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The OPEC Price Increase

OPEC's decision to raise the marker crude price by an average

of 10% to $13.97/Bbl for 1979 falls within the 8 to 12% range fore-

cast by a number of observers in the last several weeks before the

OPEC meeting. Some prognostications had earlier tended towards lower

figures but escalated later, in large part reflecting the political

strife and oil production cutbacks in Iran, which began in late

October with almost instant impact on spot crude and product prices

in world markets. The OPEC price increase w i l l be phased in quarterly,

beginning with a 5% rise as of January 1, followed by increments of

3.8%, 2.3% and 2.7% respectively at the first of A p r i l , July and

October 1979. By October 1st the official OPEC marker crude price

w i l l be $14.54/Bbl, or 14.5% above the level at the end of 1978.

OPEC's adoption of quarterly increases, which were calculated to

achieve an average annual increase of 10%, was offered as a "gesture

of good w i l l " to assist the world economy "to further grow and...

support the current efforts towards strengthening the U.S. dollar

and arresting...inf1ationary trends," according to the official OPEC

communique issued at the close of the meeting. However, the impact

of the quarterly increases on these factors will probably not be

substantially different than if the entire 10% increase had occur-

red at the first of the year. Rather, it would seem that the move

to quarterly increases was motivated by the desire of OPEC countries

to reach a compromise agreement on 1979 prices, giving the price



hawks a 14.5% increase by the 4th Quarter which they may be able

to use as a base for next year's increases; and satisfying the

desire for a more moderate price increase by the doves through a

5% i n i t i a l and 10% annual increase.

The quarterly price changes tend to shift the large year-end

crude inventory b u i l d - u p which has regularly preceded the annual

price increase to smaller b u i l d - u p s at the end of each quarter.

The impact of this change on OPEC oil operations is likely to be

marginal. Whether future OPEC price increases will be phased in

quarterly remains to be seen. Probably, OPEC price decisions will

continue to be made on an ad hoc basis with their size, timing and

method of implementation being subject to negotiation among its

members and influenced by a host .of issues enmeshed with the polit-

ical/economics of world o i l . Probably the most important of these

in 1979 w i l l be developments in Iran and the value of the dollar

relative to other currencies.

It should be pointed out in this connection that the inter-

national purchasing power of the OPEC marker crude, relative to the

dol1ar-denominated price of export goods of the major oil consuming

countries, dropped by 18-20% between July 1977 (the date of the last

increase in the OPEC marker crude) and December 1978. The new marker

crude price should reduce the drop to 10-12% by December 1979, rela-

tive to July 1977, on the basis of projected 1979 inflation rates

and maintenance of the December 1978 currency exchange rates.
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If OPEC should decide at its December 1979 meeting to freeze

prices for 1980, which is currently the p u b l i c posture of Saudi

Arabia's Oil Minister Zaki Yamani, the OPEC marker crude price for

1980 w i l l s t i l l be 4.1% higher than the average 1979 level of

$13.97/Bbl because of the compounding effects of the quarterly 1979

increases. Similarly, a 5% increase effective January 1, 1980, with

no additional increases later in the year, would raise the average

OPEC marker crude price by 9.3% above the 1979 level. Thus, what-

ever OPEC decides for 1980 (short of a highly unlikely price reduc-

tion), the compound effect of the 4th quarter 1979 increase assures

a higher average price for 1980 than for 1979.

OPEC Crude Price Differentials

The OPEC communique on the Abu Dhabi meeting did not make any

reference to "official" action on adjusting price differentials among

OPEC crudes. As is generally known, however, discussions on this

issue did take place and within OPEC, three groups have been set up

to hold further talks.

In an effort to stimulate acceptability of heavier crudes by

refiners, OPEC countries are widening the price differential between

these crudes and the marker crude. The official sales price of Ara-

bian heavy crudes has been lowered by 10<£/Bbl and that of medium

crudes by 5<£/Bbl before the agreed quarterly escalation for 1979 w i l l

be applied, thus effectively widening the price spread between Arabian

heavier crudes and the marker crude. This will improve the relative

value to refiners of Arabian heavy type crudes. Kuwait has already
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followed suit. Nevertheless, the official sales price differential

from the marker crude is expected to remain insufficient to generate

significant new interest for this type of crude by refiners, barring

tightness in overall crude avai1abi1ity,of which more later. This

w i l l be particularly true in the U.S., where of course clean products

output is predominant and refiners have limited capability to process

heavy crudes. Moreover, many of the new small refineries which have

been recently constructed in the U.S., p r i n c i p a l l y because of the

Government's small refiner bias program, are designed to process

sweet crudes only.

