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INTRODUCTION

In the e:rly 1970's, the oil revenue per barrel obtained by the
0il producers began to rise culminating in the large increases
registered in the last gquarter of 1973. The impact of this
increase in o0il price, and the subsequent large increase which
occurred in 1979 had an enormous impact upon the oil producers
and the world in general although one may debate the extent to
which the impact on some of the o0il producers has been real

rather than illiusory or short-term rather than long-term (1).

The present conventional wisdom is that the decades of the
eighties and nineties will see more of the same at one level or
another (2). The purpose of this discussion paper* is to turn
that conventional wisdom on its head and argue exactly the |
opposite, namely that the value of oil revenues during the decade
of the 1980's will decline sharply in real terms and that this
will generate forces which will have an impact on the Arab oil
producers at least as great as the impact of the increased revenue
during the 1970's, and these forces in turn will have significant
implications for the future of the international oil market and
the price of oil.

The argument underlying this assertion can be divided into three
parts. First, it is necessary to show that real oil revenues
accruing to the Arab oil producers will fall sharply during the
decade. To do this it must be shown that the o0il price will stay
constant in money terms until the late 1980's which, with
continuing inflation, means a fall in real terms. If some of

the arguments used to support this view are taken to their logical

conclusion then in fact it would be reasonable to expect the money

This paper was presented to the Middle East Centre at the
University of Durham in early December 1981, and again at

an Energy Seminar at the University of Surrey in January

1982. The author would like to thank members of both seminars
for their comments and suggestions.
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price to fail. *  However, for the price to fall in real terms

is sufficient for the development of the argument. Second, it

is necessary to show that the Arab 01l exporters will be unable

to cope with this decline in revenue. ToO achicve this it is
necessary to examine the impact of a constant money price of oil
on projections of government consumption expenditure and imports
in order to deduce the implied budget deficit and balance of
payments deficit and from this argue that, apart from some crucial
exceptions, by the middie of the decade many of the Arab oil
exporters will effectively 'run out' of money. Third, it is
necessary to show that this will create forces vhich will gener-
ate problems and tensions within the Middle East which will in
turn spill over into the international 0il market. To do this

the paper examines one possible scenario, namely that the situation

Gescribed could lead to a change of govermment within Saudi Arabia.

A ma jor problem which occurs when an attempt is made to overturn
any conventional wisdom is that to have an impact, the argument
often has to be either overstated or stated in extreme terms.

As far as possible the paper tries to avoid this, but almost
certainly in parts fails.

A final general comment is necessary. While the paper sees the
outlined future to be discussed as probable, nothing is certailn.
Therefore the purpose of writing the paper is to provide a warning.
Without Goubt it would be better for the Arab world to avoid yet
further disruption and upheaval. In enumerating why such an
upheaval may arise, it is inevilable, at least implicitly, that
means of taking avoiding action emerge. It Is in this spirit that

the paper has been written.

The paper was formulated in September 1981. Since then, the
weakness in the oil market has resulted in a general reduction
in money price of crude, in some cases even at an official level.
At the same time in an interview given by Sheik Yamani in Middle
East_Economic survey (MEES) Vol. XXV, No. 14, he indicated that
saudi Arabia would do nothing to defend prices. However, it is
not clear whether this meant what it said or whether it was
merely a ploy to create a bargaining position in the event of

any emergency OPEC meeting. Rumours of such a meeting emerged

in the second week of February.




The puper is divided into three parts.. The firet part examines
the future price of oil by setting the market context and then
€Xamining SUpply and demand side factors. The second part
examires the impact of declining resl o0il revenue upon the
economies of the Arab countries and the implications for the

0ll market, Finally, the paper examines a recent development in
Saudi Arabia in relation to the Structure of the armed forces
which suggests thét the stability of oi2 Supplies from that
country could be Vulnerable.

