezuela
(1979-81) (1977-79) (1979-81) (1977-79)

All taxes 12.2 20.0 100.0 100.0
Total income taxes 2.9 14.9 24.0 74.4

Individual taxes 1.3 0.8 11.0 4.1

Corporate taxes 1.6 14.1 12.8 70.3
Domestic indirect taxes 4.0 1.4 32.9 6.8
Foreign-trade taxes 2.3 2.0 18.8 9.8
Social security taxes 1.9 11 15.5 5.6
Wealth/property taxes 0.3 0.3 2.5 1.5
Other taxes 0.8 0.4 6.4 2.0

SOURCES: Tanzi (1987, 210-211, 214-215), McClure (1991).

thus far—the weak legacy of state building, the extreme centralization
in the executive, the strong tendency toward expansionism, and the
missed opportunity to build a capable administrative structure—can be
found to varying degrees in virtually all of Venezuela’s Latin American
counterparts. Venezuela is unique, however, in the extent to which these
features typify state development and the route through which they
were acquired. Both can be explained by the central role of petroleum.

First, oil retarded the development of a distinctive state identity.
True, this lack was initially due to particular historical factors unrelated
to petroleum. But once the 0il companies entered Venezuela, the state’s
capacity to externalize power was greatly constrained by them and by
the U.S. government, which supported them. Together, they were able
to effectively limit Venezuela’s sovereignty by fashioning the interna-
tional oil market and the conditions for domestic business in their favor,
redesigning the country’s property laws, keeping social forces weak, de-
cisively influencing leaders, and, when necessary, helping to change ac-
tual rulers. The companies’ persistent undermining of legalistic concepts
that attributed distinctive roles and personalities to particular institu-
tions rather than to individuals sustained a porous bureaucracy. In the
process, the state’s ability to institutionalize authority or differentiate
control through the establishment of functionally distinct public institu-
tions was compromised.
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Second, oil exacerbated the already high degree of centralization of
authority in the executive. Though centralization initially reflected the
need to overcome the regional divisions that had historically wreaked
havoc in the country, oil aggravated the form of presidentialism that
could be found elsewhere in Latin America. Because petrodollars ac-
crued to the central government, because the president had the power
to appoint and remove all ministers, because the president was the final
arbiter with the oil companies, and because no independent bureau-
cratic structure existed prior to petroleum, petrodollars became an es-
sential tool for enhancing the political strength of the nation’s ruler.
This central element of politics—the undisputed authority of the chief
executive in determining the final allocation of revenues—would remain
unchanged and virtually unchallenged in the future, even under a demo-
cratic regime.

Third, the entry of the international oil companies expanded the ju-
risdiction of the Venezuelan state far beyond that of the private sector,
thereby creating a permanent predominance of the public sector
matched in Latin America only by socialist Cuba. The specific pattern
of state expansion was tied directly to the petroleum industry. Because
of the pressure of the multinationals, past conceptions of property
rights were set aside and were replaced by new interpretations that
granted subsoil ownership to the state. This result was by no means
inevitable. Had the oil companies preferred to deal with numerous pri-
vate entrepreneurs rather than one central authority, they could have
insisted on a direct relationship with the private sector. The jurisdiction
of the state in the economy and its role as the chief source of rents
would then have looked quite different.

This is not to argue that the gap between jurisdiction and authority
was due solely to petroleum. This critical oil-led dynamic was comple-
mented by the other rationales for intervention found throughout Latin
America at this time, especially power-seeking behavior on the part of
leaders, pressure from below to use the state to assuage the demands of
new social actors, and the popularity of statist ideologies in the postwar
period. But the impetus provided by petroleum, when added to these
more common factors, established the precedents for and the particular
mode of state expansion that permanently characterized Venezuela.
Eventually, intervention led to a more central role and a far bigger size
for the state than for any other capitalist state in Latin America.

Finally, oil shaped the institutions that in turn structured the prefer-
ences and behavior of state authorities and private citizens. Because the
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origin of the state’s revenues was an income tax on the companies, the
incentive was overwhelming, first, to increase the companies’ contribu-
tion to total taxes and, second, to rely on expenditures of oil revenues
for resolving the social, economic, and political problems of oil-led de-
velopment in one manner or another. These two activities, in turn, had
a dual effect. On the one hand, the state became especially adept at
international extraction, developing strong capabilities in its negotia-
tions vis-d-vis foreign firms. On the other hand, as corporate taxes re-
placed other forms of domestic extraction, the state was robbed of the
opportunity to benefit from the skills and talents that arise from the
penetration of public authority to the far corners of a territory in search
of revenues. In effect, the state missed a critical opportunity to build a
capable national administrative structure while becoming fatally depen-
dent on the substitution of statecraft for money.

Thus Venezuela entered its modern history as a petro-state, one
whose capacity to create consensus and enforce collective decisions
rested largely on the fate of the international oil market as well as on
its ability to tax foreign firms and distribute its gains. The centralization
of authority, the modernization of the central government apparatus,
the appearance of a para-state, the establishment of a unified treasury
and budgeting system, and the development of some form of income
tax were signs of significant state building. Nonetheless, the state was
increasingly being called on to play a larger role; but because domestic
taxes and a civil service were virtually nonexistent, there was a striking
lack of the juridical, complex, impersonal, and accountable bureaucra-
cies necessary for managing its growing tasks.

This gap between jurisdiction and authority produced a hollow
strength. The state could only give; it could not take. Rather than sym-
bolize military conquest, national glory, cultural superiority, or territo-
rial expansion, the Venezuelan state came to be viewed primarily as an
enormous distributive apparatus, a huge milk cow that benefited those
who were able to suckle at her teats. The historic cycle that followed—
political rent-seeking behavior from all sides aimed especially at the ex-
ecutive, the continued centralization of authority and the expansion of
the state’s jurisdiction, the search for additional revenues through re-
newed oil dependence, petrolization, and the subsequent emergence of
new demands on the state to redress growing imbalances—formed
cages strong enough to define the actions of President Andrés Pérez sev-
eral decades later.
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Oil and Regime Change

The Institutions of Pacted Democracy

Regime change is a critical juncture—a moment for dismantling or rein-
forcing cages. New regimes do not inherit a clean slate; they are grafted
onto preexisting state institutions. But they have some opportunity to
reshape these institutions, either by altering their characteristics or by
reinforcing existing political and economic practices and thus en-
trenching them more deeply. Surprisingly from the point of view of
democratic theory, the designers of Venezuela’s democracy chose the
reinforcement path. Because democracy tends to disperse power
through the extension of citizenship rights, accountability, and the rule
of law, it might reasonably be expected to counteract patterns of ex-
treme state centralization and intervention, fiscal dependence on petro-
dollars, rentier distribution of benefits, and the underdeveloped admin-
istrative authority that was the product of past state-building efforts.
But in Venezuela this was not the case.

Whether through conscious deliberation, unquestioning acceptance,
or lack of attention, elite actors fashioned a polity that fortified the
skewed patterns of the petro-state and, in turn, was fortified by them.
There was nothing inevitable about the creation of a mutually reinforec-
ing pattern between the petro-state and Venezuela’s democracy, al-
though, as we shall see, powerful pulls explain the decisions of leaders
at the time. But once this reinforcement was set in motion, it exacer-
bated petrolization, became a major barrier to readjusting the develop-
ment trajectory, and later shaped the strategic calculations of the Pérez
administration in unfortunate but predictable directions.

92



Oil and Regime Change 93

The explanation for this perverse cycle does not lie in the nature of
democracy per se but rather in the symbiotic interaction between the
overwhelming incentives created by the petro-state and the particular
type of democracy established in Venezuela. Elsewhere I have labeled
this pacted democracy.! Pacted democracies are established through
elite bargains and compromises during the transition from authoritar-
ian rule. They ensure their survival by selectively meeting demands
while limiting the scope of representation in order to reassure tradi-
tional dominant classes that their vital interests will be respected. Be-
cause they usually promote regime practices that are simultaneously
top-down, inclusive yet preemptive, and restrictive, they may bolster
the patterns of the petro-state by establishing formal institutions and
informal norms that limit contestation and by restricting the policy
agenda and the autonomous organizational capacity of mass actors.
The net effect may be an especially close fit between a type of circum-
scribed democracy and the uneven capacities of the petro-state.

Venezuela’s democracia pactada reinforced the petro-state (and si-
multaneously sustained itself) in several ways. First, its development
ideology strengthened the already powerful tendency to expand the
state’s jurisdiction vis-d-vis civil society, while its adoption of an explic-
itly presidentialist model exaggerated the concentration of power in the
executive.

Second, its emphasis on containment through preemptive inclusion
exacerbated clientelistic distribution, patronage, and political rent-seek-
ing, in part by creating standard operating procedures based on exces-
sive compromise and on conflict avoidance through the distribution of
petrodollars. In the short run this practice nurtured regime stability, but
in the long run it undermined the state’s administrative and technical
abilities by encouraging a complicated spoils system, perpetuating the
extreme permeability of the public sphere, and awarding the predomi-
nance of politics over administration.

Finally, the deliberate restriction of the full workings of democracy
produced rigid political institutions that benefited from the status quo
and thus were not easily reformed or readjusted. In the most telling
example, the two major political parties, Accidon Democratica and CO-
PEI, sought to keep the barriers to power especially high and to guard
their role as the principal means of access to the state by sacrificing their
programs and becoming machines for extracting rents from the public
arena. Together these factors encouraged the persistence of a develop-
ment trajectory fueled solely by the expenditure of petrodollars.
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This chapter examines the transition and consolidation of Venezue-
lan democracy from 1946 to 1973. It is not intended to be a complete
description of these years or an account of the three administrations
that immediately preceded the oil boom. Instead, its purpose is to high-
light the dynamic and mutually reinforcing interplay between the petro-
state and pacted democracy, which set the parameters for and defined
the preferences that shaped the responses of policymakers in the 1973
oil boom. Because the manner in which the democratic regime rein-
forced both the institutions of the petro-state and the perpetuation of
oil dependence was established in the critical years from 1958 to 1960,
the chapter pays particular attention to the emergence of the founda-
tional pacts of 1958 as well as the policy consensus, institutions, and
norms they engendered.

PETROLEUM AND POLITICAL PACTS
IN THE TRANSITION TO DEMOCRACY

Petroleum was the single most important factor in shaping the struc-
tural conditions for the breakdown of military rule, the subsequent cre-
ation of a reformist political space, and the maintenance of a demo-
cracia pactada in Venezuela—even if it cannot explain the specific
timing, shape, or direction of regime change.? Three oil-led changes de-
scribed in the previous chapter augured especially well for the emer-
gence of some type of reformist rule in Venezuela: the creation of an
independent class of urban dwellers whose livelihood was removed
from the land, the predominance of the middle class over a small work-
ing class, and the gradual elimination of what Moore (1966, 422) calls
“the peasant question” through the transformation of the landlord class
into an urban commercial elite.

When a group of young military officers, influenced by democratic
ideologies during their service in World War II, led a coup against Go6-
mez’s successor, General Medina Angarita, these structural changes
provided the basis for the formation of reformist parties, which subse-
quently encouraged the officers to opt for an electoral regime. That few
other viable options existed was due mostly to petroleum-related
changes. The decline of the landlord class with the demise of agricul-
tural exports had removed any incentive to form conservative, peasant-
based parties or repressive agrarian rule, and oil eased the virulence of
landlord-peasant disputes that wracked other Latin American countries
by providing a permanent “exit” from the land for both elites and
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masses (Karl 1987). At the same time, the relative weakness and small
size of the urban proletariat made successful revolution unlikely.

Accidén Democriatica (AD), the young, middle-class party the military
installed in power, governed for three crisis-filled years (referred to as
the trienio) before being overthrown by the armed forces in 1948. Dur-
ing its short rule, this embryonic government gave the first indications
of how democracy might fortify the petro-state.? First, AD laid the pro-
grammatic basis for an increase in the state’s jurisdiction. A reformist
party intent on uniting the peasants in declining agrarian sectors with
the newly militant oil workers as well as the emerging middle and indus-
trial classes in Caracas, it embraced the ideology of sowing the petro-
leum through protected industrialization to cement an alliance between
competing social forces.* This multiclass program required an interven-
tionist state, a commitment reflected in the Constitution of 1947. Thus
the trienio government rapidly extended the state’s role by almost dou-
bling the number of state enterprises and institutes (creating ten in 1946
alone) and founding the Corporacion Venezolano de Fomento (CVF),
the first important public-sector enterprise designed to channel oil reve-
nues directly into the process of private capital accumulation.’

Second, AD embraced a model of resource-based industrialization,
which extended and deepened oil-led development and which set the
parameters for economic policy for decades to come. In 1947, the gov-
ernment negotiated the entrance of U.S. Steel to the Guayana region and
gave it claim to Cerro Bolivar, the most important iron ore discovery of
modern times. Aided by U.S. advisers, who were awed by the immense
power of the Caroni River, state managers devised a major electrifica-
tion plan and proposed a feasibility study for a state-run steel industry
that would draw on the iron ore as well as the massive hydroelectric
power. In the first juridical expression of the state’s new role as direct
producer, Article 73 of the 1947 Constitution granted the state the right
to reserve specific industries for itself and to plan and rationalize pro-
duction.

Third, AD used the state to create loyal but highly subsidized orga-
nized interests who were tied to and supportive of a resource-based
economic model and an interventionist state. Taking advantage of its
brief rule to organize labor and peasant associations under the domina-
tion of the party and therefore to preempt their capacity for autono-
mous action, it established the nation’s first labor federation, the Con-
federation of Venezuelan Workers (CTV), and formed the Peasant
Federation. In a mere three years, the number of legal unions rose from
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252 to 1,014, and over 100 collective agreements were signed. The
number of peasant syndicates leapt from 53 to 515 (Powell 1971, 79).
The party won immediate benefits from its strategy. Because unions led
by its militants received government favors (including access to credits,
public-works projects, and water and sewage systems) and union lead-
ers rapidly advanced in the party hierarchy, mass organizations became
a “captured” clientele and a loyal electoral base (Boesch 1972, Fagan
1974). As a result, political parties had to be responsive to the demands
of these sectors, and the loyalties of unions also had to be continuously
purchased with petrodollars.

