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March 3, 1987

ACTION

MEMORANDUM FOR FRANK C.

FROM: STEPHEN
SUBJECT: Energy F Hernandez (Venezuela's
Ambassac

The Venezuelan Ambassador to the United States has sent you a
report by his government on the importance of Venezuela to U.S.
Energy Security. The GOV is aware of the ongoing DOE review of
U.S. energy security policy and is concerned that we may impose a
tariff on imported oil. The recent superfund legislation imposed
a small increase in the tax on imported oil which the GOV believes
established a precedent that may lead to larger taxes on imported
0il in the future. The report outlines the historic reliability
of Venezuela as a supplier of o0il to the U.S. and emphasizes the
political problems associated with any further increase in the
fee on imported oil.

I have prepared a short response acknowledging the report and
assuring the Ambassador that the views of his government will be

gi—~~ ~~~~ideration as we evaluate policies for addressing
lo J.S. energy security requirements.

Ja -man concurs.

RECOMMENDATION

That you sign the att-~hed letter to Valentin Hernandez thanking
him for the views of S government.

Approve _ Disapprove
Prepared by:
Lou Pugliaresi
Attachment
Tab I Response to Valentin Hernandez

I1 Incoming from Ambassador Hernandez



N°298/M12a February 19, 1987

Dear Mr., Carlucci:

I have the honor to address Your Excellency on the opportunity
of presenting the attached document which reflects the views of the
government of the Republic of Venezuela on "0il and United States
National Security: The Key Position of Venezuela', This report is
presented for the consideration of the govermment of the United States
as a contribution to the President's Energy Security Task Force in its
study of the implications of the United States' reliance on imported
0il, as well as a general statement of Venezuela's position on certain
bilateral oil issues of importance.

The report reiterates and supports the concepts I have expressed
in prior communications with various United States Government agencies
and sets forth the facts underlying our belief that Venezuela can play
an important and positive role in the long-term energy security of the
United States. Venezuela has a long history as a reliable, secure, and
stable supplier of oil to the United States, and is prepared to continue
in that role as our relatively small population and domestic energy
needs, coupled with our enormous 0il resources located in the Western
Hemisphere, and our abundant non-oil energy resources, will permit Vene-
zuela to continue to supply the United States with significant volumes
of 0il in the future.

Venezuela ranks fourth among all oil producing countries with
official proved reserves of 55 billion barrels. Currently, our total
recoverable crude oil resource base is on the order of 320 billion
barrels. The combination of o0il resources such as these, our excess
production and refining capacities, our o0il industry's proven technical
and managerial capabilities, Venezuela's recent decision to invest in
United States refining and distribution companies, and the close friend-
ship between our two democratic countries are factors which we believe
are extremely significant in the United States' assessment of its energy
policies, particularly as they relate to national security.

It is the hope of my government that the United States not
take any action that would weaken its neighbors which provide the
United States with secure, reliable, and plentiful sources of oil.

v/-'

The Honorable

Frank C, Carlucci

Assistant to the President
for National Security Affairs
The White House

Washington, D.C.

nIg



The drop in the world oil prices has had a devastating effect on Ve-
nezuela's economy which is heavily dependent on oil revenues. As
stated in the attached report, "If under these very severe adverse
circumstances the United States imposes oil import restrictions of
any kind, the government of Venezuela feels that such action would
seriously damage its ability to manage the economy and would gravely
hamper the welfare and social stability of the Nation." Moreover,
the foreign assistance provided by Venezuela to other countries in
Central and South America would be necessarily affected, thereby in-
creasing the potential for greater regional political instability in
these areas.

Venezuela is very appreciative of the opposition which Presi-
dent Reagan and his Cabinet have consistently maintained with respect
to various initiatives in favor of an 0il import fee and other similar
protectionist measures. It is our hope that the consistency of the
Administration's position, together with our own efforts and those of
other interested parties, will help to avoid the adoption of any
measure that could jeopardize Venezuela's ability to continue to
supply significant quantities of o0il to the United States in the
future,

I appreciate your government's consideration of the views of
Venezuela on this important matter, Please accept, Your Excellency,

the assurances of my highest consideration,

Sincerelv.

)

Enclosure. e
g
7
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OIL AND UNITED STATES NATIONAL SECURITY:

THE KEY POSITION OF VENEZUELA

Submitted to President Ronald Reagan's

Energy Security Task Force

February 19, 1987



SUMMARY

The Republic of Venezuela believes that the combination of Venezuela's enormous oil
resources in the Western Hemisphere, its excess production and refining capacities, the
industry's proven technical and managerial capabilities, the history of Venezuela as a reliable
and stable supplier of oil to the United States, Venezuela's decision to invest in refining and
distribution companies in the United States, Venezuela's geographical proximity to the United
States, and the close friendship between our two democratic countries are all factors which
should be taken into acecount by the United States Government in assessing its energy policies,
particularly as they relate to national security.

The significance of oil to the Venezuelan economy cannot be overstated. Over 90 percent of
Venezuela's export and foreign exchange earnings are derived from crude oil and petroleum
product sales. Oil accounts for approximately 60 percent of all government revenues and
over 25 percent of the nominal gross domestic product. In 1986 alone, Venezuela's oil export
revenues dropped 44 percent to $7.2 billion.

Venezuela has continuously supplied oil to the United States for over 60 years, including
during such crises as World War II, the Suez Crisis, and others.

Nearly one-half of all Venezuelan oil exports are to the United States. During the first ten
months of 1986, Venezuela was the leading exporter of petroleum products and the fifth
largest exporter of crude oil to the United States; in this same period, the Western
Hemisphere accounted for 50 percent of total United States oil imports. Venezuela is
virtually equal to Canada as the oil producing country upon which the United States most
depends to help meet its oil needs.

