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The 1973 oil CéiSiSZ One
generation and counting

During the first half of this year, ol
FHCGS rose sharplx, prompfing head-
Ines suggesting the return to an era of
high oil"prices.” The spot price for
West Texas Intermediate crude in-.
creased from about $14 Eer barrel in
December 1993 to a peak of more
than $20 per barrel inJuly. World oil
demand has picked up in"response

to increased economic activity. How-
ever, since the beginning of the year—
indeed, over the [ast four years—world
crude oil production has femained
stable. Are we once again facing a
protracted period of rising oil prices
and oil-price-induced adjustments
reminiscent of the 1970s.and 1980s?
Abrieflook at the historical record
may shed some light on this question.

The rude awakening

In October 1973, the world entered a
new phase in the economic and politi-
cal process when a group of economi-
cally less developed oil-producing
countries, which thirteen years earlier
had banded together to form an inef-
fectual cartel called the Qrganization
of Petroleum Exporting Countries
(OPEC), launched ahold experiment
In international coercion. Unified b
the 1973 war between Israel and sever-
al Middle Eastern countries, the Arab
members of the cartel s_ought to per-
suade the industrial nations to inter-
vene on_behalf of the Arab partici-
pants. On the wholg, those nations
did not react favorably, so OPEC dem-
onstrated its power by turning down
the marglnal_squly 0f the world’s
exportable oil. Thé result was a dra-
matic increase in world oil prices—an
outcome bolstered by a strong world.
demand for oil and 4 tightening of oil
supplies from non-OPET sources.
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While OPEC’s objective with regard to
the Middle East conflict failed, its
restriction of oil supplies commanded
the world’s attention. OPEC’sim-
posing influence over the world’s
economies continued for abouta
decade,,Peakm in 1979-82, when
crude oil imported info the United
States reached a nominal price about
14 times that of early 1973—a monthly
averai;e price of more than $36 per
barrel.1 (Adjusted for inflation, the
increase was'more than six times.

The oil crises of 1973-74 and 1979-81
left the world markedly different. |
Indeed, they laid important stepping
stones over which the United States
has been dragged toward the reality,
ifnot the acceptance, of international
Interdependence.

It didn’t all begin in 1973

There isapopular perception that the
modern preoccupation with oil began
with OPEC’s restriction of supplies in
1973. Yet oil’svolatile history s longer
than that. Belgmnmg in the 1940s, &
series of deve[opments gradually pro-
duced an environment in which_a
cartel could manipulate world oil
markets. The availabilit 0f0||glayed
acrucial role in World War II, Strate-
gic access to reliable oil supplies was a
motivation for the German invasion of
Central Europe, German and Italian
actions in North Africa and around
the Suez Canal, and the Japanese con-
quest of Southeast Asia. Equally im-
Portant, the United States possessed
ar%e oil resources of its own, a fact
that was critical to the Allies’ success-
ful prosecution of the war.

With the end of the war and of ration-
ing in August 1945, the production
capabilities of the U.S. ail industry
were well positioned for the transition
to a peacetime economy. Qil soon
became a resource that'was largely
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taken for granted in the United States.
Throughout the 1950s and 1960s it was
plentiful and cheap, espec,laII%wnh_
new oil fields opening,up in the Mid-
dle East, Southeast ASia, and Africa.
During the 1950s, annual imports of
crude oil and refined oil prodycts
increased 176%, while domestic con-
sumption of petroleum products rose
about 65%; net imports as a share of
domestic consumption rose from 6%
to 17% over the period. Oil was so
cheap that in 1959, the domestic oil
industry per,suaded the Eisenhower
administration to impose import
quotas on crude oil and petroleum
products to protect_aqamst foreign
competition.2 The intent was to pro-
tect domestic oil prices and profits in
order to promote domestic explora-
tion and prodyction. During the de-
cade after the imposition of quotas,
|m(ports grew more slowh( increasing
71%; consumption growth also slowed
somewhat, increasing 48%.3 Even so,
Imports continued to fake a larger
portion of the domestic market; the
net import share rose to 22% in 1969.

During the period 1969-72 the oil
icturg in the U.S. changed markedly.
he supply/consumption relationship

became Increasingly tight. Domestic

crude P,rod_uctlon peaked in 1970 as
domestic fields became less produc-
tive; it then began a gradual decling
that continuesto date. (That decline
was interrupted brlefI,Y by the opening
of the Trans-Alaska oil pipeline in

1977.) Consumption continued to

expand, increasing. 16% between 1969

and 1972, Crude oil prices, which

had been rising at an average annual
rate of about 1.25%, rose nearly 8% in

1971 alone. Asa share of domeéstic

consumption, net imports of crude oil

and oil ﬂroducts rose to 28% in 1972.

