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Foreword

There ean be little doubt that the price of oil will remain
the single most importnnt'influcncelon cconomic growth and develop-
ment at least in the medium term. Increases in oail prices of the
magnitude experienced in recent months require difficult adjustments
in international economic relatiens as wealth is transferred on a larpe

scale from importing countries to cxporters of oil.

The two papers included in this discrssion document represent Lwo
very different views of the future course of oil prices. They were
originally presented at a seminar in energy economics at the University
of Surrey in mid-January and have since been revised in the light of the
ensuing discussion. George Ray, Visiting Professor of,Lconomics at
Surrey and Senior Rescarch Fellow of the National Institute of Economic
and Social Rescarch argues that OPECs power to control prices‘and
production will gfbw and that because of upward pressurcs on demand
and the difficulties, technological and environmental, faced by sub~
stitute enerpy forms, the 1980s are likely to witness further massive
oil price increasvs. Chris Rowland, Shell Resevarch Tellow at Surrey
believes on the contrary that recent price movements reflect changes
in the structure of the 0il market and will have little effect'on the
long run brice of oil. In a tightly argued paper he highlights such
factors as surplus production capacity, economic limits to stockpiling,
changes in the spot market and the threat of increased nuclear powe T
availability in the 1990s, which are Tikely to moderate or cven reverse

the trend in oil prices.

In presenting these contrasting views to a wider andience we hape
to highlight some of the major unresolved issues in the Tuture develuop
ment of the international enerpgy market as well as to stimulate further

discussion and analysis.,

David Hawdon

Department of Economics
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0il : prospects for the mid-1980s

by
G.F. Roy®

Any sssessment of the supply end price outlook for crude oil mﬁst stert
with reascnable assumptions, the most important among them being: normal
conditions, excluding wars, political uphenvals, ete., in other words, 'busincss
zs usual'., However, what is 'business as usual' in the world of c¢il? Wwowld it
be 'normal' to exclude some kind of politicel upheaval (A la Iran or otherwise)
between now ard 19857 It would probably be considered unrealistic if some
unexpected event -~ and the list of possibilities could be quite long ~ éid net
further complicate the present status quo, complex as it already is, in the cil
trade in general and within OPEC in particular,

The posted price of the ‘marker' Arabian light crude, which rose moicstly
from £1.80 & varrel in 1970 to $2.47 in 1972, jumped in two iz-istulm'ems o $11.60
in 1974y by 1978 it was $13.60, equelling & state sales price of $12.70. The latter

18.-~ in the second half of 1979 after events in Iran, and in December, just

way ¥
belore OPEC's Carscas mecting, it was raised to $2L.--, The marker price has
lost some of its earlier relevance with the introduction of the 'dusl’ {vbut in
fact rather unregulated) pricing system: the estimated sverage OPEC price in 1678
vag $13.09, in November 1979 it was almost $21.--, and it is probagly $27-28 now.

Thus the inercase during 1979 was about 100 per cent,

These jumpy increases have little to do with inflstion or the 'real' price Cr
even the § rete, although these are of relevance and also make useful excuges.
itiey have been detailed in order to support some basic features which secn

uneveldable when attempting to assess the medium—term future, nemely:

- CGPEC bas so far heen efficient, serving ils menbers well., Despite the
diverging intercsts of itg mcmbc‘slstﬂmming from different situations
{rescrves, population, political set-up, objectives, etc.) end disagreements
(¢.4. 'duadl' pricing) there is el present every reascn to Lelieve that OPLC
will be in existence in 1985, possibly cnlarged by new members (Merico is a

distincet candidote).

*ifls is on porsonal asscessment, not necessarily shaved by BIESK.



