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NON-COMMUNIST WORLD OIL SUPPLY/DEMAND
1981-1982 By Quarter

(million barrels per day)
1982

1981

1

Quarter
2
3

Annual
4 Average

1

Quarter
2
3

Annual
4 Average

Demand
United States
Other
Total

16.8 15.5
32.8 30.2
49.6 45.7

15.8 15.9 16 .0
29.7 31.6 31 .1
45.5 47.5 47 .1

15.9 15.1
31.9 30.0
47.8 45.1

15.5 16.5 15 .7
29.8 32.0 30 .9
45.3 48.5 46 .6

10.8 10.7
12.4 12.7

10.7 10.7 10 .7
12.2 12.5 12 .5

10.7 10.6
13.1 13.2

10.6 10.5 10 .6
13.3 13.5 13 .3

24.9 23.2 20.9 21.1 22 .5 21.8 22.4
48.1 46.6 43.8 44.3 45.7 45.6 46.2

22.9 23.5 22 .6
26.8 47.5 46 .5

Supplies
United States
Other*
OPEC Crude
Required
Total

Commercial/
Strategic
Inventory Change -1.5

0.9 -1.7 -3.2

-1.4 -2.2

* Includes net Communist exports and OPEC NGL.
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1.1

1.5 -1.0 -0 .1
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A specter is haunting petroleum producers, investors and royalty
recipients, both private and public: the possibility that crude
oil prices might fall significantly in nominal (quoted) dollar
terms during the next 12-18 months. On a global scale, such a development has not been seen since the late 1950's when the international oil companies adjusted prices downward from the the record level reached during the first Suez Canal crisis. In fact,
it was in protest to that price reduction that OPEC was founded
in 1960.
The view that another major reduction is in the offing is by no
means shared by a majority of oil analysts. Most experts still
believe the odds are against it—but much less so than just six
months ago. And a growing minority among them is now actually
predicting a decline in the nominal price of oil. Investment
considerations are clearly affected by these widely publicized
changes in perceptions of the near-term strength of world oil
prices. In the following pages we propose to analyze the factors
underlying these changes and draw some conclusions.
Let us start by looking back at the year just ended. Since the
OPEC countries accounted for slightly more than 50% of total nonCommunist World oil production in 1981, OPEC prices clearly determined the trend (though not always the exact level) of world
oil prices. Last year the weighted composite nominal OPEC crude
oil price dropped from about $34.80/bbl. at the beginning of January to $34.00 at the end of December. However, on an average
annual basis the composite OPEC price rose again last year, as it
has in every year since the early 1970's.
COMPOSITE OPEC CRUDE OIL SALES PRICE*
$/bbl

1973 1974
2.84 9.76

1975
10.66

1976
11.77

1977
12.88

1978
12.93

1979
18.67

1980
30.87

1981
1982
34.45(E) 33.6(E)

