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The WAMAREE ARG

by Lawrence A. M ayer

the international bankmg system, the
central bankers of major countries have
et word be spread that within their own
countries they will assist banks threat-

4 ened by the general liquidity squeeze.

" Sign of a cloudy outlook

Not surprisingly, the piling up of so
many economic troubles has brought

', more than the usual number of gloomy

predictions about things to come. Vari~
ous voices warn of catastrophicinflation
or worldwide depression ahead—and

_ sometimes both, the one followed by the
" other. Even some sober and hardheaded
‘observers find the prospeets deeply dis-
turbing. It is a sign of a very cloudy

Ti LETINS OF Ieal €CONOMIC growen, 1979
was one of the best years on record for -
the industrialized nations ‘of the world.
’I“nmr economies grew by more than 6
percent overall, because production hit
‘high levels in a good many of these na-.
tions at the same time. The year’s re-
markable economic growth was accom-
punied, however, by accelerating infla-
tion, fast-climbing interest rates, and .
international monetary strains. And, of
course, toward the end of the year came
the damaging effects of oppressive m—
creases in the price of crude oil.

As a result, 1974 is proving to be an

ekceptionaﬂy unpleasant -year for the K
richer nations of the world. We have the
problems of 1973, and others besides,

without the consolations of vigerous
growth. It now appears that the overall
growth rate for the developed world will
not even reach 2 percent this year, the
lowest in sixteen years. And 1975 may
not be much better. ‘ .
Signs of financial distress, public as
well as private, are already evident, The
city of Rome has suspended interest

payments on its massive debts, and the -

creditworthiness of the Italian national -
government has been questioned. With
interest rates high and stock prices low
throughout the world, a great many
companies are finding it exreedingly ex-
pensive to raise capital—in some cases,
prohibitively so.

~ A number of individual banks have
run into trouble. They include Franklin
National in the U.S. and Herstatt in
Germany, as well as lesser institutions
in Italy, Britain, and elsewhere. In an

ECOuINIC OUTIOOK That so acute a nnan—-‘?
as Brifain’s Jxm Slater has“been

cier
Yauilating many of the assets of his

company, Slater, Walker Securities, and
putifng the funds into short-term paper.

The cheerful view (comparatively
cheefful, that is) foresees a marked re-
ductfon in the rate of inflation later this
venT ing retreat in
inteyest rates—without deep reducticns
in oltput and employment. On this view,
the great surge in inflation starting last
yearfresulted from an extraordinary con-
cateqati®h of circumstances, including
the un-up of food prices after poor har-
vestd in 1972-73, the worldwide boom
that |pushed up the prices of raw ma-
teriafs, and the radically transformed
situjtion in oil. This line of argument
impifes that the inflation will be largely
self-dorrecting as more normal! condi-
tions] bexin to prevail.

If kelf-correction doesn’t come about,
nowgver, a large dose of distasteful med-
icinel may be needed to stop inflation.
The pld orthodoxy dictates deflation to
slow khe rise in prices and put credit on.
a-firther footing. But that course would
brind on a lot of unemployment, and
caus¢ many companies-to fail, In a time
marHed by widespread rmht'wa} and go-
cal | nstabxhty governments are even
more| reluctant than -usual to lmpose
such [severe measures.

Bepides intensifying inﬂation around
the World, the quadrupling of oil prices
has dreated grave problems in interna-
tiona] trade and finance. Most advanced
natiops will be running deficits this year
on their current accounts (mainly inter-

o~ e

—and an alionipan

Primarily because of the immense in-

crease in payments for gil.imports, the
combined deficit of the advanced nations
may.run to $40 billion ’[

The beggar-my-neughbor rem
» The immensity of that| deficit reflects
the fact that the oil-producing nations
are not in a position to dse their added
oil revenues to buy an equjvalent amount
of goods and services from the developed -
countries, Most of the| oil-exporting
countries are too small lor too under-
developed to be customers on that kind
of scale. “\Iednwhlle poorer countries
that have no oil are having to cut back

on less essential imports n order to af—

= fﬁnu vuri uann "\hri Fontit maw

«.  These c1rc.u,mstances place severe con-
straints on the ability of the industrial-
ized. nations fo deal with their current-

- account deficits. Efforts jy one country
- to improve its individual position by
pushing exports or vestricting imports
will serve to worsen the pdsition of other
countries. The name of |this game is
“beggar-my-neighbor.” (That phrase
frequently used in discussions of inter.
nationzal economic relations these days,
is the name of an old card pame in which
you try to capture all the cards.) Playing
it could lead to economic downturns that
would spread from country to country.

The developed countries have agreed
not to take measures that would damage
their trading partners. Bt before that
agreement was formally signed, Italy,
Denmark, and France had already taken
actions that their neighboys did not like.
And Britain’s Labor government has
decided to strive for “expoyt-led growth”

—although it is not clear who will take
those additional exports, egpecially since
the volume of world trade is expected
to increase only about 5| percent this
vear, compared to 13 percent last year.