- OPEC has heer {ixing the price in the past: its-members will cortinuve teo do
50 by 1985 too. 1In 1978 some 90% of crude and refined oil in vorld tradc
originated from OPEC, ‘This proportion will not change more than mercinaliy

by 1685,

- Within OPEC the dominating force is OAPEC (A for Arab) and within OAPEF L
"hawks' are gradually gelting the upper hand.  The moderating inpact of
Baudi Arabia has been weakening - sce the dual pricing and the premiun
charged by others. Wwe expect this at least to remain as it is, bubt it may

possibly worsen {i.c. become more hawkish),

1t follows that OPEC can turn the taps on or off, practically as its interest
dictotes, in order to keep the parket tight. Its members have lesrnt a numbor
of lessons; it is unlikely that the 1977 oversupply position (leating to

vignificant discounts) will be repeated and they know by now thel is the

;a.

market 1s there ihey can carn more noney by producing' less than by produc

+
a

e
rore.  find "the market is there'...
:

In the given market situation, to which I return below, it appears unlikely
thet OPEC will be satisfied with adjustments correcting the present price
Ter inflation and/or the rate of the US dollar (which may be éropped as its
bace truding currency ).,  The period of such 'minor conpolaljon prizes' ey
Le over; the Likelihood is mere for major increases st unforeseeeble interwe

though possitly with minor adjustments in the interim periods .t

Giver these basic features of the CPEC side of the merket, it is hardly worth
gUing inte great dotail on olher aspucts of Lhe encrgy picture. |
aspect notl covered hore is the finnneind side: whut is going Lo happen Lo Lhe iy

CEEC surpluses?  Phis is o very imporiunt point bul I am not going inte it nov., )

Assuting that the limits sel ab ! he Tokyo summit nre kept Ly Lhe "L ceven!
CECD countries with regard to dmperts; that Woest Furopenn o1l productics oxeuods
200 millien tonnes by 1685 (90 millien tonnes in 1978) including the UK {up to
more then 130 million tonnes from 23 million tonnes in 1978); that US production
can be improved and output elsewhero (Mexino, ete.) also rajsed - in other werdg,
teing eptimistic in all these divections - demand for OPEC o1l will neverthelenn
rise tecause of threc factors: higher demand from LD, from Pastern Puvane
(which wiil provably receive reducing quantitian Yrom tle USSR), and OFET's own

consumpiion will also rise.
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The eacy measurcs of conserving crerpy and substituting coal or snything
else for oil have generally already been carricd outs 4 lot more can Le done in
both areas but these measures are either unpopular, affecting people'’s way of
life, or require a long lead time, Such as ihe creation of new energy hases, or
fundamentally altering major cnergy-consuming technologies., What remaing in the
immedinte future is the attempt to reduce energy use by raising prices and
taxation. Covermments fighting inflatien appenr to apply thesoe measures rather
CaUtiDUSnyﬂﬂlthUiTSUCCQSS'i&PVObably limited in any case since final uners are
locked in thelr existing equipment, appliances, cars, houses (and habits). Users
may go some way towards cconomising with energy, but not too far. They either
carnot, or are not willing to, go further, and would rather pay more. Alter oll,
given that inflation affects everything else, energy is s5till not &s excesszive in
relative terms to the final consumer as it is to any country's import %ill.

The substitute energy sources sll strugle with difficultics, spart from the
long lead times. At the present price of oil of arourd $28 a barrcl, some of
them might be competitive with oil in ereas wvhere oil is technically replaceable.
but coal usage seems to have limits in general, or requires major fnvestment in
those specific areas where it could replece oil {e.g. power stations) and al:housh
is evidence of this happening, at present it is a slow process, still on =

e
ennll scale.

Ruclear energy is an obvious possibility (where it replaces oil ratbor Chen
conl) but it takes ten years to commission a piant - il pudlic opihion permits it
at all. To produce liquid fuel from oil sands or shiale has already been sturted
on & tiny seale and presents cnormons cnvironmental pretlema, Coal pasification
15 8 poessitility (it hes been going on in Scotland on an experimental scale with
technologicsl - though probably not cecnomic ~ success). To produce liguid fuel
from coal is very expensive as yet (only South Africa can afford it - and it has

te, for well ¥nown reasons).

