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u 
The B a r g a i n i n g P o s i t i o n of^OPEC and t h e West i n F u t u r e 


N e g o t i a t i o n o a ^ P r o d u c t i o n and P r i c e s 

In y o u r l e t t e r o f i21/May you a s k e d f o r a d v i c e on how a 


s t u d y c o u l d be i n i t i a t e a on t h e b a r g a i n i n g p o s i t i o n o f t h e West, 

and t h e EEC i n p a r t i c u l a r , v i s - a - v i s OPEC i n any f o r t h c o m i n g 

n e g o t i a t i o n on o i l p r i c e s and s u p p l y . I s e n t you an i n t e r i m 

r e p l y on 4 June i n w h i c h I s a i d t h a t o f f i c i a l s were p r e p a r i n g 

a n o t e on t h e s u b j e c t . 


I 
I now a t t a c h a n o t e w h i c h has been d i s c u s s e d and a g r e e d 


w i t h o f f i c i a l s a t t h e Department o f E n e r g y , T r e a s u r y , MAFF and 

t h e D e p a r t m e n t s o f T r a d e and I n d u s t r y . 


I am s e n d i n g c o p i e s o f t h i s l e t t e r and e n c l o s u r e t o t h e 

r e c i p i e n t s o f my l e t t e r o f 4 Jun e . 


(G G H Walden) 


B r y a n C a r t l e d g e E s q 

10 Downing S t r e e t 
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NOTE BY FCO, DEPARTMENT OF ENERGY AND TREASURY OFFICIALS 


THE BARGAINING POSITIONS OF OPEC AND THE WEST IN ANY FUTURE 

NEGOTIATIONS ON OIL PRODUCTION AND PRICES 


1. The paper in annex seeks to assess the respective bargaining 


p o s i t i o n s of OPEC and the West in any future dialogue on o i l 


production and p r i c e s . It concludes that the cards which the 


West hold are not strong enough to allow them to confront OPEC 


e f f e c t i v e l y with demands on price and production l e v e l s . In 


present tight market conditions such an approach would be 


p a r t i c u l a r l y u n r e a l i s t i c . There is a real r i s k of OPEC reacting 


to any approach which they regard as h o s t i l e by cutting back 


production and further increasing p r i c e s . That is a risk we 


cannot af f o r d to take. 


2 . The paper also concludes, however, that there is a basis and 

a need for a more constructive d i s c u s s i o n with OPEC countries 

of issues of mutual i n t e r e s t . This would enable the consumers to 

put across the notion of the interdependence of OPEC and Western 

economies and to gain acceptance for the need to avoid sudden 

and sharp increases in the price of o i l which are in the i n t e r e s t 

of neither the West nor OPEC nor other developing c o u n t r i e s . We 

would however have to be c a r e f u l to avoid such a discussion 

degenerating, as did the CIEC conference of 1976-7, into yet another 

North-South c o n f r o n t a t i o n . 

3. The paper has also considered the question of a possible 

trade-off between food and o i l  . It concludes that EEC food 

exports to OPEC countries (and western food exports in general) 

are not a strong bargaining counter. Although EEC food exports 

to OPEC countries and western food exports generally are 

s u b s t a n t i a l , OPEC countries are already getting the majority of 

the i r food imports from non-Western countries and could find 

andpay for supplies from elsewhere i f Western supplies were 

w i t h h e I d . 
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THE BARGAINING POSITIONS OF OPEC AND THE WEST IN ANY FUTURE 

NEGOTIATION ON PRODUCTION AND PRICES 


OPEC BARGAINING POSITION 


1. OPEC's strength depends Largely (though not wholly) on the 


state of the o i l market. From 1977 to the end of 1978 demand was 


less than OPEC countries were w i l l i n g to produce. Saudi Arabia 


was producing well below her self-imposed production c e i l i n g and 


had excess capacity of nearly 3 mbd. Stocks were high. The 


nonimal price of o i l was steady throughout the period and the rea 


price was f a l l i n g . The producers' p o s i t i o n was therefore 


r e l a t i v e l y weak
-

 although the OPEC c a r t e l held together thanks to 


Saudi willi n g n e s s to t h r o t t l e back production. Events in Iran 


have transformed the market. Last winter Iranian exports (which 


had been over 5 mbd) were stopped completely. This was only 


p a r t l y o f f s e t by increased production in other OPEC c o u n t r i e s . 