The trienio government accomplished all these goals through the
expansion of public spending, and therein lay its essential weakness.
Predictably, it sought first to distribute oil rents to cement its political
support; when these became scarce and opposition to the new demo-
cratic regime grew, it initiated new battles over shares of oil rents with
the foreign companies. Quick to understand the novel possibilities of-
fered by the 1943 Hydrocarbons Act, Pérez Alfonzo, then Minister of
Development, tightened the fifty-fifty agreement, limited the awarding
of concessions, formed a national petroleum company, and encouraged
the organization of the Petroleum Workers Federation. When the com-
panies (also predictably) retaliated by threatening to move their opera-
tions to the Middle East, Pérez Alfonzo encouraged Saudi Arabia, Ku-
wait, and Iraq to adopt the fifty-fifty agreement—the first example of
cooperation among producer countries (Kubbah 1974, 7).6

But this move against the oil companies proved costly. It turned the
U.S. government against the regime and helped to cement an antidemo-
cratic alliance of the companies, economic elites frightened by the rapid
organizing of workers, church officials opposed to secularization, other
political parties alarmed by the hegemony of AD, and the army. Al-
though total government revenues in 1948 grew to six times their 1942
level, they arrived too late to support the party’s efforts to remain in
power, and AD was overthrown by the armed forces.

The military rule of Pérez Jiménez (1948-1957), which replaced the
trienio, is a striking example of the politically unsettling effects of oil
booms. A major oil boom, which seemed at the time to promise to
sustain authoritarian rule, proved instead to be the backdrop to regime
change. As a result of soaring demand for petroleum in the postwar
period, the Iranian crisis of 1954, and the closing of the Suez Canal,
Venezuela experienced a phenomenal bonanza. Between 1950 and
1957, Venezuela accumulated more foreign exchange than any other
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nation in the world except West Germany (which was enjoying the
fruits of the Marshall Plan). Crude exports expanded 7.4 percent per
annum, while the sale of petroleum products increased 14 percent per
annum throughout the decade. Daily production registered an enor-
mous jump from 1.498 million barrels to 2.779 million barrels (Hanson
1977, 64). Treasury reserves tripled, permitting high levels of public
expenditures and the parallel expansion of aggregate demand. As the
market grew and domestic production became profitable for the first
time, manufacturing grew 313 percent, and the average rate of invest-
ment was a staggering 28.3 percent (Salazar-Carrillo 1976, 101, 117;
Araujo 1969).

The enormous amount of money circulating in the economy might
have supported authoritarianism for a longer period despite the social
changes traced in the previous chapter had Pérez Jiménez been able to
manage the boom. But, in the midst of plenty, he curtailed social expen-
ditures and stopped subsidies that AD had granted to industry as a
whole. Instead, he spent money on his own favorite projects; construc-
tion contracts awarded by the state became the primary source of illegal
enrichment in the country, leading to permanent industrial problems.”
In contrast to the results of AD’s reformist policies, between 1950 and
1957 labor’s share of the national income dropped from 52.4 percent
to 49.8 percent (Aranda 1977, 174). Income-distribution figures for the
final year of the dictatorship show that 88 percent of all Venezuelans
received about one-half of the national income, while a mere 12 percent
accounted for the other half (Araujo 1969, 78). At the same time, Pérez
Jiménez’s financial policies brought the economy to the point of total
collapse.

But overspending in the wake of the boom was not enough by itself
to provoke a regime change. In 1957 Pérez Jiménez’s announced inten-
tion to remain in power indefinitely catalyzed opposition to his rule.
When outlawed political parties, led by AD, moved into open protest,
they were joined by economic elites critical of the mismanagement of
the economy and the slashing of industrial credits. Pérez Jiménez at-
tempted to paper over his overspending and corruption by selling new
concessions to the oil companies despite the provisions of the 1943 Hy-
drocarbons Act, but this attempt simply fueled controversy. By January
1958 the Catholic Church, his own armed forces, and even former cro-
nies in the Camara de Construccién had joined the opposition.® On
January 23, with the entire city of Caracas mobilized and demonstra-
tions taking place around the country, Pérez Jiménez agreed to leave the
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country. Four days later, in the midst of riots and a death toll climbing
over 250, a military junta announced that Venezuela would be demo-
cratic (Stambouli 1979, Karl 1986).

The need to secure this fragile alliance for democracy shaped the
actions of the AD leader, Romulo Betancourt, and the other designers
of the new polity.” Their recognition that the army, the oil companies,
and traditional dominant interests were still strong enough to unravel
democracy produced what noted Venezuelan scholar Juan Carlos Rey
(1986) has called their “obsessive preoccupation” with appeasement.
This preoccupation was formally and informally institutionalized
through a series of negotiated compromises in which all major con-
tending forces agreed to forego their capacity to harm each other by
extending guarantees not to threaten each other’s vital interests. The
type of democracy that eventually emerged—inclusive, preemptive, and
restrictive—made the prospect of challenging petrolization dubious at
best.

The desire to appease all interests through the liberal use of petrodol-
lars and to avoid hard political choices regardless of the economic con-
sequences is exemplified by the first actions taken during the acute crisis
following the fall of Pérez Jiménez. On the advice of the foremost politi-
cal and economic supporters of democracy, the new provisional govern-
ment announced a Plan de Emergencia consisting of, first, an agreement
to pay the outstanding debts of the military government despite the
illegality of most of its contracts, and, second, a massive public-works
campaign and high wage subsidies intended to defuse popular discon-
tent. The combination of these welfare policies and the payment of a
whopping $1.4 billion to bankers and industrialists to ensure their sup-
port for the new regime resulted in “a huge dole given on terms that
had never been equaled in any other country” (Alexander 1964, 59;
Hanson 1977).

Pacts were the mechanisms of containment, and they established the
policy style of giving something to everyone and the postponement of
difficult choices that subsequently characterized the young democracy.
New institutional arrangements were established through several inter-
locking, elite-negotiated accords formulated in 1958 and refined during
the first years of the Betancourt administration. The Pact of Punto Fijo,
the Declaraciéon de Principios y Programa Minimo de Gobierno, and
the Avenimiento Obrero-Patronal, signed prior to the country’s first
elections by all contending presidential candidates, bound all signator-
ies to the same basic political and economic program and established
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specific parameters of action, regardless of the electoral outcome.!? To-
gether, they guaranteed that oil-led development would continue to be
pursued through some form of representative democracy.

A more complete discussion of these pacts is available elsewhere
(Karl 1986). Our interest here is in the specific arrangements that forti-
fied the petro-state while so circumscribing democracy that a funda-
mental alteration in the oil-dependent development trajectory became
increasingly unlikely. The Pact of Punto Fijo reaffirmed the central role
of parties, but it laid the basis for the political allocation of state offices
and placed strong limits on the range of debate. It guaranteed that all
parties would maintain a “prolonged political truce” and share power
in a manner commensurate with the voting results. Regardless of who
won the elections, each party was guaranteed some access to state jobs
and contracts, a partitioning of the ministries, and a complicated spoils
system that would ensure the political survival of all signatories. In ef-
fect, administrative coherence was sacrificed to political stability.

Debate over the direction of economic policy and the interventionist
role of the state was constrained by the Minimum Program of Govern-
ment. All parties agreed to support oil-led development, broad state
jurisdiction in matters of production and social welfare, and high pro-
tection for and subsidies to local industry. To reassure the oil compa-
nies, the Minimum Program ruled out the expropriation or the social-
ization of property; although it proposed agrarian reform, it promised
that changes in land tenure would be based on the principle of compen-
sation. The first AD government would later establish policy guidelines
based on increased participation in revenues from oil and a firm “no-
concessions” rule. Earlier promises to nationalize the petroleum indus-
try were quietly shelved (Herrera Campins 1978).

The Pact of Punto Fijo and the Minimum Program were comple-
mented by basic agreements between workers and employers and be-
tween organized interests and parties. Following the (expensive) guide-
lines of the Plan de Emergencia, capitalists and organized labor
pledged, in the Worker-Employer Accord, “harmonious collaboration”
through the establishment of commissions with equal labor and capital
representation. They also agreed to widespread social spending; new
legislation regarding health, education, and social security; and strict
adherence to collective bargains and the Labor Law. In order to further
minimize conflict, the leaders of the political parties created a unified
labor confederation based on the proportional representation of all par-
ties (McCoy 1986). These actions gave labor a strong stake in capturing



100 Democracy over a Barrel in Venezuela

subsidies from petroleum and the organizational clout to do so. AD and
the other political parties received a quid pro quo: control over both
the state and petrodollars.

Taken together, the Minimum Program of Government, the Worker-
Employer Accord, and the Pact of Punto Fijo thus represented a classic
exchange: a party system that for the first time offered the potential
for channeling competing demands and alternating power in return for
removing fundamental development issues from the political agenda
and tightly constraining choice before elections were ever held. This
changed what could have become potential issues of national debate
into established regime parameters by removing them from contesta-
tion. This depoliticization of broad economic questions was guaranteed
to continue as long as the basic compromise represented by these pacts
bound all parties. Although their signatories would struggle over issues
not included in the Minimum Program and although the boundaries
between different realms would be hotly disputed, these fundamental
understandings would not be contested until the 1973 boom.

Not that pactismo went unchallenged. In order to bring along reluc-
tant constituents, reassure fearful elites, and placate the United States,
AD founder Betancourt excluded the Communist Party from these insti-
tutional arrangements, abandoned the mobilizational tactics of the past,
aggressively purged leaders of peasant and labor federations who in-
sisted on deeper reform or organizational autonomy, and ceased all ef-
forts to create new party constituencies from previously unorganized
groups. His decision to remove any hint of socialist development was
bitterly resented by young adecos who had risked their lives in a clan-
destine struggle while Betancourt was living in exile. In April 1960, the
entire youth branch of AD left the party in protest over the expulsion
of their leaders, formed the Movimiento de Izquierda Revolucionaria
(MIR), and launched the largest guerrilla movement in Latin America
to that date.!!

The importance of the subsequent defeat of this guerrilla move-
ment—a defeat led by Betancourt’s Minister of the Interior, Carlos An-
drés Pérez—for the institutionalization of pacted democracy cannot be
overemphasized. As Levine (1978, 98) writes, “More than any other
single factor, the development of a leftist strategy of insurrection in the
early r960s consolidated democracy by unifying center and right
around AD in response to a common threat.” But the high price of
this victory was measured in more than the loss of thousands of lives.
Although Betancourt’s preoccupation with appeasing conservative
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forces permitted him to finish his term and pass the presidential reins to
others, it also resulted in the permanent demobilization of mass organi-
zations, the freezing of political institutions, and the persistent addic-
tion to oil rents.

CONSTRUCTING COMPLICITY:
PACTED DEMOCRACY AND OIL-BASED DEVELOPMENT

The pacts of 1958 led to the institutionalization of a democracy with a
dual, even contradictory, character. On the one hand, representation
was ensured by the holding of regular and fair elections in which all
citizens could participate, a formal juridical framework safeguarding
democratic rights and the rule of law, and important acts of statecraft
by the new regime’s first president, Betancourt. On the other, represen-
tation was restricted by pactismo. Petroleum rents underlay this new
system of reconciling competing interests by turning all organized inter-
ests into subsidized clientele and thus permitting them to avoid the zero-
sum economic games that have proved so detrimental to democracy in
the rest of Latin America.

These were not temporary characteristics designed solely for over-
coming the uncertainty of the transition. To the contrary, the regime
norms and practices that were institutionalized had the permanent ef-
fect of privileging the political parties, their organized constituencies,
and those capitalist interests that had the potential capacity to undo the
democracy. These practices could not easily be eliminated once the re-
gime was stabilized, and they created over time a new political commu-
nity whose members squabbled but supported each other in the mainte-
nance of the status quo.

This political community rested first and foremost on consensus
about an interventionist state and oil-led development. Not only did oil
play the central role as the engine of the economy, but this statist eco-
nomic model was constructed in such a way as to offer substantial sub-
sidies and benefits to all politically significant social groups, including
state officials, without simultaneously laying the basis for competitive
economic development independent of petroleum. Pushed by linkage
factors, state-led industrialization continued to center on steel, alumi-
num, hydroelectric projects, and petrochemicals—all placed under the
auspices of the Corporacién Venezolana de Guayana (CVG), a holding
company (presided over by a general of the armed forces) with broad
authority to plan the economic development of the region formed by
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the confluence of the Orinoco and Caroni rivers. But though the CVG
performed better than other state enterprises, easy access to petrodol-
lars removed pressures to make these new industries competitive, and
they generally proved to be a drain on public resources years after they
should have been producing profits.?

Sustaining the long-term support of the capitalist class through subsi-
dized and protectionist import-substitution industrialization and low
taxation was another pillar of this new political community. Influenced
by the doctrine of the Economic Commission of Latin America (ECLA),
all democratic administrations committed themselves to the same broad
outlines of an import-substitution industrial policy. To some extent, this
industrial pattern was typical of Latin America: it concentrated first
on consumer goods and building materials, then shaded gradually into
producing complex consumer durables and steel, engineering, and
chemical products (Diaz-Alejandro 1965, 495-509).