ALl other possidle methods - including those not listed, such as wind/wave
power, tidal schemes, more progrescive nuclear projects such as 'fast' or fucicn
reactors, ete. - are struggling with some coambination of three mnjof chstaclen:
technology, cost, or scule., Their leehrelogy is not developed, indeed, somo of
them have not ever progressed beyond the laberatory ctepe; thedr eotimateod
investment and running costs are very high; and the problem of ceale i a
particularly important onc: small scale productionngy be welcone locully (v, o

windmill supplying o farm) but not have much effect on Lthe general crerpy poslilon,
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Thus, the energy situation around 1985 is unlikely to be very different fron
that of today. There will be minor shifts among the distribution of primary
energy sources; with the share of o0il going down, and total energy <demand relative
to output will be smaller, but tctaﬂ demand will nevertheless grow, as will worid

demand for oil (slower than enecrgy demand) and demand for OPEC oil (even slower).

It should be made quite clear that by 1985 the productive capacity will exist
to satisfy foreseeable {(and even somewhat higher) demand for oil. But to heve the
capacity available snd to actually exploit il are two different Lhiings: this 1o

where OFEC "market-tightening" operations will come into the picture,

Whilst an energy scarcity to the extent of limiting output 1o beleow the likely
£=3 per cent annual growth in the OECD ares is not expected {though in case o ury
really mejor culamity it could not be avoided) and in this scence Lhe views preusnton,
here may be considered relatively optimistic, the expectation concerning price

;
development is much less so. This is because of thé monopolistie price-cebtiing
yower of OPEC, '
3

There will be only two factors limiting the price-maximising effort of OPIC
(since no surprises on either the demand or the non-OPFC supply side arc expeertiel),
First, it will wish to avoid the collapse of the Western economing, which would menn
the loss of its market and its financial assets. Second, it wili probably tollow
closely the price and cost relationship between its oil ana any po§sible stbstitutes
(This letter factor is a double~edged sword which may ndd to the internsl
controversies in OPEC since if o technological breukthrough occcurs or any new
energy source appears promising by 1985 those with large reserves may wish to
retain the competitiveness of oil, whilst others with a shorter reserve 1ifetime

ney have the objective of cashing in whilst the running is still good.)

Given the uncertainties, the forecasts in the following table present threa
slternalive versions for the 'real' change in the price of crude oil, us will su
three slternatives for world inflaticn. (For convenience, these are 'palred!
resulting in only three alternatives; more combinations are possible.} The tulle
has been prepurcd before the December increases and thercefore shows o FRO0 prive
that has already been overtakeon by events. The cteep Decenber 1979 rise hes,
LQWUVUY: Leen connldered gu one of the "gumps’ wmentioned nbove and mey Ltherelore
not elter the "1985" cupectations. The table is in two main parts, showing paost
prices and forecnsts for Arabian light crude and for the OPRC average which has
recently started to deviate from the ‘marker! Arsbian light (Lhe differcnce now

is 10% and this hes been retained in the Torecast).
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‘Arabian Haht' OPEC cverapn
. — - J b s e i e e+ e CUN Crepatd
Curreat Relative Current T Kelative prices of
privets: privett pricerm e 1omannlaiures

1972, . .. .. - 2,47 - 247 255 2.5% 160
T 3.27 273 .. .. 120
L 11.53 7.93 .. .. 156
19I5 . L L 11.53 .03 . .. 164
1976, . .. L L. 12,38 746 . . 106
.. o L 13.33 : 7.45 .. .. 1
1978.. .. .. .. L. 13.66 6.66 14.03 . 6.87 205

K L 12.70 6.20 13.00 ! 6.39 265
WL L e 15.97 6.85 18.62 | 759 233
1980, .. L. L L. 20.50 8.0 25,40 { 9.92 256

, .
C19850 A L L L 30,40 8.85 37.50 10.95 343
- B .. .. .. 40.20 10.70 49.80 E 13.25 376
, c .. oo 5310 12.90 65.90 ! 16.60 412
Avwendd por cons

. CHan e

-k L L L 33 18 1 1% i
1978-30 .. .. L. L. 27 134 - 30 25 12
198G-85 A L. . L. L. 8 - 2 H 2 . 6
B.. oo L 14} 6 _ 143 6 3

C.. 24 10 ' 21 : In w

Scurce: Stavisrical Arpeetiv, tablzs 21 and 22, NILSR estimates and caleuliiions.
(o} B902-TE posied prices, 1978 85 siate sale Prices.
tb) Telative to export pres of nupufaciures shown in fast celumn,

{3 A and Cas,ume the wsere annual chan

! ) ovs indicated bedow Jor rclative ol prices, combined with the assumed changes shown in the
EXPQIL Phces of manut.oiured goods.