As Iranian exports resumed (now 3 mbd) the other producers in 


several cases reduced production to e a r l i e r l e v e l s . Demand 


( i n c l u d i n g demand for re - b u i l d i n g depleted stocks) now exceeds 

supply by about 1.5-2 mbd. There is no ev i denee that the OPEC 

producers with excess capacity (Saudi Arabia, Kuwait, and the 

Emirates) are w i l l i n g , as they were last winter, to increase 

production s u f f i c i e n t l y to ease the market. In the aftermath 

of the Iranian revolution and the Israel/Egypt peace t r e a t y , the 

Saudis in p a r t i c u l a r are concerned to adopt a less exposed Line 

in OPEC on production and p r i c e s . 

2 . The i m p l i c a t i o n of th i s is that unless and u n t i l e f f e c t i v e 

demand r e s t r a i n t measures are implemented by the consumers the 

market w i l l remain t i g h t ; and OPEC countries w i l l not fin d i t 

d i f f i c u l t to increase prices more or less a j t w i l l _ . Already OPEC 

government s e l l i n g p r i c e s have r i s e n b y o v e r 30% t h i s year to an 

average price for Middle East o i l of about 17 d o l l a r s a b a r r e l , 

and further increases are l i k e l y to be decided at the OPEC 

/ M i n i s t e r i a l 
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M i n i s t e r i a l meeting on 26 June. Prices in the admittedly 


marginal (3-5% of the t o t a l ) spot market have more than doubled 


to over 35 d o l l a r s a barrel over the same p e r i o d . In present 


and prospective market conditions t h e r e f o r e , OPEC's bargaining 


p o s i t i o n is strong: indeed, given market pressures, i t is 


d i f f i c u l t for i n d i v i d u a l OPEC countries to exercise a moderating 


influence even i f they wanted to. 


3. The prospects up to 1985 were examined by an interdepart


mental group of o f f i c i a l s , whose report the Prime Minister has 


already seen. B r i e f l y , the report suggests t h a t , in the absence 


of any surprises between now and 1985, supply and demand might 


broadly be in balance by the l a t t e r date. The u n c e r t a i n t i e s are 


very great, however, and we could be in for a bumpy rid e ; i t is 


more l i k e l y than not that p o l i t i c a l and domestic economic factors 


in OPEC c o u n t r i e s , "accidents" on the supply s i d e , and shortcomings 


in the i n d u s t r i a l i s e d world's plans to r e s t r a i n demand for o i l 


e f f e c t i v e l y and to increase the production of nuclear and other 


a l t e r n a t i v e forms of power, w i l l a l l lead to a t i g h t e r market and 


to a further increase in the real p rice of o i l . A good deal w i l l 


depend on the rate of world economic growth. If this is very 


low the pressures on o i l prices w i l l be less but the i m p l i c a t i o n s 


for unemployment, investment and adjustment w i l l be s e r i o u s . In 

any event, the real o i l price w i l l increase s u b s t a n t i a l l y by the 

end of the century. 

§2E 9 2 i n i n g _ s t r e n g t h _ o f _ t h e _ W e s t 


4. The West's strongest bargaining card has been i t s s t r a t e g i c 


and m i l i t a r y support for som? of the producers e s p e c i a l l y in the 


Gulf. But following the Iranian revolution and the signature of 


the peace treaty between Egypt and Israel this card is no longer 


so strong. Other possible bargaining counters for the West are: 


(a) The i n d u s t r i a l i s e d world supplies much of the technology, 


s k i l l e d labour, manufactured goods and services without which 


/OPEC 
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OPEC countries could not develop t h e i r economies. This 


is an important factor which could be stressed in any 


n e g o t i a t i o n . It underlines the theme of interdependence. 