The world price of ©0il is determined by the interaction of supply
and demand in a market context., OfF ccurse this does not preclude
the impacy of political events or the perceptions and objectives
0f governments in the process since these merely Change the shape
and position of the supply and demandg Curves. XNor is it in any
way suggested that the market Operatesg necessarily under compet -
itive conditions. Two Oother statements are required to Clarify
further the context. First, it is assumed that apart from g
Couple of times early in the seventies, OPEC has been unimportant
in determining the world price of 011 and this situation wil]
Ctontinue (3), This, at least for most people, is now ro longer
part of the Conventional wisdom and for some never was.

prices and will take action to encourage it. The formation and
execution of Saudi Arabia's oi1 policy involves very complex
interacting Strands of short-term and long-term objectives (4).
The ¢fficial policy line has since 1973 been what may be described
@s the 'noble oil] argument'. Thig argues that the substitution

©f 0il &s an energy source is a 'good thing® because it enables
the oi} {R be used in more productive activities, i,e, greater
value addedl, hotably petrochemicais. Thus o0il prices should be

|
\
|

f
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set Lo encourage the reduction in the use of o0il as energy.
Phis portrays the policy mukers as selfless and as men of long
vision. The a priori arguments for expecting all policy makers
to be like everyone else i.e. selfish and short-sighted, are
considerable (%), If o0il is substituted for by other energy
sources it would lose much of its importance in international '
trade since very little crude is used in petrochemicals. R
0il lost its importance, so would Saudi Arabia whose population
of around 5 million would put it alongside Rwanda and Upper Volta
in the league of great powers. Since Saudi Arabia's very pre-
eminent place in world affairs stems from the role of oil in
international trade, it is very difficult to believe that they
would encourage this move away from oil. Apart from a degree of
pqliticél cynicism, the argument also makes a great deal of econ-
omic sense given the size of Saudi Arabia's oil reserves. At
present production levels, these reserves give it a very long
life indeed as an oil producer. Even considering the long-term
future, conservation in Saudi Arabia is hardly an issue when the

size of the potential is considered.

Since early 1980, there has been a surplus of oil in the market
which has exerted a downward pressure on prices. Where prices
have not acceded to that pressure the result has been a sharp
decline in output which of course, at the end of the day, has a
similar impact upon revenues. The results, for OPEC, can be seen
in Table 1. 1In 1981 OPEC had an installed capacity of 40.0
million barrels per day (b.d.) and a sustainable capacity of

34.3 million b.d. In July 1981, OPEC was producing at ©2 percent
of sustainable capacity and in October - normally a high demand
month because of seasonal factors - this had fallen to 53 percent.
0Of the OPEC countries, the worst hit were the Arab producers,
thus in October Qatar was producing at 50 percent, Algeria 60
percent, UAE 52 percent and Libya 29 percent.

This downward pressure on prices was the result of a sharp decline
in demand coupled with the action of Saudi Arabia in the mainten-

ance of her production levels (both of which will be discussed in

In the USA, for exampie, about 7 - 8 percent of oill consumption
goes into petrochemicals.
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OPEC Crude 011 Production and Capacity

(million barrels per day)

Hﬁmwmwwmgw mzmﬁmwﬂmemw wHOQﬁOWHODN maogﬁnw%03w
capacity capacity July 1981 October 1981
Algeria 1.2 1.0 0.7 0.6
Ecuador 0.2 0.2 0.2 0.2
Gabon 0.2 0.2 0.1 0.1
Indonesia 1.8 1.6 1.6 1.6
Iran 6.9 4.5 1.4 0.85
Iraq 3.8 3.5 .9 0.85
Kuwait 2.9 2.5 1.0 0.8
~Libya 2.5 2.1 0.7 0.6
Neutral Zone 0.7 0.6 .3 *
Nigeria 2.5 2.2 0.8 1.1
Qatar 0.6 0.6 0.4 0.3
Saudi Arabia 12.5 10.5 10.0 8.2
United Arab Emirates 2.6 2.4 i.4 1.25
Venezuela 2.6 2.4 1.8 1.7
Total 40.6 34,3 21.3 18.15

* included in Saudi Arabia and Kuwait

Note: installed capacity includes all aspects of crude o0il production, including not
only actual preoduction but processing, transportation, interim storage and loading
terminal capacities as well. Sustainable capacity denotes the maximum level of
production, again of the total system, that can be sustained for at least several months.

SOUKCE: 13 Energy in the 1980's: an analysis 2+ Petroleum Economist.
of recent studies. E.A., Deagle, Jr.,
B. Mossavar-Rahmani and R. Huff. . . .

. Group of Thirty, New York 1981 _




detail later). The next stage in the argument is to examine
what assumptions are needed to show that this situation of a
downward pressure on prices will continue throughout the current
decade, bearing in mind the bbjective of this section of the
paper to show only that money prices will stay constant. These
assumptions can best be outlined within a supply and demand

framework.