But because Venezuelan industry was financed by petroleum reve-
nues, it had certain distinctive features that did not bode well for self-
sustaining development. Characterized by an unusual system of protec-
tion, the result of a reciprocal trade agreement that had been established
to facilitate oil exports to the United States and that prohibited tariffs,
protection was based on import licensing rather than the ad valorem
tariffs used throughout the rest of the continent. The advantages of the
system for the private sector were extensive; Naim (1993, 41) has ob-
served that protection reached as high as 940 percent! This system of
protection was complemented by tax exemptions and investment incen-
tives across a wide range of activities, which made up to 100 percent of
income earned tax free (McClure 1991, 18).

This form of import licensing also had substantial advantages for
state officials because it granted enormous discretionary power to them.
Quotas were awarded on an individual basis, and no firm could survive
without protection. Although formal criteria existed for the awarding
of licenses, they were in fact handed out through personal or political
contacts. This system encouraged influence trafficking and created ex-
tensive, though often hidden, links between powerful family-based eco-
nomic groups and state managers. Public officials also distributed long-
term credits at subsidized interest rates because banking laws prohibited
commercial banks from giving credits for more than a two-year dura-
tion. From 1958 until the oil boom, the CVF alone awarded close to a
billion dollars in long-term, low-interest credits to industry, which was
45.5 percent of its total financing {Corporaciéon Venezolana de Fomento
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1976, 12). Finally, by selectively restricting imports or using price con-
trols, the government could raise or lower the domestic price of any
product on the market. This capability made entire industrial sectors
dependent on favorable treatment from officials in the Ministry of De-
velopment.

Benefits accrued disproportionately to the economically most power-
ful groups, either foreign or domestic, who were best able to influence
state officials, exaggerating strong tendencies toward foreign penetra-
tion and oligopoly. Foreign capital was attracted by especially hefty
profit rates, which were estimated at three times those of the United
States (Nolf 1978, 88); by 1971, Venezuela had the largest gross accu-
mulated foreign investment of any Third World country, 86 percent of
which was concentrated in the petroleum sector (Mayobre 1970).

This strong foreign presence was closely linked to the domination of
industry by many of the same family groups that had prospered under
Pérez Jiménez and some newcomers. Although all democratic govern-
ments promised to break up oligopoly ownership, concentration grew
substantially. The pattern of awarding import licenses, tariffs, and cred-
its effectively barred new entrants into a sector, limiting the number of
firms receiving protection and thereby contributing to the maintenance
of economic concentration. Large firms had clear advantages: their ac-
cess to public officials was easy, and they controlled or strongly influ-
enced private banks, which permitted them to regulate the flow of cred-
its to smaller enterprises and to eliminate potential competitors.!> By
1975, a mere 8.9 percent of all industrial establishments accounted for
76.8 percent of total capital in manufacturing, 75 percent of production
value, and §8.6 percent of employment (Ministerio de Fomento 1977).
Such concentrated economic power was in place when the first oil boom
occurred and would prove especially difficult to ignore.

Subsidizing the private sector to encourage industrialization also
brought some benefits to the working class, thus incorporating politi-
cally privileged unions into this network. Manufacturing created
343,700 jobs between 1961 and 1974, jumping from 18.7 to 23 percent
of total employment. It soon became apparent, however, that the capi-
tal-intensive and anti-agrarian bias of the model was incapable of gener-
ating enough jobs to offset the country’s serious equity problem (Has-
san 1975)—a problem augmented by government policy. Low customs
duties on machinery and equipment, tax exemptions for fixed invest-
ment, subsidized loans to industry, the maintenance of an overvalued
exchange rate, and other policies designed to please the private sector
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substantially contributed to lowering the price of capital and sustaining
these structural biases.

Thus social spending, subsidized by petrodollars, became the key
mechanism for delivering jobs and services to the middle and lower
classes (preempting more radical demands for redistribution) and for
fostering patronage. This policy is evident in the dramatic shift in public
expenditure patterns following the demise of authoritarian rule. As
Kornblith and Maingon (1985, 205) demonstrate, social spending,
which includes expenditures for health, education, water and sanita-
tion, housing, recreation, and labor relations, grew substantially, from
a paltry 5.3 percent of total spending under Gémez to 11.4 percent
under Pérez Jiménez. But it leapt to an average of 28.1 percent of total
spending in the democratic period from 1958 to 1973; between 1969
and 1973, the years immediately prior to the boom, it was 31.4 percent
of total spending! !4

The development of patronage networks can be easily seen in the no-
ticeable increase in current expenditures compared with capital expendi-
tures, which rose to an all-time high of 69.5 percent in 1972 (Kornblith
and Maingon 1985, 209). Much of this increase is attributable to expen-
ditures for personnel, the time-honored means of sustaining clientelist
loyalties. According to the Ministry of Finance, personnel expenditures
grew from 22.7 percent of total central-government payments in the
transition year of 1958-1959 to 33.7 percent a mere two years later, a
level they subsequently sustained (Kornblith and Maingon 1985, 211).

In essence, Venezuela’s democracy (like most others) was based on a
pattern of public policies and state expenditures aimed at winning the
political support of every major organized class or social group. What
differentiated this democracy from its counterparts was its prolonged
“positive sum game,” which was due to its fiscal reliance on petrodol-
lars—an often plentiful, sometimes erratic, and always vulnerable reve-
nue source. This reliance on oil money placed an especially high pre-
mium on gaining access to the state. Pact making, electoral outcomes,
and the exercise of influence were the bases for the assignment of shares
among contending forces, and political authority, not markets or cus-
tom, decided allocations. Thus the institutionalization of privilege de-
pended primarily on the rules and mechanisms regulating access to
power and modes of decision-making. In Venezuela, these rules first
established and then reproduced the entitlements of parties, organized
labor, and the capitalist class, entrenching these interests in a new status
quo and deepening dependence on petroleum.
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CONSOLIDATING COMPLICITY:
INSTITUTIONALIZING ACCESS TO THE PETRO-STATE

Assessing how the privileges of various constituencies have been institu-
tionalized in order to illustrate how pacted democracy ultimately per-
petuated an inefficient and uncompetitive development model is not an
easy task. Several observers of decision-making in Venezuela (Gil Yepes
1978, Blank 1984) have remarked on the divided, even contradictory,
character of the policy process and have assessed its functioning
through a complicated mix of interest-group, elite, and pluralist theo-
ries. Drawing on this work as well as on a scanty, yet growing, body of
policy studies (Tugwell 1975, Martz and Meyers 1977, Naim and Pi-
flango 1984), I find it useful to conceptualize Venezuela’s democratic
rule as what Schmitter (1988) calls “partial regimes”: the various insti-
tutionalized parts that, when linked together, constitute a regime. Each
partial regime in Venezuela—the constitutional order, the set of party
and electoral rules and practices, and the concerted representation of
organized interests—structures the competition and alignment of con-
tending groups, regulates the interactions among them, encourages the
ascendancy of some over others, and perpetuates the patterns of the
petro-state.

The constitutional order designed during the transition to democracy
established the formal distribution of activities among state agencies,
empowered specific institutions rather than others, and bound future
generations to rules that proved difficult to amend. In this respect, the
most striking aspect of the 1961 Constitution was its reaffirmation of
state intervention and extreme presidentialism. Believing that only the
state could distribute the fruits of the nation’s patrimony and that dem-
ocratic forces needed a mediator who could rise above the kinds of
partisan conflicts that had destroyed the trienio, the constitution vali-
dated the tradition of highly centralized power and made the president
the supreme political arbiter. It gave the office of the president control
over the nation’s defense, monetary system, all tax and tariff policy,
exploitation of subsoil rights, management of foreign affairs, and a vari-
ety of other powers; it granted authority to name all cabinet ministers,
state governors, and officials of state enterprises. The president was also
empowered to declare a state of emergency and to receive special pow-
ers to govern by decree.

The absence of effective controls over the presidency during the
entire five-year term by any of the other partial regimes is especially
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notable. Although a no-reelection clause guaranteed a lapse of ten years
between any individual’s presidential terms in order to prevent continu-
ismo, even this rule had its drawbacks. When combined with norms
designed to free the president from party discipline after election, it re-
moved an important mechanism that might permit electorates to pres-
sure for compliance to party programs. Because the president could not
be held responsible for performance by being denied reelection, the
president was less subject to the pulls of party and voters. But the presi-
dent was also more open to the influence of interest groups that perme-
ated the state. In sum, with the noted exception of times when the oppo-
sition party held a congressional majority, almost no mechanisms of
accountability existed for the presidency.

The weakness of Congress reinforced these ultracentralized patterns
of authority. Congressional committees were virtually impotent, with
few financial or human resources at their disposal, which made it diffi-
cult to initiate legislation or even to adequately criticize laws originating
in the executive. Not surprisingly, the volume of legislation passed by
the Congress was small: it approved an average of only 27.9 laws per
year from 1959 to 1982, which compares unfavorably to the Argentin-
ean Chamber of Deputies (300) and the Brazilian Federal Senate (827)
and favorably only to the Cuban People’s Assembly (27) (Coppedge
1993, 105). Even its power over the budget was circumscribed because
a significant share of public spending (the majority after 1973) took
place through state enterprises or other financial networks that were not
subject to congressional oversight. Indeed, Congress became politically
significant only when the opposition party was in control and could
block some presidential initiatives.

The rules and norms of the party-based electoral system did not
counteract these centralizing tendencies, but instead encouraged them.
True, the democratic regime was based on national political parties,
whose access to power was obtained through universal suffrage by se-
cret ballot and who could be held accountable through regularized elec-
tions. A strong independent body, the Consejo Supremo Electoral, over-
saw the integrity of these elections, and voting was designed to be
especially easy. Elections provided an important degree of representa-
tion for the sectors that formed the mass base of the parties, especially
in election years, when the parties took special care to gear their perfor-
mance and program to the electorate.

But entry into the political process was severely circumscribed by
what Coppedge (1993) has called “partyarchy.” So powerful were the
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parties that AD and COPEI could constrain nominations, voting, legis-
lative action, and freedom of organization to a greater degree than par-
ties in any other democracy. In AD, for example, only the twenty to
thirty members of the National Executive Committee (CEN) had the
right to choose all party candidates for the Senate and Chamber of Dep-
uties and for state legislative assemblies. Tight party discipline rein-
forced control over militants; AD members supported the party 1oo
percent, or they were expelled. Because political supremacy resided with
the president, the government party generally limited itself to support-
ing the administration’s plans and projects (which were worked up in
consultation with the party’s central committee), even renouncing cer-
tain responsibilities of oversight and criticism that devolved upon it
(Rey 1986, 40).

This consensus between the government and its party and within
parties, however, was always fragile. Because parties were the road to
state patronage and control of petrodollars, powerful incentives existed
to form highly personalistic factions linked to different leaders, espe-
cially in the year prior to candidate selection and elections. Factionalism
was not based on ideology; these types of differences had been erased
through party purges during the guerrilla war. Instead, as Coppedge
(1993) demonstrates, they were naked power struggles that defied elec-
toral rationale since they damaged party support but had a clear power
raison d’étre.!’ Factionalism most often afflicted parties when they gov-
erned—that is, when they had goods to distribute; and it divided parties
between those on the president’s team and those united around poten-
tial presidential candidates.

This top-down yet divided organization of the parties encouraged
rent-seeking behavior and clientelistic forms of participation, while dis-
couraging the formation of a competent bureaucracy. Careful studies of
Venezuelan clientelism by Ray (1969) and Powell (1971) and of public
administration (Stewart 1977, 215-234) demonstrate how this worked.
Local leaders made local needs known to national party heads, who
then passed requests to top party leaders, the relevant minister, or the
president. The response was filtered through the ministry back to the
local agency. Individuals or organizations had virtually no hope of be-
ing heard unless they utilized party networks and followed party guide-
lines. The procedure encouraged favor seekers to find some way to go
to the top of the decision-making apparatus because lower-level bureau-
crats would often refuse to take any action without the approval of the
president or a minister.
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The dominance of political criteria, a direct outgrowth of the parti-
tioning of the state by the Pact of Punto Fijo and of the subsequent
rise of factionalism, often prevented the attainment of high technical
standards within the bureaucracy. Although standards based on
achievement carried some weight in the selection of state personnel,
merit generally took a back seat to political affiliation, factional alle-
giances, and personal relationships. Such partisan manipulation of the
bureaucracy was considered a legitimate “political overhead cost” by
party leaders intent on conflict avoidance. But it mitigated the possibil-
ity of establishing a viable civil service, and turnover in personnel after
each election occurred at all levels of the hierarchy as party factions
sought to maximize their opportunities for patronage. In this context,
political and administrative manipulation was more highly rewarded
than the efficient performance of business.

Broad political competition among parties might have provided a
helpful corrective to these centralizing and rentier tendencies, but such
competition was constrained in two crucial ways. First, while voters
could protest a party’s lack of responsiveness by changing their partisan
preferences, meaningful options for this form of “exit” were limited by
the predominance of two status quo parties whose own contestation
was restrained by the political style of compromise initiated by the Pact
of Punto Fijo. Second, the barriers to entry for new political parties,
while not strict in the legal-formal sense, were formidable in reality. The
growing professionalization of parties as electoral machines and the ex-
traordinary cost of political campaigns in a petro-state required phe-
nomenal financial resources, which could not easily be raised by parties
not associated with business or those that had not previously occupied
the seats of power.

Rules of access to the state were less fixed and more easily contested
{(perhaps because the financial stakes were so high) in the practices gov-
erning the representation of organized interests. Under authoritarian
rule, business had generally exercised influence and gained access to the
state through informal personal ties to the executive branch, in part
because no formal channels existed. Despite the introduction of numer-
ous new access points, this pattern continued after 1958 because the
extensive power granted the executive to award import licenses, exoner-
ations, credits, and subsidies on a case-by-case basis created enormous
incentives for influence trafficking aimed at the top. Survey data (Bond
1975, 143-145) reveal, first, that contacts based on personal ties were
considered the most effective means for receiving favors and, second,
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that high government officials, especially ministers, were the preferred
targets. Because presidents were seen as supreme arbiters and because
the personal reputation for probity of the earliest leaders was so strong,
chief executives were considered to be above the fray—a perception that
gradually eroded in tandem with the increase of petrodollars.

