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THE INTERNATIONAL OIL SITUATION 


I n t r o d u c t i o n and Summary 


1. You w i l l I understand be r e c e i v i n g t o n i g h t a r e p o r t by o f f i c i a l s 


on the UK's o i l and other f u e l s u p ply prospects f o r the next twelve 


months. However, whatever we decide i n the way of changes to i n c r e a s e 


our own s e c u r i t y of s u p p l i e s , e s p e c i a l l y through i n c r e a s e d s u p p l i e s of 


North Sea o i l to the UK market, the dangers f o r us i n the o v e r a l l 


world o i l shortage remains v e r y g r e a t . In the f i r s t p l a c e , even i f 

we used a l l our North Sea o i l (and had the r e f i n e r y c a p a c i t y to handle 


i t ) we would s t i l l have to import a q u a r t e r of our o i l needs i n the 


c u r r e n t year. 


In the second p l a c e , we w i l l not be i n s u l a t e d from the deepened 


r e c e s s i o n and trade d i s r u p t i o n which a mishandled i n t e r n a t i o n a l 


response to the o i l cutback would b r i n g . 


I n the t h i r d p l a c e , w h i l e we want to use N o r t h Sea o i l to 

cushion o u r s e l v e s to some extent (more e f f e c t i v e l y than a t p r e s e n t ) , 


once we have done t h a t there i s an obvious n a t i o n a l i n t e r e s t i n u s i n g 


our o i  l to s t r e n g t h e n B r i t a i n ' s i n t e r n a t i o n a l p o s i t i o n T and to trade 


any s u r p l u s on w o r l d markets to do so. 


Thus, although our p o s i t i o n i s d i f f e r e n t to t h a t of some oth e r 


o i l - c o n s u m i n g n a t i o n s , our s t r o n g i n t e r e s t i n r e a l l y e f f e c t i v e i n t e r ­


n a t i o n a l a c t i o n remains. 


2. Attached are f a c t u a l annexes on the c u r r e n t world o i  l s u p p l y 

p o s i t i o n , the i n t e r n a t i o n a l a c t i o n a l r e a d y agreed and the v a r i o u s 


p r o p o s a l s which have been put forward i n t e r n a t i o n a l l y . Energy i s 


o f course l i k e l y to be the key area o f d i s c u s s i o n a t the European 


C o u n c i l i n S t r a s b o u r g and the Tokyo Summit. I t i s e s s e n t i a l t h a t we 


have a w e l l thought through p o s i t i o n before then. 


3. I n summary, my own views are as f o l l o w s : 


(a) E f f e c t i v e implementation of the IEA and EEC d e c i s i o n s 


to reduce demand by 5^ i s e s s e n t i a l to the s o l u t i o n of both 


the supply and the p r i c e problem. We should continue our own 


demand r e s t r a i n t measures (which compare w e l l w i t h those taken 


by o t h e r s ) and press o t h e r s to be more e f f e c t i v e . 
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b) We s h o u l d be r e a d y t o j o i n i n an i n t e r n a t i o n a l e f f o r t 


t o p e r s u a d e a l  l i m p o r t a n t o i  l companies n o t t o buy o r s e l l 


f o r t h e t i m o b e i n g on t h e s p o t m a r k e t , whose h i g h p r i c e s 


r e c e i v e so much a t t e n t i o n ; and p e r h a p s make v e i l e d t h r e a t s 


o f p o s s i b l e f u r t h e r a c t i o n enough t o r a i s e d o u b t s i n t h e minds 


o f anyone who d e a l s w i t h i t  . 


( c ) I n s u p p o r t o f ( b ) we s h o u l d work f o r an i n t e r n a t i o n a l l y 


a g r e e d s t o c k p i l i n g p o l i c y d e s i g n e d b o t h t o e n s u r e a d e q u a t e 


s t o c k s f o r n e x t w i n t e r and t o a v o i d p r e s s u r e on t h e market 


f r o m c o m p e t i t i v e s t o c k b u i l d i n g . We s h o u l d s t u d y f u r t h e r t h e 


p o s s i b i l i t y o f g o v e r n m e n t s a c t u a l l y r e l e a s i n g s t o c k s so as t o 


f o r c e down s p o t p r i c e s . 