Supply side assumptions

There are two broad assumptions. The first is that the energy
supply situation during the decade (excluding OPEC oil) will be
a continuation of the experience of the last few years. The
second assumption is that if there are any changes on the supply
side, these will be in the form of pressures to increase supply

and therefore reinforce the downward pressure on price.

The present energy supply situation is characterised by three
underlying sub-assumptions. First, the paper assumes no supply
disruptions of a major type along the iines of the Iranian
revolution. At this stage in the analysis, this is more of a
simplifying assumption rather than an expression of expected
events since the paper will go on to argue that the tensions
which will be generatéd by the falling oil price will lead to

such a supply disruption.

The second assumption which underlies the 'business as usval’
assumption on the supply side is that non-OPEC cil together with
non-oil energy sources will contirme to increase in avallability
in line with recent experience. Tabie 2 indicates what this
experience has been and that there is nothing particularly dar ing
about expecting the experience to continue since progress has
been fairly modest. For example, non-oili energy supplies grew
at 2.3 percent per year between 1974 and 1980 while non-OPEC

oil grew at 3.4 percent per year petween 1974 and 1981.

At first sight there is a fundamental contradiction in this
assumption since if the real price of o011 is expected to fall,
then the supply response should be the opposite i.e. & reduction

in the availability of both oil and non-oil energy supplies. 1




Energy Supplies

* Based upon annualizing
the figures for the
first half of 1981.

+ Defined as the amount
of o0ll required to
produce the eguivalent
electricity in an oil-

fired plant.

0il production 1974 1981% Ccompounded
(million b.d.) annual %
increase
OPEC 3C.7 24,0 -3.5
Non-0PEC {excluding 16.5 20.8 3.4
Communist Bloc)
World (excluding ’
Communist Bloc) 17.2 44.8
World {exciuding
Communist Bloc)
Non 0il Energy
Scurces (MTOEI)2 1974 1980
Natural Gas 837 875
Coal 830 1,001
Hydro-Nuclear® 356 502
2,023 2,378 2.3
SOURCE: 1. petroleun Economrist

2. BP Statistical Review




would suggest four reasons to solve this contradiction,

IFirst, there exists in the system what may be termed a
ciugoishness of perception., In other words once an idea is
implanted it takes a long time to change that idea. For exampleo,
it is this author's belief that the increases in oil prices in
1973 were not really taken seriously by the consumers until later
in the decade since they were regarded as the result of an
aberration” which would last only a short tine. Unfortunately,
apart from a priori theorizing there is, as yet, no hard evidence
on this view. However, if this sluggishness of perception exists,
the fact that oil prices may fall will take some time before it

begins to affect investment decisions.

Second, there is still perceived to be a very heavy premium being
placed upon politically secure sources of energy and this will
remain. This goes some way to explain why it is the Arab members
of OPEC which have been hardest hit by the decline in demand as
can be seen from Table 1.

A third reason why falling oil prices will still lead to increased
non-OPEC energy supplies concerns the ‘bygones rule'. Since the
middle of the seventies, there has been very heavy investmeni in
developing alternative enefgy sources. or exumple, witness the
large-~scale investment undertaken in the area of internationelly
“traded coal (6). Once this fixed investment is made then the
production decision hangs upon covering only variable costs which
in most energy projects are relatively small. Therefore the
price of crude would have to fall a very long way before such

projects become uneconomic to the point of close-down.

Finally, the economic rent in oil prices is still large by any
standard. Therefore the price could be very considerably shaded
before this rental element ceases to be attractive. To what extent

this will operate does depend however on the extent to which

This t*aberration' was in fact OPEC which was thought to be
acting like a cartel and therefore would eventually crash

restoring oil price levels to those of the 'good old days'.
Henry Kissinger was a major contributor to the peddling of

this view.
} -8 -
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of the Irag-Iran war. At a rough estimate, given maximum
production by both sides, this could add some 7 million b.d.

to the supply side of the eguation. To put this in perspective,
in the first half of 1981 total OPEC production was some 24
million b.d. Clearly this would have an enormous impact upon
the oil eguation. The likelihood of this depends upon three
factors. The first factor concerns when the war will end and
here one prediction is as good as another (8). Second, how much
daumage has been done to the fields and again no-one can be sure
what the answer is, although it 1s worth remember ing that it is
a long-standing Bedu tradition that raiding parties may kill the
men, burn the houses and steal the women but they may not cut
down the date palms. The final guestion is how soon full
production could.be reached. Clearly reconstruction reguirements
will need maximum production and already there are signs in Irag
that the government is seeking assistance frow the international
0il companies. Even in Iran the official press has been talking
in terms of taking a 'pragmatic view of oil policy' after the
war (9). On this basis production could increase very rapidly,

particularly if the companies were given attractive terms.