The widening of the price differential between heavy and light

crudes was not unexpected. Nor is it surprising that Saudi Arabia

would be a prime mover in this regard in view of its restrictions on

Aramco's crude exports to a 65/35 l i g h t to heavy ratio. In 1977, when

the restriction was not in place, Aramco exports of l i g h t crude repre-

sented over 70% of its total. The restriction was introduced in 1978

to adjust the pattern of Aramco production of different export grades

to their underlying reserve base and production capability. It is

estimated that less than 50% of Saudi Arabia's total proved reserves

consist of Arabian l i g h t crude and much of the new reserves expected

to be added in the future w i l l fall in the heavy category.

OPEC's African sweet crude producers are apparently attempting

to apply the quarterly percentage increases to their official sales

prices. This w i l l modestly widen the price differential between these

crudes and the OPEC marker crude in the face of increased supplies of sweet
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crudes from the North Sea and elsewhere. However, the refiner margin

on sweet crudes is expected to increase sufficiently in 1979 to at

least offset this rise in the crude differential because of antici-

pated strength in clean product demand and prices during the year.

1979 OPEC Oil Production

The estimates of non-Communist world oil supply and demand for

1979, which are presented in this memorandum, indicate that OPEC

countries would have to produce about 31.8 m i l l i o n barrels per day

(MM B/D) of crude oil and NGL this year to satisfy world oil require-

ments. This production level is approximately 4% or 1.2 MM B/D greater

than 1978 production, and consists of about 31.1 MM B/D of crude and

0.7 MM B/D of NGL. When compared with OPEC's maximum crude producing

capacity of 36.5-40 MM B/D or its a v a i l a b l e capacity of about 33.5

MM B/D, which takes into account official government c e i l i n g s on crude

production,* the anticipated 1979 production level falls well below

both and thus can be easily met under normal conditions. However, as

is discussed below, oil market conditions are currently not normal and

may not return to normalcy for some time.

The Iranian Oil Interruption

The oil production cutbacks in Iran began, erratically at first,

in late October and culminated in the complete cessation of Iranian

oil exports by late December, with no present indication when and under

what conditions they w i l l start up again. The situation underscores

the political sensitivity of the world oil balance and obviously

*These ceilings are in force in Saudi Arabia (8.5 MM B/D), Kuwait (2,0 MM B/D)?
Abu Dhabi (1.35 MM B/D).



renders the presumption of normal market conditions inappropriate

for the time being. We have analyzed the likely impact on world oil

supply/demand, if no Iranian oil exports are a v a i l a b l e throughout the

first two quarters of this year, which, as of now, still appears to

be a pessimistic assumption. W h i l e world oil a v a i l a b i l i t y would be

very tight over this period, with spot market crude oil and petro-

leum product prices continuing to remain at high levels, a precarious

balance between supply and demand may be obtained if:

(1) Crude oil production in other OPEC countries can be
sustained at the h i g h level of about 29 MM B/D, reached
in November 1978;

(2) The shortage anxiety does not lead to widespread inter-
national hoarding practices.

During November 1978 Iranian oil production was 3.4 MM B/D, down

some 2.1 MM B/D from the month earlier. Increased output from Saudi

Arabia (+1.0 MM B/D) and Kuwait (+0.5 MM B/D) replaced about 75% of

the production decline. Aramco's crude production was almost 10 MM

B/D in November and w i l l have to remain at around this level during

the first half of 1979 for OPEC to sustain a 29 MM B/D crude produc-

tion level. In the absence of any Iranian exports i n d i v i d u a l produc-

tion decisions of the other OPEC countries would, of course, have to

be such that the remaining 19 MM B/D is supplied. The Saudi Govern-

ment may have to suspend (at least informally) its 8.5 MM B/D annual

production c e i l i n g in order for Aramco not to be held to a possibly

insufficient 7 MM B/D output c e i l i n g in the second half. The prospects

for a temporary lifting of Aramco's production ceiling would seem

reasonable since the present Saudi Arabian government would probably
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not wish to contribute, even indirectly, to a world crude oil

shortage, with all the attendant economic and political con-

sequences. It is not clear at this time whether the Saudi

production increase will permit continuation of the 65/35 split

between light and heavy crude exports, imposed by the government

last A p r i l , If nots the government would have to agree, at least

tacitly, to a temporary increase in the l i g h t crude oil ratio to

prevent a production constraint.