( d ) On t h e s u p p l y s i d e we s h o u l d o f c o u r s e c o n t i n u e t o do 


e v e r y t h i n g p o s s i b l e t o i n c r e a s e o u r own e n e r g y p r o d u c t i o n . 


But we s h o u l d a l s o do what we c a n by b i l a t e r a l v i s i t s and 


d i s c u s s i o n s t o e n c o u r a g e OPEC and o t h e r p r o d u c e r s s u c h a s 


M e x i c o t o i n c r e a s e p r o d u c t i o n . We s h o u l d c o n t i n u e t o work 


f o r more f o r m a l i n t e r n a t i o n a l d i s c u s s i o n s w i t h OPEC i  f t h e y 


a r e w i l l i n g t o have them. 


( e ) We s h o u l d be c a u t i o u s about p r o p o s a l s f o r i m p o r t c e i l i n g s ­
t h i s c o u l d l e a d u s i n t o d o m e s t i c a l l o c a t i o n . But i  f t h i s 


s u g g e s t i o n i s s t r o n g l y p r e s s e d by o t h e r s we m i g h t be r e a d y 


t o a g r e e t h a t t h e e x i s t i n g IEA and EEC demand r e s t r a i n t 


commitments w h i c h a p p l y t o t h e g r oup as a whole s h o u l d be 


t r a n s l a t e d i n t o s p e c i f i c u n d e r t a k i n g s by e ach c o u n t r y t o h o l d 


i m p o r t s a t a g r e e d l e v e l s p r o v i d e d t h a t t h e c n o i c e o f method f o r 


r e d u c i n g i m p o r t s i s l e f t t o i n d i v i d u a l Governments. 


( f ) I n t e r n a t i o n a l a l l o c a t i o n - d o u b t f u l l y e f f e c t i v e and 


h i g h l y i n t e r v e n t i o n i s t - would be u n d e s i r a b l e a t t h i s s t a g e . 


These p o i n t s a r e d i s c u s s e d i n more d e t a i l b e l o w . 
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DEMAND RESTRAINT 


4. The f i g u r i n g s t i l  l s u g g e s t s ( s e e Annex A) t h a t a f u l l y e f f e c t i v e 


i m p l e m e n t a t i o n o f t h e e x i s t i n g 5^ IEA and EEC demand r e s t r a i n t 


commitment s h o u l d be s u f f i c i e n t t o b r i n g s u p p l y and demand back 


i n t o b a l a n c e and ease t h e c u r r e n t p r i c e s p i r a l . The UK i s m e e t i n g 


i t s o b l i g a t i o n s and must c o n t i n u e t o do s o . O t h e r c o u n t r i e s , 


a d m i t t e d l y w i t h f e w e r e a s y o p t i o n s l i k e f u e l s w i t c h i n g , have n o t 


done so w e l l . We must keep up t h e p r e s s u r e on them a t e v e r y 


o p p o r t u n i t y , p a r t i c u l a r l y a t Tokyo. The t h r e a t o f a w o r l d r e c e s s i o n 


w h i c h t h e o i l p r i c e s p i r a l i s b r i n g i n g e v e r c l o s e r s h o u l d p r o v i d e 


a p o w e r f u l s t i m u l u s t o t h e l a g g a r d s s u c h as I t a l y and Germany t o 


f a l l i n t o l i n e . We m i g h t a l s o c o n s i d e r w h e t h e r t h e r e i s any way 


i n w h i c h we c o u l d s t r e n g t h e n t h e e x i s t i n g IEA m o n i t o r i n g a r r a n g e m e n t s . 