When trade deficits are 3o nearly uni-
versa. among advanced countries, bor-

“rowing to cover a shortfall does less™

to international commerce than

do drives to expand expor}J.ﬂBut heavy

a dTI‘.L....e

vorrewing will bring its o problems.
Most of the funds would have to come
from the recycling of money paid to oil-
experting countries, and this process in-
wolves some special financjal compliea-
tons {see “0Oil, Trade, and|the Dollar,”

Approved For Release 1999/09/02 : CIA-RDP79-01194A000100530001-7




Approved For Release 1999/09/02 : CIA-RDP79-01194A000100530001-7 CPYRGHT

FortUung, June, 1974). Oil-rich coun-
.tries bave wanted fo lend at very short
+erm, while governments of oil-import-
ing countries need to borrow at medium
or long term. This disparity has caused
zome hig international hanks to turn
down short-term deposits from oil-ex-
vorting countries, or to lower interest
rates on them.

The oil countries are putting addition-
2l strain on the system by.depositing
most of their funds in the twenty or so

largest banks around the world; under-

standably, they are seeking safety. At
the same time, the loans requested by
money-short countries tend to be enor-
mong, Lenders,
sify their risks, so they are forming
consertia to get the money together.
About 180 institutions participated in a
21.2-billion loan to Italy last spring (the

i!oan'brought the total borrowed abroad

y Italy in the last two years to $10.5
{aﬁiion). As Arab money gets concen-
ltrated in a few big banks, these banks
;ﬂwil}_ bave fewer other lenders to call on
For funds in their éffort to spread the

irisks ongvery large loans.

Aroadto depressioﬁ '

To help Italy and other national gov-
srnments increase their borrowing ca-
pacity. the Group of Ten (the major fi-
nanecial powers) has agreed to let nations
Increase the value of their gold holdings,
when used as collateral for loans. The
‘cficial gold price remains at $42.22 an
ounce, but gold can now be offered as
collateral at a “market related”—i.e.,
-zegeotiated-—price, perhaps $100 to 8125
‘zn ounce, Even with the higher valua-
inm, however, few nations have enough
«»ld to cover their oil deficits for more
Than a year or two. '

Some economists are concerned about
the eumulative effects of heavy national
bni‘rowing over a span of years, William
A. P. Maunser, economic adviser to a
London investment bank, has reached
some dramatic conclusions about the
possible consequences of piling up debt
to buy oil. Assuming that oil-consuming
nations get the loans they need, then at
the end of five years they wiil have bor-
~rowed something like 3250 billion. Man-
‘ser caleulates that it would take $25
pillion a year just to service these debts.

As governments become conscious of

Approved For Release

of eovrse; like to diver- .

; the growing burden, Manser predicts,

they will curb imports, push exports,
and start down the'every-nation-for-it-

self road that can lead to a world de- .

pression. Like the American oil consul-

) tant Walter J. Levy, Manser believes the

oil-consuming nations must somehow
convince the oil producers that the only
way to avert worldwide economic dis-
tress is tol reduce the price of erude.

The industrialized world, then, must
engage in a perilous balancing act. It
must try to bx:ing down the rate of infla-
tion, and still hold down unemployment.
It must pay its oil bills, and still prevent
an international trade war. Bow these
conflicting aims can be reconciled is not
at all clear—nor is it clear that the gov-
ernments involved, oil rich or oil poor,
fully perceive the gravity of the dan-
gers they all face.

The diffusion of power

The cartel set up by the Organization
of Petroleum Exporting Countries has
generated a massive shift in economic
power. And the sudden improvement in

the fortunes of O.P.E.C.’s members has

certainly had more traumatic effects on
other countries than did, for example,
the gradual postwar emergence of Japan
as an industrial power, or the economic
growth in such *third world” nations as
Brazil, Iran, Taiwan, and South Korea.

Producers of other raw materials,
moreover, have noted the success of
O.P.E.C’s tactics. Jamaica has lifted
export taxes on bauxite enough to yield
1t about $200 maliton this year, insiead of
£25 million. Among exporters of phos-~
phate for fertilizers, Morocco, the larg-
est, has already raised the price from
$14 to $63 per ton.

In addition, producers of raw ma-
terials are having to seek price increases
to counter the higher cost of the oil they
use. This is one reason Chile and Peru
are looking for a way to lift world cop-
per prices. Malaysia has persuaded the
International Tin Council, which repre-
sents both producing and consuming
nations, to raise the guaranteed floor
and ceiling prices of tin, As a result of
21l this, the world is witnessing a re-
murkable diffusion of economic power.

The various attemnpts by producers to
gret more control ovar pricing will con-

—but some of the attempts may not
succeed for long. Among other things,
artificially puffed-up prices discourage
demand and encourage the use of sub-
stitute materials. ‘

Prices of some commodities have al-
ready fallen quite a bit from recent lofty
heights. From the end of 1971 to the
peak reached early last Mav, total com-
modity prices tripled, as measured by.
the E'conomist’s index. But by mid-July -
they had dropped 12 percent. It seems

‘very likely that some buyers who com-

mitted themselves for commodities in ex-
cess of real needs are now trying fo un-
load. Such a development, coupled with
improved food harvests this year, would
nmean that the broad-based commodity
beom is over—Ior a while, at least. And
that, of course, would be a big help in
the fight against inflation.