The new aspect of interest representation in the democratic regime,
however, was the establishment of a semicorporatist network of com-
missions and organizations. Patterns of access to the state that had been
hinted at during the trienio were gradually institutionalized, especially
in the state-enterprise sector. For the first time, specific private associa-
tions had formal public status. The democratic regime granted legal
status in decision-making to those private and minority interests who
had supported the transition from authoritarian rule, especially busi-
ness through its umbrella association, Fedecimaras, but also labor
through the CTV and some professional groups.!®

This growing mix of consultative bodies and commissions was espe-
cially important for capitalists. Historically unable to build representa-
tion through a party of the right, unpopular with the leadership of AD
(which they considered the “party of their servants™), and constrained
by the size and wealth of the petro-state in their ability to influence
parties through financial means, capitalists gained for the first time a
direct mechanism for influencing policy as an organized class
(Combellas 1973, Bond 1975, Gil Yepes 1978). Such representation
was exceedingly welcome because it maximized their capacity to put
forward their interests effectively: corporatist commissions operated in
closed administrative settings, which were removed from public opinion
and not particularly subject to partisan debate; these settings encour-
aged an administrative style that relied heavily on technical solutions,
where capitalists had an advantage.!” Furthermore, state recognition of
Fedecimaras encouraged capitalists to reach policy consensus among
themselves, thereby fostering the class unity that always proved essen-
tial to the attainment of any important capitalist objective.

To a lesser extent, this semicorporatist regime also granted a privi-
leged position to labor. The state recognized the CTV, the unified labor
confederation, as the legitimate bargaining unit for the working class
and helped it to become one of the wealthiest labor federations in the
world by providing over half of its financing. But though the CTV was
often given equal and occasionally majority representation on various
commissions and boards, its ability to represent labor as a sector was
constrained. Unlike Fedecamaras, the unions did not have enough
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properly trained technicians or equal access to information about the
economy, thus they tended to wait for AD to take a formal position on
any public policy.

The decision by the parties to create a unified labor confederation
based on proportional representation had the advantage of promoting
unity by preventing parallel unions in the same industry, but it discour-
aged the responsiveness normally nurtured by competition, and it lim-
ited the possibility of autonomous action on the part of the unions
themselves. Furthermore, because the Labor Code discriminated against
workers in small enterprises by establishing a minimum membership of
twenty for a plant union, hundreds of thousands of workers in artisan
shops, services, and commerce were not represented by the CTV and
were unable to influence its decisions or benefit from them. Unlike Fede-
camaras, which sought to express the aggregate preferences of an entire
class, the CTV remained the province of only a portion of the working
class, and nonunionized workers (about 56 percent of the labor force)
had no representation at all.

This mix of constitutional arrangements, party relations, and rules
governing interest representation both reflected and reinforced the pat-
terns of the petro-state. Each of these partial regimes had a conservative
bias, which made substantive change of the development trajectory dif-
ficult at best. But there were still important differences in degree among
them, and they tended to grant different levels of access to different
groups. Not surprisingly, then, the boundaries of each partial regime,
especially those dividing the spheres of party and semicorporatist net-
works, became the object of intense struggles. As we shall see in Chap-
ter 7, one of the most prominent and persistent conflicts was between
capitalists and the political parties over the lucrative state-enterprise
system.

Despite conflicts over relative shares, the overriding ethos was one
of excessive compromise, even complicity. The combination of ex-
panding oil rents and the rules and practices that evolved directly from
the pacts of 1958 encouraged a form of cooperation among existing or-
ganized groups even as they discouraged the entry of other new actors.
Together, they sustained an elite consensus and systematically insulated
policymaking from substantive debate or unbridled contestation. Vene-
zuela’s democratic rules served as “selective mechanisms” that orga-
nized elites into new political communities based on petrolization while
perpetuating the exclusion and disorganization of subordinate classes
and groups.!® This function was reinforced by fiscal dependence on
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petrodollars. Because the sum total of state expenditures (and therefore
the net benefits that might accrue to competing individual interests)
could be increased through coalition building that strengthened the gov-
ernment vis-a-vis the oil companies, cooperation was beneficial. Indeed,
the actual sum of gains depended on the cooperative strategies that
actors adopted (Rey 1986, 26). Just as Chapter 3 argued, oil revenues
could and did transform struggles among domestic actors over shares
into coordinated strategies to extract more taxes from the oil companies.

Evidence of this complicity was plentiful: it could be seen in the for-
mal coalitions between AD and COPEI that lasted until 1968; the elab-
orate spoils system based on doling out public employment, agencies,
and monies to political parties; the rotation of personnel among private
enterprise, the ministries, and the state enterprises; the extensive private
networks, influence trafficking, and financial links among the parties
and large, family-based economic groups;*® and even the surprisingly
peaceful labor relations (which were especially important in the early
years of the democracy).?°

This complicity both arose from and depended on the petro-state.
Only because the Hydrocarbons Act of 1943 institutionalized access to
revenues from an external, not a domestic, source could the state as-
suage competing interests and reconcile heterogeneous demands
through public spending without having to make definitive choices, hurt
any significant interests, or raise taxes at home. For pact makers, oil
created a politician’s dream—a positive-sum game that permitted a de-
mocracy without losers. Complicity sustained the basic premises of po-
litical life: the obsession with avoiding the conflicts inherent in any at-
tempt to establish priorities, and the consequent pursuit of multiple,
even conflicting, goals to please multiple constituencies. For the petro-
state, pactismo simply widened the gap between jurisdiction and au-
thority even further.

SHAPING THE CONJUNCTURE OF THE BOOM

When the 1973 oil boom loomed, Venezuela’s pacted democracy had
lasted fifteen years. In that time it had acquired some routinized policy
practices and a record that exemplified the “mixed blessings” of petro-
leum dependence. This record would define the immediate conjuncture
of the boom, while the standard operating procedures shaped the re-
sponse to a crisis of wealth,

The policy rules governing the behavior of decision-makers were a
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direct outgrowth of the petro-state and the pacted democracy grafted
onto it. First, all democratic administrations, regardless of party, fol-
lowed a paramount rule of maximizing gains from the oil companies.
The state, though administratively weak and politicized elsewhere, be-
came exceptionally capable in this highly localized arena. In 1957 the
government retained only §2 percent of oil profits and was paid $968
million by the oil companies. By 1970, as a result of efforts by the state,
the government retained 78 percent of the profits and was paid $1.4
billion (Tugwell 1975, 150). Venezuelans repeatedly took the lead
among producer countries in designing innovative ways to maximize
profits. Having earlier set standards with the fifty-fifty agreement, Pérez
Alfonzo was to first to break this accord by announcing that govern-
ment royalties would be treated as a cost to be taken out of profits and
could no longer be deducted from the companies’ income taxes. The
revenue increase from this new arrangement was the largest in the his-
tory of world oil. Venezuela, as noted earlier, also became the catalyst
for the formation of OPEC, which also helped to increase its earnings.
Second, all policymakers sought to sow the petroleum and expand
the state by creating state-directed, resource-based industrialization and
simultaneously fostering import substitution in the private sector. Fu-
eled by state spending, the average rate of growth of industry was 7.1
percent per annum, the most rapid growth on the continent. Employ-
ment in manufacturing doubled in the first decade of democracy, and
by 1973 the sector employed 15 percent of the active population and
generated 17 percent of the global product (Nolf 1978, 27-30). The
expansion of commerce, services, and finance was even more rapid.
Third, all policymakers followed an “appeasement” rule: they
sought to simultaneously satisfy all politically relevant social actors.
The results were evident both in the achievement of fifteen years of
democracy as well as in the notable positive changes in the distribution
of income. When compared with data from the prior, authoritarian pe-
riod (1957), statistics from 1970 demonstrate a decline in the shares of
the country’s richest 5 percent (from 2§ to 22 percent), the growth of
the middle class (with shares up from 56.1 percent to 58 percent), and
a small relative improvement in the position of the bottom half of
society (with shares up from 18.9 to 20 percent) (Chossudovsky
1977a, 227). The uniqueness of this pattern can be best understood
by comparison with other Latin American countries. In Venezuela, the
median income of the richest § percent of the population ranked lower
than that of Brazil, Argentina, Colombia, or Mexico, while the average
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income of the next 1§ percent was by far the highest (Chossudovsky
19773, 223).

But however impressive the results of these policy rules might seem
when compared with Venezuela’s past, citizen discontent was high in
1973, especially among those unorganized constituencies not repre-
sented through pactismo. The causes were evident. Parties were overly
centralized and out of reach; representation was inadequate; and ac-
countability was nonexistent except during election periods. The state
was inefficient and riddled with favoritism. The economy was severely
unbalanced and skewed toward wealthier consumers,?! highly concen-
trated, and characterized by the highest import coefficient, lowest pro-
ductivity, and lowest utilization of industrial capacity on the continent
(CORDIPLAN, Encuesta industrial. 1973, vol. 1, 9). Equity statistics
were dismal. A quarter of the population was unemployed or underem-
ployed, while almost half lacked sewage systems and running water.
The average income of the poorest 20 percent was lower than that in
Colombia, Argentina, Mexico, or Brazil. In comparison with fifty-five
other middle-income countries ranked by the World Bank, although
Venezuela ranked a fifth in per capita GDP, it was seventeenth in life
expectancy, twenty-second in infant mortality (falling below Mexico,
which had a per capita income one-third lower), and fortieth in levels
of caloric intake (where it fell behind Paraguay, prerevolutionary Nica-
ragua, Brazil, and Cameroon).?? :

Uneasiness about the future was pervasive. By the early 1970s, signs
were readily visible that trouble was on the horizon: growth had slowed
considerably, the rate of investment had dropped, and strains on the bal-
ance of payments began to manifest themselves in deficits in the current
account beginning as early as 1968. Efforts to sow the petroleum not-
withstanding, oil still provided 9o percent of export earnings, 65 percent
of government income, and 20 percent of GDP (Nolf 1978, 8). But the
petroleum industry itself was in a dangerous decline. Because the compa-
nies had quietly stopped all exploration and investment, anticipating a
planned reversion to national control in 1983, Venezuela, which in 1950
had been the world’s second largest producer with 14.4 percent of world
production, had dropped to fifth place and accounted for only 4.4 per-
cent by 1975 (Banco Central de Venezuela, Informe econémico, 1977,
87). Limits to oil-led development loomed on the horizon.

For average citizens, disquiet was reflected in the party system, which
showed worrisome signs of fragmentation as voters deserted the
two leading parties. Minor parties, which received 3.2 percent of the
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presidential vote and 8 percent of the congressional vote in 1947, were
receiving 40 percent and 46.4 percent, respectively, by 1968 (Consejo
Supremo Electoral 1968). This fragmentation was accompanied by the
rise of antisystem parties and so-called electoral phenomena: loose or-
ganizations that coalesced around the candidacy of one well-known in-
dividual. Survey data of the period reveal a growing cynicism about
the performance of politicians. For example, Martz and Baloyra (1978)
found that although Venezuelans thought highly of the capacity of pub-
lic officials, less than 20 percent of their respondents evaluated their
actual practice in either a positive or very positive fashion. Two-thirds
of their respondents viewed politicians in very negative terms, with 81.1
percent claiming that “Venezuelan politicians always lie.” The loss of
support for parties was greatest among the lower classes, where patron-
age was least effective.

For policymakers, this uneasiness manifested itself in a pervasive fear
that the oil model and consequently Venezuela’s treasured stability
might be coming to an end. Readjustment meant finding an alternative
fiscal basis for the state, but doing so was bound to entail conflict. De-
spite warnings as early as 1959 that a tax system should be developed
to replace petrodollars in anticipation of the dwindling of oil revenues
(Shoup 1959), democratic governments had firmly avoided domestic
taxation. Why should they tax when, as one IMF adviser observed, “a
change of a few dollars in the international price of petroleum would
have a much more marked effect on government revenue than a difficult
and costly improvement in administrative techniques for [collecting] in-
ternal taxes!” (cited in McClure 1991, 56). Vividly recalling that AD’s
one effort to cover a shortfall in oil revenues by raising taxes, in 1966,
had plunged the country into its gravest crisis to date, they were bound
to try any other option first. But as a “post-0il” Venezuela seemed to
hang over decision-makers like a sword of Damocles, other options
were not readily apparent. Little wonder then that the 1973 elections
were filled with dire predictions of economic trouble ahead and “the
last chance” for Venezuelan democracy.

Venezuela, the poet Thomas Lander once wrote, is a “nation of accom-
plices.” The interaction of the petro-state with pacted democracy
turned his prose into reality, as oil helped to create diverse new interests
and then underwrote a particular mode of reconciling them. On the one
hand, this interaction had beneficial regime effects because it helped to
construct and stabilize a new democracy in a country with virtually
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no previous democratic experience. Regime consolidation rested on a
fortunate combination of statecraft and petrodollars: the state’s capac-
ity to grant extensive favors and contracts to capitalists while charging
the lowest taxes on the continent, permitting some of the highest profits,
and supporting a mode of collective bargaining that resulted in the high-
est wages and food subsidies in Latin America.