Venezuela ranks fourth among oil producing countries with official proved reserves of 55
billion barrels of crude oil. Venezuela's total oil resources dwarf its official reserves by
virtue of one of the largest, if not the largest, hydrocarbon deposits in the world, the Orinoco
Oil Belt, which contains 1.2 trillion barrels of heavy and extra-heavy crude oil in situ.
Venezuela's recoverable crude oil resource base is approximately 320 billion barrels which can
be produced economically at today's oil prices utilizing existing technology.

Venezuela produces 1.7 million barrels of crude oil per day but actively maintains a
production capacity of 2.6 million barrels per day. Venezuela's existing production
infrastructure can be upgraded within a short period of time to expand production capacity to
3.0 million barrels of crude oil per day and additional facilities could be economically built to
reach higher production levels. Venezuela's refining capabilities provide it with similar
flexibility to permit it to respond quickly and effectively to any oil erisis.

In exploration alone, the Venezuelan oil industry plans to invest $1.2 billion between 1986 and
1990. Venezuela completed a $1.9 billion refinery modernization program over a year ago to
provide greater refining flexibility, to permit the processing of a larger percentage of heavy
and extra-heavy crude oil, and to enable the industry to better meet increased domestic
demand for lighter petroleum products.

In 1986, the Venezuelan oil industry purchased a 50 percent interest in Citgo Petroleum
Corporation and is currently negotiating the purchase of a 50 percent interest in Champlin
Petroleum Company. This program, known as "internationalization", will guarantee the
United States preferential access to the vast oil resources of Venezuela.

If the United States imposes oil import restrictions, such action would seriously damage
Venezuela's economy and would gravely hamper the welfare and social stability of the
country. Venezuela's aid programs to countries in the region would necessarily be affected.
The potential for greater regional political instability would thereby increase.

-j-
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OIL AND UNITED STATES NATIONAL SECURITY:
THE KEY POSITION OF VENEZUELA

I. INTRODUCTION

By virtue of the importance which the Republic of Venezuela attaches to its
relationship with the United States, Venezuela has followed with particular interest the
current debate on United States energy policy and national security., This report is
submitted to the Interagency Task Force to ensure that Venezuela's oil resource base in
the Western Hemisphere, its record as a secure and reliable supplier of oil to the United
States and the rest of the world, its intention to maintain a significant long-term supply
capability to world markets, and the historical relationship between our two countries
are considered in the formulation of United States energy poliey and, particularly, its
energy/security policies.

Venezuela's official proved reserves equal 55 billion barrels of crude oil, and
thus, Venezuela ranks fourth in the world after Saudi Arabia, Kuwait, and the U.S.S.R.
Venezuela's total recoverable oil resource base, however, is more than 320 billion barrels
of crude oil. This makes Venezuela the country with the largest oil resources in the
Western Hemisphere and, quite possibly, the world. Currently, Venezuela produces 1.7
million barrels of crude oil and condensates per day, but maintains a production capacity
of 2.6 million barrels per day. With almost one million barrels per day of excess
capacity, Venezuela 1is the largest short-haul petroleum source in the Western
Hemisphere. - Furthermore, Venezuela's existing production infrastructure could be
upgraded within a short period of *ime to expand production eapacity to 3.0 million
barrels per day.

The United States has been, and continues to be, Venezuela's primary market
for its oil exports. Today, Venezuela is the largest supplier of petroleum products and

the fifth largeSt supplier of crude oil to the United States. This oil trading relationship



with the United States has strengthened recently as a result of Venezuela's
"internationalization" program whereby the Venezuelan national oil company now owns
50 percent of Citgo Petroleum Corporation of Tulsa, Oklahoma. In addition, the
Venezuelan oil industry plans other joint ventures of this type with refining and
distribution companies in the United States.

The significance of oil to the Venezuelan economy cannot be overstated.
Over 90 percent of Venezuela's export and foreign exchange earnings are derived from
crude oil and petroleum product sales. Oil aecounts for approximately 60 percent of all
government revenues and over 25 percent of the nominal gross domestic product.
Venezuela is also the 17th largest market for United States goods and services in the
world, and second largest in South America. Last year, fifty percent (i.e., $3.5 billion) of
Venezuela's imports came from the United States.

Venezuela has the fourth largest foreign debt among developing countries,
surpassed only by Brazil, Mexico, and Argentina. Of Venezuela's total foreign debt,
approximately $10 billion is owed to United States banks. It is evident that Venezuela's
capacity to continue to develop economically and socially, to purchase merchandise and
services from abroad, and to service its large foreign debt is heavily dependent on the
level of income it derives from petroleum exports.

In 1986 alone, Venezuela's oil export revenues dropped 44 percent to $7.2
billion from $12.9 billion the previous year. Because oil revenues have been declining
since the early 1980s, Venezuela has been experiencing an economic decline over the past
several years (unemployment, for example, is 10.5 percent). This has adversely affected
Venezuela's development plans. Moreover, Venezuela successfully negotiated a
rescheduling of its debt in February 1986, but the sharp drop in oil revenues has forced
the country to seek a new repayment schedule from its creditors.

Venezuela has the ability tc export large quantities of crude oil and

petroleum products for many decades. The United States and Venezuela are close



geographic neighbors with democratic forms of government. The United States will need
to continue to rely on foreign sources of oil for the foreseeable future. Therefore, the
oil situations of both countries are complementary and both countries' long-term energy
interests are such that the United States and Venezuela should continue to be important
commercial partners for many years under fair conditions of trade.

Finally, any United States policy that has the effect of further depressing
Venezuela's oil industry would further erode its domestic economy and its foreign debt
position as well as adversely affect its ability to serve as a substantial export market for
the United States. In this sense, the imposition of oil import restrictions by the United
States would have serious economic and financial consequences for Venezuela and would
be interpreted by the Government, by all political parties, the business sector, the labor
unions, and the Venezuelan people in general, as a gesture inconsistent with the
traditional friendly relations enjoyed by both countries and contradictory with
Venezuela's historic position as a secure and reliable supplier of oil to the United States

and the world.