But i t i s not a real bargaining counter. The consumers 


need to export to OPEC to o f f s e t t h e i r growing trade 


d e f i c i t s ; i t would damage them to refuse to do so; and OPEC 


countries could always turn to the East for techn i c a l 


expertise and technology they could not supply themselves. 


(b) The i n d u s t r i a l i s e d countries possess the technology 


needed to exploit producers' o i l and gas reserves to the 


f u l l . It would be s e l f - d e f e a t i n g , however, not to a s s i s t in 


the development of the OPEC c o u n t r i e s ' energy resources 


when we c l e a r l y need them. Threatening to play t h i s card 


could moreover merely accelerate the e x i s t i n g tendency among 


the producers to r e c r u i t and pay for the s k i l l s and 


technology they required on the open market. Some countries 


l i k e I r a q , are already l a r g e l y s e l f - s u f f i c i e n t and able to 


reach th e i r desired l e v e l s of production without s u b s t a n t i a l 


outside help. Other producers might turn to the Soviet 


Union, which could p a r t i a l l y o f f s e t a withdrawal of Western 


technology. The West could, however, o f f e r to work with 


OPEC to i n s t a l the technology they now need to e x p l o i t t h e i r 


gas reserves to the f u l l and to reduce gas f l a r i n g . 


(c) The i n d u s t r i a l i s e d countries could o f f e r the improved 


access to t h e i r markets that OPEC seeks. In the short term^ 


t h i s seems to be one of the consumers' strongest cards. 


But greater OPEC access to Western markets would have 


adverse im p l i c a t i o n s for some sectors of our economies (in 


p a r t i c u l a r r e f i n i n g and petrochemicals) and w i l l need to be 


traded for tangible concessions on o i l production and p r i c e s . 


And any attempt to denyaccess could lead to the producers 


withholding supplies of crude o i l . 


/ (d) 
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(d) The i n d u s t r i a l i s e d countries possess the f i n a n c i a l 


markets through which the producers can invest t h e i r surplus 


o i l revenues. But, while i t is true that OPEC w i l l want to 


protect t h e i r investments and therefore have a d i r e c t 


i n t e r e s t in the West's economic st r e n g t h , the higher o i l 


prices they are currently obtaining more than o f f s e t the 


losses on t h e i r d o l l a r investments; 


(e) The West is OPEC's main supplier of defence equipment 


and m i l i t a r y t r a i n i n g . To threaten to withhold defence sale 


would however be very confrontational and probably counter 


productive. In any case not a l l OPEC members depend on the 


West for arms (eg L i b y a , A l g e r i a and I r a q ) . Such a threat 


would therefore only have li m i t e d a p p l i c a t i o n and could open 


some areas to the USSR. 


(f) The EEC and the US are together considerable exporters 


of food s t u f f s . In 1976, the most recent year for which 


figures are rea d i l y a v a i l a b l e , OPEC countries imported 


food from: 


|_mi_lli_on 


EEC USA Eastern bloc Idc's Rest of World Total 


1611 1236 467 2072 934 6320 


These figures show that OPEC countries have f a i r l y d i v e r s i f i e d 


sources of food supply; and they have been d i v e r s i f y i n g 


further by channelling large sums in recent years into the 


development of food supplies in Idc's such as the Sudan. 


In 1976 the EEC and US together supplied some 45% of OPEC 


needslf these exports were stopped, OPEC countries would 


undoubtedly experience reductions in l o c a l a v a i l a b i l i t y for 


some items. They would, however,be able to fin d and pay for 


a l t e r n a t i v e supplies from elsewhere. We conclude that any 


/attempt 
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attempt to put pressure on OPEC by threatening to 


withhold food would f a i l  , and would i n v i t e r e t a l i a t i o n . 