Traveiing downward

Virtually every line of business has
been affected by this year’s combination
of slowdown and inflation. This looks like
a lean year even for international tour-
ism, which for a long time seemed to e
perpetually exnanding. And the $28 bil-
lion or so that tourism now generates
around the wiid is vital to the econ-
omies of a great many countries. The
number of U.S, visitors to Eurove this
summer is down by at least 15 percent.
The countries being hit the worst are
among LEurope’s poorest—Portugal,
Spain, Greece, und Italy.

For aufomobile manufacturers, gen-
eral inflation and high gasoline prices
are. making 1974 a year of recession.
Sales and production are down substan-
tially for every major carmaker in the
world,  Both home-market and export
sales are declining from the extremely
nigh levels of 1973, Volkswagen, expect-

- ing its first loss since World War 1, is--

turloughing some workers, while pay-
ing others™® substantial bonus to quit
for good. Ioven the Japanese auto indus-
ry, which more than doubled its output
Trom 1968 to 1973 to become the second-
urgest producer in the world, is selling
Zewer cars than last vear both at home
=nd abroad.

Despite the downturn in autes, the
ool industey has heen doing surpris-
el well, Total world production may
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sed by automakers has been picked up

w applizance manufacturers, who are

Liing it to repluce plastics in their prod-

sts. (There is a general shortage of

blastics, and prices of those made from
petroleum are up sharply.) -

Energy producers will be supplying a
trong base for the steel business for
kome time to come. Steel is going into
roal mines, pipelines, supertankers, and
huclear power plants. In particular, im-
mense quantities will be required for
the oil and gas pipelines that are being
built in the North Sea. '

_|'vd rather look back”
) T 1f governments could moderate infla-
" ltion without putting economic. activity
into a sharp downturn, a great new boom
in capital investment might enswe—the
resulf chiefly of the demand for energy
and raw materials. But that prospect lies
beyond the perplexities of 1974, a year
that a lot of people would like to be done
with, As one prominent European econ-
omist recently observed: “I would rath-
er not look ahead at how 1974 will turn
out—1I'd rather look back on it.”

If 1974 is a rather grim year for the
developed world in general, things are.
a lot worse in some countries than in

in lending countries outside the U.S.:
® ITALY’s economy. is fragile, During
most of the 1980°s ite growth rale was
enviably robust, but beginning with a
wave of strikes in late 1969, Italy frit-
tered away a chance to become a first-
rank economy. Over the years, weak and
unstable governments became a drag on
economic progress. They created a class
of “golden bureaucrats’—civil servants
with high pensions—and allowed an
enormous number of other people to feed
at the public trough.

-The country was especially hard hit
by the higher costs of oil and other com-
modities, since to a large extent its econ-
omy is based on the transformation of
imported raw materials into manufac-
tured goods for export. By last spring

Carli, the forceful governor of ils cen-
tral bank, issned a stern warning: “To-
day’s problem is not that of the quality
of life in the factory, but that of the con-

others, Here is how the situation looks

Italy was in such a state that Guido

In May, the country moved to curb im-
ports of consumer goods, including the
expensive beef that Italians—to the hor-
ror of some economists—had grown very

fond of. Stringent limits were also put

on bank credit, and the country borrowed
hea_vi}}' abroad _to help meet its external
deficit."But all of this added up to just

a stopgap program. And it didn’t stop~

the gap very effectively—for example,
the French were able to keep their beef
flowing into Italy by supplying credit-to
Italizn importers. o

Last month, after much internal dis-
sension, the political parties, trade
unions, and big corporations got to-
gether, more or less, on an ambitious
program to put Italy on the path to sol-
venc:;.' Tariffs were raised sharply. Taxes
were increased on luxury goods, and ef-
forts to tighten up the inefficient tax-
collection process were promised. These
and other measures should serve to re-
duce the budget deficit and cut excess
imports. Capital stoshed abroad is al-
rezdy on its way home—a cheering bit

of news. There has been some relaxa-

tion of limits on bank credit for small
enterprises, both to help them survive
and *o maintain employment.

Bruno Brovedani, chief economist of

the Banca Nazionale del Lavoro, thinks

that Italy’s G.N.P. will increase about
4.5 percent in real terms for the year
as a whole. But he expects the new pro-
gram to cool off the economy toward the
end of this year and into 1975.

Tre labor unions are already sponsor-
ing sporadic strikes to protest some of
tre tough new policies, but those pol-
icies please Italian businessmen, by and
ierge. Says Umberto Agnelli, the man-
aging director of Fiat: “For the short
term I'm pessimistic, for the medium
and longgterm, I'm optimistic.” In spite
of Italy’s problems, he believes that his

couniry has “a very great strength.”

s BRITAIN began the vear with a coal
strize, which made it necessary to put
icdustry on a three-day week. The new
Liber government, believing that inven-
tarizs were severely drawn down during
ine strike. expected a mini-boom while
restocking took place. The budget pre-
sented in March, therefore, was de-

- that output during the stri

sigred 1o be nearly neutral 1

n economic

efect, and the money supply was kept
unger tight rein. It turned out, however,

ke had ex-

ceeded expectations, and so did the
amounts of inventory left in the economy
when the miners went back to work. Ac-

production has been conside
er than was forecast.
stimulation, rather than bud

-cordingly, the automatic recovery in

rably weak-

Now economic

get neutral-

ity, seems to be required. And in fact,

“last month, Chancellor of the

Denis Healey proposed a

Exchequer
number of |

mildly reflationary measures, including

‘reductions in some taxes and

an increase

in the rate at which companiés can raise

their dividends.