II. VENEZUELA: AN IMPORTANT, SECURE, AND RELIABLE OIL SOURCE

A. Background

Venezuela and the United States are geographically very close, making trade
between the two countries economically advantageous. Only 2,250 miles lie between
Washington, D.C. and Caracas, the capital of Venezuela. Ports along the East and Gulf
Coasts of the United States may be reached from Venezuela much faster than from
Alaska and California. East Coast ports can be reached from Venezuela almost as fast as
from the Gulf Coast. By tanker, the Gulf Coast is only three and one-half shipping days

from Venezuela; the East Coast, only five shipping days.
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GEOGRAPHICAL PROXIMITY OF VENEZUELA TO THE UNITED STATES
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Venezuela is one of Latin America's strongest democracies. A democratic

system of government was established in 1959, and since then, six presidential and

congressional elections have been held and the two main political parties have alternated

power four times.

B. Historical Relationship

During the past 60 years, Venezuela has continuously supplied oil to the

United States, including during such crises as World War il, the Korean War, and otiers.
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NONSEQUENTIAL YEARS

Although Venezuela is an oil supplier upon which the United States and the rest of the
world have always been able to depend, there have been times when the United States
has adopted policies that have had significant adverse consequences for Venezuela.

The Revenue Act of 1932 marked the first time the United States imposed
tariffs on oil imports. The tariffs were much higher on gasoline and lubricating oils than
on crude oil and residual fuel. This became a significant factor in the development of
the refining pattern in Venezuela for the next 40 years, in that its refineries were
oriented to produce primarily residual fuel oil, the least valuable part of the oil barrel.
Indeed, the price of residual fuel oil was, until very recently, lower than the price of the
crude oil from which it was made.

In March 1959, President Eisenhower implemented the Mandatory Oil Import
Program ("MOIP"), ordering import controls on all petroleum products ineluding residual
fuel, which was Venezuela's principal oil export at the time. These controls came at an

extremely sensitive time for Venezuela as the newly-created democracy was faced with



extremist terrorism, high unemployment, and a depleted treasury. In April 1959,
President Eisenhower exempted Canada and Mexico from any import restrictions on
crude oil, but provided no such exemption for Venezuela. 1/

In 1974, in spite of the fact that Venezuela did not participate in the oil
embargo imposed by some producing countfies, the United States excluded all members
of the Organization of Petroleum Exporting Countries from the benefits of the
Generalized System of Preferences. It has been the stated policy of Venezuela, under
the governments of both major political parties, not to participate in actions of this
kind.

Just recently, the finaneing mechanism which Congress adopted for the toxic
waste clean-up program, known as Superfund, has caused significant concern in
Venezuela. One element of the Superfund financing is a tax on domestic erude oil of
$.082 per barrel and a higher tax of $.117 per barrel on imported erude oil and petroleum
products. Although the taxes are not substantial on a per barrel basis, the adverse
psychological impact on Venezuela has been severe. The reaction in Venezuela has been
one of alarm regarding the perceived principle that higher taxes are more appropriate on
imported oil than on domestic oil and the possible precedent of an oil import fee as a
means of raising revenue. Moreover, the concerns of the Republic of Venezuela have

been expressed to the United States at the highest levels.

1/ The MOIP, together with two successive arbitrary oil price reductions instituted in
1959 and in 1960 by the "Seven Sisters" international oil cartel (the corporate cartel
comprised of the seven largest multinational oil companies), were the main reasons
why Venezuela was compelled to look for external support of other oil producing
countries. This led to the establishment of the Organization of Petroleum Exporting
Countries ("OPEC") in late 1960. Ironically, OPEC's birth was to a great extent a
defensive reaction of a small group of producing countries against an existing and very
effective international oil cartel comprised of the major multinational oil companies.



C. Current Supply Relationship and United States Reliance on Foreign Sources

Currently, almost half of all Venezuelan oil exports are to the United
~ States. During the first ten months of 1986, Venezuela was the leading exporter of
petroleum products and the fifth largest exporter of crude oil to the United States.
Combining products and crude oil, Venezuela is virtually equal to Canada as the exporter

upon which the United States most depends.

U.S. PETROLEUM MARKET SHARE
TOP TEN SUPPLIERS
JANUARY-OCTOBER 1986

TOTAL PETROLEUM
Rank Source Thousand Percent of

Barrels Total Imports

1 Canada 234,957 12.90 %
2 Venezuela 231,157 12.69 %
3 Mexico 213,345 11.711 %
4 Saudi Arabia 200,020 10.98 %
S Nigeria 126,260 6.93 %
6 United Kingdom 103,774 5.70 %
7 Indonesia 96,330 5.29 %
8 Algeria 78,761 4.32 %
9 Trinidad and Tobago 37,078 2.04 %
10 Angola 30,917 1.70 %
OTHER 469,068 25.75 %
TOTAL * 1,821,667 100.00 %

# Includes imports from U.S. Territories (Puerto Rico and the Virgin islands).

Source: U.S. Department of Energy, Energy Information Administration, Petroleum
Supply Monthly, October 1986 (November 1986).



From a peak reliance in 1977 on non-Western Hemisphere sources for foreign
oil supplies (69 percent of United States total oil imports), the United States now imports
~much of its oil from the Western Hemisphere. During the first ten months of 1986, the
Western Hemisphere accounted for 50 percent of total United States oil imports; imports
of erude oil and petroleum produets from Can'ada, Venezuela, and Mexico have risen from

23 percent of total oil imports in 1981 to 38 percent. 2/
U.S. IMPORTS OF TOTAL PETROLEUM FROM VENEZUELA,
THE WESTERN HEMISPHERE AND MIDDLE EASTERN NATIONS
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SOURCE: U.S. Dept. of Energy, Energy information Administretion.