(From Natioral Institute Economic Review, November 1979, p.ho.) !

The three forecasts for the change in the real price of crude cil reflest

the Tellowing views:

A: A very modest increese of 2% a year; if the above is the right description
of the power position of OFEC (which I believe it is}, this is an ebsolute
minimun. It would be unrealistic Lo consider it as more than the lcwer

exirewe of the likely renge.

. B: (% eanual rise; this I consider the central forecast. Of course, there willlbe
ro neat, graduel increase - price rises will come in spurty. (Tt would net
b

Le surprising if & rather long 1ull came row in the oil market, but 1t would

ret make me change these forecasts. )

L)

This is the other extreme - 0% & yeur reletive rice; hawkish, Lut oot

b

“lmpossible.



Although the table shows all this iy srent detns’ (perhops tou great}, for

casler handling here is a summary.

Guide to the forccasts for 1G85

The price of Arabien light was $12.70 = barrel in 1978; it was £18.-- in Lovember
1979:

. . A{a) . . . o

1T inflatien und the oil price the current 1985 wnd Lhe GPRO

is (%) ... relative to price of Arrh%nn averasge price
inflation rises (%) ... 1light crudelb ($ per vorrel)

will be ($ a about ...
barrel) sbout ...

(A) G 2 30 38
(r} .8 6 Lo 50
(C) 10 10 53 e

(a) UN export prices {unit values) of manufucturcd goods,

{b) The OPLe average 15 about 163 Bigher i enel Case.,




0il Prices in the 1980s: an Alternative View

by

C. Rowland#

Commentators on world oil affairs are increasinply taking the view

that recent (since late 1978) oil price rises will typify the oil market
in the 1980s and beyond. A strong, monopdlistic and unified GPEC is
forecast to dominate oil supplies in the face of an escalating oil dermand,
pushing up- prices without concern for the cffecct on the West and un-
constrained by competition. These beliefs are questioned in this note,
where the difficulties recently experienced in the oil market are scen
as short-term problems, as problems of restructuring and reorganising oil
trading patterns, and as problems that are not relevant, for medivm and
long term forecasts. This note argues that oil price forecasters should
not’ attach too much importance to recent price rises and should mor be
misled by (what is only) a tewmporary chaos.  Except for short-term price
changes, oil supply and demand are the relevant {actors for price
determination,  The lusL.duundu sitw some dramatic chanpes to the considorat jenn
entering supply decisions, and the oil market's structure at Lhe end
of the decade is very different to the structure at the beginning ¢f the decade.
These changes are sketched in the first section which finds that, despite

. the scale of the structural differences, the consequences for pricqs are
much less radical. An attempt to explain current high prices, by
reference to the problems of transition between market structures, is
piven in the next scction. The brief comments on the prospects for the
1980s end the note with an alternative view of the 1985 crude oil price.
At one extreme rising real prices pushed up by infrequent jumps is possible;
at the other cxtreme a moderate deciine in real oil prices 1s not ruled
out. The projected central scenario though shows considerably less real

growth than a more popular view,

Fhe New Considerations Fntering 011 Supply Decisions

The key change to world oil affairs that started in 197374 and is

only partially completed now, was the shift of power and control over

¥ This is a personal wicw, Intentionally optimiscic and provocative.



production rates away from the oil companies to the producing country
governments. The overall volume of oil trading was not greatly affected
but the channels of trading between producers and consumers were, with,
much less oil channelled through the companies. This tends to affect the
crude oil price by causing a once~and-for-all price increase with little
effect on the longer-run trend for oil prices to converge on oil's

full resource, replacement cost, value (as quantified fn appendiz ). The
structural shift changes the distribution of supplies, the control

of depletion and the main beneficiaries from o0il production; but although
a new set of considerations have entered decisions in the oil market,
long-run prices will tend not to be affccted.