* Annual average at official export prices.
As the table above shows, OPEC's average nominal price increased
by 11% last year. In terms of international purchasing power, the
increase was probably only slightly less, since, outside the
U.S., the year-to-year increase in the inflation of the industrial countries' export prices was offset by a 9% appreciation of
the dollar vis-a-vis other currencies. Thus, despite a 17%, or
4.5 million b/d, drop in OPEC crude production in 1981—due entirely to lower export demand--the organization as a whole succeeded again in increasing the real unit export value of its oil,
following the dramatic increases of the two previous years. In
assessing OPEC's future ability to protect its terms of trade,
this feat should be kept in mind.
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In 1982 the situation will obviously not be as favorable, even
under the organization's own official strategy adopted last October in Geneva and reiterated in December at Abu Dhabi. Following the adjustments decided upon at Abu Dhabi, the current
(mid-January) composite OPEC price is slightly under $34/bbl. If
this price remains frozen throughout 1982, reflecting official
OPEC policy, the group's nominal price will drop by about 2.5% on
a year-to-year basis. By itself this could hardly be described as
a price "break". But inasmuch as the export prices of the OECD
countries are expected (according to the latest OECD Economic
Outlook) to rise by 7% in 1982, while the U.S. dollar is likely
to reverse itself and register a slight decline in its exchange
rate relative to last year, the purchasing power of a barrel of
OPEC oil appears to be destined for significant reduction in
1982. This would be reminiscent of 1978 when OPEC kept nominal
prices virtually unchanged from the previous year in the face of
rising inflation and a declining dollar exchange rate.
But those who forecast a decline in OPEC prices or are concerned
about the growing odds for such a development are not talking
about a drop just in real prices or a minute downward adjustment
in nominal prices, nor a decline in spot prices which account for
less than 5% of total international oil transactions. What they
have in mind is a significant actual reduction in nominal OPEC
sales prices. The most frequently quoted near-term prediction
seems to be in the $6-$7/bbl. range for the OPEC marker crude,
with other crudes dropping accordingly.
In our view, there is a logical inconsistency in this prediction.
The present OPEC prices are not determined primarily by market
force but by a producer country cartel led by Saudi Arabia, whose
position may be termed as that of the price leader within an oligopoly because of its overwhelming and self-acknowledged role in
determining world oil prices in either direction. The cartel function of the other OPEC members, at a minimum, is simply to support OPEC's floor price, effectively set by Saudi Arabia in the
form of the OPEC marker crude. So far, no OPEC member or other
major oil exporter has ever challenged that floor price on the
downside. All intra-OPEC price arguments regarding the marker
crude have been about whether and by how much to raise it above
the prevailing level.
Saudi Arabia has a clear and repeatedly stated public commitment
to maintain the agreed OPEC marker crude price and a persuasive
record of taking this commitment seriously. Since no other major
oil exporter has been or is currently trying to undermine the
OPEC marker price, a break in the OPEC price structure could only
occur if Saudi Arabia were to lose control over its pricing ability. In that case there would be no reason to assume that Saudi
Arabia would be successful in establishing another floor price
just $6-$7 lower. The current marker crude price does not reflect
the interplay of market forces. It certainly does not even remotely reflect production cost. Furthermore, most of the readily
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available excess producing capacity is in the Persian Gulf area
where incremental production costs are by far the world's lowest.
Finally, even a sharp price reduction would have a very limited
short-term upward effect on demand, given the well established
fact that in the short run, price elasticity of oil demand is relatively low. Also, if prices were really to decline substanttially, a number of importing countries might impose new taxes or
fees to prevent an upsurge in demand.
The point of all this is that if Saudi Arabia were to lose the
ability to support its present marker crude price, the resulting
price drop could well be a lot steeper in the short run than most
of the recent price decline forecasts assume. OPEC's awareness of
this potential downward spiral if the price does not hold may
well be the strongest single factor in maintaining collective
support for the current marker crude price. For, within the time
span under discussion, a decline in this price could occur only
if some of the major OPEC oil exporters were to start competing
with each other in disregard of the OPEC price agreement, by lowering their prices in order to increase their respective export
earnings. If this exercise snowballed, which would be likely, its
end result would be substantially lower export earnings for every
OPEC member than before the price erosion. All OPEC oil ministers