* Includes the following countries: Algeria, Bahrain, Egypt, Iran, Irag, Kuwait, Libys,
Oman, Qatar, Saudi Arabia, and United Arab Emirates.

D. The Necessity of Imported Oil

In the medium and long-term, the United States will have to rely on
imported oil to help meet its total energy requirements. A recently released report on
the United States' oil outlook refleets this fact, and the report discusses not
whether the United States must rely on imported oil, but rather what degree of reliance

on imports will result under different erude oil prieing seasnarios. 3/

2/ The other 12 percent came from the Bahamas, Brazil, Ecuador, Netherlands
Antilles, Peru, Puerto Rico, Trinidad and Tobago, and the Virgin Islands.

3/ U.S. Oil & Gas Outlook, An Interim Report of the National Petroleum Council,
October 1986.




From a historical perspective, it is interesting to note that between 1973 and
1982, when oil prices rose more than twelve-fold, United States erude oil reserves

. actually declined, as did United States crude oil production, although not as pronounced.

U.S. ESTIMATED PROVED RESERVES OF
CRUDE OIL vs WORLD OIL PRICES, 1972 — 1885
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[Ml. VENEZUELA'S OIL. CAPABILITIES

A. Reserves and Resource Base

Venezuela is a country rich in oil and currently ranks fourth among oil
producing nations with official proved reserves of 55 billion barrels. 4/ Venezuela's total
oil resources, however, dwarf its official res-erves by virtue of the existence of one of the
largest, if not the largest, hydrocarbon deposits in the world -- the Orinoco Qil Belt —-
which contains 1.2 trillion barrels of heavy and extra-heavy crude oil (7° - 17° API) in
situ. &/

Accordingly, Venezuela's future potential recoverable resource base, com-

posed of proved and expected (i.e., probable, possible, and speculative) reserves, stands

on the order of 326 billion barrels which can be produced economically at today's oil

4/ Until now, Venezuela's official proved reserves have been considered to be 29
billion barrels, about the same as the United States. '"Estimated Proven World
Reserves of Crude Oil and Natural Gas," World Qil, August, 1986. In late December,
1986, the Ministry of Energy and Mines announced that Venezuela's official proved
reserves had increased substantially and the country's official figures were being
revised upward pursuant to universally-used geological concepts and definitions
ineluding those accepted by the Society of Petroleum Engineers ("SPE") and the
American Association of Petroleum Geologists ("AAPG"). The preponderance of the
numerical increase in Venezuela's official figures is the result of extensive exploration
of the Orinoco Belt in eastern Venezuela. This exploratory activity, which was
concluded in 1983, involved the surveying of 15,200 kms of seismic lines and the
drilling of 773 exploratory and development wells. The Ministry of Energy and Mines
designated a multi-disciplinary group of Venezuelan engineers and geologists to
determine what volume of crude oil within the Belt could be appropriately classified
as proved oil reserves. The recently-completed study has determined that 26 billion
barrels of the total 1.2 trillion barrels of crude oil in situ in the Orinoco Oil Belt
should, at this time, be considered proved reserves in accordance with the sound
geological and reservoir engineering practices such as tectonies, sedimentology, core
and fluid analysis, petroghysies, and individual well productivity tests. Venezuela,
thus, has made a major revision in its oil reserves to conform to existing technical and
economic standards.

5/ Meyer, R.F. and Schenk, C.J. (U.S. Geological Survey), cited by Oil and Gas
Journal, January 6, 1986, at 44. See also, "Exploration and Evaluation of the Orinoco
Oil Belt," UNITAR 3d Intl. Conference on Heavy Crude and Tar Sands, Long Beach,
Calif., July 1985; "The Orinoco Heavy Oil Belt,” RTD-3, 11th World Petroleum
Congress, London, 1983.
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prices utilizing existing technology. 8/ This total is distributed as follows: 1) 55 billion
barrels of official proved reserves; 2) 21 billion barrels mostly from enhanced recovery
| techniques; 3) 9 billion barrels from yet undiscovered sources; and 4) an additional 241
billion barrels of heavy and ex'tra—heavy crude oil in the Orinoco OQil Belt. It should be
noted in this regard that the recoverable volume of erude oil currently attributed to the
Orinoco Oil Belt (26 billion barrels of official proved reserves and 241 billion barrels of
expected reserves) is based on a conservative recovery rate of 22 percent of the 1.2

trillion barrels of erude oil in situ.

VENEZUELA'S CURRENT AND PROJECTED RESERVES

(Billions of Barrels)

HEAVY & EXTRA H

LIGHT—MEDIUM 21

LIGHT—MEDIUM

PROVED RESERVES

6/ Veneﬂxela's proved and expected natural gas resource base totals 191 trillion cubie
feet (10-“ CF). Only recently has there been exploration for non-associated gas
reserves, and the activity during the last five years has yielded 47 trillion cubic feet
of proved and expected reserves. The current gas production capacity is associated
with oil production and stands at 4.3 billion cubic feet per day. Over 38 percent of the
7as produetian is inieeted intn resarvnirs for secondary recovery; 35 percent is utilized
by the industrial and domestic market; and 23 percent is utilized by the petroleum
industry itself. At the current net production rate, Venezuela's proved natural gas
reserves will last 75 years.

Four percent of Venezuela's gas production is processed in absorption,
refrigeration, and eryogenic plants to remove gas liquids at a current rate of 103,000
barrels per day. These liquids are exported or used in the national petrochemical

complexes as feedstock.
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There are four major sedimentary basins in Venezuela (Maracaibo-Falcon,
Barinas-Apure, Tuy-Cariaco, and Maturin). Each of the major sedimentary basins
contains oil deposits of varying quantities and densities that cover the entire hydrocarbon

range, from the very light (greater than 50° API) to the extra-heavy (less than 10° API).