]

As depletion decisions are no longer determined by the companies
so depletion decisions are no longer driven by the profit incedtive.
Instead decisions may be taken on national interest grounds. The popular
view is that this will lead to decreased oil supplies but this misses
a significant issue, A depletion decision on overall supplices is not
needed = maximum econemic recovery is undoubtably desirable - however
decision on whether to produce now or whether to produce later must be
mzde. Moreover it is far from clear that delaying production would
enhance  the national interest. 011 prices and revenues may rise
initially but the strong, longer-run, consequent demand and income
contractions in the West would lessen future revenues as well as
harming OPEC invested surpluses. OPEC must not only be concerned about
thie collapse ol the West but also about shocking the Hesre 10 ts even Too
certaln that the producing countries can act together and atfect oil
supplies. Observing the inability of OPEC uo stop the decline in real
01l prices from 1974 to 1978 (which was only halted by internal unrest
in Iran) and the more recent scramble to raise prices, producing country
governments scem reluctant to follow OPEC policies. Comparcd to the
pre~1970s domination of the 0il market by the seven majors, current
0oil supplics appear to be less monopolistic! FEven if slower rates of
depletion were pursued, this impliecs a jump in oil prices and not a
higher rate of price increase in the future, For if supplics were cut now
the surplus capacity in the mid 1980s would tempt producers to raise output,

thus undermining any pressure for fast growth in prices. Basing Jecisions



on natienal interest arguments may cause 4 once—and-for-ull price
rise, but the trend for prices to couverge on resource costs is

unchanged,

Along with national interest arpuments, political considerations
have become more prominent in oil depletion decisions.  Some of the
producing countries have imposed (and will probably continue to
impose) destination embargos and refinery limitations for their crudces.
While this may create chaos in the short-run, the imposed restrictiouns
are likely to be fairly stable and the oil that is free to move can
compensate and alleviate any bottlenccks. So there way be some shortg—
run pressure on prices before the bottlenecks are eased, but lenger=run
prices will be unchanged. Similarly some OPEC States have shu%n
an increasing desire to further political goals by tampering with
output plans. Such tampering might impair field cfficiency and raisc
costs, but since the Middle East price-cost wargin is so Lavourable thore
should be no impact on prices, Indirectly if supply cutbacks are imposed
prices might tend to rise forcing the West into recession before the
enerpy balance is re-equilibriated. Supply cuthbacks thouph affeet the
producer as well as the consumer. Reduced cutput would severcly and
immediately reduce the producer's revenues, and a rapid economic decline
would start. Tn the long-rua, as the West secms more favourzbly placed
to cope with changes, a cutback would probably be more detrimental
to the producing country., A lonpg-run cutback for political reasons is rather
unlikely. The producing countries, though, could easily accommodate
shorter temporavy cuthacks,  Withouot plans to maderaice the impact of o
sudden supply shortage the West would be prone to such short political
disruptions. Trices might then rewain inflated for a number of years.
However, the West does seem to be formulating plans (sece the stock building
argument on page 11 ). The advent of political considerations in depletion
decisions may imply instability in short-term prices, but not a change

to the leng-run propseccts for the price trend,
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More recently, religious factors have becowe tmportant in
decisions on depletion - not only because of the Ldeological changes that
are associated with a strict Moslem régime, but also because of any
internal unrest that would probably predate a dramatic chinpge of povern-
ment.  The implications for oil supply are atworst only a temporary
loss. Even strict Moslem leaders do not appear to despise internaticonal
trade in principle; they have no objections to oil revenues and will
probably be reluctant to delay the production which yie?dé the finance
necessary for societal change. This is especially true if political
instability increases in the Middle Iast, as consequent arms requirements
can be expensive. likewise a new répime will be keen to establish its

leadership quickly and will be looking for imhediate sources of Lasiy,

ol
18

Furthermore the long-term viability of imposing a strict Mosldim réeime

on a country geared to economic progress may be questioned.

These characteristics of the new world oil structure seem unlikely
to alter the medium and long~term supply outlook, nor the prospects
for price growth. The world oil market has moved from one set of
institutional procedures to another set that is radically different,
But although the new structure embodies new considerations in oil decisiou-
making, a radically different supply profile is unlikely. UHowever,
the changes are dramatic and the process of change itself led to transitional

pressure on the demand-supply balance (and on prices).