On the other hand, this same interaction was pernicious. It post-
poned having to confront petroleum dependence, reinforced an oil-
based trajectory, erected new barriers to change, and further politicized
the public sector. In one sense, Venezuela was not different from other
populist and distributive regimes that sought to avoid making necessary
adjustments by practicing the politics of deferenda (Hirschman 1979)—
that is, spending lavishly and leaving hard decisions to their successors.
But the combination of the petro-state and political pacts definitively
set Venezuela apart. Together, they created prolonged incentives for
policymakers to avoid conflicts by spending indiscriminately. Mean-
while, their interaction blocked the improvement of state capacity in
the critical realm of directing development; it placed a greater premium
on the ability of private interests to penetrate and “capture” portions
of the state for their own benefit than on the long-term institutionaliza-
tion of administrative capacity or executive competence.

There was nothing inevitable about this particular interaction be-
tween state and regime. At numerous points, the demise of authoritar-
ian rule could have taken a different form: the transition could have
occurred through less restricted reform or possibly even revolution; the
consolidation could have been characterized by other bargains, a differ-
ent mix of partial regimes, or more decentralized patterns of decision-
making. The designers of democracy could have insisted on parliamen-
tarianism rather than presidentialism, continued their early efforts to
build an impartial civil service and pass a tax reform, or made agricul-
ture rather than industry the crux of their development model.

Nonetheless, such choices would have been unlikely in the oil-de-
fined Venezuela of the 1960s. Instead, regime norms and practices were
institutionalized that reinforced centralization over decentralization,
states over markets, preemption over autonomous reaction, restric-
tiveness over contestation, the purchase of elite support over the auton-
omous organization of the masses, networks of complicity over broadly
debated policies, politicization over administration, and appeasement
over hard choices. These practices would define policy behavior in the
1973 boom.



SIX

The Instant Impact
of a Bonanza

“Democracia con Energia” proved to be an especially apt campaign
slogan for Carlos Andrés Pérez, Accidon Democriatica’s (AD) presidential
candidate in the 1973 elections. Tough, disciplined, and hard-working,
Pérez had a vigorous dynamism and audacity unmatched by other Vene-
zuelan politicians. His campaign—brilliantly orchestrated by foreign
advisers—captured these qualities in countless programmed walks
through the cities and villages of the country. His television image was
especially effective: moving at a half-run, Pérez swept through the
streets of Venezuela, shaking hands, greeting local party functionaries,
visiting plazas and radio stations, and leaping mud puddles in the un-
paved barrios.! Striding across Venezuela, he literally walked his way
into the presidency.

But “Democracy with Energy” captured far more than Pérez’s vigor-
ous personal style. At the same time that the future president was comb-
ing the towns of Venezuela for votes, international oil prices began to
soar. In 1973, democracy was indeed linked to energy, but in a manner
that even the most astute campaign advisers were unable to foresee. In
a mere five years, the Pérez administration would receive more fiscal
revenues than did all the other Venezuelan governments since 1917
combined. (See Table 6.) Originating in changes in the international
oil market, overwhelming, and completely unexpected, the quadrupl-
ing of oil prices became the basic underlying factor in the restructuring
of political and economic relations that occurred in Venezuela after

1973.
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TABLE 6

FISCAL REVENUES OF VENEZUELAN GOVERNMENTS,
1917-1978 (MILLIONS OF BOLIVARES)

Government Total Income Average/Year

Gen. J. V. Gomez 476 25
(1917-35)

Gen. E. Lopez Contreras 471 94
(1936-40)

Gen. I. Medina Angarita 971 194
(1941-45)

Accidon Democratica 2,337 779
(1946-48)

Gen. M. Pérez Jiménez/junta 4,963 1,241
(1949-52)

Gen. M. Pérez Jiménez 9,615 1,923
(1953-57)

Government junta 2,713 2,713
(1958)

Roémulo Betancourt 16,285 3,257
(1959-63)

Raiil Leoni 25,573 5,114
(1964-68)

Rafael Caldera 36,952 7,390
(1968-73)

Subtotal? 100,356

Carlos Andrés Pérez 148,640 29,728

(1974-78)b
Total Revenues 228,758 45,752

SOURCES: Banco Central de Venezuela (1987b and 1979).

2Because inflation was negligible in Venezuela until the early 1970s, revenues are given in current
terms until the 1974-1978 period.

®Constant 1973 prices.

How these petrodollars would be used depended largely on the
“cages” of the past—that is, the economic linkages encouraged by oil-
led development, the petro-state with its dynamic of expansion and con-
centration of power, and pacted democracy with its policy style based
on distribution and appeasement. These factors shaped the preferences
and behavior of the new president. Together with the specific conjunc-
ture of 1973—the boom, the huge electoral victory of AD, and the
widespread belief among policymakers that some reorientation was im-
perative before oil ran out—these factors generated a strong sense of
opportunity for transforming Venezuela and a highly contradictory pro-
gram of action that could only perpetuate oil-led development.
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The following several chapters on Venezuela shift the level of an-
alysis from the broader parameters of states, regimes, and economic
models to the level of government decision-making. Above all, they
demonstrate the ramifications of how choice has been structured in this
oil-exporting country. When the oil boom collided with preexisting in-
stitutions and practices, it exacerbated {(and even overwhelmed) incen-
tives for “more of the same”—only faster and bigger. But “more of
the same, only faster and bigger” accelerated and deepened negative
tendencies already present in the polity and economy, while creating
new ones. The boom expanded the state’s jurisdiction and weakened its
already fragile authority; at the same time that the boom loaded new
roles and responsibilities onto the state, it undermined any efficacy that
had been achieved previously as well as the legitimacy of pacted democ-
racy. Though not understood at the time, the response to the 1973
boom set in motion the gradual destabilization of the polity, which ex-
ploded with disastrous consequences almost two decades later, in 1992.

To policymakers in 1973, the oil boom evoked a sense of politics
without limits—a once-in-a-lifetime opportunity to restructure the
economy and polity. The combination of the oil bonanza and Pérez’s
massive electoral victory fostered the notion that the government had
the political and economic resources to accomplish anything it wanted.
Like the Spanish kings centuries before, the government saw aspirations
transformed and perceptions altered regarding the feasibility of, and the
optimal time horizon for, reaching its goals. Government officials be-
lieved that they had an immense opportunity to move the country onto
a different development trajectory. As $8o0 million poured into the trea-
sury each month, the aim of constructing La Gran Venezuela replaced a
more modest attempt at political and economic reorientation.

With hindsight, the deceptiveness of politics without limits was visi-
ble as early as 1974. However welcome Venezuela’s new policy setting
may have seemed to decision-makers at the time, it left little room for
real choice. The boom immediately generated contradictory dynamics.
On the one hand, it altered the existing policy agenda by creating an
economic imperative to attend to the management problems inherent in
a financial bonanza of this magnitude. This imperative required the
rapid “repressing” of the circulation of petrodollars, if only to avoid
rampant inflation. On the other hand, the boom swelled the aspirations
of policymakers, raised expectations, and instantly exacerbated the
rent-seeking behavior of actors accustomed to the distributive habits of
the past. This cycle made the curtailment of spending highly unlikely.
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Instead, the reality of an expanded pie created new “assignment” bat-
tles over the allocation of shares between the public and private sectors
and between capital and labor; given a policy-setting style based on
excessive compromise, these battles created additional new incentives
to increase government spending.

True to Venezuela’s institutional arrangements, conflicts over the ex-
tent and direction of spending were both aimed at and resolved in the
office of the presidency. Thus the immediate response to the boom
rested primarily with Pérez and his state managers. His decision was
predictable: the choice between sterilizing petrodollars for the future
use of another politician or building La Gran Venezuela on his watch
while meeting the clamoring demands of his constituents was virtually
no choice at all.

This chapter demonstrates how and why Venezuela’s policymakers
resolved the tension between sterilizing petrodollars and distributing
them. The actions of policymakers in the first six months following the
boom are especially significant. They strongly reinforced the existing
development trajectory and fixed in place new constraints that deter-
mined the rent-seeking behavior of every successive government as well
as organized interests. They also provide a clear example of the political
and institutional underpinnings of economic phenomena like the Dutch
Disease by illustrating the political rationale behind the “irrational”
leap in spending and the loss of economic control that took place, not
only in Venezuela but also in other oil-exporting countries. Finally, by
demonstrating how competing demands arise and their origin within
the state, the chapter contradicts the assumption that mass pressures
from below explain the rise in expenditures in oil-exporting nations. In
Venezuela, as we shall see, elites in both the state and the private sector
created a spending explosion—and they did so without strikes, demon-
strations, or even effective political-party input.

CHANGING THE PARAMETERS OF STATE POWER

The quadrupling of world petroleum prices in 1973-1974 was without
precedent in Venezuelan history. Although the country had experienced
other bonanzas with the establishment of the oil enclave, the implemen-
tation of the fifty-fifty agreement, and the closing of the Suez Canal,
this boom—compressed into several years rather than a decade, and
of overwhelming magnitude—was more dramatic than those of the
past. Between 1972 and 1975, the average realized price per barrel of
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Venezuelan oil jumped from $2.10 to $10.90, an increase of 419 per-
cent! The fiscal income per barrel of exported oil rose from $1.65 to
$9.68 in the same period, an increase of 587 percent. International re-
serves leapt from $1.7 billion to $8.9 billion (Banco Central de Venezu-
ela 1978b).

That the boom instantly transformed the institutional setting for de-
cision-making is indisputable. Its impact on the domestic economy was
far-reaching. Between 1972 and 1975 the country’s fiscal income more
than tripled. By 1976, the per capita fiscal income of Venezuela equaled
that of West Germany and was double that of Italy. New revenues
brought a 250 percent increase in expenditures in their wake. Because
the absolute level of fiscal spending is the single most important indica-
tor affecting the internal economy, this increase had an immediate ex-
pansionary effect. Monetary liquidity rose 241 percent from 1972 to
1975, and GDP, aggregate demand, consumer expenditures, and capital
formation almost doubled over a mere three years (Table 7).

Overnight all the dimensions of the public sector changed—a reality
best appreciated through comparative data. The fiscal income of Vene-
zuela reached close to 40 percent of GDP, which was four times the
percentage in Brazil, more than four times the percentage in Mexico,
and almost twice the percentage in socialist Yugoslavia in 1976 (San-
chez and Zubillaga 1977, 17). The rapid expansion of the Venezuelan
state is also graphically shown through combined central-government
financial investment and capital transfers as a percentage of GDP. This
measure makes evident the extraordinary new weight of the Venezuelan
state in the economy (17.2 percent in 1974), especially when Venezuela
is compared with the next largest state, Brazil (3.6 percent), with Mex-

TABLE 7

CHANGES IN THE DIMENSION OF THE ECONOMY,
1972-197§ {MILLIONS OF BOLIVARES)

1972 1973 1974 1975
Fiscal income 12,546 16,432 42,834 41,001
Internal expenditures 12,618 14,006 24,333 31,491
Liquidity 17,205 21,284 28,047 41,406
GDP 60,608 72,482 111,331 116,351
Aggregate demand 58,303 65,211 83,086 104,976
Consumer expenditures 40,597 43,935 56,391 70,492
Capital formation 15,783 18,616 20,984 30,598

SOURCE: Garcia Araujo (1979).
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ico (1.8 percent), or with itself before the boom (3.7 percent) (World
Bank, internal memo, 1976).

But the oil boom was not the only factor that changed the institu-
tional setting for decision-making. The December 1973 landslide vic-
tory of Pérez altered the distribution of power within the state at the
same time. Reversing the historic decline of AD, Pérez captured a re-
sounding 48.7 percent of the vote, rivaling Betancourt’s vote in his his-
toric sweep in the 1958 elections.? The scope of the AD victory was
unprecedented: it swept the legislature, gaining 28 of the 49 seats in the
Senate and 102 of the 203 seats in the Chamber of Deputies. It also
won control of every state government except Zulia’s.

Pérez’s stunning electoral triumph effectively smashed past patterns
of interaction between the executive and the Congress by removing the
necessity to form interparty or intraparty alliances to obtain working
majorities in the Congress. Prior to 1973, every president had been
forced to seek compromises with Congress. Although Congress was his-
torically weak, its relative strength in each successive administration
was determined by coalition building and by whether the majority party
was also the president’s party (Kelley 1977, 40). This created a more
active legislature, provided some checks on the executive, and led to an
eventual agreement between COPEI and AD to minimize the tensions
between the president and Congress. But the wide margin of Pérez’s
victory meant that neither coalitional constraints nor minority status in
Congress could restrain presidential power; thus, virtually all political
limitations on the office of the presidency were removed. Since AD
maintained a majority in both houses, opposition parties could not in-
fluence Pérez by offering or withholding support for specific policies.
Furthermore, because all of AD’s members were constrained by party
discipline, individual dissidents were bound to vote the official line.
Given the structure of the state and its regime rules, only the regular
holding of elections, the no-reelection clause in the Constitution, the
influence wielded by the government party over its new leader, and Pér-
ez’s own character could act as checks on executive hegemony. With
the exception of constitutional constraints, which would not become
effective for five years, these other checks never became operative.

The exuberant personality of the man who won the 1973 elections
was certainly no brake on presidentialism. At first glance, the new presi-
dent matched the profile of a typical Old Guard adeco—one who put
his party above other concerns.? But Pérez’s political career was excep-
tional.* A generation younger than other members of the party Old
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Guard, he was never a member of their inner club. As the protégé and
personal secretary of Betancourt, his relationship to other party
members was complex; his personal fortunes ebbed and flowed with the
influence of Betancourt, who publicly proclaimed him “the son I never
had.”® Ironically, Pérez’s political future was assured with AD’s defeat
by COPEI in the 1968 elections. Working tirelessly to rebuild the demor-
alized and splintered organization, he became secretary general and,
once party president Gonzalo Barrios had renounced any intention of
running for office, the party’s candidate for president. He accepted the
position while maintaining his wariness of many of the party Old Guard.

