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Reflections on OPEC’s Choice of Price Paths

By John H. Lichtblau, Petroleum Industry Research Foundation [excerpted by Wanda Grude]

[This speech was given before the 14th annual conven-
tion of the Indonesian Petroleum Association in Jakarta
on October 8, 1985, which coincided with the 100th
anniversary of the Indonesian petroleum industry.]

) .. Despite all the recent gloom and
doom in international oil markets,
our research indicates that oil will
continue to be a major factor in the
world economy well into the next
century. By the year 2000, we expect
oil consumption to be nearly 20%
higher than this year. While not
every analyst would agree with this

% particular figure, most forecasts
‘project some upward trend in world oil consumption
over the next 15 years and beyond.

Yet, less than 5 years ago, it was more likely that oil
demand at the end of this century would be lower than
now, although few people said so at the time. Official
contract prices for oil had risen to about $35/bl by the
beginning of 1981 and most projections showed them at
$50/bl or more for 1985 and $75-100/bl for 1990. Had
prices really moved along that line, even just to 1985,
conventional world crude oil production would have
been lower for the rest of this century, as oil would have
been displaced by other fuels. In the US, a shale oil
industry was on the verge of commercial takeoff in 1980.
Three years later it was largely abandoned because the
oil price trend has been convincingly reversed. The
same is true for solar energy, advanced technology in
enhanced oil recovery, and coal liquefaction and gasifi-
cation. On the demand side, the substantial energy con-
servation which we have witnessed in the last 10 years
would undoubtedly have accelerated if that high price
trend had continued.

At its last regular meeting before the Iranian revolu-
tion, OPEC had adopted regular quarterly price in-
creases for 1979 which amounted to an average annual
increase of about 10%, slightly in excess of world infla-
tion. What would have happened to OPEC if it had tried
to maintain this real price in 1980-1985? By the end of
1985, this policy would have led to nominal price of
$22-23/bl for Arab Light, or about $4.00-4.50/bl below
its current value. By the end of 1986, assuming further
erosion of current prices, the two price levels would be
about even, signaling the full reversal of the second
OPEC price escalation (1980). But how would this policy
have affected demand for o0il?

During 1974-78, world oil demand increased at an
average annual rate of about 2.5%, down from the 7%
rate of the pre-1974 period. A very modest growth rate
of slightly less than 1%/yr in oil demand would have
probably occurred under a scenario of steady flat real
oil prices from 1979-1985. This would have meant that
world demand would have risen to 55 mmbd in 1985, or
nearly 9 mmbd above this year’s likely consumption.
This also implies that the call for OPEC crude oil would
have been about 25 mmbd in 1985, or 60% more than the
organization is likely to produce this year. With a stead-
ier real price regime, non-OPEC production would
probably have not grown quite so fast.

Because of the high production volumes in the first 2-3
years after the second price explosion, OPEC earned
considerably more in those years than if prices had not
increased in real terms. But the next 2 years would have
been much easier to bear for the organization since
more revenues could have been earned under the lower
price scenario.

Another important aspect of this hypothetical price
and production scenario is that different members of
OPEC would be affected differently by it. Members who
could have expanded their production would have fared
very well while those with limited spare capacity (20%
or less) would not have fared as well as the former
group. It should also be remembered that all non-OPEC
members are hurt by any price reduction, regardless of
its impact on demand, since none has any significant
spare production capacity.

Natural gas production and trade in natural gas has
been positively affected by what actually happened to
oil prices. Some OPEC members could offset lost oil
revenues with increased gas-related revenues. How-
ever, ultimately the prices of both are intertwined.

This year world demand for oil is likely to be slightly
below last year’s while non-OPEC production continues
to rise. OPEC output will probably be about%OO—SOO bd
below the group’s self-imposed ceiling of 16 mmbd in
1985 and nosignificant change is expected for OPEC in
1986. So in the near term, OPEC not only must keep its
members from exceeding their assigned quotas but
must persuade one or more members to accept a lower
quota in order to support the price structure. Saudi
Arabia has indicated its unwillingness to be the “swing”
producer, absorbing all the decline in demand. In our
view, prices will continue to erode in the near-term but
will not collapse. Improvement will begin in the late

Continued on page 2
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