The third and final pressure on supply could be from developments
in Mexico. There are indications that the Mexican potential in

0il and gas is very large indeed and earlier estimates, which

were thought to be overstatements, now appear to be understatements
(10). Of course much depends upon the willingness of Mexico to
produce and export but the revenue presgsures could be encrmous.

The short-term impact of this could be to remove the United States

from the world oil market as a demander of crude.

If any or all of these three 'reasons’ translate intoc reality
then it is almost certain that the money price of crude would fall.

These then are the supply side assumptions which will underlay the
analysis. They ére fairly conservative and probably represent
almost a consensus of probability. The more controversial
assumptions are on the demand side.
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Demand side assumptions

The central demand side hyputhesis is that the demand for oil
in general and Arab oil in particular, will probably stay at
arcund the 1980 level throughout the decade of the eighties and
may well decline further. This arises in a sense because the
ability of the industrialised countries to adjust to the new
high price energy era has been grossly underestimated. The
general picture is given in Table 3."

The sub-assumptions upon which this central hypothesis is based
are outlined below. '

The Key assumption and the most controversial is that a large
part of the decline in oil demand is as a result of a fundamental
structural change in demand in response to higher prices rather
than in response to the recession experienced in the OECD
countries. Furthermore, that a large part of the structural
chance in dermand to date is in response to the rise in oil

prices in 1973-74 rather than to that of 1979 which has yet to

be worked out in further changes 1in energy conservation in general
and 0ll conservation in particular coupled with an irreversible
change in output structure.

The reason that this assumption is controversial is because it

is seeking to explain a phenomenon which is of very recent origin
i.e. dating from 1979~80. As a result hard evidence to prove or
disprove the case is not yet available. Even if factual
information were available it would still be difficult to

separate the income effect from the price effect and then separate
the 1973-74 price effect from the 1979 price effect. Consequently,
the realism 6f the assumption is based on instinct backed by
selective evidence. Instinct can be wrong and to prove a case

by selective example is often misleading, which is why the

assumption is controversial. Nevertheless there is some evidence
to support it.

There are clear signs that the falling consumption has accteler-
ated in 1981. OQECD Quarterly 0il Statistics show that OECD net
0il imports in the first half of 1981 fell by 15.8 percent
compared to the first half of 1980 while net oil imports in 1980
vere 12.5 percent down on 1979.

- 11 =~




TABLE 3

ZOHHQ*OHH Demand

(Million barrels/day)

% shares a)

1975 1976 1977 1978 1979 1880 1975 1980
Uusa 15.3 16.4 17.2 17.5 17.1 15.6 35.1 32.8
Canada 1.6 1.6 1.6 1.7 1.7 1.7 3.7 3.5
W. Europe 12.4 13.2 13.1 13.5 13.9 12.9 28.4 27.2
Australia 0.7 0.7 0,7 0,7 0.7 0.7 1.5 1.5
Japan 4.5 4.8 5.0 5.1 5.1 4.7 10.4 9.8
Industrialised countriles 34.5 36.7 37.6 38.5 38.6% 35.6 79.1 74.8
Latin America 3.2 3.3 3.6 3.9 a.1 4,2 7.3 8.7
Africa and Mideast 1.8 2.1 2.3 2.6 2.7 2.9 4.0 6.0
Indian sub-continent 0.6 0.6 0.7 0.7 0.8 0.8 1.4 1.7
Non-industrialised countries 6.9 7.4 8,3 9.0 9.5 g.8% 15.8% 20.7%
Total inland demand 41 .4 44,1 45.9 47.5 48,1 45 .4 94.9 G5.5
Bunkers 2.2 2.3 2.3 2.3 2.2 2.1 5.1 4.5
Total world demand ‘ 43.6 46 .4 48,2 49,8 50.3 47.5 100.0 100.0
* Excluding USSR, East Europe and China. SQURCE: Petroleum Economist

Also excluding refinery use.