VENEZUELA'S SEDIMENTARY BASINS

TUY-CARIACO

BARINAS-APURE

Colombia
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The Maracaibo Faleon Basin in western Venezuela, until now the country's
most prolific oil producing area, has been responsible for more than 30 billion barrels of
crude oil in cumulative produection.

The Maturin Basin, also known as the Eastern Venezuelan Basin, contains the
majority of the country's oil resources with total proved and expected reserves of
approximately 295 billion barrels of erude oil. The entire Orinoco Oil Belt lies within the
Eastern Venezuelan Basin, and by itself constitutes 82 percent of Venezuela's recoverable
crude oil resource base.

Major discoveries of light and medium crude oil in the past five years,
adjacent to active oil fields in western and eastern Venezuela, have confirmed the
existence of very substantial additional light and medium deposits in Venezuela. The
locations of the discoveries in southern Lake Maracaibo, Ceuta, and Apure in western
Venezuela, and in northern Anzoategui and Monagas in the eastern region of the country,
account for approximately 7.6 billion barrels of Venezuela's proved and expected
reserves.

The crude oil in the Orinoco Oil Belt is both heavy (10° - 17° API) and extra-
heavy (7° - 10° API) crude oil. The reservoir conditions are such that it is a liquid in the
ground and it is fully amenable to traditional recovery methods. For example, the
southern-most fields in eastern Venezuela, which are part of the Orinoco Oil Belt, have
been producing crude oil for many years.

Over the past five years, the Venezuelan oil industry has undertaken several
pilot projects throughout the entire Orinoco Oil Belt. These pilot projects have shown,
for example, that recovery of crude oil from the Orinoco Oil Belt can be greatly
enhanced by applying conventional steam soak methods which are extensively applied in
Venezuela and elsewhere in the world. Once produced, the crude oil can be transported
in the same manner as heavy crude oil, i.e., by heating to reduce the viscosity of the oil,

by blending with lighter erudes and distillates, and by creating oil/water emulsions. In
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addition, the Orinoco Oil Belt erude oil is perfectly suited to enhanced thermal recovery
methods such as in situ combustion and steam flooding. These methods have been applied
in pilot and commerecial projeets in Venezuela and other countries which possess heavy
and extra-heavy crude oil with the extraordinary results that have raised recoveries
above 50 percent. v

Similarly, a significant percentage of Venezuela's 21 billion barrels of
probable and possible reserves of mostly light and medium crudes will be generated by
secondary and enhanced recovery efforts. These projeets have been successful in
increasing reserves and there is every reason to expect that future projects will continue
to yield similar results.

B. Production

Currently, Venezuela produces more than 1.7 million barrels of erude oil and
condensate per day, and its production capacity is 2.6 million barrels per day. 8/
Venezuela's average production costs are $2.85 per barrel and the average production of
its active wells is 115 barrels per day per well.

To meet the present and future needs of its customers, Venezuela plans to
maintain its crude oil production capacity above actual production as part of its normal
operational flexibility and to meet unforeseen contingencies. Moreover, if Venezuela

were to increase its actual production on a long-term basis, the country would maintain

its traditional flexibility and increase its production capacity appropriately.

7/ The 1986 Enhanced Oil Recovery ("EOR") Project Source Book has several
examples involving heavy oil fields in California: Kern River Field (60 percent), Brea
Linda Field (61.1 percent), and Midway Sunset Field (80 percent).

8/ Most of Venezuela's production capacity is centered in the Maracaibo-Falcon
Basin where 2.1 million barrels per day or 81 percent of Venezuela's total daily
production capacity of 2.6 million barrels per day is located. Venezuela's current
production capacity also includes 180,000 barrels per day in the Orinoco Qil Belt, in
which 970 wells have been drilled. The new discoveries in both western and eastern
Venezuela (see supra, p. 6) could contribute approximately 700,000 barrels per day to
Venezuela's light and medium crude oil production capacity. (Platts Oilgram News,
November 24, 1986, at 4.) Throughout all of Venezuela's producing areas, secondary
recovery methods account for 650,000 barrels per day of production or about 38
percent of Venezuela's current production.
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The Venezuelan oil industry can reach and sustain total production capacity,
regardless of the producing area or crude oil type, very rapidly (within 90 days). This
| capability can best explain Venezuela's ability to maintain and satisfy a variety of
customers, including its own increasing industrial requirements, as well as respond
effectively and efficiently to any supply emergency, on extremely short notice. There
are only a few countries in the world, such as Saudi Arabia, Kuwait, and Venezuela, with
this type of excess production capacity that ecan be brought into use at any time.
Furthermore, Venezuela has the single largest short-haul excess production capacity in
the Western Hemisphere.

Although heavy and extra-heavy crude oil constitutes a large proportion of
the current Venezuelan oil resource base, 62 percent of Venezuela's cumulative oil
production to date has been light and medium crude oil. 9/ This disparity between the
type of crude oil produced and the predominant type of crude oil which Venezuela
possesses is, among other reasons, the result of market demand. For example, the
Venezuelan oil industry produces and handles 51 types of crude oil which can be grouped
under four generalized commercial grades (heavy and éxtra-heavy 7.0° - 22.2° APl
medium 22.3° - 30.3° API; light 30.4° - 39.9° API; and extra-light 40° - 50°+ API). The

ecommercial grades of Venezuelan oil, as percentages of total production capacity, are as

follows:
COMMERCIAL GRADES OF VENEZUELAN OIL
HEAVY & EXTRA HEAVY 38.5%
LGHT 26.9% |
9/ To date, Venezuela has produced more than 39 billion barrels of crude oil from

40,000 wells.
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Combining light and medium crude oil, Venezuela's current production of

crude oil and the percentages that each type constitutes of the total mix, are as follows:

VENEZUELAN OIL PRODUCTION

Crude Type dJan. - Oct. 1986 Percent of Venezuela's
Current Production

Extra-Light/Light/Medium 1.32 MMBD 74

Heavy/Extra-Heavy .47 MMBD 26

TOTAL 1.79 MMBD* 100

* Includes condensate and natural gas liquids

MMBD = millions of barrels per day

Thus, given the distribution shown, any desired mixture of crude oils can be achieved to

satisfy even the most demanding market requirements.