Pérez’s strong personality reinforced party factionalism. Although
distancing him from party professionals and weakening his ties of obli-
gation to them, it also helped him build his own network of loyalties.
Confident because he received far more votes than the polls had pre-
dicted, he no longer considered himself a protégé. His charisma was
legendary. He spoke of his dream of La Gran Venezuela and saw the
petrodollar boom as a providential sign—one that bid him to propel his
country out of underdevelopment and into the twentieth century. His
frequent use of Bolivarian symbols enhanced the view that he was the
leader capable of seizing the opportunity facing his country. Within a
few months he had managed to link his future electoral success to the
ultimate achievement of economic independence, development, social
justice, and democracy.

The president’s desire to limit one faction’s influence on the adminis-
tration surfaced quickly in the aftermath of the elections. The Pérez
team, convinced that the AD victory was due almost entirely to the
charisma of the candidate, believed the president could legitimately ap-
point cabinet members from outside the party. After minimal consulta-
tion with the Old Guard, Pérez filled only ten of the eighteen cabinet
positions with party members; the other eight were awarded to indepen-
dents personally loyal to the president, including Gumersindo
Rodriguez, the controversial new Minister of Planning.® The selection
of the cabinet precipitated one of the many bitter disagreements be-
tween the Pérez administration and members of the party that were to
characterize the next five years.

The composition of the cabinet was the first indication that Pérez
would choose the route of highly personalistic rule over party govern-
ment, and this choice had immediate policy consequences. The creation
of a small inner circle of “president’s men” narrowed the already slim
scope of critical evaluation and debate in the formulation of policy, and
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it contributed to the concentration of power in the executive. The
strong personality of the president and the backing of his closest associ-
ates presented a formidable front to those who might disagree with him
in the cabinet. Criticism was not encouraged. Thus, the presidency, now
more centralized than ever, also grew increasingly removed from com-
peting ideas.

Thus, even before Pérez began to formulate or implement his plans,
the policy setting had changed substantially. The oil boom expanded
fiscal resources, the dimensions of the economy, and the boundaries of
the public sector. The election results altered the balance between the
executive and the Congress in favor of the president and contributed to
the weakening of ties between the president and his party. Pérez’s ag-
gressive and messianic personal style, his access to enormous financial
resources, and his extraordinary popularity all contributed to the con-
centration of power. Yet the dangers of this situation were far from
visible in 1974. Many citizens and much of the press viewed Pérez’s
success as the nation’s success and his hopes as the nation’s hopes. As
an editorial in El Nacional (March 11, 1974, D1), a leading newspaper
in Caracas, proclaimed: “Today in Venezuela, CAP [Pérez] is the image
of the man on the move. ... In Venezuela, to move means to make
something a reality, to make it count, to make it known, make it hap-
pen. ‘Ese hombre si camina!’ [This man moves!] And, yes, it is possible
to move at his side, opening the pathway to La Gran Venezuela.”

BUILDING LA GRAN VENEZUELA

The oil boom transformed the scope and scale of Pérez’s agenda. Backed
by his ministers, the president immediately decided to embark on a vast
and bold development plan, the most important single decision of his
administration. He reminisced (interview, 1979):

The decision to build a modern industrialized economy was mine. There were
others who wanted to move more slowly. But we had to take advantage of
this moment given to us, pull Venezuela out of her underdevelopment, and
propel her into the twentieth century. There was no real decision to make.
This had to be done—and quickly. We couldn’t lose time. We even began
without a plan because we had already decided what we were going to do.

What was new about the model was its huge scale and its emphasis on
accelerated development; otherwise it was an extension of the resource-
based development plans of the past. To Pérez, the need for urgency
and scale stemmed from a variety of factors: the new financial power of
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the state; the pressing need to address the problems of growth, di-
versification, and equity stemming from petrolization; the removal of
controls over the executive branch; his own overwhelming popularity;
and the persistent fear that oil was running out scon. An opportunity
of this sort was unlikely to present itself again. Although Pérez’s vision
of development would not be specified until it was incorporated into
the Fifth National Plan two years later, the word was out: the govern-
ment was going to build fast and big.

The plan to construct La Gran Venezuela had two basic elements:
fighting poverty by expanding demand through a combination of price
controls, income increases, employment creation, and social services,
and diversifying the country’s export structure while deepening import
substitution. The core of this model, derived from the linkages already
fostered by petroleum, lay in the expansion and nationalization of basic
industry, especially petrochemicals, aluminum, and steel. Growing di-
rectly from the development strategies of the past, this model assumed
that Venezuela should concentrate on industries for processing domestic
mineral resources as well as highly energy-intensive industries in order
to take advantage of its plentiful electricity and fuel, abundant mineral
wealth, and favorable geographic location in relation to the U.S. market
{(CORDIPLAN 1976). By 1976, of the total public investment of 118.2
billion bolivares foreseen in the Fifth Plan, close to 6o percent was in-
tended to be spent in mining and petroleum, electricity, and manufac-
turing. Despite the fact that these same strategies for public investment
in capital-intensive and large-scale industry had not resolved unemploy-
ment and equity problems in the past, planners believed that plentiful
petrodollars meant that they would succeed.

The cornerstone of the industrialization drive was the soon-to-be-
nationalized oil industry. Facing only twenty years of proven reserves,
seven to ten years of easily accessible light crude, and no major new
discoveries since the oil companies stopped looking in 1958, Venezuela
threatened to be the first OPEC country to face a day of reckoning.
Because of the neglect of the companies as they prepared for national-
ization, production capacity had declined dramatically, although every
proven method of secondary recovery had been used to coax oil from
reluctant wells.

Long-term hope lay in the Orinoco Qil Belt, the world’s largest accu-
mulation of nonconventional oil, which was conservatively estimated
at 1.8 trillion barrels. But before this deposit could be exploited, billions
of dollars would have to be invested in technology that could strip the
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heavy crude of its high sulfur and metal content. In order to begin to
develop this “sleeping giant,” General Alfonzo Ravard, president of Pe-
troleos de Venezuela (PETROVEN), estimated that investments in pe-
troleum would have to increase from a planned 1.2 billion bolivares in
1976 to a whopping 7 billion bolivares by 1980 (interview, 1978). Thus
the first use of petrodollars would be to guarantee the life of the indus-
try for the future.

Steel was the second priority. Despite the fact that Venezuela’s first
large steel mill had scarcely become productive after twenty years, the
Fifth Plan eventually called for a sharp increase from the current capac-
ity of 1.2 million tons to 9.8 million tons produced in two new plants:
SIDOR Plan IV and ZULIA. The next largest program was the expan-
sion of the Guri Dam to exploit Venezuela’s huge hydroelectric reserves;
this program was aimed at quadrupling capacity. Spurred by discoveries
of a large bauxite deposit, aluminum was added to petrochemicals as
another priority. Smaller investment programs were eventually drawn
up for nickel, cement, pulp and paper, the assembly of small aircraft,
and other industrial activities.

Pérez’s strategy grew directly from past development efforts in that
it continued to emphasize resource-based development at the expense
of agriculture and other priorities. But, thanks to the oil boom, it dif-
fered in several important respects. First, it stressed an accelerated
transformation of the economy—that is, it sought to compress twenty
years of industrialization into a mere five or ten. Second, it was ex-
tremely ambitious. In gross public and private fixed investment, what
eventually became the Fifth National Plan was double the size of the
Fourth Plan. This gigantismo was specifically encouraged by the execu-
tive branch. State planners were frequently told that the projects they
had designed were too modest and were encouraged to “think big.””
Large capital-intensive projects were favored over everything else. Thus,
whereas Rafael Caldera’s Fourth National Plan had targeted 35.4 per-
cent of public investment for education, housing, health, urbanization,
and government services, the Fifth Plan cut this percentage to 19.9.8

Finally, the development strategy marked a conscious effort to ex-
pand the jurisdiction of the petro-state by challenging the boundaries
between public and private enterprise that had been established during
the transition to democracy. When the Fifth Plan was unveiled in 1976,
it called for an increase in the public share of gross fixed investment of
53.2 percent, an impressive jump from the 1970-1974 average of 32
percent (CORDIPLAN 1976, 3). Public investment was aimed most
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exclusively at the basic industries, but it would also enter manufactur-
ing sectors that had previously been dominated by private capital
(CORDIPLAN 1976, 45). Private capital was limited to no more than
20 percent ownership in the production of basic materials; it could own
up to 40 percent of enterprises manufacturing secondary-stage prod-
ucts.” These rules reaffirmed and strengthened the state’s role in control-
ling the decisive stages of the production process and the orientation of
the economy as a whole. They also created an important new source of
economic and political power for the government.

What is perhaps most striking about the development strategy an-
nounced in the wake of the boom is the total lack of debate surrounding
it. Because it deviated so little from past patterns, it seemed the logical
and natural step to take. There were virtually no discussions over the op-
timal scale or speed of the model, nor were alternative strategies for in-
vesting the oil bonanza ever advanced. No one made the case for devel-
oping agriculture as the country’s top priority; no one insisted on taking
seriously the obvious inflationary dangers of moving rapidly; no one
questioned whether Venezuela had the labor skills to expand resource-
based industrialization at the planned pace; no one challenged the no-
tion that the state could effectively be everywhere at once. Given the con-
sensus for state-led industrialization that had been forged during the
transition to democracy and the tradition of ultra-presidentialism,
which was heightened by Pérez’s overwhelming popularity, the presi-
dent’s proposals were accepted without question. Only Pérez Alfonzo
warned that oil prices might not continue to rise in the future and argued
that Venezuela should drastically cut oil production until it could pro-
ductively absorb the revenues from the boom. But his was a lonely voice
of opposition.

THE SPECIAL POWERS ACT

The oil boom shaped more than the economic aspirations of the new
government; it also had an immediate impact on Venezuela’s political
arrangements by creating a crisis situation that ultimately undermined
the pactismo of the past. When Pérez was sworn in on March 12, 1974,
euphoria was replaced by a sense of emergency. With so much money
entering the treasury every month, the fear of inflation quickly sup-
planted all other concerns. Opinion polls indicated that inflation was
the number one issue in the public mind (E! Nacional, March 3, 1974,
D4). Although the rising cost of living had not yet reached § percent
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per annum—a remarkably low statistic by Latin American standards at
the time—Venezuelans were accustomed to a 1-2 percent inflation rate,
and they wanted to return to that standard (Banco Central de Venezuela
1979, 291). The boom brought menacing indications to the contrary.
In one of his first public pronouncements, the new Minister of Finance,
Hector Hurtado, warned that if action were not taken immediately, the
extra oil income “could become a block of ice that would end up melt-
ing on us” (quoted in Fuad 1974, 8).

With Hurtado’s warning in mind, Pérez set to work at a frenetic pace.
In the first oo days of his presidency alone, he announced an avalanche
of decrees, resolutions, and draft laws—issued at the rate of nearly two
a day. He immediately declared a ninety-day price freeze on all goods
and services. This was an emergency measure, his government claimed,
implemented in order to slow down the rising cost of living. Predictably,
the price freeze was applauded by the trade unions and the political
parties, and opposed, albeit weakly, by Fedecamaras. This attempt to
regulate the cost of living was followed by a host of other measures
aimed at winning popular support, including the formation of a com-
mission to study the nationalization of petroleum. These early actions,
announced with great fanfare, added to the president’s fund of political
and economic resources. By April, reputed to have the support of over
75 percent of the population, he was undoubtedly the most popular
leader in Venezuela’s contemporary history.'?

A mere forty-eight days after taking office, the president drew on his
fund of popularity. Invoking the precedent of Betancourt’s actions dur-
ing the outbreak of guerrilla war, he went before Congress on April 29,
1974, to request “extraordinary executive authority” to enable him to
confront the challenges of the oil boom. Specifically, Pérez asked for the
authority to implement a package of important economic and financial
measures including a reform of the income-tax system, a complete reor-
ganization of public financial institutions, and an across-the-board
wage and salary hike. Like each president before him, he wanted to
raise the taxes of the foreign oil companies, but, unlike his predecessors,
he called for the nationalization of the foreign-owned iron ore industry
and the formation of a commission to study the nationalization of pe-
troleum. A drastic package of this sort, he claimed as he stood before
Congress, required drastic action: he asked the legislature to grant him
special powers (Pérez 1974).

The president’s public rationale for the Special Powers Act was based
on the crisis provoked by the oil boom. Venezuela faced major political
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and economic dislocations that would affect the living standards of
workers, peasants, and the middle class (Pérez 1974). “The govern-
ment,” Pérez claimed, “cannot develop its plans efficiently through
normal channels. . . . The complexity of the problems, the need to make
daily decisions on a variety of matters, the urgency in their execution
... make the ways of ordinary legislation inconvenient.” ! In effect,
the boom had created demands for the acceleration of policymaking
and new channels of decision-making.

The private rationale may have been somewhat different. To the
president’s chief aides, the request for special powers was based on an
ambitious vision. According to one cabinet member (interview, 1978):

We had this new conception of development, a plan to pull Venezuela into

the twentieth century, and we had a state that resembled the old schemes and

conceptions. We didn’t have time to talk about every idea, every decree. We

had to get that state moving, . . . build a new one, get around limitations. We
wanted the Special Powers [Act] because we had plans to carry out quickly .

Privately, several cabinet members cited Pérez’s personal impatience
with the delays inherent in observing administrative norms as the chief
motivation for the Special Powers Act. One top presidential adviser ex-
plained (interview, 1978):
You know the president’s style. He wanted action, speed, plans, ideas. He
fired out orders and wanted to see results. We kept preparing laws, proyectos
de leyes, and decrees, but he would get impatient. He was frustrated with
having to go to Congress for everything. He wanted a modern style of ad-
ministration with technicians carrying out the plans. The Special Powers Act
gave him what he wanted. We all thought it was a good idea .