SPOT MARKETS 


5. The F r e n c h have p r o p o s e d d e t a i l e d r e g u l a t i o n o f t h e R o t t e r d a m 


s p o t m a r k e t i n an a t t e m p t t o r e d u c e s p o t p r i c e s and t h e r e f o r e 


r e d u c e t h e upward p r e s s u r e on OPEC p r i c e s . T h i s i s u n r e a l i s t i c . 


I f R o t t e r d a m i s s u p p r e s s e d o t h e r s p o t m a r k e t s w i l l s p r i n g up 


^ e l s e w h e r e	 and n o t h i n g w i l l have been a c h i e v e d . However t h e r e i s 


no doubt t h a t v e r y h i g h s p o t p r i c e s a r e a s t a n d i n g i n v i t a t i o n t o 


OPEC t o e i t h e r i n c r e a s e p r i c e s o r d i v e r t s u p p l i e s f r o m t h e o i l 

companies t o t h e s p o t m a r k e t . I n t h e c o n t e x t o f renewed e f f o r t s 


t o implement t h e 57̂  commitment i n f u l l I t h i n k i  t w o u l d be h e l p f u l 


i f t h e Summit and IEA c o u n t r i e s c o u l d a g r e e t o p e r s u a d e i m p o r t a n t 


o i l companies n o t t o buy o r s e l l on t h e s p o t m a r k e t . The o i  l 


companies m i g h t a g r e e t o a c o n c e r t e d e f f o r t o f t h i s k i n d w i t h o u t 


l e g a l s a n c t i o n s , a l t h o u g h we w o u l d have t o a c c e p t t h a t , as w e l l 


as l o w e r s p o t p r i c e s t h e e f f e c t w o u l d be t o r e d u c e c r u d e o i l 

s u p p l i e s t o t h o s e c o u n t r i e s c o n c e r n e d , a t l e a s t t o some e x t e n t . 


STOCKPILIIIG POLICY 


6. Much o f t h e c u r r e n t p r e s u r e on o i l s u p p l i e s and p r i c e s comes 


f r o m s t o c k b u i l d i n g by o i l companies and Governments. Some o f t h i s 


i s a b s o l u t e l y e s s e n t i a l p r e p a r a t i o n f o r n e x t w i n t e r . Some o f i  t 

however r e f l e c t s g e n e r a l n e r v o u s n e s s a b o u t f u t u r e p r o s p e c t s and 
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t h e n e e d t o meet Government imposed minimum s t o c k h o l d i n g 


o b l i g a t i o n s . My v i e w i s t h a t , a l t h o u g h t h e o i l s u p p l y s i t u a t i o n 


i s h i g h l y v u l n e r a b l e , t h e r i s k o f an o i l p r i c e i n d u c e d r e c e s s i o n 


i s s u c h t h a t we s h o u l d be p r e p a r e d t o a c c e p t somewhat l o w e r s t o c k s 


t h a n h i t h e r t o i n o r d e r t o keep p r i c e s down. Governments m i g h t 


even c o n s i d e r t h r e a t e n i n g t h a t t h e y m i g h t d e l i b e r a t e l y r e l e a s e 


o i l f r o m s t r a t e g i c s t o c k p i l e s i n o r d e r t o f l o o d t h e m a r k e t . Any 


a c t i o n on s t o c k s w o u l d need t o be u n d e r t a k e n by a l  l c o u n t r i e s 


and w o u l d have t o be a g r e e d w i t h i n t h e IEA and EEC but Tokyo ought 


t o g i v e a s t r o n g l e a d . 