Typically, world oil inventories are drawn down during the

first quarter of the year, when demand is higher than the average

yearly level, and b u i l t up during the second, when demand is rela-

tively lower. Thus, for example, over the 1975 to 1977 period the

OECD countries have collectively reduced oil inventories anywhere

from 115 to 250 m i l l i o n barrels during the first quarter, and added

45 to 200 m i l l i o n barrels in the second. We estimate that OECD

commercial stock levels at the close of 1978 were about 2.8 b i l l i o n

barrels--a rather comfortable level--a portion of which can be

deployed to make up for the net impact of the Iranian cutback, which

is estimated to be 2.0 to 2.5 MM B/D, as well as support normal

stock drawdown in the first quarter. The resulting OECD stocks at

the close of the first quarter of 1979 would be around 2.4 b i l l i o n

barrels, an adequate level compared with historical experience.

The seasonal decline in world oil demand in the second quarter,

together with the assumed maintenance of OPEC crude production at

29 MM B/D, would permit stock levels to be increased generally in
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line with historical experience during that quarter. Consequently,

under our assumptions, the world oil market may be able to accom-

modate the "worst case" event during the first half of 1979, namely

a complete cessation of Iranian oil exports. Some additional supply

fle x i b i l i t y is also provided by government oil stockpiles, which

could be drawn upon if necessary or shipments now contracted for

which could be diverted to commercial channels, This would be par-

ticularly true for Japan. For the U.S., on the other hand, the

Strategic Petroleum Reserve would probably not be physically avail-

able for any significant drawdown until after mid-year.

Altogether, then, under our assumptions world oil demand could

be met but would be very tight, leaving no room for further "sur-

prises", and spot crude oil and product prices would remain high.

W h i l e this would probably not lead to an upward adjustment of the

OPEC marker crude price, suppliers of certain other types of crude,

particularly sweet crudes, may well raise their official sales prices

in l i n e with prevailing market conditions in the 2nd quarter.

It should be cautioned that our conclusion of no actual supply

shortage is based on the hypothetical assumption of "orderly" market

behavior throughout the period. In the real world, unabated contin-

uation of the Iranian calamity into the second quarter without any

early relief in sight could well cause the countries and/or companies

most affected by it to take action to secure supplies which could

undermine our projected precarious balance. If that were to happen,

the emergency sharing program of the International Energy Agency (IEA)
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might be put to its first test. However, as long as possible,

most IEA member countries are likely to prefer the allocation

system of the international oil companies, if only because the

IEA requires participants in its emergency sharing program to

reduce their domestic oil consumption by a specified percentage.

(The principal importers of Iranian crude are shown in Table III,

attached).

If and when Iranian exports start flowing again, they may do

so sporadically at first; and for some time they may be maintained,

for technical or political reasons, at significantly lower levels

than the 5 MM B/D average of the first 10 months of 1978. Thus, the

resumption of Iranian oil exports may not signal the end of the world

disturbances caused by Iran. On the other hand, if and when Iranian

oil exports do return to normal commercial levels, the surplus in

world oil supplies which characterized the first three quarters of

1978 is likely to reappear.

Non-Communist World Oil Consumption

a) 1978

World oil consumption outside the Soviet Bloc and China is

estimated to have increased 2.6% in 1978, compared to 2.8% in 1977.

(see Table I). The volume increase was about 1.3 MM B/D, with the

United States (up 2.2%) and Western Europe (up 2.7%) accounting for

57% of the increase, roughly split equally between the two, and

developing countries accounting for most of the remainder. The
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latter include the OPEC countries which have been showing average

annual oil consumption increases of around 15% since 1973. Japan

showed virtually no change in its oil consumption in 1978, pri-

marily because of sharp increases in the supply of other energy

sources.