Output held up surprisingly well dur-
ing the thrbe-day-week episdde, in large

part because of an unusual d

egree of co-

operation between labor and manage-
ment. Both sides made sacrifices to keep

factories in operation. The
sode suggests that the Briti

whole epi-
sh economy

has hidden reserves of productivity that
_are not normally brought into play.

Wage controls have just
but price restrictions remai
In place of wage controls,
government is trying to pro
thing it calls a “social contr
it hopes will lead unions to a
increases only as large as thg
by inflation. For its part,
ment has already made cons
fort to win union cooperat
increased old-age pensions, in
fer taxes on unearned incom
subsidies on essential foods
celed a rise in rents.

Business confidence has b

heen lifted,
n in effect.
the Lahor
mote some-
act,” which
sk for wage
se justified
he govern-
derable ef-
on—it has
nposed stif-
e, provided
, and can-

sen low for

some time, and isn’t being helped by a

Labor suggestion that trade
given a share in the managemn
panies. In 1973 there was hoy
ing out of the long years of s
tion, and indeed, the G.N.P. ¢
percent. But 1974 threatens t
of skimpy-—perhaps negativ
The longer-term outlook is
part by fears among busin
what the Labor party may be
Britain’s exports are doin

2454

well now but not nearly well
oftset the increased costs of

unions be
ent of com-
e of break-
emistagna-
rrew by 5.8
o be a year
e—growth.
clouded, in
essmen of
cooking up.
r relatively
enough to
oil. Consge-
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quently the country’xs again 1n difficulty

-on its trade balance. One promising

note for the balance of payments is that
a good.deal of oil money has been flowing
into London—partly because Britain
has traditionally been a banker to Mid-
die Eastern countries.

» FRANCE is making a fresh attack on
some long-standing problems under the -

leadership of its new President, Valery
Giscard d'Estaing. An economic expert,
Giscard aims to give French workers a
better deal; up to now, they have bene-
fited less from national economic growth
than workers in most of the other West
European countries. Giscard has raised
pensions, minimum wages, and family
sllowances. He is seeking guarantees of
1 ye‘ar's pay for workers who lose jobs
because of economic conditions.

T‘ ¢ government plans to raise income
. principally of corporations and
high-income individuals. Taxes on fuels
also are going up. Consumer spending
3 bemg discouraged by tighter credit,

interest rates on savings accounts
ave beéen raised. Controls will be im-
sed on thie use of heating oil.
All of these measures are intended to
:eep the budget in trim, while cutting
France's bill for imported oil and free-
ing more coods for export. Meanwhile,
an existing ceiling on increases in total
batk credit is being more'strictlv en-
forced, and the central bank’s discount
-ate has been pushed to 13 percent, the
izhest in the industrialized world. Gis-
_uxc‘x is trving to get the French infla-
:ion rate—now about 18 percent—down
to 7 percent in 1975.

Ancther of Giscard’s important moves
:-'r:'-.'oi\‘es a big deal with Iran. Inthe next

tecade, France is to help that country
with a lot of advanced-teehnology proj-
ects, including nuclear power plants and
a subway system for Teheran. This deal,
.al..od at S4 billion, will partially offset
“rance’s oil bill. But the transaction
hlecks other countries from the possibil-
it of meeting their oil deficits by selling

Iran. And in going to grand-scale

berter, France is turning the economic
cicek back. Says one French economist:
“For three centuries the path of prog-
re:s has been to get away from barter to
tle use OL

vy
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pensity of states to interfere in trade.”

® WEST GERMANY remains the strong-
est economy in Europe. With the Conti-
nent’s st1 Test monetary and fiseal pol-
t has held the inflation rate to
T percent—even. though wage in-
reases have been running to 12 and

3

even 14 percent. As a consequence, profit
margins have been squeezed.
Restrictive  governmental  policies

sowed the growth rate in the first half

of the year, and growth for the ylear as

@ wrhole may be no more than 2.5 per-

vint. Unemployment is rising,  largely

reczuse industries such as autos, con-
struction, and textiles are having a poor
year, and tf'1e government—astonishing-
Iy for inflation-shy Germany-—is con-
templating a tax eut for 1975 as a tonic
for the economy.

The big export mdu;trxeawatee! and
machinery especially—continue to do
amazingly well despite the revaluations
of the muark. The conventional explana-
tion for this sturdy performance cites
the quality, veliability, and quick deliv-
ery of German good:. But Britain’s
three-day workweek earlier this year
helped by bringing a switch of orders
to West German manufacturers.