DISCUSSIONS V/ITH OPEC AND OTHER OIL PRODUCERS 


7. OPEC c o u n t r i e s a r e o f c o u r s e aware t h a t an o i l p r i c e i n d u c e d 


r e c e s s i o n w o u l d n o t be t o t h e i r b e n e f i t e i t h e r . But we s h o u l d make 


u s e o f any b i l a t e r a l d i s c u s s i o n s we have w i t h them o r w i t h o t h e r 


o i l p r o d u c e r s who may have some i n f l u e n c e , s u c h as M e x i c o , t o ram 


home t h e a r g u m e n t s . I w i l l do a l l I c a n t o d e v e l o p q u i c k l y good 


c o n t a c t s w i t h t h e OPEC o i l M i n i s t e r s . I a l s o a g r e e w i t h t h e 


p r o p o s i t i o n w h i c h has a l r e a d y been put t o you t h a t , w h i l e we may 


have l i t t l  e d i r e c t l e v e r a g e w i t h t h e OPEC c o u n t r i e s , we s h o u l d 


keep open t h e d o o r i n t h e Tokyo communique t o p r o d u c e r / c o n s u m e r 


d i s c u s s i o n s . I f OPEC were p r e p a r e d t o have s u c h d i s c u s s i o n s w h i c h 


i s a d m i t t e d l y d o u b t f u l , t h e y m i g h t f i n d some o f o u r arguments h a r d 


t o r e f u t e . We need t o c o n s i d e r v e r y c a r e f u l l y what i s t h e p o s t u r e 


i f IEA/EEC c o u n t r i e s most l i k e l y t o c a l l f o r t h e same r e s p o n s e 


f r o m a t l e a s t t h e more r e s p o n s i b l e M i d d l e E a s t o i l p r o d u c e r s . And 


w h e t h e r we can hope t o have any i m p a c t on t h e 26 J u n e OPEC m e e t i n g 


o r n o t . I n any c a s e what happens t h e r e must have a b e a r i n g on what 


c o n c l u s i o n s a r e r e a c h e d a t t h e Summit. 


The f a c t o f t h e m a t t e r i s t h a t w i t h o u t some c o - o p e r a t i o n 


w i t h o i l p r o d u c e r s we c a n n o t s o l v e t h e p r o b l e m s o f p r i c e and t h e 


b a l a n c e o f s u p p l y and demand. 


INTERNATIONAL ALLOCATION AND IMPORT CEILINGS 


8. V o l u n t a r y i m p l e m e n t a t i o n o f t h e I E A ' s emergency o i  l s h a r i n g 


scheme o r q u a n t i t a t i v e r e s t r i c t i o n s on i m p o r t s , a r e c o n c e p t s w h i c h 


a r e c u r r e n t l y r e c e i v i n g some a t t e n t i o n i n t e r n a t i o n a l l y ( s e e 


Annex B) t h o u g h i t i s by no means c l e a r how f a r o u r p a r t n e r s w i l l 




w i s h t o espouse them. The b a s i c i d e a i s t h a t t h e y w o u l d s e r v e 


t o r e i n f o r c e demand r e s t r a i n t and remove t h e i n c e n t i v e t o 


p u r c h a s e a t s p o t m a r k e t p r i c e s , as t h e b u y e r s m i g h t t h e n f i n d 


t h e i r o i l a l l o c a t e d away f r o m them a t a v e r a g e p r i c e s . However 


t h e IEA a l l o c a t i o n scheme i s a complex one, and has n e v e r been 


t r i e d i n p r a c t i c e . I'here I t 1'UU.l d u u b l w h u H l t r i  t would r e a l l y 


worK, p a r t i c u l a r l y i  f t r i g g e r e d v o l u n t a r i l y i n a s i t u a t i o n 


d i f f e r e n t f r o m t h a t f o r w h i c h i t was i n t e n d e d , and w i t h t h e 


v a r i o u s m o d i f i c a t i o n s w h i c h w o u l d have t o be a g r e e d . There i s 


a l s o a s t r o n g p o s s i b i l i t y t h a t i t w o u l d l e a d t o o i l b e i n g a l l o c a t e d 


away f r o m t h e UK, and we s h o u l d l o s e much o f our f l e x i b i l i t y t o 


i i m p r o v e o u r own s u p p l y p o s i t i o n . The most we s h o u l d a g r e e t o i s 


f u r t h e r s t u d y o f t h e p o s s i b i l i t y o f a l l o c a t i o n i f t h e s i t u a t i o n 

v
' s h o u l d get w o r s e , but t h e IEA scheme i t s e l f i s n o t t r i g g e r e d . 