C. Refining
Refining capacity in Venezuela totals 1,200,000 barrels per calendar day and

10/ Included in this capacity, which

is as sophisticated and advanced as any in the world.
constitutes two percent of the free world's refining capacity, is one of the world's largest

refineries located in Amuay, with a processing capability of 600,000 barrels per ecalendar

10/ In addition, Venezuela recently leased for a minimum of five years the refinery
located on the island of Curacao that Shell Oil Company had planned to close. This
refinery has a refining capacity of 320,000 barrels per day and is an important
producer of lubricant base stocks.
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day. 11/ Venezuela's refineries are currently operating at a 71 percent utilization
rate. 12/
As a result of an extensive upgrading program over the past several years,

13/ Venezuela's overall product slate, which had been weighted towards the heavy end of

the barrel, is now comprised predominantly of lighter produets. The yield of Venezuela's

refineries is as follows: 14/
Naphthas and gasoline 34 %
Distillates 31 %
Residual Fuel Oil 28 %
Others 7%

The upgrading program was intended not only to change Venezuela's overall
product slate but also to allow Venezuela's refineries to process a larger proportion of
heavy and extra-heavy crude oil. The upgrading of refineries which are able to process
more heavy and extra-heavy crude oil has been occurring throughout the world including

in the United States.

11/ By comparison, the largest refinery in the United States, which is owned and
operated by Exxon Corporation in Baytown, Texas, has a processing capacity of
400,000 barrels per calendar day.

12/  Like the rest of the world, including the United States, Venezuela has experienced
a reduction in refining capacity since the beginning of this decade. Venezuela has
closed fuur sinaill and inefficient refineries with a combined eapacity of 260,000
barrels per calendar day which constituted 13 percent of its refining capacity at the
time. In comparison, the United States similarly has shut down 13 percent of its
refining capacity over the same time period, while Europe has reduced its capacity by
21 percent, and Japan by 13 percent.

13/  See, p. 20 supra.

14/  Prior to the upgradings in the early 1980s, Venezuela's refinery yield was 20
percent naphthas and gasoline, 19 percent distillates, 58 percent residual fuel oil, and

three percent other.
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Finally, it should be noted that Venezuela's refining capacity of 1,200,000
barrels per day, or 1,520,000 barrels per day if the Curacao refinery is inecluded,
together with its recently upgraded facilities, provide Venezuela with the same type of

flexibility in its refining capability as it enjoys in its erude oil production eapability.

D. Investment
As a state-owned enterprise, the Venezuelan oil industry is concerned not
only with maximizing profits in the short-term but also with maintaining and inereasing
its capabilities, when needed, in the long-term. Because investment decisions made by
the industry are based on economiec criteria, the conditions of the marketplace at any

given time also play a fundamental role in these decisions.

1. Oil Resources and Production

Venezuela's interest in developing its resources is demonstrated by the
approximately $1 billion which has been spent by the State oil corporation since 1979 to
define the resource base of the Orinoco Oil Belt and to determine production,
transportation, and processing feasibility of the heavy and extra-heavy crude oil located

there.

During 1984 and 1985, the Venezuelan oil industry maintained a significant

level of exploration and development activity throughout the country. For example:

1984 1985
Seismic Surveys Undertaken 5,195 km 16,091 km
Development Wells 667 511
Remedial Workovers 1,267 1,349
Exploratory Wells 28 31
Investment in Wells and Infrastructure $1.5 billion $1.4 billion

In exploration alone, the oil industry plans to invest $1.2 billion between 1986 and 1990.
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2. Refining

The industry's upgrading program of three of its refineries was completed
over a year ago and cost $1.9 billion. Planned in the late 1970s, the upgrading was
undertaken not to increase total refining capacity but to alter the nature of the existing
capacity so as to provide greater refining fléxibility, to permit the processing of a larger
percentage of heavy and extra-heavy crude oil, and to enable the industry to meet
increased domestic demand for lighter petroleum products like gasoline. The upgrading
added 130,000 barrels per day of cat cracking capacity; 52,000 barrels per day of
alkylation capacity; and most significantly, a 47,000 barrel per day deep conversion
flexicoker at the Amuay refinery -- only the second of its kind ever built in the world.

It should be noted that current market conditions are such that, for the time
being, the industry has decided to postpone the construction of a 69,000 barrel per day
flexicoker at the Cardon refinery, which would have cost over $1 billion. Nonetheless,
investments in improving refining technology are still being made. Currently, for
example, the industry is involved, through Reciprocal Technical Assistance Agreements,
with several European and North American firms in developing and improving refining
technology for heavy and extra-heavy crude oil.