Problems of Structural Change

In the short—term oil prices may diverge from the dictates of
devind=supply balance, This has always heen true as 1t 1y a conseqgueney
of the ]agé and lead times involved in any energy demand or supply chanze,
Nuring the peviod when the majors quoted and set prices thouph, the majoers'
parent country povermments sanctioned price climges and ensurcd that rhe
trend for slow oil price growth was implemented smoothly. Since 1973/4
this sanctioning power has been lost and price rises have tended te occur

discretely and Jerkily. This does not alter the long~run price trend,



obut actual prices tend to flucluate much more warkedly around the trend.
Generally the price instability will be exhibited Ly movements Loth
above and below Long=run prices; recently though there bave been

temporary pressures to keep prices above the trend.

First, since the shift of production decisions to OPEC countrices
the international 0il companies have become concerned about their
long~term access to oil and secuirity of supplies. Tn this transitional
period the companics have heen prepared to sacrifice profits in order
to keep their operations intact, and have been willing to pay exorbitant

|
prices for oil in an attempt to avoid the decline im their r8le inherent
in the new market structure.. If a company's o0il production division
earned (windfall) profits then their profits could have bheen éreater -
if it made a loss then the loss could have been reduced ~ by adapting
its size to its new cirucmstances immediately., Sooner or later though,
competitive forces will constrain oil compianies to be more concerned
about profits. 1In the long-tun companies cannot sacrifice profits and

the pressure on prices should easc.

Second, during the transition period therc has been a loss
of flexibility in oil supplies.  Pruduction can no longer be controllced
to balance short~term demand movements. lIostead the full brunt of
cquitibriating nmst be through prices, A cushioning force has been
lost and, in an cra of dramatic change  the OPEC countries have been
able to raise prices quite fiercely. fThe West though, is repaining the
flexibility by stockpiling, and once stocks arc accumulated the orEe
countries will find short-term price manipulation much harder. That is
providing the West is not over-reluctant to destock - an over~reluctance
that probably exaggerated the pressure on prices late in 1979. Tor
example, destocking ninety days of net imports would be sufficicnt to
cancel out a supply disrtuption cquivalent to all Iranian oil output
for a period of probably up to a year (assuming a 50% minimum working
inventory). With proper use of stocks the toss of flexibility is only

tempornry and the problem should not lasc.



Third, the past few yecars have witnessed a lot of pressures
en the spot market {and a lot of attention has heen devoted to some
high spot market prices). So long as companies are concerned about
their aceess to oil they will be willing toaverape out prices and
high spot market prices should be expected. But as averaging oub is
not in the companies best long-term interests this pressure should ease.
Also we have already noted that in the transition period prices perform
the bulk of short-term equilibriating, In fact, amongst the different
types of prices none are as free to move as the spot market price
and so it is this price that is likely to vespond most violently,
Furthermore the smaller the spot market is, the pgreater the price
response must be,  But as the spot market's share of oil trade grows,
and as {lexibility is achieved elsewhere in stocks, spot prices should

stabllize closer to the long=-run price trend.

Fourth, there have been some perverse economic effects in the
transition to the new structure. For example, the wide disparities
in cil prices may have ralsed the average price. Consider the effects
of the extra one million barrels per day produced by Saudi Arabia
in the sccond half of 1979. Usually one would have expected this extra
0il to have dampened price increases. However, the bulk of it went to
ane of the few companies with enough oil for their own needs (the Aramco
creup), and althouph the additional oil could have been re-traded, thus
increasing supplies and holding prices down, this outcome was not
feasible. TIf Aramco had moved the oil to the spot market the company
world have received @ much higher price than the price it paid for the
oil - inciting charges of profiteering and Jeopardising its long-term
aveess to Saudi Arabian crude. Aramco’s alternative was to stockpile the
additional oil, thus thwarting the moderating price effect. Again this is
enly g shovt-term problem, a problem of the trinsition not of the new

structure.outlined in the first section,

Prospects and Projections

These are the types of short-term transitional problems that can be

blumed for causing high oil prices. But how long will the transition




perio& persist?  Over the next few years the forces of supply and
demand suggest a less gleoomy outlook for oil prices. Increasing
output from Mexico, Norway and the UK should add at least one million
bavrels per day to supplies. On the demand side US 01l consumption
does seem to be falling now that real domestic consumer prices have

risen, and as recession in the West is fwminent an oil plut is likely.