9. I m p o r t c o n t r o l s m i g h t t a k e t h e f o r m o f consumer government 


u s i n g i m p o r t l i c e n c e s t o r e s t r i c t t h e i r o i l s u p p l i e s t o 95^ o f 


p r e - c r i s i s e x p e c t a t i o n s . A l t e r n a t i v e l y t h e y m i g h t t a k e t h e f o r m 


o f a s t a t e m e n t o f i n t e n t by each government on o i l i m p o r t l e v e l s , 


w h i c h w o u l d match t h e 5^ demand r e s t r a i n t commitment. I m p o r t 


l i c e n s e s w o u l d i n v o l v e c o n s i d e r a b l e EEC c o m p l i c a t i o n s a l t h o u g h 


t h e y m i g h t a c t u a l l y make i  t e a s i e r f o r us t o g e t a b e t t e r s h a r e 


o f N o r t h Sea o i l s u p p l i e s . But t h i s w o u l d a l s o i n v o l v e a new 


b u r e a u c r a t i c c o n t r o l and a b i g s t e p t o w a r d s d o m e s t i c a l l o c a t i o n . 


The m i l d e r v a r i a n t o f a s t a t e m e n t o f i n t e n t b y each c o u n t r y on 


t h e i m p o r t l e v e l s t h e y w o u l d o b s e r v e m i g h t work i  f b a c k e d up by 


an i n t e r n a t i o n a l l y a g r e e d s t a n c e on s t o c k b u i l d i n g w h i c h w o u l d 


d i s c o u r a g e c h e a t i n g . 


SUMMARY 


10. To summarise, our v i t a l n a t i o n a l i n t e r e s t l i e s i n c o n t i n u o u s 


s t e p s t o i m p r o v e i n d i g e n o u s o i l s u p p l i e s t o o u r m a r k e t w i t h e f f o r t s 


t o s t r e n g t h e n i n t e r n a t i o n a l a c t i o n . The l a t t e r s h o u l d i n c l u d e c o n ­


c e r t e d p r e s s u r e t o c u t demand, moves t o h e l p d e f u s e t h e s p o t m a r k e t and 




e f f o r t s t o i m p r o v e w o r l d s u p p l y t h r o u g h c o n t a c t s w i t h OPEC c o u n t r i e s , 


p o s s i b l y l e a d i n g t o f u l l - s c a l e p r o d u c e r / c o n s u m e r d i s c u s s i o n s . I t i s 

n o t i n o u r i n t e r e s t t o be drawn, b e f o r e we have t o be, i n t o 


i n t e r n a t i o n a l a l l o c a t i o n s scheme. 


1 1 .	 I am c o p y i n g t h i s m i n u t e t o t h e C h a n c e l l o r o f t h e E x c h e q u e r , t h e 


F o r e i g n and Commonwealth S e c r e t a r y , o t h e r members o f E C o m m i t t e e , 


and S i r J o h n Hunt. 


D A R HOWELL 


'S June 1979 
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WORLD OIL SITUATION AND ITS ECONOMIC CONSEQUENCES 


O i l Supply and Demand 


1. The l a t e s t forecasts for non-communist world o i l supply and demand 
are as f o l l o w s : 

M i l l i o n barrels/day (mbd) 


1973 1979 1980 

Non-conr.iunist world o i  l 
Consumption 5 L  4 52 .3 54 .2 
(ignoring the e f f e c t s of 
demand r e s t r a i n t measures) 

Non-OPEC o i  l supply 20 .7 21 .7 2 2 . 3 

Demand for OPEC o i l 30.7 31 .7 31 .4 

OPEC supply 2 9 . 9 29 .6 29 .8 

Stock draw to balance 0 . 3 1.6 1.5 
Source: IEA/GB(79)19 

Demand figures modified to exclude the e f f e c t s of demand r e s t r a i n t measures. 