Venezuela may continue to upgrade its refining capacity, but it is unlikely
that actual refining capacity in Venezuela will be increased in the foreseeable future
because of Venezuela's decision to acquire equity interests in refining and distribution
companies abroad. Over the past several years, Venezuela has embarked on an
investment program in the downstream sectors of the world oil market. This program,
known as "internationalization", began in Europe four years ago and has expanded since

then. 15/

15/ Venezuela is involved in a joint venture with Veba Oel, which has an interest in
four West German refineries and a joint venture with A.B. Nynas of Sweden, which
provides Venezuela with a strong position in the European asphalt and lubricants
market.
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Recently, Petroleos de Venezuela, S.A. ("PDVSA"), the parent holding
company of the State oil corporation, purchased 50 percent of CITGO Petroleum
Corporation from its parent, the Southland Corporation. Under this joint venture,
PDVSA will supply 130,000 barrels of crude oil per day to CITGO and eventually may
supply as much as 200,000 barrels per da&. This joint venture encompasses not only
CITGO's 320,000 barrel per day refinery in Lake Charles, Louisiana (the United States'
ninth largest refinery) but also CITGO's pipeline and distribution system.

PDVSA is also in the process of negotiating the purchase of a 50 percent
interest in Champlin Petroleum Company's 160,000 barrel per day refinery in Corpus
Christi, Texas. Under terms of the letter of intent signed in April 1986, PDVSA will
supply between 130,000 and 160,000 barrels per day of crude oil to the Champlin
facility. PDVSA is also planning additional joint ventures in the United States and other

key consuming countries.

E. The Structure of the Venezuelan Oil Industry

The Venezuelan oil industry underwent nationalization in 1976 pursuant to
due process of law and with appropriate compensation paid to the former

concessionaires. 16/ Nationalization was an orderly process which maintained continuity

in the short-term and has resulted in an ever-improving quality of operations in the long-
term. For the past 10 years, the Ministry of Energy and Mines, a cabinet level
department, formulates and sets policy to assure that the nation receives maximum long
and short-term benefits from its oil resources. PDVSA is responsible for putting the
Ministry's policies into practice, and for supervising, coordinating, and planning all

aspects of the oil industry. PDVSA, one of the largest corporations in Latin America, has

16/ A dispute involving a guarantee fund that was set aside by the private oil
companies and certain tax elaims which the Venezuelan Government had against these
companies was resolved by agreement among all parties in the fall of 1986.
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$15.3 billion in assets, excluding crude oil reserves. The Venezuelan oil industry is
entirely self-finaneing and has not needed to borrow money in either the national or
international markets. The Venezuelan oil industry has over 40,000 employees with
approximately 60 percent enlisted in primary oil and gas production activities.

The State oil corporation is stx;uctured very much in the manner of major
international oil companies as the Government has sought to maintain and apply universal
techniques of professional management at all levels. It has three subsidiary operating
companies -- Corpoven, which amalgamated several other oil companies (C.V.P., Mobil,
Gulf, Texaco, Sinclair, ete.), Lagoven, which grew primarily out of Creole (Exxon), and
Maraven, formerly Venezuelan Shell Oil Co. They are each fully-integrated and engage
in all aspects of the oil business: exploration, development, production, refining,
distribution, transportation, and marketing. Operating under a private enterprise ethos,
these companies compete against each other with respect to productivity, cost
effectiveness, and, in general, the achievement of corporate objectives.

The industry prides itself on its efficient management. Corporate decisions
are based on purely economic and technical criteria. There is general political consensus
in the country to protect the State oil corporation's finanecial self-sufficiency and
professional management.

In addition to the three operating companies, PDVSA includes the following
subsidiaries: Interven, a recently-created subsidiary which oversees the
"internationalization" program; Pequiven, the national petrochemical corporation;
Intevep, a research and development company for the entire petroleum industry; Bariven,
the supply and procurement subsidiary; Carbozulia, in charge of developing coal reserves

for export; and Refineria Isla (Curacao), which operates the leased refinery on the island

of Curacao.
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IV. CONCLUSION

- Venezuela, being a stable and reliable supplier of oil to world markets,
ranks fourth among the world's oil producing nations with 55 billion barrels of erude oil as
official proved reserves and possesses what appear to be the largest expected and
potential reserves in the entire world.

- Venezuela is not only the second largest foreign supplier of erude oil and
petroleum products to the United States, but also has the largest short-haul ecrude excess
capacity in the Western Hemisphere and the third largest in the world.

- The internationalization program embarked upon by Venezuela has served
to strengthen Venezuela's oil trading relationship with the United States.

- The importance of oil to Venezuela's economic health and its ability to
meet its foreign debt obligations cannot be overstated. Taking into account how
dangerously low oil export revenues have fallen, it is certain that a further reduction in
the national income resulting from the imposition of tariffs or any other form of oil
import restrictions by the United States would make it extremely difficult for Venezuela
to honor its international financial commitments.

- Factors such as these, coupled with the reality that the United States will
have to rely substantially on imported oil to meet its energy needs, illustrate the extent
to which the respective oil and energy interests of the United States and Venezuela
complement one another. This complementarity of interests should be the basis for a
continued long-term and mutually beneficial oil relationship under fair terms of trade.

- The Government of Venezuela believes that the aforementioned elements
should be taken into account by the United States Government in assessing its energy

policies, particularly as they relate to national security.
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V. EPILOGUE: THE ECONOMIC PERFORMANCE OF VENEZUELA (1984-1986)

In February of 1984, President Jaime Lusinchi took office in the midst of the
worst recession since World War II. For four consecutive years, from 1980 to 1983, the
real gross national product (GNP) had decreased. In 1983 alone, real GNP declined 5.6
percent. At constant 1968 prices, real GNP in 1983 was 7.2 percent below the 1979
level. Per capita income had also declined. At 13.4 percent, unemployment was
exceptionally high. More than $20 billion of Venezuela's public and foreign debt matured
in 1984 and 1985, and no progress had been made to reschedule that considerable
liability. Oil export revenues in 1983 were almost 30 percent below the 1981 level. The
national currency, the bolivar, following more than 20 years of exchange stability, was
devalued for the first time, initiating a series of devaluations that took the official
exchange rate from Bs. 4.30 per United States dollar at the beginning of 1983 to Bs.
14.50 per dollar at the close of 1986. The free market exchange rate is currently around
Bs. 23.00 per dollar.