The overall 1978 ^demand increase reflected a continuation in

the relatively strong rise in l i g h t products consumption--gasoline

and m i d d l e distillates — while that of the residual oil part of the

barrel may again have registered a fractional decline, as it did in

1977. Data a v a i l a b l e for the U.S., Japan and five major European

countries* indicate that during the first ten months of 1978, in-

land consumption of motor gasoline and m i d d l e distillates increased

3.6% and 4.9% respectively, while residual fuel oil consumption

declined 0.5%, compared with the similar period of 1977. Residual

oil demand has been negatively impacted by increased a v a i l a b i l i t y

of nuclear power in all of these areas and of domestic and imported

natural gas and LP6 in Western Europe and Japan.

b) 1979

We have forecast a non-Communist world oil consumption increase

of 3.0% in 1979, with increases of 2.1% in the United States, 3.2%

in Western Europe and 3.9% in Japan. The growth rates compared with

last year's are slightly lower for the United States, but signifi-

cantly higher for Western Europe and Japan. In the latter two areas,

the higher growth is anticipated in part due to a slowdown in the

*France, West Germany, Italy, United Kingdom and the Netherlands.
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rate of increase in gas consumption but also due to faster real

GNP growth, particularly in Western Europe in 1979.

Changes in Strategic and £ommercia;|-?>rnyentei;ry 'L'eyeJI_s_

We have adjusted non-Communist world oil consumption to arrive

at required oil supplies in 1979 by taking into account anticipated

changes in commercial stocks held in major consuming countries during

the year and additional crude oil imports, particularly in the

United States and Japan, for strategic storage. For the purposes

of this analysis we have assumed that the interruption in Iranian oil

exports w i l l not last long enough to affect anticipated normal inven-

tory practices for 1979 as a whole. Under this assumption, commercial

inventories are expected to show little overall change in 1979. In

contrast, government stockpiles are expected to increase during the

year at a rate of roughly 400 M B/D.

At the close of 1978, the U.S. Strategic Petroleum Reserve (SPR)

had almost 70 m i l l i o n barrels in storage, well below the 125 m i l l i o n

barrels targeted by the Government. An additional 30 m i l l i o n barrels

was planned to be acquired by the end of the first quarter of this

year. Assuming this is achieved and that an additional 70 m i l l i o n

barrels are imported into the Reserve in the rest of 1979, the average

SPR import rate for the year would be about 275 M B/D. This would put

170 m i l l i o n barrels in the SPR at the end of this year and leave 80

m i l l i o n barrels to be acquired in 1980 to reach the goal of 250 m i l l i o n

barrels by year-end 1980.
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During 1978, the Japanese Government stockpiled about 33

m i l l i o n barrels of crude and was planning to add another 15 m i l l i o n

barrels in the first quarter of 1979. All of the crude is in

"floating" storage, in VLCC's moored offshore. Recently, the Govern-

ment announced that it is reconsidering its import plans for 1979

in l i g h t of the Iranian situation. It o r i g i n a l l y planned to import

around 42 m i l l i o n barrels for storage in all of 1979, but is likely

to fall somewhat short of this goal.

Looking at a l l of the stock changes which occurred in 1978 and

are forecast for 1979, it is interesting to note that there w i l l be

a 900 M B/D stock swing between the two years. In 1978, 500 M B/D

were added to world supplies by drawing down stocks, w h i l e for 1979

we forecast stock increases of some 400 M B/D. Thus, the stock changes

alone w i l l account for about 38% of the total increase in world oil

requirements from 1978 to 1979.

Non-Communist World Oil Supplies

Non-OPEC oil production is expected to be 19.8 MM B/D in 1979,

about 1.2 MM B/D greater than it was in 1978. This increase w i l l

supply about half of the volume necessary to meet incremental world

oil requirements this year. OPEC w i l l be required to supply the other

half; its output is therefore to increase to 31.8 MM B/D in 1979

from 30.6 MM B/D in 1978.

Western Europe oil production is expected to increase by some

650 M B/D in 1979, with most of it coming from the United Kingdom

where production should average 1.6 to 1.7 MM B/D. U.S. oil production
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is expected to drop slightly in 1979 as lower 48 state produc-

tion declines are only partially offset by somewhat higher Alaskan

North Slope output. Mexico accounts for most of the rise in oil

output forecast for the Other Western Hemisphere. During 1978

Mexican oil output averaged almost 1.2 MM B/D; it is forecast to

increase by 0.3 to 0.4 MM B/D in 1979.