West Germany exports so much of its
production that a good deal of the bene-
fits from its gains in G.N.P. go abroad.
Otto von Fieandt of the Paris-based firm
of economic consultants, Eurofinance,
ealculates that the increase in the stand-
ard of living of West Germans last year
lagged about 2 percentage points behind
the increase in total G.N.P

West Germany holds two important -

cards in the world oil game. First, its to-
tal exports exceed imports by a large

- margin, even counting in oil. This makes

Germany a large potential lender to oil-
deficit countries. The other card is an
_ abundﬂnce of coal. Until recently a good
many mines were uneconomie, but the
new high price of oil has improved the
arithmetic of coal. -

Getting coal production to much high-
er levels will require large investments,
however, and so will the development of

_coal-gasification fechnology. Germany
produced gasoline out of coal in World
War 1I, hut the process is relativery ex-

ihan easoline from cxude oil even tadav

real growth

Exactly how West Germany exploits itz
“coal reserves will depend to a consider-
able degree on what energy-sharing pol-
icies emerge in the European Commu-
nity—and what happens to oil prices.

® CANADA “is incredibly lucky.” sars

‘ Fred H. McNeil, president of the Bank

T Montreal. “We are almost alrne in the
‘.\ estern world in having no balance-of-
payments preblems due to oil. We have
the things the world wants, and prices
fovor us—wood products, minerals, agri-
cuttural products. We have a virtually
complete base in energy resources and
materials for significant advance in
manufacture . This is our time™ A

. great many Canadians speak of their

country’s prospects in such expansive
tevi vhese days. .-

Last vear Canada's

_ real srowth came
to 7.1 percent. the best in seventeen
veuars, The growth +was spurred by an in-
creased inclination of businassmen to
export, as well as LY some special tax
concessions. E¢ namic policles weare less
restrictive than in most other nations.
because unemployment was relativel_;;t‘
high, and the government was convinced
that inflation in Canada is largely in-
ternational in origin and therefore can-
not be effectively dealt with by do-
mestic restraintas.

This year Canada will wind up with
of about 5 percent—one of
the few major countries with a strong
acl\_'ance. Capital investment is again
playing a big role, with increases of 13
percent in 1eal @pendm on equipment

SAAnEIat
I [TCE R _\ ITeSSIACnial

construction. Consumer durables and
housing, which powered the Canadian
economy for some years, are providing
somewhat less impetus.

Prime MMinister Pierre Elliott Tru-
deau’s electoral victory gives him an op-
portunity to develop new policies toward
the perennially sensitive subject of for-
eign capital. Nationalism is on the rise,
but Canada plans to undertake extensive
energy projects——and capital to help
carry them out wiil certainly have to
come from abroad. The major ventures
are natural-gas pipelines, a huge hydro-
electric project at James Bay, und de-
velopment of Avctic gas fields. It will

3 ~
AsL 2aUSs

ovett FoirRefédse 1999/0902 in CIATRDP 790 1194 ADOOFO05B0004:Ttal to exploit the

Athabasenn tur sonds awhich oo aotd

Partoring is c}‘; racteristic of the pro-



Approved For Release 1999/09/02 :

CIA-RDP79-01194A000100530001-7

CPYRGHT

mated to contain 300 billion to 400 bil-
lion barrels of recoverable oil—nearly
equivalent to the present petroleum re-
serves of all 0.P.E.C. members,

n -JarPaN will not soon again attain the
10 percent rate of economic growth that
it averaged over the past twenty years,
Of all the major nations, Japan is the
most dependent on_imported oil. ‘Accord-
ingly, it has felt the impact of fuel prices
sharply. Higher prices of other raw ma-
terials have also hurt. For these and
other reasons, Japan’s planners have
reduced their goal for long-term growth
to 6 or 7 percent. The short-term pros-
pects are for quite modest growth: 2.5
percent or less for all of 1974, even with
the pickup that is expected in the latter
part of the year. ’
Prices have been going up faster in
Japan than in other advanced nations.
Wholesale prices of manufactured goods
are up about 33 percent over a year ago,
and consumer prices about 25 percent.
One reason for the present rapid pace of
inflation is that many Japanese workers
won a basic wage increase of 32 percent

last spring. While worker productivity -

has been doing remarkably well, it is not
nearly high enough to offset wage in-
ereases of that magnitude, especially

with industry not running at top speed,

Several industries have been hit hard|
by shortages and high prices—autos,
textiles, appliances, and construction.
Steeply climbing interest rates aren’t
helping. The discount rate has reached
9 percent, the highest by far in the
modern history of Japan. Despite finan-
cial aid from the government, small
businesses have been failing this year
at a rate of about 800 a month. The in-
dustries doing best are those in which
supply is short all over the world—steel,
shipbuilding, petrochemicals;, machin—
ery, and paper. .

Japanese exports continue to rise, but
imports have been rising more—partly}
because of the large oil bills and the]
appreciation of the yen against other
currencies. As a result, Japan's balance
of payments has gone into deficit. The
country has been losing reserves, and in{
the last few months the exchange rate of
the ven has been edging down.

Despite Japan’s economic txoub]esy
labor is still in short supply, so people
who are laid off can easily find jobs.
Workers seem to be saving more, rather
than spending all of their increased in-
come. In short, the Japanese economic
performance muay now seem less mirac~
ulous than it once did, but there is still

h Al 2]
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The cost of crude oil to international companies continues to rise as ““participation’
agreements become more onerous. OPEC would be wise 10 recognise that it has forced
up prices to a level that is extremely damaging, not only to consumers, but to the
long-termn interests of the exporting countries themselves. ) )

The enormous oil revenues being received by the exporting countries provide them with
unprecedented opportunities for industrial development, but many problems must be
solved before the development becomes a reality.