The cutlook for the medium term and beyond is not particularly
bleak. 0il supplies are only now bepinning to show the incrcased pro-
duction from fields which were made viable following the 1973/4 price
risc. China appears to have accepted large scale offshore oil develop-
ment and the potential for less conventional oil seurces (for cxample
the shale deposits in Venczuela and North America) is huge. Fears
thas Russia may become a net oil importer in the 1980s scem unfounded
since the Soviets have started oxportinh to Rumania recently.  Becontrol
of US oil prices sheuld moderate US oil demand by raising douestic
prices, and it might even induce oxtra supplics.  The future is likely
to sve much wore gas traded and much more nuclear power, which will
offser the dominance of oil (and OPEC) in encrgy affairs,  And although
subgtantial new nuclear is unlikely before the mid 1990s, the threat
to OPLC revenues from a large nuclear programme may be enough to
maderate OPEC price demands in the 1980s: a large nuclear Programue
becomes much more socially acceptable in the West if the alternative
is subservience to OPEC. The oil importing nations have
cventwally  realised  that oil price risces are unlikely
te he vroded by infiution; Phe Wese is begimming to PUTHGE
slowver  coconomie provth, and volicies are cmerging Lo help the

switch to an era of high curergy prices and a broader energy mix.

These arguments support projections for an average of

crude oil prices as follows:
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1980
1981
1982
1983
1484
1985

Crowth in nominal OPEC average oil price Anticipated Tuflation

N ok bl e s 5

Within oll consuming countrivs

T T it et AT St e, Wb e i = 38 =1, pmim e

(7 per annum)

Gentral = Migh - Lo
20 20 20 i1
8 15 -7 8
7 7 7
5 7 5 6
7 7 7. "6
7 25 7 6
¢
OPEC AVERAGE 011, PRICE
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Central Fstimate Range Central Estimate Ranpe
1980 25 - 25 -
1985 15 29 to 44 26 1 e 32

It is true that the 1970s saw some dramatic changes in world
oil affairs and some dramatic upwards movements in oil prices., How-
ever, there 3s no reasen to suppose that a rapid rate of real oil price
growth will be associated with the emerging new market structure.
Instead recent high oil prices can be explained by the pressures inherent
in a period of transition, pressures which should case once the new
system of oll trading iy established.,  Tn the medium-torm and beyond
a central projection should show oil prices converging on oil's full

resource, replacement cost, valye.
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APPENDIX 1

The full resource, replacement cost, value of oil is roughly

reflected by the costs of alternative energy sources:

Energy Production Costs® (1980 § per barrel of oil equivalent)

: Middle East 0il ' 0.3 - 1.2
v Indigenous Coal (US) 3 - 6
Nuclear Input Break~Even Value*# 8 - 13
North Sea 0il _ 8 - 14
‘ Imported Ceal (NW Europe) .9 - 16
Indigenous Coal (NW Europe) 12 - 17
Liquefied Natural Gas Imports 12 - 27
Liquids from 0il Sands 17 - 29
Low Btu Cas from Inﬁigenous Coas (US) 22 ~ 29
Liquids from Shale : 17 - 41
Synthetic Natural Gas from Indigenous Coal (VUS) 27 - 41
Liquids from Coal (US) 35 ~ 43
Liquids from Imported Coal (NW FEurope). 35 -, 51
Biomass (crops grown for fuel) as liquid 35 -~ 70+
Solﬁr ltot Water (on site, 35 degrees latitude) 58 ~. 152+

* Excluding taxation, refinery, storage, transmission and distriburion
costs,
#%  The fuel input cost required for fossil-fuelled plants to produce
clectricly at the same cost as nuclear stations,
PR Source: Shell, "World Energy Prospects', October, 1977, updated

by major energy corporations (spring 1979) and inflated into
1980 prices.