For some, there was yet another rationale. One minister, describing his
own motivations rather than those of Pérez, questioned the desirability
and utility of the democratic system for a developing country (interview,
1978):
Frankly, I don’t believe that the democratic system is the only way—or even
the best way—out of underdevelopment. In fact, I would say that we may
do better with another type of system. But my interpretation of the Special
Powers Act is that it allowed us to get around the slowness and the restric-
tions. Congress is just a restriction here. The president needed decree power
... so that he could preserve democracy in the end.

The Special Powers Act, in their view, would allow the President to
carry out his goals, whatever they might be, as rapidly as possible.

Not surprisingly, Pérez’s request sparked an immediate uproar in
Congress. Because his proposed bill granted executive authority to in-
tervene in almost every area of the nation’s economic and financial life
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without restraint, the opposition, led by COPEL immediately raised
cries of usurpation. Initial controversy centered around the legality of
the proposal, but Pérez was easily able to demonstrate that the 1961
Constitution permitted the executive “to dictate extraordinary mea-
sures in economic and financial matters when required by the public
interest and when the Executive has received authorization through a
special law” (Article 190, Section 8).

The congressional struggle over the Special Powers Act, however,
evoked issues of democratization far more fundamental than the inter-
pretation of a particular law. At stake was the indispensable equilibrium
between the executive and the congress, on the one hand, and between
the dominant political parties, on the other—an equilibrium that had
been designed through pactismo. COPEI insisted that the president’s
desire for power, not the international crisis, lay at the root of his re-
quest; external events were merely a justification for an unwarranted
measure.'? To the opposition, the viability of democracy was at stake.
If the president could not plan the country’s development in conjunction
with Congress, especially one dominated by his own party, then he was
in effect claiming that efficiency was not compatible with democracy.

The real controversy was over the future of pactismo. From the op-
position’s point of view, the Special Powers Act was a violation of the
practices initiated in 1958 and a bid for hegemony on the part of AD
Fernandez explained:

This is the only institutional tribunal that the opposition currently has in the
country. If these powers are awarded as they are envisioned in this law, we
might as well talk about the flora and fauna of South Africa here instead of
the important problems which affect the life and development of the country.
It isn’t conceivable that a democratic party can put forward a formula by
which it removes the only institutional tribunal that the opposition has to
formulate its opinions and ideas. This is indispensable to the political bal-
ance which exists between the government and the opposition, an equilib-
rium which will surely be compromised if the law presented by the National
Executive is approved (Fernandez 1974).

But on May 31, 1974, an AD-dominated Congress overrode the objec-
tions of COPEI and awarded President Pérez “extraordinary executive
authority.” Only COPEI and the Movimiento Electoral del Pueblo
(MEP) voted against the law. In a surprising move, congressional repre-
sentatives from the far right and from the major parties of the left—the
Movimiento al Socialismo (MAS), the MIR, and the Communist
Party—supported the president’s proposal.
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The Special Powers Act was a decisive turning point in Venezuelan
politics. First, it altered norms of pactismo and replaced them with a
precedent for power grabs. Rather than making a conciliatory gesture
toward the Christian Democrats after their defeat at the polls, Pérez
had used his victory to increase their isolation and feelings of impo-
tence. COPEI was forced into the only remaining viable political role—
a vehement and increasingly radical opposition. From this moment until
democracy foundered in 1992, relations between the parties would
never return to their former level. Second, and more significant for poli-
cymaking in the short run, the Special Powers Act weakened AD’s con-
trol over its own government. Because Pérez no longer had to consult
Congress, his government was also freed from the formal necessity of
consulting its own party.!3

By changing the relationship between the two major parties, and be-
tween the government and its party, the Special Powers Act broke the
trust that had regulated conflict in the past and replaced it with an en-
during atmosphere of confrontation. The founders of democracy, Be-
tancourt and Caldera, made repeated efforts to soften tensions between
the parties by holding strategic “summits” in the years ahead, but to no
avail. Unlimited financial resources had laid the basis for unlimited exec-
utive authority, at least temporarily, and they provided a rationale for .
permanently altering the party system. Whatever the intention, the re-
sults were apparent. In the words of one astute observer, “Pérez ob-
tained what Napoleon Bonaparte won on the 18th Brumaire—and in
passing he got the adecos off his back” (El Nacional, June 12, 1974, D1).

ECONOMIC POLICY UNDER EXECUTIVE DECREE

From May 31, 1974, to June 1, 1975, President Pérez ruled Venezuela
by decree. He appeared to have total authority to carry out the dual
goals of containing the revenues from the oil boom and improving the
lot of the poor through the implementation of a new development
model. But if “politics without limits” created the impression within the
administration that anything was possible, the reality proved different.
Shortly after taking the initiative to liberally spread petrodollars to his
electoral constituency, the president was forced to meet the growing
demands of an entrenched capitalist class accustomed to being appeased
through subsidies. Plans to retain control over government spending
went rapidly out the window, and the cost of Venezuela’s development
strategy began to shoot up as rent-seeking interests clamored for more.
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However, some efforts to “repress” oil revenues were made through
two mechanisms. First, Pérez ordered a reduction in the level of oil pro-
duction from its average of 3.4 million barrels per day in 1973 to 3.0
in 1974, and, eventually, 2.3 in 1975; similarly, oil exports dropped
from an average of 2.1 million barrels per day in 1973 to 1.8 million in
1974 and to 1.5 million in 1975 (Banco Central de Venezuela, Informe
econdmico, 1975, A-175). Even though this reduction went against ra-
tional cartel behavior for defending the price of petroleum because it
helped maintain the price at its overly inflated level, it did lower the
revenues entering the country. More important, it protected the ailing
oil industry because it slowed the process of depreciation of equipment
and inventories, which was strained to the limit by the companies’ disin-
vestment policies.

Second, the government established the Fondo de Inversiones de
Venezuela (FIV), an innovative financial institution whose chief purpose
was to prevent the petrodollars from entering the domestic economy.
The fund maintained the value of Venezuela’s earnings through invest-
ments in the exterior until they could be gradually and profitably intro-
duced into the country. The FIV also took on the role of financing inter-
national cooperation with other developing countries that had been
hurt by the oil-price increase, primarily by funneling aid to Central
America and the Caribbean. Originally intended to receive half the total
income from petroleum through the entire five-year period of the ad-
ministration, the FIV was initially established with assets of $3.23 bil-
lion (Hurtado 1974).

The government then sought a wide-ranging tax reform to compen-
sate for “repressed” petrodollars and to lay a diversified fiscal base for
the future. The brainchild of Finance Minister Hurtado, the proposals
that were initially floated encompassed sweeping changes in the income-
tax law, increases in customs and levies and the inheritance tax, and a
business and property tax. The idea was that ultimately taxes would
“replace” petrodollars in the national budget.

But from the beginning this plan to sterilize petrodollars was in trou-
ble. The very whisper of tax increases in the midst of the most massive
boom in history set up howls of protest, even from within the govern-
ment. Furthermore, the establishment of the FIV damaged prospects for
maintaining fiscal control. Because Pérez insisted on ensuring the FIV’s
ability to function in the exterior, its income was not subject to the
budgetary oversight traditionally exercised by the finance ministry and
the Congress. Thus FIV’s income would not be distributed through
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normal budgetary channels and would instead fall under the direct
supervision of the president.'* The finance ministry, one of the most
highly respected state entities, therefore lost oversight over enormous
sums of public monies as well as its overview of total government ex-
penditures. Only the president could now force the FIV to play its re-
quired role of repressing petrodollars.

But Pérez, turning his attention to the promises of his electoral cam-
paign, showed no signs of thrift. Convinced that the way to fight pov-
erty was to overcome the impasse in Venezuela’s process of import-sub-
stitution industrialization, he adopted a series of costly measures aimed
at broadening the market by bolstering the purchasing power of the
masses. He decreed the first legal minimum wage in Venezuela’s his-
tory—fifteen bolivares ($3.50) per day for all but domestic workers—
which raised the general wages of nonunion workers between one-third
and one-half over their previous level.!* The minimum wage was imme-
diately followed by a nationwide across-the-board pay increase, which
ranged from 5 to 25 percent for employees earning less than five thou-
sand bolivares per month. Salary and wage hikes applied to all employ-
ees in the public sector, the private sector, and the armed forces.!®

Pérez also began to create jobs by decree, especially inside the state.
In a mere five years, the number of white-collar fixed-position employ-
ees working for the national government almost doubled, jumping from
153,971 to over 300,000.)” In order to circumvent new restrictions
against partisan stacking of the state bureaucracy established in the Ley
de Carrera Administrativa of 1970, Pérez issued Decree 211, which per-
mitted the administration to increase the number of nonclassified public
employees as well as the number of positions of confianza, or political
appointments. By drastically augmenting the number of employees ex-
cluded from the Civil Service Law, the president obtained almost unlim-
ited authority to fire people as well as to create positions for his sup-
porters.!® The growth of the state bureaucracy and the higher wages
granted by the general wage and salary increase were reflected in the
expenditures for personnel in the budget, a figure that almost tripled
between 1973 and 1979 (Banco Central de Venezuela 1979, 85).

The culmination of Pérez’s costly populist decrees was the Law
against Unjustified Dismissals, which hit the business community like a
bomb and created the first sustained opposition to his policies.!” An out-
growth of the administration’s fears that employees in private industry
would lose their jobs as a result of mandatory wage increases, it pro-
tected employees against dismissal by making the process of firing both
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difficult and costly for the employer.?® Threatening in an especially effec-
tive public-relations campaign that this law was an attack on free enter-
prise that would provoke disinvestment and capital flight (Fedecamaras
1974, 319-340), Fedecimaras accused the government of interfering
with the prerogatives of private management. Businessmen decried the
new government’s frenetic policy style and its decretomania, which had
already turned a favorable investment climate into a highly uncertain at-
mosphere.?! Fedecimaras demanded that the government clarify its in-
tentions toward business and threatened to provoke a recession in the
midst of plenty if the concerns of capitalists were not assuaged.

Surprised by the vehemence of the private sector’s response, the gov-
ernment initially refused to meet its demands, but soon disillusioned
barrio dwellers, nonunionized workers, and others in the popular sector
added their complaints to those of business. The president’s actions had
raised the purchasing power of all Venezuelans, but this increase had
occurred without planning. Because the productive structure could not
respond quickly enough and imports were not readily available, by Sep-
tember serious shortages of basic items such as black beans and eggs
plagued the market. As prices soared, capital began to flee the country,
and investment slackened well below normal postelection levels. Pérez’s
popularity began to plunge. According to one private polling agency,
his approval rating dropped from 75 to 30 percent between March and
August.??

In this context, the president took the classic path of appeasement
and spread petrodollar wealth to his strongest critics. On September s,
1974, in a major policy address, Pérez announced a number of new
measures that represented a distinct shift away from the populist objec-
tives of the past six months and toward the satisfaction of the private
sector (Pérez 1974, 509). Rather than emphasize demand creation, the
administration stated that it would henceforth make growth and pro-
ductivity its central priority by providing huge subsidies to capitalists.
Instead of raising their taxes, Pérez granted new widespread exemptions
to stimulate growth, including tax deductions of up to 20 percent for
investments (Gaceta oficial extraordinaria, no. 1.681, September 2,
1974, Decree 330), a modification of the General Banking Law to facili-
tate business lending (Decree 343), and tax exemptions to the construc-
tion industry for a period of ten years (Gaceta oficial extraordinaria, no.
30.491, September 4, 1974, Decree 346). Similar important exemptions
were given to agriculture, ranching, fishing, and forestry (Decree 276),
as well as to tourism (Decree 377), export industries (Decree 378),
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electricity and transport (Decree 379). The most significant part of the
new economic package was the immediate activation of two new credit
funds to finance industry and agriculture. These funds, which would
each be given one billion dollars over a five-year period, provided low-
cost and long-term loans to business, which complemented the $3.2
billion set aside for both state and private industry in the FIV.

The planned net transfer of resources to the private sector was enor-
mous. When combined with the previously established CORPOINDUS-
TRIA for small- and medium-sized industry, the soon to be created Ur-
ban Development Fund for the construction industry (Hurtado 1974),
and the newly reinforced CVE Venezuelan Industrial Bank, and re-
gional development corporations, it reached an unprecedented level. Al-
though exact figures are not available, the enormity of the state’s direct
transfers to the private sector can be appreciated best through a com-
parison of the performances of one agency. In its entire thirty-year his-
tory (1946-1975), the CVF—the state’s most important credit agency
for the private sector—had transferred $2.3 billion in credit to the pri-
vate sector (Corporacion Venezolana de Fomento 1976, 3). In a mere
five years, the industrial and agrarian credit funds alone were slated
to provide half that amount, and net transfers from all other public
development agencies would far surpass it.

The new funds to promote industry and agriculture provided a sub-
stantial boost to the banking sector as well. In order to avoid setting up
a national financial network to administer credits, the Pérez administra-
tion decided to use already existing state and private institutions, which,
in its view, would facilitate the awarding of credits. Although the new
institutions would make use of state financial agencies, they would also
rely heavily on private banks, thereby subsidizing them as well. Given
the increase in money flows through these institutions, the earnings of
the banks rose precipitously.??