After the setbacks of last autumn and winter, world crude oil production is now )
tending Lo rise far more sjowly than in recent years. . -

Aided by rising natural gas production from indigenous fields and by growing imports
from Holland, the West German gas industry has managed to capture a 10.2 per cent
share of the nation’s primary energy market. In 1974, for the first time, gas imports are
likely to outstrip indigenous supplies, and current schemes suggest that imports might
reach 71 billion cu m annually jn the 1980s. .

All has not been well between the government and the oil industry, owing largely to‘

" uncertainty over the ground rules for oil activities in Ecuador. But greater stability and

continuity in its oil policies is now expected from an increasingly confident government,
with a consequent improvement in its relations with oil companies.

Saudi Arabia Awction Sale Cancelled - . '

fran  Stff Terms for New Acreage ’ C

Nigeria Production Cutback Possible-

Worth Sea Warning on Production Conirols : .

Soviet Unionr  The Lure of the Arctie - . ”-

China A Major Exporter? T : :

Umnited Sraras  Dibjecrions 1o (¥skore Datz Disclosure

Canada “Maple Leaf” Gas Line Proposed

West Germany Cartel Office Drops Charges ] .

Tankers Japan's Modern Fleet C o Do ’ .
. Arabs Order Another ULCC - o : o B

Pern  ““Plan Inca™ Worries Industry .- ‘ -

United Kingdom:* Policy on Platform Construction

Belginum  New Pricing Formula '

FYodoe FrlomFommonnn o I3
A .

Although Morocco has so far failed to jusiify its carlier reputation as a promising North
African oil producer, the search for oil and gas continues o land and offshore with
moderate optimism. . A -

The uncertain demand position and the‘danger of excess refining capacity have made
forward planning hazardous in Europe, but cxpansion is going ahead in North America

and Japan. Export refineries are now. widely favoured by host governments in the
Middle East. - L .

Natormas Company _
US Oil Companies Prices Boost Profits in First Half
United Kingdom Should Coal be Boested?
: . Ofshore Opporiunities
Indonesia  Rising Expectations . :

India Fund to Finance Oil Development
Australia  Natural Gas Prices Up -

Tankers Dry Docks for the Gianes
France Ol Production Down, Prices Up

. New Zealand  State Participation

Malaysia Plans for State Oil Company
Ofishore  Cost of Seabed Oil Wells

Exploration and Production  International Forum Established
Record Profits of KNPC
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1T X Tmpression ihat oil prices have reached their peak
and are now likely to decline seems to have been
gaining ground in recent weeks. It stems from the
knowledge that bids for crude oil supplies offered at

31 to Si3 a barrel to retain its cuatomeu, and Tunisia

followed suit.
In recent weeks various other reports have gop-
firmed the disappearance of the fantastic prices {hat

state auctions have failed to meet the expectations of*Wete“guoted for marginal sales earlidr-this<yvzafi“In

rapacious governments; that Mr Yamani of Saudi

Arabia still appears to. believe .that posted prices.
are too high;and that, with storage tanks full, there =

is much taIk of an oil surplus. Surely. the forces of the

markef will ngw operate io. bring cheaper oil to.hard-.
pressed consumiers? This is certainly what the con-’

. hands at these exceptional prices was very sma

this sense it is true that the free market has been
showmo a downward- trend. It is .relevant to peint
out; howexer that the quantxty of oil thatchangad
I in

—T

- relation to world demand — and- that the-effect of

sumer would like to believe. Unfortunately, a more .

maub{]\. ﬁtarp""*““’"“‘ ia Hm)f .r-rnﬂn nll nnc*a are c:h"

2 RVl “Abe

rising and:that they are unilikely, without a chanae of -

policy by host vovernments, to declme m commo
tnonths,.

But what ekactly i3 meant by crude oil costs” A

fruitful source-of confusion-in any current discussion

of ‘price trends is the. fact that crude oil-is. changmLT B
hands at an extraordinarily’ wide ‘range of prices."
Cheapest of all is the equity crude or “cost-crude” to-
to which oil companies are still entitled-under con-,

-gession aoreements in the Persxan Gulf for 1nstance of equlty J. de to. somethmo like $7.11 for Arabian

ents: in the Persian Gulf these range up to-$11 or

more a barrel. Finally there are the so-called free- "
market prices charged by state entities or oil com-'

panies for crude oil sold to “consumer” governments

NSRS

‘that pas;. throuah. their integated systems-to emarge
-as finished products in consuming countries.

-, these dramatic falls on the average cost of crude is

correspondm aly hmxted Far more important are|the
ernational companies of the bulk suppiies

eTsle R matard

Equity Crude ~~ *

- - These costs are, of course, related to posted prices.