_Throu_g%_ out the period, pressures

intensitied to remove import controls

on these commodities.



In 1970, a presidential commission .
recommended the elimination of oil
import quotas. In mig-1972 a court
challenge to_the legality of the import
quotas was filed by'several northeast-
ern states, where it was easier and
cheaper to get oil from abroad than
from Texas.” In late 1972 President
Nixon relaxed quotas on gasoline and
heating fuel to stave off threatened
shortages. Nonetheless, ol shorta?es
ang rising Rnces persisted during the
early months of 1973, with no sign of
relieffrom domestic production.
Quotas were relaxed further inJanu-
ary of that year and again in April,
and were finally ended by executive
order on May L By September 1973,
one month before the Initial suppl
cuts by the Arab_producers, the U.S.
Rroducer price index for crude oil

ad risen nearI(Y 17% from itsJanuary
level. U.S. crude oil producers had
little excess production capacity and
dwindling ol field reserves; thus even
at higher prices, they were unable to
respond in the shorf term. The stage
was set for OPEC to step into the
spotlight.

The OPEC adventure

International oil markets responded
quickly to the tight supply/consump-
tion situation. The U.S. monthly
average impaort price for crude oil
stood at $2.75 per barrel inJanuary
1973; by September it had increased
23% t0°$3.38. In October 1973 the
Persian Gulf members of OPEC dou-
bled the price of their cryde oil, then
inJanuary 1974 doubled it again. By
that time'the average price in the U.S,
for imported oil had more than dou-
bled to $6.92 per barrel, and b¥
March it had increased to $11.10.
Prices drifted upward durln%the next
four years and held around $13.50 per
barrél throughout 1978, By the late
1970s h|ghe,r oil prices had elicited
increased oil production not onlhl
from OPEC, but also from elsewhere,
especially Mexico, the Alaskan North
Slope, and the newly opened fields in
the North Sea. At the same time,
energy conservation measures were
on theé verge of significantly cutting
oil consuniption in the industrial
countries.

Faced with the prosRect of losin
some control over the market, OPEC
again asserted its influence in 1979 by
cltting production and raising prices.
This development was aided by the
late 1979 Iranian revolution that de-
Fosed the Shah. Uncertainty about
he security of Middle East ol s_upflles
Was a?aln at a high level. By mid-1980
the official ﬁrlce for benchmark Saudi
Arabian light crude had been raised
to $32 perbarrel. In October 1981 it
was raised further to $34, and quality
premiums pushed some crude prices
above $40.4 The U.S. avera_?e month-
!$y|mport price for crude hit a peak of
$30.95 per barrel in April 1981, The
inflationary impact and, central banks’
response t it once again helped push
most of the world’s major economies
Into recession. The consequent re-
duction in oil consumption along with
accelerated conservation measures
and higher non-OPEC oil output
beqan Puttln,g pressure on OPEC’s
ability to mainfain its set price. The
unity’of the cartel began to crack as
individual members ¢heated on the
cartel, attempting to increase their
national revenues by boosting their
own oil output and Surreptitiously
seIIm% more than their OPEC qubta
at reduced prices) on world markets.
As prices hegan to fall, there was an
incentive for individual OPEC mem-
bers to lower prices even further (and
sell. more product) in the attempt'to
maintain revenues bz Increasing mar-
ket share. This breakdown in cartel

discipline, a key weakness in the main-

tenance of any cartel, eventually con-
tributed to a break in oil prices:

ny the mid-1980s ene,rgfy conservation
efforts in the industrial countries were
In full swing. Oil production by non-

OPEC countries was steadily inCreas- |

ing. These developments placed addi-

tional pressure on cartel discipline.
By early 1983 imported oil prices in
tie U.S. had dropped helow $30 per
barrel. Then, during the first half of
1986, oil erces pre0|p|t0usl¥ dropped
even further, from nearly $ 6Ber
barrel of crude inJanuary to about
$10 In Au?ust the lowest price since
February 1974. Subsequently, prices
recovergd somewhat and generallg
have held close to a range”of $15-$20

P_er barrel. The major upside excep-
ion was a brief hut sharp run-up in
prices in late 1990 ?enerated, once
again, by uncertainty over Middle East
oil supplies during the Gulf War.