The U.S. has been increasing its oil imports from Mexico and

Western Europe at a, rapid rate as output has expanded in these

areas. During the first 7 months of 1978, for example, while total

U.S. crude imports declined 12.1%, reflecting increased Alaskan

North Slope output, crude imports from Mexico increased 65% (to 255

M B/D), from the United Kingdom, 115% (to 160 M B/D) and from Norway

130% (to 110 M B/D). Together these sources more than doubled their

share of U.S. crude imports from 4.1% to 8.8%. As additional output

from these countries becomes a v a i l a b l e , their shipments to the U.S.

are expected to increase, reflecting the close proximity of Mexican

oil and the premium value of low sulfur North Sea crudes in the U.S.

market. Consequently, the share of OPEC imports, particularly from

the Middle East, will decline over the next several years.

Last year, net oil imports from the Soviet Bloc and China to non-

Communist countries amounted to 1.0 MM B/D. This level is expected to

continue in 1979.
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TABLE I

NON-COMMUNIST WORLD OIL SUPPLY AND DEMAND,
1977 AND ESTIMATES FOR 1978 AND 1979

(Million Barrels Per Day)

Oil Consumption

United States
Canada
Western Europe
Japan
Other

Strategic Storage,
Inventory and Other
Adjustments(2)

Total Oil Requirements

Oil Supplies^

United States
Canada
Other Western Hemisphere
Western Europe
Other Eastern Hemisphere

Net Exports From
Communist Countries

OPEC Production

Total Oil Supply

(4)

1977

17.95
1.80

14.24
5.35

10.09
49.43

+0.73

50.16

9.83
1.61
2.20
1.43
2.49

17.56

0.90

31.70

50.16

1978

18.34
1.84

14.62
5.36

10.54
50.70

-0.50

50.20

1.00

30.64

50.20

1979

18.72
1.87

15.09
5.57

10.96
52.21

+0.40

52.61

10.21
1.60
2.98
2.35
2.64

19.78

1.00

31.83

52.61

% Change
1978/1977 ~ 1979/1978

2.2
2.0
2.7
0.2
4.5
2.6

4.9
-5.0
12.7
18.9
2.0
5.7

11.1

-3.3

2.1
1.9
3.2
3.9
4.0
3.0

4.8

-1.0
4.6

20.2
38.2
3.9
6.6

3.9

4.8

(1) Excludes processing gain and crude oil required for the Strategic Petroleum
Reserve (SPR) program.

(2) Includes U.S. SPR crude requirements, changes in commercial inventories, crude
losses and statistical discrepancies.

(3) Includes NGL's.
(4) Includes 560, 680, and 720 M B/D of NGL's in 1977, 1978 and 1979 respectively.
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TABLE II

OPEC CRUDE OIL PRODUCING CAPACITY, 1978

(Million Barrels Per Day)

Middle East

Saudi Arabia
Kuwait
Neutral Zone
United Arab Emirates
Qatar
Iraq
Iran

Year End 1978
Sustainable Producing Capacity

Petroleum
Intelligence
Weekly

11.
3.

50
00

0.68
2.50
0.65
4.00
6.97

29.30

Central
Inte l l igence
Agency

10.40
2.60
0.60
2.38
0.60
3.00
6.50

26.08

Africa

Libya
Algeria
Nigeria
Gabon

2.50
1.22
2.40
0.25
6.37

2.30
1.08
2.30
0.22
5.90

Other

Venezuela
Indonesia
Ecuador

2.40
1.80
0.22
4.42

2.60
1.70
0.22
4.52

Total OPEC 40.09 36.50

NOTE: Producing Capacity is defined as maximum sustainable production for
"90 days without1'regard to government restriction" by PIW and for
"several months" by the CIA. It should'be noted that the difference
between the two estimates is more judgmental than definitional.
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TABLE III

SELECTED COUNTRY IMPORTS OF IRANIAN CRUDE
OIL, 1977

(Thousands of Barrels Daily)

Iranian
Imports

Iranian Share
Of Total Country
Crude Imports" ~

Austria

Belgium

Denmark

France

Germany

Italy

Netherlands

Portugal

Spain

Sweden

Switzerland

United Kingdom

Subtotal

22

142

55

201

312

286

307

24

183

36

13

256

1,838

16.4

20.5

37.4

8.6

16.1

14.5

23.5

20.3

23.6

12.9

15.9

18.4

16.4

Canada

United States

Japan

Australia

Subtotal

114

525

813
19

1,471

17.2

8.0

17.8

18.8

12.4

Total 3,309 14.3
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