The raising of posted prices by some 70.per cent Jast

-October and by a further 130 per cent on Ist January,

or to other ‘companies; .thesé- can- fluctuate wnhm'-

wide hrmts ina short penod of txme

At canaly el

M’arket Price

Free market prices have in some cases fallen a long
way from the dizzy heights reached at the time of the
Arab production cuts last winter. In those anxious
days, panicky buyers paid up to $20 a barrel for
much-sought-after non-embargoed oil. But,
production restrictions removed, and with con-
sumption checked by steep increases in products
prices, panic buyers are no longer in the market.
As long ago as last March, the Kuwait government
failed to line up purchasers for 462 000 b/d of royalty
oil at its hoped-for prices. Offers ranged from £8.50
to 310 a barrel, and when the government insisted
“on the posted price (311.545) as the minimum it sold
only some 100000 b/d. Similar failures have been
reported from Iran, Abu Dhabi, Tunisia and clse-
where. Algeria recently lowered its asking price by

“with

“uvm, OIUJ for .L\.uvru.u, 5o

87 10—7 90 a barrel Then there are the buy-back'
fl')r r;;:;s gs‘ﬁ rgg}:;sco‘ﬁ gg???piﬁé:;% %lfg,}) ";I;Crgisof . »‘-.and again at Qulto in June, OPEC decided to leave

- posted prices unchanged, with Venezuela reserving
“the right to go its own way. At Quito, however, the
* majority of the governments — not Saudi Arabia or
Venezuela - agreed to squeeze the
further by adding 2 percentage points to-their royalty
‘tates, raising these from 12} to 14} per cent of posted

"meant a fourfold increase (or more) in tax-paid costs

e 'y} l|| Frar ™ionriney  draa
OF INigCridz ana

510.00 for leyan ‘At its Vienna meeting last March

bvnmr a little

PR L)

. prices. Where applied, this decision raises the tax-paid

cost of equity crude by just over 10 cents a barrel in
* the Persian- Gulf and by 13 cents in Nigeria. This is

the only direct increase.in the.cost of.equity crude
made in the Middle-East and Africa this yeas, thoyugh
there is, -of course, no guarantee that further |in-
creases may not follow OPEC’s conference | in
September.

- . Venezuela, which has a 163 per cent royalty and a

‘complicated tax-reference system including a basic

price, a percentage surcharge, a variable freight
element and sulphur premiums, did not follow the
OPEC-recommended course. Eifective Ist July. the
government raised its tax-reference prices by |an
average of 35 cents to an. average-of some 314.43 a
barrel; bigger increases were applied to the lighter
than to the heavier crudes. The government is also
threatening to increase the present tax rate (58 per
cent for most companies, though nominally 60 par
cent) by a considerable margin — which would|of,
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‘pending the finalising-of longer-term-arfangements,.
the Saudi govérnment-took a 60 per cent interest iy -

“have hegs

coursz, further increase the cost of rthese expensive
crudes. T
The cost of the cheapest supplies available to
mternational companies has thus been creeping up
in recent months, and. thers seems to be no immediate
prospect of relief! It is true-that Mr Yamani; Saudi
Arabia’s Oil Minister, has. several times expressed
the opinion that the current level of prices is too
high; and it was thought that he might have justified
this view by auctioning a large quantity of oil last
month and allowing: the price to find its. own. level.
But his belief(f it really is his belief). is strongly
opposed by his OPEC. colleagues, notably by the
Iranians, some of wWhom have threatened to cut back
production if Saudi”Arabia tries to engineer a price
dechine. In the light of this opposition, it is significant
that- the long-heralded - August auction. of .Saudi
Arabian oil did not take place. o S
‘While the costrof equity crude is rising, the
quantity available:to the companies is being sharply”
reduced. (See our’ March issue, p-84). Apart from
the outright-nationalizations that have taken place
in Algeria, Libya, Iraq and Tran, ‘governments have
been forcing “participation”.agreements on reluctant

compaiies. & .0 WL,

Effect of Participation - AR

‘Under the 1973 .participation.. agreements. in
Persian Gulf countries, governments took 25. per
cent of the equity~ in Nigeria.35 per-cent = and
granted relatively favourable buy-back prices; only
20 to 60 cents above tax-paid costs. The position is
very different now. By an agreement finally. ratified
by the National Assembly on 14th May; the Kuwait

-government raised its stake in Kuwait Oil (Gulf and

BP) from 25 to 60 per cent, effective 1st January.
The Qutar government signed a similar agreement
with the Qatar Petroleum Co. (IPC group) and Sheil
of Quatar in mid-April. As an interim measure,

Arasmco, backdated to the beginning of the year,
while desultory negotiations for a similar arrange-
ment have been going on in Abu Dhabi. - :

The sting of these agreements is the high buy-back
prices that have to be paid by the oil companies for
the state-owned crude. Saudi Arabia set the pattern
earlier this.year by.insisting on a price equivalent to
93 per cent of the posted price, which means approxi-
mately $10.80 for Arabian light against a cost of
about $7.12 for equity crude — a gap of $3.68. The
Qatar agreement gave the companies the richt to
purchase during the first half of this year at. least
60 per cent of the state’s share (i.c. 36 per cent.of the
teta: output) ata price - 311,546 for QPCand 511.172
for Shell ~ which also equated to 93 per cent of the
posunc. The terms were to be revised quarterly bu

o s :