1994: A new exercise of OPEC
market power?

After the Gulf War, recession and/or
slugplsh,economlc growth.in the
world’sindustrial eConomies contrib-
uted to weak oil markets, with prices
?enerally In the $156620 ran?e or
ower. Indeed, inJanuary ofthis year
the monthly average U.S. import price
for crude dropped to $11.60 per bar-
rel. Butthe second-guarter surge in
oil prices recalled OPEC’s old market
power and renewed questions as to
whether OPEC could or would try to
reassert that power. When OPEC
decided in March to hold production
ceilings unchanged despite rising
prices, rather than reduce production
In an aftempt fo_push Prlces further
upward, the oil-importing countries
breathed a sigh of relief. "OPEC’s
meeting in OCtober will be watched
with even greater interest, especially
since il prices have recently decliried
from their mid-year peak.

Why the renewed congern that oil
R,rlces are once again headed for the

Igh road? In Part it stems from the
kniowledge that in the longer term, oil
Isalimited (that is, nonrefewable)
resource that over time will become
more costly to produce. There are
also mematies of the numerous fore-
casts in the 1970s and early 1980s that
suqﬁested,the world would “hit the
wall”on oil production during the
1990s and that consumers would face
high and ever higher oil prices.
These forecasts have not come true,
but the mid-1990s are here and the
memor%pemsts. Will the shoe drop
after all’

Overlymg such latent worries is the
recent shift in the world’s economic
environment. Continental European
economies are pulling out of an ex-
tended recession, andJapan shows
some signs that an economic uptyrn
IS in its Near future. The economies
of the English-speaking countries



continug to expand, and economic
growth in the m,dusfrlallzmg nations
0f Southeast Asia is booming. These
conditions clearly contribute to in-
creas_mg demand for oil. Indeed, not
only is fotal consumption increasing,
butat least in the U.S., per capita
consumption has also turned upward.

At the same time, non-OPEC as well as
OPEC production is holding stable.
The combination of increasing con-
sumption and stable production has
been absent from the oil market for at
|east five years, and it clearly contains
the potential for increasing prices.
Upward price pressures durmgi the
second guarter of 1994 were also
ﬁrowde by a seasonal response to the

eavy gasoline use that normally oc-
cursdring the summer months.
Concern about the potential for dis-
ruptions in the supply of crude il
because of labor unrést in Nigerian
oil fields and civil war in Algeria also
placed upward pressure on prices. So
Isanother oil price shock on the near
horizon? For several reasons, it does
not seem likely.

First, the reaction of the industrial oil
importers to the dramatic %HCE In-
creases of 1973-74 and 1979-80 con-
veyed an important message to OPEC
oil ministers. Initially, the"dramatical-
ly higher prices caused consumers to
reduce their demand for oil. Over
time, the economies of the oil con-
sumers adjusted to the new mix of
energy prices, and demand for gil
changed such that the increase in
revenue to oil producers backed off
further.5 In part, this stems from
conservation efforts as well as the fact
that in many uses there are substitutes
for oil, especially when oil prices are
high relative to other forms of energy.

Second, if and when Iraq complies
with U.N. requirements on arms con-
trol, and the U.N relaxes the em,bar%o
on iraq|,0|l, Iraq’s production will add
substantial quantities to available
world oil supplies._ In such circum-
stances, other OPEC members may
cut back on production to compen-
sate for the increased flow from, Iraq.
Nonetheless, the return of Iraqi oil
may moderate_the upward pressure
onoil prices. This developmentwill

serve to exacerbate the inherently
unstable nature of the cartel.

Third, while the industrial economies
remain heavily dependent on oil, they
are less so than thely were during the
1970s and 1980s. This is due to'the
substitution of other energy sources
In particular, natural gas and coal)
or oil and to increased efficiency. in
use. Inthe U.S. the amount of dil
consumed per billion dollars in real
GDP declined nearly 37% between
1973 and 1993, Furthermore, oil’s
share of U.S. ener,gY consumption has
declined substantially, from 47% in
1973 to 40% in 1993

Finally, the worry of a generation

ago that oil pricés are On an ever-
upward trend may be avalid concern
for the long term; but the long term
IS a process, not a point in time. An
Interesting and gienerally ignored fact
In this regard isthat the'real (infla-
tlon-adﬂusted) price for oil isat its
lowest fevel in more than 40 years.