2 . The IEA figures assume Iranian production s t a b i l i s i n g at about 
3.5 ™bd from the second quarter of t h i s year onwards, and Saudi production 
at the Aramco c e i l i n g l e v e l of 3 .5 mbd. I t i s possible that Iranian 
production may be rather higher - though we would not expect i t to go 
above 4 mbd. I t i s perhaps more l i k e l y that Iranian production w i l l 
f l u c t u a t e considerable over the coming months with p o l i t i c a l developments 
inside the country. 

3 . The economic growth rate assumptions l y i n g behind the IEA 
projections are 3-37° for 1979 and 1% for 1980. As w i l l appear from para 8 

below, we would regard the assumption for 1980 as too o p t i m i s t i c . OECD 
o i l consumption, and the s h o r t f a l l i n o i l supplies i n 1980, are therefore 
u n l i k e l y to be as great as the IEA figures suggest. But a l l t h i s means 
i n e ffect i s that part of the o i l d e f i c i t w i l l be met by reduced economic 
growth. 

/ 2 . . 



TEA tc EEC Commitments 


4. IEA Member Governments are committed to reduce t h e i r demand for 

o r
o i l on the world market by 5% (  2 mbd). No time period f o r the 


f u l f i l l m e n t of t h i s objective i s l a i d down, though many IEA governments 


i n t e r p r e t i t as something to be achieved by the end of 1979• The IEA 


M i n i s t e r i a l meeting i n May agreed that extension of demand r e s t r a i n t 


i n t o 1980 was i n e v i t a b l e . The EEC has an o i l savings objective i n a 


rather d i f f e r e n t form; Member States are committed to holding t h e i r 


c o l l e c t i v e 1979 o i  l consumption to 500 m i l l i o n tons, as opposed to the 


p r e - c r i s i s estimate of 525 m i l l i o n tons. There i s some doubt however 


whether, i n the absence of demand r e s t r a i n t measures, EEC consumption 


would have been as high as 525 m i l l i o n tons. The UK should be able to 


achieve the 5$ o i l savings t a r g e t , through the s u b s t i t u t i o n of coal f o r 


o i l i n e l e c t r i c i t y generation over the summer, a campaign of o i l savings 

i n the p u b l i c sector, a d d i t i o n a l f l a r i n g i n the North Sea (which allows 


increased o i l production), and savings by the general p u b l i c , p a r t i c u l a r l y 


i n response to higher p e t r o l p rices and the informal a l l o c a t i o n schemes 


operated by the o i l companies. However, the performance to date of IEA 


governments generally has been patchy. E f f e c t i v e savings by the US w i l l 


be p a r t i c u l a r l y important, as the US accounts for h a l f of IEA t o t a l o i l 

consumption, but our European partners also need to do more. 


5. I f the e f f e c t of demand r e s t r a i n t measures b u i l d s up gradually 


throughout the rest of t h i s year, the 1979 s h o r t f a l l may be reduced to 


0.7 mbd. A 5% saving i n o i l throughout 1980 should eliminate the 


d e f i c i t next year, and allow a modest amount of stock r e b u i l d i n g . 


Prices 


6. In the short term, the demand for o i l i s r e l a t i v e l y unresponsive 


to p r i c e increases. The r e l a t i v e l y small absolute s h o r t f a l l i n world o i l 

supplies has therefore been r e f l e c t e d i n s u b s t a n t i a l p r i c e movements. 