After prolonged discussions about buy-back prices
in Kuwait, Gulf Oil agreed in July to pay 51095 a
barrel, equivalent to about 93 per cent of the. posted
price, for oil purchased from end-June: to end-
September; and BP followed suit. This price,. which
is subject to quarterly review, is almost $3.80 above
the cost of equitv crude, but the companies’ buying
commitment is restricted to a maximum of 350 60O
b/d each. S : IR Ce e

In Nigeria, effective Ist April, the. government took
a 55 per cent participation. Here the companies have
the right to buy back half the government’s share at
313 a barrel (which is over 88 per cent of the posted
price of 814.691) and half the remainder at $13.25 -
prices which look increasingly unrealistic. For-the
time being;. therefore,.they have access to 86.25. per
cent.of total production; this. percentage. will, how-
ever, be reduced to a maximum of 69.75 per cent for
1975, after which they will have no further buy-back

.entitlement:.they will have merely their-43 per cent

share of the equity. - .- T .

In-Libya the positien is that the government has
cxpropriated a number of companies. with: a- total
1973 production of the o-der.of 500 000 b/d and has
taken-a.51 per cent share 1. the remainder. (See.our
April issue p 127 and May p. 173.) This gives it (on
the basis of 1973 production statistics) approximately
two-thirds of the total output, which has lately been
declining. Its: buy-back prices range from .$12.75. to
$13.40 a barrel, according to grade, "gainsta tax-paid
cost forequity crude of around $10 2 barrel. .-, ~._

This continued rise in: thé average cost-of oil in the
Middle East and Africa is reflected also inIndonesia.
Here the-state entity, Pertamina, fixes its own selling
prices which also serve as tax reference prices for oik
companies with production-sharing agreements. The
price (now uniform for all grades) was raised from
$10.80 to $11.70 a barrel on 1st April and again to
$12.60 on Ist Jjuly. Buyers in Japan - the main
market — rnay reflect ruefully that the highly prized

- sulphur-free_Minas ‘crude~was selling last year for
: v N RS g

9296 a barrel:”
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. Which Way Now? .

Consumers looking hopefully for cheaper oil were
disappointed at the stiff buy-back price. agreed by
Gulf and BP for Kuwait crude - as a percentage of
posting, the highest so faraccepted. The-reason for
the companies® acquiescence is clear enough: there
is always the threat that if the government’s share
remains unsold total production will fall and the
available supply of cost crude will shrink correspond-
ingly. The companies in Nigeria were threatened last

PRSI . . L. e e s

"month with a production cutback, following Sheli-

BP’s refusal to lift more than the minimum quantity
of “participation™ crude for the month of August. -
As the average cost of crude oil rises and the
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is swept away by the nationalizing zeal of host
governments. If this were to happen ~ and it is not
suggssted that complete nationalization is im-
minent — the governments with all the oil under their
own control would presumably at first be reluctant
to reduce their selling prices. Thus the immediate
consequence of the disappearance of *‘cost crude”
would be a further jump in average crude oil costs,
necessitating still higher prices for products, and
imposing even more serious comnstrictions on demand.

Questions for OPEC |

OPEC enthusiasts could argue that this powerful
cartel would meet such a situation by imposing
production cuts drastic enough to maintain prices at
the higher though even the most optimistic
would concede that such restrictions would introduce
painful tensions into the organisation. But the
situation could not last. To the impartial observer it
is already clear that the present punitive level of oil
prices cannot be sustained in the long run. The
governments of oil exporting countries would be well
advised to ponder the reasons why this is so.

On the demand side, the steeply rising cost of oil
is having the natural consequence of resiricting the
quantity sold, since consumers simply cannot afford
5 pay for alf the oil they would like to buy. In all
consuming countries, " householders. and business
firms are finding ways of economising fuel, and the
process is curnulative. Hence the symptoms of over-
supply mentioned earlier, including overflowing
storage tanks and the slow-steaming of ocean-going
tankers. Moreover, because of the frightening

“1 ¢
level,
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in many importing countries, gOvernments may spon
be compelled to add mandatory ’restrictions on| oil
usage to those which consumers are already having
to impose on themselves. Meanwhile, the national
economies of all the main industrialized countries are
running down, and the threat of massive unemploy-
ment looms. ' ' '

On the supply side, the swingeing taxes imposed by
the exporting countries are having the effect of
strengthening the determination of individuals and
governments to reduce their dependence on OPEC
oil, by the'more rapid exploitation of oil resources in
other parts of the world and by the active develop-
ment of all alternative forms of energy. The indus-
trialized nations that are being forced -into |this
expensive course have enormous resources of know-
ledge, skill and capital equipment at their disposal
and the ultimate success of their substitute-fuels
policies is not in doubt. Of course the “lead-times”
are in some cases very considerable. But the effort
that is being put into the search for alternatives jwill
begin to bear fruit beforé many years have passed.
World energy supplies will then greatly outrun
demand and the need for Middle East oil will be
drastically reduced.

Are the host governments capable of looking that
far ahead? They have succeeded in forcing up|the
price of oil to an extent that is extremely damaging,
not only to consumers — that is obvious enough — but
to their own long-term interests as weil. The path of
wisdom for OPEC would be to recognise now that its
monopolistic position must inevitably be short-lived
and to decide forthwith to reduce the price of oil to
something much nearer its long-term competitive
level. IR '
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