know this and Dr. Al-Chalabi, the organization's respected chief
economist and Deputy Secretary General, succinctly reminded them
of it at a recent OPEC seminar:
"The history of OPEC price administration indicates that
producers' control of pricing is successful only inkeeping the minimum price, under which, in terms of oversupply, producers are not permitted to sell. This is how,
during 'glut' periods, OPEC was able to maintain its
price floor by allowing its production to follow the
downward swing."
One may argue that, notwithstanding the avowed intention and
clear self-interest of all OPEC members in supporting the marker
crude price, an unexpectedly sharp drop in exports may create irresistible domestic political and/or economic pressures in some
OPEC countries to raise export earnings, even at the expense of
cartel solidarity. Obviously, such a possibility cannot be ignored. There was intra-OPEC price competition on a very small scale
during 1975-1978, and currently Nigerian light oil, at its reluctantly approved official OPEC sales price, is "underselling" not
only the other African producers but, more importantly, the OPEC
marker crude price, based on the respective values of these
crudes to refiners in Europe and the U.S.
Nevertheless, it is our view that during the period under consideration here the $34/bbl. marker crude price will hold and that
other OPEC prices will retain their existing relationship to the
marker crude price within fluctuations of no more than 2.0%-2.5%.
Specifically, Venezuelan and Persian Gulf heavy crude prices
might drop by $0.50-$0.75/bbl.
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One reason for our view has already been explained: OPEC's awareness that lack of support for the agreed floor price could lead
to a potentially suicidal galloping price drop.
The other reason is that our world oil supply and demand analysis
for 1982 does not indicate that OPEC prices will be under excessive further downward pressure. As the table on page 2 shows, the
demand for OPEC crude oil was at its lowest in the third quarter
of 1981 and will rise steadily from then to the last quarter of
1982 when it will be 2.6 million b/d, or 12.4%, above the 1981
low point. These projected requirements for OPEC crude are based
on the relatively conservative assumption that world oil demand
will continue to decline throughout the first nine months of
1982, relative to a year ago, and will show only a modest increase in the fourth quarter, reflecting the combined effects of
economic recovery and lower real oil prices. Our projection also
assumes that oil supplies from non-OPEC sources will rise by
700,000 b/d in 1982, or slightly more than last year. Finally, we
assume the extraordinary inventory reduction which has reduced
the need for new oil supplies by about 1 million b/d since last
June will have ended by March or April.
We have not made a supply and demand projection for the first
half of 1983, but we assume that world oil demand will be higher
than during the very depressed comparable period of the current
year. Together with the absence of extraordinary inventory to be
drawn upon and an expected smaller increase in non-OPEC oil supplies, this should keep average demand for OPEC crude during this
period above 23 million b/d.
In evaluating these projected OPEC production levels, it must be
borne in mind that under current conditions (assuming continuation of the Iranian-Iraqi War) the collective volume which OPEC
members are nominally willing or technically able to produce
(using the lower of the two for each country) is presently approximately 24.7 million b/d. Thus, actual production after the
first quarter of 1982 will be only modestly below OPEC'S "ceiling". It should be cautioned that this "ceiling" has substantial
upward flexibility (Saudi Arabia, for instance, could increase
its output by up to 2 million b/d from its present ceiling any
time it so desires). Hence, if OPEC production were to approach
the 24.7 million b/d "ceiling" by the end of 1982 or in early
1983, this would not result in a tight market, although it would
act to strengthen prices, at least in the spot market.
Of course, the relatively low level of OPEC's current production
increase "ceiling" largely reflects the sharply reduced productive capacity of Iran and Iraq as a result of the 16-month old
war between them. It has been estimated that within 5-6 months
after the cessation of hostilities, Iraq could double its production to 3 million b/d by resuming large scale exports from its
Persian Gulf terminals.
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In the case of Iran, the volume of the postwar production increase is less certain since the country is currently willing and
able to export significantly more than its actual volume of under
1 million b/d, but for a variety of reasons cannot find additional buyers. Still, the end of the war would be likely to improve
the market's perception of Iran as a reliable and steady supplier
while at the same time reducing insurance costs for tankers and
the actual risk of entering a war zone. Iran's postwar production
may therefore increase by 1 million b/d or slightly more. (The
country's oil minister recently indicated that Iran's maximum
near-term oil export goal was 2 million b/d).
Altogether, within about half a year after the end of the Iranian