Moreover, the EEC would be deprived of valuable o u t l e t s for 


some food s t u f f s which tend to be produced in surplus. 


5. The consumers' bargaining p o s i t i o n could improve i f 


conditions in the o i l market changed. The root of the present 


problem i s the West's propensity to consume energy. Unless we 


can reduce consumption we are never going to be in a strong 


p o s i t i o n v i s - a - v i s OPEC c o u n t r i e s . The i n d u s t r i a l i s e d countries 


could and should cut t h e i r demand for OPEC o i l (along the l i n e s 


of recently agreed IEA and EEC demand r e s t r a i n t measures) and 


develop a l t e r n a t i v e energy sources. But these changes w i l l not in 


the foreseeable future a l t e r the fundamental balance between the 


two groups of c o u n t r i e s . In present circumstances, the consumers 


are in a p a r t i c u l a r l y weak p o s i t i o n . If they wish to open 


discussions with OPEC, they w i l l therefore need to adopt a 


cooperative rather than a confrontational approach. To confront 


OPEC with demands on o i l p r i c e s and production levels would get 


nowhere. And the market is now such that the producers can and 


are quite l i k e l y to respond to any approach which they regarded as 


h o s t i l e by cutting back production. The consequent price increases 


would more than o f f s e t any loss of OPEC revenues from the reduction 


in the volume of s a l e s . 


6. But i f the consumers are in no p o s i t i o n to confront OPEC, 


t h e i r hand is not so weak as to rule out entering into a c a r e f u l l y 


managed discussion of issues of mutual i n t e r e s t in a cooperative 


s p i r i t . The consumers w i l l need to speak to a l l the major OPEC 


producers, not just to the Gulf producers and Saudi Arabia, whose 


a b i l i t y to influence OPEC in moderate d i r e c t i o n s has been weakened 


by the events of the past six months. Whether or not more d i r e c t 


discussion of OPEC production l e v e l s , such as the French seem to 


be suggesting with t h e i r idea of a annual review of forecast 


production and consumption l e v e l s , w i l l prove f e a s i b l e w i l l need 


/further 
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further study. The themes which could be developed are: 


( i ) the economies of OPEC and the West are i n c r e a s i n g l y 


interdependent. There is a close i n t e r r e l a t i o n s h i p between 


crude o i l p r i c e s , production and demand le v e l s on the one 


hand and economic growth, i n f l a t i o n and the export price of 


manufactured goods on the other; 


( i i ) sudden and excessive o i l price increases damage 


Western economies, and both OPEC and the West would suffer 


from any r e s u l t i n g r e c e s s i o n . I n f l a t i o n does not just 


damage the West but OPEC as w e l l , by increasing export prices 


I	 for manufactured goods and by eroding real o i l prices and 


the value of OPEC f i n a n c i a l assets; 


( i i i ) large and sharp r i s e s in tie real o i l price are l i k e l y 


to be followed by a f a l l in demand and a slack market. 


This sort of see-saw and the corresponding f l u c t u a t i o n s in 


o i l revenues are l i k e l y to be against OPEC's economic 


i n t e r e s t s as well as those of the West. It is in the 


i n t e r e s t of both sides to avoid v i o l e n t and unpredictable 


f l u c t u a t i o n s in the o i l p r i c e , though not a l l OPEC producers 


(or a l l Western consumers) yet accept t h i s argument or i t s 


i m p l i c a t i o n s ; 


(iv) i f the West is damaged economically, i t w i l l also be 


weakened s t r a t e g i c a l l y leaving us less able to protect the 


Saudi and Gulf regimes (para 4(e) above); 


(v) i f OPEC were seen to be d e l i b e r a t e l y r a i s i n g o i l prices 


and as a result causing world depression, OPEC countries could 


well f i n d themselves p o l i t i c a l l y i s o l a t e d not only from the 


West but from the rest of the developing world. 