+ Owing to rounding, these sub-totals do
not match the sum of items listed.

a) Calculated from precise filgures not
shown here.
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At a macro level, the evidence is based around what has
happened to the output/energy consumption ratios in various
countries. For example, the Eurostat Statistics show that for
the EEC while GDP rose by 1.3 percent between 1979-80 with
industrial production falling by 0.7 percent, total energy
consumption fell by 4.5 percent. However, even more convincing
evidence comes from examining the output/oil consumption ratio
for specific countries. The evidence for Japan is shown in
Figure 1. What this shows is that in 1980 each kilolitre of
crude oil produced 43 percent more GNP than was the case in
1974. Japan is an important example because throughout the
period there was no deciine in GDP therefore the decline in oil
' consumption is entirely due to a price response, although the

output structure has changed.

hnother example is given in Figure 2 which shows the ratios for
the UK. While this indicates limited success in reducing total
energy use as measured by the GDP/Energy consumption ratio it
shows that reduction of o0il input per unit of GDP has been far
more successful.

I1n addition to this macro evidence there is a growing body of
nicro evidence to support the argument for a fundamental change
in the demand structure. For example in Japan, between 1973-80
the per unit energy cost of steel fell by more than 12 percent
while the oil input per unit of output fell by 43 percent (11).
Cement in Japan tells the same story with a fall in per unit
energy input of 32 percent over the same period (12). A similar
example from the United States concerns aluminium smelting where
primary aluminium smelting can now be undertaken with up to one
third less energy (13). Many other such examples could be cited
(14). At the same time there has been a move away from energy
intensive products largely as a result of design changes. For
example, a concrete structure can now be made with one tenth of

the concrete used in construction ten years ago (15).
The paper assumes that this process of reducing the energy
intensity of output will continue over the decade for two reasons.

The first concerns the relationship between the price of crude
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Japan GNP/0il Consumption Ratio
(49 (1974) = 100)
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2. 0il consumption - miliion kl. oil product imports
have been excluded but there is no evidence to
‘suggest much change in the balance between crude
and product imports. In 49 (1974) product imports
in value term was equivalent to 7.0% of crude imports
in 55 (1980) the figure was 9.0%.
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FIGURE 2

U.K. GDP/Energy Ratios lst Q 1974 = 100
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and the preduct price to the final consumer. It is only in

Lhe last few years that governments in the consuming countries
have switched to the view Lhat Lhe best way to encourage moves

ta conservation in the area of energy is by means of the price
moechanism. Afler the 1973-74 crude price increases, government s
Lried to cushion the consumer against increasced energy costs in
tihe bellef that the prlcn elagticity of demand for 0il products
was close to zero and higher energy prices would merely aggravate
inflationary problems. This cushion was provided by allowing the
~onsumer government tax take on 0il products to fall (16)., This
can be seen from Table 4 which shows that between 1973-77 con-
sumer government tax take fell on average for the typical product
parrel from 48 percent of the final price to 36 percent. However
during 1977-78 and after, views altered probably as a by-product
of the growing popularity of 'monetarist'* ideas with the result
that governments began to increase their tax take on products,**
This is quite clearly documented in the IEA Publication 'Energy
Policies and Programmes of I1EA Ccountries'. For example, Table 5
reproduces the recent 1ist of tax changes from the 1981 public-
ation. The conseguence of this is that while the real price of
crude will fall, the real price to the consumer will be
maintained. This tendency will ke strengthened as demands for
balanced budgets in government ‘gain ground and governments seek

more sources of tax revenue.

The second reason why the paper asserts that the demand structure
for energy will continue to change concerns the present recession.
The recession will speed up the change by the following mechanism.
During a recession the productive base is 'shaken out' - some

might argue positively rattled to pieces in a UK context. This

Used as a political rather than an economic categorization.
* %
Let me here nail a popular economic fallacy. Increased tax
takes by the producer qovernments represent value added
{(albeit because of an increase in the rent element) and
therefore increase that country's GDP. - Increased tax take
by the consumlng government is a transfer payment and there-
fore does not increase the GDP. The former therefore is a
net benefit to the country while the latter is not unless one
goes on to argue along the iines of the impact upon trade
restriction.
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