After taking office, President Lusinchi announced a new economie policy
aimed at reestablishing equilibrium in the foreign accounts and the national budget,
stimulating economic growth, rescheduling the foreign debt, and containing inflationary
pressures through striet austerity measures while at the same time reorienting public
spending. The first two years of his Administration was a period of adjustment. After a
slow down in the rate of decrease of the GNP (-1.4 percent in 1984), the economy began
to recover and real GNP showed a positive 0.3 percent increase in 1985. Although oil
export revenues dropped to $14.8 billion in 1984 and $12.9 billion in 1985 from a peak of
$19.1 billion in 1981, the balance of payments showed a considerable improvement and
foreign exchange reserves were raised to $13.75 billion at the end of 1985, $2.65 billion
more than in 1983. This was madg possible, among other reasons, by a sharp reduction in
imports which leveled off at around $7.3-7.6 billion after having reached $13.6 billion in

1982. However, the inflation rate remained relatively high at 12.0 percent, though
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somewhat lower than the previous year (12.2 percent), while unemployment declined to
12.1 percent in 1985 from 13.4 percent in 1984,

The period of adjustment was courageously endured by the Venezuelan
people who suffered from relatively high unemployment and inflation rates. But the
sacrifice paid off: in 1986, real non-oil GNP increased by more than 3.0 percent for the
first time in several years; the unemployment rate dropped to 10.5 percent and inflation
was held at 11.5 percent; agricultural output went up 6 percent, the highest rate in
decades; industrial production and manufacturing industries showed encouraging gains;
the construction sector experienced a 12.3 percent rise; and non-traditional exports went
up to $1.5 billion, 12.0 percent more than in 1984.

With economic indicators exhibiting positive results, the Lusinehi
Administration was ready to apply further policies with a view to strengthening long-
term economic growth as well as further lowering inflation and unemployment.
However, the sharp reduction in Venezuela's average export price of oil (from $25.89 per
barrel to $12.90 per barrel in 1986) forced the Government to devalue the currency by 90
percent in December 1986, after foreign exchange reserves dropped $3.9 billion and the
current account balance showed a $2.2 billion dollar deficit.

This significant drop in foreign exchange earnings, coupled with the
difficulties that Venezuela is currently facing in rescheduling its foreign debt under
terms that would not imperil economic growth, are issues of deep concern to the Lusinchi
Administration.

It has been underscored previously that Venezuela suffered in 1986 a 44
percent drop in the value of its oil export sales and that this level of income is more than
60 percent below the peak 1981 level. In a country as heavily dependent on oil export
revenues as Venezuela, the negative impact of such a reduction on all economic variables
is significant enough. But the deep concern of the Venezuelan Government goes far

beyond the consideration of the economic effect of deteriorating oil export revenues.
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Until 1986, the Government has been relatively successful in preserving an
acceptable standard of living for the Venezuelan people. It has been able to maintain
social stability at a high cost. Additionally, it has paid $6.0 billion of its external debt to
the foreign banking community in the last three years, at the expense of needed social
programs. |

If under these very severe adverse circumstances, the United States imposes
oil import restrictions of any kind, the Government of Venezuela feels that such action
would seriously damage its ability to manage the economy and would gravely hamper the
welfare and social stability of the Nation.

Moreover, the Government is concerned with the fact that in addition to the
purely domestic adverse effects mentioned above, similar consequences will result that
will have an adverse impaect on the financial and technical cooperation policies that
Venezuela, notwithstanding the current difficult economiec circumstances, has maintained
towards Central American and Caribbean countries. These policies illustrate the
coincident interests of Venezuela and the United States in this régard.

Venezuela's significant contributions to regional stability and well-being, by
such means as its oil-related finanecial cooperation through the San Jose Agreement, its
other financial and technical cooperation programs, and its human resource development
programs are all important initiatives that would be adversely affected as a result of the
establishment of oil import restrictions. In turn, this would be significantly and
dangerously damaging to the economic and social sectors in those countries receiving
Venezuelan aid, some of which are confronting delicate political situations, both
domestic and intra-regional, as is the case in Central America. If further unfavorable
factors are added to the political unrest existing in some areas of the Continent which
already face a critical soeial and economic situation, the potential for greater regional
political instability would increase. This would require a new and special consideration

and evaluation of the global scenario pertaining to the notion of hemispheric seeuritv



VENEZUELA'S KEY ECONOMIC INDICATORS

Foreign Exchange

Real GNP* Real GNP
(Exeluding, Oil Exports Total Exports Central Bank Reserves Unemployment Inflation

oil sector) Rate Rate

Percent change Billions of Dollars Percent
1979 1.3 0.8 13.7 14.4 7.70 5.2 12.3
1980 -2.0 -1.6 18.3 19.3 7.00 6.2 21.6
1981 -0.3 -0.1 19.1 20.2 8.60 6.3 16.1
1982 0.7 . ~0.4 15.7 16.5 10.00 7.1 9.8
1983 -5.6 -5.7 13.7 14.8 11.10 10.2 6.4
1984 -1.4 -1.2 14.8 16.0 12.50 13.4 12.2
1985 0.3 +0.6 12.9 14.2 13.75 12.1 12.0
1986 = N.A. +3.3 7.2 8.7 9.85 10.5 11.5

Source: Banco Central de Venezuela, Anuario de Cuentas Nacionales; Anuario de Series Estadisticas 1982; Informe Economico 1984 y
1985; Declaracion de fin de ano del Presidente del Banco Central de Venezuela, December 29, 1986.

*/ Expressed in constant 1968 Bolivars

**/ Preliminary
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Mr. Frank Carlucci
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The White House &b
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Querido Frank:
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