7. The average o f f i c i a l p r i c e of OPEC crude o i l has r i s e n by 2,2% since 
the end of l a s t year. A l l OPEC producers except Saudi Arabia are charging 
premia on t h e i r o i l sales, and we can expect that at the OPEC meeting on 
26/27 June the Saudis w i l l agree to r a i s e t h e i r p r i c e s at least to around 
the average l e v e l now being charged by other OPEC producers. 
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This would produce a 41% r i s e i n average OPEC prices since the end of 
l a s t year. Further p r i c e r i s e s l a t e r i n the year are p o s s i b l e , p a r t i c u l a r l y 
i f there are few signs of e f f e c t i v e demand r e s t r a i n t by consumers by 
the beginning of t h i s winter. Prices i n the spot market have r i s e n 
s u b s t a n t i a l l y , to over $ 4 0/barrel i n some cases. The spot market accounts 
for only a few per cent of t o t a l crude o i l s a l e s , but i t has a psychological 
e f f e c t on the p r i c e s e t t i n g decisions of producers, as a barometer of 
the p o t e n t i a l market value of crude o i l  . In Borne cases, producers have 
d e l i b e r a t e l y withdrawn o i l from contract sales i n order to s e l l i t spot. 

Economic Consequences 


8 . A further s u b s t a n t i a l r i s e i n prices would have s i g n i f i c a n t e f f e c t s 
on the world economy. The Treasury's l a t e s t World Economic Prospects 
p r o j e c t i o n , which incorporated a p r i c e assumption (which i s now probably 
too low) of $18 at the end of the year, showed world growth at 3 .3% 

i n 1979 and 2.6% i n 1980. A large part of t h i s slow-down i s accounted 
for by slower US growth. OECD countries (excluding the UK, A u s t r a l i a 
and New Zealand) were estimated to move from a combined current account 
surplus of around $9 b i l l i o n i n 1978 to a current account d e f i c i t of 
$9 b i l l i o n i n 1979 and $11 b i l l i o n i n 1980. OPEC countries were estimated 
to have surpluses of $20 b i l l i o n i n 1979 and $24 b i l l i o n i n 1980 

compared with a small d e f i c i t i n 1978* In a d d i t i o n , r i s i n g o i l p r i c e s 
w i l l put severe s t r a i n on the payments balances of many o i l - i m p o r t i n g 
LDCs, and damage t h e i r development prospects by r e s t r i c t i n g t h e i r a b i l i t y 
to import c a p i t a l goods. The scale of the e f f e c t of o i l p r i c e increases 
on the world economy w i l l depend on the extent to which governments react 
to higher i n f l a t i o n and worse current account p o s i t i o n s . Reactions which 
reduce growth are more l i k e l y the larger o i l p r i c e increase. As a rough 
r u l e of thumb, a 10% increase i n o i l prices would: 

(a)	 add $16 b i l l i o n to OPEC revenues 


(b)	 add $13 b i l l i o n to the OECD o i l b i l l and $3 b i l l i o n to the 
non-OECD o i l b i l l 

(c)	 r a i s e i n f l a t i o n by about ^fo a f t e r a year though t h i s could be 
somewhat higher i f domestic energy p r i c e s were r a i s e d i n time. 

(d)	 reduce growth i n the i n d u s t r i a l world by about 0 .4% a f t e r a 
year ( t h i s allows for some p o l i c y r e a c t i o n by governments. 
With no such reactions and no confidence e f f e c t s on savings 
and investments the e f f e c t could be 0 .2%) . 
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(e)	 increase the OECD current account d e f i c i t by about $8 b i l l i o n , 
of which $3-5- b i l l i o n would f a l l to the US. 

Ef f e c t s on the UK Economy 


9 . The e f f e c t s of an o i l p r i c e increase on the UK economy are 
complicated by the fact t h a t , assuming a f l o a t i n g exchange r a t e , the 
pound i s l i k e l y to appreciate because the UK i s thought to be r e l a t i v e l y 
w e l l placed to deal with a world o i l shortage. The combined e f f e c t of 
a cut i n world growth (para &(d) above) and the loss of competitiveness 
due to a stronger pound would be to reduce our OTP. So long as we 
continue to give p r i o r i t y to keeping i n f l a t i o n under c o n t r o l , the Treasury 
estimates that each 10$ increase i n the o i l p r i c e i n 1979 might cut UK 
GNP by -2$-f$ i n 1980, with an associated increase i n unemployment . The 
eff e c t on consumer prices i n the UK of higher o i l prices would not be 
large because the appreciation of the pound would o f f s e t the e f f e c t of 
the increase i n the d o l l a r p r i c e of o i l . 