Finally, to further assuage the private sector, Pérez announced the
Law for the Protection of the Consumer to replace his former system
of price controls and made known his intention to shelve a proposed
antimonopoly law. Specific subsidies were promised in the production
of foods such as corn, wheat, beans, sugar, and milk, but only those
items judged indispensable for a basic diet, and defined as such in the
law, would be strictly regulated. Many other items would be freed en-
tirely from controls or only partially regulated. Because the law regu-
lated items product by product, it strengthened the discretionary power
of the government, but, by removing many products from regulation
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altogether, it pleased the private sector. Most significantly, the new law
was adopted after a high level of consultation between the administra-
tion and business. Although entrepreneurs would have no say in the
actual decision to set prices, they would be able to have significant input
into the drafting of future regulations—the first representation of busi-
ness in price-control legislation since 1946.%*

The private sector was elated over the president’s shift of emphasis
in economic policy. Although it was unable to change the Law against
Unjustified Dismissals, it won a substantial share of the petrodollar sur-
plus and gained a new level of representation in economic policymak-
ing. In the weeks following Pérez’s September 5 speech, newspapers
were filled with declarations of renewed confidence in and support for
the administration, and Fedecamaras expressed full support for Pérez,
proclaiming its “profound satisfaction” over the new measures (El Nac-
ional, September 14, 1974, D1).

But the net effect of moving between its own populist and expansion-
ist impulses and the demands of organized capitalists was predictable:
government spending soared out of control precisely when repressing
petrodollars was the only means of avoiding Dutch Disease and other
adverse consequences. During the year of the Special Powers Act alone,
government expenditures almost tripled (CORDIPLAN 1979b, 18).
Permitting state expenditures to rise massively, abruptly, without a plan,
and with no clear relationship to productivity was the single most im-
portant {non)decision of the government. An action that could never be
reversed, it immediately changed the dimensions of the domestic econ-
omy, set off a “boom effect” that could not be contained, and accus-
tomed some Venezuelans to a standard of living that could not be sus-
tained.

To foreigners observing Pérez’s economic policies, the government’s
actions seemed irrational. How could planners, worried about the dan-
gers of inflation and the prospects of oil running out shortly, have set
off a spending spree unprecedented in Venezuela history? But what ap-
pears to be a profoundly contradictory, expensive, and self-defeating
policy from the outside was rational to Venezuelan policymakers both
determined and apparently possessing the means to diversify the econ-
omy while assuaging entrenched interests who might threaten “the last
chance for democracy.” True, government planners did not take into
account the huge rise in demands on state revenues that soon came from
Venezuelan capitalists, nor did they expect the proliferation of rent-
seeking demands that shall become evident in the next chapter. But even



136 Democracy over a Barrel in Venezuela

s0, in the heady days of the boom, there appeared to be enough for all
organized interests. From these policymakers’ perspective, to act other-
wise would have been politically difficult. In the context of plenty, there
was simply insufficient motivation to do otherwise.

The rise in public spending set in motion during the first year of the
boom was the catalyst for a series of negative effects on the economy,
the government, the regime, and the state. At the government level, poli-
tics without limits produced a “paradox of popularity” (Quick 1980).
Because the president appeared to have total power and, for a short
time total support, programs went unchallenged and mechanisms of
accountability did not function. In its first critical year of government,
the administration was never forced to set priorities, define programs,
or produce concrete proposals. Given the wide range of needs in this
underdeveloped country, any idea could be justified in terms of some
goal. Lacking the benefit of adversaries who could force clarification,
the president and his advisers were free to adopt multiple, ambiguous,
overly ambitious, and often contradictory objectives without con-
straints.?® For them, everything could be a priority. Yet, if everything is
a priority, there are in fact no priorities at all.

But everything was not a priority. The changes not made in the year
of decree power—the roads not taken—are eloquent testimony to how
difficult it can be to go against the structural grain. Despite the govern-
ment’s initial proposal of a wide-ranging tax reform that would extract
significant state revenues from domestic economic activity for the first
time, it never used its decree powers to implement a redistributive in-
come tax. An antimonopoly law designed to break up the private sec-
tor’s oligopolistic structure quietly disappeared. Most important, al-
though the Pérez administration created the FIV with the intention of
preventing petrodollars from entering the domestic economy, the FIV
never received fully half of the oil revenues as mandated, and it received
no new petrodollars at all after 1975.

At the regime level, deconsolidation set in at the very moment when
the oil-price increase thrust new tensions and responsibilities onto the
political system. The boom—in itself an unusual crisis of wealth—gave
rise to an unusual political response. Petrodollars resurrected populism,
a frequent Latin American response to crisis, and undermined pactismo.
Populism—the prominence of a single personality over a party, the con-
fusion between the aims of a leader and the aims of a nation, the appeal
to traditionally subordinate social classes and groups, and the exercise
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of arbitrary rule—increasingly came to challenge the institutions of
pacted democracy. Such a challenge was easy in a country with a long
caudillo tradition. Even AD, the principal founder of democracy, acqui-
esced in the expansion of presidential power, the weakening of Con-
gress, and the embittering of party relations without ever seriously ques-
tioning the need for the Special Powers Act. Yet with the exception of
the creation of the FIV, virtually every other measure could have been
submitted to and passed by the AD-dominated Congress without gener-
ating the dislocations caused by these extraordinary measures.

At the state level, the types of policies adopted in this period changed
the institutional setting for policymaking by disrupting traditional
forms of public-sector organization and exacerbating the gap between
jurisdiction and authority. Two examples mentioned in this chapter
stand out especially: the decision to create the FIV outside all preex-
isting financial controls and the decision to change the Civil Service
Code to permit a radical increase in political appointees just when the
state needed to be most efficient. Carrying out these policies in the cli-
mate of uncertainty created by decretomania only heightened the sense
of disruption, lack of accountability, and loss of control, at the very
moment when effective administrative performance was especially crit-
ical.

Other barriers to success would become obvious down the road, as
it became apparent that the development strategy of the Pérez adminis-
tration was based on a set of dubious assumptions. Foremost among
them was the belief that all difficulties could be overcome, that bigger
and faster meant better, and that labor, equipment, and know-how
could be imported from outside. The plan anticipated a continuous rise
in oil revenues to cover the vast expenditures being initiated, despite the
fact that high prices had already attracted the entry of Mexican and
North Sea oil into the market. The plan rested on the belief that a con-
sumption binge could be avoided, that the existing industrial infrastruc-
ture could support a rapid expansion of demand, that agriculture was
less important than industry, that corruption could be curtailed, and
that inflation could be contained. It assumed that state ownership and
control necessarily meant a progressive redistribution of the benefits of
modernization. Finally, it presupposed the existence of sufficient institu-
tional and managerial capacity in the state to administer newly gained
wealth with the criteria of scarcity. Each of these assumptions would
prove to be false.



SEVEN

The Politics of Rent Seeking

Had Venezuela possessed a relatively coherent bureaucracy, a function-
ing civil service, routinized tasks, and standard operating procedures,
its public institutions should have been able to place some barriers to
halt the contradictory demands and gigantic programs put forward in
the first year of the Pérez administration. But such actions should not
be expected from a petro-state. Instead, the state, already characterized
by weak authority structures and high levels of politicization, was
thrown into turmoil by the deluge of petrodollars. The rapid prolifera-
tion of new state agencies with ill-defined jurisdictions simply com-
pounded the problem. But even without this additional confusion, the
components of the petro-state had never been designed to rein in execu-
tive power. To the contrary, as we have seen, they had been explicitly
structured to promote centralization, rent seeking, and obedience to
presidential authority—and this is precisely what they continued to do.

One of the great ironies of petro-states is that administrative reform,
so often put forward to correct inefficiency, instead can become a mech-
anism for the further deterioration of state capacity. The reason is evi-
dent: because the petro-state is the center of accumulation, reform has
the potential for setting up different filtering processes for organized
interests—a new set of “selective mechanisms,” in Offe’s (1973, 1974)
terms, which can insulate policymakers from certain interests and tie
them even more closely to others. Thus when Venezuela’s president an-
nounced a broad administrative reform to complement his ambitious
development plans, the understanding began to dawn that the adminis-
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tration’s notion of reforma del estado, which encompassed reforms of
the state-enterprise system, the planning apparatus, and the rules of ac-
cess to decision-making, actually meant a remaking of the state—that
is, a whole new design for economic policymaking that differed from
the basic pacts of the past.

Changing the rules of the game in the midst of a boom added to the
chaos and lack of economic control. Because these reforms would gov-
ern access to the state, which ultimately meant access to the petrodollar
bonanza flowing into the public coffer, proposing them stimulated the
rent-seeking behavior so ingrained in Venezuelan economic and politi-
cal life. On the one hand, capitalists, both as a class and as individual
entrepreneurs, sought to shape the reforms so as to facilitate most easily
their exploitation of the public sector. On the other hand, state officials
attempted to further concentrate authority as well as rentier opportuni-
ties in their own hands by orchestrating the entire public sector as well
as business-government relations through the office of the president.
The end result was the formation of a new clique composed of certain
private interests and high-level public officials which aimed at captur-
ing, if not pilfering, public revenues. In effect, the nature of administra-
tive reform turned the petro-state into the subject and object of preda-
tion.

Challenging the existing rules of the game by throwing into question
previously established boundaries and norms had economic and politi-
cal costs. Although some of the proposals described in this chapter were
never implemented, the attempt to remake the petro-state in the name
of technocratic efficiency further politicized the accumulation process,
disorganized public agencies, exacerbated the gap between the formal
jurisdiction and actual capacity of the state, and marked the end of
pactismo. The demise of party collaboration was most evident in the
sharp rise in factionalism, both within and among parties, and in the
unmistakable deterioration in economic policymaking that occurred
during these years. The oil boom did not create the dynamics of rent
seeking, state disorganization, and regime decay, but it exacerbated this
cycle acutely.

This chapter traces the cycle of rent seeking and political deteriora-
tion that set in during Pérez’s first government and became a permanent
feature of the regime. These events are important for two reasons. First,
they set in motion the pattern of political behavior that formed the
backdrop of the democratic crisis of 1992. The blatant awarding of
rent seeking and the failure to sanction corruption at the highest levels
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undermined the legitimacy of pacted democracy and its capacity to set
any coherent economic policy. Indeed, the moral decay and economic
mismanagement that provoked two coup attempts years later have their
origins in this period. Second, these events show how attempts at insti-
tutional reform can reinforce a perverse development trajectory and
how, in turn, this trajectory can shape political institutions so that the
states designed to exploit petroleum themselves become the object of
plunder.

THE EMERGENCE OF STATE REFORM

Reforming the state, though by no means a new idea in Venezuela, was
given fresh salience by the oil boom.! The boom, combined with Pérez’s
statist predilections, brought about an astounding growth of state enter-
prises and other administrative entities.> Many of these enterprises were
huge, especially Petroleos de Venezuela (PETROVEN), which after na-
tionalization became the ninth largest oil company and the sixteenth
largest industrial firm in the world (Randall 1987, 46). They played
key roles in petroleum, mining, electricity and water, industrial finance,
educational and research services. Statistics illustrate their importance.
By 1976, state-owned mining and petroleum firms provided a full 85
percent of total central-government revenues, and by the late 1970s
state enterprises accounted for 85.9 percent of all public-sector invest-
ment (Bigler 1980, 39, 40).

The malfunctioning of these enterprises was notorious. Studies criti-
cized the lack of clear objectives, technocratic expertise, and coordina-
tion in planning, as well as the unsuccessful implementation and evalua-
tion of projects; and they emphasized the organizational irrationality of
the state that resulted from its rapid, chaotic, and unplanned growth.?
This irrationality—when coupled with a general lack of juridical guide-
lines, delays in administrative procedures, and the partisan appointment
of public employees regardless of their qualifications—contributed to
the disorder and improvisation rampant in the state even before the oil
boom. Few controls over the spending of public monies and the absence
of virtually any bureaucratic accountability fostered low-level corrup-
tion and mismanagement. The resulting waste was truly impressive. In
1973 prior to the oil boom, the Ministry of Finance reported that accu-
mulated losses from the leading state enterprises had reached a full one-
third of the national budget (E! Universal, December 16, 1974, D1).

This situation could not continue. The decline of the oil industry and
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especially its impending nationalization meant that petrodollars could
no longer be relied on to paper over this inefficiency. In the past, the as-
sured flow of oil revenues to state managers had left them little incentive
to maximize the efficiency of state enterprises. Thus it is not surprising
that they had an abysmally low capacity for self-financing—only 7.2
percent in 1973—and relied instead on direct subsides from the central
government (25.4 percent) and local and foreign borrowing (67.4 per-
cent) (Banco Central de Venezeula, Informe econémico, 1976, A-248).

But the nationalization signified that Venezuela’s troubled oil indus-
try—faced with rapidly declining reserves of light crude, spiraling do-
mestic demand for oil, declining capacity because of the long morato-
rium on investment by the foreign companies, and soaring costs of new
technology to exploit its reserves of heavy oil—had to marshal its own
rents.* Oil experts warned that it could hardly be expected to subsidize
the rest of the state indefinitely. As Finance Minister Hector Hurtado
(interview, 1978) explained, “We are no longer taxing the multination-
als to pay for our losses; we are taxing ourselves.”

More immediately, the nationalization of petroleum and, to a lesser
extent, iron ore threatened the “pockets” of administrative efficiency
that had been carefully crafted to protect the state’s extractive capacity,
and this threat enhanced the urgency of administrative reform. Fears
that the notorious disorder and inefficiency of the public sector would
eventually “contaminate” the country’s most important industries were
repeatedly expressed, especially as it became evident how sharply the
two nationalizations transformed the balance between the public and
private sectors. This change is captured through figures for the national
product and investment. Before the two nationalizations, the public sec-
tor’s share of GDP never reached 15 percent, as Table 8 shows, but
immediately after them this figure leapt to an impressive 42.9 percent.’
Immediately before the boom, the private sector accounted for close to
68 percent of investment, virtually double that of the public sector, but
the Fifth National Plan intended to reverse that relationship by 1977,
raising the public sector’s participation to 61 percent while dropping
that of the private sector to 39 percent (Gaceta oficial extraordinari<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>