Summing up

The current conditions of world oil
supply and demand contain some of
the preconditions for ol P,rlce,s to
trend upward. Consumption isin-
creasing, in line with more expansive
economic growth. At the same time

roduction has increased more,slov,vly.

PEC’s share of world production is
gradually moving u_Pward a?,am, pro-
viding the cartel'with potentjally in-
creased Ieveraqe on the world market.
Nevertheless, it seems unlikely that
the cartel will seriously attempt to,
abuse that leverage a?am. In addi-
tion, over the relatively near future,
the UN. holds a strong bargaining
chip with its control over the embargo
of Iraqi oil.

In short, current conditions sugges,t
that oil prices are not likely to 0&cline
appreciably from current [evels, and
thus will not continue to contribute to
lower inflationary pressures, as they
did during most ot the period since
1981. On’the gther hand, oil prices

per se are not likely to be a strong

my for the Toreseeable future.6 That
Isnot to say that higher taxes and/or

e
Inflationary factor n the world econo-

increased costs of environmental
controls will not 5|gn|f|cant(ljy increase
the price of petroléum products to
CONSUMErs. The}/_very likely will—but
that Is a different issue.

—Jack L. Hervey

7.S. Department of Commerce, Bureau of
the Census, Summary of U.S, Export and Import
Merchandise Trade, No. FT 900, various years.
Unless otherwise noted, |mPort prices Cited
throughout this article are from this source.

Quotas were initially imposed under execu-
tive order, They werfe later given statutory
eitég%onty in the Trade Expansion Act of

3J.5. Department of Commerce, Bureau of
Economic Analysis, Business Statistics: Supple-
ment to the Survéy of Business, various years.

Federal Reserve Bank of Chicago, Interna-
tional Letter, various years.

5The initial response of the reduction in oil
supply (a backward shift in the supply func-
tion) ‘1s a hlg_her price and somewhat re-
duced quantity of gil used as the demand
moves up, the Supply curve. Qver time, the
composition of factors that affect demand
adjusts (that is, demand shifts downward
and the qu_antlt)f of il used declines further
and the price falls. The magnitude of these
changes de_Pends on, among ather things,
oil’s quanti )g/p_rlce relationship and thé
]gegrele of substitutability of other resources
oroil.

6This abstracts from potential changes in
exchanrqe rates. Oil Is priced in U.S. dollars
on world markets. An apPremabIe change
in the dollar exchange rate could have a
substantial impact o the foreign currency
price of oil.
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Manufacturing output index

(1987=100)

July Month ago  Year ago
MMI 131.9 131.8 119.6
P 118.7 118.3 111.6

Momr vehicle ro?uct&on

(miffions, seasdnally adj. annual rate)
July Month ago  Year ago
Cars 6.0 6.2 54
Light trucks 4.7 51 4.0
Purchasing managers’ surveys:
net % repgrtmg p%odsuctlon Erowth
Aug. Month ago  Year ago
MW 61.7 69.3 56.3
u.S. 58.1 61.0 52.2

1991 1992

Purchasing managers’ surveys pointed to slower but continued growth in
industrial out{)ut in recent months. The apparent weakening in the Midwest
during August was largely determined b¥ a sharp decline in surveﬁ results in
Detroit, but the Detroit survey does not Tully adjust for seasonal changes
unique to the auto industry, and auto outﬁut iscurrently scheduled to
strengthen as the year draws to a close. The production’ components of the
Chlcago and Milwaukee surveys remained at relatively high levels during
August. The overall Midwest composite index remains consistent with =
gna?ldeigtgagalns In output, although growth may have slowed somewhat since
y 1994,

1993 1994

Sources; The Midwest ,Manufactur,mg Index
éMMl) IS.a composite index of 15 Industries
ased on_monthly hours worked and kilowatt
nours. IP represents the Federal Reserve Board
Industrial J]rOdUCtIOH Index for the U.S. manu-
facturing sector. AiJ,tOS and light trucks are
measured In annualized physical units, usm?
seasonal %djustments developed by the Board.
The purchasing managers surve¥data for the
Mldwesé are Weltll,hted Verages o %he se%sonally
adH,uste production compaonents from the
Chicago, Detroit, and Mllwaukee,Purchasmg

anagers’ Association surve%s, with assistance
rom Bishop Associates and Comerica.
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