DEPARTMENT OP ENERGY 
15 June 1979 



ANNEX B 


POSSIBILITIES FOR FURTHER INTERNATIONAL ACTION 


1. The e x i s t i n g o i l demand r e s t r a i n t objectives of the IEA and EEC 

are described b r i e f l y i n para 4 of Annex A. The major p o s s i b i l i t i e s 

for further a c t i o n by consumer governments are: 

(a)	 a c t i v a t i o n of the IEA Emergency A l l o c a t i o n Scheme, i t would 

be necessary to modify the scheme to allow f o r the fact that 

the normal f% s h o r t f a l l " t r i g g e r point" has not been reached. 

I t might be possible to l i n k the r i g h t to receive a l l o c a t i o n s 

under the scheme with the achievement of demand r e s t r a i n t 

o b j e c t i v e s . 

(b)	 The US have suggested, i n the context of preparatory work f o r 


the Tokyo Summit, that an informal system of a l l o c a t i o n 


between countries be i n s t i t u t e d . I f informal a l l o c a t i o n d i d 


not work, the US would favour "more stringent measures". 


(c) Physical	 l i m i t s might be set to o i l imports. The US have 

suggested that each Summit country should set an o i  l import 

target for 1979 f and a lower target for 1°/80 (to be reviewed 

q u a r t e r l y ) . The French have suggested o i l import targets for 

EEC Member States for the three years 1980-82 . 

(d)	 The present 5% demand r e s t r a i n t commitment could be s p e c i f i c a l l y 

extended to cover 1980. The IEA M i n i s t e r i a l meeting i n May 

agreed that t h i s was i n e v i t a b l e . I t might be possible to 

reformulate the objectives to make them more watertight eg by 

breaking them down into i n d i v i d u a l country objectives for o i l 

consumption (or, a l t e r n a t i v e l y , f o r o i l imports - see (c) above). 



(e)	 The EEC Commission have proposed that the p o s s i b i l i t y of a 

voluntary i n t e r n a l a l l o c a t i o n system w i t h i n EEC Member States 

be studies urgently, with a view to br i n g i n g i t i n t o e f f e c t 

before the end of 1979 i f the s i t u a t i o n does not improve. 

(This would b u i l d on the e x i s t i n g a l l o c a t i o n schemes operated 

by o i l companies i n a number of Member States). 

(f )	 Concerted pressure could be brought to bear on o i l companies 


not to buy or s e l l o i l or products i n the spot market, or 


not to buy or s e l l above a given p r i c e , or not to buy marginal 


cargoes of crude or products i n the spot market outside t h e i r 


normal t r a d i n g pattern. 


(g)	 The French have suggested that consumer countries should 


p r o h i b i t the import of crude or products at above OPEC 


government s e l l i n g p r i c e s . 


(h)	 The French have also suggested various measures to regulate 


the operation of the spot market, i n c l u d i n g the establishment 


of "posted p r i c e s " . The EEC Commission have proposed that o i l 


companies should be required to n o t i f y EEC governments of 


purchases of crude or products at above OPEC government 


s e l l i n g p r i c e s . 


( i )	 The e x i s t i n g o b l i g a t i o n s on o i l companies to maintain stocks 


at or above a given l e v e l could be reviewed ( i n order to 


discourage o i l companies from buying i n the spot market 


s o l e l y i n order to maintain emergency stocks). The p o s s i b i l i t y 


of r e l e a s i n g some emergency stocks onto the market could be 


studied. The US have suggested an undertaking by Summit 


countries not to buy for s t r a t e g i c s t o c k p i l e s when t h i s would 


place undue pressure on o i l p r i c e s . 


DEPARTMENT OF ENERGY 
June 1979 