7. The influence of the o i l importing developing countries 


could be an important factor in any negotiation; and i t could 


work either for us or against us. The producers have shown 


/themselves 
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t h e m s e l v e s t o b e v e r y s e n s i t i v e t o c r i t i c i s m f r o m t h e d e v e l o p i n g 


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


o f o t h e r d e v e l o p i n g c o u n t r i e s ' i n t e r e s t . T h e r e c e n t UNCTAD 


c o n f e r e n c e a t M a n i l a h a s s h o w n t h i s c l e a r l y . So f a r t h e p o o r e r 


L D C ' s h a v e s h o w n l i t t l e i n c l i n a t i o n t o b r e a k w i t h t h e i r O PEC 


a l l i e s . I t w o u l d s u i t u s i n s o m e w a y s i f t h e L D C ' s w e r e t o o p e n 


t h e i r o wn d i a l o g u e w i t h O P E C , b u t we h a v e t o a c c e p t t h a t f o r 


d i f f e r e n t r e a s o n s n e i t h e r t h e L D C ' s n o r t h e p r o d u c e r s w i l l a g r e e 


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


a d i a l o g u e . T h e r e a r e s i g n s t h a t OPEC a r e t r y i n g t o c o n s o l i d a t e 


t h e i r p o s i t i o n w i t h t h e L D C ' s b y r e s u s c i t a t i n g t h e l i n k b e t w e e n 


o i l p r i c e s a n d t h e r a n g e o f N o r t h / S o u t h i s s u e s o f c o n c e r n t o t h e 


L D C ' s w h i c h s o m e OPEC c o u n t r i e s t r i e d t o e s t a b l i s h a t t h e t i m e 


o f t h e C I E C ( 1 9 7 6 - 7 ) . I f we e v e r g o t t o a p o s i t i o n w h e r e OPEC 


c o l l e c t i v e l y l i n k e d N o r t h / S o u t h c o n c e s s i o n s w i t h t h e s u p p l y o f 


o i l t h i s w o u l d b e v e r y d a m a g i n g . T h e W e s t n e e d s t o d o a l  l i  t c a n 


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


d e m a n d s f o r c o n c e s s i o n s o n t r a d e , a i d a n d t e c h n o l o g y t r a n s f e r a n d 


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


s h o w i n g p r a c t i c a l s y m p a t h y f o r t h e p l i g h t o f t h e o i l i m p o r t i n g 


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


e n e r g y r e s o u r c e s a n d b y c o n v i n c i n g t h e m t h a t t h e y s t a n d t o g a i n 


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


c o o p e r a t i o n o n e n e r g y i s s u e s . 


8. T h e q u e s t i o n o f p o s s i b l e c o n t a c t s w i t h OPEC i s l i k e l y t o 


f e a t u r e p r o m i n e n t l y b o t h a t t h e E u r o p e a n C o u n c i l i n S t r a s b o u r g 


a n d a t t h e T o k y o S u m m i t . I f t h e P r i m e M i n i s t e r b r o a d l y a g r e e s 


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


b r i e f i n g o n t h e s u b j e c t f o r b o t h t h e s e m e e t i n g s . T h e W e s t n e e d s 


t o r e s e a r c h a n d c o o r d i n a t e i t  s a p p r o a c h . Some w o r k h a s b e e n d o n e 

o n d e f i n i n g t h e W e s t ' s o b j e c t i v e s i n a n y c o n t a c t s , b u t n o 

c o n c l u s i o n s h a v e y e t b e e n d r a w n . T h e E u r o p e a n C o u n c i l s h o u l d 

/ p e r h a p s 
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perhaps give impetus to work within the EEC, already under way in 

preparation for the proposed meeting on Tt> June between Yamani 

and M. Giraud (for the French Presidency). The Summit could give 

an impetus to work within the IEA (of which France is not, 

however, a member). 