-Iraqi War, OPEC's production "ceiling" could rise by at least
2.5 million b/d. No one knows when this will occur, but under the
most optimistic assumptions for an early end of the war, it is
unlikely to affect supplies before late 1982 when demand for OPEC
oil will be nearly 2 million b/d higher than now. Still, since
all the demand by then will have been met without any additional
supplies from Iran and Iraq, the incremental exports of these two
countries will require others to curtail theirs to avoid a price
war with the aforementioned dangerous consequences for OPEC.
Saudi Arabia is clearly able and probably willing to absorb the
great bulk of the Iranian-Iraqi production increase. Oil Minister
Yamani has recently stated that Saudi crude production could be
reduced to 6.2 million b/d without affecting existing economic
plans or requiring a drawdown of foreign monetary reserves.
Several independent calculations have come to similar conclusions. Sheikh Yamani's past record in determining the OPEC price
level through manipulation of Saudi production is impressive, to
say the least. Given the publicly stated high priority he attached to protecting the marker crude price, he is likely to succeed in doing so even under the unfavorable conditions of a substantial increase in Iranian-Iraqi output, which in itself is far
from certain during the next 18 months.
Even if the Iranian-Iraqi War continues but world oil demand
drops further in 1982 than we have assumed and the spot market
starts to discount the official marker crude price significantly,
a reduction in Saudi production (though not necessarily an official lowering of the ceiling) is likely as a price support measure. Internally such action would have wide political support in
Saudi Arabia, while externally it would reaffirm Saudi Arabia's
role as the world's oil superpower and leader of OPEC.
Looking ahead to the end of 1982 when OPEC will meet to decide on
the price levels for 1983, we believe the debate is likely to be
between those who want prices to rise and those who want them to
remain frozen for another year. No one at the meeting is likely
to argue for a lowering of the marker crude price in nominal dollars. The outcome of the debate depends on too many imponderables
to be predictable so far in advance. But we believe that even if
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prices are raised, the increase will be less than the 1982 rate
of inflation in the U.S. economy or in the industrial countries'
export prices. Thus, in real terms the price of the OPEC marker
crude can be expected to decline again next year even if the
price hawks carry the day at the December 1982 meeting.
One final comment on prices: we have limited our discussion to
OPEC prices on the assumption that in the near term, most nonOPEC foreign oil prices will remain in line with those of OPEC,
and that those which are not will not significantly affect the
world oil price level. U.S. domestic crude oil prices, however,
must be viewed somewhat differently. They have generally been
below the landed cost of similar quality foreign crudes since the
end of domestic crude oil price controls in January 1981. Currently, such major crudes as West Texas Sour and Louisiana/Texas
Gulf Sweet, at posted wellhead prices of $34.00 and $35.35, respectively, can be delivered to Gulf Coast refiners at about
$2.00 below comparable foreign crudes at official sales prices.
The same is true for Alaskan North Slope crude whose current
laid-in cost at the Gulf Coast is $33.00. (The differentials are
smaller but still significant if spot market prices are used for
comparison).
The reasons for the price differentials lie partly in the tax
structure of the domestic oil producing industry and partly in
the current market conditions. The "Windfall Profit" tax on crude
oil production in combination with other federal, state and local
taxes, has a disincentive or at least a retarding effect on oil
price increases, since for most oil categories the great bulk of
any price increase goes to various tax collectors. In the case of
crude from Prudhoe Bay it is about 90% of any increase. For producing companies affiliated with refineries, the reluctance to
raise crude prices is further strengthened by the fact that inability to pass through the entire increase to product prices
would result in a loss for the integrated system since the windfall profit tax is a fixed percentage of the crude oil price increase. Thus, the current weak market conditions in the refining
sector have contributed to keeping domestic crude prices below
foreign prices. Another factor is the competitive character of
the domestic crude oil market, which, in contrast to the foreign
market, gives refiners significant leverage in setting prices.
However, the substantial current differentials can be expected to
put upward pressure on domestic prices over time, since there is
no shut-in domestic capacity and no anticipated increase in domestic production. Thus, in the course of the year, probably
later rather than sooner, domestic crude oil prices may rise
closer to the foreign price level. While the rise would not be a
direct function of improved domestic refinery margins, its probability and strength would certainly be enhanced by a margin improvement.
ADDITIONAL INFORMATION IS AVAILABLE UPON REQUEST

